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About the University

Rajiv Gandhi University (formerly Arunachal University) is a premier institution for higher education in the state
of Arunachal Pradesh and has completed twenty-five years of its existence. Late Smt. Indira Gandhi, the then
Prime Minister of India, laid the foundation stone of the university on 4th February, 1984 at Rono Hills, where the
present campus is located.

Ever since its inception, the university has been trying to achieve excellence and fulfill the objectives as
envisaged in the University Act. The university received academic recognition under Section 2(f) from the
University Grants Commission on 28th March, 1985 and started functioning from 1st April, 1985. It got financial
recognition under section 12-B of the UGC on 25th March, 1994. Since then Rajiv Gandhi University, (then
Arunachal University) has carved a niche for itself in the educational scenario of the country following its
selection as a University with potential for excellence by a high-level expert committee of the University Grants
Commission from among universities in India.

The University was converted into a Central University with effect from 9th April, 2007 as per notification
of the Ministry of Human Resource Development, Government of India.

The University is located atop Rono Hills on a picturesque tableland of 302 acres overlooking the river
Dikrong. Itis 6.5 km from the National Highway 52-A and 25 km from Itanagar, the State capital. The campus
is linked with the National Highway by the Dikrong bridge.

The teaching and research programmes of the University are designed with a view to play a positive role
in the socio-economic and cultural development of the State. The University offers Undergraduate, Post-
graduate, M.Phil and Ph.D. programmes. The Department of Education also offers the B.Ed. programme.

There are fifteen colleges affiliated to the University. The University has been extending educational
facilities to students from the neighbouring states, particularly Assam. The strength of students in different
departments of the University and in affiliated colleges has been steadily increasing.

The faculty members have been actively engaged in research activities with financial support from UGC
and other funding agencies. Since inception, a number of proposals on research projects have been sanctioned
by various funding agencies to the University.  Various departments have organized numerous seminars, workshops
and conferences. Many faculty members have participated in national and international conferences and seminars
held within the country and abroad. Eminent scholars and distinguished personalities have visited the University
and delivered lectures on various disciplines.

The academic year 2000-2001 was a year of consolidation for the University. The switch over from the
annual to the semester system took off smoothly and the performance of the students registered a marked
improvement. Various syllabi designed by Boards of Post-graduate Studies (BPGS) have been implemented.
VSAT facility installed by the ERNET India, New Delhi under the UGC-Infonet program, provides Internet
access.

In spite of infrastructural constraints, the University has been maintaining its academic excellence. The
University has strictly adhered to the academic calendar, conducted the examinations and declared the results on
time. The students from the University have found placements not only in State and Central Government
Services, but also in various institutions, industries and organizations. Many students have emerged successful
in the National Eligibility Test (NET).

Since inception, the University has made significant progress in teaching, research, innovations in curriculum
development and developing infrastructure.



About IDE

The formal system of higher education in our country is facing the problems of access, limitation of seats, lack of
facilities and infrastructure. Academicians from various disciplines opine that it is learning which is more important
and not the channel of education. The education through distance mode is an alternative mode of imparting
instruction to overcome the problems of access, infrastructure and socio-economic barriers. This will meet the
demand for qualitative higher education of millions of people who cannot get admission in the regular system and
wish to pursue their education. It also helps interested employed and unemployed men and women to continue
with their higher education. Distance education is a distinct approach to impart education to learners who remained
away in the space and/or time from the teachers and teaching institutions on account of economic, social and
other considerations. Our main aim is to provide higher education opportunities to those who are unable to join
regular academic and vocational education programmes in the affiliated colleges of the University and make
higher education reach to the doorsteps in rural and geographically remote areas of Arunachal Pradesh in particular
and North-eastern part of India in general. In 2008, the Centre for Distance Education has been renamed as
“Institute of Distance Education (IDE).”

Continuing the endeavor to expand the learning opportunities for distant learners, IDE has introduced Post
Graduate Courses in 5 subjects (Education, English, Hindi, History and Political Science) from the Academic
Session 2013-14.

The Institute of Distance Education is housed in the Physical Sciences Faculty Building (first floor) next to
the University Library. The University campus is 6 kms from NERIST point on National Highway 52A. The
University buses ply to NERIST point regularly.

Outstanding Features of Institute of Distance Education:

(i) At Par with Regular Mode

Eligibility requirements, curricular content, mode of examination and the award of degrees are on par with
the colleges affiliated to the Rajiv Gandhi University and the Department(s) of the University.

(ii) Self-Instructional Study Material (SISM)

The students are provided SISM prepared by the Institute and approved by Distance Education Council
(DEC), New Delhi. This will be provided at the time of admission at the IDE or its Study Centres. SISM
is provided only in English except Hindi subject.

(iii) Contact and Counselling Programme (CCP)

The course curriculum of every programme involves counselling in the form of personal contact programme
of duration of approximately 7-15 days. The CCP shall not be compulsory for BA. However for professional
courses and MA the attendance in CCP will be mandatory.

(iv) Field Training and Project

For professional course(s) there shall be provision of field training and project writing in the concerned
subject.

(v) Medium of Instruction and Examination

The medium of instruction and examination will be English for all the subjects except for those subjects
where the learners will need to write in the respective languages.

(vi) Subject/Counselling Coordinators

For developing study material, the IDE appoints subject coordinators from within and outside the University.
In order to run the PCCP effectively Counselling Coordinators are engaged from the Departments of the
University, The Counselling-Coordinators do necessary coordination for involving resource persons in
contact and counselling programme and assignment evaluation. The learners can also contact them for
clarifying their difficulties in then respective subjects.
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INTRODUCTION

Economic theory or analysis furnishes the economists with a set of tools which they use
to analyse the nature of the observed economic phenomena in the real world. Economic
theory may, therefore, be appropriately defined as a ‘box of tools” with which the
economists construct economic models in order to study the economic phenomena which
frequently occur in the real world. Although the analytical tools in the kit-bag of an
economist are inadequate to enable him to handle each and every individual economic
occurrence in so far as it reveals its own peculiarities, these nevertheless enable him to
analyse certain common features of individual economic occurrences. Like other
sciences, economic theory also provides us with the general propositions which are
employed in the analysis of economic phenomena within certain limits.

Economic theory is never permanent; it is necessarily provisional and is liable to
change with the advancement of knowledge and changing complexion of economic
phenomena over time. Economic issues which are deemed crucial at one time and place
may be wholly irrelevant or trivial at some other time and place. Similarly, issues which
are relevant for one economy may be entirely irrelevant elsewhere.

The book Macroeconomic Theory and Monetary Economics is divided into
ten units which deal with the various theories of micro economics and monetary
economics. The important theories covered include the theories of consumption,
investment, trade cycle and the theories of demand and supply of money. The book
concerns itself with explaining the nature, scope, development and branches of
macroeconomic theory.

The learning material in thisbook is presented in the self-learning format, wherein
each unit begins with an Introduction to the topic followed by an outline of the Unit
Objectives. The detailed content is then presented in a simple, structured and easy-to-
grasp style interspersed with ‘Check Your Progress’ questions to test the student’s
understanding. At the end of each unit, a Summary and a list of Key Terms have been
provided for recapitulation.

Introduction
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UNIT | DEMAND FOR AND SUPPLY
OF MONEY

Structure

1.0 Introduction
1.1 Unit Objectives
1.2 Tobin’s Portfolio Selection and Baumol’s Transaction Demand
1.3 Friedman’s Restatement of Quantity Theory of Money
1.4 Inside and Outside Money
1.5 Gurley-Shaw approach
1.6 Exogenous and Endogenous Money Supply and Kaldor’s Theory
1.7 Summary
1.8 Key Terms
1.9 Answers to ‘Check Your Progress’
1.10 Questions and Exercises
1.11 Further Reading

1.0 INTRODUCTION

The demand for money is the desired holding of financial assets in the form of money:
that is, cash or bank deposits. It can refer to the demand for money narrowly defined as
M1 (non-interest-bearing holdings), or for money in the broader sense of M2 or M.

Money in the sense of M, is dominated as a store of value by interest-bearing
assets. However, money is necessary to carry out transactions; in other words, it provides
liquidity. This creates a trade-off between the liquidity advantage of holding money and
the interest advantage of holding other assets. The demand for money is a result of this
trade-off regarding the form in which a person’s wealth should be held. In economics,
the money supply or money stock; is the total amount of monetary assets available inan
economy at a specific time. In this unit, the several theories and concepts regarding the
demand and supply of money have been discussed in detail.

1.1 UNIT OBJECTIVES

After going through this unit, you will be able to:
¢ Discuss the concept of demand for and supply of money with the help of equations
¢ Differentiate between endogenous and exogenous money supply
e Analyse Tobin’s portfolio selection and Baumol’s transaction demand for money
e Discuss Friedman’s restatement of quantity theory of money its criticism
o Differentiate between the concept of inside and outside money
¢ Explainthe concept of financial intermediaries as explained by Gurley and Shaw

Self-Instructional
170 Material
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1.2 TOBIN’S PORTFOLIO SELECTIONAND
BAUMOL’STRANSACTION DEMAND

In his classic article, James Tobin has developed a sophisticated analysis of portfolio
selection under uncertainty which meets the shortcomings present in Keynes’ analysis
of the speculative demand for money. According to Keynes, an individual wealth-holder
discretely decides to hold either bonds or money and not both. According to Tobin,
rational behaviour induces an individual to hold a wealth portfolio which is comprised of
both bonds and money.

In order to demonstrate Tobin’s analysis of rational portfolio selection under
uncertainty, let us assume that at the beginning of some given time period, initially an
individual wealth-holder possesses a wealth portfolio of certain given size W,. We also
make the most likely assumption—which isan essential part of rational behaviour—that the
individual wealth-holder prefers more wealth to less wealth. Given these two assumptions,
the individual wealth-holder is faced with the formidable problem of deciding as to what
fraction of his total wealth portfolio he should hold in the form of consols (we assume that
consol isthe only form of bond available to him) and what fraction he should hold in money.

According to the Keynesian theory, the individual holds either all the money or all
consols based on the expected future rate of interest—the normal rate. However, if the
more realistic assumptions of uncertainty about the future rate of interest and of the
equal probability on the part of average individual wealth-holder to underestimate and
overestimate this interest rate are made, then after many years the average capital gain
or loss will be zero although in any given year either a capital gain or a capital loss can
occur. The extent to which a capital gain or loss will occur will depend on the amount of
uncertainty about the future interest rate. Tobin demonstrated that for a given uncertainty
about the future interest rate, the wealth-holder bears a greater or smaller risk as he
holds a larger or smaller proportion of his total wealth portfolio in the form of consols.

A wealth-holder who operates under the above assumed condition will maximize
the expected growth of wealth if he holds his total wealth in the form of consols. He will,
however, simultaneously also bear the maximum risk of a possible capital gain or loss. If,
on the other hand, the wealth-holder holds his entire wealth in the form of money, he will
assume zero risk but his wealth will not grow at all. In what exact money-consol mix he
will hold his total wealth will ceteris paribus depend on the temperament and attitude
towards risk of the individual wealth-holder. If he is a risk averter—preferring less to
more risk at a given rate of return—then the decision about the proportion in which to
hold his wealth in the form of consols and money will depend upon his attitude towards
the trade-off—substitution of certainty with zero growth in wealth and risk with growth in
wealth. Figure 6.1 shows the individual wealth-holder’s attitude towards risk and the
growth in his total wealth.

In Figure 6.1, on the X-axis has been shown the portfolio risk while on the Y-axis
has been shown the expected worth of the portfolio at the end of the given time period.
Since the portfolio risk depends on the fraction of the total wealth portfolio held in the
form of consols, an increasing portfolio risk implies an increasing fraction of the portfolio
held in the form of consols. In the figure, 1, I, I, and 1, are the individual wealth-
holder’s indifference curves. Indifference curve I is preferred to indifference curve I;.
Indifference curve 11 is preferred to indifference curve lo and difference curve lo is

Self-Instructional
Material 172



preferred to indifference curve | ,. The slope of the indifference curves is positive due
to our assumption that increased risk is desirable only for a higher level of wealth at the
end of the period and that higher growth of portfolio is preferred for a given level of
portfolio risk. The indifference curves are convex towards the origin of axes showing
that with the increase in wealth, the marginal utility of wealth for the individual wealth-
holder falls and he is less willing (more reluctant) to bear the greater risk in order to
increase the total stock of his wealth.

Y

L 1

/ / Iy I,

qu( 14+r) / / e
B
Wy j

Expected Portfolio Value at the End of Time Period

PR, PR

m

Portfolio Risk
Fig. 6.1

If the individual wealth-holder prefers to bear no risk and keeps his entire initial
stock of wealth W in the form of money, then at the end of any given time period his
wealth stock will not increase and it will remain fixed at Wo as shown in Figure 6.1.
Consequently, the wealth-holder’s welfare does not increase but remains constant at
indifference curve lo. On the other hand, if the wealth-holder decides to keep his entire
wealth in the form of consols, then his expected wealth at the end of the time period will
become Wo (1 + r), where r is the rate of return on consols. It should however, be
stressed that the expected wealth is not the amount of wealth which the individual has
acquired at the end of any single given time period; it is rather the average wealth at the
end of many similar time periods. At the end of any given time period, the stock of
wealth may be either below or above W, (1 + r). The attitude of the wealth-holder, who
isarisk averter, will be asymmetrical towards capital gain or loss since he considers the
marginal utility of a rupee worth of capital gain worth less than the marginal disutility
(pain) suffered from a rupee worth of capital loss.

Given the amount of uncertainty associated with the future interest rate, the
portfolio risk will be maximum when the entire stock of wealth Wy is held in the form of
consols. This maximum risk has been mentioned as PR _in Figure 6.1. Corresponding to
this maximum risk, the expected portfolio value is also maximised at Wo (1 + r) indicated
by point A in the figure. For a given interest rate, the expected gain in wealth by holding
wealth in different money-consol combinations ranging from holding only money Wo to
holding only consols Wy (1 + r) shown by point A has been shown by the straight line
WoA. This line is like the budget constraint line in the theory of consumer choice. The
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individual wealth-holder will maximize his total welfare at point B where indifference
curve |, is tangential to W A line showing that the wealth-holder diversifies his wealth
portfolio between money and consols rather than hold his wealth either entirely in the
form of money or entirely in the form of consols. If he does the former, he will only attain
indifference curve I while by holding entirely consols (point A) he will only worsen his
position since he will come down on a still lower indifference curve I, representing
smaller welfare.

The liquidity preference function—Keynes’ speculative demand for money function—
foran individual wealth-holder may now be derived by analysing the effect on the portfolio
selection under uncertainty of varying the rate of interest, keeping the wealth-holder’s
total endowment of wealth constant at Wo. We also assume that there is no change in
the amount of uncertainty regarding the future rate of interest. Under these two
assumptions, the maximum portfolio risk remains unchanged at the PR _ level. Figure 6.3
shows that the vertical intercept W, of the budget constraint line W A is the initial given
wealth stock and the slope of the line is—

Wo (14T1)-Wo _ rW,
PR, PRy,

Since bothWoand PR _are constants, the slope of the budget constraint line WoA depends

on the rate of interest. An increase in the rate of interest expected to be paid on the
consols will mean an increase in the slope of the line and vice versa.

A change in the expected rate of interest on consols will affect the portfolio
selection decision of the individual wealth-holder by causing a change in the proportion
in which he will hold money and consols. In the normal course, as the rate of interest
increases, the proportion in which the individual wealth-holder will keep his total wealth
in the form of consols will increase. It is so because as the rate of interest increases,
with the given uncertainty about the future rate of interest, the opportunity cost in the
form of interest-yield forgone of holding money increases inducing the wealth-holder to
decrease the proportion of money in his portfolio. Figure 6.2(A) shows the effect of
changes in the interest rate on the portfolio selection under uncertainty while Figure
6.4(B) shows the negatively sloping liquidity preference (speculative demand) curve of
the individual wealth-holder which has been derived from Figure 6.2(A).

(A) (B)

} Y
= 2 Y>2>Y 1>, I Cr=n
28 Woll+ry) =
chs / <
> ) B =
() " u 1, r=r 7
2 8 Wy(l+r) (’/ o _Brn 8
£ woan % A, =
g 5 ol1+rg) = >d r=ry —
B E Wy “T1] )
e | &
8.8 M>=L,(r)
okl

0 K LM X 0 X

Portfolio Risk Liquidity Preference (M,)
Fig. 6.2

In Figure 6.2(A), three budget-constraint lines have been drawn for the three
different interest rates r, r,, and r, such that r,>r, > r. As the rate of interest increases
from ro to r1 to rz, the rational individual wealth-holder moves away from the initial
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equilibrium portfolio-mix shown by the tangency point E to that shown by the tangency
point F and finally to the next one shown by the tangency point G. As the interest rate
increases, the increase in the wealth-holder’s welfare which has been shown by the
movement on to the higher indifference curves is accompanied by an increase in the
amount of consols (or decrease in the amount of money held) and also by increase in the
portfolio risk. The liquidity preference curve for the individual wealth-holder is a
continuously downward sloping curve as shown in Figure 6.2(B). This kind of negatively
sloping curve is supported empirically by the studies which have been made in order to
measure the interest elasticity of the demand for money.

Although Tobin’s theory of the demand for money yields results similar to Keynes’
analysis, it is superior to Keynes’ theory. First, it reveals rationality on the part of the
individual wealth-holders who exhibit a continuous liquidity preference function. Second,
the fact that they simultaneously hold cash and consols in their asset portfolio is not
based on the belief that in future the interest rate will change in only one direction; it is
rather based on the likely assumption of uncertainty entertained by the wealth-holders
regarding the future movements in the rate of interest. Third, Tobin’s analysis, in
which the demand for money is determined by the individual wealth-holder’s behaviour
towards risk, can be extended to the problem of asset choice when the wealth-holder
has more alternatives available to him than the only two alternatives—money and
consols—of holding his wealth portfolio.

William J Baumol has developed the theory of the transactions demand for money
on the basis of business control. Business firms demand the inventory of money in order
to facilitate their operations. However, by holding money the firm incurs cost in the form
of interestincome forgone. Consequently, the firm will strive to hold the optimal inventory
of moneyas it will minimize its cost.

In order to find a solution to the problem of inventory management, it is assumed that
the firm has knowledge about the size of its total future transactions. Baumol concentrates
only on the transactions demand for money excluding the precautionary and speculative
liquidity preference. It is also assumed that the payments are made in a steady flow and
that during any given time period (say one year) y nominal rupees’s worth of income
transactions will take place. For the sake of simplicity, it is further assumed that the firm
obtains money in order to carry out the transactions by selling the bonds. When the firm
converts into cash arupee’s worth of bond, it incurs the opportunity cost (interest income
forgone) of r rupees per rupee per year. If at the beginning of the year, the firm encashes
bonds equivalent to an amount of cash M1 which is enough to meet the total transactions
during the year, then the interest opportunity cost O, will be:

_yr _ My
0,= =—
2 2
where r = the annual interest rate.

M.r
The opportunity cost is Y rather than M r because under the assumption
1

2
made the transactions take place in a steady flow as shown in Figure 6.3 where at the
beginning of the year the firm (or individual) has M, =y rupees and at the end of the

. . M
year it has zero rupees. Consequently, the firm possesses on an average of _*_
2

rupees at any given time. If the withdrawals are made twice in a year, the amount of
money withdrawn will be:

M, = *
2

1
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and the average amount of rupees held by the firm will be:

M, _ v/
2 2
The opportunity cost for the half-year will be:
(¥2)(/2)
2

Consequently, the yearly opportunity cost O, will be:

where (r/2) isthe six-monthly interest rate. Sincey = 2M; the annual interest opportunity
cost O, can also be expressed as:

O = M
¢ 2
Y

g M=y

=

=

£ M,

@) \

X
Time (Years)
Fig. 6.3

The opportunity cost does not, however, comprise the interest cost alone. The
firm also incurs some fixed cost, say of b rupees, for each withdrawal. This non-interest
fixed cost consists of all non-interest expenses including the brokerage paid for converting
bonds into cash, transport costs which are incurred in visiting the bank and so on. Since
each year y/M, withdrawals are made, the yearly non-interest fixed cost incurred by the
firmis by/M. This gives us the total (interest and non-interest) opportunity cost nas:

by | My
M, 2
The problem involved here for the firm is of determining that amount of inventory cash

M, for which the total opportunity cost wis minimized. According to Baumol, this will
occur when—

T=

v, = [
r
By dividing both sides of the equation by the general price level P, we get the transactions
demand for real money balances which is:

M :\/206 B(/ )P =Jﬂ
! r

r




where M, =transactions demand for money balances
b =real non-interest opportunity cost

y =real income.

The equation states that the loss-minimizing firm’s demand for the real cash
balances for transactions purpose is inversely proportional to the square-root of the real
income and inversely proportional to the square-root of the interest rate. This proposition
is frequently referred to as the square-root rule.

Baumol’s analysis has two chief merits. First, it shows that the transactions demand
for cash balances is interest-elastic—a conclusion which is insignificant in Keynes’
approach. Second, it shows that the transactions demand for cash balances increases
less than proportionately with the increase in income due to the economies of scale
experienced in the use of money—a conclusion which is in sharp conflict with the cash
balances quantity theory of money approach according to which the transactions demand
for money bears a rigid proportionality relationship to the level or income.

Besides the approaches of James Tobin and William Baumol, there is Milton
Friedman’s approach to the demand for money. According to Friedman, the demand for
money is simply an application of a more general theory of the demand for capital assets
and it depends upon several factors. Friedman’s theory of the demand for money is part
of his modern quantity theory of money. To state very briefly, Milton Friedman argues
that the demand for money by the wealth-holders depends on the following factors.

e Total real wealth

e Fraction or percentage of total wealth kept in the non-human form of wealth
e« Opportunity cost of holding money

e Other variables which determine the utility of money

1.3 FRIEDMAN’S RESTATEMENT OF
QUANTITYTHEORY OF MONEY

John Maynard Keynes’ monumentally scholarly work titled The General Theory of
Employment, Interest and Money was highly critical of the old quantity theory of money.
It was Keynes’ contention that the quantity theory of money was wrong in singling out
the general price level as the sole determinant of the demand for money and changes in
the general price level as being principally determined by changes in the supply of money.
Asaresult of Keynes’ attack on it, the quantity theory of money was dismissed by most
economists until it was revived in the late 1950s as result of the serious academic work
done by the economists at the University of Chicago. The monetary theory had been
discredited and the view that ‘money does not matter’ had assumed great importance in
the academic circles. Consequently, monetary policy had suffered emasculation being
largely replaced by the fiscal policy. The revival of economists’ interest in the quantity
theory of money is largely due to the sincere and pioneering efforts of the neo-quantity
theorists led by Professor Milton Friedman and his worthy students. Milton Friedman’s
writings restating the quantity theory are a part of the oral tradition of Chicago of which
the quantity theory was a central and vigorous part throughout the 1930s and 1940s. At
the University of Chicago, Henry Simons and Lloyd Mints taught and developed a more
subtle version of the quantity theory of money in which the theory ‘was connected and
integrated with general price theory and became a flexible and sensitive tool for
interpreting movements inaggregate economic activity and for developing relevant policy
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prescriptions’. The quantity theory of money as developed at Chicago was a
theoretical approach which insisted that money does matter. It asserted that any
interpretation of short-term cyclical movements which take place in the economic activity
which neglected the role of monetary changes and left unexplained the question as to
why people were willing to hold a particular nominal quantity of money was seriously
faulty and misleading.

Agreeing with the early quantity theory of the demand for money, Friedman holds
that the quantity of money demanded by the public will vary directly and proportionately
with changes in the level of prices. In other words, he accepts the view that the demand
for money is unit-elastic with respect to the general price level. He also agrees that real
income isa major determinant of the demand for money. But he rejects the early quantity
theory position that the demand for money is unit-elastic with respect to income.
Accordingto him, the income elasticity of the demand for money is greater than unity,
being in the neighbourhood of 1.8, i.e., the quantity of money which people want to hold
increases or decreases more than proportionately to the increase or decrease in
their incomes. Friedman explains this relationship by considering money as a luxury
good similar toeducation and recreation. He also agrees with Pigou that money is only
one among the many assets that are held for the sake of services rendered by these
assets to the asset-holders.

Friedman treats the demand for money as nothing more than the application of a
more general theory of demand for capital assets. He derives the demand function for
money by specifying those variables which determine this demand. According to
Friedman, the demand for money, besides being determined by the level of prices and
income is also determined by the cost of holding money. The cost of holding money
depends on (i) the rate of interest which could be earned if the wealth-holders lent
money instead of holding it in the barren or unproductive form of cash; and (ii) the
rate of change in the general price level. When an individual decides to hold cash
balances, he forgoes income which he could have earned by holding fixed interest-yield
giving asset such as bond. As the market rate of interest rises, the opportunity cost of
holding cash balances in the form of interest income forgone increases. In short, the
price of acquiring or holdingmoney rises. Assuming the demand for money to behave
akin to the demand for other assets, less money will be demanded as the cost (price) of
holding it increases. Thus, the demand for money and the rate of interest are inversely
related.

Whenthe general price level rises, the real value of the nominal cash balances falls.
As the rate of price change AP/P increases, the opportunity cost of holding money also
increases. In this situation, we may consider money as being similar to abond onwhicha
bond-holder earns a negative interest rate. As the rate of inflation increases, the negative
rate of interest becomes large inducing an individual to demand less money. Conversely, if
the prices are falling, the opportunity cost of holding money decreases as the rate of
deflation increases rendering money similar to a bond on which its owner earns a positive
interest rate. An increasing rate of deflation amounts to an increasing positive rate of return
onabond inducing an individual to demand more money. In short, the opportunity cost of
holding money is directly related to the rate of rise (fall) in the general price level causing
the demand for money to decrease (increase) as the rate of rise (fall) in the general price
level increases. An increase in either of these two or both the determinants of the
opportunity cost of holding money will cause the amount of money which people would
want to hold to decrease. At the higher cost of holding money, people will avoid being
burdened with the higher cost by economizing on their cash balances. They will strive hard
to pay their billsand meet their obligations with less cash in hand and with lessmoney in the



bank. Conversely, a fall in the rate of interest or in the rate of increase in the general price
level reduces the cost of holding money. Consequently, people will be induced to hold large
amount of cash balances with them. In short, the demand for money and the opportunity
cost of holding money are inversely related. Milton Friedman identifies the following four
determinants of the demand for money.

e | evel of prices

e | evel of real income and output in the economy

e Rate of interest

e Rate of change (increase or decrease) in the general price level

Changes in the first two determinants of the demand for money cause changes in
the demand for money in the same direction while changes in the last two determinants
cause changes in the demand for money in the opposite direction. Furthermore, while
changes in the demand for money caused in response to changes in the general price
level are equi-proportional, changes in the demand for money are more than equi-
proportional to changes in the real income.

Holding that ‘the quantity theory of money is a term avocative of a general
approach rather than a label for a well-defined theory,” Milton Friedman asserts that the
empirical validity of the theory is not open to question. The strength of the quantity
theory of money was derived from the frequently observed high correlation between the
general price level and substantial changes in the supply of money over a short period of
time. Accordingly Milton Friedman states:

‘There is perhaps no other empirical relation in economics that has been observed
to recur so uniformly under so wide a variety of circumstances as the relation between
substantial changes over short periods in the stock of money and prices; the one is
invariably linked with the other and is in the same direction; this uniformity is, I suspect,
of the same order as many of the uniformities that form the basis of the physical sciences.
And the uniformity is more than direction. There is an extraordinary empirical stability
and regularity to such magnitudes as income velocity that cannot but impress anyone
who works extensively with monetary data. This very stability and regularity contributed
to the downfall of the quantity theory, for it was overstated and expressed in an unduly
simply form; the numerical value of velocity itself, whether income or transactions, was
treated as a natural constant. Now this is not; and the failure to be so, first during and
after World War | and then, to a lesser extent, after the crash of 1929, helped greatly to
foster the reaction against the quantity theory.’

Who is a Quantity Theorist?

What does it mean when it is said that a writer is a quantity theorist? What is the general
approach of the quantity theory of money? According to Milton Friedman, a quantity
theorist believes in three things. First, he believes that the demand for money is highly
stable—he regards the demand function for money as being more stable than the Keynesian
consumption function. In other words, according to a quantity theorist, an increase in the
supply of money will by raising the level of aggregate spending, increase the general
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money if the function includes a variable referring to expected price changes. The stability
which he expects lies in the functional relationship between the quantity of money
demanded and the variables which determine it. A sharp increase in (V) during
hyperinflation is entirely consistent with a stable functional relationship. Furthermore,
the quantity theorist limits and specifies explicitly the variables which on account of their
empirical importance have to be included in the function. Apart from regarding the
demand function for money as stable, the quantity theorist also regards it as playing a
vital role in determining those variables, such as the level of money income or of prices,
which, according to him, are of great importance for the analysis of the economy as a
whole.

Second, the quantity theorist believes that the important factors affecting the
supply of money are independent of those factors which affect the demand for money.
This is why the quantity theorists, ever since the days of Henry Thornton, have attacked
the real-bills doctrine according to which changes in the demand for money caused
corresponding changes in the supply of money which cannot change without a change in
the demand for money because the banks extended credit on the basis of self-liquidatiing
‘real’ bills.

Third, the quantity theorist believes in the ‘realness’ of the rate of interest being
determined by the forces of thrift and productivity. He criticizes the Keynesian approach
which regards the interest rate as a ‘purely monetary phenomenon’. He asserts that had
the rate of interest been a purely monetary phenomenon, being solely determined in the
money market (quite independent of the forces of thrift and productivity), the monetary
authority could have pushed it to any chosen level. This might be regarded as increasing
the prestige of monetary policy and consequently the appeal of the quantity theory.
However, if the rate of interest was entirely determined in the money market by the
forces of demand for and the supply of money, manipulations of the rate of interest
would have no effect on the real economic activity. There are, however, certain limitations
on the ability of the monetary authority to establish any given structure of interest rates
for the debts of different maturities and risks. Of particular mention is the situation of the
liquidity trap in which the monetary authority would have lost effective control over the
rate of interest.

Inhisclassicarticle in 1956, Milton Friedman had stated the essence of the Chicago
School’s approach to the demand for money in the following words.

‘To the ultimate wealth-owning units in the economy money is one kind of asset,
one way of holding wealth; to the productive enterprise, money is a capital good, a
source of productive services that are combined with other productive services to yield
the products that the enterprise sells. Thus, the theory of the demand for money is a
special topic in the theory of capital,...’

According to Friedman, the quantity theory of money is a theory of the demand
for money. He considers the analysis of the demand for money on the part of the
ultimate wealth-owning units in society formally identical with the analysis of the demand
for a consumer durable good or capital. Money is one of the several forms of assets in
which wealth may be held. Like the theory of consumer choice, the demand for money
(or any other particular asset) on the part of wealth-owners depends on (i) the total
wealth to be held in the different forms (budget constraint); (ii) the price of and the
return on money or any other particular asset and the alternative forms of holding
wealth; and (iii) tastes and preferences of the wealth-owning units. Unlike the Keynesian
approach to the demand for money, in Milton Friedman’s approach there is absence of



the three separate ‘transactions’, ‘precautionary’ and ‘asset’ demands for money. All Demand for and
these three demands are treated as one asset and not as three separate assets and the Supply of Money
demand for one asset reflects the wealth, relative prices and tastes and preferences of

the wealth-owners.

According to Friedman, ‘the substantive differences from the analysis of the NOTES

demand for a consumption service are the necessity of taking account of inter-temporal
rates of substitution in (ii) and (iii) and of casting of budget restraint in terms of wealth.’
Since wealth can be held in several forms, the ultimate wealth-owning unit will keep his
total wealth in different forms so as to maximize “utility’. To make this possible, he must
divide his wealth in different alternative forms such that the rate at which one form of
wealth can be substituted for another form of wealth equals the rate at which he is
willing to substitute one form of wealth for another form of wealth.

Friedman considers five different forms in which wealth can be held, namely,
money (M); bonds(B ); equities (E ); physical non-human capital goods (G); and human
capital or wealth (H). The composition of one’s total wealth portfolio will be determined
by the returns available on cash and the rival forms of assets in which wealth can be
held. The demand for money will depend on the relative rates of returns obtainable on
the different competing forms of assets in which wealth can be held. Friedman takes the
nominal returns from each asset, except human capital (for which there is a limited
market in the modern non-slave free societies). Consequently, the rate of substitution of
human capital for other forms of capital cannot be expressed in terms of the market
prices. Here, however, he sees some possibility of substitution of non-human capital for
human capital in an individual’s total wealth holdings. At any given point of time an
individual wealth-holder’s asset portfolio will be divided in some way between human
and non-human wealth. Although this division of the asset portfolio between human and
non-human wealth can undergo a change over time but it is assumed as given at any
given point of time and is expressed by (w) which is defined as the ratio of non-human
wealth to human wealth or equivalently, as the ratio of income from non-human wealth
to income from human wealth.

Given the tastes of the wealth-owners, Milton Friedman has given the following
demand function for money:

M= 1 dr, 1dP  1dr, 1 QE;w;X ;u\l ..(6.1)
f LP,rb_r__dI_’re TPdt Ted P dt r
b

e
where
M is the total demand for money;
P isthe general price level;

P is a variable which affects the ‘real’ yield of every asset. Since it is assumed
that money gives returns solely in kind in the usual forms of convenience, security, etc.
the magnitude of this return in ‘real’ terms depends on the quantity of goods that a
money-unit can buy, i.e., onthe general price level,

r, is the market bond interest rate;
r, isthe market interest rate on equities;

Ii gj is the size of nominal return per $1 of physical goods which together with

P defines the ‘real’ return obtainable from holding $1 in the form of physical
goods;
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w is the ratio of physical non-human wealth (G ) to human wealth (H ) or the
ratio of income from non-human wealth to income from human wealth;

Y/r is the total wealth since Y represents the total return on all forms of wealth
including money and physical capital goods owned and held directly by the ultimate
wealth-owners. The assumption is that some imputed income from the stock of money
isincludedin’Y and directly owned physical capital goods;

ustands for the utility determining variables—variables affecting the tastes and
preferences of the ultimate wealth-owning units.

By assuming r, and r, to be stable over time and stating that the rate of change of
pricesisrequired separately, Milton Friedman replaces the unwieldy variables representing
1dry ( 1dP 1 dre A

the nominal return r, — ——— onbondsand on equities |,r, (A3 J'n equation

(6.1) bysimplyr, andr,. As aresultofthis replacementkthe ol?emand function for money
expressed in equation (6 1) canbe v(vntten as: dp \
1dF v,

M = WY ..(6.2)
fIP,r,T
L; bs 87P dt J

According to Friedman, this demand equation must be considered independent in
an essential way of the nominal units to measure the money variables. If the unit in
which prices and money income are expressed is changed, the amount of money
demanded should change proportionately. This means that equation (6.2) pertaining to
the demand function for money must be regarded as homogeneous of degree 1 in prices
(P ) and the money value of wealth (Y) so that—

1 dP
AM = f | 2P, 1y, Te, I_D a? ;XY;u] ..(6.3)
N J
: 1
Putting A= ; equation (6.3) can be rewritten as—
M 1 dP Y
Mo_ o, 1dB,.Y. ..(6.4)
P Pdt’ P

In this form, the equation expresses the demand for real balances as a function of
the ‘real’ variables, independent of the nominal monetary values.

Putting 2= 1 5 equation (6.3) can be rewritten as—

M_ r 1dP w;E;u\ ..(6.5)
o Wt Y
or M= 1 oW ...(6.6)
flm,r,
P dt Y

According to Friedman, although equation (6.6) represents the total demand for
money on the part of wealth-holders who consider money as an asset in their asset
portfolios, it can also be used to represent the demand for money on the part of business
firms towhom money issimilar to a factor of production. There is, however, one difference
between these two types of demanders. In contrast to the individual wealth-holders,
firms can convert their total amount of wealth into money because they own only non-
human form of wealth. Consequently, in their case the term (w) will not appear in the
equation. Except this, all the other terms will, however, remain unaffected in the equation



because the business firms react in the same manner as do the individuals to changesin Demand for and
the rate of interest and prices. Consequently, the equation will represent the total demand Supply of Money
for money for the economy.

Criticism NOTES

Criticizing Friedman’s approach, Professor M L Burstein has stated that although a
strong positive correlation has been found between the money stock and the nominal
GNP, this correspondence is nowhere near those forming the ‘basis of the physical
sciences’. Obviously, the relationship between the stock of money and the flows highly
correlated with the GNP is subject to substantial variation in both the short and long run.
“Unduly simple” characterizations of the association of monetary and price (and/or
income) series are apt to be a crashing failures.” Burstein further states that ‘more
elaborate formulations can permit better statistical fits — perhaps at the expense of
introducing a large number of variables as parameters that are not controllable or even
forecastable. These estimating equations might be empirically useless; they might achieve
retroactive accuracy, but of what use is it to know that variations in M will lead shortly
to well-defined variations in GNP only if innumerable other variables are kept under
control or can accurately be predicted? Indeed there is a more important consequence
of “complicated” formulations, at least for our immediate purposes: they imply that there
will not be proportional variation in the short run between the stock of money and, say
nominal GNP even when the economy is at full employment; at least not unless an
extraordinary concatenation of events occurs.’

According to Milton Friedman, his theory has rich empirical contents. In his article
titled ‘The Demand for Money: Some Theoretical and Empirical Results’, which was
published in The Journal of Political Economy in 1959, Friedman tested the proposition
that the demand for money varies directly and proportionately to the change in the

L RS ey ARy YR RS AR Rrorigaptel o R?a”s%%'” Do iEhSr
money, P is the general price level, y is the aggregate real income, | e., total output of
goods and services, a is a positive constant indicating that the demand for money changes
in the same direction in which the prices and income change and b is a constant with
value greater than one signifying that the demand for money changes more than
proportionately with changes in the level of income. Dividing both sides of the equation
by P, Milton Friedman reduces the above equation to the following equation:

M,/P = ay®
Inthe above equation, the term M /P is treated as a single variable and b is simply
the income elasticity of demand for money which according to Milton Friedman is 1.8.

For the income variable, Milton Friedman uses ‘permanent income’ while for the money
variable he usesthe sum of currency, demand deposits and commercial bank time deposits.

A major criticism of Friedman’s empirical work is that the results he derived
depend upon the manner in which he has defined money. His definition of money is too
broad. If we define money conveniently excluding the time deposits from it, the income
elasticity of the demand for money will be closer to unity rather than being as high as
1.8. Moreover, Milton Friedman’s suggestion that money is a luxury is misleading.

Although Milton Friedman has emphasized the relationship between monetary
stocks and aggregate wealth, still he has not found the interest rate as being empirically
significant as a determinant of the demand for money. Friedman’s research suggests
that the relationship between the demand for money and interest rate is weak. This
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weak relationship between the demand for money and interest rate results from the
broad definition of money adopted by Friedman. Currency and demand deposits are
those assets on which there is no explicit return as these are non-interest bearing assets.
For these two assets, the rate of interest paid on the alternative assets represents the
opportunity cost of holding money and demand deposits. This is not, however, true of
time deposits which earn an explicit return in the form of interest paid on such deposits.
As aresult, when interest rates, including those on the time deposits, rise, the demand
for currency and demand deposits falls whereas the demand for time deposits ordinarily
increases. If the increase in the demand for time deposits is combined with the decrease
in the demand for currency and demand deposits, the decrease in the total will be smaller
than the decrease in the demand for currency and demand deposits alone. This is why
Friedman finds the interest rate as having an effect which is too small to be statistically
significant on the secular demand for money. Needless to say that this conclusion, which
is not accepted by every economist, depends on the use of the permanent income in the
sweepingly broad definition of money which consists of the currency in circulation plus
demand deposits and time deposits. The inclusion by Friedman of the time deposits in the
definition of money bluntsthe interest elasticity of the demand for money since it conceals
the shifts between the demand and time deposits occasioned by changes in the interest
rates.

1.4 INSIDE AND OUTSIDE MONEY

Itis essential to understand the many forms of money that exist within the system as this
provides us knowledge of the modern day monetary system and helps us understand
Monetary Realism.

In modern monetary systems, money is a social construct whose main purpose is
of a medium of exchange. Man is a social species that exchanges services and goods
with the help of various tools.

In modern times money’s most prominent form is what we refer to as ‘fiat money’
which is a legally mandated specific unit of account but has no inherent value as itis not
physically present. In India, this legally mandated form of money is the INR. When we
refer to inside money, we imply that money which is created inside the private sector
and comprises bank deposits which are there because of the process of loan creation. In
the modern economy, it has become the foremost form of money with the economy
becoming more and more electronic. Money’s commonest form is its electronic form
and itis mainly distributed via the competitive banking process and with banks competing
for demand of loans in the modern system which is market based. Money mainly is
found as bank deposits in bank accounts which are an outcome of loans.

Deposits are created by loans and it is possible for banks to create these new
loans without dipping into their reserve position. One must know that money multiplier is
not true and the reserve balances of banks are not multiplied. First banks lend and then
seek out reserves, that too only if essential.

Suchasystem of money distribution is mainly money distribution’s privatization to
private banks’ oligopoly. What money people use every day is nearly completely in the
control of private banks and is referred to as ‘inside money’. In other words, ‘inside
money’ isthat which is issued as debt by private intermediaries. When there are interest
rate differentials, issuers of debt earn profits by borrowing long term and lending out



short term. This money or debt that is exchanged is the inside money and is a liability to
the one who issues it. In any economy, net inside money is 0 (zero) and majority of the
money that is circulating within an economy is also the inside money. Since inside money
issuing entities are inherently unstable, this money too is inherently unstable. These
entities are profit seeking and in every situation look to maximize their own profits.

Outside money plays a crucial role in facilitating inside money. Outside money is
that form of money which is in the economy as net profit amounts and does not become
a liability to those within or ‘inside’ the economy. For example, foreign cash, stocks or
bonds, gold or other assets that are foreign currency denominated. Since in the modern
economy private economy is looked upon as being the ‘inside’, all money issued by the
government becomes ‘outside money’ since it is not created in the private sector.
Government created ‘outside money’ will, for example, bank reserves, coins and cash
notes.

‘Outside money’ is found in its most important form in deposits or reserves in
banks, on reserve at Federal Reserve banks with a two-fold purpose: 1) payment
settlement in interbank market; 2) meeting reserve requirements.

Inside money which is the primary money in an economy, is stabilized by outside
money.

1.5 GURLEY-SHAW APPROACH

Itis proposed by John G. Gurley and Edward S. Shaw that NBFCs are the providers of
liquidity and safety to financial assets and aid in the transfer of funds to eventual lenders
to decisive borrowers. Capital formation caused by this increases fiscal development.
With buying securities from eventual borrowers and through sale to eventual lenders of
indirect securities, accessibility to credit is overpowered by the mediators asalso is the
level and structure of interest rated. Credit is generated by them which is different from
that of the commercial banks. Also, new liabilities and assets are generated by them that
can overpower money supply and disrupt even an effective fiscal policy.

Gurley and Shaw state that both the NBFCs’ savings deposits and commercial
banks’ demand deposits are similar and so it is uncomplicated for NBFCs to convert
savings to cash. All savings deposits, be they of NBFCs or commercial banks, are
considered liquid just like demand deposits, and if held NBFCs they are called ‘near
money’.

Since the central bank has no control over these demand deposits they hinder the
effectiveness of the fiscal policy and do not allow the central bank to prevent surplus
liquidity. Further, according to Gurley and Shaw in case the central bank is implementing
an anti-inflationary fiscal policy, this difficulty increases. One reason for this isthat in the
event of the NBFCs raising their interest rates on savings deposits, there will be a fall in
the public demand for money leading to fall in market rate of interest.

Itis possible for NBFCs to decrease liquidity and render the expansionary fiscal
strategy unproductive. Itis opined by Gurley and Shaw that there must be acomprehensive
control by the central bank on NBFCs when it comes to an effectual fiscal strategy
since NBFCs create greater near fund assets that disrupt overall liquidity and cause an
overpowering of the complete fiscal and demand performance.
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Gurley and Shaw: Financial Intermediaries

The work of Gurley and Shaw (1955, 1956, 1960), gained its inspiration and motivation
from the work done by Goldsmith. Gurley and Shaw opine that process of financial
development parallels real economic growth.

According to them, it is an important reciprocal relationship that exists between
real and financial development. To quote: ‘Development involves finance as well as
goods.” (1955).

They believe that the real growth process comprises external finance where the
surplus spending units will transfer their saving to deficit units as bonds via financial
intermediaries. The system only has commercial banks and in such a process
‘diversification demand for money’ is created with increased holding of bonds by the
surplus spending units, withmoney being extremely liquid.

According to Gurley and Shaw, there is need for some appropriate adjustment in
supply of money so that rates of interest can be eased.

According to them financial intermediation hold an important place in the process
of economic growth because of the relative importance of non-banks over commercial
banks.

Itisargued by them in their financial theory of growth that debt accumulation and
growth of non-monetary intermediaries as an instrument proves to be of greater use
than short period liquidity theory in analyzing economic development. It is believed by
them that the financial part must get integrated with real development.

Non-banks’ liabilities which are called ‘indirect financial assets’ prove to be a
preferred substitute to meet diversified demand for interest, security and various other
services. The duo are of the opinion that:

The necessary growth in the money supply may be high or low, positive or negative,
depending on the growth of income, the share of spending that is externally financed
(especially by long-term securities), the growth in demand by spending units for direct
relative to indirect financial assets, and on the development of financial intermediaries
whose indirect debt issues are competitive with money (1955).

From the pioneering work that has been done by Gurley and Shaw (1960) it can
be gleaned that ‘the principal function of financial intermediaries is to purchase primary
securities from ultimate borrowers and to issue indirect debt for the portfolios of ultimate
lenders.’

Akeyrole is played by financial intermediaries of providing a market mechanism
that will transfer claims on real resources from the savers within the surplus sectors to
the deficit sector’s efficient investors. The degree of perfectness of the financial market
decidesthe degree of optimumallocation of investment. The path taken by the transmission
is of credit supply through financial intermediaries. If the financial intermediary is efficient,
it can transform the process of ‘internal finance’ into ‘external finance’ making the debt-
asset system work as the prime technique for mobilizing savings.

In the writings of Gurley and Shaw, financial assets are categorized as direct and
indirect securities. Primary or direct securities comprise debts, besides those of financial
intermediaries.

Indirect debt/securities comprise obligations of all “Financial Intermediaries” (banks
too), and inas much also comprise demand deposits. When primary/direct securities get
accumulated, it leads to real financial growth. With the main function non-monetary and



monetary financial intermediaries buying direct debt from those who issue indirect debt
to non-financial spending units, both indirect and direct debt are useful concepts.

Itis believed by Gurley and Shaw that both financial instruments and financial
transactions instruments affect the economic behaviour that corresponds to flow and
stock relationships in two distinct ways. One is referred to ‘Intermediation Effect’,
which is due to the properties of the financial assets and not possessed by tangible
assets. Technically speaking, the indirect exchange via intermediation of financial
instruments proves more efficient for want satisfaction than does direct exchange.

Intermediation of money, that mostly is an accepted way to make payments,
allows the sale and purchase of commodities decomposed into two acts that are special
in time. So, money usage does away with the problems faced during exchange while
using the barter system.

Furthermore, akey role is played by financial instruments in production, integration
and wealth ownership as also for economic activity creation. These stock implications
of financial assets, called ‘ Asset Transmutation Effect’, follow likewise, from observation
that financial goods possess characteristics, which is absent in tangible goods. So, real
wealth’s indirect ownership via financial assets proves to be technically more efficient
manner of want satisfaction compared with having direct ownership of tangible assets.

Itis stated by Gurley and Shaw (1960): ““The design and performance of a financial
system may stimulate saving and investment in efficient uses or it may retard saving and
divert it to inefficient uses.” They opine that in an economy that is rudimentary though
various restraints of a financial nature exist on economic growth, “An immature financial
system is in itself an obstacle to economic progress”. In an economy of this type, the
sole financial asset is money and the sole financial institution is the Government. All
money is ‘outside money’. There is demand for real money balance since there is an
implicit marginal deposit rate for money which is higher than the marginal returns
compared with investment and consumption. There is not neutral monetary impact and
this financial system does not support fast growth in real output, because there are no
different types of markets and financial assets to stimulate savings to put in investments.

Gurley and Shaw state that on money entering complex financial structure, there
is the rise of a new theory of money in which an important role is played by financial
intermediaries. Where there is a financial structure which has extremely well developed
non-bank financial intermediaries (NBFIS), ‘inside money’ comes up. Then, a change in
the price level will lead to wealth transfer between the two private sectors, with one
losing and the other one gaining equally, ensuring that the money is not neutral. To
support this argument, the duo introduced the concept of ‘overall liquidity’ where all
assets have their own different liquidity characteristic. In the theory of finance proposed
by Gurley and Shaw, they show that the combination of ‘inside” and ‘outside’ money
goes to show that changes in the quantity of money will create an up or down movement
in the general price level and also cause changes to happen in relative prices and
invalidating money neutrality.

A distinction is made by Gurley and Shaw between real savings and financial
savings. While we can transform the latter into investments we cannot do the same to
the former. The duo opines that there isa distinct relationship that exists between financial
development and economic growth. They show that capital stock which has been
accumulated via investments in economic growth plays a crucial role and it can be
stimulated by financial intermediaries who lay the key role of diverting savings into
productive investments. An economy that does not have financial intermediaries, all
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investment is dependent on own resources, which might not be able to meet the actual
requirement for investment, and more so for such investment that is crucial for the
process of development. So, when there is higher level of intermediation in the financial
sector, more saving will get mobilized and there will be more investment, leading to
raised economic growth levels.

1.6 EXOGENOUS AND ENDOGENOUS MONEY
SUPPLY AND KALDOR’S THEORY

It has been a matter of debate whether the central banks or the banking sector determines
the money supply.

The terms endogenous and exogenous have been coined in the context of amodel.
Itis possible to design a model such that ‘it treats something as exogenous, meaning that
the determination of it is not explained in the model but taken for granted, or it can be
designed in such away that that thing is endogenous or determined in the model’. Neither
of the two is either wrong or right.

Everything in the real world is endogenous (besides the laws of nature and some
setof initial conditions).

According to Keen, the debate is exogenous to the economy. Yet there are several
others who are of the opinion that how the central bank will behave depends on a major
extent on the conditions that are prevalent in the economy at that time, making it
endogenous.

Itis claimed by the believers of the exogenous theory that the central bank is the
one to determine the quantity of base money and after which it is the market which
determines the interest rate. According to the believers of the endogenous theory, the
reverse happens and the sole role played by the central bank merely is to determine the
interest rate, following which the economy determines how much base money is needed
which the central bank then supplies.

According to Keen, in general, the monetary policy is not exogenous.

Central banks have no alternative but to accept this course of events, their only
option being to vary the short-term rate of interest at which they supply liquidity to the
banking system on demand.

Commercial banks are now in a position to supply whatever volume of credit to
the economy that their borrowers demand.

In brief we can say:

e The supply of money and credit is determined by the demand for money and
credit. There is no independent supply curve as in standard micro theory.

o All the state can do is affect the price of credit (the interest rate).

It is important to understand that for a monopolist there will not be supply curve.
Since the price can be controlled by the monopolist, his quantity is determined by more
than just the demand curve. He controls the quantity and the price is determined by the
demand curve based upon that quantity.

So itis possible to say that it is the central bank that is the one to set the price,
following which the demand curve and that price together determine the quantity. This
is not different from Central bank setting the quantity and the demand curve in hand with
this quantity, determining the price.



Itis claimed by both Keen and Moore that it is not money supply that will “cause”
price increases but it is increase in price that leads to increase in the money supply.
There is, then, no possible way to determine a price level or change in it. So, everything
cannot be endogenous in a model and every exogenous variable that needs to be made
endogenous will need another equation to identify it.

According to the Business Dictionary:

‘Theory that money exists just as it’s needed by the economy, because bank system
reserves are increased or decreased to accommodate for demand is endogenous money.
Under the endogenous money theory, if banks can borrow money at the Federal Reserve
discount rate and still lend money profitably, then the money available for banks to
borrow will become available as necessary to support the level of consumer lending
individual banks require.’

In the field of economics, endogenous money refers to that money supply of an
economy whose quantity of money present is governed endogenously meaning that it
depends on the interactions of other economic variables. This money supply is not
determined exogenously (autonomously) through some authority, like central bank.

According to the theoretical argument it is the need of the real economy that
leads to the existence of money and there is a contraction/expansion of the reserves of
the banking system due to the needed for accommodating demand for loan at the interest
rates that are prevailing.

There are three key claims that form the basis for this theory:

e | oans create deposits: For the complete banking system, when a non-bank
borrower drawing down a bank loan, a new deposit is created while repayment
of a bank loan destroys deposits. Though quantity of bank loans and deposits
within an economy might not be the same, it is considered that a deposit is also
a logical concomitant of a loan — there is no need for a bank to increase
deposits before making out a loan. Even if a bank is capital-constrained, in
majority of the nations across the world, no bank if it is solvent will be funding-
constrained or reserve-constrained: funding and reserves can be obtained by
it from either the central bank or the interbank market. Banks rationally follow
all profitable lending opportunities which can be identified by them till the level
that is consistent with their level of capital. Atsuch times, they look at funding
issues and reserve requirements as matters that will be addressed at a later
point—more so, atan aggregate level. So, in an economy, the amount of broad
money that exists is determined endogenously: this implies that, the quantity of
deposits that the non-bank sector holds will “flex” down or move up based on
the non-banks’ aggregate preferences. It is important to note that it is stated
by the theory that if the deposits of the non-bank sector are augmented due to
some policy-driven exogenous shock (for example, quantitative easing), itis
to be expected of the sector that it find ways to ‘shed’ majority or all the
excess deposit balances with making payments to banks (such as purchases
of securities or bank loan repayments).

e Central banks implement policy primarily through controlling short-
term interest rates: When the above happens, the money supply adjusts to
the changes in demand for credits and reserves that have been created by the
change in rate of interest. There is a rightward shift in the supply curve when
new substitutes for money are issued by financial intermediaries, in reaction
to opportunities for profitmaking during the cycle. While the monetary authority
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might decline from accommodating changes of this nature, banks may continue
to increase reserves for loan demand through their own initiatives.

e Given available credit, investment precedes and ‘forces’ the saving
necessary to finance it: It is investment that goes to determine saving and
not savings determining investments. In the current times, there cannot be
any saving without income distribution, and no income can be distributed without
entrepreneurs getting into debt. So, for investment plans there is no need for
considering savings. When there is a positive balance of payments, excess
reserves are not maintained by banks, and they either lend their excess to
other bankswhich are facing a deficit on their balance of payments, or purchase
government debt for profit. It is precisely the credit-creation process dictated
by profit seeking motives which causes instability. Central banks and
governments, in the role of lender of last resort and of regulator of financial
practices, help to monitor the quality and level of debt, and are capable of
preventingadownward profit trend, which is the key variable for debt validation
and for asset prices.

Keynes in the General Theory of Employment, Interest, and Money (1936)
treated the money supply as exogenous, but in A Treatise on Money (1930) and his
article ‘Alternative Theories of the Rate of Interest’ (Keynes 1937), he had recognised
the concept (Arestis 1992: 180). In the latter work, Keynes had stressed the finance
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motive as a basis of endogenous money (Keynes 1937).

King (2002: 161) contendsthat Richard Kahn and Joan Robinson were the first

to develop the Post Keynesian theory of endogenous money, even if in a somewhat
limited and incomplete manner.

Nicholas Kaldor continued to develop the theory in his polemics against

monetarism (King 2002: 166—-167), and particularly in his classic book The Scourge of
Monetarism (Oxford and New York, 1982).

The fierce debate with monetarists actually inspired Post Keynesians to clarify

and formulate a more rigorous endogenous money theory (King 2002: 172).

1.7

SUMMARY

Inthis unit, you have learnt that,
1.7.1 James Tobin has developed a sophisticated analysis of portfolio selection under

uncertainty which meets the shortcomings present in Keynes’ analysis of the
speculative demand for money.

1.7.2  According to Keynes, an individual wealth-holder discretely decides to hold either
bonds or money and not both.
1.7.3  According to Tobin, rational behaviour induces an individual to hold a wealth

1.7.5

portfolio which is comprised of both bonds and money.
1.7.4 According to the Keynesian theory, the individual holds either all the money
orall
consols based on the expected future rate of interest—the normal rate.
A change in the expected rate of interest on consols will affect the portfolio

selection decision of the individual wealth-holder by causing a change in the
proportion in which he will hold money and consols.



« [n the normal course, as the rate of interest increases, the proportion in which the
individual wealth-holder will keep his total wealth in the form of consols will
increase.

e The quantity theory of money as developed at Chicago was a theoretical approach
which insisted that money does matter.

e The quality theory asserted thatany interpretation of short-term cyclical movements
which take place in the economic activity which neglected the role of monetary
changes and left unexplained the question as to why people were willing to hold a
particular nominal quantity of money was seriously faulty and misleading.

e Friedman treats the demand for money as nothing more than the application of a
more general theory of demand for capital assets. He derives the demand function
for money by specifying those variables which determine this demand.

« Milton Friedman asserts that the empirical validity of the theory is not open to
question. The strength of the quantity theory of money was derived from the
frequently observed high correlation between the general price level and substantial
changes in the supply of money over a short period of time.

e A major criticism of Friedman’s empirical work is that the results he derived
depend upon the manner in which he has defined money. His definition of money
istoo broad.

e Although Milton Friedman has emphasized the relationship between monetary
stocks and aggregate wealth, still he has not found the interest rate as being
empirically significant as a determinant of the demand for money.

e [n modern monetary systems, money is a social construct whose main purpose is
of a medium of exchange. Man is a social species that exchanges services and
goods with the help of various tools.

e [n modern times money’s most prominent form is what we refer to as ‘fiat money’
which is a legally mandated specific unit of account but has no inherent value as
it is not physically present. In India, this legally mandated form of money is the
INR.

= Outside money plays a crucial role in facilitating inside money. Outside money is
that form of money which is in the economy as net profit amounts and does not
become a liability to those within or ‘inside’ the economy.

e ‘Outside money’ is found in its most important form in deposits or reserves in
banks, on reserve at Federal Reserve banks with a two-fold purpose: 1) payment
settlement in interbank market; 2) meeting reserve requirements.

e[t is proposed by John G. Gurley and Edward S. Shaw that NBFCs are the
providers of liquidity and safety to financial assets and aid in the transfer of funds
to eventual lenders to decisive borrowers.

e Gurley and Shaw state that both the NBFCs’ savings deposits and commercial
banks’ demand deposits are similar and so it is uncomplicated for NBFCs to
convert savings to cash.

e All savings deposits, be they of NBFCs or commercial banks, are considered
liquid just like demand deposits, and if held NBFCs they are called ‘near money’.

e A keyroleis played by financial intermediaries of providing a market mechanism
that will transfer claims on real resources from the savers within the surplus
sectors to the deficit sector’s efficient investors.
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« The termsendogenous and exogenous have been coined in the context of amodel.
Itis possible to design amodel such that ‘it treats something as exogenous, meaning
that the determination of it is not explained in the model but taken for granted, or
it can be designed in such a way that that thing is endogenous or determined in the
model’.

e [tis claimed by the believers of the exogenous theory that the central bank is the
one to determine the quantity of base money and after which it is the market
which determines the interest rate.

= |n the field of economics, endogenous money refers to that money supply of an
economy whose quantity of money present is governed endogenously meaning
that it depends on the interactions of other economic variables.

1.8

KEY TERMS

18.1

1.8.2

1.8.3

1.8.4

Quantity theory: In monetary economics, the quantity theory of money (QTM)
states that money supply has a direct, proportional relationship with the price
level.

Inside money: Money held in a form such as bank deposits which is an asset to
the holder butalso represents a liability for someone else.

Outside money: Money held in a form such as gold which is an asset for the
holder and does not represent a corresponding liability for someone else.

Endogenous money: In economics, endogenous money is the money supply of
an economy in which the quantity of money in existence is determined
endogenously—that is, as a result of the interactions of other economic variables,
rather than exogenously (autonomously) by an authority such as a central bank.

1.9 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. Baumol’sanalysis has two chief merits. First, it shows that the transactions demand

for cash balances is interest-elastic—a conclusion which is insignificant in Keynes’
approach. Second, it shows that the transactions demand for cash balances
increases less than proportionately with the increase in income due to the economies
of scale experienced in the use of money.

2. The demand for money by the wealth-holders depends on the following factors:

e Total real wealth

e Fraction or percentage of total wealth kept in the non-human form of wealth
e QOpportunity cost of holding money

e Other variables which determine the utility of money.

3. Milton Friedman identified the following four determinants of the demand for

money.
e |evel of prices

Level of real income and output in the economy

Rate of interest

Rate of change (increase or decrease) in the general price level.



4. Like the theory of consumer choice, the demand for money (or any other particular Demand for and
asset) on the part of wealth-owners depends on (i) the total wealth to be held in Supply of Money
the different forms (budget constraint); (ii) the price of and the return on money
or any other particular asset and the alternative forms of holding wealth; and (iii)
tastes and preferences of the wealth-owning units. NOTES

5. A major criticism of Friedman’s empirical work is that the results he derived
depend upon the manner in which he has defined money. His definition of money
istoo broad.

6. Outside money is that form of money which is in the economy as net profit
amounts and does not become a liability to those within or ‘inside’ the economy.
For example, foreign cash, stocks or bonds, gold or other assets that are foreign
currency denominated.

7. The keyrole played by financial intermediaries is providing a market mechanism
that will transfer claims on real resources from the savers within the surplus
sectors to the deficit sector’s efficient investors. The degree of perfectness of
the financial market decides the degree of optimum allocation of investment.

8. Accordingto the Business Dictionary: “Theory that money exists justasit’s needed
by the economy, because bank system reserves are increased or decreased to
accommodate for demand is endogenous money.’

9. Itisclaimed by both Keenand Moore that it is not money supply that will “cause”
price increases but it is increase in price that leads to increase in the money

supply.

1.10 QUESTIONS AND EXERCISES

Short-Answer Questions

1. State in brief how Keynes’ liquidity preference function is derived.

2. Differentiate between inside and outside money in brief.

3. State the three key claims to the theory of endogenous money.

4. State the essential requirements of Baumol’s transaction demand for money.
Long-Answer Questions

1. Discuss Tobin’s portfolio selection theory and the risk associated with portfolio

selection.
2. Analyse Friedman’s restatement of quantity theory of money.

3. “‘According to Gurley and Shaw, there is need for some appropriate adjustmentin
supply of money so that rates of interest can be eased.” Discuss.

4. Discuss the theory of endogenous and exogenous money supply.
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2.0 INTRODUCTION

Macroeconomic theory has its origins in the study of business cycles and monetary
theory. In general, early theorists believed monetary factors could not have an impact on
real factors such as real output. John Maynard Keynes attacked some of these “classical’
theories and produced a general theory that described the whole economy in terms of
aggregates rather than individual, microeconomic parts.

Attempting to explain unemployment and recessions, he noticed the tendency for
people and businesses to hoard cash and avoid investment during a recession. He argued
that this invalidated the assumptions of classical economists who thought that markets
always clear, leaving no surplus of goods and no willing labour left idle. “New Classical’
economists are more likely to accept ideas of rigidities in prices and wages. In this unit,
the theories of inflation, monetarism and new-classical macroeconomics have been
discussed in detail.
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2.1 UNIT OBJECTIVES

After going through this unit, you will be able to:

¢ Analyse Keynesian theory of inflation and differentiate between demand-pull
inflationand cost-push inflation

e Discussthe concept of inflationary gap

e Analyse Phillips curve and the causes of high unemployment

e Discuss monetarist theory of income determination and inflation

¢ Analyse Friedman-Phelp critique of Phillips curve and money supply rule
e Commenton the functioning of real business cycle and economic policy
o Differentiate between adaptive and rational expectations

2.2 KEYNESIAN THEORY OF INFLATION

Inflation, which today confronts the economic policy-makers throughout the world
in the form of a most dominant economic problem, is not a new phenomenon
because from the earliest days of recorded history, mankind has been puzzled and
discomfited by rising prices. Throughout the ancient period, the Mediterranean civilizations
frequently experienced higher prices in terms of metallic currency due to the discovery
of new mines and improved methods of mining gold. The early Mediterranean history
also contributed to inflation with the release of hoards of the metallic money accumulated
through pillage. The capture of the Persian gold by Alexander the Great was perhaps
the largest single inflationary act of the ancient period. The acquisition of substantial
gold and silver by the conquering Roman emperors also had an inflationary impact in the
kingdom. The frequent debasement of coins in ancient China, Greece and Rome had
resulted in inflation. The metallic inflation which followed the discovery of America
constituted one of the most important instances of inflation in history.

Meaning of Inflation

There has been a proliferation of definitions of inflation. Many of these definitions,
however, embody the description of the processes by which the underlying causes of
inflation—demand-pull, cost-push, etc.,—reveal themselves. Consequently, the fundamental
connection between an increase in the total money supply and the rise in prices in the
economy is obscured.

According to the public understanding, inflation means a condition which produces
a rising trend in the general price level in the economy. Inflation may, however, be
present in the economy if the sustained price rise, which would have otherwise occurred,
iIs prevented from occurring by imposing the price and physical controls in the economy.
Such assituation is called ‘suppressed inflation’. Inflation is not amenable to any one
definition. According to the Chambers Twentieth Century Dictionary, inflation is an
‘undue increase in quantity of money in proportion to buying power, as on an excessive
issue of fiduciary money.” Gardner Ackley has defined inflation ‘as a persistent and
appreciable rise in the general level or average of prices.” According to this definition, a
sporadic price spurt or an imperceptible rise in prices will not be inflation. Elaborating
further, Ackley has stated: “We define inflation as rising prices, not as “high” prices. In
some sense, then inflation is a disequilibrium state; it must be analysed dynamically




rather than with the tools of statics.” According to Crowther, ‘inflation is a state in
whichthe value of money is falling, i.e., prices are rising.” According to Pigou, inflation
exists ‘when money income is expanding relatively to the output of work done by the
productive agents for which it is the payment.” In general, inflation may, therefore, be
defined as a sustained rise in the general price level brought about by high rates of
expansion in the aggregate money supply although in the contemporary discussions on
inflation it is defined as a sustained rise in the general price level, howsoever generated.
All these definitions have a common feature of stressing the point that inflation is a
process of rising pricesand not a state of high prices, showing a state of disequilibrium
between the aggregate supply and the aggregate demand at the existing or current
prices necessitating a rise inthe general price level in the economy.

According to the market laws of supply and demand, an increase in prices per se
should not be inflationary. Indeed, if anything, it should be anti-inflationary because
consequent upon a given price rise, the total amount of goods and services demanded
should decrease while the amount supplied should increase. This must be so unless the
aggregate demand and aggregate supply functions are perfectly inelastic. Inflation
emerges in the economy on account of the increase in the money incomes of certain
sections of the community without any corresponding increase in their productivity, giving
rise to an increase in the aggregate demand for goods and services which cannot be met
atthe current prices by the total available supply of goods and services in the economy.

A sustained rise in prices of about 2 per cent per year may be called ‘creeping’
inflation to distinguish it from “galloping’ (or hyper) inflation, which occurs when monthly
price rise of about 500 or 600 per cent or more occurs, and from ‘trotting” inflation in
which the price rise occurs at the intermediate rates. The basic characteristic of creeping
inflation is that the annual price rise is almost imperceptible so as to be lost sight of by the
casual observers. Any complacency in controlling creeping inflation is likely to prove
disastrous for the economic and political stability of the economy because creeping
inflation must eventually accelerate through the trotting stage until it is galloping at an
even faster rate culminating in the complete collapse of the currency and the consequent
disruption of the political and economic life of the community. Such hyperinflation in
which due to the astronomical rise in the prices, money becomes almost worthless and
causes unbelievable hardships to people was witnessed in Germany in 1923, in Hungary
in 1947 and in Chinain 1949. In hyerinflation, it becomes senseless to hold money for the
precautionary or speculative purposes since the real capital losses on cash balances
become prohibitive.

For amilder sustained price rise, economists have used the terms walking inflation
and running inflation. In walking inflation, a sustained price rise may be of about 8-10 per
centyearly. For the higher two-digit sustained annual price rise the term ‘running inflation’
has been used. For example, in India during 1973 and 1974 the inflationary situation
could be characterized as being one of running inflation because prices rose by 26 per
centin 1973 and by 19 per cent in 1974. Thus, it is the rate of price rise that justifies our
calling a particular situation as being one of creeping, walking, running or of hyperinflation.
Sometimes there may be a good deal of overlapping between these terms depending
upon the rate of price rise adopted for purposes of classification. The difference between
creeping, walking, running and hyperinflation has been explained diagrammatically in
Figure7.1.

Figure 7.1 shows that in hyperinflation the price increase is so rapid that the slope
of the curve (dP/P/dt) which shows the annual rate of price rise is almost infinite showing
that there is almost no limit to price rise. In hyperinflation, when due to the almost

Inflation, Monetarism
and New-Classical
Macroeconomics

NOTES

Self-Instructional
Material 195



Inflation, Monetarism
and New-Classical
Macroeconomics

NOTES

Self-Instructional
196 Material

astronomical price increase, money becomes worthless and there is a virtual flight from
currency, people revert back to barter or adopt some other country’s currency whose
value is relatively stable to express the deferred payment contracts. It happened in
Germany when the deferred payments contracts were expressed in US dollar instead of
in German mark which had become worthless. The climax of hyperinflation is reached
when the flight from currency becomes so fantastically high that the velocity of money
in circulation approaches infinity. In the case of running inflation, the increase in prices is
relatively mild although it is quite high compared with that in walking and creeping
inflation. The price rise is least in the creeping inflation as the slope of the price rise
curve is gentle.

Hyperinflation
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Fig. 7.1 Different Kinds of Inflation

Keynes has mentioned in his A Tract on Monetary Reform that during the post-
war hyperinflation in Russia, Moscow grocers, upon selling their cheese, ran to the
central market in order to replenish their stocks rather than hold steadily the depreciating
money. He also mentions a Viennese witticism that ‘a prudent man at a cafe ordering a
bock of beer should order a second bock at the same time, even at the expense of
drinking it tepid lest the price should rise in the meanwhile.” Similarly, James Hicks has
written that in Chile, which experienced inflationary pressure for a long time, it had
become customary for the patrons of Chilean sporting houses to place double orders,
even at the expense of fatigue. There are, however, counter-examples of strong but
non-accelerating inflations in Brazil, Argentina and certain other Latin American
economies in the 1950s and 1960s which show that price acceleration and collapse are
by no means inevitable.

We have associated inflation with a situation of sustained rising prices. Itis not,
however, the only meaning which has been given to inflation in the past. For the quantity
theorists, for instance, inflation was synonymous with an increase in the quantity of
money which, on the assumption of given velocity and transactions, caused arise in the
general price level. This means that a rise in prices was the effect of inflation and not
inflationitself. Similarly, according to the Keynesians, inflation is an excess of the aggregate
demand over the aggregate supply at full employment and a given price level.



In a closed economy with low inventories and absence of institutional barriers to
price rise, the excess of the aggregate demand over aggregate supply would certainly
cause arise in prices. It is, however, the excess demand which would be inflation and
the rise in prices would merely be the symptom showing its existence. However, excess
demand need not necessarily lead to a rise in prices; in an open economy it can be
satisfied by increasing the imports with the result that so long as it is possible to finance
a balance-of-trade deficit, the price level will not rise even in the face of an excess
demand phenomenon in the economy. Furthermore, a sustained price rise can be
occasioned by factors other than excess demand at full employment and it would be
wrong to refuse to call such a price rise inflation on the ground that this has not been
caused by excess demand. For these reasons, it is proper to have a definition which
refers directly to the phenomenon of sustained rise in prices rather than to any possible
causes of this phenomenon which are undoubtedly quite significant in suggesting possible
remedies against inflation. It must, however, be stressed that it is not every rise in prices
but only a sustained rise in prices which deserves the label of inflation. A sporadic
increase in prices in the economy cannot be called inflation.

7.2.1 Demand-pull or Excess Demand Inflation

According to the classical economic analysis, the general price level depends directly
and proportionately on the supply of money. According to the classicists, inflation occurs
when the quantity of money increases and comes to a halt when the quantity of money
becomes stable. The rate of inflation will depend on the rate at which the new money is
created, i.e., on dM/M/dt. Thus, if dM/M/dt is 5 per cent per year, the general price
level will also rise at 5 per cent per year. This is the quantity theorist’s explanation of the
inflationary process.

Inits naive form, the quantity theory of money is faulty because it does not explain
the process by which an increase in the quantity of money (M ) causes an increase in
the aggregate money spending which, assuming a given or constant output, raises the
level of prices in the economy. It was the well-known Swedish economist Knut Wicksell
who removed this defect by arguing that the creation of credit money by the banking
system which flowed in the economy in the form of loans to businessmen to finance
investment in excess of the current rate of saving represented a net excess of the
aggregate demand (at the given general price level) over the constant aggregate supply
(since the economy was operating at full employment) bidding up the prices of goods
and factors of production in the economy. Consequent upon the creation of bank credit,
the market rate of interest becomes lower than the ‘natural rate’ of interest—rate at
which total real saving equals the total real investment—as a result of which investment
(demand for investible funds) exceeds saving (supply of investible funds). Inflation would
halt only if the banks ceased to expand the money supply raising the market rate of
interest sufficiently so as to become equal to the natural rate of interest. According to
Wicksell, so long as the banking system continued to finance investment that was not
sustainable by the availability of savings by creating credit, inflation would continue to
haunt the economy.

Keynes’ analysis of the excess demand inflation assumes aggregate demand to
exceed the aggregate supply at the full employment level. Starting with the situation of
full employment equilibrium, if investment increases then the aggregate demand for
goods and services will exceed their aggregate supply at full employment level assuming
a given level of prices, i.e., C_+ |_> Y_at constant prices. This is a situation of
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disequilibrium which can be corrected only either through an increase in the prices or
through an increase in the aggregate real output or through increase in both the prices
and output. But since under our assumption, the economy is already operating at full
employment level, no increase in aggregate output is possible. Consequently, prices rise
sufficiently so as to bring about equilibrium between the aggregate demand and aggregate
supply. Since consumption is a function of real income, the excess demand will persist
because the rise in prices raises people’s money income as a result of which the real
income remains unchanged.

Keynes severed the close relationship between the quantity of money and the
level of aggregate demand by showing that even with constant money supply, some
inflation may be experienced. With the total quantity of money held constant, an increase
in prices occasioned by increased aggregate demand would raise the transactions demand
for the cash balances. The increased transactions demand for money, with the total
money supply held constant (M; ), can be satisfied by releasing the sufficient cash from
wealth-holders’ speculative cash balances. This is, however, possible only if the rate of
interest increases, i.e., if the security prices fall sufficiently to induce the wealth-holders
to make the required quantity of money available. The rise in the rate of interest would
release some cash from the speculative cash balances to feed the additional transactions
demand for cash. Asthe security prices fall, the wealth-holders would substitute securities
for cash. This would, however, check the future fall in the security prices (rise in the rate
of interest). Consequently, the rise in the rate of interest will not be sufficient to release
sufficient cash from the speculative cash balances required to meet the excess
transactions demand. As an indirect effect, the rise in the rate of interest will choke off
the extra investment demand which will contain the inflationary pressure. However,
since the rate of interest fails to rise high enough, only a part of the extra investment
demand will be choked off which only moderates the inflationary pressure but does not
eliminate it. Only if it is assumed that the speculative demand for cash balances is
perfectly interest-inelastic will the rate of interest rise sufficiently to choke off the entire
excess aggregate demand by reducing the investment and possibly to some extent also
the consumption spending provided saving was interest elastic. In this case, Wicksell’s
analysiswill hold.

Thusthere is a significant difference between Wicksell’s and Keynes’ analysis of
inflation. While according to Wicksell, any increase in the money supply (unless
accompanied by a proportionate increase in the total productivity of money) is always
inflationary, prices would rise even if the increase in M_ resulted from central bank’s
open market purchases of securities. Keynes, however, held that an increase in the M,
brought about through open market operations of the central bank may not raise prices
if the economy started from the position of less than full employment.

Despite differences in their analytical reasoning, both Wicksell and Keynes
explained inflation as an excess of the aggregate demand over the full employment
output in the economy. Keynes merely removed the rigid relationship between the
aggregate demand and the quantity of money and also considered less—than—full
employment situation in which the increased aggregate demand was more likely to raise
the level of economy’s aggregate output than the prices.

Inflationary Gap

The excess demand inflationary analysis has been described in terms of the ‘inflationary
gap’ measured as the excess of the aggregate demand C + | + G over the full employment



aggregate supply Y. shown in Figure 7.2. In other words, the situationof C+1+G>Y_
shows the presence of inflationary gap in the economy. On the other hand, if C+1+ G
<Y_there is present a deflationary gap in the economy. Both the situations of inflationary
gap and deflationary gap are situations of disequilibrium. The concept of the inflationary
gap may be defined as the positive difference between the actual level of aggregate
demand which exists in the economy at the full employment level of income and the
amount of aggregate demand which is required to attain full employment. Since the
amount of the aggregate demand required to attain full employment should be equal to
the amount of the aggregate supply at full employment, we may also say that inflationary
gap is the excess of the actual aggregate effective demand in the economy over the
aggregate supply at the full employment level. If we erect a vertical line Y_K at the full
employment income 0Y ., we see that for full employment to exist in the economy the
aggregate demand function C + 1 + G in the diagram should cut the 45°-
line at its intersection with the full employment line Y_K. Since the aggregate demand
schedule cutsthe 45°-line Y =C + | + G at point E which is located to the right and above
B which is the point of intersection of the 45°-line with the full employment line Y K,
there is inflationary gap of the AB magnitude present in the economy which is measured
as a distance between the aggregate demand schedule C + I + G and the 45°-line Y =
C + 1+ Gatfull employment level of income 0Y...
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Fig. 7.2 Aggregate Consumption as a Function of Aggregate Income

In Figure 7.2, the aggregate consumption has been shown as a function of the
aggregate income Y and the linear consumption function is of the form C=a+bY. The
aggregate investment I and government spending G are both autonomously determined
so that the aggregate demand function C + | + G has been drawn parallel to the
consumption function, the distance between the two being 1 + G. The lineC+1+ G
shows the aggregate amount of spending corresponding to each different level of the
aggregate income. If the aggregate real output could increase without limit, the aggregate
real income would increase to 0Y_ where the aggregate real output (supply) and the
aggregate real expenditure (demand) are in equilibrium. If, however, the aggregate real
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output or supply cannot increase beyond 0Y, the real income cannot also exceed the
0Y.. At 0Y_ the aggregate demand (C + | + G) exceeds the aggregate output by AB,
l.e.,, 0Y.+ AB =C + 1+ G. Thus, AB is the inflationary gap which raises the general
price level. The inflationary gap disappears only when the aggregate money income
increases from 0Y_to OY/, raising the general price level. The increase in the money
income is wholly due to the increase in prices since the aggregate real output is constant
at fullemployment output 0Y... The AB inflationary gap is eliminated and the inflationary
process is halted when the new equilibrium aggregate money income is established at
0Y... The increase in the aggregate money income from 0Y . to 0Y . is wholly accounted
for by the increase in prices with no increase having taken place in the aggregate real
output which remains fixed at the full employment output 0Y,.. Knowledge regarding
the magnitude of the inflationary gap and the value of the multiplier enables us to find
out the equilibrium income. We can find out the new equilibrium aggregate income
(which inthe present case is 0Y.) in the following manner:

0Y.=0Y, + Inflationary Gap x Multiplier

Notwithstanding that demand-pull inflation may easily occur as a result of the
strong investment boom resulting from massive innovations or the opening of new territory
or any other such cause, the more frequently occurring demand-pull inflations have been
due to the massive government outlays particularly those associated with the war or
post-war reconstructions. Massive government outlays in the developing countries in
building up ‘social overhead’also generate strong inflationary pressures in the economy.

While it is largely true that the demand-pull explanation of inflation shows that the
rate of price rise accelerates in periods of low unemployment (the size of unemployment
serving as a rough indicator of the strength of demand), i.e., when the demand forces
are strong, it fails to explain the contemporary co-existence of high unemployment and
high inflation situation of stagflation.

7.2.2 Cost-Push Inflation

Before the 1950s, the phenomenon of inflation was largely analysed in terms of the
excess demand explained either in the classical quantity theory version or in terms of the
Keynesian theory. The supply or cost analysis of inflation was revived in the 1950s. The
cost-push inflation analysis, also known as the ‘new inflation’ theory, has been explained
inits crude and sophisticated versions. Inits crude version, the theory asserts that inflation
occurs due to the increase in the costs or supply prices of goods caused by an increase
in the cost of inputs. According to this explanation, rapidly rising money wages
unaccompanied by corresponding increase in the labour productivity in certain key sectors
of the economy become reflected in the higher prices in these same sectors, particularly
as demand recovers. In this way, the purchasing power of wages becomes eroded
causing the organized labour to seek redress in the form of further wage increase through
their collective bargaining strength. The most common political expression of this view is
based on the plea that the monopolistic trade unions cause inflation by pushing up wages
through their excessive power in the field of collective bargaining.

The sophisticated version of the cost-push theory differs from its crude counterpart
in two main aspects. First, it deals with the question of demand which the cost-push
inflationary pressures themselves generate through the needed increase in the money
supply. Second, it strives to seriously analyse the motivations of the ‘pushers’ instead of
resorting to name-calling as the crude version does.



There is nothing new in the cost-push inflation explanation. As Martin Inflation, Monetarism
Bronfenbrenner and F D Holzman have stated, the ‘cost inflation has been the layman’s and New-Classical
instinctive explanation of general price increase since the dawn of the monetary system. Macroeconomics
We know of no inflationary movement that has not been blamed by some people on
‘profiteers’, ‘speculators’, ‘hoarders’, or workersand peasants ‘living beyond their station’. NOTES

Stated in terms of the aggregate demand and aggregate supply functions, cost-
push inflation emerges in the economy, in the absence of excess demand, due to the
pressure of various factors which shift the aggregate supply function which is subject to
diminishing returns, upward. Figure 7.3 illustrates cost-push inflation. In the figure, 0Q.
isthe full employment aggregate output which is determined at the point of intersection
of the aggregate demand curve DD and the aggregate supply curve S;:S:.
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Fig. 7.3 Cost-push Inflation

Consequent upon the upward shift in the aggregate supply curve from the position
of §;S, to that of S,S,,, the equilibrium aggregate output falls from 0Q, to 0Q, while the
general price level rises from OP_to OP,. A further upward shift in the aggregate supply
function from S,S, to S.S, reduces the aggregate equilibrium output from 0Q, to 0Q,
while the price level rises further from OP, OP_. The increase in the general price level
is the pure cost-push inflation. The two main factors responsible for the upward shift in
the aggregate supply function are (i ) the higher money wages secured for their members
by the labour unions without any corresponding increase in their productivity, and(ii ) the
higher prices charged from consumers by the monopolistic and oligopolistic producers.
The upward shift in the aggregate supply function and the resulting rise in the general
price level due to the first factor is designated as ‘wage-push’ inflation to distinguish it
from ‘profit-push’ inflation resulting from the operation of the second factor in the
economy.

Generally speaking, cost-push inflation in the economy occurs as a result of the
combination of both the wage-push and the profit-push factors. According to those who
hold that prices are pushed up by rising costs rather than by the demand-pull forces,
some control in the form of prices and incomes policy is necessary to bring the spiral of
rising prices to a halt. Both the demand-pull and the cost-push explanations of inflation
are closely linked with the now widely-held view that the problem of inflation is more
sociological than economic in nature. According to this view, there appears an underlying
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bias towards inflation in the economies of leading industrial nations of the world. In
recent years, workers’ and consumers’ expectations have risen considerably far beyond
the scope of existing productive capacity to meet their demand. A mounting stream of
government transfer payments and increased government involvement have largely
contributed to increased consumption and to sap both the individual initiative and the
ability and incentive of the private enterprise sector to undertake the needed commitments
to modernize and expand the economy’s productive capacity.

2.3 PHILLIPS CURVE

The phenomenon of demand-pull inflation is frequently controlled by resorting to the
instruments of monetary and fiscal policies. According to the classical quantity theory
approach, the demand inflation can be controlled by resorting to an appropriate monetary
policy so as to halt the expansion of the money supply. According to the monetarist
explanation of inflation, money does matter significantly in the occurrence of inflation in
the economy. According to the Keynesians, however, the monetary policy alone will not
be able to check inflation. Consequently, it is suggested that we apply the restrictive
fiscal policy instruments of curtailing the unproductive expenditure and widening and
deepening the tax structure in the economy.

The anti-inflationary role of the monetary and fiscal policies is not, however, so
clearly appropriate in the matter of controlling the supply or cost-push inflation. Restrictive
monetary and fiscal measures have their immediate impact on the aggregate demand in
the form of restricting it. But supply inflation is not the result of the aggregate demand
rising in excess of the economy’s full employment output. An important difference
betweenthe demand and supply inflations is that unlike the former, in the case of supply
inflationthe price rise takes place well before the full employment output has been hit.

Since cost-push inflation is largely caused by the rising cost, supply inflation can
be controlled by maintaining wage-rate stability and by preventing those wage increases
which are not related to the increase in labour productivity. A restrictive wage policy
may check a wage-push inflation provided it reduces the aggregate demand and output
sufficiently to create enough unemployment to prevent wage increases in excess of the
increase in the labour productivity. It is, however, quite likely that the extent of
unemployment which may be necessary to avoid wage-push inflation may be higher
than what is considered socially and economically acceptable. In other words, the
community may be forced to pay a certain price (and it might be fairly high) in the form
of considerable social distress and slow rate of economic growth for purchasing price
stability. If a sustained high percentage of 6 or 7 per cent of unemployment is necessary
to achieve price stability, it might seem to the society the lesser of the two evils to accept
moderate inflation with a low unemployment percentage of 2 or 3 per cent compared
with a high unemployment percentage of 6 or 7 with zero rate of inflation in the economy.

Since wage costs constitute the backbone of the price structure, in recent years
economists interested in the study of supply analysis have focussed their attention on the
relationship between the rate of wage increase and the rate of labour unemployment in
the economy. This analysis runs in terms of the ‘Phillips curve’, christened after AW
Phillips whose pioneering work in this field was published in 1968. A Phillips curve
showing the relationship between the percentage of wage increase and the percentage
of unemployment of economy’s labour force can be derived from an economy’s data
over a period of years by plotting on the graph for each year the percentage of money



wage increase (AW/W) against the percentage of unemployed labour force. Such a
curve will be negatively sloping as shown in Figure 7.4 in which the AA curve slopes
downwards to the right showing that the rate of increase in money wages is inversely
related to the unemployment rate. The Phillips curve also suggests that a sufficiently
high percentage of unemployment is needed for non-inflationary price stability. From
this the conclusion emerges that the wage-push price inflation can be eliminated if the
community is prepared to accept a high rate of unemployment.

Itisnot, however, true that every rate of increase in the money wages is inflationary;
it is only such percentage increase in the money wages which does not represent a
corresponding increase in the labour productivity to match the increase in the money
wages which is inflationary. By drawing a horizontal line WW in Figure 7.4, we can
represent the percentage increase in the labour productivity. Consequently, this much
(OW) percentage increase in the money wages will be non-inflationary.
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Fig. 7.4 Percentage Increase in Labour Productivity

According to Phillips, for the United Kingdom, arate of 5.5 per cent unemployment
was needed for wage stability and a rate 2.5 per cent unemployment was needed to hold
prices stable. This would mean that wages would rise by the same percentage as the
increase in labour productivity estimated by Phillips to be around 2 per cent for the
United Kingdom. According to Paul A Samuelson and Robert M Solow, who have
plotted a similar curve for the United States, unemployment rate has to be 5.5 per
cent for maintaining the price stability, assuming a 5.5 per cent annual increase in
the labour productivity. Obviously, Samuelson’s and Solow’s results are more
distressing thanthoseobtained by Phillips.

If B per cent of unemployment is taken as socially acceptable, and if WW line
intersects the AA Phillips curve at point E which is located on the Phillips curve to the
left of the socially acceptable unemployment percentage line BB, it indicates that the
wage-push inflation can be eliminated through the monetary and fiscal policies without
subjecting the economy to a socially unacceptable high rate of unemployment. Price
stability can be maintained by inflicting only B per cent unemployment on the economy.
This unemployment percentage will be acceptable to the community because it is lower
than the B per cent socially acceptable unemployment.
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24 MONETARISM AND ITS BASIC ELEMENTS

The fiscal policy dominated approach which gathered strength under the protection of
the Keynesian umbrella dominated the scene for about two decades. It was only in the
mid-1950s that a reaction against the fiscalist approach set in, with the economists
challenging the very existence of the Keynesian liquidity trap. Led by Professor Milton
Friedman of the Chicago School of economists, a growingly large number of economists
asserted that ‘money does matter’ in the economy. In fact, the ‘hard core’ within the
group strongly asserted that ‘money alone matters’. These economists who were labelled
as the monetarists, pleaded the case for money. The monetarists have staged a grand
comeback for the monetary policy and have advocated the view that the periods of
hyperinflation and deep recession are exclusively the consequences of disturbances
originating inthe monetary sector of the economy resulting from expansion and contraction
inthe money supply.

The centerpiece of monetarism relates to the overwhelming influence of money
on the long-run economic activity. According to the monetarists, proper growth rate of
money supply is crucial for the stable growth of output and prices. The monetarists
believe that money and prices are directly correlated. The central thesis of the monetarists
is that money matters and consequently monetary policy has a crucial role to play in any
programme of economic stabilization. The extreme monetarists have asserted that money
alone matters. Their assertion is based on the joint validity of the particular assumptions
regarding the demand for any supply of money.

According to these economists, the demand function for money and the supply
function of money are perfectly interest-inelastic. This means that in terms of the IS-LM
curves analysis, the LM curve is a vertical straight line. Consequently, any fiscal policy
action denoted by the upward to the right or downward to the left shift in the IS curve
will not at all affect the level of aggregate income and output in the economy. In short,
fiscal policy will not matter at all and money alone matters because any rightward or
leftward shift inthe LM function caused by the expansionary or contractionary monetary
policy action will change the level of aggregate income and output in the economy.
Consequently, full employment in the economy can be achieved through the thrust of an
expansionary monetary policy.

Origin and Contents of Monetarism

The origin of monetarism may be traced in the writings of a long line of the University of
Chicago’s distinguished students and teachers of money who are best represented by
Professor Milton Friedman. The Chicago economists are the vehement supporters of
the free market system. They are wedded to the belief that almost all economic problems
have their solution in the free and unimpeded operation of the free market forces of
supply and demand.

Milton Friedman’s book Capitalism and Freedom published in 1962 admirably
defends the free market enterprise system. It shows that the system is inevitable for the
existence and enjoyment of political freedom. Friedman has cited many examples to
show that government interference with the working of the market forces has mostly
failed as evidence to assert his point that government should not intervene in the economy
any more than is absolutely necessary.



However, even the most uncompromising supporter of the market feels that there
is some justification for some governmental intervention. According to Milton Friedman,
regulation of money supply is one such area where government control is called for. He
is, however, of the firm belief that government intervention must be regulated by certain
specified rules so that the scope for discretion is minimal. Rules, and not discretionary
power, should govern the actions of the regulator. According to Henry Simons, the
provision for specific rules to achieve specific targets ensures certainty implied by
rules, avoids arbitrary actions by the regulator and removes speculation regarding the
future actions of the regulator. Henry Simons was followed in this respect by Milton
Friedman who observed that government must provide a monetary framework for a
competitive system since the competitive system cannot provide one for itself.
However, this monetary framework should operate under the ‘rules of law” and not
under the discretionaryauthority of the administration.

Apart from believing in the efficiency of the market system and the specific
provision of the ‘rules of law’ for the government to operate the monetary framework,
the Chicago economists adhere to the quantity theory of money as the basic framework
for monetary analysis. Although the quantity theory of money suffered from disrepute
and was generally ignored during the 30s, it continued to be used by the Chicago School
of economists.

Furthermore, the supply of money is determined exogenously by the monetary
authority quite independently of the demand for money. According to the monetarists,
the central bank controls the money supply and the factors, at least the important ones,
affecting the supply of money, do not affect the demand for money.

The monetaristsalso believe inthe ‘realness’ of the rate of interest, being determined
by the forces of thrift and productivity. They criticize the Keynesian approach which
treats the rate of interest as a ‘purely monetary phenomenon’. It is asserted that had the
interest rate been a purely monetary phenomenon, the monetary authority could have
pushed it to any chosen level. This might be regarded as enhancing the prestige of the
monetary policy and consequently the appeal of the quantity theory of money. However,
if it was to be believed that the interest rate was entirely determined in the money
market, then manipulation of the interest rate would have no effect on the aggregate real
economic activity.

Milton Friedman and Monetarism

The basic monetarist theory, as developed by Milton Friedman and his associates, asserts
that money plays a crucial role in determining the level of aggregate economic activity.
Monetarism is based on a revised version of the quantity theory of money and stresses
the need for controlling the level or the rate of change of money supply for achieving
economic stability. According to Friedman, the rate of growth of money supply should be
kept stable and to achieve this, the monetary authority should use the open market
operations. Speaking about the American economy, Milton Friedman asserts that the
Federal Reserve System should ensure that the money supply grows at some
predetermined constant annual rate which should be consistent with the long-run growth
of the economy at stable prices. Only if this could be achieved, all the other monetary
policy tools could be abandoned, asserts Milton Friedman. In support of his argument for
a constant annual rate of growth of the money supply, Friedman has produced a good
deal of historical and empirical evidence.
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At the centre of monetarism is the key relationship between changes in the money
supply and changes in the level of money income. The line of causation runs from
changes in the money stock to changes in the money income so that money changes
cause income changes. The mechanism starts with the demand for money stated in
terms of the demand for real cash balances (M/P). The total real cash balances held by
the public are measured as the total money supply M divided by general price level P.
The total amount of real cash balances which the public desires to hold is a function of
the real income and other variables. Starting from the equilibrium position in which the
public’s desired holdings of real cash balances are equal to its actual holdings of real
cash balances, if the supply of money is increased by the monetary authority, the people
will have a larger quantity of purchasing power with them than they actually want to
hold. In other words, they will have surfeit of money supply with them of which they
would like to be relieved. There is only one rational way of getting rid of the unwanted
surplus cash balances and bringing their actual real cash balances equal to the desired
level, i.e., by spending. However, as some people spend and reduce their excess cash
holdings, the cash holdings of others in the economy increase. Consequently, they hold
added cash balances. They then spend their excess cash balances and the process
continues.

The excess cash balances are eliminated in one of the two ways. First, if as a
result of increased spending, the real income and output increase, the demand for money
increases and the excess cash balances are now absorbed by the higher demand for
money at the higher real income level. Second, if only the prices increase due to additional
spending, the real value of the total money supply falls. The increase in prices continues
until the real value of the nominal money supply is restored to its original level. In the
process of spending both M and P increase, leaving the aggregate real cash balances
(M/P) unchanged.

Afallin the total money supply has the opposite effect. A decrease in the money
supply reduces the real cash balances in the hands of the public below the desired level.
To bring their actual real cash balance holdings equal to their desired cash holdings,
people must either reduce their spending or sell their assets. The fall in spending causes
either the prices or output or both to fall until the level of desired real cash balances is
attained corresponding to lower prices or/and lower output. A fall in the prices
accomplishes the objective by increasing the real money supply to the desired level
while a decline in the output reduces the demand for the real cash balances until the
reduced demand for the real cash balances is equal to the existing supply of the real
cash balances.

While comparing his approach with that of Keynes, Friedman has argued that the
Keynesian analysis first studies the effect of a given change in the supply of money on
the rate of interest and then the effect of change in the interest rate on the investment
spending and finally on the income. By channelling the effect of changes in the money
supply via the interest rate mechanism, monetary policy affects only those forms of
spending which are interest-elastic and not all forms of spending are interest-elastic. In
contrast to this approach, Friedman has stated that his approach stresses a more direct
relationship between changes in the money supply and income since the increase in the
money supply causes the economic units to redistribute the added money throughout
their balances sheets. The new money supply may be used to purchase investment
goods, durable consumer goods, real estate or financial assets. Given the fact of flexible
prices and interest rates, changes in these two follow from the distribution of the new
purchasing power.



Friedman has overstated the difference between his analysis and that of the
Keynesians. While the simple Keynesian analysis focusses attention on the speculative
demand for money in terms of money versus bonds and relates the interest rate to
business capital investment, the post-Kyenesian analysis is broad enough, including as it
does a relationship between money and all other financial assets and a relationship
between interest rate and all forms of business and consumer spending. The real
difference between the two approaches resides in the degree in which the change in the
money supply affects the aggregate money spending directly as opposed to affecting the
aggregate spending indirectly through the interest rate mechanism.

7.4.1 Demand Function for Money

In the Keynesian analysis, the demand for money is a function of the level of income and
the rate of interest. According to Milton Friedman, the demand for money is a function
of the following six factors.

1. Therate of return on the bonds-the higher the rate of return on bonds, the smaller
is the demand for money.

2. The rate of return on equities (stock)-the higher the rate of return on stock, the
lower is the demand for money.

3. Therate of change in prices—if pricesarerising ata rapid rate, people will economize
on their holdings of money in order to avoid a fall in the real purchasing power of
their money holdings. Consequently, the demand for money holding is negatively
related to the rate of change in prices.

4. The ratio of non-human wealth to human wealth—human capital is embodied in
the individual in the form of investment made in education, skills, etc., which
enables an individual to produce future returns. Non-human capital represents
the ownership of income-yielding physical assets—ownership of land, house,
machine, etc. A change in the proportions of the total wealth held in these two
forms will change the demand for money.

5. Real income Y/P also affects the demand for the real cash balances M/P.

6. Tastes and preferences of the wealth-holders and economic and non-economic
conditions also affect the demand for money by influencing the desire of people
tohold money.

According to Milton Friedman, uncertainty and geographic mobility also act as
possible causes for an increase in the public’s liquidity preference or demand for money.

In a subsequently developed simplified version of the demand for money, Milton
Friedman makes the demand for money a function of the real per capita permanent
income. In this study the demand function for money has been stated as:

M/NP =r (Y /NP )¢
P p p
where M =nominal stock of money
N =population
Y, = permanentincome
P, = permanent prices
This latter version of the demand for money is not as different from the first

version as it appears to be because the concept of permanent income is broad enough to
include the several variables used in the earlier version of the demand for money.
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Permanent income is affected by the yield on securities and human and non-human
wealth holdings. According to Milton Friedman, on the basis of empirical evidence, the
demand for nominal cash balances is represented by the following equation:
M = (0.00323) (y, /N), ,, (NP )
p

1.81

where all the variables have the same definition as stated above, excepty, which stands
for the real permanent income. In the above form, the equation expresses that (assuming
population and permanent prices to be constant) a 1 per cent increase in the real
permanent income increases the demand for the nominal cash balances by 1.81 per
cent. In other words, Milton Friedman’s equation for the demand for money indicates
that the real permanent income elasticity of demand for the nominal cash balances is
1.81.

According to Milton Friedman, the causal relationship runs from a change in the
money supply to a change in the aggregate income.

Stability of the Velocity of Money

The monetarists also strongly hold that the velocity of money is highly stable. In fact, it
is far more stable than the Keynesian expenditure multipliers. It is argued by the
monetarists that the relationship between money and income is a more stable empirical
relationship than the relationship between the autonomous expenditure investment and
government spending and income. To prove his point, Friedman has offered a variety of
empirical evidence. Of particular note is the study done by Friedman and David Meiselman
for the Commission on Money and Credit and the subsequently published series of
critical papers which this study evoked. In their study, the two authors have compared
the simple monetary models and simple models of autonomous expenditures on the basis
of each model’s ability to predict consumption. The two basic models which have been
employed in the study are (1) the Keynesian model—

C=a+KA
where  C =consumption;
a = constant;
K =Keynesian multiplier; and
A =autonomous expenditure [I + G + (X —M)]

and (2) the quantity theory model
C=a+VM
where  C =consumption;
a =constant;
V =money multiplier; and
M =supply of money

Barring the Second World War period, the empirical results indicate a better
statistical relationship between the changes in the supply of money and changes in
consumption than between changes in the autonomous expenditure and changes in
consumption.

The Friedman-Meiselman study evoked great response from critics who in a
series of ably written papers questioned the theory and the empirical evidence presented
by Friedman and Meiselman. DePrano and Mayer in their study have concluded that
better forecasts of consumption were obtained by using the alternative specifications of
the autonomous expenditure than were obtained either by the Keynesian or by the



monetarist models. Their finding was that both money and autonomous expenditure
were important in the determination of income.

Role of Monetary Policy and its Failure in the Past

Milton Friedman does not regard monetary policy as a mere tool of short-run economic
stabilization. According to him, monetary policy ‘can prevent money itself from being a
major source of economic disturbance.” Furthermore, monetary policy would ‘provide a
stable background for the economy.” In Friedman’s view, the stable rate of growth of the
money supply would create stability of expectations with respect to wages and prices.
Monetary policy could ‘also contribute to offsetting major disturbances in the economic
system arising from other sources.” In this objective, Milton Friedman refers to the long-
run problems rather than to the short-run problems of the trade cycle.

Dwelling onthe failure of monetary policy in the past, the monetarists have blamed
the Federal Reserve System, which has been more concerned with interest rates and
the conditions of the credit markets than with the control of money supply, for the dismal
record of performance of monetary policy. The monetarists” major historical work is
represented by the work titled A Monetary History of the United States, 1867—-1960
by Milton Friedman and Anna Jacobson Schwartz published in 1963. In this important
work bearing on the monetary analysis, the authors have traced the development of
money supply in the United States; have analysed changes in the determinants and
components of the money supply; and have studied the monetary policy in terms of the
effect on the monetary policy both prior to and after the establishment of the Federal
Reserve System.

Milton Friedman and Anna Jacobson Schwartz have studied changes in the supply
of money in terms of the following three ‘proximate determinants of the money stock.’
1. The quantity of high-powered money (H) — This includes the supply of currency
in the hands of the public plus the cash reserve deposits at the federal reserve
banks. These items are called the high-powered because they serve as the
basis for the expansion of money supply in the economy.

2. The ratio of bank deposits to bank reserves (D/R) —This ratio measures the
extent to which the commercial banking system utilizes the available reserve
assets.

3. The public’s ratio of bank deposits to currency (D/C) —This ratio reveals that
lower is the proportion of the money supply held as currency, higher the level
of bank reserves and greater is the possible expansion of the money supply.
Milton Friedman and Anna Jacobson Schwartz have used these ratios to
determine the sources of changes in the money supply in the United States
duringthe period 1867-1960.

The Friedman-Schwartz analysis of the great depression of the 1930s runs in the
monetary terms and the Federal Reserve System has been mainly blamed for its failure
to increase the money supply during the mid-and-late 1920s. Friedman and Schwartz
have attributed the length and depth of the depression to the failure of the Federal
Reserve System which instead of undertaking a massive expansion in the money supply
contracted it by as much as 33 per cent during 1929-1933. The fall in the money supply
allowed during 1929-1933 resulted from the sharp declines in the deposit-reserves ratio
(D/R) and the deposit-currency ratio (D/C). Although the Federal Reserve System
increased the money supply beginning in the late 1930s, the increase was too little and
was made too late to be of any effective use.
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In summary, the monetarists’ interpretation of the economic history is based on
the analysis of changes in the rate of growth of the money supply. The monetarists
analyse the economic problems and offer their solutions in terms of the behaviour of the
money supply.

Monetary Policy Lags

A major point in the monetarists’ analysis concerns the lags in the effect of monetary
policy. The problem of lags in the operation of monetary policy arises from the recognition
of the fact that monetary policy actions of the central bank do not have a quick and
immediate effect on the economic conditions. The effects of monetary policy do not
work themselves out instantaneously. On the contrary, the monetary policy actions are
subject to lags in time. The impact of what the central bank does today is not felt by the
economy today itself but makes its impact on the economy with a time lag at some point
in the future with the result that an appropriate monetary policy action may become
inappropriate in the context of the time at which its impact is felt in the economy.

According to Milton Friedman, the monetary policy lag is both lengthy and of
variable duration. In his view, today’s policy measures meant to deal with today’s problems
will have their effect felt at some point of time in the future when the problem for which
these were designed may not exist; instead, a new problem requiring the new policy
measures may exist. For example, the anti-inflationary monetary policy measures taken
today to curb the present-day inflationary pressures in the economy may have their
contractionary effect felt a year or two later when inflation may no more be there and
deflation may instead be the problem requiring a quick and effective solution. The monetary
policy may consequently become a destabilizing policy instead of proving a stabilizing
policy.

Regarding the duration of the monetary policy lag, Milton Friedman has stated:
‘On the average of eighteen non-war cycles since 1870, peaks in the rate of change of
the stock of money precede reference peaks by sixteen months and troughs in the rate
of change of the stock of money precede reference troughs by twelve months.’
According to Milton Friedman, the lag is long enough to justify his pleading for the
use of rules regarding the growth rate of economy’s money supply rather than the use
of discretion of the monetary authority in the matter. The claimed superiority of the
monetary rule depends, in part, on the length of lag in the effects of monetary policy. If
the lag is as long as has been suggested by Friedman, a stable rate of growth of
money supply policy might be an improvement. If monetary actions have their effects
one to three years later in the future, the rule may be necessary. However, Friedman’s
lag is longer than the lags found by others and it seems that the use of the money supply
growth rate rule would not represent a general improvement over the discretionary
monetary policy.

Recent Developments

Monetarism has re-emerged as an alternative for the Keynesian prescriptions for economic
growth in the early 1970s. This has thrown open the issue about what should be the
objectives of a monetary policy—should monetary policy concentrate on the price stability
or on ensuring economic growth? The issue has assumed added significance in the
context of autonomy for the central banks.

It must be stressed that both price stability and growth have to be simultaneously
pursued. Consequently, the central bank must maintain a balance between ensuring
price stability and at the same time ensuring economic growth by making adequate
creditavailable. While the case of price stability as an objective of monetary policy rests



on the fact that volatility in prices creates uncertainty in the decision making, without
ensuring growth the benefits of price stability are elusive. In fact, a rigid price stability
which ensures zero inflation may not be a good thing even in the long run. In short, a
central bank should strive to achieve price stability while ensuring sustainable economic
growth through the judicious use of its monetary policy.

Among the world’s central banks, the greatest devotee to monetarism for long
has been the German Bundesbank. The Bundesbank had fixed a target for the M,
growth of between 4 to 7 per cent for 1998 allowing a gap of 75 per cent between the
minimumand maximum growth in the money supply.

In India, the Reserve Bank of India’s monetary policy stance has been monetarist
in as much as it continues to place its faith in the efficacy of monetary aggregates, the
favoured number being Mz — the broad money supply for which a target of 15 to 15.5
per cent growth had been fixed for 1998-99. During 19992000, the broad money supply
(M,) increased by 17.1 per cent against 19.7 per cent in 1998-99. The reserve money
increased by 11.9 per cent in 1999-2000 against 12.2 per cent in 1998-99 while M,
increased by 14.7 per cent against 12 per cent in 1998-99. The targets for the annual
growth of Mz during the earlier years in the 1990s have hovered around the 14-16 per
cent band. Notwithstanding the fact that in its recent statements the RBI has tried to
clarify that it is not totally monetarist although it believes in the primacy of the monetarist
principles; it, however, continues to remain more a monetarist than a Keynesian. The
economic orthodoxy in India is still Friedmanite believing in the stability of the monetary
demand function although the velocity has declined from nearly 4.2 to 1.9 during the past
two and half decades.

Evaluation

The ascendancy of monetarism during the past three and a half decades has condemned
much of the developed world and some of the developing countries to low economic
growth and high unemployment, albeit with low inflation. It isa high social price which
these countries have paid in terms of the denial of growth and perpetration of
unemployment in order to achieve some degree of price stability. Eminent Keynesians
like Nicholas Kaldor and James Tobin have found pure monetarist theory a flawed piece
of reasoning. Citing Milton Friedman’s public admission of the failure of the United
Kingdom’s experiment with monetarism and attributing it to the gross incompetence of
the Bank of England, Nicholas Kaldor has asked: ‘does the Quantity Theory hold good
only in countries with competent central banks?’

Milton Friedman’s rediscovery of monetarism and the Keynesian perspective
present the two differing views of economic reality. Both these approaches were
formulated and developed in the context of world’s developed affluent economies. What
is imperative is the need to see how and to what extent, monetary policy in the context
of the developing countries needs to be recalibrated, given these countries’ economic
compulsions of promoting the economic growth and reducing unemployment.

2.5 MONETARIST THEORY OF
INCOMEDETERMINATION
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According to Keynes, rate of interest is determined by equilibrium between demand for
money and supply of money (i.e., through money market equilibrium).The effect of
money supply on rate of interest and the effect of rate of interest on aggregate demand
provides a mechanism through which changes in money supply affect the goods market.
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This determines level of economic activity in the economy —i.e., level of output and
employment.

Monetary policy has a profound effect on the rate of interest. If the rate of
interest is reduced as a result of an increase in money supply, the rate of investment will
rise and the increase in investment will lead to increase in income and employment via
the multiplier.

Hence, when in times of recession, money supply in the economy is increased it
will cause investment to increase. As a result, there will be an increase in aggregate
expenditure (i.e., aggregate demand) which will lead to the increase in real national
income (aggregate output) and employment will increase.

The change in money supply leads to the increase real income output and
employmentis shown in the following figure.

¥ A

Rate of Interest

(0 M, v
Money

-

Fig. 7.5 Money Supply and the Rate of Interest

The first link in the transmission mechanism is the effect of expansion in money
supply on the rate of interest. This depends on how far demand for money holdings is
sensitive or elastic to the changes in rate of interest. The expansion in money supply
(M,) causes the rate of interest to fall.

The influence of change in rate of interest on the rate of investment, which is
determined by the elasticity of investment with respect to rate of interest is the second
step in the transmission mechanism. The fall in rate of interest leads to the increase in
investment inthe economy.

The next step in the process is the effect of increase in investment on aggregate
demand and therefore on national income (aggregate output) and employment in the
economy. The effect of investment on income, output and employment is determined by
the size of multiplier.

The expansion in money supply which leads to the increase in aggregate demand
will affect both the real national income (i.e., GNP) and the price level jointly.

2.5.1 Monetarist Theory of Inflation

Modern monetarists, led by Milton Friedman, revived and modified the classical monetary
theory of inflation. The modern monetarists hold that the general level of price rises only
due to increase in money supply but not proportionately. According to Milton Friedman,
‘Inflation is always and everywhere a monetary phenomenon and can be produced only
by a more rapid increase in the quantity of money than in output.’



More importantly, while classical economists, especially Irving Fisher, considered
increase in the stock of money as the sole cause of inflation and price rise being
proportional to increase in money supply, modern monetarists do not agree with
proportionality of increase in price level. Recall here Fisher’s quantity theory equation,

MV = PT
and P=MV/T

where MV =money supply = currency x velocity of money; P = general price level; and
T =total number of transactions (sale and purchase).

Clearly, the volume of transactions (T) remaining constant, P increases in
proportion to increase in MV, the total supply of money. This proposition is not acceptable
to modern monetarists. In Friedman’s own words, ‘In its most rigid and unqualified form
the quantity theory asserts strict proportionality between the quantity of what is regarded
as money and the level of prices. Hardly any one has held the theory in that form.” That
is, modern monetarists do not agree that there is proportional relationship between the
supply of money and the price level.

2.6 FRIEDMAN-PHELP CRITIQUE OF PHILLIPS
CURVE AND MONEY SUPPLY RULE

Generally, in the case of economies that are industrialized, inflation is seen to be pro-
cyclical. In other words, when there is high economic activity, inflation is high. When
we measure economic activity in terms of unemployment rate, the statistical relationship
that is formed is referred to as Phillips curve. At times, the Phillips curve is looked upon
as being a basis for monetary policymakers. This means that choice can be made
between high employment and low inflation or low employment and high inflation. In this
interpretation of the Phillips curve the assumption is made that there is a structural
relationship between inflation and unemployment and this relationship will not crumble
when policymakers try exploiting the perceived tradeoff.

During the 1970s, several economies were faced with high inflation and this caused
discredit to the structural interpretation of the Phillips curve. Nevertheless, the 1980s
and initial years of 1990s saw a period of low inflation and this lead the economists to
restart work on a structural interpretation of the Phillips curve.

Phillips curve is the representation of the relationship that exists between
unemployment rate and rate of inflation. The study done by A. W. H. Phillips for United
Kingdom of the inflation of wage and of unemployment during 1861 and 1957 is looked
upon as being a landmark for the development of macroeconomics.

A consistent inverse relationship was found by Phillips between the two. This
showed that in times of high unemployment there was a slow increase in wages and in
times of low unemployment there was a rapid rise in wages.

It was estimated by Phillips that the unemployment rate being low lead to tight
labour market and as unemployment rate became lower the labour market became
tighter. So, this lead to the need for firms to be faster at raising wages to attract and
retain labour which was not scarce. When the rates of employment were high, pressure
decreased. In the Phillips’s “curve” there is the representation of the average relationship
between wage behaviour and unemployment over the business cycle. It depicts at what
rate of wage inflation will a particular level of unemployment persisted for a period of
time.
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In case of developed economies, economists quickly formulated Phillips curves.
Majority of them formed a relationship between general price inflation, and not wage
inflation, with unemployment. It is true that the prices charged by a company have a
close link with the wages paid by the company.

Inthe figure given below (Fig. 7.6), we find a Phillips curve that has been fitted to
data of United States between 1961 and 1969. Such a close fit as seen in the figure
between the estimated curve and the data was an encouragement to several economists
to look upon the Phillips curve as being some kind of ‘menu’ of policy options in the
process of policy making.

To take an example, for 6 per cent unemployment rate, the economy might be
stimulated by the government to bring down unemployment to 5 percent. It can be seen
in Figure 7.6 that the cost, as higher inflation, would be a little more than %% percentage
point. In case initially the government saw lower unemployment rates, the costs would
be much higher. That is, if unemployment was brought down from 5% to 4%, there
would be greater than twice as big arise in inflation rate (approximately 1.25 percentage
points).

When the popularity of the Phillips curve as being an apt guide to policy was at its
peak, Edmond Phelps and Milton Friedman challenged its theoretical foundation,
independently. The argument that they put forth was that workers and employers who
were rational and well-informed would only care for real wages (inflation-adjusted
purchasing power of money wages). They opined that there would be an adjustment in
real wages such that supply of labour became equal to the demand for labour, and this
would move the rate of unemployment to a level uniquely associated with that real wage
(“natural rate” of unemployment).
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Fig 7.6 The Phillips Curve, 1961-1969

Source: Bureau of Labor Statistics

It was argued by Phelp as well as Friedman that it was not possible for a
government to go trading higher inflation for lower unemployment. If it is considered
that unemployment is at the natural rate. The real wage is constant: workers expect that



there will be a given rate of price inflation, push for an increase of their wages at same
rate as inflation so that their purchasing power faces no erosion. Let us consider that an
expansionary fiscal or monetary policy is used by the government to try to bring
unemployment to a level lower than its natural rate. The rise in demand that results will
encourage firmsto raise their prices faster than anticipated by the workers. As revenues
are higher, there is willingness on the parts of firms for employing more workers at the
old wage rates and they are also ready to increase the rate a little. For a little while,
workers will face money illusion, meaning that they find their money wages to have
gone up and they readily provide more labour. So, there is a fall in the rate of
unemployment. The workers do not immediately realize that there has been a decline in
their purchasing power since there has been a more rapid increase in prices than was
expected by the workers. Nevertheless, with time as workers begin anticipating higher
rates of price inflation, they will supply less labour and insist on wage increases that will
match up with inflation. There is a restoration of the real wage to its old level, and the
unemployment rate returns to the natural rate. The wage and price inflation caused due
to expansionary policies will keep going on at the new, higher rates.

The analysis by both Friedman and Phelps shows the difference in the ‘long-run’
and ‘short-run’ Phillips curves. Till the average rate of inflation stays reasonably constant
(like it was during the 1960s), unemployment and inflation will remain related inversely.
Yet, if there is change in the average rate of inflation, like in the case when policymakers
continue to attempt to push unemployment below the natural rate, post a period of
adjustment, there will be a return of unemployment back to its natural rate. That is, when
there has been time for the adjustment of workers’ expectations of price inflation,
unemployment’s natural rate becomes compatible with any rate of inflation. In figure
7.6, itis possible to show the long-run Phillips curve in the form of a vertical line above
the natural rate.

Then, the original curve will be applicable just to periods that were brief and
transitional and it would shift in the face of any persistent change in the average rate of
inflation. Itis possible to combine the short-runand long-runrelations in one ‘expectations-
augmented’ Phillips curve. The faster do workers’ expectations of price inflation adapt
to changes in the actual rate of inflation, the faster will unemployment get back to its
natural rate, and the lower the success that the government shall attain in lowering
unemployment with fiscal and monetary policies.

The basic point that was made by Friedman and Phelps was confirmed by the
1970s in contrast with the initial Phillips curve, when there was an increase in the average
rate of inflation from approximately 2.5% in the 1960s to approximately 7% in the 1970s,
there was no decline in unemployment rate and it went up to 6% from 4%.

Economists in general, do not support the central tenet of the analyses of Friedman
and Phelps, which is that there exists a rate of unemployment which, when maintained,
will be compatible with inflation that is at a stable rate. Several economists also look at
this as the “nonaccelerating inflation rate of unemployment” (NAIRU) due to the fact
that, unlike the term “natural rate,” NAIRU is not suggestive of an unemployment rate
being ‘socially optimal, unchanging, or imperviousto policy’.

Itis possible for a policymaker to want to place a value on NAIRU. For asimple
estimate we can look at Figure 7.7 which covers 1976 to 2002 and plots the changes in
the rate of inflation (acceleration of prices) against the unemployment rate for this period.
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2.04 EXPECTATIONS-AUCMENTED PHILLIPS CURVE
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Fig 7.7 The Expectations-Augmented Phillips Curve, 1976-2002

Source: Bureau of Labor Statistics

The expectations-augmented Phillips curve will be that straight line which is the
best fit for the points on the graph (regression line). This provides a summarization of a
rough inverse relationship. Based on the regression line, NAIRU (rate of unemployment
for which the change in the rate of inflation is zero) is approximately 6%. A Phillips
curve’s slope is indicative of the speed of adjustment of price. If we consider the economy
to be at NAIRU and with an inflation rate of 3% and the government wants to bring
down the inflation rate to O (zero). It is suggested by Figure 7.7 that contractionary
fiscal and monetary policies that pushed average rate of unemployment as high as 7% (a
point more than NAIRU) would bring reduction in inflation of approximately a percentage
point per year. So, if due to the policies of the government the unemployment rate
hovered around 7 per cent, a 3 per cent inflation rate would, on average, get decreased
by one point every year and reach 0 (zero) in approximately 3 years.
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Fig. 7.8 Nonaccelerating Inflation Rate of Unemployment

Source: Congressional Budget Office



With the use of similar, though more refined, methods, it was estimated by the
Congressional Budget Office estimated (as shown in Figure 7.8) that in 1950 NAIRU
stood at approximately 5.3 percent, and rising steadily, it peaked at approximately 6.5%
in 1978 before steadily falling all the way down to approximately 5.2% till century’s
close. It became obvious that NAIRU is not constant. There is a change in NAIRU
when there is change in the ‘real factors’ affecting the demand and supply of labour, like
relative prices, taxation structure, power of labour unions, technology and demographics.
Fiscal and monetary policy should not affect a change in NAIRU, though they affect
aggregate demand and do not change these real factors.

2.7 PRICE BEHAVIOUR AND EXPECTATION

Ever since the beginning of economics as a science, economists have been concerned
with the theory of value explaining that value is determined by the intersection of the
supply and demand curves and that the elasticities of these curves influence prices
significantly. However, we are also told that the value of money depends on the quantity
of money. The quantity theory of money, which constitutes an important pillar of the
classical macroeconomic theory, states that any change in the quantity of money produces
a proportionate change in the same direction in the general level of prices. In other
words, the quantity theory of money states that the value of money is a function of the
supply of money such that when the supply of money is doubled, its value is halved and
vice versa. This conclusion is based on the assumption of full employment, i.e., given
aggregate real output. The causal relationship between changes in the supply of money
and the general price level constitutes the core of the quantity theory of money. In the
classical economic theory, money has no inherent utility and it is exclusively demanded
for the transactions purposes.

Criticizing the classical quantity theory of money, Keynes has observed thus: ‘If
we reflect on what we are being taught and try to rationalize it, in the simpler discussions
it seems that the elasticity of supply must have become zero and demand proportional to
the quantity of money; whilst in the more sophisticated we are lost in a haze where
nothing is clear and everything is possible. We have all of us become used to finding
ourselves sometimes on the one side of the moon and sometimes on the other, without
knowing what route of journey connects them, related, apparently, after the fashion of
our waking and our dreaming lives.’

Classical economics is faulty because there is a dichotomy between the theory of
the relative prices and the theory of the absolute price level. According to the classical
economic analysis, the real and the monetary sectors of the economy were completely
self-contained and independent of one another. This being so, it was argued by the
classicists that the relative prices which were determined by the intersection of the real
supply and demand curves in the real or expenditure sector were not affected by changes
in the quantity of money. The classical economists were guilty of failing to recognize that
changes in the aggregate money supply could never influence the general price level in
the economy without first affecting the relative prices because the former was merely
an aggregation of the latter. Any change in the general price level must necessarily be
traceable to prior changes in the relative prices of goods and services in the economy.
Consequently, it is necessary to relate the quantity theory of money with the theory of
relative prices in order to find out the real chain of causation between changes in the
quantity of money and changes in the general price level.
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Keynes criticized the classical approach which regarded money as neutral having
no influence onthe economy’s real equilibrium—on the equilibrium relative prices, interest
rate and output. The classical theory was a theory of the stationary equilibrium while
Keynes was largely concerned with developing a theory of the shifting equilibrium—the
theory of an economy in which changing views about the future influence the present
situation. In such aworld, money is important because it serves as a vital link between
the present and future.

In Chapter 21 of The General Theory, Keynes has developed a reformulated
quantity theory of money integrating the theory of prices with the general theory of
value and output. He has denied any direct causal relationship between increases in the
quantity of money and the rise in the general price level so long as unemployed resources
are present in the economy. According to Keynes, the effect of changes in the quantity
of money on the general price level is composed of the effect on the wage-unit and the
effect on employment. Assuming that all the unemployed resources are homogeneous
and interchangeable in their efficiency to produce what is wanted and that the factors of
production entering into the marginal cost are content with the same money wage so
long as there is a surplus of them unemployed, there will be constant returns and a fixed
wage-unitas long as unemployment exists.

In this situation, an increase in the quantity of money will not raise prices so long
asthere isunemployment and employment will increase in the exact proportionto increase
in the aggregate effective demand brought about by an increase in the quantity of money.
But after full employment has been reached, wage-unit and prices will rise in the same
proportion in which the aggregate effective demand increases as a consequence of the
increase in the quantity of money. It, therefore, follows that if the aggregate supply
function is perfectly elastic, so long as there is unemployment and perfectly inelastic
after full employment has been reached and if the aggregate effective demand changes
in the same proportion as the quantity of money, the quantity theory of money according
to John Maynard Keynes, can be enunciated thus: ‘So long as there is unemployment,
employment will change in the same proportion as the quantity of money; and when
there is full employment, prices will change in the same proportion as the quantity of
money.’

This reformulated quantity theory of money is based upon a sufficient number of
simplifying assumptions which will not always hold. The following possible complications
will, in fact, influence the events and upset the operational importance of the theory:

1. The aggregate effective demand will not change in the same proportion in
which the quantity of money will change.

2. Since resources are not homogeneous, diminishing returns will result as
employment increases.

3. Since resources lack perfect substitutability, the supply of some commaodities
will become inelastic while there are still unemployed resources available for
the production of other goods.

4. The wage-unit will rise before full employment has been reached.

5. The factor rewards entering into the marginal cost will not change in the same
proportion.

Due to the above complicating factors, the increase in the aggregate effective
demand occasioned by the increase in the total money supply will, generally speaking,
spend itself partly in increasing the volume of employment and partly in raising the level
of pricesinthe economy. Thusinstead of assuming constant prices before full employment



and prices rising after full employment, we have a situation of prices rising gradually as
employment increases. ‘The Theory of Prices, that is to say, the analysis of the relation
between changes in the quantity of money and changes in the price level with a view to
determining the elasticity of prices in response to changes in the quantity of money,
must, therefore, direct itself to the five complicating factors set forth above.’

A change in the quantity of money affects the aggregate effective demand by
influencing the rate of interest. By how much will the rate of interest change as a
consequence of a given change in the quantity of money will depend upon the nature
of the liquidity preference schedule which shows by how much the rate of interest
must fall so that the new money supply may be demanded by the willing hoarders.
Given the fall in the rate of interest, the total increase in aggregate investment which
this fall in the rate of interest will produce will be determined by the schedule of the
marginal efficiency of investment. Finally, by how much will a given increase in the
aggregate investment increase the aggregate effective demand will be determined by
the investment multiplier.

However, this analysis presents an over-simple view because we should not forget
that the liquidity preference schedule, the marginal efficiency of investment, and the
investment multiplier are partly themselves dependent on the complicating factors 2, 3,4
and 5 set forth above. ‘For the schedule of liquidity preference itself depends on how
much of the new money is absorbed into the income and industrial circulation, which
depends in turn on how much effective demand increases and how the increase is
divided between the rise of prices, the rise of wages, and the volume of output and
employment. Furthermore, the schedule of marginal efficiency will partly depend on the
effect which the circumstances attendant on the increase in the quantity of money have
on expectations of the future monetary prospects. And finally the multiplier will be
influenced by the way in which the new income resulting from the increased effective
demand is distributed between different classes of consumers. Nor, of course, is this list
of possible interactions complete. Nevertheless, if we have all the facts before us, we
shall have enough simultaneous equations to give us a determinate result. There will be
a determinate amount of increase in the quantity of effective demand which, after taking
everything into account, will correspond to, and be in equilibrium with, the increase in the
quantity of money. Moreover, itisonly in highly exceptional circumstances that an increase
in the quantity of money will be associated with a decrease in the quantity of effective
demand.’

According to Keynes, the ratio between the quantity of the aggregate effective
demand and the quantity of money closely corresponds to the ‘Income velocity of money’
except that the effective demand corresponds to the income the expectation of which
has set the production moving, not to the actually realized income, and to the gross, not
to the net income. The income velocity of money will not be constant because it depends
upon many complex and variable factors.

The quantity theory of money asserts a direct and proportionality relationship
between the quantity of money and the general price level. In other words, the money
dP M

elasticity of the general price level is unity, i.e.e = i 'P_=1 - There is, however, no

direct relationship between changes in the quantity of money and changes in the general
price level. The general price level will not rise in the same proportion in which the
guantity of money increases unless the aggregate effective demand increases in the
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same proportion in which the money supply increases, i.e., unless the money elasticity of

the aggregate effective demand is unity, i.e.,
o = dD M _ 1

4" dM'D

Furthermore, the general price level has to rise in the same proportion as the
aggregate effective demand if the prices have to rise in the same proportion as the
increase in the quantity of money. In other words, the elasticity of money prices with
respect to the aggregate effective demand as measured in terms of money should be

dP D _ 4 Tpis condition will be satisfied if the elasticity of

dD P
aggregate output or supply with respect to the aggregate effective demand is zero, i.e. if

e,= gg 'OQ =1 or if the elasticity of money wages with respect to the aggregate

unity or one, i.e., e =

. . o dW D _ .
effective demand in terms of money is unity, i.e. ife, = D 1. The condition

eo =0 means that the aggregate output does not respond to an increase in the aggregate
effective demand while the condition e = 1 means that the wage-unit in terms of money,
increases in the same proportion in which the aggregate effective demand increases.
The aggregate output in either case will be unaltered. According to Keynes, the traditional
quantity theory of money will be validife =e . eo=1, i.e., if,

df M _Vipp \yiD M
— U JWum D

This means that both the e, and e, must separately be unity or if one is less than
unity, the other must be greater than unity such that their product is unity to give the
quantity theory of money result, namely that e = 1. In general, e is not unity and, as
Keynes has stated, ‘It is, perhaps, safe to make the generalization that on plausible
assumptions relating to the real world, and excluding the case of a flight from currency
inwhiche,and e, become large, e is, as arule, less than unity.’

Keynes’ theory of money and prices is superior to the old quantity theory of
money. While according to the old quantity theory of money, every increase in the money
supply is necessarily the cause of a price rise, Keynes’ theory of prices exposes the
quantity theory of money’s fallacy by stressing the fact that money inflation will result in
price inflation only after full employment has been reached. So long as there exist
unemployed resources in the economy, increases in the quantity of money will increase
employment and not prices. As a guide to practical policy, Keynes’ theory of money and
prices stresses the desirability of deficit financing by creating and releasing more money
in circulation to remove unemployment of resources from the economy. The theory
relieves the policy-makers of the unduly false fear of inflation when the economy is
caught in the whirlpool of depression. But it warns us to guard against inflation as soon
as full employment is reached. Keynes’ theory of money and prices is superior to the old
quantity theory of money because it recognizes the problem of unemployment of resources
in the economy. It also recognizes that the relationship between the quantity of money
and the general price level is indirect and complex, and not direct and simple as the naive
guantity theory of money makes us believe.



2.8 ADAPTIVE AND RATIONAL
EXPECTATIONS

Let us discuss the concept of adaptive and rational expectations in brief:
Adaptive Expectations

Adaptive expectations, in economics is a hypothesized process by which people form
their expectations about what will happen in the future based on what has happened in
the past. Let’s take an example: if inflation has been higher than expected in the past,
people would revise expectations for the future.

One simple version of adaptive expectations is stated in the following equation,
where p® is the next year’s rate of inflation that is currently expected; p° .isthisyear’s
rate of inflation that was expected last year; and p is this year’s actual rate of inflation:

p*=p°,+A(p—p°)
where Ais between 0 and 1. According to the equation, current expectations of future
inflation reflect past expectations and an ‘error-adjustment’ term, in which current

expectations are raised (or lowered) according to the gap between actual inflation and
previous expectations. This error-adjustment is also called “partial adjustment.”

The theory of adaptive expectations can be applied to all previous periods so that
current inflationary expectations equal:

= ((@-2)'p)
i
j=0
where p, equals actual inflation j years in the past. Thus, current expected inflation

reflects a weighted average of all past inflation, where the weights get smaller and
smaller as we move further in the past.

Rational Expectations

Rational expectations, in economics are model-consistent expectations. Agents inside
the model on average assume that the model’s predictions are valid. To obtain consistency
within amodel, the predictions of the future value of economically relevant variables are
optimal given the decision-maker’s information set and model structure. The rational
expectations assumption is used especially in many contemporary macroeconomic models.
Rational expectations does not imply individual rationality. It should not be confused with
rational choice theory, which is used extensively in game theory.

Most macroeconomic models today study decisions over many periods. Due to
this the expectations of workers, consumers and firms about future economic conditions
are an essential part of the model. There has been a controversy since long about how
to model these expectations. Itis well-known that the macroeconomic predictions of the
model may differ depending on the assumptions made about expectations. To assume
rational expectations is to assume that agents’ expectations may be wrong, but are
correct on average over time. In other words, although the future is not fully predictable,
agents’ expectations are assumed not to be systematically biased and use all relevant
information in forming expectations of economic variables.
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2.9 NEW-CLASSICAL ECONOMICS

The new-classical theory grew largely as a result of the criticism of the Harrod-Domar
growth theory which assumed a single production process carried on by employing
capital and labour in a rigidly fixed ratio. The neo-classical growth theorists attacked this
assumption as being unrealistic. In its place they employed a production function that
allowed for changes in the proportion in which both labour and capital may be used in the
production of goods and services in the economy. In other words, while the Harrod-
Domar theory assumed non-substitutability between labour and capital, the neo-classical
theory allowed for finite substitutability between the factors of production used in the
production process. The new-classical theory also assumes that the rate of capital
accumulation depends on the thriftiness of the economy at full employment.

According to the new-classical growth theory, capital is a unique abstract factor
of production which can be adjusted at any time to absorb any size of labour force into
employment. Since labour and capital can be combined in the varying proportion, the
theory assumes an indefinitely large number of production processes, each process
being characterized by a different labour-capital ratio. It, therefore, follows that in place
of the fixed output-capital ratio assumed by Harrod and Domar, the neo-classical growth
theorists assume that the output-capital ratio can be continuously varied. With a given
capital stock, the employment of more labour into production would entail a diminishing
output-labour ratio and a higher output-capital ratio. Conversely, the smaller amount of
labour employed with the given capital stock would raise the productivity of labour and
lower the productivity of capital. All this follows from the law of diminishing returns.

The theory also adopts the classical approach to saving and investment equilibrium
which is required for the continued full utilization of factors of production in the economy.
The theory assumes perfect competition in the product and factor markets. With the
flexible prices of output and inputs, the aggregate output depends on the supply of available
inputs which under the assumption of flexible prices find full employment. Thus, having
assumed full employment of resources through the classical approach, the theory analyses
the growth path which will be followed by a fully resource-employed economy as the
endowment of the economy’s resources grows over time. Unlike the Harrod-Domar
theory, there is no need in the neo-classical growth theory to distinguish between the
growth rate of the potential or capacity output and the growth rate of the actual or
realized output of the economy because the latter becomes identical with the former.

Output Growth without Technological Progress

The rate of growth of the economy’s output basically depends on the rate of growth of
the economy’s capital stock, labour force and technology. This relationship for any
particular time period may be expressed in the following aggregate production function.

Y=f(K L T)

where Y is the total output, K is total capital stock, L is total labour force in the economy
and T is the index of technical know-how which grows at some given rate over time.
Assuming no or zero growth of technology in the economy, the above aggregate production
function can be written as—

Y =f(K, L)

How would the economy’s aggregate output Y change when, ceteris paribus, K and
L change. According to the Harrod-Domar growth model, Y would increase in the same



proportion in which both K and L change. For example, if both Kand L increase by 2 per
cent, Y would also increase by 2 per cent. The neo-classical theory also gives the same
result because the assumption in both the theories is that of the constant returns to scale.
However, there is one difference between the two theories. In the Harrod-Domar theory,
a 3 per centincrease in the economy’s labour force L, with no increase in the total capital
stock K, will cause no increase in the aggregate output Y due to the requirement of fixed
proportion between L and K. Unless K also increases by 3 per cent, the increase in L
would be useless. However, this is not quite so in the neo-classical growth theory where
it is possible to vary the labour-capital ratio. Consequently, the increased labour force
could be absorbed into employment with the same fixed capital stock and some increase
in'Y could be obtained. If the increase in the economy’s aggregate labour force in any
given time period was not very large, the increase in output (AY) would be equal to the
increase in the economy’s total labour force (AL) times the marginal physical product of
labour MPP, i.e.,

AY=MPP_ -AL
Similarly, with constant labour force L, an increase of AK amount in the economy’s

total capital stock would cause the economy’s aggregate output Y to increase to the
extent of increase in the capital stock times the marginal physical product of capital, i.e.,

AY=MPP, -AK

when both L and K change in any given time period, the change in the output may be
writtenas:

AY =MPP,. AK + MPP, . AL
Dividing both sidesby Y gives—
AYIY = (MPP/Y) AK + (MPPL/Y) AL
We may also write—
AYIY = (MPP . K/Y) . AK/IK + (MPP_. L/Y) . AL/L ...(7.1)

Under the assumption of perfect competition inall markets, together with the marginal
productivity theory of factor pricing, the total output will be exactly absorbed by the total
factor payments when the production function shows the constant returns to scale, i.e.,

MPP, K+ MPP_L=Y
Dividing through by Y we obtain—
MPP, K/Y+MPP_L/Y=Y/Y=1

Since MPP, K/Y + MPP L/Y =1, we may write aand 1 —a for MPP, K/Y and
MPP, /Y respectively in equation (7.1) and may rewrite the equation in the following
form:

AYIY = a (AK/K) + (1 —a) AL/L (72)

The size of a shows the proportion or percentage of the economy’s total output or
income which would accrue as returns on the capital if capital was paid according to its
marginal physical product. In other words, a measures the capital elasticity of output. If
a=0.5and if capital is paid its marginal product, capital would share 50 per cent of the
economy’s total product or income. Expressed differently, a 2 per cent increase in the
economy’s total capital stock would increase the economy’s total output by 1 per cent.
The same holds good with respect to labour whose share in the total product is represented
by (1-a).

Inflation, Monetarism
and New-Classical
Macroeconomics

NOTES

Self-Instructional
Material 223



Inflation, Monetarism
and New-Classical
Macroeconomics

NOTES

Self-Instructional
224 Material

Assuming a = 0.5, the percentage change in total output resulting from a given
percentage change in both capital and labour can be found out from equation (7.2). If
capital and labour both increase by 10 per cent, the resulting increase in the total output
will also be 10 per cent because the underlying production function shows constant
returns to scale. The fact that the total output will increase by 10 per cent has been
shown below:

AY/Y=0.05%0.1+0.05%x0.1=0.10or 10 per cent

In the neo-classical theory, with its assumption of factor substitutability, the rate of
growth of labour has its own influence on the rate of growth of the economy’s output.
Unlike the Harrod-Domar growth theory where the equilibrium growth rate of the
economy’s output was defined by the growth equation AY/Y =s, in the neo-classical
theory the term s (propensity to save times the productivity of capital) does not explain
the equilibrium rate of growth of economy’s output. In fact, it may well be that the rate
of growth of capital, apart from being insufficient in itself to explain the rate of growth of
economy’s output, may not be as important as is the rate of growth of labour force for
the growth of economy’s output. This is so because the influence of capital accumulation
depends heavily on the value of aand it any be relatively small.

Output Growth and Technological Progress

Itisan established fact that technological progress contributes significantly to the growth
rate of economy’s total output. In this respect it is a sort of input or factor independent of
capital or labour with which it collaborates in production. If we designate the rate of
technological progress by AT/T and assume that a 3 per cent rate of technological progress
contributes to a 3 per cent increase in the output which would not have been possible in
the absence of technological progress, the growth rate of the economy’s output will be
given by the following equation.

AY _ AT AK AL
vy o T +a(K\+(1 0 ..(7.3)
NG
The growth of output per worker is denoted by the following equation.
AY AL AT AKX AL
Y_T:TH[?_TJ (7.4)

The growth of output per worker no longer depends only on the growth of capital
per worker. Even if AK/K = AL/L, the growth of output per worker will not be zero, it will
be positive and equal to AT/T, i.e., AY/Y — AL/L = AT/T. The per worker output growth
rate will, of course, be higher if AK/K > AL/L. However, the condition that AK/K > AL/
L, i.e. the growth rate of capital must be higher than labour’s growth rate if the output
has to grow is no longer necessary for a positive growth rate of output per worker which
was necessary inthe absence of technological progress. Consequently, in the new situation,
when technological progress enters as an explicit growth factor in the equation, the rate
of growth of output per worker depends upon the capital stock employed per worker
and the rate of technological progress. Treating technological progress as a residual or
catchall for all the other factors of growth, the rate of growth of output per worker will
depend on the growth of capital and technology. Since the growth rate of output per
worker is AK/K —AL/L, the ratio of a (AK/K — AL/L) to AY/Y — AL/L gives the proportion
of total growth rate of output per worker which is due to the growth of capital per



worker. The proportion of the total growth rate of output per worker due to the
technological progress can be found out by deducting the either proportion from 1, i.e.,
the proportion of economy’s output growth rate which is due to the technological progress
will be equal to—

1 [a(AK/K — ALIL) <(AY/Y — AL/L)]

In contrast to the Harrod-Domar growth theory which assumes rigidly fixed
labour-capital ratio, the neoclassical growth theory regards this ratio as variable due to
the substitutability between labour and capital. The theory considers capital stock as a
uniquely homogeneous resource which is capable of being reshaped and adjusted to be
employed with any amount of labour. Capital is a jelly which can take any form to suit
the changing amount of labour in employment. But once we consider the embodied
technological progress, capital ceases to be homogeneous and one capital product will
differ from the other in terms of the different technological progress that it embodies.
Consequently, the amount of total labour required per unit of capital will differ in the
case of each capital good of different vintage. Moreover, in practice the labour required
per existing capital unit of each vintage is fairly fixed over a wide range.

2.10 REAL BUSINESS CYCLE AND
ECONOMIC POLICY

The real business-cycle theory also referred to as RBC theory, is a part of the New
classical macroeconomics models according to which it is possible to mostly account for
business-cycle fluctuations with using real (in contrast to nominal) shocks.

In contrast with some other prominent theories pertaining to business cycle, the
RBC theory looks upon fluctuations in business cycle to be ‘efficient response to
exogenous changes in the real economic environment’. It means that the level of national
output necessarily maximizes expected utility, and due to this governments must have
greater focus on long-run structural policy changes instead of intervening with discretionary
monetary or fiscal policy which is formulated for the active smoothening of short-term
economic fluctuations.

RBC theory puts forth that business cycles are ‘real’ as they are not representative
of a failure of markets to clear and instead represent the economy’s most efficient
possible operation, given the economy’s structure.

Inthe real business cycle theory, there is a categorical rejection of the Keynesian
economics as well as the real effectiveness of monetary policy as promoted by
monetarism and by New Keynesian.

Business Cycles
If snapshots of different points in time were taken of an economy, each snapshot would

be different from the other. There are two reasons why this would be so:

e Over time, a number of advanced economies display sustained growth. Due to
this if snapshots are taken several years apart, in the later periods there will most
probably be seen higher economic activity levels.

e There exist seemingly random fluctuations around this growth trend. Thus given
two snapshots in time, predicting the latter with the earlier is nearly impossible.

Inflation, Monetarism
and New-Classical
Macroeconomics

NOTES

Self-Instructional
Material 225



Inflation, Monetarism
and New-Classical
Macroeconomics

226

NOTES

Self-Instructional
Material

12000 -

11000

10000

1955 1960 1965 1970 1975 1980 1985 1950 (%95 2000 2005
Fig. 7.9 Real GNP (billions)

One method that is commonly used for observing behaviour of this nature is
studying atime series of an economy’s output (more specifically of gross national product
(GNP)). It will be the value of the services and goods that are created by the workers
and businesses of the country.

In the above figure, there is the depiction of the time series of real GNP for the
United States of America between 1954 and 2005. It depicts a continuous growth in the
output, but the increase is not steady with fast and slow growth periods. The figure given
below depicts these levels as growth rates of real GNP and brings out a growth trend
that is much smoother. The method commonly used to arrive at this trend is the Hodrick—
Prescott filter. What is needed is finding the balance between the extent to which general
growth trend follows the cyclical movement. With the HPfilter is possible to identify the
longer term fluctuations as a part of the growth trend and looking at the more jumpy
fluctuations as belonging with the cyclical component.
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Fig. 7.10 Log Real GNP and Trend



The cyclic movements that are based on the trends are referred to by economists
as business cycles. The figure given below depicts such deviations. If focus is kept on
the horizontal axis at 0, each point on that line indicates that in that year, no deviation
from the trend occurred. All other pints whether they lie above or below that horizontal
line represent deviations. Through employing log real GNP the distance between the 0
line and any other point is roughly equal to percentage deviation from the growth trend

of the long run.
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Fig. 7.11 Deviations from Trend in Log GNP
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Large positive deviations that are above the 0 axis are referred to as peaks. The
negative deviations are the ones lying below the 0 axis and the relatively larger amongst
them are referred to as troughs. Booms are a series of positive deviations that cause
peaks and recessions are a series of negative deviations that create troughs.

When macroeconomic variables are considered, patterns are seen in the deviations
and the irregularities. To take an example, let us look at the figure given below. This
figure depicts fluctuations in consumption spending and in output. It can be seen that
troughs and peaks align at almost the same places and there is a coinciding of downturns

and upturns.
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Fig. 7.12 Deviations from Trend in Log GNP and Consumption

So, it would not be wrong to say that if some other similar data is taken, similar
qualities may be displayed by it. Some examples of similar data would be: (a) labour,
hours worked (b) productivity, how effective firms use such capital or labour, (c)
investment, amount of capital saved to help future endeavours, and (d) capital stock,
value of machines, buildings and other equipment that help firms produce their goods.

Though in the graph given below, the peaks and trough are coinciding, that is not
the case in the next graph following it. To be able to find more similarity, there is need to
look closely at statistics.
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Stylized Facts

Evenwith a quick look at data it is possible to locate various regularities, and these are
at times referred to as stylized facts. One such irregularity is persistence.

2.11 SUMMARY

Inthis unit, you have learnt that,

= [nflation, which today confronts the economic policy-makers throughout the world
in the form of a most dominant economic problem, is not a new phenomenon
because from the earliest days of recorded history, mankind has been puzzled and
discomfited by rising prices.

e According to the public understanding, inflation means a condition which produces
arising trend in the general price level in the economy.

e [nflation may, however, be present in the economy if the sustained price rise,
which would have otherwise occurred, is prevented from occurring by imposing
the price and physical controls in the economy.

e Foramilder sustained price rise, economists have used the terms walking inflation
and running inflation.

e In walking inflation, a sustained price rise may be of about 8-10 per cent yearly.
For the higher two-digit sustained annual price rise the term ‘running inflation’ is
used.

e According to the classical economic analysis, the general price level depends
directly and proportionately on the supply of money.

e According to the classicists, inflation occurs when the quantity of money increases
and comes to a halt when the quantity of money becomes stable.
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e Keynes severed the close relationship between the quantity of money and the
level of aggregate demand by showing that even with constant money supply,
some inflation may be experienced.

e Despite differences in their analytical reasoning, both Wicksell and Keynes
explained inflation as an excess of the aggregate demand over the full employment
output inthe economy.

« Keynes merely removed the rigid relationship between the aggregate demand
and the quantity of money and also considered less—than—full employment situation
in which the increased aggregate demand was more likely to raise the level of
economy’s aggregate output than the prices.

e Cost-push inflation in the economy occurs as a result of the combination of both
the wage-push and the profit-push factors.

e The phenomenon of demand-pull inflation is frequently controlled by resorting to
the instruments of monetary and fiscal policies.

e According to the classical quantity theory approach, the demand inflation can be
controlled by resorting to an appropriate monetary policy so as to halt the expansion
of the money supply.

e Since cost-push inflation is largely caused by the rising cost, supply inflation can
be controlled by maintaining wage-rate stability and by preventing those wage
increases which are not related to the increase in labour productivity.

e The centerpiece of monetarism relates to the overwhelming influence of money
on the long-run economic activity. According to the monetarists, proper growth
rate of money supply is crucial for the stable growth of output and prices.

e Milton Friedman does not regard monetary policy as a mere tool of short-run
economic stabilization. According to him, monetary policy ‘can prevent money
itself from being a major source of economic disturbance.’

e A major point in the monetarists’ analysis concerns the lags in the effect of
monetary policy. The problem of lags in the operation of monetary policy arises
from the recognition of the fact that monetary policy actions of the central bank
do not have a quick and immediate effect on the economic conditions.

e Monetary policy has a profound effect on the rate of interest. If the rate of
interest isreduced asa result of an increase in money supply, the rate of investment
will rise and the increase in investment will lead to increase in income and
employmentviathe multiplier.

e Modern monetarists, led by Milton Friedman, revived and modified the classical
monetary theory of inflation. The modern monetarists hold that the general level
of price rises only due to increase in money supply but not proportionately.

e Phillips curve is the representation of the relationship that exists between
unemployment rate and rate of inflation. The study done by A. W. H. Phillips for
United Kingdom of the inflation of wage and of unemployment during 1861 and
1957 islooked upon as being a landmark for the development of macroeconomics.

e In case of developed economies, economists quickly formulated Phillips curves.
Majority of them formed a relationship between general price inflation, and not
wage inflation, with unemployment.



e The quantity theory of money states that the value of money is a function of the Inflation, Monetarism
supply of money such that when the supply of money is doubled, its value is :A”:C?';e"zoi':‘;sl'cza'
halved and vice versa.

e A change in the quantity of money affects the aggregate effective demand by
influencing the rate of interest. NOTES

e Keynes’ theory of money and prices is superior to the old quantity theory of
money.

« \While according to the old quantity theory of money, every increase in the money
supply is necessarily the cause of a price rise, Keynes’ theory of prices exposes
the quantity theory of money’s fallacy by stressing the fact that money inflation
will resultin price inflation only after full employment has been reached.

e Adaptive expectations, in economics is a hypothesized process by which people
form their expectations about what will happen in the future based on what has
happened in the past.

= Rational expectations, in economics are model-consistent expectations. Agents
inside the model on average assume that the model’s predictions are valid.

e The real business-cycle theory also referred to as RBC theory, is a part of the
New classical macroeconomics models according to which it is possible to mostly
account for business-cycle fluctuations with using real (in contrast to nominal)
shocks.

= |f snapshots of different points in time were taken of an economy, each snapshot
would be different from the other.

2.12 KEY TERMS

« Demand-pull inflation: Demand-pull inflation is asserted to arise when aggregate
demand in an economy outpaces aggregate supply.

e Inflationary gap: Aninflationary gap, in economics, is the amount by which the
actual gross domestic product exceeds potential full-employment GDP.

e Cost-push inflation: Cost-push inflation is caused by an increase in prices of
inputs like labour, raw material, etc.

e Phillips curve: Ineconomics, the Phillips curve is a historical inverse relationship
between rates of unemployment and corresponding rates of inflation that result in
aneconomy.

2.13 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. The basic characteristic of creeping inflation is that the annual price rise is almost
imperceptible so asto be lost sight of by the casual observers.

2. The climax of hyperinflation is reached when the flight from currency becomes
so fantastically high that the velocity of money in circulation approaches infinity.

3. The concept of the inflationary gap may be defined as the positive difference
between the actual level of aggregate demand which exists in the economy at the
full employment level of income and the amount of aggregate demand which is
required to attain full employment.
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10.

11.

12.

13.

14.

The central thesis of the monetarists is that money matters and consequently
monetary policy has a crucial role to play in any programme of economic
stabilization. The extreme monetarists have asserted that money alone matters.
Their assertion is based on the joint validity of the particular assumptions regarding
the demand for any supply of money.

At the centre of monetarism is the key relationship between changes in the money
supply and changes in the level of money income. The line of causation runs from
changes in the money stock to changes in the money income so that money
changes cause income changes.

The excess cash balances are eliminated in one of the two ways. First, if as a
result of increased spending, the real income and output increase, the demand for
money increases and the excess cash balances are now absorbed by the higher
demand for money at the higher real income level. Second, if only the prices
increase due to additional spending, the real value of the total money supply falls.
The increase in prices continues until the real value of the nominal money supply
isrestored to itsoriginal level.

According to Keynes, rate of interest is determined by equilibrium between demand
for money and supply of money (i.e., through money market equilibrium).

Monetary policy has a profound effect on the rate of interest. If the rate of
interest is reduced as a result of an increase in money supply, the rate of investment
will rise and the increase in investment will lead to increase in income and
employmentviathe multiplier.

. When we measure economic activity in terms of unemployment rate, the statistical

relationship that is formed is referred to as Phillips curve.

It was estimated by Phillips that the unemployment rate being low lead to tight
labour market and as unemployment rate became lower the labour market became
tighter. So, this lead to the need for firms to be faster at raising wages to attract
and retain labour which was not scarce.

Keynes criticized the classical approach which regarded money as neutral having
no influence on the economy’s real equilibrium—on the equilibrium relative prices,
interest rate and output. The classical theory was a theory of the stationary
equilibrium while Keynes was largely concerned with developing a theory of the
shifting equilibrium—the theory of an economy in which changing views about
the future influence the present situation.

Adaptive expectations, in economics is a hypothesized process by which people
form their expectations about what will happen in the future based on what has
happened in the past. Let’s take an example: if inflation has been higher than
expected in the past, people would revise expectations for the future.

Keynes’ theory of money and prices is superior to the old quantity theory of
money. While according to the old quantity theory of money, every increase in the
money supply is necessarily the cause of a price rise, Keynes’ theory of prices
exposes the quantity theory of money’s fallacy by stressing the fact that money
inflation will resultin price inflation only after full employment has been reached.

The rate of growth of the economy’s output basically depends on the rate of
growth of the economy’s capital stock, labour force and technology.



15. The real business cycle theory also referred to as RBC theory, is a part of the lnflatignN Mogftar_iS”:
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account for business-cycle fluctuations with using real (in contrast to nominal)
shocks.

16. If snapshots of different points in time were taken of an economy, each snapshot NOTES

would be different from the other. There are two reasons why this would be so:
o Overtime, anumber of advanced economies display sustained growth. Due
to this if snapshots are taken several years apart, in the later periods there will
most probably be seen higher economic activity levels.
o There exist seemingly random fluctuations around this growth trend. Thus
given two snapshots in time, predicting the latter with the earlier is nearly
impossible.

2.14 QUESTIONS AND EXERCISES

Short-Answer Questions

1. Differentiate between adaptive and rational expectations.

2. State the six factors that affect the demand function of money.

3. State in brief the concept of business cycle and the fluctuations.

4. How is the sophisticated version of the cost-push theory different from its crude
counterpart?

Long-Answer Questions

1. Inflation is an excess of the aggregate demand over the aggregate supply. Discuss
the statement and analyse the factors which cause inflation.

2. Explain demand-pull and cost-push inflation.

3. Whatisan inflationary gap? How does it arise and how can it be removed in the
economy?

4. Analyse the role of monetary policy and its failure in the past.
5. Discuss the concept of output growth with and without technological progress.

2.15 FURTHER READING
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Shapiro, Edward. 1996. Macroeconomic Analysis. Galgotia Publication, New Delhi.
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Delhi.

Jha, R. 1999. Contemporary Macroeconomic Theory and Policy. New Age
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3.0 INTRODUCTION

A portfolio isabundle or acombination of individual assets or securities. Portfolio theory
provides a normative approach to investors to make decisions to invest their wealth in
assets or securities under risk. It is based on the assumption that investors are risk-averse.
This implies that investors hold well-diversified portfolios instead of investing their entire
wealth inasingle or a few assets. One important conclusion of the portfolio theory is that
if the investors hold a well-diversified portfolio of assets, then their concern should be the
expected rate of return and risk of the portfolio rather than individual assets and the
contribution of individual asset to the portfolio risk. The second assumption of the portfolio
theory isthat the returns of assets are normally distributed. This means that the mean (the
expected value) and variance (or standard deviation) analysis is the foundation of the
portfolio decisions. Further, we can extend the portfolio theory to derive a framework for
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valuing risky assets. This framework is referred to as the capital asset pricing model
(CAPM). An alternative model for the valuation of risky assets is the arbitrage pricing
theory (APT). Inthis unit, we discuss the problems in asset pricing and risks involved ina
portfolio and show how CAPM and APT work in valuing assets.

3.1 UNIT OBJECTIVES

After going through this unit, you will be able to:
e Assess the returns from assets and risk

e Discuss the types of risk measurement and the statistical techniques used in
measuring risk

e Evaluate the various types of risk in a portfolio
e Assess the theories of cost of capital
e Analyse the capital structure theories

e Evaluate the traditional theory of cost and Modigliani-Miller approach to cost
structure

e Explainthe Capital Asset Pricing Model (CAPM) and its value in the stock market
¢ Distinguish between CAPM and Arbitrage Pricing Theory (APT)

3.2 RETURNS FROM ASSETS AND RISK

These two terms — risk and uncertainty — are interchangeably used in practice. ‘Risk
is that uncertainty which is predictable, and to which probability can be assigned.” This
definition has two conditions in it, (a) the decision maker is aware of all possible outcomes,
which may happen and affect the decision, and (b) the decision-maker is in a position to
assign probability to each possible outcome envisaged by him. Uncertainty is that event
which cannot be predicted, and therefore, no probability can be assigned to it.

Consider two projects, Aand B. Project Ais likely to offer the rate of return in the
range of 25 to 45 per cent, whereas Project B may offer 15 to 35 per cent. If the cut-off
rate of the firm is 20 per cent one would say that Project B is riskier than Project A,
though in both cases the uncertainty (difference of 20 per cent between highest and
lowest rate of return) level isequal.

Alayman’s understanding of the two terms is quite different from statisticians’
definitions. A layman looks at the down side risk (a possibility of earning rate of return
less than the minimum acceptable rate). We shall also use the term ‘uncertainty’ to
denote ‘risk’.

Probability

Probability is the likelihood of happening of some event. Merriam Webster online dictionary
defines probability as ‘the chance that a given event will occur’. Probability is expressed
asaproportion of one or percentage. The sum of probabilities of all possible occurrence
is always one or one hundred per cent.

For example, an investor, who buys shares of Company A and Company B,
estimates the occurrence of outcome (rate of return) from the investment as given in
Table8.1:




Table 8.1 Occurrence of Rate of Returns and Probabilities of Two Shares

State of Economy Probability g::p’-':n':e‘:ums from il::;e:a :;B

Strong 0.20 50% 30%

Good 0.60 10% 8%

Weak 0.20 _20% ~10%
Total 1.00

The above occurrences can be plotted on the probability graph given in Figure
8.1Aand Figure 8.1B.
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Fig. 8.1A Probability Distribution of Outcomes for Shares of Company A
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Fig. 8.1B Probability Distribution of Outcomes for Shares of Company B

Ifany occurrence is assigned Probability 1, then there is only one occurrence and
itisa certain outcome and not risky.

Volatility

Risk causes volatility. However, not all volatilities are indicators of risk. For example,
seasonality causes ups and downs in sales revenue and profits from one quarter to
another.

Economic cycle causes cyclical movement in sales revenue and profits from year
to year. If volatility is predictable (because seasonality and cyclicality are expected)
then it does not indicate riskiness in sales revenue and profits of the firm. The readers
must have noticed that share prices and market index do not show seasonality and
cyclicality, because the changes in sales revenue and profit are expected outcomes and
they are well factored as normal. However, volatility in share prices is an indication of
the risk.
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Estimating Returns and Probability

The real test of a decision maker is in estimation of returns (occurrences) and probabilities
for each occurrence. Returns on financial securities are derived from their underlying
assets. Returns from equity shares would depend on earnings of a firm from its business.
One needs to access relevant information available from various sources and demonstrate
high degree skills to interpret them before returns from equity shares are anticipated.
Returns on bonds are easier to forecast as dividend flow is contractual. However, if one
wants to sell the binds in open market, the market price can be an estimate based on
anticipated changes in the market interest rate.

Assigning probabilities to the outcome is more difficult. Past experience about a
similar situation is useful in estimating probabilities. Opinion of expert economists and
various agencies like government, rating agencies and others can be taken into account
in estimating the probabilities of each outcome.

Expected Returns

Expected return from an investment with more than one expected outcomes is the
weighted average returns of all outcomes. Weights of probabilities are considered as
giveninthe examplein Table 8.2.

Table 8.2 Calculation of Expected Returns

State of Company A Caompany B
Economy Probability Rate of Rate of Return x Rate of Rate of Return x
Return Probability Return Probability
Strong 0.20 50% 10.00% 30% 06.00%
Good 0.60 10% 08.00% 8% 04.80%
Weak 0.20 —20% —04.00% -10% -02.00%
Total 1.00 12.00% 08.80%
The equation will be,
R=R xP +R,xP,+RxP,+..+R xP (8.1)
This can be rewritten as,
n
R=Y R xP, (8.2)
i=1

Where, R = Expected return
R =Returns
R, = Returns from the occurrence 1 ton
P = Probability of returns

Expected Return (A) =50% x 0.2 + 10% x 0.6 + (-20%) x 0.2
=10% + 6% - 4% = 12%

Expected Return (B) = 30% x 0.2 + 8% x 0.6 + (-10%) x 0.2
=6% + 4.8% — 2% = 8.8%

8.2.1 Risk Free Assets

The features of risk free asset are:
(a) Absence of defaultrisk and interest risk and
(b) Full payment of principal and interest amount.



The return from the risk free asset is certain and the standard deviation of the
return is nil. The relationship between the rate of return of the risk free asset and risky
asset is zero. These types of assets are usually fixed income securities. But fixed income
securities issued by private institutions have the chance of default. If the fixed income
securities are from the government, they do not possess the default risk and the return
from them are guaranteed. Further, the government issues securities of different maturity
period to match the length of investors holding period. The risk free assets may be
government securities, treasury bills and time deposits in banks.

Inclusion of risk free asset: If a risk free asset is included in a portfolio, the
investor can invest part of his money on risk free asset and the remaining amount on the
risky asset. It is also assumed that the investor would be able to borrow money at risk
free rate of interest. When risk free asset is included in the portfolio, the feasible efficient
set of the portfolios is altered. This can be explained in the Figure. 8.2.

R
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Fig. 8.2 Efficient Frontier with Borrowing and Lending

In the Figure 8.2, OP is gained with zero risk and the return is earned through
holding risk free asset. Now, the investor would attempt to maximize his expected return
and risk relationship by purchasing various combinations of riskless asset and risky assets.
He would be moving on the line connecting attainable portfolio R and risk free portfolio
Pi.e.the line PR. When he is on the PR, part of his money is invested in fixed income
securities i.e. he has lent some amount of money and invested the rest in the risky asset
within the point PR. He is depending upon his own funds. But, if he moves beyond the
point R to S, he would be borrowing money. Hence, the portfolios located between the
points RP are lending portfolios and beyond the point R consists of borrowing portfolios.
Holding portfolio in PR segment with risk free securities would actually reduce risk
more than the reductioninreturn.

3.3 MEASURE OF RISK AND
DIVERSIFICATION

Types of risk measurement are discussed in three parts: techniques of measuring risk,
decision rules, and finally, some more tools of measure cum decisions.

Measures of dispersion are used in measuring project risk. Some of them use
probabilities, others do not. Some consider default probability equal, if probabilities are
notassigned. The following statistical techniques are useful in measuring risk.

* Range
+ Mean absolute deviation
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» Variance

¢ Semi-variance

» Standard deviation

« Co-efficient of variation

The following section introduces all these techniques of measuring risk. While
interpreting the techniques some decision rules will also be discussed for better
understanding of techniques. However, those decision rules ignore the important step of
incorporating risk in the project data analysis. Therefore, those decision rules only deal
with mutually exclusive projects. The application of these decision rules directly to the
measures of risk, therefore, is not the right way of deciding about the risky project. It is
only meant for explanation.

(i) Range

Range is the difference between the highest value of outcome and the lowest value of
outcome as given in Equation 8.3.

R,=R,—R, (8.3)
Where, R, =Range ofadistribution

R, =Highest value inadistribution

R, = Lowest value inadistribution
The range does not consider probabilities, nor does it consider other possible

outcomes between the highest and lowest values. Sensitivity analysis uses range values
initsapplication.

(i) Mean Absolute Deviation (MAD)

The term ‘mean absolute deviation’ is quite self-explanatory. The differences between
the mean and observations is taken at absolute value (sign is ignored), they are added up,
and then the sum is divided by the number of observations to get mean absolute deviation
of adistribution. Equation 8.4 gives the MAD formula.

MAD =Z| Ri—ER| (8.4)

Where, n=Number of observations
P, =Probability of ith possible value

R, =ith possible value of variable
ER = Mean (expected value) of the distribution

R.—ER = Only the absolute value is considered, negative is ignored

If probabilities are not given then Equation 8.5 should be used (it assumes ina
way that each outcome has equal probability):
1 n
MAD =-x> | Ri —ER| (8.5)

Expected return (ER) is calculated using the following Equation 8.2,

n

MAD :Z;Rl <P,
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Variance measures the dispersion of data using Equation 8.6:
Variance = iPi(Ri— ER)” (8.6) NOTES

The difference of the observed value from the mean of distribution is squared to
avoid negative sign. By squaring the difference, the values which are far away from the
mean are attached more weight. Due to squaring, the variance cannot be compared
with expected (mean) return.

(iv) Semi-Variance

It is same as variance but it considers R values only if R, <ER (i.e. only if there is a
chance of getting less than expected result). If R,> ER then zero value is taken for
R.. Where, SV = Semi-variance

sv =ZP1(R_ ~ER)’ (8.7)
(R,—ER) isconsidered only ifitis positive and negative (R, — ER) is taken as zero.
(v) Standard Deviation (SD or o)

Variance cannot be compared with the expected (mean) return. Therefore, its root is
taken and standard deviation (SD) is calculated so that it can be compared with the
return.

n

SD = o= VVariance =, |> R (R ~ER)’ (8.8)

i=1

Standard deviation ignores the size of the project, therefore, comparison of two
projects becomes difficult.
(vi) Coefficient of Variation (CV)
The size of the project is considered in co-efficient of variation (CV).

cv=9
ER

When standard deviation () is divided by expected returns (i.e., mean orER), we
get the coefficient of variation. It is, therefore, useful in comparing risks of two projects
with different sizes. Lower coefficient of variation is considered good.*

Example 8.1: Risk measurement
Compute the six measures of risk for the outcome of an investment given below:

Outcome (3) Probability
1,100 0.2
700 0.5
600 0.3

Solution:
Range =1,100-600 = " 500
MAD: First we need to calculate expected return (ER)
ER=(1,100 x 0.2) + (700 x 0.5) + (600 x 0.3) = 750
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Since the probabilities are given we should use Equation
MAD =0.2 x|1,100—750| + 0.5 x |1,200 — 750| + 0.3 x | 1,100 — 600|

=0.2x350+0.5%x50+0.3x150=70+25+45
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For the rest of the calculations the following work will be useful:
Py R P; X R; (Ri—ER) (R-ERP | P; (R—ERy
02 1,100 220 350 122,500 24,500
05 700 350 -50 2,500 1,250
03 600 180 -150 22,500 6,750
ER 750 Variance o2 32,500

Standard deviation o180

Variance =Y.P(R,~ER)’
i=1

=0.2%(1,100-750)2 + 0.5 x (700 —750)2 + 0.3 x (600 — 750)2
=32,500
Semi-variance = 0.2 x (1,100 0—750)2 = 24,500 (Using Equation 8.7)

This is upside risk because we took observation higher than ER. We can calculate
semi- variance and determine the downside risk by taking values less than ER. Note that
the sum of both semi-variances is equal to the variance.

Semi-variance = 0.5 x (700 - 750)? + 0.3 x (600 — 750)2 = 1,250 + 6,750 = 8,000

SD = o= +/Variance = Zn:a(Ri ~ER)’

/32,500 =180.28 (Using variance) or

424,500 =156.52 (Using first semi-variance)

cv= = 18028 54 (Using variance)or
ER 750

Cv=9 _1%6.52 =0.21 (Using first semi-variance)
ER 750

8.3.1 Simple Diversification

Portfolio risk can be reduced by the simplest kind of diversification. Portfolio means the
group of assets an investor owns. These assets may vary from stocks to different types
of bonds. Sometimes, the portfolio may consist of securities from different industries.
When different assets are added to the portfolio, the total risk tends to decrease. In the
case of common stocks, diversification reduces the unsystematic risk or unique risk.
Analysts opine that if 15 stocks are added to the portfolio of an investor, the unsystematic
risk can be reduced to zero. But at the same time, if the number exceeds 15, additional
risk reduction cannot be ensured. However, diversification cannot reduce systematic
risk.

This naive kind of diversification is known as simple diversification. Here, securities
are selected at random and no analytical procedure is used. This sort of diversification
reduces risk only to a certain extent.



The total risk of the portfolio consists of systematic and unsystematic risks and is
measured by the variance of the rates of return over time. Many studies have shown
that systematic risk accounts for one quarter of the total risk.

Asimple random diversification reduces the total risk. Aportfolio with randomly
selected 10 securities has less risk than a portfolio with three securities. The reason is
that unsystematic price fluctuations are not correlated with the market’s systematic
fluctuations. Figure 8.3 shows how simple diversification reduces the risk. The standard
deviations of the portfolios are plotted on the Y-axis and the number of randomly selected
portfolio securities, on the X-axis.

The standard deviation for each portfolio is calculated and plotted. As the portfolio
size increases, the total risk line starts declining. It flattens out after a certain point.
Beyond that risk cannot be reduced. This implies that spreading out assets beyond a
certain level cannot be expected to reduce the portfolio’s total risk below the level of the
undiversifiable risk.

Unique
Risk ?\
Market .
Risk Total Risk
| | | >
5 10 15 20

Number of stocks

Fig. 8.3 Diversification and Portfolio Risk

But spreading the investment across too many assets can give rise to such problems
as the inclusion of poor performers, information inadequacy, high research, and high
transaction costs. These are discussed below:

Poor performers: When numerous stocks are involved, the investor may
sometimes also buy stocks that will not yield adequate return.

Information inadequacy: If there are too many securities in a portfolio, it is
difficult for the portfolio manager to have all information about their individual
performance. He has to be well versed with the details of each company’s performance.
But access to such information, all at the same time, can be quite difficult.

High research costs: When a large number of stocks are included in a portfolio,
the returns and risks associated with individual stocks should be analysed before their
inclusion. For this, a lot of information has to be gathered and kept and this involves high
costs.

High transaction costs: When small quantities of stocks are purchased
frequently, the investor has to incur higher transaction costs than for the purchase of
large blocks at less frequent intervals. In spite of all these difficulties, big financial
institutions purchase hundreds of different stocks. Likewise, mutual fundsalso invest in
many different stocks.

Problems in Asset
Pricing

NOTES

Check Your Progress

3. “Types of risk
measurement are
discussed in three
parts’. What are the
three parts?

4. Why is standard
deviation useful in
comparing risks of
two projects with
different sizes?

5. What are the
problems that arise
on spreading the
investment across
too many assets?
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3.4 RISKINAPORTFOLIO

If you invest all your money in shares of one company, and if that company falters, you
lose your money. But if you have split your investment in shares of two different
companies, the chances of losing money is reduced. You have built a portfolio of shares
of two companies and diversified your investment. Likewise, companies also diversify
their investment in projects. This principle is easy to understand. The diversification
made logically can be more effective in improving risk-return trade-off. In this section,
we will discuss the portfolio effect, types of risk and calculation of portfolio risk and
portfolio return.

e Portfolio Effect

Risk was defined as variability in the returns. Portfolio effect occurs when the variability
of returns from the existing investment and that from the new investment are different.
That means if the new investment is in a different risk class from existing investment,
the portfolio effect will occur. Moreover, the risk-return trade-off for the portfolio may
improve if the new investment has the same degree of risk, but its cash flows are
negatively correlated with those of existing investments. Figures 8.4A, 8.4B and 8.4C
give an idea of the portfolio effects when two investments with a particular cash flow
streams combine in equal proportion.
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Fig. 8.4A Portfolio Effect of Two Perfectly and Negatively Correlated Projects

Figure 8.4A is based on shares of Company A and Company B in equal amount,
which are expected to give returns over the next five years as given in the Table 8.3.

Table 8.3 Risk and Return Profile of Stock A and Stock B and Portfolio Effect

Returns
Year
Stock A Stock B Portfolio AB

1 38% -8% 15.00%

2 -10% 40% 15.00%

3 35% —5% 15.00%

4 —2% 32% 15.00%

5 15% 15% 15.00%
Expected Returns 15% 15% 15%
Standard Deviation 21.5% 21.5% 0.0%

Please note that in Table 8.3, both the shares offer equal returns (15 per cent) and
carry equal risk (standard deviation of 14.9 per cent). When equal amount is invested in
both, the shares returns have not changed but the risk is reduced to zero, as can be read
inthe Figure 8.4A.
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Fig. 8.4B Portfolio Effect of Two Perfectly and Positively Correlated Projects

Table 8.4 Risk and Return Profile of Stock X and Stock Y and Portfolio Effect

Returns
Year
Stock X Stock Y Portfolio XY
1 -10% -10% -10%
2 20% 20% 20%
3 30% 30% 30%
4 15% 15% 15%
5 18% 18% 18%
Expected Returns 15% 15% 15%
Standard Deviation 14.9% 14.9% 14.9%

Table 8.4 gives the data of Stock X and Stock Y in terms of expected returns,
with equal probability over the years. A portfolio of both the shares in equal proportion
has neither changed returns nor the risk. That is because the returns profile of both the
shares isequal. This is observed in Figure 8.4B.
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Fig. 8.4C Portfolio Effect of Two Partially and Positively Correlated Projects
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Table 8.5 Risk and Return Profile of Stock A and Stock X and Portfolio Effect

Returns
Year
Stock A Stock X Portfolio AX
1 38% -10% 14%
2 -10% 20% 5%
3 35% 30% 33%
4 -2% 15% 7%
5 15% 18% 17%
Expected Returns 15% 15% 15%
Standard Deviation 21.5% 14.9% 11.0%

Table 8.5 shows that when a portfolio of equal amount of Stock A and Stock X is
prepared, the overall returns remain unchanged at 15 per cent. However, the portfolio
risk is lower than even Stock X, which is lower than that of Stock A. You can see this in
Figure 8.4C.

Thus, when the cash flows of two investments (Stock Aand Stock B) are perfectly
and negatively correlated, the perfect portfolio effect is achieved and the risk is reduced
to zero. However, when cash flows of two investments (Stock X and Stock Y) are
perfectly and positively correlated there is no advantage in building a portfolio, as portfolio
risk does not reduce. Stock Aand Stock X have partially correlated cash flows; therefore,
when a portfolio is made of them overall risk is reduced. The visual effect of this can be
observed in Figures 8.4A, 8.4B and 8.4C.

This implies that the firm can improve its risk-return profile by introducing
(diversifying into) new projects in the portfolio, which have less or negative correlation
with the existing projects. Unsystematic risk is, therefore, reduced.

o Types of Risk

This section is discussed from the angle of business projects. However, one can replace
the term project with securities investment and apply the same concepts and tools to
investment risk. Risk can be classified into: (a) systematic risk, and (b) unsystematic
risk. Figure 8.5 gives an idea of these two types of the risk.

Total Risk

Portfolio Risk

' [Unsystemati

Systematic Risk

Number of Projects in Business

Fig. 8.5 Effect of Diversification of Total Risk and its Components

Acompany with asingle project is exposed to external vagaries. With the addition
of anew project in the business (project portfolio), the total risk may reduce. The process
of risk reduction continues for some time with the acceptance of more and more projects
in the portfolio. Beyond a point, the overall risk will not be reduced further. This implies
that the project portfolio has become balanced. Till the portfolio of the project becomes



balanced, the business takes the total risk higher than what is minimum risk under a Problems in Asset
balanced portfolio. This higher risk is unsystematic risk, which the firm can diversify Pricing
away. However, systematic risk cannot be diversified away. Product diversification

and market diversification both give similar results and reduce the unsystematic risk. A

company prefersto launcha product in more than one market in the market diversification NOTES
programme, whereas in the product diversification strategy the same market is offered
more than one products.

When itcomesto investment in corporate projects, systematic risk is only a concept.
Total risk can be reduced through diversification, but that can rarely touch the level of
systematic risk, unlike that in security investment. Security markets are well-developed
ones, where with very little cost investors can sell their investments and buy other
investments, which would fit best in their portfolios. Also, in security market since unit
value of investment is small one can practically invest in small fractions. The process of
buying, holding and selling securities at a minimum cost and minimum time and that too
inany amount enables the investors to attain a balanced portfolio.

In the project investment area, such ease, flexibility and fractional investment are
not imaginable. Despite that, the concept that the risk can be reduced through well-
thought diversification is useful in the corporate investment field.

Risk is also classified in different ways, business risk, financial risk and market
risk. Figure 8.6 gives the pictorial interfaces among these three types of risks.

Market — ) Market Risk

Balance Sheet

F = Risk Capital Structure Investment Busi Risk
(Debt-Equity) Portfolio usIness RIs

Fig. 8.6 Interfaces among Business Risk, Financing Risk and Market Risk

Financing risk arises out of the debt-equity structure chosen by the company.
Knowledge of capital structure theory for setting an appropriate debt-equity target, and
designing of securities can jointly influence the total financing risk. The variability in
shareholders’ net income due to the change in the net operating income (business risk) is
called the financial risk.

Market risk gets reflected on the cost of individual funds for the reasons related
to market factors. A perfect capital market would offer zero market risk. Imperfection
in capital market observes the change in investor psychology and re-allocation of market
funds over competing securities. The market process of re-allocation of funds changes
the cost of capital of a company, even though the business risk and financial risk of the
company may not have changed.

Business risk is that part of the total risk, which occurs due to a particular project
portfolio. Adiversified portfolio may have a low business risk. Business risk is a function
of the product market conditions faced by a firm for all the businesses collectively, and
variability of operating income due to those factors. This is also called the project-
portfolio risk. The risk arising out of product market conditions and their impact on a
single projectis called project risk.
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Business risk can be divided into two categories, external and internal. External
business risk arises out of the external conditions faced by the firm due to circumstances
beyond its direct control. Variation in sales quantity, variation in sales price, uncertainty
of input price and their productivity, government policy and taxes, and competition are
external factors causing business risk. Internal factors emanate from the efficiency of
the business. Operating leverage, project design, process control, culture of organizations
and such other internal factors determine the impact of variation in external factors on
the operating profits of the company. Financial risk can also be divided into two categories,
external and internal. Interest rate is largely caused by external factors, whereas degree
of financial leverage is caused by financing decision and, therefore, itis internal risk.

The following points have emerged from the above discussion on the types of risk:

» Companies take business risk and financial risk. (Remember, all other risks, like
risk due to fire and natural calamity, are insured by the companies.)

 Market risk affects all the businesses in general, and that gets reflected in financial
risk through adjustment in the cost of capital. (Remember, that the debt-equity
structure is a dynamic decision; the structure has to be reset for attaining the
minimum overall cost of funds, whenever market risk changes.)

» Business risk contains two parts in it, systematic risk and unsystematic risk.
« Unsystematic risk represents the imbalance in the portfolio of projects.

« Unsystematic risk cannot be totally removed through diversification especially in
case of corporate projects, because projects are not in perfect market conditions.
But, it can surely be reduced through thoughtful diversification, without reducing
average return. This is called the portfolio effect.

° Mathematical Calculations

Portfolio effect is measured through the calculation of:

e Calculating the Covariance

The covariance between two projects is the product of three terms: the coefficient of
correlation (rij), and the standard deviation of two projects (cri and o?, asexpressed in

the following equation:
COV = ococo (8.9)
] |
The correlation coefficient measures the nature and strength of the relationship
between the two projects, and it takes value in the following range,

-1.0<c,;<1.0 (8.10)
v Calculating the Portfolio Return

The expected return of the portfolio is the weighted average returns of all projects
included in the portfolio. The following formula is used for the calculation of portfolio
returns:

ER, :ix {ER,
j=1
Where, X, =Proportion of project j in the portfolio
ER, = Expected rate of return on project j.



v Calculating the Portfolio Risk

The portfolio risk, denoted by standard deviation, is not the weighted average of the
standard deviations of all individual projects included in the portfolio.

Portfolio risk = Risk of projects in isolation + Manner in which projects interrelate.

n n-1 n
G, _\/inz P22 2 XX Coy (8.11)
j=1 j=li=j+1

Where, i and j represent all projects in the portfolio, paired off for the purpose
of computing covariance.

If only two projects are considered in the portfolio then Equation 8.9 can be
used for calculating covariance; and it can be incorporated in Equation 8.11 to get
Equation 8.12 given below for the calculation of portfolio risk:

n n-1 n
Gp-\/ZX? T2 2 XXy (8.12)
j=1 j=1i=j+1

Example 8.2: A firm’s existing project’s data and proposed project’s data are given
below:

Existing Projects Proposed Project
Expected return (ERJ) 30% 26%
Risk (o;) 7% 4%
Proportion (Xj) 0.5 05
Correlation Coefficient (p;) -0.27

Compute the portfolio return and the portfolio risk.

Solution:
ER, = D X ER;j =(0.5 x0.3) + (0.5 x0.26) =28%
j=1
n - n-1 _n
c = \/ij‘ﬂ'*zzzxix; i
p =1 j=1isj+1
c, = \/0.52 x0.072 +0.5? x0.042 + 2 x0.5 x0.5 x(~0.27) x0.07 x0.04

S, = +/0.001247 =3.53%

Notice that the portfolio risk is lower than the risk of any individual project, whereas
portfolio return is the weighted average return. The small negative correlation between
the two projects has changed the risk-return trade-off of the portfolio.

3.5 COST OF CAPITAL

Firms borrow money and also take owners' money. The lenders and owners both have
to be rewarded for sacrificing the purchasing power of money and must be reimbursed
for the inflation, tax and risk they take. The lenders of money will charge interest, which
is the cost of borrowing for a firm. The owners expect returns on their investment,
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which is the cost of equity for a firm. The risk of a firm emanates from the volatility of
its profit, which depends on the variability of sales revenue and firm's investment and
financing decisions. In this section, we will discuss theories of cost of capital and then
the triangular relationsamong the investment decisions, financing decisions and intervention
of market factors.

e Capital Structure Decision

How to finance the total requirement of funds? This is a question of capital structure.
The capital structure decision is the decision regarding the proportion of ownership
funds and borrowed funds in total funds needed. What should be the size of debt vis-a-
vis equity? Does it matter in managing the cost of capital? Do they affect each other?
Before we address these issues we need to visit a small but important point that emerges
from the different terms ‘capital structure” and ‘financial structure’.

Capital Structure vs Financial Structure Decision

Should we include the current liabilities and short-term debt when we consider debt and
equity for calculating the cost of capital? If only the long term debt is included and
compared with the ownership funds, then it is called a capital structure. When total
borrowed funds (including short-term debt) are compared with the ownership funds, it is
known as financial structure. Current liabilities are excluded in capital structure as well
as in financial structure. Should we take a capital structure or a financial structure for
the calculation of cost of funds? A pragmatic answer is needed for this question.

The types of borrowed money in the question here include: (a) current liabilities,
(b) short-term loans and (c) long-term loans. The current liabilities are generated in a
normal course of business operations. Accounts payables happen because we buy
resources and enjoy business-customary credit. Unpaid wages are normal because of
wage-payment cycle. Unpaid bills are also the results of business practices, like electricity
billis paid every month. These current liabilities are effortless and cost-free financing of
the current assets. Since it is a result of routine operations, it should not be counted as
borrowing when we calculate cost of debt.

The firms borrow short-term funds from various sources like overdraft, cash
credit, commercial papers and others. The short-term funds are needed for funding
uneven operations due to seasonality and other factors during the year. Thus, the cost of
short-term borrowing is an operating cost. Interest expense on short-term funds is
estimated and included in the operating cash flow of a project. Business practices are
also on the same line. The short-term borrowing should not be included in the calculation
of cost of capital. Only the long-term borrowings and equity are included in the calculation
of cost of capital. Thus, the capital structure, and not the financial structure, is an
appropriate consideration in the cost of capital theories.

o Capital Structure Theories

Does it really matter how the capital is raised, either through debt or equity? Divergent
views are expressed. They can be summarized in three approaches of capitalization;
namely, net operating income (NOI) approach, net income (NI) approach, and traditional
approach. The traditional approach will be dealt with in the next section. These three
theories of capital structure are briefly explained because it is necessary for building
blocks required for developing an understanding of the cut-off decision for corporate
projects.



Net Operating Income (NOI) Approach Problems igrﬁieg;
This approach is based on the hypothesis that if two firms have earned the same amount

of operating income (EBIT) and if they are in the same risk class, then the value of both

the firms will be equal irrespective of the debt-equity ratio of each firm. This implies that NOTES

the overall cost of funds (K ) remains constant at all debt-equity proportions, as depicted
inFigure 8.7.
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Fig. 8.7 Net Operating Income (NOI) Approach

Initial propositions of Modigliani and Miller (M&M) supported this view with the
help of series of assumptions. No tax, no transaction cost and personal leverage as
perfect substitutes of corporate leverage are important assumptions in M&M's
proposition. According to this approach, the cost of equity will increase just enough to
consume the savings due to the higher amount of low cost debt and overall cost of funds
will remain constant. The adjustment in the cost of equity would take place through a
process of arbitraging by the investors.

Net Income (NI) Approach

According to the NI approach, the cost of debt and the cost of equity, both remain
unchanged for any level of debt-equity ratio. This leads to a corner solution, because
with the increase in debt K falls, and that process continues till K equals K .. Almost
all debt in capital structure proves to be ideal as per the net income approach as can be
seen inthe Figure 8.8.

B Ke
Q
[
(&)
B \
3 S Ko
(&)
Kd

Leverage: Debt-Equity Ratio

Fig. 8.8 Net Income (NI) Approach Self-Instructional

Material 251



Problems in Asset

Pricing

252

NOTES

Self-Instructional
Material

NI approach introduces tax in the theory. Interest paid on debt is tax exempt.
Therefore, post-tax K is low, giving the true advantage of leverage to the equity
shareholders. Net leverage advantage due to tax ensures that the equity cost remains
constant and K declines. Shareholder wealth, therefore, increases with increase in the
debt-equity ratio.

Traditional Approach

Many realistic factors have culminated in the pragmatic theory of capital structure called
the traditional approach of capital structure. The net operating income approach and the
net income approach both prove that debt-equity decision is a redundant decision. The
NOI approach clearly proves the irrelevance of capital structure decision, and the NI
approach favours almost infinite debt-equity structure. The traditional approach, however,
establishes that the capital structure is an active decision variable, because there exists
an optimum debt-equity ratio, very unique to a company, at which the overall cost of
funds is minimum. Figure 8.9 graphically depicts thisapproach.

When the debt-equity ratio is low, a small increase in debt will not increase the
cost of debt; and cost of equity may either remain the same or decline slightly, because
the debt gives leverage advantage together with the tax shelter. Beyond a particular
point of debt-equity structure the cost of debt starts rising, and so does the cost of equity.
Chances of not getting timely return (default risk) increases beyond a point of debt-
equity ratio, and hence investors expect a higher return. The rate of increase in cost of
funds suddenly shows a steep rising tendency at a very high debt-equity ratio. Chances
of default and chances of bankruptcy are reflected in the steep rise in the cost of funds.
Consequently, K which is equal to K_at zero debt structure, initially declines with the
increase in debt-equity ratio, and after some debt-equity ratio starts rising. Tax advantage,
initial positive effect of leverage and subsequent chance of bankruptcy bring a situation
that at some point an optimum capital structure is experienced, and Ko is lowest. Debt-
equity ratio is ideal between points D/E1 and D/E2 in Figure 8.9, as that will cost the
least. Each firm must identify its unique optimum capital structure and maintain it. Debt-
equity structure thus, is an active decision variable.
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Fig. 8.9 Traditional Approach
Signalling Theory

The traditional approach of capital structure does not precisely determine the optimum
capital structure. One would have at the most a judgment about the optimal level within



arange that can be understood from the traditional theory. Because the optimum structure Problems in Asset
cannot be determined precisely, market looks for signals from the company, which leads Pricing
to the development of signalling theory of capital structure.

Managerial actions send signals to the market and investors interpret the managerial
actions to judge about the valuation of firm and quality of capital structure. Firms like to
keep some borrowing capacity in reserve by keeping a lower debt ratio and retaining
profits, so that it can access cheaper funds when growth opportunities come up. Thus,
retained profit sends a signal to the market about optimum capital structure. Of course,
this will hold true in case of symmetric information. In asymmetric information scenario
wherein managers have more and better information, the signalling theory may not be
very effective.

NOTES

o Views about Capital Structure

How frequently must capital structure decision be reviewed? Three views are expressed
regarding the capital structure as a decision variable.

e Static view: The capital structure, once decided for a minimum cost of capital,
remains static forever, according to this view. This view assumes that the quality
of earnings and capital market conditions are not variable affecting the cost of
capital. This may be true in a period of no competition and primitive financial
market.

e« Comparative static view: This is based on the assumptions that some of the
underlying factors might change rendering the earlier choice of debt-equity sub-
optimal. Debt-equity needs to be adjusted every time a change in underlying
factor (say, tax, inflation, market allocation etc.) is experienced. But such changes
are only occasional.

« Dynamic view: The quality of earnings, capital market conditions, incidence of
tax, and inflationary conditions are constantly changing variables. The capital
structure should be viewed as the by-product of these changes. The firm must
constantly adjust its debt-equity proportion, in the light of changes in these variables,
and aim at constantly keeping the low cost of capital. Thus, debt-equity is a very
dynamic decision variable.

Very competitive product market and efficient capital market prove the appropriateness
of the dynamic view of capital structure. Finance managers are expected to constantly
review the capital structure of a firm in the light of dynamically changing external economic
factors like money supply, tax and inflation; and changing business risk profile with the
constant pursuit of growth.

o Triangular Interface

The discussion on the pragmatic capital structure theory aptly proved that the cost of
capital is a function of debt-equity ratio. The quality of earnings and market factors
affect it too. The firms raise funds for investment in projects, and projects as well as
debt-equity ratio together with the variability of sales revenue, create risk-profile of
business, which in turn has the effect on the cost of capital and thereby on project
profitability. All these factors are inter-dependent, and they create a triangular relationship.
Figure 8.10 depicts these interfaces among these factors, which collectively affect the
overall cost of funds and value creating potential for a business.
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Fig. 8.10 Triangular Interface and Cost of Capital

These sources of risk can be divided into internal company risk and market risk.
Company risk is further divided into: (a) business risk and (b) financial risk. Business
risk emanates from uncertainty of sales revenue and variability of expenses. They together
create variability in profits which is also caused by the degree of operating leverage or
investment decisions of the firm.

Market factors comprise the tax structure in the economy, inflation, money supply,
and allocation of money on the securities of various companies. Decrease (increase) in
tax rate increases (decreases) the cost of funds. Increase (decrease) in the inflation
increases (decreases) the cost of capital. The market has limited amount of funds, for
allocation on various market securities. Tax is a fiscal policy of government. The central
bank (Reserve Bank of India) attempts to control inflation and money supply in the
economy. If money supply increases the cost of capital reduces. Financial market rationally
and competitively allocates available money supply over the market securities and other
demands for money.

The firms take calculated risk and make investments in business projects. When
a firm adds new projects risk profile (variability of income) of business change, forcing
market to reallocate funds over the market securities and other demands for money.
The risk profile of a business depends on supply markets and product markets. If the
markets for resources bought by a firm are volatile, and if markets for products produced
by the firm are volatile, the firm will be riskier. The financial market will allocate fewer
funds for the securities of riskier firms forcing the cost of capital go up. Investors would
park their money elsewhere. Investors' appetite for risk change with changing market
conditions, and they have several choices available to them. This makes imperative on
the part of a firm to constantly adjust its variables to take risk as much market wants.
The market factors are very dynamic in a competitive economy, making the interfaces
very dynamic, and as a result making financing decision a very dynamic variable.



This proves that not only the traditional theory of capital structure is evident but it
is also very dynamic. The ideal debt-equity ratio constantly changes and firms need to
chase it constantly, so that the cost of capital can remain low, make projects viable and
create value for shareholders. The traditional approach gives a conceptual understanding,
but is not helpful in determining the ideal debt-equity ratio.

3.6 TRADITIONAL THEORY OF
COST ANDMODIGLIANI-

MILLER THEOREM

According to this approach a firm’s cost of capital depends upon the method and level of
financing or its capital structure. A firm can, therefore, change its overall cost of capital
by increasing or decreasing the debt-equity mix. For example, if a company has 9 per
cent debentures (issued and payable at par) the cost of funds raised from this source
comes to only 4.5 per cent (assuming a 50 per cent tax rate). Funds from other sources,
such as equity shares and preference shares, also involve cost. But the raising of funds
through debentures is cheaper because of the following reasons:

(i) Interestratesare usually lower than dividend rates.

(i) Interestis allowed as an expense resulting in a tax benefit while dividend is not

allowed as an expense while computing taxable profits of the company.

The traditionalist theorists, therefore, argue that the weighted average cost of capital
will decrease with every increase in the debt content in the total capital employed.
However, the debt content in the total capital employed should be maintained at a proper
level because cost of debt is a fixed burden on the profits of the company. It may have
adverse consequences in periods when a company has low profitability. Moreover, if the
debt content is raised beyond a particular point, the investors will start considering the
company too risky and their expectations from equity shares will go up.

o Modigliani-Miller Approach
According to this approach, the corporation’s total cost of capital is constant and it is
independent of the method and level of financing. In other words, according to this
approachachange in the debt-equity ratio does not affect the total cost capital. According
to traditional approach, as explained above, the cost of capital is the weighted average
cost of the debt and the cost of equity. Each change in the debt-equity ratio automatically
offsets change in one with the change in the other on account of change in the expectation
of equity shareholders. For example, the capital structure of a company is as follows:
9% Debentures *1,00.000
Equity Share Capital 1,00,000
The company has at present even debt-equity ratio. It has been paying dividend
at the rate of 12 per cent on equity shares. In case, the debt-equity ratio changes to say
60 per cent debt and 40 per cent equity, the following consequences will follow:
e Thedebtbeing cheaper, the overall cost of capital will come down.
e The expectation of the equity shareholders from present dividend of 12 percent,
will go up because they will find the company now more risky.
Thus, the overall cost of capital of the company will not be affected by change in
the debt-equity ratio. Modigliani and Miller, therefore, argue that within the same risk
class, mere change of debt-equity ratio does not affect cost of capital. Their following
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observations in their article, ‘Cost of Capital, Corporation Finance and Theory of
Investment’, need careful consideration:

(i) The total market value of the firm and its cost of capital are independent of
its capital structure. The total market value of the firm can be computed by
capitalizing the expected stream of operating earnings at discount rate
considered appropriate for its risk class.

(i) The cut-off rate for investment purposes is completely independent of the
way in which investment is financed.

o Assumptions under Modigliani-Miller Approach

The Modigliani-Miller Approach is subject to the following assumptions:
(i) Perfect capital market: The securities are traded in perfect capital markets.
Thisimpliesthat:
(@) Theinvestorsare free to buy or sell securities.

(b) The investors are completely knowledgeable and rational persons. All
information and changes in conditions are known to them immediately.

(c) The purchase and sale of securities involve no costs such as broker’s
commission, transfer, fees, etc.

(d) The investors can borrow against securities without restrictions on the same
terms and conditions as the firms can.

(i) Firms can be grouped in homogeneous risk classes: Firms should be
considered to belong to a homogeneous class if their expected earnings have
identical risk characteristics. In other words, all firms can be categorized according
to the return that they give and a firm in each class is having the same degree of
businessand financial risk.

(iii) Same expectation: All investors have the same expectation of firm’s net operating
income (EBFI) which is used for evaluation of a firm. There is 100 per cent
dividend pay out, i.e., to firmsdistribute all of their net earnings to the shareholders.

(iv) No corporate taxes: Inthe original formulation Modigliani and Miller hypothesis
assumes that there are no corporate taxes. This assumption has been removed
later.

MM’s Proposition I: Based on the above assumptions, the MM’s first proposition
isas under:

“The value of a firm is equal to its expected operating income divided by the
discount rate appropriate to its risk class. It is independent of its capital structure.’
Symbolically, it may be putas under:

V=D+E
Or, V=0Ir
Where, V = market value of the firm
D =market value of debt
E = market value of equity
O =expected operating income
r =discount rate applicable to the risk class to which the firm belongs.

MM’s Proposition I1: According to the MM’s first proposition, an increase in
the financial leverage increases the expected earnings per share but not the price of the



share. This is because, as discussed above the expected earnings is offset by a
corresponding change in the return expected by the shareholders. The expected return
can be computed as under:

Expected Operating Income

Expected return on assets = 1, = Market Value of all Securities

In other words, the expected return by an investor on his portfolio is equal to the
weighted average of the expected return on his individual securities. Symbolically this
can be put as under:

[ D 1 [ D ]
= +

"= |po+e F|o+e }
Expected Proportion Expected Proportion Expected
return = of debt X return + of equity X returnon
on assets on debt equity
Rearranging this equation, we get:
re = ra + (ra - I'd) (D/E)
Expected Expected Expected Expected Debt-equity
return = return X returnon — returnon X return on
on equity on assets assets debt

According to the second proposition, the expected return on equity is equal to, the
expected rate of return on assets, plus a premium. The premium is equal to the debt-
equity ratio times the difference between the expected return on assets and the expected
return on debt, in case the firm has low levels of debt, it is considered risk free. As the
debt of the firm crosses the threshold limit, the risk of default increases and the expected
return on debt also rises. To compensate this, the expected return on equity decreases.
In other words, at higher level of debts, return on equity become less sensitive to further
borrowings. This is because the debt-equity ratio increases beyond the threshold level, a
portion of the firm’s business risk is borne by the suppliers of debt capital. The more the
firm borrows, the more of itsbusiness risk is shifted from the shareholders to the creditors.

The relationship between the cost of equity and financial leverage in accordance
with the MM Proposition Il can be shown by the following diagram:

Rates of
return [
R i ~ v
//' I S\ |
-~ !
~ ' ¥ ! |
T
] »
| 1
e ———— i) r~"">‘€\ I
] N\
l .
Risk-free <—1—> Hisky DVE
debt ! debt ‘J

The above diagram shows that the return on equity goes on increasing up to the
threshold limit with more debt content. But after the threshold limit, the expected return
on equity declines.

Similarly, up to the threshold limit the debt content in the capital structure does not
affect the expected return on debt but after the threshold limit, the expected return on
debt increases. In other words, lower expected return on equity is compensated by a
higher expectation on debt.
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In conclusion, it may be said that in spite of the correctness of the basic reasoning
of Modigliani and Miller, the traditional approach is more realistic on account of the
following reasons:

(i) The corporations are subject to income-tax and, therefore, due to tax
effect,the cost of debt is lower than cost of equity capital.

(i) The basic assumption of Modigliani and Miller hypothesis that capital
marketsare perfect, is seldom true.

On account of the above reasons the Modigliani and Miller approach has come
under severe criticism. Mr, Ezra Soloman has observed, ‘The thesis that the company’s
cost of capital is independent of its financial structure is not valid. As far as the leverage
effect alone is concerned (and ignoring all other considerations that might affect the
choice between debt and equity) there does exist a clearly definable optimum position-
namely, the point at which the marginal cost of more debt is equal to or greater than a
company’s average cost of capital.” However, Mr. E. W. Walker’s remarks very aptly
explains the utility of Modigliani and Miller’s approach. According to him, ‘the
criticismslodged against Modigliani and Miller’s thesis are valid thus limiting its use
in actual situations. Nevertheless, the propositions as well as their criticisms should be
carefully studied, since they will serve as an aid to understanding capital structure
theory.’

3.7 CAPITALASSET PRICING MODEL

Jack Treynor (1961), William Sharpe (1964), John Lintner (1965) and Jan Mossin (1965)
developed this model independently. The theory was based on the work of Harry
Markowitz. It is a model of linear general equilibrium return. In CAPM theory, the
required rate return of an asset has a linear relationship with an asset’s beta value i.e., its
undiversifiable or systematic risk.
Assumptions of CAPM
CAPM is based on the following assumptions:
+ Anindividual seller or buyer cannot affect the price of a stock. This is the basic
assumption of a perfectly competitive market.
« Investors make their decisions only on the basis of the expected returns, standard
deviations and covariance of all pairs of securities.
« Investors have homogenous expectations during the decision-making period.
« An investor can lend or borrow any amount of funds at the risk free rate of
interest. This rate of interest is the one offered for treasury bills or government
securities.

« Assets are infinitely divisible. Thus, an investor can buy shares in any amounti.e.,
aninvestor can even buy 10 worth of Reliance Industry shares.

« There is no transaction cost i.e., no cost is involved in the buying and selling of
stocks.

« There is no personal income tax. Hence, the investor is indifferent to the form of
return, whether it accrues as a capital gain or dividend.

+ Unlimited quantum of short sales isallowed. An individual can sell any amount of
shares short.




Lending and Borrowing

CAPM assumes that the investor can borrow or lend any amount of money at a risk-
free rate of interest. When this opportunity is given to investors, they can mix risk-free
assets with risky ones in a portfolio for the desired rate of risk-return combination.

R, = portfolio return

X, = proportion of funds invested in risk-free assets
1-X, = proportion of funds invested in risky assets

R = risk-free rate of return

R = return on risky assets

m

The expected return on the combination of risky and risk-free assets is:
R, =RX+R_(1-X)

This formula can be used to calculate the expected returns in different situations,
like mixing risk-free assets with risky ones, investing only in the risky asset, or using

borrowed money for the risky assets.

Now let us assume that borrowing and lending rates are 12.5 per cent and the
return from the risky asset is 20 per cent. There is a trade-off between the expected
return and risk. Ifan investor invests in risk free assets and risky assets, his risk may be
less than what he invests in the risky asset alone. If he borrows to invest in risky assets,
his risk will increase more than he invests his own money in the risky assets. When he
borrows to invest, we call it financial leverage. If he invests 50 per cent in risk-free
assets and 50 per cent in risky assets, his expected return of the portfolio would be:

R, =RX+R,(1-X)
=125x05+20 (1-0.5)

=6.25+10

=16.25%

If there is zero investment in risk-free assets and 100 per cent in risky ones, the
returnis:

R, =RX+R (1-X)
=0+ 20%
=20%
If—0.5isin the risk-free asset, and 1.5 in the risky asset, the return is:
R, =RX+R (1-X)
=(125%x-05)+20x 15
=-6.25+30
=23.75
The variance of the above portfolio can be calculated by using the equation:
o> =% XZ+0o? (1-X)*+2Cov X (1-x)
The previous example can be taken for the calculation of the variance. The variance
of the risk-free asset is zero. The variance of the risky asset is assumed to be 15. Since

the variance of the risk-free asset is zero, the portfolio risk depends solely on the portion
of investment in the risky asset.
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Table 8.6 A Sample Portfolio

Proportion in the risky asset (1 — Xr) | Portfolio risk (in %)

05 7.5
1.0 15.0
15 225

Therisk, at 22.5 per cent, is more in the borrowing portfolio, but the return is also
high. In the portfolio with lending, the risk is 7.5 per cent, but the return is also the
lowest. The risk premium is in proportion to the risk. The risk premium of a portfolio is
the difference between R and R; i.e., the amount by which a risky rate of return exceeds
the risk-free rate of return.

Table 8.7 The Risk-Return Tradeoff

Portfolio return | Risk-free return | Risk premium Portfolio risk Factor of
proportionality

Ro Rf Rp - Rf op (Ro— R/ op
16.25 125 3.75 75 05
20.0 125 75 15.0 05
23.75 125 11.25 225 05

The risk-return proportionality ratio remains constant at 0.5. It shows that one
unit of risk premium isaccompanied by 0.5 units of risk.

o Basic Concept of CAPM

According to CAPM, all investors hold only a market portfolio and risk-free securities.
The market portfolio comprises all stocks in the market. Each asset is held in proportion
to its market value as compared to the total value of all risky assets. For example, if
Reliance shares represent 20 per cent of all risky assets, then the market portfolio of the
individual investor will have 20 per cent of Reliance shares. At this stage, the investor
has the ability to borrow or lend any amount of money at the risk-free rate of interest.
The efficient frontier of the investor is given in Figure 8.11. The investor prefers any
point between B and C because with the same level of risk that he faces on line BA, he
can earn higher profits. The ABC line shows the investor’s portfolio of risky assets. He
can include risk-free assets either by lending or borrowing. This is shown in Figure 8.12.

R
Fi

Fig. 8.11 Efficient Frontier
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Fig. 8.12 Capital Market Line

The line RS represents all possible combinations of risk-free and risky assets. The S
portfolio does not represent any risk-free asset, but the line R.S gives the combination of
both. The portfolio onthe R S line in Figure 8.12 is the lending portfolioi.e., some money
may be invested in the risk-free asset or may be deposited in the bank for a fixed rate of
interest. If it crosses the point S, it becomes a borrowing portfolio. Money is borrowed
and invested in the risky asset. The straight line is called capital market line (CML). It
represents the desirable set of investment opportunities between risk-free and risky
investments. The CML represents a linear relationship between the required rates of
return for efficient portfolios and their standard deviations.

(Rn =R "
ERR) =R, +( o, P
E(R,) =portfolio’s expected rate of return
R =expected return on market portfolio
c_=standard deviation of a market portfolio
c,= standard deviation of the portfolio

For a portfolio on the capital market line, the expected rate of return in excess of
the risk-free rate is in proportion to the standard deviation of the market portfolio. The
price of the risk is given by the slope of the line. The slope equals the risk premium for
the market portfolio R_— R, divided by the risk or standard deviation of the market
portfolio. Thus, the expected return of an efficient portfolio is,

Expected return = Price of time + (Price of risk x Amount of risk)

Price of time is the risk-free rate of return. Price of risk is the premium amount
over and above the risk-free return.

o Security Market Line (SML)

The risk-return relationship of an efficient portfolio is measured by the capital market
line. It does not show the risk-return tradeoff for other portfolios and individual securities.
Inefficient portfolios lie below the capital market line and the risk-return relationship
cannot be established with the help of the capital market line. Standard deviation includes
systematic and unsystematic risk. Unsystematic risk that can be diversified is not related
to the market. If the unsystematic risk is eliminated, then systematic risk is alone of
concern. This systematic risk can be measured by beta. Beta analysis is useful for

individual securities and portfolios whether efficient or inefficient. Self-Instructional
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When a security is added to the market portfolio, risk is also added to it. The
variance of a portfolio is equal to the weighted sum of the covariances of the individual
securities in the portfolio. If we add a security to the market portfolio, its marginal
contribution to the variance of the market is the covariance between the security’s
return and a market portfolio’s return. If the security is included, the covariance between
the security and the market measures the risk. Covariance can be standardized by
dividing it by the standard deviation of a market portfolio (Cov /o ). This shows the
systematic risk of the security. Then, the expected return of the security is given by the
equation:

R, —R
R-R = Cov /
0

i f im m

o

m

This equation can be rewritten as follows.

_ Cov;, _
Ri Rf:—T[Rm Rf]

On

The first term of the equation is nothing but the beta coefficient of the stock. The
beta coefficient of the equation of security market line (SML) is the same as the beta of
the market (single index) model. Inequilibrium, all efficient and inefficient portfolios lie
along the security market line. The SML line helps to determine the expected return for
a given security beta. In other words, when betas are given, we can generate expected
returns for the given securities. This isexplained in Figure 8.13.

If we assume the expected market risk premium to be 8 per cent and the risk-
free rate of return to be 7 per cent, we can calculate expected return for A, B, Cand D
securities using the formula:

E (R)=R +R [E(R)-R]

IfR=1
=7+1(8)
=15%
Y
RP A
SML
Rm /
HI
0 1 Beta >X

Fig. 8.13 Security Market Line



Security A
Beta=1.10
E(R) =7+1.10(8)
=158

Security B
Beta=1.20
E (R) =7+1.20(8)
=16.6

Security C
Beta =0.7
E(R)=7+0.7(8)
=126

The same can be found out easily from the Figure 8.13 too. All we have to do is
mark the beta on the horizontal axis and draw a vertical line from the relevant point to
touch the SML line. Then, from the intersection, draw another horizontal line to touch
the Y-axis. The expected return could be very easily read from the Y-axis. The securities
A and B are aggressive securities, because their beta values are greater than one. When
beta values are less than one, they are known as defensive securities. In our example,
security C has a beta value of less than one.

Evaluation of Securities

The relative attractiveness of a security can be found with the help of the security
market line. Stocks with a high risk factor are expected to yield more return and vice-
versa. The investor is interested in knowing whether the security offers a return that is
greater or less than proportional to its risk.

Y
R
P A T
X
s
X
. x SML
X B
A X
W
X
U
L 11 1 1 1 | >
oI 9 1.0 1.1 12X

Beta

Fig. 8.14 Evaluation of Securities with SML

Figure 8.14 provides an explanation for the evaluation. There are nine points in the
diagram. A, B and C lie on the SML, R, S and T above itand U, V and W below the
SML. A, Rand U have the same beta of 0.9. Likewise, beta values of S, Band V are 1
andthat of T, Cand W s 1.1. The stocks lying above the SML yield higher returns for
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the same level of risk. They are under-priced compared to their beta values. We can
prove that they are undervalued by using the simple rate of return formula:

R _ P,—P,+ Div
1 Po

P.isthe current price, P , the purchase price and the dividend. When the purchase
price is low, i.e., when the denominator value is low, the expected return could be high.
Applying the same principle, the stocks U, V and W can be classified as overvalued
securities and are expected to yield lower returns than stocks of comparable risk. When
the denominator value is high i.e., the purchase price is high, the prices of these stocks
may fall and lower the denominator. This will then increase the securities’ returns.

The securities A, B and C are on the line. This means they are appropriately
valued. They offer returnsin proportion to their risk. They have average stock performance
asthey are neither undervalued nor overvalued.

Market Imperfections and SML

Information regarding the share price and market conditions may not be immediately
available to all investors. Imperfect information may affect the valuation of securities. In
a market with perfect information, all securities should lie on the SML. Market
imperfections would lead to a band of SML rather than a single line. They affect the
width of the SML band. If there are more imperfections, the width will also be more.
Figure 8.15 shows an SML in an imperfect market.

P A

1 | =
0 >X
2 Beta

Fig. 8.15 SML in an Imperfect Market

o Empirical Tests of the CAPM

In the CAPM, beta is used to estimate the systematic risk of a security and reflects the
future volatility of the stock in relation to the market. Future volatility of the stock is
estimated only through historical data. Historical data are used to plot the regression line
or the characteristic line and calculate the beta value. If historical betas are stable over
aperiod, they are a good proxy for their ex-ante or expected risk.

Robert A. Levy (1971), Marshall E. Blume (1975) and others have studied the
question of beta stability intensively. Levy calculated betas for both individual securities
and portfolios. The main conclusions of his study were as follows:



+ The betas of individual stocks are unstable; hence past betas are not good
estimators of future risk.

 The betas of portfolios of ten or more randomly selected stocks are reasonably
stable; hence, the betas of past portfolios are good estimators of future portfolio
volatility. This isbecause errors in the estimates of betas of individual securities
tend to offset one another ina portfolio.

Various researchers have attempted to find out the validity of the model by

calculating the beta and realized rate of return. They have attempted to test: (1) whether
the intercept is equal to R, i.e., the risk-free rate of interest or the interest rate offered
for treasury billsand (2) whether the line is linear and passes through beta =1, which is
the required rate of return of the market. In general, the studies have produced the
followingresults.

« Asignificant positive relationship between the expected return and systematic
risk. The slope of the relationship is usually less than that predicted by the
CAPM.

« Theriskand return relationship appears to be linear. Empirical studies give no
evidence of significant curvature in the risk/return relationship.

« The CAPM theory implies that unsystematic risk is not relevant, but
unsystematic and systematic risks are positively related to security returns.
Higher returns are needed to compensate both the risks. Most of the observed
relationship reflects statistical problems rather than the true nature of the
capital market.

 Accordingto Richard Roll (1977), the ambiguity of the market portfolio leaves
the CAPM untestable. The practice of using indices as proxies is loaded with
problems. Different indices yield different betas for the same security.

« Ifthe CAPMiscompletely valid, it should apply to all financial assets including
bonds. When bonds are introduced into the analysis, they do not fall on the
security market line.

Current Validity of CAPM

The CAPM is greatly appealing at an intellectual level, as it is logical and rational.
Although its basic assumptions raise some doubts in the minds of the investors, investment
analysts have been creative in adapting CAPM for their use. The following points about
CAPM should be noted:

By focusing on the market risk, it makes the investors think about the riskiness of
assets in general. It provides the basic concepts and these are of fundamental
value.

It is useful for the selection of securities and portfolios. Securities with higher
returns are considered to be undervalued and attractive buys. Overvalued
securities, whose returns are lower than the normal return, are suitable for sale.

Inthe CAPM, it is assumed that investors consider only the market risk. Given
the estimate of the risk-free rate, the beta of the firm and the required market
rate of return, one can find out the expected return for a firm’s security. This
expected return can be used as an estimate of the cost of retained earnings.

Even though CAPM is regarded as a useful tool for financial analysts, it has its
critics. They point out that when the model is ex-ante, the inputs also should be
ex-ante, i.e., based on the expectations of the future. Empirical tests and analyses
are ex-post, i.e., use only past data.
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» Historical data regarding the market return, risk-free rate of return and betas
vary differently for different periods. The various methods used to estimate these
inputs also affect the beta value. Since the inputs cannot be estimated precisely,
the expected return determined through the CAPM model is also subject to
criticisms.

3.8 ARBITRAGE PRICING MODEL

Avrbitrage pricing theory (APT) is one of the tools used by investors and portfolio
managers. Capital asset pricing theory explains the returns of the securities on the basis
of their respective betas. According to the models discussed earlier, an investor chooses
investments on the basis of the expected return and variance. The alternative model in
asset pricing developed by Stephen Ross is known as arbitrage pricing theory. APT
explains the nature of equilibrium in asset pricing in a less complicated manner with
fewer assumptions than CAPM.

. Arbitrage

Avrbitrage refers to the process of earning a profit by taking advantage of differential
pricing for the same asset. The process generates risk-free profit. In the security market,
itinvolves selling a security at a high price and the simultaneous purchase of the same
security at a relatively lower price. Since the profit earned through arbitrage is risk-free,
investors have the incentive to undertake this whenever an opportunity arises. In general,
some investors indulge more in this type of activity than others. However, the buying and
selling activities of the arbitrageur reduce and eliminate the profit margin, bringing the
market price to the equilibrium level.

APT isbased on the following assumptions:

(1) Investors have homogenous expectations
(i) They are risk averse and utility maximizers
(iii) Perfect competition prevails in the market, and there is no transaction cost

APT does not assume: (1) a single period investment horizon, (2) no taxes,
(3) investors can borrow and lend at the risk-free rate of interest and (4) the selection of
the portfolio is based on the mean and variance analysis. These are the assumptions of
the CAPM theory.

Arbitrage Portfolio

According to APT, an investor tries to determine the possibility of an increase in the
returns from his portfolio without increasing the funds in it. He also likes to keep the risk
at the same level. For example, say the investor holds A, B and C securities and wants
to change the proportion of his investment in the securities without any additional financial
commitment. Let the change in the proportions be denoted by X,, X, and X_. The
investor can increase his investment in security A if he reduces the proportions of his
investmentseither in B or C, given that he tries to earn a higher income without increasing
his financial commitments. Thus, the changes in different securities will add up to zero.
This is the basic requirement of an arbitrage portfolio. If X indicates the change in
proportion,

AX FAX +#AX =0




The factor sensitivity indicates the responsiveness of a security’s return to a
particular factor. The sensitiveness of the securities to any factor is the weighted average
of the sensitivities of the securities, with the weights being the changes made in the
proportion. For example, b,, b, and b, are the sensitivities; in an arbitrage portfolio the
sensitivities become zero.

b AX +b AX +b AX =0

An investor holds A, B and C stocks with the returns and sensitivity to changes in
industrial production is as follows. The total amountinvested s 1,50,000.

1 R (%) b Original weights
Stock A 20 0.45 0.33
Stock B 15 1.35 0.33
Stock C 12 0.55 0.34
Say the proportions change to:

AX, =02

AX, =0.025

AX . =-0.225

For an arbitrage portfolio:
AX FAX #AX =0
0.2+0025-0.225=0
The sensitivities also become zero:
AX b, +#AX b +AX b =0
0.2x0.45+0.025%1.35-0.225% 0.55=0
In an arbitrage portfolio, the expected return should be greater than zero.
AXR +AX R #AX R >0
=0.2x20+0.025x15-0.225x 12
4.375-2.7>0
i.e., 1.675%

The investor would increase his investment in stock Aand B by selling C. The
new compositions of weights would be:

X, =053
X, =0355
X, =0115

C
The portfolio allocation to stocks A, B and C is as follows:

=1,50,000 % 0.53+1,50,000 % 0.355 +1,50,000 x 0.115
= (79,500 + 53,250 + 17,250)
="1,50,000

The sensitivity of the new portfolio will be:
=0.45x%0.53+1.35%0.355+0.55x0.115
=0.239+0.479+0.063
=0.781
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Thisis same as the old portfolio sensitivity:
i.e.,0.45x0.33+1.35%0.33+0.55%0.34=0.781

The return of the new portfolio is higher than that of the old portfolio.

Oldportfolioreturn:
=20x0.33+15x0.33+12%0.34
=6.6+4.95+4.08
=15.63%

The new portfolio return:
=20x0.53+15%x0.355+12x0.115
=10.6+5.325+1.38
=17.305%

This is equivalent to the old portfolio return plus the return that occurred due to
the change in portfolio:

=15.63+1.675=17.305%

The variance of the new portfolio’s change is only due to changes in its non-
factor risk. Hence, the change in the risk factor is negligible. From the analysis, it can be
concluded that:

« Thereturninthe arbitrage portfolio is higher than that of the old portfolio.
+ Thearbitrage and old portfolio sensitivities remain the same.
» The non-factor risk is small enough to be ignored in an arbitrage portfolio.

Effect on the Price

To buy stock A and B the investor has to sell stock C. The buying pressure on stock A
and B would lead to an increase in their prices. Conversely, selling of stock C will result
inafall inthe price of stock C. At the lower price, there would be a rise in the expected
return of stock C. For example, if stock C at the price of “100 per share earns 12 per
centreturn, at “80 per share the return would be 12/80 x 100 = 15 per cent. At the same
time, return rates would decline in stock A and B with the rise in price. This buying and
selling activity will continue until all arbitrage possibilities are eliminated. At this juncture,
anapproximate linear relationship arises between expected returns and sensitivities.

The APT Model

According to Stephen Ross, the returns of the securities are influenced by a number of
macroeconomic factors. These are growth rates of industrial production, rate of inflation,
spread between long-term and short-term interest rates and spread between low-grade
and high-grade bonds. The arbitrage theory is represented by the equation:
R =Xx+Abi +Abi +...+Abi
J

i o 1 1 2 2 j

R,  =average expected return
A, =sensitivity of returnto bil
b, =betaco-efficient relevant to the particular factor

The equation is derived from the model

R=za+b Il +b | +...+bl +e
i 1 i1 1 i2 2 ijj i



Let us take the two-factor model,
R=A+A1b+b
i 0

1 2 i2
If the portfolio is a well diversified one, unsystematic risk tends to be zero and
systematic risk is represented by b,, and b,, in the equation.

Let us assume the existence of three, well-diversified portfolios as shown here:

Portfolio Expectedreturn b, b,,
A 12.0 1 0.5
B 13.4 3 0.2
C 12 3 0.5

The equation Ri = .+ b +2_b _ can be determined with the help of the
above-mentioned details. By solving the following equations,
12 =A+11+05A

0 1 2
134 =1 +3A+0.2A

0 1 2
12 =A+3A-0.5A

0 2

1
we can get:

R=10+1b +2b,
The expected returnis:

The risk isindicated by the sensitivities of the factors:

N N
by =2 Xbyib, =>"Xb,
i=1 i=1

All the portfolios constructed from portfolios A, B and C lie on the plane described
asA, Band C. Assume there exists a portfolio D with an expected return of 14 per cent,
b, =2.3and b, =0.066. This portfolio can be compared with portfolio E having equal
portion of A, B and C portfolios. Every portfolio would have a share of 33 per cent. The
portfoliob,, are:

b,=1/3x1+1/3x3+1/3x3=2.33

b,=05x1/3+0.2x1/3+(-0.5x1/3)=0.066

The risk for portfolio E is identical to the risk on portfolio D. The expected return
for portfolio E is:

1/3(12) +1/3(13.4) + 1/3 (12)

=12.46

Since portfolio E lies on the plane described above, the return could be obtained
from the equation of the plane.

R =10+1(2.33)+2(0.066)

=12.46%

Portfolios D and E have the same risk but different returns. At this juncture, the
arbitrageur enters and buys portfolio D by selling portfolio E short. Thus, buying portfolio
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D with the funds generated by selling E would provide risk-free profit with no investment
and no risk. Let us assume that the investor sells * 1,000 worth of portfolio E and buys
~ 1,000 worth of portfolio D. The cash flow is as follows:

Initial cash flow End of period b, b,
Portfolio D — 1000 +1140.0 +2.33 +0.06
PortfolioE +°1000 -1124.6 -2.33 —0.06
Arbitrage portfolio 0 154 0 0

The arbitrage portfolio involves zero investment, has no systematic risk (b, and
b.,) and earns " 15.4. Arbitrage would continue until portfolio D lies on the same plane.

Arbitrage Pricing Equation

Inasingle factor model, the linear relationship between the return R, and sensitivity b,
can be given in the following form.

R =A+Aib
i 0 i
R, =returnfrom stock A
2,  =risk-free rate of return
b.  =sensitivity related to the factor

A, =slopeofthearbitrage pricing line

The above model is known as a single factor model since only one factor is
considered. Here, only industrial production is considered. The APT one-factor model is
shown in Figure 8.16.

Fig. 8.16 APT One-factor Model

Risk is measured along the horizontal axis and return on the vertical axis. Stocks
A, B and C stocks are considered to be in the same risk class. The arbitrage pricing line
intersects the Y axis on A, which represents the risk-free rate of interest i.e., the interest
offered for the treasury bills. Here, the investments involve zero risk and it is appealing
to investors who are highly risk averse. Astands for the slope of the arbitrage pricing
line. It indicates the market price of risk and measures the risk-return trade off in the
securities market. Bis the sensitivity coefficient or factor beta that shows the sensitivity
of the asset or stock A to the corresponding risk factor.



The Constants of the APT Equation Problems in Asset

Pricing
The existence of a risk-free asset yields a risk-free rate of return that is a constant. The
asset does not have sensitivity to the factor, for example, industrial production.
If b, =0, NOTES
R =A+A0
i o i
R =%
R =X

In other words, 2, is equal to the risk-free rate of return. If the single factor
portfolio’s sensitivity isequal toonei.e., b,= 1, then:
R =1+l
A

This can be rewritten as
R =A+A
i o i
R —2%=2
Thus, A, is the expected return in excess of the risk-free rate of return for a
portfolio with a unit sensitivity to the factor. The excess return is known as the risk
premium.

Factors Affecting the Return

Many financial analysts have spelt out the factors affecting return. Chen, Roll and Ross
(1986) took four macroeconomic variables and tested them. According to them, the
factors are inflation, the term structure of interest rates, risk premia and industrial
production. Inflation affects the discount rate or the required rate of return and the size
of future cash flows. Short-term inflation is measured by monthly percentage changes in
the consumer price index. The interest rates on long-term bonds and short-term bonds
differ. This difference affects the value of payments in the future relative to short-term
payments. The difference between the return on high-grade bonds and low-grade (more
risky) ones indicates the market reaction to risk. Industrial production represents the
business cycle. Changes in industrial production have an impact on the expectations and
opportunities of the investor. The real value of the cash flow is also affected by it.

Burmeister and McElroy (1988) have estimated the sensitivities with some other
factors. These are given below:

* Defaultrisk

« Timepremium

+ Deflation

+ Change in expected sales

» Market return not due to the first four variables

The default risk is measured by the difference between the return on long-term
government bonds and the return on long-term bonds issued by corporations plus one-
half of one per cent. Time premium is measured by the return on long-term government
bonds minus the one-month treasury bill rate of one month ahead. Deflation is measured
by the expected inflation at the beginning of the month minus the actual inflation rate
during the month. According to them, the first four factors accounted for 25 per cent of
the variation in the Standard & Poor composite index and all the four coefficients were
significant.
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Salomon brothers (1985) identified five factors in their fundamental factor model.
Inflation was the only factor they had in common with the others. Their factors are
givenbelow:

+ Growthrate in gross national product
 Rate of interest

+ Rate of change in oil prices

+ Rate of change in defence spending

All the three sets of factors have some common characteristics. They all affect
macroeconomic activities. Inflation and interest rate are identified as common factors.
Thus, the stock price is related to aggregate economic activity and the discount rate of
future cash flows.

APT and CAPM

The simplest form of the APT model is consistent with the simple form of the CAPM
model. When only one factor is taken into consideration, the APT can be stated as:
R=A+bA

i o ii
Itissimilar to the capital market line equation
R, =R;+&, (R, —R,), which is similar to the CAPM model.

APT is more general and less restrictive than CAPM. In APT, the investor has
no need to hold the market portfolio because it does not make use of the market portfolio
concept. The portfolios are constructed on the basis of the selected factors to eliminate
profits from arbitrage. APT is based on one price holding for all possible portfolio
combinations.

The APT model takes into account the impact of numerous factors on the security.
The macroeconomic factors are taken into consideration, and it is closer to reality than
CAPM.

The market portfolio is well defined conceptually. In the APT model, factors are
not well specified. Hence, the investor finds difficult to establish an equilibrium relationship.
The well-defined market portfolio is a significant advantage of the CAPM and this has
led to the wide use of this model in the stock market.

The factors that have an impact on one group of securities may not affect another
group of securities. There is a lack of consistency in the measurements of the APT
model.

Further, the influences of the factors are not independent of each other. It may be
difficult to identify the influence that corresponds exactly to each factor. Apart from this,
not all variables that exert an influence on a factor are measurable.

9 SUMMARY

In this unit, you have learnt that,

The two terms—risk and uncertainty—are interchangeably used in practice. ‘Risk
is that uncertainty which is predictable, and to which probability can be assigned.’

Uncertainty is that event which cannot be predicted, and therefore, no probability
can be assigned to it.



= Probability is the likelihood of happening of some event. Merriam Webster online Problems in Asset
dictionary defines probability as ‘the chance that a given event will occur’. Pricing

e Risk causes volatility. However, not all volatilities are indicators of risk.

e The real test of a decision maker is in estimation of returns (occurrences) and
probabilities for each occurrence. Returns on financial securities are derived from
their underlying assets. Returns from equity shares would depend on earnings of
a firm from its business.

e Expected return from an investment with more than one expected outcomes is
the weighted average returns of all outcomes.

e Types of risk measurement are discussed in three parts: techniques of measuring
risk, decision rules, and finally, some more tools of measure cum decisions.

e Range is the difference between the highest value of outcome and the lowest
value of outcome.

« The range does not consider probabilities, nor does it consider other possible
outcomes between the highest and lowest values. Sensitivity analysis uses range
valuesinitsapplication.

e Standard deviation ignores the size of the project, therefore, comparison of two
projects becomes difficult.

e \When standard deviation (s) is divided by expected returns (i.e., mean orER) we
get the coefficient of variation. It is, therefore, useful in comparing risks of two
projects with different sizes. Lower coefficient of variation is considered good.

e Portfolio risk can be reduced by the simplest kind of diversification. Portfolio
means the group of assets an investor owns. These assets may vary from stocks
to different types of bonds.

e [n simple diversification securities are selected at random and no analytical
procedure is used. This sort of diversification reduces risk only to a certain extent.

e Spreading the investment across too many assets can give rise to such problems
as the inclusion of poor performers, information inadequacy, high research, and
high transaction costs.

e Risk was defined as variability in the returns. Portfolio effect occurs when the
variability of returns from the existing investment and that from the new investment
are different.

NOTES

e Risk can be classified into (a) systematic risk, and (b) unsystematic risk.

« Acompany with asingle project is exposed to external vagaries. With the addition
of a new project in the business (project portfolio), the total risk may reduce. The
process of risk reduction continues for some time with the acceptance of more
and more projects in the portfolio.

e Financing risk arises out of the debt-equity structure chosen by the company.
Knowledge of capital structure theory for setting an appropriate debt-equity target,
and designing of securities can jointly influence the total financing risk.

o Market risk gets reflected on the cost of individual funds for the reasons related
to market factors. A perfect capital market would offer zero market risk.

e Business risk is that part of the total risk, which occurs due to a particular project
portfolio.
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e Portfolio effect is measured through the calculation of:
o Covariance
0 Portfolioreturn
0 Portfoliorisk

« The capital structure decision is the decision regarding the proportion of ownership
fundsand borrowed funds in total funds needed.

e The firmsborrow short-term funds from various sources like overdraft, cash
credit, commercial papers and others.

e According to the Net Income approach, the cost of debt and the cost of equity,
both remain unchanged for any level of debt-equity ratio.

e Many realistic factors have culminated in the pragmatic theory of capital structure
called the traditional approach of capital structure.

e The traditionalist theorists argue that the weighted average cost of capital will
decrease with every increase in the debt content in the total capital employed.

e According to Modigliani-Miller (MM) approach the corporation’s total cost of
capital isconstant and it is independent of the method and level of financing.

e According to the MM’s first proposition an increase in the financial leverage
increases the expected earnings per share but not the price of the share.

e Jack Treynor (1961), William Sharpe (1964), John Lintner (1965) and Jan Mossin
(1965) developed Capital Asset Pricing Model (CAPM) independently.

e CAPM assumes that the investor can borrow or lend any amount of money at a
risk-free rate of interest. When this opportunity is given to investors, they can mix
risk-free assets with risky ones in a portfolio for the desired rate of risk-return
combination.

e The risk-return relationship of an efficient portfolio is measured by the capital
market line. It does not show the risk-return trade-off for other portfolios and
individual securities.

e Historical data regarding the market return, risk-free rate of return and betas vary
differently for different periods. The various methods used to estimate these inputs
also affect the beta value. Since the inputs cannot be estimated precisely, the expected
return determined through the CAPM model is also subject to criticisms.

e Arbitrage pricing theory (APT) is one of the tools used by investors and portfolio
managers. Capital asset pricing theory explains the returns of the securities on
the basis of their respective betas.

e The alternative model in asset pricing developed by Stephen Ross is known as
arbitrage pricing theory. APT explains the nature of equilibrium inasset pricing in
a less complicated manner with fewer assumptions than CAPM.

e According to Stephen Ross, the returns of the securities are influenced by a
number of macroeconomic factors. These are growth rates of industrial production,
rate of inflation, spread between long-term and short-term interest rates and spread
between low-grade and high-grade bonds.

« APT is more general and less restrictive than CAPM. In APT, the investor has
no need to hold the market portfolio because it does not make use of the market
portfolio concept. The portfolios are constructed on the basis of the selected
factors to eliminate profits from arbitrage. APT is based on one price holding for
all possible portfolio combinations.
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e Risk: Itisthat uncertainty which is predictable, and to which probability can be
assigned.
e Uncertainty: It is that event which cannot be predicted, and therefore, no NOTES

probability can be assignedto it.

e Probability: Itisthe likelihood of happening of some event.

e Range: Itisthe difference between the highest value of outcome and the lowest
value of outcome.

e Portfolio: It means the group of assets an investor owns.

e Financial risk: The variability in shareholders’ net income due to the change in
the net operating income (business risk) is called the financial risk.
Business risk: It isa function of the product market conditions faced by a firm

forall the businesses collectively, and variability of operating income due to those
factors.

Project risk: The risk arising out of product market conditions and their impact
onasingle project is called project risk.

Capital structure decision: It is the decision regarding the proportion of
ownership funds and borrowed fundsin total funds needed.

Arbitrage: It refers to the process of earning a profit by taking advantage of
differential pricing for the same asset.

3.11 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. Thetwo conditions inherent in the definition of risk are: (a) the decision maker is
aware of all possible outcomes, which may happen and affect the decision, and
(b) the decision-maker isina positiontoassign probability to each possible outcome
envisaged by him.

2. Probability is the likelihood of happening of some event. Merriam Webster online
dictionary defines probability as ‘the chance that a given event will occur’.

3. Types of risk measurement are discussed in three parts: techniques of measuring
risk, decision rules, and finally, some more tools of measure cum decisions.

4. When standard deviation () is divided by expected returns (i.e., mean orER) we
get the coefficient of variation. Itis, therefore, useful in comparing risks of two
projects with different sizes.

5. Spreading the investment across too many assets can give rise to such problems
as the inclusion of poor performers, information inadequacy, high research, and
high transaction costs.

6. Portfolio effect occurs when the variability of returns from the existing investment
and that from the new investment are different.

7. Risk can be classified into: (a) systematic risk, and (b) unsystematic risk. Risk is
also classified in different ways, business risk, financial risk and market risk.

8. Business risk isa function of the product market conditions faced by a firm for all
the businesses collectively, and variability of operating income due to those factors.
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10.

11.

12.

13.

14.

15.

16.

17.

18.

The capital structure decision isthe decision regarding the proportion of ownership
funds and borrowed funds in total funds needed.

The firms borrow short-term funds from various sources like overdraft, cash
credit, commercial papers and others.

The capital structure, once decided for a minimum cost of capital, remains static
forever, according to the static view. This view assumes that the quality of earnings
and capital market conditions are not variable affecting the cost of capital. This
may be true ina period of no competition and primitive financial market.

The raising of funds through debentures is cheaper because of the following
reasons:

e |nterest rates are usually lower than dividend rates.

e Interest is allowed as an expense resulting in a tax benefit while dividend is
not allowed as an expense while computing taxable profits of the company.

The traditionalist theorists argue that the weighted average cost of capital will
decrease with every increase in the debt content in the total capital employed.

In spite of the correctness of the basic reasoning of Modigliani and Miller, the
traditional approach is more realistic on account of the following reasons:
e The corporations are subject to income-tax and, therefore, due to tax effect,
the cost of debt is lower than cost of equity capital.
e The basic assumption of Modigliani and Miller hypothesis that capital markets
are perfect, is seldom true.

Jack Treynor (1961), William Sharpe (1964), John Lintner (1965) and Jan Mossin
(1965) developed capital asset pricing model independently.

(1) linear relationship

(ii) risk-free

Arbitrage refersto the process of earning a profit by taking advantage of differential
pricing for the same asset.

According to Stephen Ross, the returns of the securities are influenced by a
number of macroeconomic factors. These are growth rates of industrial production,
rate of inflation, spread between long-term and short-term interest rates and spread
between low-grade and high-grade bonds.

3.12 QUESTIONS AND EXERCISES

Short-Answer Questions

o g~ w NP

How are risks and volatility related? Give examples.
What are expected returns from an investment?
List the statistical techniques used in measuring risk.
How can portfolio risk be reduced?

Write a short note on simple diversification.

‘Risk is also classified in different ways, business risk, financial risk and market
risk.” Describe them in brief.



7. What is the net operation income approach to capital structure? Problems igrfiﬁieg
8. What isthe traditional approach of capital structure?
9. Listthe assumptions under Modigliani-Miller approach to cost structure.

10. Distinguish between the security market line and capital market line. NOTES

11. What are the advantages of APT over CAPM?

12. What is meant by factor sensitivity? How is it estimated?

Long-Answer Questions

1. Assess the returns from assets and risk.
2. What are risk-free assets? What are its features?

3. Discuss the types of risk measurement and the statistical techniques used in
measuring risk.

4. What is portfolio effect? When does it occur?
5. Evaluate the various types of risk in portfolio.

6. ‘The capital structure, and not the financial structure, isan appropriate consideration
in the cost of capital theories.” Discuss.

7. Critically analyse the capital structure theories.

8. Evaluate the traditional theory of cost and Modigliani-Miller approach to cost
structure.

9. Explainthe CAPM theory and its value in the stock market.
10. Distinguish between CAPM and Arbitrage Pricing Theory (APT).

3.13 FURTHER READING

Mankin, N Gregory. 2010. Macroeconomics. Worth Publishers, New York.
Shapiro, Edward. 1996. Macroeconomic Analysis. Galgotia Publication, New Delhi.

Branson, WH. 1979. Macroeconomic Theory and Policy. Universal Book Stall, New
Delhi.

Jha, R. 1999. Contemporary Macroeconomic Theory and Policy. New Age
International, New Delhi.

Gupta, SB. 1995. Monetary Economics: Instruments and Policy. S Chand & Co.
New Delhi.

Endnote

1. The rule ‘lower coefficient of variation is better’ assumes that the decision maker is risk neutral. That
means the utility curve of the decision maker is neither convex nor concave, but it is a linear sloping line.
Risk neutral characteristic implies that the rate of risk-premium is constant for every unit of incremental
risk.
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UNIT IV FINANCIAL MARKET

Structure
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4.4.1 Types of Treasury Bills

4.4.2 Advantages of Treasury Bill Market
4.5 Commercial Bill Market and Discount Market
4.6 Government Securities

4.6.1 Role of Government Securities Market
4.7 Markets for Derivatives: Types, Uses and Pricing

4.7.1 Factors Affecting Option Premium

4.7.2 Valuation Models

4.7.3 Types of Options

4.7.4 Forwards and Futures

4.7.5 Depth, Breadth and Resilience of Markets
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4.8.1 Sensex

4.8.2 Nifty
4.9 Summary

410 Key Terms

4.11 Answers to ‘Check Your Progress’

4.12 Questions and Exercises
4.13 Further Reading

4.0 INTRODUCTION

A financial market is a broad term describing any marketplace where buyers and sellers
participate in the trade of assets such as equities, bonds, currencies and derivatives.
Financial markets are typically defined by having transparent pricing, basic regulations
on trading, costs and fees, and market forces determining the prices of securities that
trade.

In economics, typically, the term market means the aggregate of possible buyers
and sellers of a certain good or service and the transactions between them. The term
‘market’ is sometimes used for what are more strictly exchanges, organizations that
facilitate the trade in financial securities, e.g., a stock exchange or commodity exchange.

4.1 UNIT OBJECTIVES

After going through this unit, you will be able to:

Discuss the role, structure and characteristics of money and capital market
Analyse the features of the primary and secondary market for securities
Describe the different kinds of treasury bills and the advantages of treasury bill
market

Financial Market

NOTES

Redkdnstructional

279



Financial Market

280

NOTES

Self-Instructional
Material

Discuss the functioning of commercial bill market and discount market

Analyse the role of government securities market

Discuss the market of derivatives, their different types, uses and pricing techniques
Describe the construction of sensex and nifty

42 MONEY AND CAPITAL MARKET:
ROLE,STRUCTURE AND
CHARACTERISTICS

Letus discuss the role, structure and characteristics of money and capital market.
9.2.1 Money Market

Money market includes the trade in short-term loans between banks and other financial
institutions.

Role of Money Market

Monetary assets, which are short term in nature and less than one year are traded in the
money market. Money market facilitates RBI’s conduct of monetary policy. There was
a paucity of instruments in the money market for a long time. After the mid 1990s the
money market in India experienced significant development in terms of refinements of
existing money market instruments and introduction of new instruments. The money
market instruments in general are close substitutes to money. The various money market
instruments are given below.

e Call/ Notice/ Term Money

e Repos

e Treasury Bills

= Certificate of Deposits (CD)

« Commercial Papers (CP)

e Inter Bank Participation Certificates

e Inter Bank Term Money

e [nterest Rate Swaps/Forward Rate Agreements and
e BillsRediscounting

Structure of Money Market

The money market has two components namely the organized and the unorganized. The
participants of the organized money market are the Reserve Bank of India, Life Insurance
Corporation, General Insurance Corporation, Unit Trust of India, Securities Trading
Corporation of India Ltd., Discount and Finance House of India, other primary dealers,
commercial banks and mutual funds. The mainstay of the money market is the inter-
bank call money market where short-term money borrowing/lending is carried out to
manage temporary liquidity mismatches.

Money market is a very important segment of the Indian financial system. It is
the market for dealing in monetary assets of short-term nature. Short-term funds up to
one year and for financial assets that are close substitutes for money are dealt with in
the money market. Money market instruments have the characteristics of liquidity (quick



conversion into money), minimum transaction cost and no loss in value. Excess funds Financial Market
are deployed in the money market which in turn are availed of to meet temporary shortages

of cash and other obligations. Money market provides access to providers and users of

short-term funds to fulfil their borrowings and investment requirements at an efficient

market clearing price. It performs the crucial role of providing an equilibrating mechanism NOTES

to even out short-term liquidity and in the process, facilitating the conduct of monetary
policy. Short-term surpluses and deficits are evened out. The money market is the major
mechanism through which the Reserve Bank of India (RBI) influences liquidity and the
general level of interest rates. The RBI’s interventions to influence liquidity serve as a
signalling device for other segments of the financial system.

The Indian money market was segmented and highly regulated and lacked depth
till the late 1980s. It was characterized by a limited number of participants, regulation of
entry and limited availability of instruments. The instruments were limited to call (overnight)
and short notice (up to 14 days) money, interbank deposits and loans and commercial
bills. Interest rates on market instruments were regulated. Sustained efforts for developing
and deepening the money market were made only after the initiation of financial sector
reformsin early nineties.

Characteristics of Money Market

The money market is a wholesale market. The volumes are very large and generally
transactions are settled on a daily basis. Trading in the money market is conducted over
the telephone, followed by written confirmation from both the borrowers and lenders.

There are a large number of participants in the money market: commercial banks,
mutual funds, investment institutions, financial institutions and finally the RBI. The RBI’s
operations ensure that the liquidity and short-term interest rates are maintained at levels
consistent with the objective of maintaining price and exchange rate stability. The Central
bank occupies a strategic position in the money market. The money market can obtain
funds from the Central bank either by borrowing or through sale of securities. The bank
influences liquidity and interest rates by open market operations, repotransactions, changes
in bank rate, cash reserve requirements and by regulating access to its accommodation.
A well-developed money market contributes to an effective implementation of the
monetary policy.

9.2.2 Capital Market

The capital market provides long-term funds for corporates, central and state
governments.

Role and Structure of Capital Market

The capital market has sub-markets like debt market, equity market and derivative market.

e Fixed income securities of various types and features are issued and traded in the
debt market. Debt markets are therefore markets for fixed income securities
issued by Central and state governments, municipal corporations, government
bodies and commercial entities like financial institutions, banks, public sector
undertakings, public limited companiesand structured finance instruments.

= [n the equity market, variable income securities like equity shares are issued and
traded. Equity shares are issued by the companies and financial institutions.

e Inthe derivative market, financial products and commodity based derivatives like
options and futures are traded. Commaodity options and futures on precious metals,
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oil and agricultural products are traded on the commodity exchanges. Financial
product derivatives like stock options and futures, stock index futures and options,
and interest rate futures are traded on the stock exchanges.

Equity and debt instruments are issued in the primary market. The primary market
is also known as new issue market. An already listed company or unlisted company can
make a fresh issue of securities to the public. The primary market has no physical
location. Ahost of intermediaries like lead manager, registrar, underwriter, custodian and
depository are involved in the primary market. SEBI regulates the new issue market.
Under SEBI guidelines, no company shall make a public issue or right issue of debt
instruments (whether convertible or not) unless credit rating is obtained from at least
one credit rating agency registered with SEBI. The issuer also has to prominently display
the ratings in all the marketing literature and advertisements related to the particular
debt instrument. The issued securities are listed in the stock exchanges.

Stock exchanges are the backbone of both the equity and debt markets. The
issued securities are listed in the stock exchanges. The secondary market provides a
trading place to buy and sell the securities already issued. Italso provides liquidity to the
initial buyers in the primary market to re-offer the securities to any interested buyer at
any price, if mutually accepted. An active secondary market promotes the growth of
primary market and capital formation because investors in the primary market are assured
of a continuous market and can liquidate their investments. The secondary market consists
of 23 stock exchanges including the National Stock Exchange (NSE), Over-the-Counter
Exchange of India (OTCEI) and Inter Connected Stock Exchange of India Ltd. (ISE).

Foreign Exchange Market

The foreign exchange market is the market for foreign currencies. Foreign currency
transactions take place in the case of exports, imports, capital movement, interest and
repayment of loans. In the foreign exchange market, central-banking institutions,
commercial banks and merchant bankers act as dealers under the control of RBI and
Foreign Exchange Dealers Association of India (FEDALI). Star hotels, travelling agencies,
individuals and institutions are permitted to act as money changers under the provisions
of RBl and FEDAII.

Characteristics of an Efficient Financial Market

An efficient financial market leads the economy towards efficient use of factors and
allocation of factors for socially productive purposes. An efficient financial market has
the following features.

e Operational efficiency: Efficient market structure and their linkages minimize
the administrative and transaction costs of transfer of funds.

e Information efficiency: All the available information is absorbed by the prices
of securities. The quickness with which the prices reflect all the relevant information
indicates the information efficiency. The probability of getting an abnormal profit
ismuch limited in a perfect market.

e Valuation efficiency: In an efficient market, the market price of the security
should be equal to its intrinsic value. The true economic worth of the asset is its
intrinsic value. In a perfectly competitive market, the price of an asset reflects its
intrinsic value.

e Hedging efficiency: Efficient market provides hedging facilities to reduce risk.
Hedging lowers the risk of incurring loss. Options and futures markets provide
hedging facilities.
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4.3 PRIMARY AND SECONDARY
MARKET FORSECURITIES

Stock market or securities market is a market where securities issued by companies in NOTES
the form of shares, bonds and debentures can be bought and sold freely. The components
of stock market are primary market and secondary market. Primary market or new
issues market is concerned with the issue of new securities.

Features of Primary Market

The features are as follows:

e Itisamarket for long-term capital where the securities are sold for the first time.
Hence, it isalso called New Issue Market (N1M).

e Funds are collected and securities are issued directly by the company to the
investors.

e Primary issuesare carried out by the companies for the purpose of inception and
functioning of business.

Benefits of Primary Market

The benefits are as follows:
e Company need not repay the money raised from the market.
e Money hasto be repaid only in the case of winding up or buyback of shares.

e Thereisno financial burden, because it does not involve interest payment. If the
company earns profit, dividend may be paid.

o Better performance of the company enhances the value for the shareholders.
e Itenablestrading and listing of securities at stock exchanges.

e There isgreater transparency in the corporate governance.

e Ifthe company performs well; the image of the company brightens.
Disadvantages of the Public Issues
The disadvantages are as follows:

e Itisatime consuming process involving the fulfillment of legal formalities.

e Itisexpensive and many intermediaries are involved in it. It necessitates constant

adherence to listing of agreements and legal requirements.
e Cornering of shares and hostile takeover may take place.

e Speculative trading of the company’s equity affects the reputation of the company.
Types of Issues
Issues are classified into three types:
e Public Issue

When acompany wants to raise capital by issuing shares to general investors, the process
is generally called public issue of shares or a primary market issue. Public issues can be
further classified as:
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= [nitial public offering
e Follow-on public offering
e Fast-track issue

Initial Public Offering

Ifthe company is a new entrant to the capital markets, the issue made by such acompany
is called Initial Public Offering (IPO). In other words, if the company makes the public
issue for the first time, itis an IPO. These issues are listed and traded on stock exchanges
as specified in the offer documents.

Follow on Public Offering (FPO)

If a company whose shares are already listed on a stock exchange, issues shares, such
an offering is called a further public offering. These are also called follow-on public
issues. Sometimes, the term IPO is interchangeably used with FPO. Listing or continuous
listing has to be satisfied by the FPO company. In 2006-2007, out of the 85 public issues,
77 were IPOs and the remaining were FPOs.

Fast-track Issue

The fast-track system introduced by SEBI in November 2007, was suggested by the
SEBI’s Primary Market Advisory Committee (PMAC). In the Fast-Track Issue (FTI),
well established and compliant listed companies need to make only rationalized disclosures,
rather than comprehensive ones, for follow-on public offers and rights issues. The
compliant company here means the company which complies with the required rules
and regulations. Provisions of the fast-track issue are on the lines of the well-known
seasoned issuers model of the US. This facility is available to the companies that are
listed on the Bombay Stock Exchange (BSE) or the National Stock Exchange (NSE) for
at least three years.

Companies eligible for a fast-track issue of shares must have an average market
capitalization of = 10,000 crore of public shareholding for a period of one year. The
trading on the securities market should constitute at least 2 per cent of the total listed
shares of the last one year. No prosecution proceedings or show-cause notice issued by
SEBI should be pending against the company, its promoters or whole-time directors.

e Preferential Issue

Listed companies issue securities to a select group of persons under section 81 of the
Companies Act, 1956. The select group may be financial institutions, mutual funds, or
high net worth individuals. It is not a rights issue or a public issue. The issuer company
has to comply with the Companies Act and SEBI (Disclosures and Investor Protection)
guidelines regarding the preferential issue. This helps the companies to raise capital
quickly as compared to the public issue. The use of PAN has been made mandatory for
preferential allotment of shares, as in the case of most of the transactions in the capital
markets.

e Rights Issue (RI)

It means an issue of capital to be offered by the company to its existing shareholders
through a Letter of Offer, under section 81(1) of the Companies Act, 1956. In simple
terms, a listed company issues fresh securities to its existing shareholders only. The
rights are offered in a specificied ratio to the number of securities held prior to the issue



by the shareholder. The ratio is fixed on the basis of the capital requirement of the Financial Market
company. The stake of the existing shareholders is not diluted in the right issue. When
the right issue size ismore than ~ 50 lakh, the company has to file a draft offer document

with SEBI for observations. SEBI’s observation letter is valid for three months.

Right issues are seen as a way to reward the company’s shareholders as the NOTES

issue of new shares is normally made at a price which is lower than the current market
price. Indian companies raised over - 14085 crore through various right issues in 2007.
The Tata Group had announced a mega right issue of about = 9,134 crore in November
2007.

Stock market has two components: the primary market and the secondary market.
Primary market is a channel for the sale of new securities whereas secondary market
provides a platform for sale of the already issued and listed securities. It has been
defined as, “abody of individuals, whether incorporated or not, constituted for the purpose
of assisting, regulating and controlling the business of buying, selling and dealing in
securities’. It helps the market participants to adjust their holdings in response to their
risk and return perspective. However, both the markets are interdependent and
inseparable.

Features of a secondary market

The features are as follows:

e Trading of securities in the secondary market does not provide any funds to the
company.
e The investors as well as the speculators trade in securities.

e Securities of listed public limited companies are traded on a recognized
stock-exchange.

e Secondary market provides liquidity to the investors.
e The market prices in the secondary market reflect the investors’ perceptions of a
company’s performance.

Market Segments

The secondary market has the following three segments.

e Capital Market (CM) segment where equity, preference shares and warrants are
traded.

e \Wholesale Debt Market (WDM) segment where state and Central Government
securities, T-bills, PSU bonds, corporate debentures, commercial papers, certificate
of deposits, mutual funds etc., are traded.

e Futures and Options (F and O) segment where derivatives based on equity and
indices are traded. Index option, index futures stock options and stock futures are
bought and sold in this segment.

Participants

Participants of the secondary market mainly consist of:
e |nvestors
e Market intermediaries
e Regulatory bodies
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Investors
The investors can be broadly classified into:
e Retail Investors

They are individual investors with a limited access to funds. They park their surplus
funds in securities to earn returns. Equity investment is considered to be high risk high
return proposal as compared to other investment instruments like fixed deposits and
post-office savings schemes. The term ‘High Net worth Individual’ (HNI) is used to
refer to individuals and families who are affluent in their wealth holdings and consequently
have a higher risk profile. It is a relative term and its meaning is different in different
financial markets and regions.

e Foreign Institutional Investors (Fl1s)

They are venture capital funds, pension funds, hedge funds, mutual funds and other
institutions registered outside the country of the financial market in which they take an
investment exposure. They are allowed to invest in the primary and secondary capital
markets in India through the Portfolio Investment Scheme (P1S). Under this scheme,
Flls can acquire shares/debentures of Indian companies through the stock exchanges in
India. They have to be registered with SEBI.

The ceiling for the overall investment for Flls is 24 per cent of the paid up capital
of the Indian company. In the case of public sector banks, including the State Bank of
India, the limit is 20 per cent of the paid up capital. The ceiling of 24 per cent for FIIs’
investment can be raised up to sectoral cap/statutory ceiling, subject to the approval of
the board and the general body of the company passing a special resolution to that
effect.

The number of Flls registered with the Securities and Exchange Board of India
(SEBI) has doubled to 1,050 between March 2001 and June 2007. The Indian capital
market has attracted many global majors like HSBC, Citigroup, Merrill Lynch, Crown
Capital, Fidelity, Goldman Sachs, Morgan Stanley, UBS, Capital International and ABN
Amro. FlIs have gained a lot of importance as market participants as they invest huge
sums of money. They are often instrumental in giving direction to the stock market
movements in the short term.

Stock Market Review

Robust economic growth and strong fundamentals of the corporates made the Flls to
show interest in the stock market in 2007. Foreign investors choose India as one of their
top investment destinations. India posted a relativity higher GDP growth (9.6 per cent)
among the emerging economies. The market experienced large inflows from foreign
institutional investors and wider participation of domestic investors’ particularly institutional
investors. FII’s have invested a large amount of - 7606510 crore in 2007.

The appreciation of value of rupee by more than 12 per cent in 2007 created a
natural hedge for FII’s investments. This was one of the reasons for the market rally in
that year taking the Sensex and Nifty to a record index levels of over 20,000 and 6,000,
respectively. However, this rupee appreciation adversely affected exporters and IT
companies. The effect was seen in the falling values of SCRIPS of these companies.
Yet the year 2007 belonged to the bulls.



FllIs were net buyers in ten out of twelve months in 2007. They turned net sellers Financial Market
in the rest, mainly to make up the losses on account of the sub-prime crisis in the US
economy. Flls had pulled out an estimated $13 billion from the stock market in 2008. It
means that the Flls had withdrawn nearly three-fourth of over $17 billion invested in this
year. NOTES

The sub-prime crisis in the US resulted in a decline of more than 2000 points from
the Sensex on two days on 21 and 22 January, leading to a massive erosion of over 6
trillion in investor’s wealth. The housing boom in the US market led many of the mortgage
banks to disburse loans to many sub-prime (less credit worthy) borrowers. When recession
set in the economy, many borrowers defaulted and mortgage banks made huge losses.
The Citigroup wrote down billions of dollar, which made the global stock market nervous.
Bear Stearns was the first mortgage bank to declare losses on mortgage lending in
March 2008. The institution was sold to JP Morgan Chase. After that Fannie Mae and
Freddie Mac were other two mortgage banks which reported loss. Followed by these
institutions, collapse of Lehman Brothers and Merrill Lynch brought uncertainty to the
Indian stock market. Lehman Brother holdings amounted to about = 1000 crore as on 30
June 2008. Lehman’s holding were concentrated mostly in the mid and small-cap stocks.
Merrill Lynch and AIG had their presence felt in the Indian mutual fund industry. Thus
the global crisis affected the market pushing the Sensex level below 10,000. The movement
of Sensex is given in the next figure:

A

v

M e

Fig. 9.1 Movement of Sensex

The Sensex reached all time low of 8198 on 5 March 2009 lowest since 2
November 2005. Even the US benchmark Dow Jones finished below 7000 on 2 March
2009 for the first time since 7 May 1997. The market breadth was weak with declines in
1,686 stocks and advances in only 699 stocks. Bankex, the banking index fell by 4.15 per
centat 3728.22 and in the NSE Bank Nifty lost 3.92 per cent at 3446.35. The continuous
cut in interest rates, which pressures margins, asset quality worries and slowdown in
credit offtake have been major concerns of the bank stocks.

The major reasons cited for the fall in Sensex are:
e Fllswere net sellers. They sold equities for - 591 crore on 5 March 2009.
< \Weak European markets

e Fall in the value of rupee (the rupee lost 0.25 paise against the dollar on 5March
2009. The rupee touched a low of 52.18 in day trade)
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« \Widening fiscal deficit at 6 per cent of GDP

< Announcement of $62 billion loss for the fourth quarter of 2008-09 by the insurance
major AlG

e Reported 70 per cent drop in the earnings for the year 2008 by the banking major
HSBC

« IMF's cut in the prediction of global growth to 0.5 percent in 2009 from an earlier
prediction of 2.2 per cent.

4.4  TREASURY BILL MARKET

Treasury bills are short-term (up to one year) borrowing instruments of the government.
In other words, these are short-term rupee-denominated government securities, i.e.,
promissory notesissued by the government. Since the government guarantees the payment
of the treasury bills, they are more liquid than the trade bills. They are like zero-coupon
bonds. They do not pay interest prior to maturity; instead they are sold at a discount on
the par value to create a positive yield to maturity. Treasury bills are considered by many
to be the most risk-free investments. The Bank of England first issued treasury bills in
1877. In India, these were first issued with an aim at mobilizing resources for the first
world war and mop excess liquidity in the economy due to the heavy war expenditure.

Issuing Authority

Originally, the government used to issue the treasury bills directly. They were sold through
the tender method and the periods of maturity were three months, six months, nine
months and twelve months. In 1935, the Reserve Bank of India took over their issue. Till
1950, state governments occasionally issued treasury bills.

Characteristics of Treasury bills

The characteristics of treasury bills are as follows:
e Treasury bills have a short-term maturity period
e Theyare highlyliquid in nature
e Theirdefaultrisk is absent
e Theirtransaction cost is very low

e Theyareregularly available (The RBI auctions them on weekly and
fortnightlybasis)

e Theiryieldisassured

e Theyare eligible for inclusion in securities for Statutory Liquidity Ratio
(SLR)purposes

e Theircapital depreciationisnegligible
9.4.1 Types of Treasury Bills

After the establishment of RBI, the periodicity of the treasury bills was changed according
to the financial needs and maturity policy of the RBI. Table 9.1 gives a chronology of
treasury bills of various maturities introduced and discontinued subsequently.



Table 9.1 Treasury Bills—Chronology of Development

Type of T-hill Introduced Discontinued
91-day T-hill on Before 1950s Mid-1950s
weekly auction

91-day ad-hoc T-bill Mid-1950s April 1997
91-day T-bill on tap Mid-1950s March 1997
182-day T-bill on November 1986 April 1992
weekly auction

14-day T-hill on April 1997 May 2001
weekly auction

365-day T-bill on April 1992

fortnightly auction

91-day T-hill on January 1993

weekly auction

182-day T-bill on Re-introduced in May 2001

weekly auction June 1999
182-day T-bill on Re-introduced in
weekly auction April 2005

Source: RBI statistics on government securities market 1 August 2007
1. 14-day treasury bill

This treasury bill was introduced in May 1997, on an auction basis. The objectives of
introduction of 14-day treasury bills are to meet the cash management needs of various
segments of the economy and facilitate the emergence of a comprehensive yield curve.
These 14-day T-bill are different from the 14-day intermediate treasury bills. The former
were issued through auctions on weekly basis. During 2001-02 the total issues aggregated
to 1100 crore with 64 per cent being allowed to competitive bids. These bills were
discontinued after 14 May 2001.

However, the latter was mainly introduced for investing the surplus funds of state
governments, foreign central banks and other specified bodies. They were issued at a
discount rate, equivalent to the ways and means advances to the Central Government.
They were transferable and not issued through auctions.

2. 91-day treasury bill

Since 1932, treasury bills with a maturity of 91-day have been introduced. There are two
types of 91-day T-bills, i.e., ordinary and ad hoc. The ordinary T- bills were issued on tap
basis at the discount rates varying between 2 to 5 per cent, and 4 to 6 per cent. Under
the tap sale, bills can be purchased on any day of the week. The actual rate of discount
is not subject to fluctuations like the weekly auctions. The main purpose of this bill is
essentially to park its surplus funds. However, the Tap T-bills were discontinued with
effect from 1 April 1997 and uniform price auction method was introduced. In the tap
issue, after the initial primary auction of a security, the issue remains open to further
subscriptions. The period for which the issue remains open may be time specific or
volume specific. They are now auctioned on weekly basis.

3. 182-day treasury bill

The 91-day T-billswere not able to smoothen the short-term liquidity requirement. Further,
the money market has to be widened to provide outlets for the surplus funds. For this
purpose, 182-day T-bill was introduced in November 1986 and was auctioned on a
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fortnightly basis from 1988. However, the issue of 182-day T-bill was discontinued in
April 1992. The 182-day T-bills were reintroduced on 26 May 1999, and notified amount
remained constantat = 100 crore at the fortnightly auctions. The yield at cut-off price
has remained stable at about 10 per cent. During 2001-2002, a notified amount of
~ 300 crore was fully absorbed by competitors’ bids with no devolvement on the RBI.
However, the issue of these bills has been discontinued from 14 May 2001.

4. 364-day treasury bill

InApril 1992, the 182-daytreasury bill was discontinued and 364-day T-bill was introduced.
The auctions are held at fortnightly basis. The 364-day T-bills are a flexible yield or
variable yield instrument. The discount rates quoted by the market participants determine
the rate of return. The 364-day bill became a safe avenue for investors and the auction
of bill received a good response from the market participants. The bill offers short-term
investment opportunity for the bank and other market participants. This bill could not be
rediscounted with the RBI. The non-competitive bidders were allowed to participate
from 1999 in the auction of 364-day T-bill.

5. Ad hoc Treasury bills

These were created in favour of RBI. It was a standing arrangement to provide the
Central Government with enough funds to restore its working balance. These were
phased out over a period of three years, i.e., from 1994-95, 1995-96, and 1996-97. At
any time of the financial year, the net issue of the ad hoc treasury bills should not exceed
~ 9000 crore for more than three continuous working days. The system of ad hoc T-bills
was totally discontinued in 1977, and the existing bills were converted into special securities
with out any specific maturity period.

Size of the Treasury Bills

The minimum denomination of 91-day treasury billsis” 25000, i.e., the minimum amount
of bids for the 91-day treasury bills are to be made for a minimum amount of
~ 25000 and in multiples thereafter. The notified amount for the 91-day treasury bills was
~ 250 crore but the amount has been increased to ~ 1000 crore from December 2002.

The minimum amount of the 365-day treasury billsis ~ 10,00,00. The bidding of
treasury bills normally takes place in multiples of ~ 1 crore.

Auctions

While 91-day T-billsare auctioned every week on Wednesdays, 182-day and 364-day T-
bills are auctioned every alternate week on Wednesdays. The Reserve Bank of India
issues a quarterly calendar of T-bill auctions which is available at its website
(www.rbi.org.in). Italso announces the exact dates of auction, the amount to be auctioned
and payment dates by issuing press release prior to every auction. The following table
shows this.

Table 9.2 Auction Dates and Payment Dates

Type of T-bill Day of auction Day of payment*
91-day Wednesday following Friday
182-day Wednesday of non-reporting week following Friday
364-day Wednesday of reporting week following Friday

* |f the day of payment falls on a holiday, the payment is made on the day after the holiday.



Price based or French auction Financial Market

Under this method, all bids equal to or above the cut-off price are accepted. However,
the bidder has to obtain the treasury bills at the price quoted by him. This results in
differential price for different bids. Those who have offered higher prices in the bids NOTES
have to pay more. This is known as ‘winners curse’.

For example, the RBI conducted an auction to sell 91-day T-bills on 23 May 2007.
The notified amount for the auction was ~ 20 billion out of which ~ 15 billion was an
amount of MSS (Market Stabilization Scheme). At a multiple price-based auction, RBI
received 66 bids worth = 53.24 billion for the bills. However, it accepted only forty-five
bids for the notified amount. The cut-off price determined at = 98.13, offered a ytm
(yield to maturity) of 7.6435 per cent. The weighted average price worked out to -
98.14.

Uniform price based or Dutch auction

Under this system, all the bids equal to or above the cut-off price are accepted at the
cut-off level. However, unlike the multiple price based method, the bidder obtains the
treasury billsat the cut-off price and not the price quoted by him. This method isapplicable
in the case of 91-day treasury bills only. The RBI has done away with the system of
Dutch auction, w.e.f., 8 December 2002 for the 91-day treasury bill.

The auction of treasury bills is done only at Reserve Bank of India, Mumbai. Bids
are to be submitted on Negotiated Dealing System (NDS) by 2:30 pm on Wednesday. If
Wednesday happens to be a holiday, then the bids are submitted on Tuesday. Bids are
submitted interms of price per - 100. For example, a bid for 91-day treasury bill auction
could be for  97.50. Auction committee of Reserve Bank of India decides the cut-off
price and the results are announced on the same day. Bids above the cut-off price
receive full allotment; bids at cut-off price may receive full or partial allotment, and bids
below the cut-off price are rejected.

Partial pro-rata allotments are made to bids submitted at cut-off prices. The
weighted average of the successful bids is calculated and allotments are made to non-
competitive bidders like state governments and pension funds.

The notified amount is not fixed in the case of 365-day treasury bills. Bids are
accepted on the basis of the yields that are bid for. There is no limit to the bid size. The
bids must be quoted on a price basis with a precision of two decimal points. In 364-
treasury bills, the bid amount has to be deposited within forty-eight hours. Purchase and
sale of treasury bills takes place through subsidiary general ledger (SGL) account. The
RBI maintains the SGL for investors like commercial banks, Discount and Finance House
of India (DFHI), Securities Trading Corporation of India (STCI) and other financial
institutions. If an investor does not have the facility of a SGL account, he may operate
through the DFHI.

Payment

Payment by the allottees at the auction is required to be made by debit to their custodian’s
current account.

Purchase method

T-billsauctions are held on the NDS and the members electronically submit their bids on
the system. Non-competitive bids are routed through the respective custodians or any
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Participants

All entities registered in India like banks, financial institutions, primary dealers, firms,
companies, corporate bodies, partnership firms, institutions, mutual funds, foreign
institutional investors, state governments, provident funds, trusts, research organizations,
Nepal Rashtra Bank and even individual treasury bills are the participants.

Provident funds can participate in all the T-bill auctions either as competitive
bidders or as non-competitive bidders. Participation as non-competitive bidders means
that provident funds need not quote the price at which they desire to buy these bills. The
Reserve Bank allots bids to the non-competitive bidders at the weighted average price
of the competitive bids accepted in the auction. Allocations to non-competitive bidders
are in addition to the amount notified for sale. In other words, provident funds do not
face any uncertainty in purchasing the desired amount of T-bills from the auctions.

In the purchase of treasury bills, investors who do not have SGL account facility
can buy it through the DFHI. DFHI keeps the treasury bills on behalf of their clients,
pays the investor and collects the proceeds on the maturity day. Treasury bills can be
purchased from DFHI at the DFHI counters by providing a cheque drawn on the RBI
for the purchase price. DFHI provides the duly completed and signed SGL transfer form
to the investor. If the investor wishes to sell, he has to tender a duly completed SGL
transfer form at the DFHI counter. In return, a cheque drawn on the RBI is given by the
DFHI. The treasury bills are not popular with corporate entities and the public. The
commercial banks and RBI account for about 90 per cent of the holdings of the treasury
bills.

Yield on Treasury Bills

The yield of a T-bill is determined by the rate of discount at which a particular T-bill is
sold. The yield depends on the rate of discount, period of maturity and the issue price.
Theyield ona T-bill can be calculated with the help of the following formula:

VP L399 100
N

D=

D =discount

Fv =face value or nominal value or redemption value of T-bill.

P =purchase price or issue price of T-bill

N =maturity in days of T-hill.

Example: If the 91-day T-bills were issued at a fixed price of - 97.50 for face value
of ~ 100, the discount rate will be:

Discount =100+ 975, 360 » 100 = 9.89%.
100 91
Coupon equivalent can be found as follows:
Couponequivalent="" —F . 365 100~ 97.5 365
P N 97.5 91
=10.28%.

Effective yield also can be calculated as follows:

(1+ FV+ PypS/N.
= =100

P



_ (1+100- 97.585/%1 .
B 97 .5

= (1.02564) %™ — 1 x 100 = (1.1068 — 1) x 100
=10.68%

T-bill Index

+ 100

The need for T-bill index was felt because of the growth of secondary market operations
and the increasing interest of the market participants to park their surplus funds in short-
term treasury bills. T-bill index helps to measure the returnsto the investors. The available
T-bill indicesare:

(a) JPMorgan Indian T- bill index
(b) NSET-billindex
(c) CCILT-billindex

JPMorgan India Treasury bill index is the first treasury bill index introduced by JP
Morgan Indiain April 1996. It usesall the trades in T-bills. NSET-bill index was introduced
in1997. The construction of this index is based on zero-coupon yield curve methodology.

The CCIL T-bill index is built by Clearing Corporation of India Ltd. The index is
based on individual T-bill trades of face value of ~ 50 million or more. The CCIL has
constructed two indices. CCILEqual Weight T-bill index and CCI Liquidity Weight T-bill
index. The latter is constructed because the maturity period affects the liquidity of the
bills. Some maturity buckets are more liquid than the others. Maturity buckets are different
time intervals (for example, 1-14 days, 14-90 days, 91-180 days and 181-365 days), in
which the value of a particular T-bill is placed depending upon its residual maturity.
Hence, the trading volumes of T-bills with different maturity buckets are taken as weights
for calculating the index. The weights are reviewed every month according to the trading
volumes. The index time series data are available from 1 January 2004.

9.4.2 Advantages of Treasury Bill Market

Atreasury bill isamajor money market instrument. The issuer (the Central Government)
and the market participants like banks and financial institutions are benefited by the
treasury bills.

Advantages to Government

The RBI issues treasury bills on behalf of the government. These help the government
to raise short-term funds to meet the temporary budget deficit, mop the excess liquidity
in the economy and ease the pressure of inflation. Investors other than the RBI purchase
the treasury bills but they cannot be monetized.

Advantages to Market Participants

1. Treasury bills are liquid in nature. DFHI offers two quotes every day, which
makes the investors sell and purchase the treasury bills with ease as there is
certainty in terms of availability, entry and exit.

2. They can be discounted with the RBI. RBI also provides refinance facility against
them. Thus, market for the treasury bills is readily available.

3. They provide safety regarding the payment of interest and the repayment principal.
These being sovereign papers, there is zero default risk. Treasury billsare one of
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the eligible securities to be held by commercial banks for statutory liquidity
requirement (SLR). While maintaining the SLR requirement, the banks can earn
the interest income from the treasury bills. This is one of the reasons for the
commercial banks to invest in the treasury bills.

4. They are available on weekly and fortnightly auctions. The time mix of the
investment can be planned properly by buying treasury bills of different maturity
dates. Itis ideal for fund management particularly for short-term tenors of less
than fifteen days.

5. They can be parked in the constituent SGL account with the Discount and Finance
House of India itself till maturity or resale. These transactions are hassle free.
There is no need to handle securities in the physical form. There is transparency
in operations as the transactions are put through the Reserve Bank of India’s
SGL orthe client’s giltaccount only.

6. Investment in treasury bills provides a hedge against the interest rate fluctuations
and volatility of call loan market.

7. They ensure better returns especially in the short-term and market related yields.
The yield on 364-day treasury bills is issued as a benchmark for several floating
rate bonds issued by the public sector undertakings and financial institutions and
the RBI issued Floating Rate Bonds (FRBSs) of four-year maturity with half-
yearly couponrates. The coupon rate was linked with the yield on 364-day treasury
bills plus a margin of 1.25 per cent. However, the floor coupon rate was 13 per
cent.

8. High degree of tradability and active secondary market facilities are available.
Two way quotes are offered by primary dealers for purchase and sale of treasury
bills.

9. Buy-back transactions for surplus treasury bills are available whenever there is a
temporary difficulty for funds. However, the transactions can be reversed once
the financial need is met. These transactions are available only for treasury bills.
Treasury billsare also eligible for repo facilities.

Reforms in the T-Bill Market

e The practice of automatic monetization of the Central Government budget deficit
through ad hoc treasury bills was eliminated with effect from 1 April 1997 and
Ways and Means Advances (WMA) scheme was introduced.

e The rate of interest on WMA is linked to the bank rate. Consequent upon this, the
outstanding ad hoc and tap treasury bills were converted and added to the stock
of special securities with the RBI, without any specified maturity, at an interest
rate of 4.6 per cent.

e Investors have the option to invest in 91-day, 182-day and 364-day treasury bills.

e To bring about more transparency in auctions, the RBI is now pre-announcing
notified amounts in auctions of treasury bills (91-day, 182-day, and 364-day) and
dated securities.

e Treasury billsare traded in the NSE and also through the brokers in the government
securities.
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Websites of many banks and financial institutions provide such information, ‘Through
our overseas branches and subsidiaries, we are very actively participating in financing
national and international trade bills by way of discounting the same. The bills under the
Letter of Credits (LCs) of most of the Indian as well as international banks can be
discounted at competitive rates with us.’

Factoring and Bill Discounting

Like factoring, bill discounting is also a short-term finance. Bills of account receivables
are discounted in bills discounting. However, the two financing arrangements of account
receivables are different from each other. The dissimilarities are given below.

Table 9.3 Differences between Bill Discounting and Factoring

Bill Discounting Factoring
1. Finance alone is provided Both finance and integrated receivables
management are provided
2. Advance is made against bills Advance is made against trade debt
3. Itis always with recourse It is with or without recourse
4. Charge is registered with Registrar of Owner of trade debt
Companies (ROC)
5. Individual transaction oriented Whole turnover-bulk finance is provided
6. Drawee has to accept the bill Notification is sufficient for acceptance and
all future transaction
7. It is not an off-balance-sheet mode of The non-recourse factoring provides an off-
financing balance-sheet mode of financing

Bill financing is an important mode of financing working capital requirements of
trade and industry. Discounting of bills by the banks ensures adequate flow of working
capital to the industry from the banks. While discounting a bill, the bank buys the bill, i.e.,
bill of exchange or promissory note before it is due and credits the value of the bill after
a discount charge to the customer’s account. The transaction is practically an advance
against the security of the bill and the discount represents the interest on the advance
from the date of purchase of the bill, until it is due for payment. Commercial bills are
short term in tenor, self-liquidating in nature and can be rediscounted at RBI.

Accordingto the Indian Negotiable Instrument Act, 1881, itisa written instrument
containing an unconditional order signed by the maker, directing a certain person to pay
a certain sum of money only to or to the order of a certain person or to the bearer of the
instrument. In simple terms, a bill of exchange is a freely exchangeable instrument
evidencing commercial transactions. This instrument evidences the liability to make
payment on a fixed date when goods are bought on credit. The term ‘good commercial
bill of exchange’ refers to a bill of exchange which exhibits a degree of creditworthiness,
since it bears the signature of two or three addresses who are regarded as being
solvent.
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Bill of exchange

The seller sells goods to the buyer. The buyer is not in a position to pay immediately and
the seller wants the payment to be made. In this case, the seller writes the bill of exchange
for a specified amount and period of maturity on the buyer. Thus, he draws a bill on the
buyer and is called drawer. The drawer takes the role of the creditor. The buyer is the
drawee. The seller sends the bill to the buyer for his acknowledgment in writing. The
buyer acknowledges his responsibility for the payment of amount specified in the bill.
The third party who is willing to assume credit risk can also sign the bill. Generally,
acceptance houses give acceptance for a fee after due diligence. This makes the bill
more secure. Now, the seller or the drawer can take the bill to any bank or financial
institution and discount it. Thereby he gets the payment. Difference between the bill
value and the actual amount is the discount charge.

Historical perceptive of bill market

Greeks were known to have used the bills for settling commercial transaction in the 4™
century BC. According to historical evidence, written document akin to the promissory
note was prevalent in 12th century AD in Italy. Bonds came in to existence before the
appearance of bills. Bonds had to be executed by a debtor before a court or public
notary to make it legal. It was time consuming and expensive. This led
to the invention of bills by the merchants. Abill was an informal document acknowledging
the debt. Then the document came to be transferred from one person to another. In the
course of time, it developed into a full fledged commercial and financial instrument.

The bills became negotiable during the sixteen century. The endorser of bills
became liable on debt represented by the instrument in order of its endorsement. The
endorsement gave a guarantee to the bill. However, it was in eighteen century in England
that full legal sanctity was accorded to the bill exchange. A bill of exchange as hundi
was used in India to finance the movement of agricultural produce in India. Hundies
were drawn and payable at sight (Darshan hundi) or payable after a stipulated period
mentioned in hundi (Muddati hundi). They were similar to the bill of exchange.
Indigenous bankers used these hundies to raise money, remit funds and finance inland
trade. Predominantly, Multani Shraff and Chattays dealt in hundies. Based upon the
creditworthiness of the indigenous bankers, the bills were discounted by the commercial
banks. With the structural changes that took place in the financial markets, hundies
lasted their predominance as a tool of financing trade. The growth of commercial banking
and financial institutions further paved the way for a more formal bill of exchange.

Features

e Three parties are involved in the bill exchange namely the drawer, the drawee
and the payee. The writer of the bill of exchange who directs to pay is the drawer.
The person, to whom the direction is given, is the drawee. The person to whom
the payment is made is the payee. In some cases the drawer and the payee may
be the same person.

The drawer or the payee may keep the bill of exchange and he is the holder of the
bill. If he endorses the bill, he is called the endorser. The person to whom the bill
is endorsed is called the endorsee. If the endorsement gives the name of any
person other than drawee who can be resorted in times of need, he is called the
drawer in case of need. If the bill is dishonored by non-acceptance or non-payment,
the drawee in need has to pay the committed amount.



e The sum payable and the person to whom it has to be paid is given in writing. Financial Market
« Conditional paymentis not possible inabill. It isan order to pay and not a request.
e The order to pay should be in legal tender.

= The bill of exchange should be signed by the drawer and presented to the drawee NOTES
for acceptance.

e Eventhough itisnot legally specified, the date, number, place and consideration
are written on the bill of exchange.

Direct discounting of bill

Letter of credit backed bill discounting and clean bill discounting are the convenient
modes of financing for domestic trade transactions. Banks and financial institutions
provide bill finance facility to its corporate/non-corporate clients. The facility of
purchasing/discounting of bill is made available to those parties who have sanctioned
limits for that purpose. Limits considered for purchase/discount of bills commensurate
with the business requirements of the borrowers based on the normal credit assessment/
appraisal.

In the fund based bill finance facilities, post-sale credit against bills is offered as
follows:

e Purchase of bills drawn under LC or confirmed order.
 Discounting of usance bills drawn under LC or confirmed order.
o Negotiation of documents under LC.

Assistance would be 100 per cent of the total value including insurance, taxes and
freight. Interest rate/discount rate would be as prevalent at the time of discounting of
bills, depending on monthly/quarterly/half-yearly/yearly payments and according to
temporal profile of bills.

In the case of usance bills, normally the usance period should not exceed ninety
days, unless otherwise specifically permitted, as in the case of foreign documentary
usance bills, in which case usance period is extended up to a maximum of 180 days. In
the case of demand documentary bills, documents of title to goods should be of a recent
date, covering consignments of approved goods in which the customer deals in and
drawn on places to which the customer usually consigns goods. The borrower has to
deal with the same commodity/goods represented by bills and not others.

Discounting of export bills

After submission of the export documents, the exporter requests the bankers to purchase/
discount the export bill. The bankers will convert the entire bill amount taking the spot
buying rate prevalent on the date of purchase and the premium for the tenor. In case
there is any outstanding amount in the packing credit account, the transit period of the
bill and the total bill amount will be adjusted to the packing credit account, else it will be
credited to the exporter’s current account. All the exporters are eligible to cover their
bills drawn under letters of credit and non-credit bills under sanctioned limits in the bill
rediscounting scheme.

Interest rate

The rate of interest is determined by the respective bankers, as per RBI directives. The
interest rates charged by the banks depend on the tenure, amount, the letter of creditand
the ratings of the borrower, e.g., Bank of Baroda charges for bills outside letter of credit
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having tenor of more than one hundred and eighty days but up to one year 1.50 per cent
above benchmark prime lending rate, i.e., 14.00 per cent p.a. whereas it charges 0.50
per cent above BPLR, i.e., 13.00 per cent for bills drawn under letter of credit of other
prime banks for the same tenure (Rate per annum w.e.f. 1 Jan 2009). The rates charged
by Vijaya Bank are also given below:

(Source: www. vijayabank.com)

(a) Rates for discount on bills covered by LC
(with effect from 12 Jan 2009)

DA up to 90 days BPLR-1=11.75%p.a.
Above 90 days to 180 days BPLR-0.50=12.25% p.a.
Above 180 days up to 270 days BPLR =12.75% p.a.

(exclusively for borrowers enjoying sanctioned bill discount limit)

(b) Discounting of bills other than mentioned under (a) above on standalone basis

DA up to 90 days BPLR =12.75% p.a.
Above 90 days to 180 days BPLR +1=13.75% p.a.
For the borrowers whose rating is done by Accredited Domestic Rating
Agencieswhose Risk weight is rated at 20% (lowest Credit Risk], concession
of 1% p.a. on the above applicable rate may be granted by the Competent
Authority

(c) Discounting of external bills
Post shipment credit—(Rupee)

Against DP Bills— Rupee Credit
(a) For Transit Period BPLR-2.50=10.25%
(b) Beyond transit period BPLR +2=14.75%

DA Bills - Documents are delivered on acceptance.
DP Bills - Documents are delivered on payment.

Importance of Bill Market

e Discounting of bills helps to meet the credit needs of trade and industry.

e Bills have the advantage of being self-liquidating in character because they mature
after a fixed period.

e Next to cash, call loans and treasury bills, discounted bills are highly liquid in
nature and backed by trade document.

e |t creates a culture of discipline in the mindset of borrowers, as they have to
honour the bills on the due date.

e Rediscounting facility is available for discounted bills. This helps the banks to
meet their short-term financial needs.

e Surplus funds of the banks and financial institutions can be profitably invested in
bills. The banks have to select bills with appropriate maturities to suit their financial
plans.

e Efficient functioning of the bill market provides flexibility in the money market
and banking system.


http://www/

Features of developed bill market

Awell-developed bill market has the following features:
« \Widespread culture of borrowing against commercial bills
e Presence of a large number of genuine trade bills

e Continuous and adequate supply of commercial bills in the money market and
high velocity of circulation.

« Commercial banks and financial institutions have the facility for acceptance of
billsat low cost.

« Commercial banksare ready to discount the bills and legal procedures are simple.
o Central bank is willing to rediscount the bills with minimum restrictions.

« Secondary market for commercial bills is developed to facilitate the rediscounting
of the bills by the banks.

e There isa high degree of financial discipline in the case of drawers and drawees
of the bills.

4.6 GOVERNMENT SECURITIES

The government’s requirement of funds for developmental and non-developmental
expenditure led to the origin of government securities market. Like any other body
corporate, the government also issues securities of different maturity dates. These
securities are traded in the debt market and serve as a benchmark for pricing of other
debt instruments. The funds mobilized through government and semi-government
securities are larger as compared to the funds mobilized by the industrial securities. The
market for government securities is larger than the industrial securities in the UK and
India, but notin the US.

Government Security (G-Sec)

A government security is a claim on the government and is commonly referred to as gilt.
British government entered the details of government securities in a book with golden
edges. This made the G-Secs to be called gilt edged securities. Public Debt Act defined
gilts as securities issued by the Central or state government. Abroader definition includes
the securities that are unconditionally guaranteed by the Central or state government.

All G-Secs in India currently have a face value of = 100 and are issued by the
RBI on behalf of the Government of India. G-Secs are normally coupon (interest rate)
bearing and have semi-annual coupon or interest payments with a tenure ranging from
five to thirty years. This may change according to the structure of the instrument. These
securities are generally issued in the form of entries in RBI’s Subsidiary General Ledger
(SGL). However, it can be issued in physical form for retail lots. Government securities
are highly liquid instruments available both in primary and secondary market.

Instruments

Most of the government securities were in the form of plain vanilla, i.e., fixed coupon
securities prior to 1990s. However, presently the coupon on such securities is announced
before the date of flotation. Specified coupon rate remains fixed during the term of the
security. The securities may be issued at par or at a discount and redeemed at par. Later
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on, the government issues a wide variety of bonds to meet the diverse funding and
hedging needs of its participants. Some of these are given below.

Dated Securities

These are issued at the face value. Generally, they have a fixed maturity period and
carry semi-annual coupons. Coupon or interest rate is fixed at the time of issuance and
remains constant till the redemption of security. The security is redeemed at par (face
value) on its maturity date. These securities are called dated securities because they are
identified by their date of maturity and the coupon, e.g., 11.03 per cent GOI 2012, isa
Central Government security which matures in 2012 and carries a coupon of 11.03 per
centwhich is payable half yearly.

Partly Paid Stock

Itis floated when the government does not need funds immediately. The first issue of
partly paid stock was made on 15 November 1994, for - 2000 crore with eight years of
maturity. Thereafter, it has been issued a few more times.

These are issued at the face value, but this amount is paid in instalments over a
specified period. Coupon or interest rate is fixed at the time of issuance and remains
constant till redemption of the security. The tenor of the security is also fixed. Interest/
coupon payment is made ona half-yearly basis on its face value. The security is redeemed
at par (face value) on its maturity date.

Floating Rate Bonds (FRBS)

Debt instruments that have variable coupon rates rather than fixed coupon rates but are
based on a predefined benchmark are known as floating rate debt instruments. For
example, the +1.50 per cent Floating Rate Bond (FRB) 2020 (the maturity year) means
that +1.5 per cent coupon will be over and above a benchmark rate. The benchmark
rate may be a six-month average of the implicit cut-off yields of 364-day treasury bill
auctions. If this average works out to be 6.50 per cent per annum, then the coupon will
be established at 6.50 per cent + 1.5 O per cent, i.e., 8.0 per cent per annum. Normally
FRBs (floaters) also bear a floor and cap on interest rates. Interest so determined is
intimated in advance before the semi-annual coupon payment.

Zero Coupon Bonds

These bonds bear no coupon payment. They are issued at a discount to the face value.
The discount provides the implicit interest payment. In effect, zero coupon bonds are
like long duration T-bills. RBI determines the cut-off price on the basis of the bids
received through tenders of the investors.

Embedded Bonds

Here, the bonds have call and put option. If the call option is specified in the notification,
the securities are repaid to the holder of the security, at the option of the government,
before the specified redemption date. However, if neither a call option nor a put option is
specified, the prefixed amount is repaid on the date as notified in the issue.

RBI issued a bond with call and put option in 2002, which is due for redemption in
2012, carries a coupon of 6.72 per cent and has call and put option after five years, i.e.,
inthe year 2007. In other words, the holder of the bond can sell it back (put option) to the
government in 2007 or the government can buy back (call option) the bond from the
holder in 2007. This bond has been priced in line with five year bonds.



Capital Indexed Bonds Financial Market

In these, G-Sec interest rate is a fixed percentage over the wholesale price index. This
provides investors with an effective hedge against inflation. These bonds were first
floated on 29 December 1997, on tap basis. The principal redemption is linked to the NOTES
Wholesale Price Index (WPI). They are issued at face value. Coupon or interest rate is
fixed as a percentage over the wholesale price index at the time of issuance. Therefore,
the actual amount of interest paid varies according to the change in the wholesale price
index. The tenor of the security is fixed. Interest/coupon payment is made on a half-
yearly basis on its face value.

Strips

Separate Trading of Registered Interest and Principal of Securities is known as STRIPS.
A conventional security is stripped into a number of zero coupon securities and is traded
separately. Such newly created securities are called STRIPS. For example, a five year
government dated security can be stripped into eleven zero coupon securities; ten carrying
half yearly coupons with maturities six months, twelve months, eighteen months and so
on and one carrying final redemption amount with a maturity of five years. A" 100 crore
gilt carrying a coupon of 10 per cent with 5 years maturity has a cash flow of 10 semi-
annual payments of ~ 5 crore each and repayment of principal of = 100 crore after five
years. Each of this eleven cash flows can be treated as a zero coupon instrument which
can betraded at varying yields. These eleven instruments are the STRIPS of the underlying
government dated security.

STRIPS help to expand the breadth of debt market, as one underlying security is
converted into eleven zero coupon securities. Increased supply of securities of various
maturities provides a continuous market and consequently improves liquidity. Since
STRIPS are issued at a discount, it is easy to arrive at the yield of these instruments.
When STRIPS are derived from gilts, they are free from default risk.

State Government Securities

State government securities are securities/loans issued by the Reserve Bank of India on
behalf of various state governments for financing their developmental needs. The Reserve
Bank of India auctions these securities from time to time. These auctions are of fixed
coupon, with pre-announced notified amounts for different states.

The Issuer

These securities are mainly issued by the Central Government, state governments and
semi government authorities like city corporations and municipalities. The Reserve Bank
of India mainly issues G-Secs on behalf of the Government of India. This forms a part of
the borrowing programs approved by the Parliament in the union budget.

Mode of Issue
The government securities are issued in two forms. These are:
Physical Form

Securities are issued in the form of a certificate. An investor can dematerialize the
physical certificate into an electronic mode.
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SGL Form

Itisissued in the account form. Account is maintained by the client with the RBI or any
other approved entity. Account is maintained in the SGL. SGL means Subsidiary
General Ledger. Investment made by the SGL entity on its own account is held in SGLI
account.Investments of all the constituents are held in the SGL-11 or CSGL account.

The Public Debt office undertakes the responsibility of issuing the gilt edged
securities. Issuing of government securities is notified through government notification
and press communique. Prospectus is not issued. The SEBI gives ano objection certificate
for the issue of government securities as a routine procedure. There are no separate
listing requirements for them, since they are deemed to be listed in the stock market.

The issue is kept open for two to three days. The applications for securities are
received at the RBI office and at the branches of State Bank of India. To enable the
subscription of new loans, RBI generally suspends the sale of existing loans till the
closure of the fresh loans. The government has the right to retain a certain percentage
of over subscription up to 10 per cent excess of the notified amount. In case the issue is
approximately subscribed to the issue amount before the date of closure, it will be closed.

In the case of state government securities, over subscription of one state
government can be transferred to another state government loan, which is open for
subscription. This can be carried out only with the option of the subscriber. The RBI
follows either one of the following trading practices.

Sale of G-Secs
The various modes of sale of G-Secs have been listed.
Auctioning

The Government of India notifies the auction of government securities. It also notifies
the amount, whether it will be a new loan or reissue of an existing loan. It also announces
whether the bidders have to bid for the price or the coupon (interest rate). Auctions for
government securities are either yield-based or price-based. In a yield-based auction,
the bidders submit bids in terms of the yield at which they are ready to buy the security.
In a price-based auction, the Reserve Bank of India announces the issue size (or notified
amount), the tenor of the paper to be auctioned, as well as the coupon rate. The bidders
submit bids in terms of the price. This method of auction is normally used in the case of
reissue of existing government securities.

The auction can be either a multiple price or a uniform price. In the multiple price
or French auction, participants get allotments at their quoted prices/yields. However, in
the uniform price or Dutch auction, all the participants get allotments at the same price.
For example, Government of Indiaannounced to sell (reissue) 7.50 per cent Government
Stock 2034 for a notified amount of ~ 2,000 crore through a price based auction using
multiple price method dated 31 December 2004.

The competitive bidders put in bids for the price or the coupon. Then the RBI
announces the cut-off price or yield on the basis of the bids received. Cut-off yield is the
rate at which the bids are accepted. Bids which are at higher yields than the cut-off yield
are rejected and the ones which are lower than the cut-off are accepted. Cut-off price
is the minimum price accepted for the security. Bids at prices lower than the cut-off are
rejected and higher than the cut-off are accepted. Coupon rate for the security remains
unchanged. Bidders who bid at higher than the cut-off price pay a premium on the



security, thereby getting a lower yield. Price-based auctions lead to finer price discovery Financial Market
than yield-based auctions. All successful bidders are allotted the securities auctioned
either infull or in part.

Non-competitive Bidding NOTES

The Reserve Bank of India announced a facility of non-competitive bidding in dated
government securities on 7 December 2001 for small investors. In non-competitive bidding,
the bidder is able to participate in the auctions of dated government securities without
having to quote the yield or price in the bid. Non-competitive bidding is open to individuals,
HUFs, firms, companies, corporate bodies, institutions, provident funds, trusts and any
other entity prescribed by RBI. As the focus is on the small investors lacking market
expertize, the scheme is open to those who:

e Do not have a Current Account (CA) or Subsidiary General Ledger (SGL) account
with the Reserve Bank of India

« Do not require more than ~ 1 crore (face value) of securities per auction

As an exception, Regional Rural Banks (RRBs), Urban Cooperative Banks
(UCBs) and Non-banking Financial Companies (NBFCs) can also apply under this
scheme in view of their statutory obligations. However, the restriction regarding the
maximum amount of one crore per auction per investor will remain applicable.

Non-competitive bids are allowed up to 5 per cent of the notified amount in the
specified auctions of dated securities. The reserved amount is within the notified amount.
Eligible investors cannot participate directly. They have to necessarily come through a
bank or Primary Dealer (PD) for auction. The minimum amount for bidding is~ 10,000
(face value) and in multiples of 10, 000. An investor can make a single bid through any
bank or PD under this scheme, in each specified auction. In case, the aggregate amount
bid is more than the reserved amount through non-competitive bidding, allotment would
be made on a pro rata basis. The non-competitive bidders pay the weighted average
price, which emerges in the auction.

Tap Sales

When the issue of the bonds is announced, a part of the issue is taken over by the RBI.
Gradually, the RBI sells the bond in the ensuing period. As the bonds are continuously
available, they are called ‘taps’. The closure of tap issue is also notified, e.g., 10.79
percent government stock with maturity in 2015, was issued on 19 May 2000 and was
closed on 23 May 2000. Sometimes, the tap issues are closed on the same day, e.g., on
2 July 1999, 11.90 per cent government stock was closed on the same day.

Grooming

The securities are issued in blocks with a single maturity date. If bonds are issued, the
Reserve bank of India buys it and gradually sells it in the stock market. Gradually, the
RBI repurchases the bonds through the stock market leaving a small portion to be
redeemed at the maturity date. This gradual purchase of bonds is called ‘grooming’.
This leads to a continuous process of issue and redemption.

Switching

In its open market operations, RBI purchases one security against the sale of another
security. Thisis called switching. This method helps the banks and institutions to improve
their yield on their investments on government dated securities. RBI fixes the annual
quota for each bank.
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Private Placement

The Central Government may also privately place government securities with Reserve
Bank of India. This is usually done when the Ways and Means Advance (WMA) is near
the sanctioned limitand the market conditions are not conducive to an issue. The issue is
priced at market-related yields. RBI may later offload these securities to the market
through Open Market Operations (OMO).

Open Market Operations (OMO)

Government securities that are privately placed with the RBI are sold in the market
through its open market operations. The yield at which these securities are sold may
differ from the yield at which they were privately placed with RBI. Open market
operations are used by the Reserve Bank of India to infuse or reduce liquidity from the
system. Whenever the RBI wishes to infuse liquidity in the system, it purchases
government securities from the market and whenever it wishes to suck out the liquidity
from the system, it sells government securities in the market.

Repayment

Government securities are repaid at par on the expiry of their tenor. Different repayment
methods are followed. For SGL account holders, the maturity proceeds are credited to
their current accounts with the Reserve Bank of India. For gilt account holders, the
bank/primary dealers receive the maturity proceeds and pay the gilt account holders.
For entities having ademat account with NSDL., the maturity proceeds would be collected
by their DP’s and they in turn would pay the demat account holders.

Market Players

All entities registered in India like banks, financial institutions, primary dealers, firms,
companies, corporate bodies, partnership firms, institutions, mutual funds, foreign
institutional investors, state governments, provident funds, trusts, research organizations,
Nepal Rashtrabank andeven individualsare eligible to purchase the government securities.

Banks, provident funds, insurance companies and financial institutions are the
main buyers and traders of gilts. These securities are bought by the banks to manage
their cash flows and meet their statutory obligations as per the RBI guidelines. Earlier
RBI used to hold a large quantum of central government securities. However, at present
ithas declined itto minimum.

9.6.1 Role of Government Securities Market
The role of government securities market can be explained as follows:
1. Tofinance developmental expenditure

It is considered appropriate to finance a part of the developmental expenditure through
issue of government securities. The increasing outlay in the successive plans cannot be
met only through taxation, surpluses of public undertaking and deficit financing, since
these sources of finances are also subject to certain limitations. Therefore, these sources
of finance have to be supplemented by borrowing a large scale from the public, banks
and other financial institutions.



2. To refund the existing loans

The issue of securities may be undertaken for refunding of the existing securities. This
may be for conversion or refunding of maturing securities and advance refunding of
securities that have not yet matured. The issue undertaken for repayment of the existing
loan is also known as reissue of loans. Refunding can be carried out by two ways, either
by selling new securities for cash settlement or by offering the right to exchange old
securities for new issues to the holders. The conversion and reissue of loans lengthens
the maturity structure of the government debt and reduces the cash repayment of the
loans.

3. To promote savings and investment

Investment in government securities has been recognized to be a very safe investment.
If an investor puts a part of his funds in government securities, which are safe yielding
assets, he can invest the rest of his funds in risky ventures, because he has already
invested in government securities. Government securities thus, provide a safe investment
outlet to the investors and enable them to contribute to the development of the economy
by investing these funds in the equity capital of the various industries.

4. To strengthen the debt market

The growth of government securities helps the development of the debt market. The
introduction of different types of securities like capital index bonds and floating rate
bonds has helped to establish an expanding debt market. The growth of the G-Secs has
also given birthto the gilt edged mutual funds. Issuing of securitiesis not only for securing
loans with a minimum interest rate but also for fostering the growth of the money and
capital markets.

5. Toimplement monetary policy

The issue of government securities provides an opportunity to make the monetary policy
an effective instrument of economic policy. The structure of interest rates of the
G-Secs influences the general interest rate structure of the capital market. Further, to
contain inflation, the bank liquidity has to be controlled. Through the change in the Cash
Reserve Ratio (CRR) and Statutory Liquidity Ratio (SLR), the banks are made to buy
the G-Secs. This affects the advances and liquidity of the commercial banks.

It helps the government to meet short-term and long-term fund requirement. It
assists the government to make payments to the international organizations like IMF,
World Bank, and Asian Development Bank. It also facilitates the conduct of the open
market operations effectively.

4.7 MARKETS FOR DERIVATIVES:
TYPES, USESAND PRICING

Financial Market

NOTES

Options, like futures, are also derivatives. An option is a legal contract, which gives the
holder the right to buy or sell the underlying asset, at a specified price, on a specified
date. Although it gives the holder the right to buy or sell the underlying asset, he is not
obligated to do so. This is the basic difference between option and futures. In futures,
the holder is obligated to sell or buy the underlying asset according to the nature of
contract entered into by both the parties.
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Two parties are involved in the options contract, a buyer and a seller. The buyer
who buys an option takes a long position. The seller who sells an option takes a short
position, i.e., he writes the option and is the writer of the option. The buyer is the holder
of the option. Physical certificates are not created when options are written. Book
keeping entry is the form of transaction in option trading. The underlying assets of the
optionsare; selected agricultural products, foreign currencies and stocks.

Call option

It gives the buyer the right to buy (call away) a specified underlying asset from the
option writer at a specific price at any time up to or on a specific date. Ifitisin the case
of stocks, the contract consists of the:

e Name of the company whose shares can be bought

« Number of shares to be bought (lot size)

e Exercise price or strike price of the shares at which the shares can be bought
e Expiration date, i.e., the date at which the right to buy expires

e Premium or purchase price

It can be explained clearly with an example. Consider ‘B’ and ‘C” who are willing
to signa call option contract. ‘B’ is the buyer of the call optionand ‘C” is the writer of the
call option. If we take the underlying asset as a share, then this contract allows B to buy
100 ICICI Bank shares for ~ 400 at any time during the next three months. Assuming
that ICICI Bank share is selling at ~ 350 per share on NSE, ‘B’ thinks that the share
price will rise in future. However, ‘C’ has a different opinion and believes that its stock
price will not rise above ~ 400 during the next three months. Ifthe price increases above
* 400, ‘B’ can call the shares, which means that he has the right to buy 100 ICICI Bank
shares. At the same time, if the price falls below = 400, he has the option of not
exercising the option, i.e., he may not buy the stock. What he loses is only the premium,
which he paid to the writer of the call option.

Put option

A put option gives the right to sell the underlying asset at the specified price on or before
the specified date. For example, X is a farmer who is not certain about the prices of
apples which are now ~ 400-500 per box. He fears that the price of apples would fall
below ~ 300 per box. The dealer too is not sure of the price, but is willing to have the deal
because in his opinion, the price would remain between = 320-350. The dealer writes the
option and the farmer buys it. The contract states that the dealer is willing to buy apples
per box at = 300 after three months. At the same time, if the farmer gets a better price,
he may not sell the apples. To compensate, the dealer asks for a token money and the
farmer pays it. If the farmer does not sell the apples, the token money is a loss to him
but he can sell the apples at a better price in the market. The farmer has no obligation
tosell. However, the dealer has the obligation to buy, if the apples are sold to him.

In the above example, the farmer would sell the apples only if the price falls
below ~ 300. He can walk out of the deal if the prevailing price is above = 300 and he
can sell itin the open market. Thus, puts have the following salient features.

e A put owner has the right to sell an asset at a certain price within the specified
period of time.

e Put owner who is the buyer of the put, is not obligated to sell. He has the choice
to exercise hisrightto sell.



e The seller of the put, i.e., the writer of the put has an obligation to buy. Financial Market
e Puts are very similar to having a sell position on an asset.

This can be further explained with the help of a stock market example. Assume
that ICICI Bank stock is sellingat = 390 and X purchases August put option with the
strike price of  400; thus paying a premium of - 10. The option will be exercised on the
expiry date if the spot price of ICICI Bank stocks on that date is less than = 400. Since
the options are cash-settled, the put holder receives the difference on exercising the
option. In case the price of ICICI stock is more than = 400, the put holder may not
exercise the option and would rather sell it at a higher price in the open market.

Assets of the Option

NOTES

The asset that can be bought and sold with an option is called an underlying asset or
underlying. Options are written on the following assets:

e Stocks

e Stock indices

e Foreign currencies

e Commodities

e Options on the futures, etc.

Option Terminology
The option terminology is as follows:
Position of the Option

The option may be at-the-money, in-the-money or out-of-the-money. When the strike
price is equal to the spot price of the option, it is known to be at-the-money in European
style option, which can be exercised only at the maturity date.

The call option is in-the-money if the strike price is lower than the spot price. The
put option is in- the-money if the strike price is higher than the spot price.

Call option is out-of-the-money when the strike price is higher than the spot price.
Put option is out-of-the-money when the strike price is lower than the spot price.

This can be indicated in a tabular form in Table 9.4 where St indicates the current
stock price and X is the strike price.

Table 9.4
Situation Call option Put option
St>X In-the-money Out-of-the-money
St< X Out-of-the-money In-the-money
St=X At-the-money At-the-money

Premium

Itis the value or price of an option that option buyer pays to the option seller at the time
of signing the contract. It is not paid back even when the option is not exercised. It is
also known as option value or option price. Premium consists of intrinsic value and time
value.
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Intrinsic Value

It denotes the amount by which the call is in-the-money. It represents the gain accruing
to the holder on exercise of the option. An out-of-the-money option has no intrinsic
value. The excess of current price over strike price is the intrinsic value of the call
option.

Intrinsic value of call option) = Max (Stock Price-Strike Price,0)

The intrinsic value of the put option is the excess of strike price over the current
price.

Intrinsic value of put) = Max (Strike Price-Stock Price,0)

When the optionsare in-the-money, they have an intrinsic value. An option which
is out-of-the-money has no intrinsic value. Intrinsic value is always positive and cannot
be negative because the out-of-the- money option is not exercised.

Time Value

It is the difference between the premium and the intrinsic value of an option. In other
words, time value of an option represents the amount of money that the buyer is willing
to pay over and above the intrinsic value. For a call option in-the-money, time value
exists if the call price is greater than the intrinsic value St-X. Longer the time of a call
to mature, the greater is the time value.

For a put option which is in-the-money, time value exists if the premium exceeds
the intrinsic value X- St. The entire premium is the time value for put and call options
when they are at-the-money or out-of-the-money.

Time Value —— Maximum at the start of the contract

—_— Zero at expiry
9.7.1 Factors Affecting Option Premium

It is affected by the volatility in the stock prices and some other factors as indicated
below:

1. Stock Price

A call option is exercised when the stock price is higher than the exercise price. Itis the
pay-off for the holder. The call option is more valuable when the stock price increases
and less valuable when it decreases. However, it is reverse in the case of put option.

2. Exercise Price

In case of two calls on a stock with same exercise date with varying exercise price, the
call option with a higher price cannot be expected to be valued higher than the call option
with lower exercise price. Suppose the two calls on a stock with same exercise dates
have the exercise priceof  200and 210 respectively. The holder of the call option of

" 200isina better position to buy the stock at - 200 than the other person who holds the
optionat  210. It is thus clear that the calls with a higher exercise price are not valued
higher than the calls with the lower exercise price. The reverse is true with the put

option.

3. Maturity Period

Here, it means the length of time to expiration. The effect of time depends on whether
the option is American or European. The call and put options of American style are more



valuable if the time to expiration increases. The call option with a longer life offers the Financial Market
investor more opportunities to exercise than the one with the shorter life. If there are

two calls on same stock with same exercise price, the call with a longer life is preferred

to the call with a shorter life.

European options can be exercised only at maturity. If the dividend is declared NOTES

within the maturity period, the price of the underlying stock would decline after the
declaration of the dividend. This has a negative influence on the pay-off of the holder. In
this situation, the option with a limited time to expiration is of more value than the call
option with a longer time to expiration.

4. Dividend

It affects the value of stock and options. The prices of the stock are low in the ex-
dividend period than in the pre-dividend period. In the ex-dividend period, the call option
price is adversely affected and put option price is positively affected because the stock
prices fall during that period. The quantum of dividend expected also affects the option
price. Higher the dividend expected, higher is the price of the call option.

5. Interest Rate

Risk free rate of interest affects the option prices indirectly. Increase in the risk free
rate of interest leads to an increase in the price of call options. The higher the risk free
rate, the higher is the value of call option. The reverse is true with the put option.

6. Volatility

It shows the range of fluctuation in the underlying asset price within a certain period.
There are two kinds of volatility, viz., historical volatility and implied volatility.

e Historical Volatility

It measures the price changes in the underlying asset in a particular period. The historical
volatility affects the pricing of the option. Investor analyses the movement of the stock
prices and the direction of the movement before buying the options.

e Implied Volatility

The implied volatility (IV) is the market’s perception of the volatility of the underlying
security. The pricing models help to find out the implied volatility. The Black-Scholes
Model uses standard deviation(s), which indicate(s) the historical volatility to calculate
the price of the option. For a given market price, one can calculate the standard deviation,
by using the formula by trial and error process. The derived standard deviation () is the
IV. This IV helpsto forecast how volatility is likely to move in the future.

The calculated Vs are compared with the past values of IVs. If the present
implied volatility is higher than its past values, the prices may return to the normal level
unless there is a fundamental change in the economy, market or company.

High-implied volatility shows that the option prices are higher than the theoretical
price and provide positive premium to the call and put holders. At the same time, call
and put writers receive a negative premium. Low implied volatility indicates a negative
premium to the call and put holder and a positive premium to the call and put writer.

9.7.2 Valuation Models

Several models are available for valuing the options. However, the most important models

are binomial option pricing model and Black-Scholes option pricing model. Boththe ' seit.instructional
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models rely upon changes in the prices of the underlying asset or stock and are suitable
for European style.

1. Binomial Model

The binomial model assumes that the percentage change in share price follows a binomial
distribution. Here, the option type is assumed to be of European type and the underlying
stock does not pay any dividend during the life of the option.

Consider a stock whose present price is ~ 100. Suppose that over the next year,
the stock price can go either up by 10 per cent or down by 5 per cent, so that the stock
price at the end of the year is either 110 or = 95. There also exists a call on the stock
with exercise price (E) = 100 and the time to expiration is of one year. If the price
increasesto 110, the buyer gains = 10. If the stock price declinesto = 95, the gainis -
0. If the risk free rate of interest on the one year bond is 8 per cent, then these three
assets will have the following payoff patterns:

110
1.08
Stock Price
Bond Price
1.08
Call option
pay off

Fig. 9.2 Bionomial Model

The option payoffs can be replicated by a linear combination of the stock and the
bond. This combination helps to define the price of the call option. The number of shares
may be denoted by ‘S’ and the number of bonds by ‘B’, which exactly replicate the
option’s payoffs. This gives the following system of linear equations to solve:

110S+1.08B=10
955+1.08B=0

Solvingthese equations gives S=0.67, B =—58.94, thus, purchasing 0.67 of a share
of the stock and borrowing 58.94 at 8 per cent for one period will give payoffs of 10 if
the stock price goesup and ~ 0 if the stock price goes down. It follows that the price of the
option must be equal to the cost of replicating its payoffs, i.e., call option price:

=0.67 x 100—-58.94
= 8.06

Thus, C=NpP_+ NP,

C denotes call value of the option, P_denotes price of the underlying stock Pb
denotes price of the risk free bond, N_and N, are the number of shares and risk free
bonds required to replicate the options pay-off. The cost of replicating portfolio gives the
fair value of the option.

This logic is called ‘pricing by arbitrage’. If two assets or sets of assets (the call
option and the portfolio of 0.67 of the stock and — 58.64 of the bonds) have the same
payoffs, they must have the same market price as well.



2. Black-Scholes Model Financial Market

Fisher Black and Myron Scholes gave a model for valuation of options. According to
Black and Scholes, the formulais,

C=StN(d)-Xe"N({d) NOTES
4 =Nt )@+l 2

1 -t

4 = N6t/ Xy I 2

2 \ft_

or d,=d -t

C =value of the call option

r = continuously compounded risk free rate of return
St = current price of the stock
X =exercise price of the option
t =time remaining before the expiration date (expressed as a fraction of a year)
o= Standard deviation of continuously compounded annual rate of return
In=natural logarithm
N(d) = value of the cumulative normal distribution evaluated atd
Put option value can also be found out using the following formula

P=Xe"N(d)-StN(-d)
Assumptions of the Black-Scholes model

e Options do not have the possibility of early exercise. The option is written on
European style.

e There are no transaction costs and taxes.

e The risk free rate of interest is known and is constant over the life of the option.

e The market is assumed to be efficient.

« The underlying security pays no dividend during the life of the option.

e The volatility of the underlying stock is known and is constant over the life of the
option.

e The continuously compounded rate of return of the shares follows a normal
distribution pattern.

Example: The following information is given about Apex company stock.

Current price of the share St=" 470

Exercise price of the option X =" 460

Time period to expiration =2monthst=2/12 years

s of the rates of return =04

continuously compounded risk free interest rate r = 0.06

Calculate the value of the call and put options. The call option is currently traded at
" 33
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Solution:
C=StN(d)-X e"™N (d,)

_ In(St/ X))@+ 2

d

1 . \ﬁ

4 = NGt/ Xy~ 2y

2 \E

d = In(470/ 460)®.06 @®.5 0.4 )R2/12) =0.2746

1 0.4 m

d,= IN(470/ 460)®.06 (0.5 0.4 )R1/12) -0.1113
0.4 2112

N(d,) =Z=0.2746 the area =0.6064
N(d2) =Z=0.1113 the area = 0.5438

C=StN(d,) +Xe™ N(d,) =470 x (0.6064) — 460 x e —0.06 x 2/12 (0.5438)
= 37.36
Ifthe callissellingat ~ 33, the call is undervalued. In such a case, the investor can
purchase a call.

Likewise the value of put option value can also be determined.
P=Xe"N(-d,)-StN(-d,)
= 460 ¢ (©09) 212 0 4562 — (470 x 0.3936) = = 22.76

9.7.3 Types of Options
The various types of options are as follows:
1. Options on Futures

In this option, the underlying asset is a future contract. Many exchanges provide for
trading of options on futures. The future contract matures after the expiration of the
option. In the options on futures, if the call option holder decides to exercise it, the
investor acquires a long (buy) position in the underlying future contract along with the
cash amount equal to the excess of the futures price over the exercise price. If a put
option on futures contract is exercised, then the writer must accept the delivery of the
appropriate futures contract from the buyer. The holder of the put option assumes the
short position and earns a cash amount equal to the excess of exercise price over the
future price.

There is a distinction between the future and options on futures. If the investor
buys a future contract, he gains if the price increases and loses if there is a substantial
drop in price. In case he has bought a futures call option on the asset, his gains are
similar if the price increases. However, if the price of the underlying asset falls, he may
not exercise his option and thus only the premium paid is lost.

Likewise, if an investor is selling a future contract, he can make money if the
price of the asset declines. However, if the price of the asset increases, the investor
loses money. In an option contract, if an investor buys a futures put option on an asset
and if the price of the asset declines, he makes profit. Unlike futures, if the price of the
asset increases, the investor may not exercise his option and he loses only his premium.



2. Options on Indices Financial Market

The options contracts, which are based on some index, are known as index options
contract. In the beginning, futures and options were permitted only on S&P Nifty and
BSE Sensex. Then, sectoral indices were also permitted for derivatives trading subject NOTES
to fulfilling the eligibility criteria. If 80 per cent of the index constituents are individually
eligible for derivatives trading, then derivative contract is permitted on an index. However,
no single ineligible stock in the index shall have a weightage of more than 5 per centin
the index. The index is required to fulfill the eligibility criteria even after a derivative
trading on the index has begun. Ifthe index does not fulfill the criteria for three consecutive
months, then derivative contracts on such index would be discontinued.

Mini options contracts on the leading Indian equity index like Sensex and Nifty
are also offered to make the retail investors participate in the ever growing derivatives
market.

e [t requires lower capital outlay and lower trading costs.

« Smaller size allows for more precise hedging and flexible trading.
The market lot for the mini Sensex option is five. Market lots for NSE indices are given
below:

Table 9.5 Lot Size of NSE Indices

Underlying Symbol Market Lot
BANK Nifty BANKNIFTY 25
CNX 100 CNX100 50
CNX IT CNXIT 50
CNX Nifty Junior JUNIOR 25
Nifty Midcap 50 NFTYMCAP50 75
S&P CNX Nifty NIFTY 50
S&P CNX Nifty MINIFTY 20

3. Options on Individual Securities

NSE was the first exchange to launch trading in options on individual securities in India.
Trading commenced from 2 July 2001. Option contracts are of American style and
cash-settled. At present, options on 338 securities are permitted by the SEBI. Option
contracts have a maximum of three month trading cycle near month (one), the next
month (two) and the far month (three) contracts. New contract prices are introduced at
new strikes for both call and put options on the trading day following the expiry of the
near month contract. These contracts are introduced for a duration of three months.

Strike Price

Generally, stock exchange provides a minimum of five strike prices for every option type
(call or put) during the trading month. At any time, there are two contracts in-the-money
(ITM), two contracts out-of-the-money (OTM) and one contract at-the-money (ATM).
The NSE provides seven contracts:

o three in-the-money
e One at-the-money
o three out-of-the money
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New contracts with new strike prices for existing expiration date are introduced
for trading on the next working day, based on the previous day’s underlying close values,
as and when required. The price steps in respect of individual securities option is ~ 5.
Base price of the option contract is the theoretical value of the options contract, based
onthe Black-Scholes model calculation of option premium.

Price Bands

There is no day-minimum and maximum price range applicable for an option contract.
However, in order to prevent erroneous order entry, operating ranges for option contracts
are kept 99 per cent of the base price. In view of this, members are not allowed to place
orders at prices beyond 99 per cent of the base price. Members desiring to place orders
in option contract beyond the day minimum range have to send a request to the exchange.
The exchange may change the base price based on the request of the trading members.

Contract Size

Lot size refers to number of underlying securities in one contract. Based on the
recommendation of the Standing Committee on Finance, SEBI has specified that the
value of a derivative contract should not be less than = 2 lakh at the time of introducing
the contract in the market. The lot size is determined keeping in mind the minimum
contract size requirement at the time of introduction of derivative contracts on a particular
stock.

For example, if shares of ABC Ltd. are quoted at 1600 each and the minimum
contract size is = 2 lakh, then the lot size for that particular scrip stands to be
200000/1600 = 125 shares, i.e., one contract in ABC Ltd. covers 125 shares.

However, over a period of time, there has been variation in the prices of the
underlying stocks; the minimum contract size/value of most derivative contracts has far
exceeded the prescribed value of ~ 2 lakh. In case of some derivative contracts, due to
the fall in the price of the underlying stock, the minimum contract size/value has fallen
below ~ 2 lakh. The minimum value of the contract as on a particular day is determined
by multiplying the market lot by the closing price of the underlying security on that day.
In February 2004, the exchanges were advised to realign the contract sizes of the existing
derivative contractsto ~ 2 lakh. Subsequently, the exchanges were authorized to align
the contract sizes, as and when required, in line with the methodology prescribed by
SEBI.

The lot size of the option contracts on individual securities varies from security to
security. For example, the lot size is 75 for Bharat Heavy Electricals Ltd., 50 for Larsen
& Toubro Ltd., 200 for Infosys Technologies Ltd., 1000 for Sun Tv Network Ltd. and
2100 for Union Bank Of India, etc.

Members

The various types of membership in the derivatives market are as follows:
e Trading member: He can trade on his own behalf and on behalf of his clients.

e Clearing member: He is permitted to settle his own trades as well as the trades
of the other non-clearing members known as trading members who have agreed
to settle the trades through them.

e Self-clearing member: He can clear and settle his own trades only.



The financial transactions and asset liability positions of the traders are exposed
to price risk. The price may fluctuate due to change in exchange rate, interest and
market conditions. This has led to emergence of currency futures, interest rate futures,
equity futures and commaodity futures.

Futures

A futures contract calls for the delivery of either a physical asset or a financial instrument
at a specified date or during a specific period of time at an agreed-upon price. Futures
contracts obligate a person to buy or sell a particular commaodity at a particular price on
a particular day. If *X” buys a futures contract, he is obligated to buy the commodity at
the stated price. On the other hand, if “X” sells such futures, he is obligated to sell the
commodity at the stated price. The terms of the futures contracts are always specified
in detail. The contract includes:

e The amount and type of the asset to be delivered: the type and quantity of asset or
set of assets must be indicated precisely.

e The delivery date or maturity date: the date or period of time at which the exchange
is to be consummated

e The exact place and the process of delivery. Apart from this, regulatory authorities
specify the margin amount to be deposited to ensure that each party follows
through with his or her side of transaction. Restrictions are laid on the extent of
price changes that can occur within a trading day and the size of possession that
can be taken.

9.7.4 Forwards and Futures

A forward contract is a contract between two people who agree to buy/sell a specified
quantity of a financial instrument/commodity at a certain price at a certain date in future.
For example, Anil isa wholesale sugar dealer and Sunil is the prospective buyer. Sunil
agrees to buy 25 kg of sugar at 20 per kg after three months. The price is fixed on the
basis of the supply and demand in the market and future perceptions about the price of
sugar. If after three months, the market price of sugaris 25 per kg, then Sunil gains
and if the price of sugar is 15 per kg, then Anil earns profit. Forwards are similar
contracts to futures but customizable in terms of contract size, expiry date and price, as
per the needs of the user. Though futures markets are regulated by regulatory agencies,
forward markets are self-regulated. Some key features of the futures market are:

e Futures are traded in organized exchanges.
e The futures contracts are of a standardized size.

e Clearing houses guarantee that all the traders in futures market will honour their
obligations.

 Margin payment and daily settlement is required.
e Future positions are closed easily.

Advantages of futures

They are useful to the hedgers and speculators, to discover the price of the underlying
asset.

Financial Market
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e Hedgers

They buy and sell futures to offset the anticipated risk position in the spot market. They
may be either producers of the asset or users of the asset. For example, a treasury
manager who probably has a dollar exposure after six months from now with regard to
asettlement on account of exports, would seek to limit the risk of the depreciation in the
US dollar by selling futures. It would help him to lock in the entire quantum of inflow on
that future date.

Likewise, a sugarcane growing farmer, who is expecting a fall in the price of
sugarcane, can sell sugarcane futures today and lock in a particular price as selling
price. Hedging thus helps him to reduce the risk. The sugar mill owner is also assured of
sugarcane supply at a particular price.

e Speculators

They may not be producing and using the underlying assets. They can buy and sell
futures based on the forecast price of the underlying assets. They are after short-term
profits. If they anticipate a substantial rise in the price of sugarcane futures, they buy it.
Later, they would reverse the trade by selling the futures. If the forecast is accurate,
they would make profit. They can carry out their business with margin money and are
not required to have the entire sum.

e Price Discovery

The futures market reveals anticipations regarding the prices of the underlying assets.
A comparison of the forecast of prices in the futures market with the spot prices helps
the investors and the traders to take appropriate decisions.

e Types of Futures Contracts

The futures contracts fall into two general categories, namely, commodity futures and
financial futures. Even though commodity futures were the first to be traded in the
futures market, in this chapter financial futures are discussed at first. The important
types of financial futures are currency futures, interest rate futures, stocks and stock
index futures.

1. Currency Futures

The market for currency futures is of recent origin. The Chicago Mercantile Exchange
set up its international monetary market division for trading of currency futures in 1972.
Some of the notable currency futures exchanges are Philadelphia Board of Trade, London
International Financial Futures Exchange, Singapore International Monetary Exchange
and Sydney Futures Exchange.

The currency futures contract involves trading of an underlying currency at a
specified exchange rate for a fixed maturity. The currency futures are traded only ina
limited number of currencies like Australian Dollar, Japanese Yen, Swiss Franc, British
Pound, US Dollar, South African Rand and Euro.

The size of contract is standardized, involving a fixed amount of different
currencies. The size differs for different currencies and exchanges in which the contracts
are traded. In Chicago Mercantile Exchange, the size is 62,500 British Pounds per
contract. The size of CME Canadian Dollar futures contract trading unit is 100,000



Canadian Dollars. The size of CME Euro FX contract is 125,000 Euro and the size of Financial Market
Japanese Yen trading contract is 12,500,000 Japanese Yen.

Clearing House

The deals are settled through the clearing house. If <X is a buyer of currency futures, he NOTES
acquires a long position with the clearing house. At the same time, if Y’ isa seller, he
acquires a short position with the clearing house, not with the actual buyer. The clearing
house becomes the buyer to every seller and seller to every buyer. It guarantees every
deal that takes place in the exchange. The buyer of a futures contract can close his
position before the settlement date by selling an identical futures contract. Similarly, a
seller also can close his position before the settlement date by purchasing a currency
futures contract. The difference between the buying and selling price of the trader
determines his gain or loss which is settled through the clearing house.

Margin

Like any other futures, the currency futures also require margin amount to be remitted
to the clearing house. Margin is required to cover the risk of non-payment of money at
the time of settlement. Generally, the margin is in the form of cash deposits and liquid
securities like treasury bills. Interests earned by the liquid securities are also paid to the
traders. The margin amount is decided by the concerned futures exchange.

Marking to Market

The currency futures deal is settled on a day-to-day basis. The rates of futures are
matched everyday with spot rates. The gain or losses are accordingly settled everyday.
This process is known as marking to market. The gain is paid and the loss is deducted
from the margin money. If the loss is heavy and the margin falls below a certain level,
additional amount known as maintenance margin is required to be paid by the trader
within a specified period. On the maturity day, the trader receives the amount of the
contract after the adjustment of profit or loss.

Costs Involved

Dealing in currency futures involves certain costs. These are brokerage commission,
clearing fee and delivery cost. Brokerage commission is paid for both opening and
reversing the trade to the commission brokers. The clearing fee is charged by the stock
exchange and clearing house. If the trade takes place through brokers, the commission
includes the trading and clearing fee. When the traders carry out trade for themselves,
they have to pay this fee. The delivery cost is charged if the currencies are actually
delivered. However, mostly the delivery of currency does not happen and the gain/loss is
settled through the clearing house.

Hedging

Foreign currency futures help to reduce foreign exchange risk. For example, if an
American trader imports goods from Japan for one million Yen, he needs thisamount for
making payments to the exporter in Japan. Therefore, he buys Yen currency futures
worth one million Yen for this payment. The currency futures free him from the loss that
he may incur if the value of Yen appreciates.
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In the same manner, the Japanese exporter sells the Yen futures and locks the
price of export to be received in terms of Yen. It protects him from the loss that may
occur due to the depreciation of the value of Yen in terms of dollars at a future date.

Spread

It is of two types, i.e., intra-currency spread and inter-currency spread. Intra currency
spread occurs when the buy and sell rates of the same currency differ for two delivery
dates. Suppose the spot rate for dollar is £ 0.59, the June delivery rate is £ 0.58 and the
September delivery date is £ 0.55. If there isanticipation about fall in the value of dollar
than shown by the futures, the trader will buy the two futures for the above dates. Prior
to maturity, he can reverse the two contracts at £ 0.59 and £ 0.54. In the original
contract, the price difference is £ 0.58 - £ 0.55 = £ 0.03, while in the reverse contracts,
the difference is £ 0.57 — £ 0.53 = £ 0.04. The net difference thus amounts to 0.01 and
the profitamountsto 0.01 x 1,25,000 = £1250.

Inter Currency spread

This spread occurs when the deal involves purchase and sale of futures of two different
currencies with the same delivery date. If the trader expects an appreciation of British
Pound in relation to US Dollar, he will buy British Pound futures and sell dollar futures.
Before maturity, he will reverse the two contracts. When the price difference of the two
reverse contracts is less than the price difference of the original contract, the trader is
able to gain money.

2. Interest Rate Futures

The underlying assets for the interest rate futures are fixed income securities. The
prices of the fixed income earning securities are influenced by the current and forecast
interest rates. Their pricing is related to the term structure of the interest rates. The
assetsare treasury bills bonds, euro dollar deposits and municipal bonds in the developed
market. Contracts on foreign debt instruments are traded on foreign futures exchanges.
London International Financial Futures Exchange trades contracts on British Government
bonds. Chicago Board of Trade had launched a futures contract on Japanese government
bondsin 1990.

In India, the interest rate futures were introduced in the year 2003. SEBI, in
consultation with Reserve Bank of India, introduced the Exchange Traded Interest Rate
Derivative Contracts in the futures and option segment.

Product Characteristics

Contract Notional 10 year bond Notional 10 year Notional 91 day T-bill
underlying (6% coupon) zero coupon bond
Contract NFUTINT NFUTINT FUTINT
descriptor NSE10Y06 NSE10YZC NSET891D
26 JUNE 2003 26 JUNE 2003 26 JUNE 2003
Contract
Value " 2,00,000
Lot size 2000
Tick size Re0.01
Expiry date Last Thursday of the month
Contract months The contracts shall be for a period of a maturity of one year with three continuous
contracts for the first three months and fixed quarterly contracts for the entire year
Pri
Settlement As may be stipulated by NSCCL in this regard from time to time
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The interest rate futures contracts are for a period of one year with three months
continuous contracts for the first three months. Fixed quarterly contracts are available
for the entire year. New contracts are introduced on the trading day following the NOTES
expiry of the near month contract. Interest rate futures contracts expire on the last
Thursday of the expiry month. If the last Thursday is a trading holiday, the contracts
shall expire on the previous day.

Contract Size

The permitted lot size for the interest rate futures contracts is 2000. At present, the
minimum value of interest rate futures contractis = 2 lakh. The price steps in respect of
all interest rate future contracts admitted to dealings on the exchange is Re 0.01. The
different types of orders are:

(a) Regularlotorder (d) Goodtillday
(b) Stop loss order (e) Goodtill cancelled
(c) Immediate or cancel (f) Spread order

Good till cancelled (GIC) orders are those which can be cancelled at the end of
the period of seven calendar days from the date of entering an order.

Settlement Procedure

Daily mark to market settlement and final mark to market settlement are carried out in
admitted deals in interest rate futures contracts. They are cash settled by debiting or
crediting of the clearing accounts of clearing members with respective clearing bank.

Settlement Price

The daily settlement price for an interest rate futures contract is the closing price of
such interest rate futures contract on the trading day. The closing price is calculated on
the basis of the last half-an hour weighted average price of such interest rate futures
contract. In the absence of trading in the last half-an-hour, the theoretical price is taken
or such other price as may be decided by the relevant authority from time to time.
Theoretical price for unexpired futures contract is computed with the spot price arrived
atfrom the applicable zero-coupon yield curve. In the case of notional T-bill, the settlement
price is 100 minus the annual yield for the specific period, using the zero-coupon bond.

The scheduled commercial banks and the financial institutions have to settle their
trades directly with the clearing corporation/clearing house. Regulated entities participating
through approved futures and option (F and O) members have to settle trades as a
participant clearing member or through approved professional custodial clearing member.

Risk Containment Measures

The portfolio-based margining approach applicable to equity derivative contracts is
extended to interest rate derivatives. The margins would be computed taking an integrated
view on the risk on a portfolio of an individual, taking into consideration all the derivative
contracts.
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Initial Margin

The initial margin covers 99 per cent of value at risk due to the price changes over one
day. Itis based on the volatility estimate and volatility changes. Prof. J.R. Varma Committee
had specified exponentially moving average methodology for calculation of the volatility
or standard deviation. The standard deviation at the end of day t (s) is estimated using

the previous volatllltyestlmate The formulais |ven below.
= o 1o Y (-1 )
t-1

Standard deviation of the present day returns

c o = Standard deviation of the previous day returns
t-1

(returnr,=In[I/1 ) where I, is the interest rate futures price at time t. The return
r.used in the formula is computed from the prices of the near month interest rate futures
contract)

r.= thereturnis defined as the logarithmic return

I is the parameter which determines how rapidly volatility changes. The value of
l'is fixed at 0.94.

In case of long bond futures, the price scan range shall be 3.5 standard deviation
and in no case the initial margin shall be less than 2 per cent of the notional value of
futures contract. For notional T-bill futures, the price scan range shall be 3.5 standard
deviation and in no case the initial margin shall be less than 0.2 per cent of the notional
value of the futures contract.

Exposure Limits

The notional value of gross open positions at any point of time in futures contracts on the
notional bonds shall notexceed 100 times the available net worth of amember. Therefore,
the exchange would be required to ensure that 1 per cent of the notional value of the
gross open positions in futures contracts on the notional ten year bond is collected or
adjusted from the liquid net worth of a member on a real time basis.

In the case of T-bills, the notional value of the gross open positions at any point of
time in the contract shall not exceed 1000 times the available liquid net worth of a
member. Therefore, the exchange would be required to ensure that 0.1 per cent of the
notional value of gross open positions in futures contracts on the notional T-bill is collected/
adjusted from the liquid net worth of a member on a real time basis. Exposure limits are
inaddition to the initial margin requirements.

Zero-coupon yield curve is computed at the end of the day. Zero-coupon yields
on a real time basis are also calculated several times during the course of the day.
Margins computed on the basis of the latest available yield curve are applied to the
clients’ portfolios on a real time basis. Exchange also computes the end-of-day margins
on the basis of the provisional yield curve, for example, based on (T + 0) trades, because
the final day yield curve becomes available only later in the evening. In such a case, the
exchanges specify and disclose the basis on which the margins are calculated.

Capital Adequacy

The net notional principal amount in respect of futures positions with the same underlying
and settlement dates is multiplied by the conversion factor given below to arrive at the
creditequivalent.



Original maturity Conversion factor Financial Market

Less than one year - 05%
One year and less than two years - 1.0%
For each additional year - 1.0%

NOTES
The creditequivalent thus obtained shall be multiplied by the applicable risk weight
of 100 per cent.

The existing norm of 5 per cent of the total transaction during a year shall be
observed by scheduled commercial banks and financial institutions who participate through
approved futures and option members of the exchanges.

Disclosures and Reporting

The regulated entities undertaking interest rate derivatives on exchanges have to disclose,
details in specified format as a part of the notes on accounts to balance sheets. Banks
and specified financial institutions have to submit a monthly statement to DBS or DBS
(FID) respectively.

3. Stock and Stock Index Futures

Stock futures contracts are written on specified stocks. Stock index futures contracts
are written on major stock indexes like New York Stock Exchange Index, the Standard
Pool’s 500 Index Value Line Index. In India, the stock index futures are available for
Sensex of the Bombay Stock Exchange and Nifty of the National Stock exchange.

Some of the other important stock index futures in other countries are: ASX
Securities Index in Australia, Osaka Stock Futures 50 in Japan, Nikkei Stock Average in
Japan and Singapore, Hang Seng stock Index in Hong Kong, Barclays share price index
in New Zealand, OMX index in Sweden and FTSE 100 index in UK. Stock futures are
traded until the expiry of the contract. Itallows the trader to recognize profit or loss from
price changes without receiving delivery of the actual underlying stock. Of course, a
transaction can be settled by delivery of the underlying stock. However, generally, the
futures trades are cash-settled.

A trader buys futures if he expects a price rise, but he sells if he anticipates the
price decline. For example ‘XYZ’s, share futures operate for a period of three months.
January series of a year ends in March of that particular year. The market price of the
‘XYZ’shareis 310 per share. ‘A’ anticipates the ‘X'YZ’ share price to increase to -
360 by March 31. At the same time ‘B’ expects a fall in the price of ‘XYZ’ stock. ‘A’
will buy futures, while ‘B’ will sell futures at a negotiated price say = 320. Both ‘A’ and
‘B’ have to enter into this transaction through futures and option trade brokers who in
turn will route the transaction through the clearing house of futures exchange. ‘A’ can
sell the futures at any time during the contract period or can hold them till expiry. For
example, if the *XYZ’ futures in Feb are at = 345, ‘A’ can sell the futures and earn
profit. The following terms are used to indicate the position of the trader in the market.

e Long position-Outstanding/unsettled purchase position at any point of time
e Short position-Outstanding/ unsettled sales position at any point of time
= Open position-Outstanding/unsettled long or short position at any point of time
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Lot Size

It refers to the number of underlying securities in one contract. The lot size is determined
keeping in mind the minimum contract size requirement at the time of introduction of
derivative contracts on a particular underlying. SEBI has specified that the value of a
derivative contract should not be less than = 2 lakh at the time of introducing the contract
in the market. In February 2004, the exchanges were advised to re-align the contract
sizes of the existing derivative contracts to = 2 lakh. Subsequently, the exchanges were
authorized to align the contract sizes, as and when required, in line with the methodology
prescribed by SEBI.

The lot size differs from one stock to another. For example, the lot size for Canara
Bank is 800, Central Bank of India is 2000, HDFC Bank Ltd. is 200 and ICICI Bank
Ltd.is175.

Contract Size of Stock Under Futures

In case of Nifty contracts, the value of the contract is equal to the index value multiplied
by fifty. If Nifty is 4556, then the contract size is 4156 x 50 = 207800. On the Sensex
futures, the value of the contract is equal to the index value multiplied by twenty-five. If
the Sensex is 15041 then the contract value is 15041 x 25=375525.

Fair Value

The fair value is calculated on the basis of the spot index value which represents the
closing value of the index on which the futures are based. The closing value of the spot
index is multiplied by a compounding factor. The 91-day treasury bill rate is used as a
compounding factor.

Contract Period

The life time of each contract is generally three months. At any point of time, there are
three series open for trading. For example, on 29 August 2008, there were three contracts
to be traded.

e One month September contract that matures on 25 September
« Two months October contract that matures on 30 October
e Three months November contract that matures on 27 November

On the expiry of the one month September contract, a new series of three month
December contract will be traded. Then, the two month October contract will automatically
become one month October contract and three months November futures will become
August two month futures.

Margin Requirement

Like any other futures contract, margin is required for index futures and stock futures.
The margin is not adown payment as neither loan nor margin interest is involved.

Initial Margin

Itis the margin amount initially required to open a margin account for trading. For most
futures contracts, the initial margin may be 5 per cent to 10 per cent of the contract
value. It may seem to be small relative to the value of the contract. However, the
amount is reasonable because of the prevalence of the daily settlement of mark to
market system. The initial margin needs to cover only one day’s price fluctuations because



any loss will be covered by posting an additional margin. It must be noted that any Financial Market
excessamount inthe marginaccount, i.e., inexcess of the initial margin may be withdrawn
by the trader.

Maintenance Margin NOTES

Itis the minimum amount of margin money that must be maintained in a margin account.
If the balance in margin account falls below this level, a margin call is made and the
trader is required to deposit an additional amount. It helps to restore the balance in the
margin account back to the level of initial margin.

Variation Margin

It is the amount margin call required to be deposited by the trader if the balance in
margin account falls below the maintenance margin level.

Client Margin

Clearing members and trading members are required to collect initial margins from all
their clients. The collection of margins at client level in the derivative markets is essential
as derivatives are leveraged products and non-collection of margins at the client level
would provide zero cost leverage. In the derivative markets, all the money paid by the
client towards margins is kept in trust with the clearing house. In the event of default of
the trading or clearing member, the amounts paid by the client towards margins are
segregated and not utilized towards the default of the member.

Therefore, clearing members are required to report on a daily basis, the details in
respect of such margin amounts due and collected from their trading members’ clearing
and settling through them. Trading members are also required to report on daily basis
the details of the amount due and collected from their clients. Reporting the collection of
margins by the clients is done electronically through the system at the end of each
trading day. This plays a crucial role not only in ensuring that the members collect
margins from the clearing corporation, but also in having a record of the quantum of
fundsthat it has to keep in trust for the clients.

Settlement of Futures Contracts

An open index futures position held by an investor is cash-settled on the settlement day.
Cash settlement means that there is no physical delivery of securities. Only the difference
between the contracted values and the closing value of the index/security futures is
collected. All derivative contracts are currently cash-settled. For example, consider that
‘A has bought 100 units of 26 December 2008 expiry contractat 1400 on 12 December
2008 and has not closed out his position till 26 December 2008. The closing value of the
December expiry contract on a day before the last trading day is 1425. The final settlement
price is  1425. ‘A’s’ position is thus closed out at = 1425. Difference between the
closing value of the previous day and the final settlement is paid T+ 1,i.e., 500 (100 x
1420-100 x 1425).

Settlement Price

Daily settlement price on a trading day is the closing price of the respective futures
contracts on such day. At present, the closing price for a futures contract is the weighted
average of the last half-an-hour price of the contract in the futures and option segment
of NSE or BSE. The final settlement price is the closing price of the relevant underlying

index/security in the capital market segment on the last trading day of the contract. The ~  self-Instructional
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closing price is the weighted average of the last half-an-hour price of the underlying
asset in the capital segment.

Trading in futures

For an investor to trade futures on NSE, he has to pay an initial upfront margin to his
brokers as a security deposit. For example, if ‘A’ has bought 50 units of NIFTY
December expiry contract at = 4523 and if the daily margin is 5 per cent, he has to pay
4523 x 50 x5% = 11307.5 as upfront margin. The exchange assesses the value of
the investor’s position on a daily basis. The position of the investor is marked to
market every day. If*A’ has bought 100 units of December expiry contract at 4550 on
2 Januray 2008, the settlement price of December expiry contract on 2 January 2008
is 4570. ‘A’ makes a mark to market profit of ( 4570 — 4550) x 100 = = 2000.
However, at the same time, ifthe index falls to = 4540, he incurs a loss of ~ 1000. If the
market value of the investor’s position shows a loss, then the investor has to pay the
difference. If his position hasgained in value, he receives the profitamount. The lossis
debited to the margin account. This brings down the balance in the margin amount and
so variation call of the marginamount is made to maintain the required margin.

Eligibility criteria for the stocks

The stocks to be included in the derivative trade segment have to fulfil certain eligibility
criteria.

The security should be amongst the top 500 securities in terms of the average
daily market capitalization and average traded value during the previous six months,
which is calculated on 15th of every month, on a selling basis.

The median quarter-sigma order size of the securities over the last six months
should be at least ~ 5 lakh. The order size is calculated by taking four snapshots in a day
from the order book of the underlying stock in the past six months. Exponentially weighted
moving average method, which gives more weight to the recent price movements and
less weight to the historical price movement, is used to calculate the standard deviation.
The volatility estimate is available for each stock on a daily basis. This Value at Risk
(VaR) ismultiplied by 0.25 to get quarter sigmavalue. Then the quarter sigmais multiplied
by best buy and best sell value. The quarter sigma price is calculated for all the four
snapshot values.

The median for buy-side and sell-side is calculated for all the four times a day
value for the last six months. The average of the median order sizes for buy and sell-side
is taken as quarter-sigma order size of the security. The so completed median quarter
size sigma order size should be equal or greater than 5 lakh. It ensures that the stocks
onthe derivative segment are liquid.

If an existing security fails to meet the eligibility criteria for continuously three
months, fresh contracts are not permitted to be issued. However, the existing contracts
on the stocks are permitted to be traded.

Eligibility for Trading Members

Members or brokers are eligible to trade the futures contract in exchange subject to
certain conditions. These are:

(a) Members have to pay an approval fee as prescribed by the exchange from time
totime.



(b) They have to be registered with SEBI in addition to their registration with any of Financial Market
the exchanges.

(c) Members have to pass a certification programme which has been approved by
the SEBI.

(d) The trading member is required to deposit security either in the form of cash
deposit receipts, bank guaranty of an approved banker or others, subject to the
conditions as the exchange may specify from time to time.

NOTES

(e) The member should have a minimum security net worth as may be prescribed by
the exchange from time to time.

Fair price of the stock index futures

Theoretical or fair price of the stock is calculated from the cost of carry model.

N

F=S(1+C)- - D (1+r)

F = price of the stock index futures

S =the value of stock underlying stock index

C =the percentage of cost of carrying the stocks from a particular date to the
expiration date

D, = the dividend to be received from i stock
r.= the interest earned on carrying the i" dividend from its time of receipt until

the expiration date of the futures

The stock index futures do not receive dividends; it issimply a price index. Holding
astock gives dividends to the stock holder. The value of the index depends on the prices
of stocks, not on the dividends of the underlying stocks. In turn, the stock index futures
depend on the index value, which does not include the dividends. However, the futures
price must be adjusted to include the dividends that would be received between the
present and the expiration date of the futures.

Dividends lower the cost of carrying the stocks. Dividends received from the
stocks reduce the value of the stocks (purchase price —dividend). This can be explained
with an example. For example a trader borrows = 100 and buys ‘ABC’ stock which is
currently trading at - 100. Let us assume that the ‘ABC’ stock pays = 15 as dividend in
six months. The trader will receive ~ 15 as dividend and he will invest the proceedings
for the remaining six months at rate of 8 per cent. The future value of the stock Py is
unknown to the trader. Table 9.6 gives the cash flow of the trader.

Table 9.6 Cash Flows from Carrying Stock

Situation 1
Borrow ~ 100 for 1 year at 10% +100
Buys ABC stock 100
Situation 2
Received dividend +15
Invested = 15 for 6 months at 8% 15
Situation 3
Collect proceeds from dividend
invested (after six months) 15.60
Sell ABC stock P,
Repay the debt —110.00

Total Profit =P + 15.60 — 110
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This cash and carry trading opportunity requires that the price of the futures must
be less than or equal to the cash inflows at the futures expiration. Thus, the stock index
futures price must be equal to the cost of underlying stock index, plus the cost of carrying
those stocks to expiration S (1 + C) minus the future value of all the dividends to be
received D (1 +r). The stock futures price has its fair value when the futures price fits

the cost of carry model.
9.7.5 Depth, Breadth and Resilience of Markets

There are three liquidity-related characteristics of a secondary market that investors
find desirable: depth, breadth, and resiliency. First, a secondary market is said to have
depth if there are orders both above and below the price at which it is currently trading.
When a security trades in a deep market, temporary imbalances of purchase or sale
orders that would otherwise create substantial price changes are offset with corresponding
orders. Second, a secondary market is said to have breadth if its orders give its market
depth inasignificant volume. The broader the market for a stock, the greater the potential
for stabilization of temporary price changes that may arise from order imbalances. Third,
amarket is resilient if orders promptly respond to price changes.

4.8 CONSTRUCTION OF SENSEX AND NIFTY

Let us discuss the construction of Sensex and Nifty
9.8.1 Sensex

The BSE Sensitive index has long been known as the barometer of the daily temperature
of Indian bourses. In 1978-79 stock market contained only private sector companies and
they were mostly geared to commodity production. Hence, a sample 30 was drawn
from them. With the passage of time more and more companies private as well as public
came into the market. Even though the number of scrips in the Sensex basket remained
the same, representations were given to new industrial sectors such as services, telecom,
consumer goods and 2 and 3 wheeler auto sector. The continuity and integrity of the
index are kept intact, so that a comparison of the current market condition with those of
a decade ago is made easy and any distortion in the market analysis is avoided. The
criteria adopted in the selection of 30 scrips are listed below.

1. Industry representation: The index should be able to capture the macro-industrial
situation through price movements of individual scrips. The company’s scrip should
reflect the present state of the industry and its future prospects. Companies chosen
should be representative of the industry. For example, company like ACC in the
Sensex is a representative of the cement industry. The logic here is that ACC
reflects the fortunes of the cement industry that inturn is discounted by the market
inthe scrip’s pricing. Care is taken in selecting scrips across all the major industries
to make the index act as a real barometer to the economy.

2. Market capitalisation: The market capitalisation of the stock indicates the true
value of the stock, as the outstanding number of shares is multiplied by the price.
Price indicates the demand and growth potential for the stock. The outstanding
shares depend on the equity base. The selected scrip should have a wide equity
base too.

3. Liquidity: The liquidity factor is based on the average number of deals of a
scrip. The average number of deals in the two previous years is taken into account.



The market fancy for the share can be found out by the trading volumes. The
Financial Express Equity Index is weighted by trading volume and not by market
capitalisation.

4. The market depth: The market depth factor is the average deal as a percentage
of company’s shares outstanding. The market depth depends upon the wide equity
base. If the equity base is broad based then number of deals in the market would
increase. For Example Reliance Industries has a wide equity base and larger
number of outstanding shares.

5. Floating stock depth: The floating stock depth factor is the average number of
deals as a percentage of floating stock. Low floating stock may get overpriced
because the simple law of demand and supply apply here. For example MRF with
its low floating stock is able to command high price. Its sound finance and internal
generation of funds led growth may be the reason for the low flotation. Though
the public holding is fairly high at around 40 per cent due to small equity of 4.24
Cr, the free float of the company stock is low.

Trading volumes are directly linked to the public holding in the equity of the
company. Wide public holding is a pre-requisite for high trading volume. Reliance Industries
isa good example. The free float of company is 45 per cent and it has its positive effect
on the trading volume.

Revision of Sensex Scrips

In 1998, the index committee of the BSE decided to give a wide representation to the
four market favourites at its meeting. The need to have a broad-based and liquid index
was felt with index futures on its way. The revised index has a representation of 15
industries. It has assigned the food and beverages sector a weight of 12.75 per cent with
the market cap at 21,113 crore. Health care industry has been given a weight of 4.70
per cent, Consumer non-durables— 21.74 per cent and auto industry 7.92 per cent. IT
accounts for a weight of 4.33 per cent, oil and gas—6.22 per cent, petrochemicals—6.70
per cent, telecom —7.71 per cent, power —1.98 per cent and hotel —1.10 per cent.

The Recast—BSE Sensitive Index

Company Market Cap Weightage

(ccr) (%)
ACC 1358.6 0.89
Andhra Valley 464.4 0.30
Castrol India 3603.2 2.35
BHEL 5640.5 3.68
BSES 21425 1.40
Bajaj Auto 6507.9 4.25
Colgate 2349.2 1.53
Infosys 3696.8 2.41
Glaxo India 2766.6 1.81
Grasim Industries 1110.7 0.72
Gujarat Ambuja 1381.6 0.90
HPCL 5294.7 3.46
Hindaclo 4226.7 2.76
Hindustan Lever 33577.1 21.91
ICICI 2030.7 1.33
IDBI 2668.8 1.74
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Novartis 2158.8 1.41
ITC 17155.4 11.20
Larsen & Toubro 3984.7 2.60
MTNL 11645.6 7.60
Mahindra & Mahindra 1628.1 1.06
Nestle 4220.3 2.75
Ranbaxy 2942.9 1.92
Reliance Industries 10009.8 6.53
State Bank of India 8478.7 5.53
TELCO 3144.0 2.05
Tata Chemicals 1574.1 1.03
Tata Power 1022.0 0.67
TISCO 3085.0 2.01
NIT 3349.9 2.19
Total 153219.8 100.0
The Outgoing Stocks

SAIL 2292.2 1.58
IPCL 1322.4 0.91
Arvind Mills 330.8 0.23
GE Shipping 549.2 0.38
Total 44947 3.10
The Incoming Stocks

NIT 3349.9 2.19
Novartis 2158.8 141
Infosys Tech 3696.8 241
Castrol India 3603.2 2.35
Total 12808.7 8.36

9.8.2 Nifty

Nifty index is built by India Index Services Product Ltd (IISL) and Credit Rating
Information Services of India Ltd. (CRISIL). The CRISIL has a strategic alliance with
Standard and Poor Rating Services. Hence, the index is named as S & P CNX Nifty.
NSE - 50 index was introduced on 22 April 1996 with the objectives given below:

= Reflecting market movement more accurately
= Providing fund managers a tool for measuring portfolio returns vis-market return.
e Serving as a basis for introducing index based derivatives.

Nifty replaced the earlier NSE - 100 index, which was established as an interim
measure till the time the automated trading system stabilised. To make the process of
buildingan index as interactive and user driven as possible an index committee is appointed.
The composition of the committee is structured to represent stock exchanges, mutual
fund managers and academicians. To reflect the dynamic changes in the capital market,
the index set is reduced and modified by the index committee based on certain
predetermined entry and exit criteria.

There has been a recast of basket of Nifty stocks and the new basket came into
effect on October 9, 1998. The accompanying Table 9.6 shows the earlier and present
composition of the Nifty index. IT stocks are included. The Nifty composition in April
2000 is given below.



Table 9.6 The Nifty 2000 Financial Market
Composition of S & P CNX Nifty

ACC IPCL

Asea Brown Boveri ITC NOTES
Asian Paints Infosys Technologies
BHEL Indian Hotels
Britannia Larsen & Toubro
BSES MTNL

Bank of India Mahindra & Mahindra
Bajaj Auto Nestle India

Castrol NHT

Cipla Novarits

Cochin Refineries Oriental Bank
Colgate Procter & Gamble
Dabur Ranbaxy

Dr. Reddys Reckitt & Colman
Glaxo India Reliance Industries
Grasim Reliance Petroleum
Gujarat Ambuja Satyam Computers
HDFC Smithkline Beechem
HDFC Bank State Bank of India
HCL Infosystems TELCO

Hero Honda Tata Chemicals
Hindustan Petroleum Tata Power

Hindalco TISCO

Hindustan Lever Tata Tea

ICICI Zee Telefilms

Selection criteria

The selection criteria are the market capitalisation and liquidity. The selection criterion
for the index was applied to the entire universe of securities admitted on NSE. Thus, the
sample set covers a large number of industry groups and includes equities of more than
1200 companies.

The market capitalisation of the companies should be ™ 5billion (US$ 118 Million)
or more. The selected securities are given weights in proportion to their market
capitalisation.

Liquidity (Impact Cost): Here the liquidity is defined as the cost of executing a
transaction in security in proportion to the weightage of its market capitalisation as
against the index market capitalisation at any point of time. This is calculated by finding
out the percentage mark up suffered while buying/selling the desired quantity of security
compared to its ideal price (best buy + best sell)/2.

Order book
Buy Price Sell Price
2000 90 2000 91
3000 91 2500 94
2000 92 1000 96
To buy 2500
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90 +91
2
~(2000x91) + (500x94)

2500
_182000+ 47000

2500
91.6-90.5

Ideal Price = =90.5

Actual buy Price

=91.6

Impact cost for 2500 Shares = x100=1.21

90.5

Impact cost for selling price also can be calculated. The company scrip should be
traded for 85% of the trading days at an impact cost less than 1.5%.

Base period: The base period for the S & P. CNX Nifty index is the closing prices on
3 November 1995. The base period is selected to commensurate the completion of one
year operation of NSE in the stock market. The base value of index is fixed at 12000 with
the base capital of * 2.06 of trillion. Its unique features are:

« S & P. CNX Nifty provides an effective hedge against risk. The effectiveness of
hedging was compared with several portfolios that consist of small cap, midcap
and large cap companies and found to be higher.

e The index represents 45 per cent of the total market capitalisation.

e The impact cost of S & P. CNX Nifty portfolio is less compared with other
portfolios.

= Nifty index is chosen for derivative trading.
Cnx nifty junior

The Nifty Junior also consists of fifty stocks, but these stocks belong to the midcap
companies. Stocks that are having market capitalisation greater than” 2 billionare included
with the objective of measuring the performance of stock in the midcap range. The
liquidity criterion is same as that of S & P. CNX Nifty. The impact cost should not be
greater than 2.5% for 85% of the traded days. The base date is the same for Nifty and
Nifty Junior but the base capital is  0.42 trillion. Nifty Junior represents about 7 per cent
of the total market capitalisation and itis an ideal index to be used in derivative trading.

There isarecast in the Nifty Junior in 1998 with the number of stocks going up to
the Nifty. The composition of the Nifty Junior has also been overhauled. Apart from the
six that moved to the Nifty, Ispat Industries, Hindustan Powerplus, Alstom India, Kotak
Mahindra and Lakme have been excluded. The eleven stocks replacing these in the
Nifty Junior are: Bank of Baroda, Tata Infotech, Dr. Reddy’s Labs, Satyam Computers,
Zee Telefilms, Pentafour Software, Nirma, Nicholas Piramal, ICI India, ICICI Bank
and GSFC. Nifty Junior turns out to be as nimble as its predecessor. The odds are high
because of the sluggish nature of five of the excluded stocks as well as the quality of the
new entrants.

S & P CNX 500

Itis a broad based index consisting of 500 scrips. The companies are selected on the
basis of their market capitalisation, industry representation, trading interest and financial
performance. The market capitalization is used as weights. The companies influence on
the index depends upon their market capitalisation. The companies selected are either
leaders or representative of their industries. They should reflect the movement of their



industry. The industry groups included in the S & P.CNX 500 are 79. The number of
representation from each industry group is changed to reflect the market.

The selected companies should have minimum record of three years of operation
with positive net worth. The base year is 1994 because it is considered to be closer the
post liberalisation era.

Since the index is a broad based one, it represents 72 per cent of the total market
capitalisation and 98 per cent of the total traded value. As it is weighted with market
capitalisation, it mirrors the market movement more effectively. The broad base of the
index provides a bench mark for comparing portfolio return with market return.

4.9 SUMMARY

Inthis unit, you have learnt that,

e Monetary assets, which are short term in nature and less than one year are
traded in the money market.

¢ Money market facilitates RBI’s conduct of monetary policy. There was a paucity
of instruments in the money market for a long time.

e Themoney market has two components namelythe organized and the unorganized.

e The participants of the organized money market are the Reserve Bank of India,
Life Insurance Corporation, General Insurance Corporation, Unit Trust of India,
Securities Trading Corporation of India Ltd., Discount and Finance House of
India, other primary dealers, commercial banks and mutual funds.

e Money market is a very important segment of the Indian financial system. It is
the market for dealing in monetary assets of short-term nature.

e The Indian money market was segmented and highly regulated and lacked depth
till the late 1980s. It was characterized bya limited number of participants, regulation
of entryand limited availability of instruments.

e Themoney market isawholesale market. The volumes are very large and generally
transactions are settled on a daily basis.

e Tradinginthe money market is conducted over the telephone, followed by written
confirmation from both the borrowers and lenders.

e The capital market provides long-term funds for corporates, central and state
governments. The capital market has sub-markets like debt market, equity market
and derivative market.

e Theforeign exchange market is the market for foreign currencies. Foreign currency
transactions take place in the case of exports, imports, capital movement, interest
and repayment of loans.

e  Stock market or securities market isa market where securities issued by companies
in the form of shares, bonds and debentures can be bought and sold freely. The
components of stock market are primary market and secondary market.

e Treasury bills are short-term (up to one year) borrowing instruments of the
government.

e Originally, the government used to issue the treasury bills directly. They were sold
through the tender method and the periods of maturity were three months six
months nine months and twelve months.

Financial Market
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18. State the objectives
of NSE-50 index.

19. What is the base

racl-af Dlfs
POt OT TNty

index?

Self-Instructional

Material 331



Financial Market

332

NOTES

Self-Instructional
Material

e [n the purchase of treasury bills, investors who do not have SGL account facility
can buy it through the DFHI. DFHI keeps the treasury bills on behalf of their
clients, pays the investor and collects the proceeds on the maturity day.

= Bill financing is an important mode of financing working capital requirements of
trade and industry. Discounting of bills by the banks ensures adequate flow of
working capital to the industry from the banks.

e |_etter of credit backed bill discounting and clean bill discounting are the convenient
modes of financing for domestic trade transactions.

e A government security isa claim on the government and is commonly referred to
as gilt. British government entered the details of government securities in a book
with golden edges.

e State government securities are securities/loans issued by the Reserve Bank of
Indiaon behalf of various state governments for financing their developmental needs.

e The issue of government securities provides an opportunity to make the monetary
policy an effective instrument of economic policy. The structure of interest rates
of the G-Secs influences the general interest rate structure of the capital market.

e The secondary market trades are either carried out through Negotiated Trading
System or on the National Stock Exchange (NSE) and Bombay Stock Exchange
(BSE).

e The price of security in the stock market has three components. These are: principal,
coupon and notional tax components.

e Two parties are involved in the options contract, a buyer and a seller. The buyer
who buys an option takes a long position. The seller who sells an option takes a
short position, i.e., he writes the option and is the writer of the option.

e A futures contract calls for the delivery of either a physical asset or a financial
instrument at a specified date or during a specific period of time at an agreed-
uponprice.

e There are three liquidity-related characteristics of a secondary market that investors
find desirable: depth, breadth, and resiliency.

e Nifty index is built by India Index Services Product Ltd (I11SL) and Credit Rating
Information Services of India Ltd. (CRISIL). The CRISIL has a strategic alliance
with Standard and Poor Rating Services.

4.10 KEY TERMS

e Capital market: The part of a financial system concerned with raising capital by
dealing in shares, bonds, and other long-term investments.

e Treasury bill: Ashort-dated UK or US government security, yielding no interest
but issued at a discount on its redemption price.

« Commercial bill: Abill of exchange issued by acommercial organizationto raise
money for short-term needs.

e Sensex: An abbreviation of the Bombay Exchange Sensitive Index (Sensex) -
the benchmark index of the Bombay Stock Exchange (BSE).

« NIFTY: The Nifty, isan indicator of the 50 top major companies on the National
Stock Exchange (NSE).
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4.11 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. The various money market derivativesare:
e Call/Notice/ Term Money NOTES
e Repos
e TreasuryBills
e Certificate of Deposits (CD)
o Commercial Papers (CP)
Inter Bank Participation Certificates
Inter Bank Term Money
Interest Rate Swaps/Forward Rate Agreements and
e BillsRediscounting

2. The sub-markets of capital markets include debt market, equity market and
derivative market.

3. In an efficient market, the market price of the security should be equal to its
intrinsic value. The true economic worth of the asset is its intrinsic value. In a
perfectly competitive market, the price of an asset reflects its intrinsic value. This
is known as valuation efficiency.

4. The different features of primary market are:
e |tisamarket for long-term capital where the securities are sold for the first
time. Hence, it isalso called New Issue Market (NIM).
e Funds are collected and securities are issued directly by the company to the
investors.
e Primary issues are carried out by the companies for the purpose of inception
and functioning of business.

5. The disadvantages of public issues are as follows:
e |tisatime consuming process involving the fulfillment of legal formalities.
e |t isexpensive and many intermediaries are involved in it. It necessitates
constant adherence to listing of agreements and legal requirements.
e Cornering of shares and hostile takeover may take place.
e Speculative trading of the company’s equity affects the reputation of the
company.
6. The investors can be broadly classified into:
e Retail investors
e |[nstitutional investors
e Foreigninstitutional investors

7. Four characteristics of treasury bills are:
e They have a short-term maturity period
e Theyare highly liquid in nature
e Their default risk is absent
e Their transaction cost is very low

8. The objectives of the 14-day treasury bill are to meet the cash management
needs of various segments of the economy and facilitate the emergence of a
comprehensive yield curve.

9. Post-sale creditagainst bills is offered as follows:
e Purchase of bills drawn under LC or confirmed order.
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

 Discounting of usance bills drawn under LC or confirmed order.
o Negotiation of documents under LC.

Five features of a well-developed bill market are:

o Widespread culture of borrowing against commercial bills

e« Presence of a large number of genuine trade bills

e Continuous and adequate supply of commercial bills in the money market and
high velocity of circulation.

e Commercial banks and financial institutions have the facility for acceptance
of bills at low cost.

e Commercial banks are ready to discount the bills and legal procedures are
simple.

Debt instruments that have variable coupon rates rather than fixed coupon rates

but are based on a predefined benchmark are known as floating rate debt

instruments.

Separate Trading of Registered Interest and Principal of Securities is known as
STRIPS. A conventional security is stripped into a number of zero coupon
securities and is traded separately. Such newly created securities are called
STRIPS.

The securities are issued in blocks with a single maturity date. If bonds are issued,
the Reserve bank of India buys it and gradually sellsit in the stock market. Gradually,
the RBI repurchases the bonds through the stock market leaving a small portion
to be redeemed at the maturity date. This gradual purchase of bonds is called
‘grooming’.

The various kinds of membership in the derivatives market are:

e Tradingmember

e Clearingmember

e Self-clearingmember

Some key features of the futures market are:

e Futures are traded in organized exchanges.

e The futures contracts are of a standardized size.

o Clearing houses guarantee that all the traders in futures market will honour
theirobligations.

e Margin paymentand daily settlement is required.

e Future positions are closed easily.

The important types of financial futures are currency futures, interest rate futures,
stocks and stock index futures.

The daily settlement price for an interest rate futures contract is the closing price
of such interest rate futures contract on the trading day.

The objectives of NSE-50 index are as follows:

o Reflecting market movement more accurately

e Providing fund managers a tool for measuring portfolio returns vis-market
return.

e Serving as a basis for introducing index based derivatives.

The base period for the S & P. CNX Nifty index is the closing prices on 3 November
1995. The base period is selected to commensurate the completion of one year
operation of NSE in the stock market.
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4.12 QUESTIONS AND EXERCISES

Short-Answer Questions

o NOTES
1. State the characteristics of money market.

2. What are the characteristics of an efficient financial market?

3. Write a short note on the auctions of treasury bills.

4. Briefly state the concept of sensex and nifty.

5. What are the advantages of treasury bills to market participants?

Long-Answer Questions

1. Discuss the features of the primary and the secondary market of securities.
Analyse the various kinds of treasury bills.

Discuss the features of commercial bill market and discount market.
Analyse the role of government securities market.

Describe the factors affecting the option premium and the various valuation models
of options.

ok WD
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5.0 INTRODUCTION

Financial sector plays an indispensable role in the overall development of a country. The
important constituents of this sector are the financial institutions, act as that conduit forthe
transfer of resources from net savers to net borrowers, that is, from those who spend
less than their earnings to those who spend more than their earnings. The financial
institutions have traditionally been the major source of long-term funds for the economy.
These institutions provide a variety of financial products and services to fulfil the varied
needs of the commercial sector. Besides, they provide assistance to new enterprises,
small and medium firms as well asto the industries established in backward areas. Thus, they
have helped in reducing regional disparities by inducing widespread industrial
development.

The Government of India, in order to provide adequate supply of credit to various
sectors of the economy, has evolved a well-developed structure of financial institutionsin
the country. These financial institutions can be broadly categorized into All India
institutions and State level institutions, depending upon the geographical coverage of
their operations. At the national level, they provide long and medium term loans at
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reasonable rates of interest. They subscribe to the debenture issues of companies,
underwrite public issue of shares, guarantee loans and deferred payments, etc. Though,
the State level institutions are mainly concerned with the development of medium and
small scale enterprises, but they provide the same type of financial assistance as the
national level institutions.

Thisunitwill deal with the financial institutions of India like Securitiesand Exchange
Board of India (SEBI), commercial, cooperative and regional rural banks, self-help groups,
non-bank financial intermediaries (NBFIs), insurance institutions and mutual funds.

5.1 UNIT OBJECTIVES

After going through this unit, you will be able to:

o Evaluate the working of capital market and Securities and Exchange Board of
India (SEBI)

Assess the functions and services provided by commercial, cooperative and
regional rural banks

Discuss the problems of microfinance and the emergence of self-help groups

Explain the nature of non-bank financial intermediaries (NBFISs)

Describe the concept of insurance and insurance institutions

Analyse the policies included in life and general insurance
Assess the concept, types and operation of mutual funds

5.2 WORKING OF CAPITAL MARKET AND SEBI

The capital market is susceptible to fraudulent and unfair practices. It is important to
protect the trader/investor from such practices. In India too, there have been several
incidents like the Ketan Parekh and the Harshad Mehta scams that have intensified the
need for a regulatory mechanism.

A comprehensive legal framework was provided by the Securities Contract
Regulation Act, 1956 and the Securities and Exchange Board of India Act, 1992. A
three-tier regulatory structure comprising Ministry of Finance, Securities and Exchange
Board of Indiaand Governing Boards of the stock exchanges regulate the functioning of
stock exchanges.

1. Ministry of Finance: The Stock Exchange division of the Ministry of Finance
has powers related to the application of the provision of the SCR Act and
licensing of dealers in the other area. According to the SEBI Act, the Ministry
of Finance has appellate and supervisory powers over SEBI. It has the
power to grant recognition to the stock exchanges and regulate their
operations. The Ministry of Finance has the power to approve the
appointments of executive chiefs and the nominations of public
representatives on the Governing Boards of stock exchanges. It has the
responsibility of preventing undesirable speculation.

2. Securities and Exchange Board of India: Eventhough established in 1988,
the Securities and Exchange Board of India received statutory powers only
on 30 January 1992. Under the SEBI Act, wide powers are vested in SEBI. It
has the powers to regulate the business of stock exchanges, other security
markets and mutual funds. Registration and regulation of market intermediaries
are also carried out by SEBI. It has the responsibility to prohibit fraudulent,




unfair trade practices and insider dealings. Takeovers are also monitored by Indian Financial
SEBI. Stock exchanges have to submit periodic and annual returns to SEBI. Institutions
SEBI has the duty of promoting the healthy growth of the capital market and

protecting the interests of investors.

3. Governing Board: The Governing Board of a stock exchange consists of NOTES
elected member directors, government nominees and public representatives.
Rules, bye-laws and regulations of the stock exchange provide substantial
powers to the Executive Director for maintaining efficient and smooth day-
to-day functioning of the stock exchange. The Governing Board also has the
responsibility of maintaining an orderly and well-regulated market.

The Governing Body of a stock exchange consists of 13 members of which: (a)
six members are elected by the members of the stock exchange, (b) the Central
Government nominates not more than three members, (c) the Board nominates three
public representatives, (d) SEBI nominates persons not exceeding three, and (e) the
stock exchange appoints one Executive Director.

One-third of the elected members retire during the annual general meeting. The
retired member can offer himself for re-election if he is not elected for two consecutive
years. If a member serves on the governing body for two years consecutively, he should
refrain from offering himself for another re-election.

Members of the Governing Body elect the president and vice-president. It needs
no approval from the Central Government or the Board. The tenure of office for the
president and vice-president is one year. They can offer themselves for re-election, if
they have not held office for two consecutive years. In that case they can offer themselves
for re-election after a gap of one year.

The Securities and Exchange Board of India (SEBI) isan autonomous body created
by the Government of India in 1988 to act as a regulator of the capital market in India. It
was given statutory form in 1992 with the SEBI Act of 1992. Its head office is in
Mumbai, while its other offices are in Chennai, Kolkataand New Delhi.

The organization of SEBI is structured in a manner so as to fulfil its objectives. To
suit its scope of activities, it is divided into several departments (see Table).

Departments of SEBI

Department Responsibility

1. Primary Department Policy matters related to primary market, intermediaries
and self regulatory organizations, redressal of
investors’ grievances and guidance.

2. Issue Management & Registration, regulation and monitoring of
Intermediaries Department the intermediaries and scrutiny of offer document.
3. Secondary Market Department Policy matters related to major stock exchanges, price

monitoring market surveillance, prevention of insider
trading and brokers’ registration.

4. Institutional Investment Mutual funds, Flls, mergers, acquisitions.

Apart from these departments, SEBI has legal and investigation departments. It has
separate advisory committees for primary and secondary markets to assist policy
formulation. SEBI has regulated:

e Primary market e Secondary market
e Mutual funds e Foreigninstitutional investments

Self-Instructional
Material 339



Indian Financial
Institutions

340

NOTES

Self-Instructional
Material

5.2.1 Critical Review of SEBI

SEBI has made progress in many areas, but there are other areas within SEBI’s domain
which need attention. For example, the vetting of issues by SEBI leaves much to be
desired and allows large number of issues of dubious credibility to mobilize public money
between 1994 and 1996, leading to a dull primary market. Out of the 6,200 odd companies
listed on the BSE, less than one-third are actively traded.

1.

Disclosures: Even though SEBI has made enormous efforts to make disclosures
more transparent, the quality of information flow leaves much to be desired.
Timeliness of disclosures is another area of concern. Despite the time limit of 48
hours to inform SEBI about any deal that would affect the shareholders’ interest,
it is not adhered to. For example, IFCI has reported a deal concluded in late
August 1998 to sell the shares of Sri Vishnu Cement at = 100 each, and which
was informed in October. There is a need for SEBI/NSE/BSE/to ensure the
timely dissemination of information.

. Dissemination process: The list of the information specified for disclosure is

exhaustive. But the mode is through SEBI. The companies have to provide the
information to the SEBI and SEBI to the investing public. Considerable delay is
involved in this process. To avoid delay, websites can be created to download the
information. The information can be classified and downloaded. In this process,
information would reach the participants quickly.

Settlement: The National Stock Exchange of India (NSE) has a Wednesday—
Tuesday settlement cycle while BSE has a Monday-Friday cycle. This creates
more arbitrage opportunities. The prices of securities experience fluctuations on
the opening and closing days. The implementation of a uniform settlement cycle
would improve the quality of price-formation and reduce the costs imposed on
investors due to arbitrage-related trade. The rolling settlement with T + 5 would
reduce arbitrage.

Badla trade: The carry forward system is mainly used by speculative brokers
and large traders. Speculative deals may lead to abnormal price rise and payment
crises and affect the investors’ confidence. Badla should be considered as a
lending and borrowing system with suitable checks and balances. Index futures
offers an opportunity for hedgers and speculators.

Special watch: The sophistication of the Indian stock market demands better
surveillance and regulatory capabilities. Stock exchanges across the country are
shifting towards online screen-based trading. These stock exchanges account for
almost 99.80 per cent of the aggregate business transacted. A stock watch system
parallel to the system at the New Y ork Stock Exchange should be developed. The
stock watch system will alert the exchange administration about abnormal price
and volume fluctuations. This will provide transparent and fair dealings in the
market.

Capital adequacy: Capital adequacy of registered market participants is low.
SEBI requires stock brokers of BSE/NSE to maintain an absolute minimum of*
500,000 which is the largest for all stock exchanges. The additional or optional
capital, including the basic minimum capital, has to be maintained at 8 per cent or
more of the gross outstanding trade. This adds to the default risk of the brokers.
Further, SEBI is forced to register many small participants and regulate them.



7. Single authority: The regulation of the capital market is carried out by multiple
regulators suchas RBI and the Ministry of Finance. This multiple-regulator system
has undermined the role of SEBI. A case in point is the order of the Ministry of
the Finance negating SEBI’s order in the Hindustan Lever Ltd. insider trading
case while agreeing that information on the merger was price sensitive. The
regulatory aspect should be properly coordinated and super regulator can be
created. The UK has created a super regulator which regulates the capital and
forex markets.

8. Stricter registration of brokers: SEBI’s registration system is far from adequate.
The registration of sub-broker is nominally in place but lack of enforcement power
permits the functioning of many hundreds of unregistered sub-brokers. The
registered sub-brokers are also not effectively controlled. This would add to the
risk involved in the trading of securities.

Objectives of SEBI

The promulgation of the SEBI ordinance in the parliament gave statutory statusto SEBI
in 1992. According to the preamble of the SEBI, the three main objectives are:

e To protect the interests of the investors in securities
e To promote the development of securities market
e To regulate the securities market

5.2.2 Powers and Functions of SEBI

The main functions entrusted with SEBI are as follows:
= Regulating the business in stock exchanges and any other securities market

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

e Registering and regulating the working of collective investment schemes including
mutual funds

= Promoting and regulating self-regulatory organizations

« Prohibiting fraudulent and unfair trade practices in the securities market

e Promoting investors education and training of intermediaries in securities market
« Prohibiting insiders trading in securities

« Regulating substantial acquisition of shares and take-over of companies

e Calling for information, undertaking inspection, conducting enquiries and audits of
the stock exchanges, intermediaries and self-regulatory organisations in the
securities market

Role of SEBI in the Primary Market

To protect the interest of the investors and to bring back the small investors to the
market several measures have been undertaken by SEBI. Entry and disclosure norms
are tightened to prevent the exploitation of investors by the unscrupulous promoters.
Allocation of shares and promoters’ contribution are regulated.
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1. Entry norms: SEBI has issued guidelines to tighten the entry norms for
companies accessing the capital market.

(@) Acompany should have atrack record of dividend payments fora minimum
period of 3 years preceding the issue.

(b) A company whose shares are already listed would fulfill the entry level
requirement only if the post issue net worth becomes more than five times
the pre issue net worth.

(c) If amanufacturing company does not have such a track record, it could
access the public issue market, provided its project is appraised by a public
financial institution or a scheduled commercial bank. The appraising entity
should also participate in the project fund.

(d) Itwould be necessary for a corporate body making a public issue to have at
least five public shareholders for every " 1 lakh of the net capital offer made
tothe public.

(e) SEBIwould not vet offer documents of companies having a track record of
3 years consistent dividend payment. Likewise, offer documents of
companies seeking listing on OTCEI would not be vetted by SEBI. Further
banks are required to satisfy the criteria of two years of profitability for
issues above par.

2. Promoters’ contribution: Promoters’ contribution means contribution by those
described in the prospectus as promoters, directors, friends, relatives and
associates.

(@) Promoters’ contribution should not be less than 20 per cent of the issued
capital irrespective of the issue size.

(b) The entire promoters’ contribution should be received before the public
issue. If the issue size exceeds “100 crores, the promoters can bring in not
less than 50 per cent of their contribution before opening of the issue and
bring in the balance before the calls are made on the shareholders.

(c) SEBI announced that not more than 20 per cent of the entire contribution
brought in by promoters cumulatively in public or preferential issue would
be locked in for 5 years. SEBI lifted the provision of lock in period for
promoters, contribution in case of listed companies with 3 years track record
ofdividend payment.

(d) According to the decision taken by the SEBI Board, in case of non-under
written public issue promoters could bring their own money or procure
subscription from elsewhere within 60 days of the closure of the issue subject
to such disclosures in the offer document.

3. Disclosure: The draft prospectus filed with SEBI is made as a public document
to enhance transparency. The draft prospects should provide all the needed
information to the investor regarding: the present position of the company, the
future prospect and the risk factors associated with the investment of the company.
In August 1997, SEBI introduced compendium of disclosure and investor protection
guidelines, deleting the provisions that have lost relevance and rationalizing the
over lapping provision. In accordance with the recommendation of C. B. Bhave
committee, SEBI has advised all the listed companies to publish unaudited financial
results on a quarterly basis.

4. Book building: Book building has been accepted as one of the modes of public
issue. SEBI issued guidelines relating to 100 per cent book-building in an issue of



security to the public through prospectus. It recommended a two-tier underwriting Indian Financial

system for book built issues. The syndicate members would be responsible for Institutions
the primary underwriting and the book runners would take on their liability in case

of default. SEBI also stipulated that there should be at least 30 book building

centres with the syndicate members being present at each centre. NOTES

5. Allocation of shares: To bring back the small investors to the primary market,
the minimum application of share has been reduced from 500 to 200. Proportionate
allotment of shares is made. A reservation of minimum 50 per cent of net offers
to the small investors is being made. Small investors mean those who have applied
for 1000 or fewer shares or securities. The companies were required to complete
the allotment of securities within 30 days of the closure of the public issue. There
after, they would be required to pay an interest at the rate of 15 per cent per
annum, if refund of application money is not made within the specified period.

6. Market intermediaries: Licensing of merchant bankers or authorization by
SEBI was the first step undertaken to regulate the intermediaries. This licensing
of merchant bankers is based on the capital adequacy as well as the track record
of the capital market related activities. In course of time, other financial
intermediaries such as underwriters, registrars and transfer agents came to be
licensed. SEBI has the right to inspect the records of the intermediaries.

The merchant bank categories of I, 1l and 1V are abolished. According to SEBI
guidelines, a merchant banker is one who handles public issue and manages them. He
has to show a network of *5 crores by the time of his renewal. From 7 December
1997 SEBI advised the merchant bankers to segregate the fund based activities from
the fee based activities. This would prevent the mismanagement of investors funds by
the merchant bankers.

Role of SEBI in the Secondary Market

SEBI has introduced a wide range of reforms in the secondary market. The important
areas are as follows:

1. Governing board: Governing Board of the stock exchanges were reconstituted
according to the SEBI’s directives. Broker and non-broker representations are
made 50:50. Sixty per cent of non-broker representation was given inthe arbitration,
disciplinary and default committees of the exchanges. Regulations regarding the
public representatives and the government nominees on the Governing Boards of
stock exchanges were issued. As non participants in the market, they have to
ensure an impartial and fair governance in the stock exchanges. As per the new
guidelines of SEBI, trading members will be given only 40 per cent representation
inthe governing council of derivatives.

2. Infrastructure: To sophisticate the trade on the stock exchange NSE was
established with the screen based trading. Then SEBI has allowed the stock
exchanges to expand its on-line screen based trading terminals to locations outside
their jurisdiction subjected to certain criteria. SEBI decided that recognition to
new stock exchanges would be allowed subject to the conditions of On Line
Screen Based trading for trade purposes.

3. Settlement and clearing: Carry forward transactions were withdrawn and
reintroduced by SEBI with modified regulations. SEBI notified all stock exchanges
to introduce weekly settlement. Besides, auctions have to be conducted by stock
exchanges within eight days of the settlement in case members fail to deliver the

Self-Instructional
Material 343



Indian Financial
Institutions

344

NOTES

Self-Instructional
Material

shares. The renewal of contract in cash groups from one settlement to another is
not permitted.

In the case of short sales, in terms of recommendation of the B. D. Shaw
committee, SEBI issued directives to all stock exchanges to submit scrip-wise
information (for select scrips) on net short sales position at the end of each trading
day for dissemination of information to the public.

SEBI advised all the stock exchanges to set up Clearing Houses, Clearing
Corporations or settlement guarantee fund for expediting the process of
dematerialization of securities and settlement transaction in the depository mode.
SEBI has introduced rolling the settlement trading in the demat segment for all
companies with effect from 15 January 1998.

Warehousing facility has been permitted by the SEBI. The ‘warehousing’ of
transaction facilitates execution of a firm client’s order for a large quantity in
parts during the same trading cycle and the issue of only one contract note at the
weighted average price in the end of the trading cycle. SEBI allowed: institutional
investors, Flls, stock brokers, stock exchanges to make use of the facility of
‘warehousing’ of trades, subject to certain conditions.

. Debt market segment: Wholesale debt market segment in the NSE enables

the tradersto trade in debt instruments. To expedite the settlement SEBI (Depository
and participants) Regulations 1996, has beenamended. Itallowed dematerialization
of Government securities. SEBI has allowed the listing of debt instrument on the
stock exchange even if the company’s equity was not listed earlier. Flls were
allowed to invest up to 100 per cent of the funds in debt instruments of Indian
companies through 100 per cent dedicated debt fund.

SEBI has made it mandatory for all the debt instruments to be rated from any one
of the authorised credit rating company. Recently, SEBI made dual rating
mandatory for the issues of size above “500 million. By doing this the SEBI
expects to put an end to credit rating shopping, which allows a company not to
disclose an adverse rating and instead seek a favourable rating from other agency.
A company will not be allowed to get arating froman agency which is its associated
firm.

. Price stabilization: SEBI has set up a division to monitor the unusual movements

in prices, in coordination with the stock exchanges. SEBI has asked stock
exchanges to monitor the prices of newly listed permitted scrips from the first day
of trading. Necessary circuit breaker system and other market monitoring
restrictions could be applied. In case of newly listed scrips, when there is an
abnormal price variation, the exchange would impose a special margin of 25 per
cent or more on purchase in addition to regular margin. The penal margin is
retained by the exchanges for a period of three months or one month after delivery.
Intraday margin, gross exposure margin, net exposure margin, mark to market
margin, concentration margin and special margins are also imposed on the traders
by the stock exchanges to reduce the price volatility.

To prevent circular trading and price rigging, SEBI has introduced a host of price
filters. Intraday price band permits the stock to be traded within a range during a
trading session. It aims at preventing intraday price swings. Inter week price
band has a wide range within that stocks are permitted to be traded in a week. It
preventswild swings in prices rippling into the next settlement cycle. SEBI imposed



a uniform intra-day price band of 10 per cent for all securities on all stock Indian Financial
exchanges, in addition to the 25 per cent weekly price cap being followed by all Institutions
exchanges.

. Delisting: SEBI tightened the delisting norms by permitting delisting only in
accordance with the norms specified by Chandratre committee. The norms are:
« On voluntary delisting from regional stock exchanges the company would
have to make a buy offer to all the shareholders in the particular region
« The promoters would have to buy or arrange buyers for the security.
e The listing fees for three years should be taken from the companies at the
time of delisting and be kept in Escrow Account with the stock exchange.

NOTES

. Brokers and SEBI: The regulation of the functioning of the brokers starts with
the registration of the brokers. The registration is given on the basis of the eligibility
to be a member of any stock exchange, infrastructure facilities like adequate
office space, equipment and man power. He should have past experience in the
business of buying, selling or dealing in securities. Capital adequacy norms are
laid down depending on the stock exchanges and the members’ turnover.
Registration fees also has to be paid by the brokers.

Code of conduct is laid down for every stock broker to be registered with SEBI.
The code seeks to ensure that a broker should not indulge in malpractice and
manipulation. The code of conduct deals with brokers’ duty towards: execution of
orders, issue of contract note, breach of trust, fairness to clients and investment
advice. Contract notes are to show transparency in deals regarding price, brokerage
and service tax. The contract notes and bills are to be passed duly on time, failing
which brokers are liable to penalties depending on the days of default.

Brokers shall have to furnish SEBI a copy of the audited balance sheet and profit
and loss accountwithin six months of each accounting period. Brokers are expected
to preserve the books of account and other records for a minimum period of five
years. SEBI has the right to inspect brokers’ books of account, other records and
documents and can appoint qualified auditors to investigate into the books of
accounts.

Regional offices are set up by the SEBI to attend to the complaints against brokers
and stock exchanges. The regional offices are set up in New Delhi, Calcutta,
Chennai and Mumbai. Disciplinary actions such as reprimand, warning, suspension
and cancellation of the registration are taken against the erring stock brokers. A
penalty of suspension of registration of a stock broker may be imposed if:

e The stock broker violates the provisions of the Act, rules and regulations

e The stock broker does not follow the code of conduct laid down by SEBI

e The stock broker:

o Failsto furnish any information related to his securities as required by
the board

0 Furnisheswrong or false information
0 Doesnot submit periodical returns as required by the Board

0 Does not co-operate in any enquiry conducted by the Board
e The stock-broker fails to resolve the complaint of the investor or fails to
give satisfactory reply to the Board in this behalf
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e The stock-broker indulges in manipulating price or concerning activities in
the market

e The stock-broker is guilty of misconduct

= The financial position of the stock broker deteriorates to such an extent that
the Board is of the opinion that his continuance in securities business is not
in the interest of investors and other stock brokers

e The stock broker fails to pay the fees

e The stock broker violates the conditions of registration

e The membership of the stock broker is suspended by stock exchange

53  COMMERCIAL BANKS, COOPERATIVES AND
RRBs

Banks are financial firms and depend on economies of size and gains arising from
internalizing certain activities rather than relying on market transactions. Banks provide
packages of financial services which individuals find too costly to search out, produce
and monitor by themselves.

The evolution of banking, which lasted for centuries until two types of modern
banking developed in the industrially-advanced economies in the late 19th century, was
anintegral part of the expansion of capitalism. The techniques of banking which developed
inthe 17th century facilitated the industrial and territorial expansion that began about the
same time. Banking systems evolved to meet the demands of the constituents, vested
interests and regulations governing their establishment. The British system evolved around
the central banking system with a central bank and clearing banks with a large network
of offices regulated by the central bank; while the German one evolved out of an
identification of interests of finance, industry and government to provide multiple services
to the constituents. The US system, however, was set apart by the dominance of the unit
banks, the role played by an active interbank market in deposits and reserves and the
cooperative lending practices. It also featured wholesale banking which was the source
of several innovative practices such as rollover credit or flexirate lending. This section
will deal with the various types of banks.

5.3.1 Commercial Banks

Among the financial institutions, the role of commercial banks is unique. Firstly, the
banks’ demand deposit liabilities were = 2,55,365 crore at the end of March 2005,
constituting a large proportion (39.5 per cent) of narrow money, M1 (consisting of
currency with the public, demand deposits and other deposits with the RBI) of  6,46,263
crore. Of the broader measure of money supply, M3 of ~ 22,53,938 crore at the end of
March 2005 (which includes M1 + post-office savings banks deposits = M2), time deposits
with banks of ~ 16,07,675 crore, aggregate deposits of = 18,91,692 crore with banks
constituting 83.9 per cent.

Second, commercial banks are the primary vehicle through which credit and
monetary policies are transmitted to the economy. Credit and monetary policies are
implemented through action on bank reserves (cash and statutory liquidity ratios), margin
requirements and the rate at which scheduled banks can borrow from the RBI. These
affect the supply, availability and cost of credit at banks.



Third, the nature of lending and investing by commercial banks is multi-functional. Indian Financial
They deal in a wide variety of assets and accommodate different types of borrowers. Institutions
They facilitate the spread of the impact of monetary policy to non-bank lenders and to
other sections of the economy. Further, the operations of commercial banks are highly
flexible since they provide facilities for financing different types of borrowers which NOTES
enables them to channel funds according to specified priorities and purposes.

Definition of Banking

The Banking Regulation Act, 1949 defines banking as accepting for the purpose of
lending or investment, of deposits of money from the public, repayable on demand or
otherwise and withdrawable on demand by cheque, draft or order otherwise.

Special Nature of Banks

Banks are special as they not only accept and deploy large amounts of uncollateralized
public funds in a fiduciary capacity, but also leverage such funds through credit creation.
Capital represents a very small fraction of total assets of banks especially when compared
to non-financial institutions. A minimum percentage of capital of 8 per cent of assets is
equivalent to a leverage ratio (debt/equity ratio) of 92/8 = 11.5, which is unsustainable
with non-financial institutions. Borrowers would consider it as impairing the repayment
ability too much and causing an increase in the bankruptcy risk beyond acceptable levels.
The high leverage of banking institutions does not interfere with their functioning because
the discipline imposed by borrowers does not apply to depositors who are protected by
deposit insurance. Banks require easy and immediate access to financial markets for
raising funds as long as the perceived risk by potential lenders remains acceptable. The
risksare, however, made visible and explicit by bank ratings.

Special Position of Banks and Financial Institutions

The special nature of banks, creation of liquidity, carries risks unique to management of
banks. The basic function of bank management is risk management. One would be
stretching the point if this is equated with the conferment of special privilege which calls
for the imposition of an obligation to provide banking services to all segments of population
on equitable basis.

Public sector banks have been, for more than two decades after nationalization in
1969, in the forefront to provide services through branch expansion, like the 5 savings
account, innovative loan products for small-scale and agriculture sectors. While these
endeavours continue, the reform era's emphasis on profitability and stringent accounting
standards have cramped the functioning of banks. There is no doubt that extending the
reach of banks to poorer sections would ensure that the banking system benefits.

Inthe developed countries, official policies promote inclusive practices to empower
low income groups, going as far as to give them a statutory sanction. In the UK, a
dedicated fund has been set up to encourage inclusion. Banks and credit unions have
been assigned definite responsibilities. In the US, the Community Reinvestment Act
prohibits discrimination by banks against low and moderate-income groups, while in
France itis alegal right for anyone to have a bank account.

We can emulate their example if we set up dedicated funds through budgetary
allocation. Burdening the fragile Indian banking system to reach out without any regard
to the purpose or end use of loan would only contribute to the growth of NPAs. Cash
flow generation and augmenting supply of goods and services should guide us to protect
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the depositors and nation from unviable loans and addition to demand which generate
inflationary pressure. Further, budgetary processes have constitutional sanctity and checks
and balances exist to ensure that funds voted are spent for the purpose. On the other
hand, such mechanisms do not exist in reaching out to the poor.

Functions of Commercial Banks

The functions of commercial banks are:
e To change cash for bank deposits and bank deposits for cash
e To transfer bank deposits between individuals and/or companies

e To exchange deposits for bills of exchange, government bonds, the secured and
unsecured promises of trade and industrial units

e To underwrite capital issues.

They are also allowed to invest 5 per cent of their incremental deposit liabilities in
shares and debentures in the primary and secondary markets. The commercial banks
have set up subsidiaries to provide advice on portfolio management or investment
counselling. They also offer their constituents services to pay insurance, advice on tax
problems and undertake executive and trustee services.

Payment Systems

Commercial banks are institutions which combine various types of transaction services
with financial intermediation. Banks provide three types of transactions: the first is to
convert deposits into notes and coins to enable holders of deposits to undertake
transactions in cash. Second, bank deposits are used as a means of settling debts. Third,
where exchange controls do not exist, banks exchange cash and deposits from one
currency into cash and deposits of another currency.

Commercial banks earlier had amonopoly on transaction services. Other financial
intermediaries such as savings and loans, savings banks and credit unions in the United
States have been authorized to offer transaction accounts. Money market mutual funds,
another type of financial service organizations, have developed financial products against
which cheques may be written.

Commercial banks are at the very centre of the payment systems. Bank money
constitutes 39.5 per cent of the money supply (MI) of the Indian economy. An efficient
payment system isvital for a stable and growing economy and the bank’s role isimportant.

In advanced economies, commercial banks are also at the heart of the electronic
payment system which is replacing paper-based payment methods. Inthe USA, electronic
payment between commercial banks is done through Fedwire which is awholesale wire
transfer system operated by the Federal Reserve System. About 3,00,000 transfers per
day, amounting to $1 trillion, are made. Large banks in New York operate a private
electronic transfer system called CHIPS (The Clearing House Interbank Payments
System) which transfers $1 trillion a day involving international movement of funds.

Finally, SWIFT (the Society for Worldwide Interbank Financial Telecommunication)
based in Brussels is operated by 2,000 banks, brokerage firms and non-banking financial
institutions worldwide.

Intermediation

Commercial banks undertake the important process of financial intermediation whereby
the funds or savings of the surplus sectors are channelled to deficit sectors. Commercial



banks, along with other financial institutions, channel the funds of surplus economic units Indian Financial
to those wanting to spend on real capital investments. Funds are transferred through Institutions
lending by banks or by creation of financial liabilities such as bonds and equity shares.

Banks intermediate by obtaining the funds of savers in exchange for their own liabilities

such as entries in a passbook and then, in turn, make loans to others. Financial NOTES
intermediaries including banks buy and sell the right to future payments. Banks collect
deposits from savers by offering interest. In 2008-09, savings of the households in the
form of bank deposits constituted 54.9 per cent of total financial savings. Deposits of
commercial banks can be of any denomination which have the characteristics of low
risk and high liquidity. The small deposits are put together to make large loans.

Through their intermediary activities, banks provide a package of information and
risk-sharing services to their customers. While doing so, they take on part of their risk.
Banks have to manage the risks through appropriate structuring of their activities and
hedge risks through derivative contracts to maximize their profitability.

Transformation Services

Banks combine various types of transformation services with financial intermediation.
They provide three transformation services when they undertake intermediation process.
First, liability, asset and size transformation, consisting of mobilization funds and their
allocation (provision of large loans on the basis of numerous small deposits). Second,
maturity transformation by offering the savers, the relatively short-term claim on liquid
deposits they prefer and providing borrowers long-term loans which are better matched
to the cash flows generated by their investment. Finally, risk transformation by
transforming and reducing the risk involved in direct lending by acquiring more diversified
portfolios than individual savers can. Commercial banks, by effectively appraising credit
requests, can channel funds into productive uses.

Transformation Services and Risks

Banks incur risks while undertaking transformation services. In the last three decades,
banks abroad assumed new roles and accepted new forms of financial intermediation by
undertaking currency and interest rate swaps and of dealing in financial futures, options
and forward agreements. These new instruments reflect considerable flexibility in
responding to market situations and adjusting continually assets and liabilities both on
and off-balance-sheet, while enhancing profitability.

Measurement, control and monitoring of risk will help banks to attain the objective.
Techniques such as gap duration and value at risk are suggested to analyse risk.
Strengthening of information technology in commercial banks is a prerequisite to
implement effectively ALM system. The role of a broad-based ALCO in advising
boards of banksis of significance.

Financial Services

Commercial banks provide securities-related services. Commercial banks in India have
set up subsidiaries to provide capital market related services, advice on portfolio
management or investment counselling. Inthe US, the Glass-Stegall Act of 1933 restricts
the nature of services provided by commercial banks. In the US, they may offer discount
brokerage services but not general purpose brokerage services. US banks facilitate
mergers and acquisitions and trading in currencies and US government securities.

The Glass-Stegall Banking Act prohibits commercial banks from owning a firm

dealing in securities. The Act has been challenged by banks offering money market Self-lnstlructional "
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mutual funds and other investment services. The US Federal Reserve Board in January
1997, issued a proposal that would allow banks holding companies and their securities,
industry affiliates to offer ‘one stop shopping’ for their customers. Commercial banks in
the US in 1990s have become very active in the management and distribution of mutual
funds, managing more than 10 per cent of the assets of all mutual funds. In India, several
commercial banks such as Bank of India, Canara Bank, Indian Bank and State Bank of
India have set up subsidiaries under the guidelines issued by the Reserve Bank in 1987,
followed by guidelines laid down by the Ministry of Finance in 1991.

Fiduciary Services

In the US, banks manage employee pension and profit-sharing programmes that do not
show up on banks’ balance sheets. In the US, banks operate separate trust departments
which manage the funds of others for a fee, under the guidance of a trust agreement.
The assets held in trust do not show up on the banks’ balance sheets because they do not
own these assets.

Off-balance-sheet (OBS) Operations

Banks assume contingent liabilities and sell derivatives which are non-fund based activities
to their clients. The off-balance-sheet exposure of banks also extends to balance sheet
risk management and generating profits through leveraged positions. Like any on-balance-
sheet exposure, an OBS exposure exposes a bank to several risks such as credit risk,
liquidity risk, market risk and operational risk. The nature of risks faced by banksin OBS
activities is not different from on-balance-sheet items (consisting mainly of foreign
exchange contracts 49.3 per cent of total derivatives and single currency interest rate
swaps 46.6 per cent).

OBS exposures of ~ 18,48,341 crore in total liabilities constituted 119.7
per cent of total liabilities at the end of March 2004. The large amount reflects the
impact of deregulation, need for risk management, need for diversified income base due
to pressure on margin on conventional on-balance-sheet items and new opportunities
thrown up by technological progress.

The risks arising on account of OBS activities of banks are sought to be controlled
through a combination of both banks, internal control policies and risk mitigation
mechanism imposed by the regulator.

Insurance

Banks abroad have generally been permitted to act as distributors of insurance products.
They have set up their own subsidiary or bought shares of insurance companies or
swapped shares with insurance companies. Insurance companies, in turn, have acquired
stakes in some banks either as investment, diversification or to promote the distribution
of insurance products through bank branches.

Banks and insurance companies could combine to mutual benefit. Commercial
banks can use their branch network to sell all types of insurance, particularly life insurance
to their traditional customers. Insurance companies design complex financial products
and offer them for placing savings that private customers find particularly appealing
such as retirement funds or single premium insurance policies.

Banks could engage in insurance activities in-house via a department in the bank,
a separately capitalized subsidiary of the bank or a separately capitalized affiliate of its



branch-holding company. Expansion into insurance by banks will resultin new and complex Indian Financial
risks leading to larger claims on deposit insurance or the safety net in general. The Institutions
combining of banking and insurance activities raises the question of competing jurisdiction

of two regulators.

The linkages between banks and insurance companies have to be defined by the NOTES

government, as an owner of public sector banks, DFIs, insurance companies and as a
sovereign that has to assign appropriate regulatory jurisdiction whenever the two activities
overlap.

Entry of Banks into Insurance in India

Banks have been permitted to enter into insurance business after the enactment of
Insurance Regulatory and Development Authority Act, 1999. Banks having a minimum
networth of - 500 crore and meeting the criteria for capital adequacy, profitability, NPA
level and track record of existing subsidiaries can undertake insurance business through
joint venture (50 per cent equity) with risk participation. Banks which are not eligible as
joint venture participants can participate without the risk participation basis up to 10 per
cent of their net worth or ~ 50 crore (whichever is) lower in an insurance company for
providing infrastructure and services support without taking on any contingent liability.
Insurance products can be distributed by scheduled commercial banks as an agent of
insurance company.

5.3.2 Cooperative Banks

The cooperative banking sector in India comprises urban cooperative banks (UCBSs)
and rural cooperative banks such as state cooperative banks (SCBs) and district central
cooperative banks (CCBs). The cooperative banking sector has an extensive branch
network and reach in the remote areas.

Cooperative credit institutions have played a catalytic role in mobilizing rural savings
and stimulating agricultural investment. Cooperative credit institutions account for the
second largest proportion of 28.5 per cent of total institutional credit of  1,08,500 crore
to agriculture and allied activities in the rural sector in 2004-05. Commercial banks have
emerged as the predominant source of institutional credit with agriculture accounting for
61.2 per cent in 2004-05; and regional rural banks provided 9.7 per cent. However, the
overall share of institutional credit in the total rural debt market is very small. Institutional
credit forms 18 per cent of agriculture and allied activities component of the GDP in
2003-04. The often-quoted statement that share of debt of institutional agencies in the
case of rural households has increased from 61.2 per cent to 64 per cent between 1981-
91 does not establish that institutional credit to agriculture has gone up. The All-India
Debt and Investment Survey, 1991-92 does not depict the true picture since the figures
relate to total outstanding debt and not the overall share of institutional credit in the total
debt market which is likely to be much smaller. Since the introduction of reforms in
1991-92 there has been very little perceptible improvement in either stability or efficiency
of cooperative banks. In particular the asset quality and profitability of scheduled UCBs
showed deterioration in the reform period.

Role of RBI

Although cooperatives were established following the enactment of Cooperative Societies
Act in 1904, efforts to develop cooperatives were intensified following the
recommendations of the All-India Rural Credit Survey Committee. The committee
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assigned crucial role to the RBI in building up the cooperative credit organization by
being:
= Anactive collaborator in drawing up schemes of development with the Government
of India and state governments

« The provider of finance first to the state governments for contribution to the
share capital of cooperative credit institutions at various levels and secondly, to
the cooperative credit structure itself to meet its requirements of short-term,
medium-term and long-term finance

To meet the financial obligations, two funds were set up under the RBI Act—the
National Agricultural Credit (long-term operations) Fund and the National Agricultural
Credit (stabilization) Fund with contributions from the RBI every year.

The RBI became an active agency for the promotion of an appropriate structure
of institutions as well as policies and procedures to enhance the share of cooperative
credit in rural credit. Large, short-term and medium-term loans to cooperative banks
were given.

The Reserve Bank also undertook the task of building up the cooperative credit
structure and rationalization of policies adopted by it. The Committee to Review
Arrangements for Institutional Credit to Agriculture recommended, in its reportin 1981,
that the rural credit structure should be strengthened with a view to evolve an efficient
creditdelivery system atall levels for effectively implementing the concept of an integrated
approach to rural development.

Based on the recommendations of the All-India Rural Credit Review Committee
(1969), a multi-agency approach to rural credit was adopted with the commercial banks
supplementing the efforts of the cooperative banks. In 1975, to further strengthen the
rural credit system, a third channel to supply credit to rural areas was added by setting
up regional rural banks.

The cooperative banking system was developed on the premise that both short-
term and long-term credit cannot be supplied by the same organization. The short-term
structure extending production credit has Primary Agricultural Cooperatives (PACs) at
the grass-root level, Cooperative Central Banks (CCBs) at the intermediate level and
State Cooperative Banks (SCBs) at the apex level. The long-term structure, extending
investment credit have Primary Cooperative Agriculture and Rural Development Banks
(PCARDBES) at the base level which are affiliated to the State Cooperative Agriculture
and Rural Development Banks (SCARDBS) at the state level. The State Cooperative
Bank at the apex level coordinates and regulates the working of central cooperative
banks and provides the link between the RBI and the money market on the one hand and
the entire cooperative system in the state on the other. Central cooperative banks are
the intermediate agency between the state cooperative banks and the primary credit
societies at the village level run by agriculturists. The primary credit societies form the
base of the cooperative credit system, with most of the members being agriculturists.

Advisory Committee on Flow of Credit to Agriculture and
Related Activities (2003)

The Tenth Five-year Plan (2002-07) envisages a substantial jump in credit flows to
agriculture to ~ 7,36,750 crore in the plan period as compared to the credit flow of -
2,29,956 crore achieved in the Ninth Five-year Plan period. Credit flow from all formal
sources in 2002-03 (" 70,810 crore), in 2003-04 ( 86,981 crore) and in 2004-05 (°



1,08,500 crore) was much below the levels achieved in the Tenth Plan. The budget for Indian Financial
2004-05 proposed the setting up of a Task Force to examine the reforms required in the Institutions
cooperative banking system. The RBI also constituted an Advisory Committee (Chairman,

Prof. V. S. Vyas). Based on the report of the Vyas Committee the RBI announced a

number of measures to improve credit delivery to agriculture. These include waiver of NOTES
margin/security requirements on agricultural loans up to - 50,000 and in case of agri-
business and agri-clinics for loansup to ~ 5 lakh, revision of NPA norms for agricultural
finance and dispensing with service area approach except for government sponsored
schemes.

Organizational Structure

The organizational structure of cooperative credit institutions reveals that cooperative
banking has a more widespread and extended network in the rural sector than in the
urban sector.

The cooperative banking system consists of rural and urban cooperative banks
with the former being characterized by a relatively widespread branch network. The
cooperative banking system supplements the effort of commercial banks in mobilizing
savings and meeting the credit needs of the population.

The cooperative credit structure consists of 1,00,113 institutions with distinct urban
and rural sectors. The urban sector has 1,770 cooperative banks (with 53 scheduled
banks) and 98,343 rural cooperative credit institutions. The rural credit institutions are
again divided into short-term and long-term credit institutions. The short-term credit
institutions consist of state cooperative banks numbering 31, central cooperative banks
numbering 371 and primary agricultural credit societies numbering 97,224; and the long-
term institutions consist of 20 state cooperative agriculture and rural development banks
and 697 primary agriculture and rural development banks.

(i) Urban Cooperative Banks (UCBs)

Urban cooperative banks (primary cooperative banks) have been set up with the objective
of promoting banking habits among lower and middle income groups in urban areas and
purvey credit to small borrowers including weaker sections of the society. The Reserve
Bank is entrusted with the responsibility of regulation and supervision of the banking
related activities of urban (primary) cooperative banks under the Banking Regulation
(B.R.) Act, 1949 as applicable to Cooperative Societies (AACS). Other aspects such as
incorporation, registration, administration, management and winding-up of UCBs are
supervised and regulated by the respective state governments through Registrars of
Cooperative Societies (RCS) under the Cooperative Societies Acts of the respective
states. UCBs with a multi-state presence are registered under the Multi-State Cooperative
Societies Act, 2002 and are regulated and supervised jointly by the Central government
through the Central Registrar of Cooperative Societies and the Reserve Bank. The
number of UCBs stood at 1,770 at the end of March 2008 including 79 salary earners’
banks and 105 Mahila banks. The branches number 6,990. Of the urban cooperative, the
scheduled banks which are under closer regulatory and supervisory framework of the
RBI number 53 at the end of March 2008. Applications for banking licence including
licence for opening of new branches are not considered (2005).

Urban cooperative banks display a high degree of heterogeneity interms of deposits/
asset base, area of operation and nature of business. In view of their importance the
sector should emerge as a sound and healthy network of jointly owned, democratically
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controlled and professionally managed institutions. The sector showed weaknesses out
of lack of corporate governance, unethical lending and large loan defaults. A medium-
term framework has been evolved on the basis of a vision document to protect depositors’
interest and enable UCBs to provide useful service to local communities. The RBI
initiated several regulatory measures during 2004-05 to ensure growth of UCBs on
sound lines.

Loan accounts of certain UCBs are allowed to be classified as NPA based on 12
months delinquency normuntil 2009.

(i) Rural Credit Institutions

State Cooperative Banks (SCBs): State cooperative banks (39) are at the apex of
the three-tier cooperative structure meeting short-term and medium-term credit. Their
capital and reserves formed 12.3 per cent of total liabilities and 20.0 per cent loans and
advances. Depositsat = 48,560 crore constituted 56.6 per cent of liabilities. Loans at -
52,777 crore formed 108.7 per cent of deposits. Loans and investments together formed
83.3 per cent of assets of SCBs. Borrowings at = 22,256 crore formed 30 per cent of
liabilities. Recovery performance was 85.7 per cent.

The aggregate NPAs of SCBs were estimated at = 8,704 crore or 14.2 per cent of their
outstanding loans as at the end of March 2008.

Central Cooperative Banks (CCBs): Central cooperative banks in 2007 numbering
371, form the middle tier in the short-term credit structure of cooperative credit structure.
Deposits of ~ 94,524 crore constitute the major source of funds accounting for 59.6 per
cent of liabilities. Borrowing at - 20,256 crore accounted for 18.8 per cent of liabilities.
Capital and reserve accounted for 16.5 per cent of liabilities and 31.5 per cent of loans
and advances. NPAs constituted 18.5 per cent of total loans.

(a) Short-term Rural Credit

Primary Agricultural Credit Societies (PACS)

The short-term cooperative credit system in rural areas rests on the PACS. PACS
directly interface with individual farmers, provide short-term and medium-term credit,
supply agricultural inputs, distribute consumer articles and arrange for marketing of
produce of its members through a cooperative marketing society. They are the grass-
root level cooperative credit institutions playing a vital role in the disbursement of short-
term credit.

(b) Long-term Credit Structure of Rural Cooperative Banks

The long-term rural cooperative credit structure consists of State Cooperative Agriculture
and Rural Development Banks (SCARDBS) at the top level dispensing investment credit
and Primary Cooperative Agriculture and Rural Development Banks (PCARDBS) at
the bottom level.

Revival of Rural Cooperative Banking Sector (2005)

The Task Force on the revival of rural co-operative credit institutions (Chairman A.
Vaidyanathan) recommended the restoration of autonomy to the credit cooperatives by
scaling down the control and interference by state governments through amendments to
the State Cooperative Societies Act. Amendment to the Banking Regulation Act also
was recommended. The Task Force recommended the provision of financial assistance



for recapitalization to fund the accumulated losses of the short-term cooperative credit Indian Financial
structure evolving acommon accounting system, management information system and Institutions
computerization and HRD initiatives. The financial assistance is contingent upon

introduction of institutional, legal and regulatory reforms. In January 2006, the Central

government announced a revival package of = 13,596 crore to cover assistance for NOTES
cleansing balance sheets of short-term cooperative credit structure, capital infusion for
ensuring CRAR of7 per cent, technical support for capacity building for training,
introduction of common accounting and MIS and their computerization.

eB.R. Act, 1949 should be amended to remove dual control and bringing the
cooperatives under the regulatory control of the RBI.

« The financial assistance has been estimated at = 14,839 crore to be shared by the
Government of India, state government and the cooperative credit structure.
NABARD has been designated as the Total Implementing and Pass Through
Agency to coordinate and monitor the programme representing the Government
of India.

Rural Infrastructure Development Fund (RIDF)

A Rural Infrastructure Development Fund with a corpus of 2,000 crore was constituted
by NABARD in April 1995 for advancing loans to state governments and state-owned
corporations for quick completion of ongoing projects relating to medium and minor
irrigation, soil conservation, watershed management and other forms of rural
infrastructure. Eleven branches of allocations have been made towards the fund since
then. Scheduled commercial banks/public sector banks contributed to the corpus to make
up for their shortfall in their priority. The scope of lending was widened to cover Gram
panchayats, self-help groups and projects in social sector covering primary education,
health and drinking water. The total corpus of RIDF I to X stood at ~ 72,000 crore and

assistance sanctioned and disbursed at = 74,073 crore and ~ 45,693 crore at the end of
March 2008. Disbursements have remained low on account of difficulties associated
with the identification of appropriate projects, lack of budgetary support where only part
of the funding was visualized, delays in finalization of formalities for withdrawal of funds
and in completing land acquisition and tendering procedures in the case of irrigation
projects. No state had utilized RIDF sanctions in full and state wise utilization was
uneven. Of the total sanction under RIDF I to X rural roads and bridges accounted for
45 per cent, irrigation projects 34 per cent and others 21 per cent (social sector 9 per
centand power 3 per cent).

STCR Refinance Fund (STCR CF)

The setting up of Short-term Cooperative Rural Credit (STCRC) Refinance Fund witha
corpus of 5,000 crore was announced by the Union finance minister in the budget for
2008-09.

National Bank of Agriculture and Rural Development (NABARD)

The National Bank for Agriculture and Rural Development was established in July 1982
to take over and decentralize the functions in the sphere of rural credit. It was set-up for
providing credit for the promotion of agriculture, small-scale industries, cottage and village
industries, handicrafts and other rural crafts and allied economic activities in rural areas
with a view to promoting integrated rural development and securing prosperity for rural
areas. The newapex bank was envisaged asan organizational device to provide undivided
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attention, forceful direction and a pointed focus to the credit problems arising out of an
integrated approach to rural development. The Committee to Review Arrangement for
Institutional Credit for Agriculture and Rural Development (1981) recommended that
the new bank will take over from the Reserve Bank the overseeing of the entire rural
credit system and the statutory inspection of cooperative banks and regional rural banks
on an agency basis; the bank continues to retain its essential controls.

On its establishment, NABARD has taken over the RBI’s refinancing functions
in relation to state cooperative banks and regional rural banks. The bank is now the
coordinating agency in relation to the Central government, Planning Commission, state
governments and institutions at all-India and state levels engaged in giving effect to the
various policies and programmes relating to rural credit.

NABARD?’s Capital

The capital of the bank of 100 crore was originally subscribed by the Central government
and the RBI in equal proportions. It was raised later to - 500 crore. The Union Budget
for 1996-97 had proposed quadrupling of the capital base to 2,000 crore in the next five
years. The share capital of NABARD was raised to - 2,500 crore in 2007-08 with an
advance of = 2,500 crore from the Centre (see Table 10.1).

NABARD serves as an apex refinancing agency for the institutions providing
investment and production credit in rural areas. NABARD provides refinance to state
cooperative agriculture and rural development banks (SCARDBS), state cooperative
banks (SCBs), regional rural banks (RRBs) and other financial institutions approved by
the Reserve Bank. The ultimate beneficiaries of refinance from NABARD could be
individuals, partnership concerns, companies, state-owned corporations or cooperative
societies.

Other main activities of NABARD include: (i) initiating measures towards
institution building for improving absorptive capacity of the credit delivery system,
including monitoring, formulation of rehabilitation schemes, restructuring of credit
institutions andtraining of personnel; (ii) coordinating the rural financing activities of
all institutions engaged in developmental work at the field level; (iii) maintaining
liaison with the Government of India, the state governments, the Reserve Bank and
other national level institutions concerned with policy formulation; and (iv)
undertaking monitoring and evaluation of projects refinanced by it.

Table 10.1 National Bank for Agriculture and Rural Development: Liabilities and Assets
(Select Years)

(" crore)
Item 1990-91 1995-96 1998-99 2003-04  2007-08
Liabilities
Capital 100 500 2,000 2,000 2,000
Reserves 471 1,738 2,820 5,291 8,848
NRC (LTO) Fund 5,687 8,185 10,020 13,070 13,215
NRC (Stab.) Fund 773 840 1,044 1,500 1,534
Borrowings from GOl including
IDA/IBRD assistance 1,736 1,294 1,003 563 370
General line of credit from RBI 2,391 4,787 5,649 4,194 0
Borrowings from RBI under ARDR
Scheme, 1990 692 204 540 — 0
Open Market Borrowings 633 1,045 1,633 14,383 32,622



RIDF Deposits — 350 3,068 1,208 30,593
Foreign Currency Loan (KFW-Germany) — 70 268 29 508
Others 268 595 94.1 250 9,163
Total 12,751 19,608 28,986 55,889 98,853
Assets

Refinance Outstanding (MT & LT) 6,646 11,145 15,752 28,079 32,473
General line of credit (ST) 2,412 4,789 5,711 5,598 17,382
Medium-term loan from NRC (LTO) Fund 260 178 61 9 0
Conversion Loans from NRC (Stab.) Fund 353 32 473 663 2,058

Loans to State Govts. for
contribution to share capital of

coop. credit societies 226 363 499 450 290
Bills Rediscounted 305 108 21 — 0
Loans under ARDR Scheme, 1990 666 198 — — 0
Investment in Government Securities 910 1,298 1,245 2,271 1,683
Loans out of RIDF — 387 3,667 14,004 30,649
Others 973 1,110 1,541 4,792 12,955

Special Deposits with RBI in
respect of NRC (Stab.) Fund — — — — _
ADFC Equity — — 16 17 1,316

Total 12,751 19,608 28,986 55,889 98,853

Source: Reserve Bank of India, Report on Currency and Finance, 1995-96, Vol. 11, p. 120, Handbook of
Statistics on Indian Economy, 1999, pp. 110-111, 2003-04, pp.136-137 and 2007-08, pp. 153-154.

Operations

NABARD is empowered to provide short-term refinance assistance for periods not
exceeding 18 months to state cooperative banks, RRBs and any financial institutions
approved by the RBI for a wide range of purposes including marketing and trading
relating to rural economy. NABARD can grant medium-term loans to the state cooperative
banks and regional rural banks for periods extending from 18 months to seven years for
agriculture and rural development.

Refinance

NABARD is empowered to provide, by way of refinance assistance, long-term loans
for 25 yearsto state loan development banks (now known as state cooperative agricultural
and rural development banks), RRBs, scheduled commercial banks and state cooperative
banks for the purpose of making investment loans, as well as giving loans to artisans,
small-scale industrial units and village and cottage industries. Loans for periods less than
20 years can be made to state governments to enable them to subscribe to the share
capital of cooperative credit societies.

Resources

Table 10.1 presents the assets and liabilities of NABARD for the select year. For its
short-term operations, NABARD can borrow from the RBI in the form of a line of
credit to enable NABARD to extend short-term refinance to state cooperative banks
and RRBs. For its term loan operations, NABARD draws funds from the Central
government, the World Bank/IDAand other multilateral and bilateral agencies, the market
and the National Rural Credit Fund (Long-term Operations) that it has established.

NABARD can raise funds by sale of bonds and debentures, direct borrowing,
acceptance of deposits, receipt of gifts and grants. NABARD may borrow foreign
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currency from any bank or financial institution in India and abroad with the approval of
the Central government which will guarantee such loans.

Supervision of Cooperative Banks

NABARD conducts inspection of SCBs and CCBs under the provision of the Banking
Regulation Act, 1949. It conducts on a voluntary basis periodic inspections of state level
institutions such as SCARDBS. The approach to on-site supervision of cooperative banks
is based on CAMELSs, supplemented by off-site surveillance through a set of returns,
statutory and non-statutory.

Reforms in Cooperative Credits

Apart from prescribing entry point/viability norms for cooperative banks and guidelines
relating to their operations, the Reserve Bank also placed stipulations on primary (urban)
cooperative banks in respect to income recognition, classification of assets and provisioning
onthe lines stipulated for commercial banks.

The financial sector reforms to improve efficiency and productivity of banks were
extended in stages to the cooperative banks as well. The measures relating to interest
rate deregulation application of prudential norms relating to asset classification, income
recognition and provisioning have been extended. Capital adequacy normsare yet to be
extended.

Lending and deposit rates of all cooperative banks, excluding PCBs were
deregulated in October 1994 subject to an MLR of 12 per cent.

Scheduled PCBs were allowed in April 1996 to undertake equipment leasing and
hire-purchase financing activities after meeting certain prudential requirements. In
December 1996 PCBs were permitted to extend direct finance for agricultural activities
to the entire district of registration and they will be counted as priority sector advances.

The prudential accounting norms were made applicable to state cooperative banks/
central cooperative banks from the year 1996-97 in two phases, 1996-97 and 1997-98.

Supervision

Since 1996, the RBI acquired a statutory basis for inspection of state cooperative banks,
central cooperative banks and the primary cooperative banks. The state cooperative
banks fulfilling certain conditions became eligible to acquire the status of scheduled
banks. The cash reserve was prescribed at 3 per cent of demand and time liabilities to
be maintained with the RBI. Other cooperative banks were also required to maintain a
3 per cent cash ratio of their demand and time liabilities with themselves, the RBI, the
SBI or the state cooperative bank of the state concerned. Further, liquid assets at 25 per
cent of demand and time liabilities were required to be maintained. The control over
advances applied to the cooperative credit sector.

Deposit Insurance

Tofacilitate deposit mobilization by cooperatives, the benefit of insurance to their deposits
was extended to cooperatives in 1968.

Review of Working of Cooperative Credit Institutions

The financial health of the cooperatives is affected by poor resource base, high transaction
costs with low margins, mounting overdue, lack of professional management and excessive
state control. Among the rural credit institutions, the primary agricultural credit societies



are the grass-root level institutions numbering 98,343 with a total membership aggregating Indian Financial
two crore. In view of their inability to mobilize deposits they depend mainly on borrowings Institutions
from higher financing agencies to fund their operation. The decline in their borrowing

membership has been affecting the volume of their business.

The organizational structure of the cooperative banking system is mainly responsible NOTES

for the high transaction costs. For improving the viability of the cooperative banking
systems, two alternatives for restructuring the organizational set-up exist: first, merger
of long-term and short-term structure and second, delayering of the short-term structure.
Merger or integration of the two wings of the credit structure was suggested by the
committee under the chairmanship of Dr R. K. Hazari in 1976 to provide credit facilities
in an integrated manner. Integration would inure to the benefit of the farmer since it
would be one contact point. The institutions would also benefit because it would enlarge
their business and consequently their viability. The committee recommended that long-
term and short-term wings of the cooperative credit should be integrated at all levels, the
primary, the intermediate/district and the apex.

Only Andhra Pradesh implemented the integration of short-term and long-term
structure in 1986. The integration resulted in a higher flow, reduction of management
costs and reduction of bad debts.

Delayering is suggested to reduce transaction costs. Overdues restrict recycling
of funds and render the institutions ineligible for availing of refinance facility from
NABARD. CBSR (1998) recommended the delayering of the cooperative credit system
to reduce cost of intermediation and provide the benefit of cheaper NABARD credit to
the ultimate borrowers.

To reduce transaction costs and improve recovery the linking of self-help groups
(SHGs) and non-government organizations has been advocated by NABARD since
1992. NABARD has been providing 100 per cent refinance to banks for financing
SHGs. Until March 2005, 16.18 lakh SHGs have been linked covering 5.6 lakh families
and involving ~ 57.1 crore of bank lending. Intermediation of SHGs and NGOs has
helped banks to reduce transaction costs and improvement of recovery. The transaction
costs of the borrowers were also reduced due to elimination of cumbersome procedure
of documentation and time and cost incurred on repeated visits to banks. Linkage has
also shifted loans from non-income generating activities to production activities, improved
the income levels of members and social empowerment of members. The linkage
programme under the three models discussed above have enlarged the coverage and
reduced NPAs to a near-zero level.

The ideal solution would be a consolidation of the cooperative system of credit
into one, since the emphasis should be on organization which should be ‘local’ in nature.
All the existing eight types of institutions numbering 1,08,791 could be put under one
umbrellaand appropriate credit delivery mechanisms could be devised where the loan is
small and no collateral exists the help of self-help groups and non-governmental
organizations can be enlisted. All proposals generating cash flows could be financed and
emphasis should shift from individual to group or cooperative loans. Further, the political
and regional element has to be eliminated by disassociating the apex level with the state
government. The entire cooperative credit complex can be organized into four or five
banks retaining the cooperative form of organization for decision-making, local units
electing local unit board members and local unit board members electing the central
board members. Members of local and state level institutions should be borrowed from
cooperative credit institutions. The cooperative movement should be taken to its logical

Self-Instructional
Material 359



Indian Financial
Institutions

360

NOTES

Self-Instructional
Material

conclusion by shedding the political content which is inevitable as long as apex units are
equated with state units and political element is allowed free play.

5.3.3 Regional Rural Banks (RRBs)

Regional Rural Banks (RRBs) are oriented towards meeting the needs of the weaker
sections of the rural population consisting of small and marginal farmers, agricultural
labourers, artisans and small entrepreneurs. RRBs were set up after the nationalization
of banks in 1969 when the emphasis shifted to providing more credit to weaker sections.
After the passage of the Regional Rural Banks Act in 1976 they were set up to make
credit available to rural households besides instilling thrift. RRBs as subsidiaries to
nationalized banks, were expected not only to provide credit to farmers and village
industries but also mobilize deposits from rural households in the long run. They forman
integral part of the rural financial architecture in India. In March 2008, there were 91
RRBs catering to the credit requirements of 586 districts in 25 states with a network of
14,790 branches.

RBI Assistance

With a view to facilitate their operations, the RBI gave regional rural banks direct access
to refinance assistance at a concessional rate of 3 per cent below the bank rate. They
have been allowed to maintain a lower level of statutory liquidity than the scheduled
commercial banks. They have been allowed to pay 0.5 per cent more interest on all
deposits except those of three years and above. The sponsor banks IDBI, NABARD,
SIDBI and other financial institutions are statutorily required under the Regional Rural
Bank Act to provide managerial and financial assistance to them.

Growth of RRBs

There were six RRBs in 1975 and in 1981 they grew to 107. The total number of
districts covered rose from 12 to 182. The banks which mobilized their own resources (
5 crore and above) were required to commit their own funds to the extent of 25 per cent
of their outstanding loans and advances.

The sponsor banks’ involvement varied depending on the regional rural banks’
involvement. It was 25 per cent in the case of RRBs with deposits of ~ 5 crore and
above; and 35 per cent in the case of RRBs with minimum involvement of 15 per cent.

During 1982-83, RRBswere divided into three categories and refinance specified.

Refinance

Outstanding loan business of =~ 8 crore and above 30 per cent
Outstanding loan business of less than = 8 crore but which

are in existence for five years 20 per cent

Not falling in the above two categories 15 per cent

Refinance from sponsor banks for the remaining portion of eligible loans and
advances was up to 30 to 35 per cent as the case may be.

During the period 1975-81, the number of branches rose from 17 to 4,795 and
deposits from ~ 0.20 croreto ~ 338 crore. By 1987, the number of RRBs rose to 196,
districts covered to 188, branchesto 13,533 and depositsto 12,305 crore and outstanding
advancesroseto 2,732 crore. On 31 March 2008 to their total deposits were = 99,095
crore and advances were = 57,601 crore.



Evaluation of RRBs

The committee constituted by the RBI in June 1977 to evaluate the performance of
RRBs concluded that with some modifications in their organization and structure, they
could become a useful component in the totality of the rural credit structure. The
committee also suggested the setting up of RRBs where the cooperative organization
was not able to adequately serve the credit needs and even in other areas in order to fill
the large gap. This formed the basis for the branch licensing policy during 1979-81.

The Working Group on Multi-agency Approach in Agricultural Financing,
appointed by the RBI, in its report in 1978, underscored the need for the commercial
banks and particularly the RRBs to play a supplementary role in providing credit for
agriculture andallied activities.

In 1980, the RBI studies of the functioning of RRBs found that they had been
able to achieve the main objective of helping the weaker sections in the rural areas in
meeting their credit requirements despite their constraint of limited area of operation,
unhelpful topography and unenterprising clientele. The study found that RRBs can break-
evenat 8 crore business, through a network of 70 branches in about six years, provided
they enjoy a margin of 5 per cent between borrowing and lending rates.

The Committee to Review Arrangements for Institutional Credit for Agriculture
and Rural Development, examined the role of RRBs in the rural development work
interalia and suggested the following:

o Asthese banks were more suitable for rural development work, preference
should be given to them to open branches in rural areas.

o Theeligible business of commercial banks’ rural branches may be transferred
to RRBs.

e The losses in initial years of RRBs may be met by shareholders and equity
capital should also be raised.

e The various facilities provided by sponsor banks should continue for 10 years
in each case.

e Concessionary refinance by RBI should be continued.

« Thecontrol, regulationand promotional responsibilities relating to RRBs should
be transferred from the Government of Indiato RBI or NABARD.

Restructuring of RRBs

As recommended by the Bhandari Committee, 49 RRBs were taken for restructuring
and revival in 1994-95. Action was initiated through developmental action plans by
NABARD on the managerial, operational and operational restructuring of RRBs and
cleansing of their balance sheets over a five-year time span on the basis of the rolling
plan concept. An amount of ~ 360 crore made up of 50 per cent from GOI, 35 per cent
from sponsor banks and 15 per cent from state governments for restructuring and revival
in 1994-95, was provided.

Table 10.2 Combined Balance Sheet of Regional Rural Banks

(" crore)
1 31 March 2008
Liabilities 1,23,541
Share Capital 196
Reserves 5,687
Share Capital Deposits 2,833
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Deposits
Current
Savings
Term
Borrowings
NABARD
Sponsor Bank
Others
Other Liabilities
Assets
Cash in Hand
Balances with RBI
Other Bank Balances
Other Investments
Loans and Advances (net)
Fixed Assets
Other Assets#
Memorandum ltems:
5.3.3.1

5.3.3.2
Ratio
5.3.33
Deposit Ratio

99,095
5,689
53,370
40,036
11,649
8,350
3,250
49
4,081
1,23,541
1,412
7,164
23,493
25,073
57,601
214
8,584

Credit-Deposit Ratio
60.3
Investment-Deposit
45.2
(Credit + Investment)-
106.4

Source: Reserve Bank of India, Report on Trend and Progress of Banking in India, 2007-08.

In December 1995, the Basu Committee set up by NABARD, recommended the
selection of 68 RRBs for comprehensive restructuring under Phase 11. The initiatives
were primarily in the areas of interest rates, relocation of branches, credit allocation,
direction of credit and manpower policy in simultaneity with the infusion of capital. The
Government of India released a sum of ~ 1,867.65 crore between 1994-98 and 1998-99
for the re-capitalization of RRBs.

Inaddition, additional equity support of  305.3 crore was provided in 1998-99. In
1998-99, 175 of the total of 196 RRBs stood fully or partially re-capitalized while two
RRBs did not require support. Only 19 RRBs were left outside the ambit of the re-
capitalization programme.

Table 10.2 presents the important banking indicators of RRBs at the end of March
2008. The investments of RRBsat - 25,073 crore were mainly in government securities
at 20.2 per cent and while the aggregate investment-deposit ratio was 45.2 per cent, the
credit-deposit ratio was 60.3 per cent in 2007-08. The investment and credit to deposit
ratio was 106.4 per cent.

Purpose-wise Distribution of Loans

The purpose-wise distribution of loans and advances of RRBs as at the end of March
2008 shows that agricultural loans accounted for 55.4 per cent of total loans and advances
of 59,751 crore in 2008. Of the agricultural advances, crop loans accounted for 68.8
per cent while term loans accounted for 31.6 per cent (Table 10.3).



Table 10.3 Purpose-wise Outstanding Advances by RRBs Indian Financial

Institutions
(" crore)
Purpose/End-March 200€ 2007 2008
1 2 3 4 NOTES
I.  Agriculture (i to iii) 21,509 27,452 33,112
Per cent to total loans outstanding 54.2 56.6 55.4
i. Short-term loans (crop loans) 13,877 18,707 22,644
ii. Term loans (for agriculture
and allied activities) 7,632 8,745 10,468
iii. Indirect Advances — — —
I1. Non-agriculture (iv to vii) 18,204 21,041 26,639
Per cent to total loans outstanding 45.¢ 43.4 44.6
i. Rural Artisans, etc. T4¢ 736 671
ii. Other Industries 757 880 1,276
iii. Retail Trade, etc. 3,452 3,677 5,016
iv. Other purposes 13,24€ 15,748 19,676
Total (1+11) 39,712 48,493 59,751
Memo item:
a) Priority Sector 32,177 39,852 49,650
b) Non-priority Sector 7,53¢ 8,641 10,101
¢) Share of Priority Sector 81.C 82.2 83.1

(per cent to total)

Source: Reserve Bank of India, Report on Trend and Progress of Banking in India, 2007-08.

Financial Performance of RRBs

The financial performance of RRBs in 2007-08 is presented in Table 10.4. Of 90 RRBs,
82 RRBs were making profits. The ratio of operating profits to total assets was 1.74 per
cent in 2007-08. The intermediation cost (operating expenses to total assets) was 2.4
per cent, wage bill 1.79 per cent and the spread was 3.29 per cent. In 2003-04, loss-
making units witnessed a decline in interest expenses as well as operating expenses.

Table 10.4 Financial Performance of Regional Rural Banks (2007-08)

(" crore)
Particulars 2007-08(P)
Loss-making  Profit-making  Total RRBs
(®) (82) (90)
1 2 3 4
A. Income (i + i) 316 8,879 9,195
(i) Interestincome 286 8,106 8,392
(i) Other income 30 773 803
B. Expenditure (i + ii +iii) 365 7,401 7,766
(i) Interest expended 191 3,873 4,064
(ii) Provisions and contingencies 50 675 725
(iii) Operating expenses of which: 130 2,847 2,977
Wage Bill 113 2,102 2,215
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C. Profit

(i) Operating Profit/Loss -5 2,159 2,154
(if) Net Profit/Loss -55 1,429 1,374
D. Total Assets 4,440 1,19,101 1,23,541

E. Financial Ratios
(i) Operating Profit -0.11 1.81 1.74
(i) Net Profit -1.24 1.2 111
(iiif) Income 7.12 7.46 7.44
(@) Interest Income 6.44 6.81 6.79
(b) Other Income 0.68 0.65 0.65
(iv) Expenditure 8.22 6.21 6.29
(@) Interest expended 4.3 3.25 3.29
(b) Operating expenses of which: 2.93 2.39 241
Wage Bill 2.55 1.76 1.79
(v) Provisions and contingencies 1.13 0.57 0.59
(vi) Gross NPAs 5.88
(vii) Net NPAs 3.02

Source: Reserve Bank of India, P (Provisional) Report on Trend and Progress of Banking in India,
2007-08.

Regulatory Control

A number of measures were taken since 1995 not only to make RRBs viable but also to
enable them to function effectively. Apart from re-capitalization and infusion of equity,
the measures include deregulation of interest rates on advances and deposits of above-
one-year maturity, rationalization of branches and relaxation of norms relating to
investments by RRBs. In 1998-99, NABARD introduced several policy measures for
improving its overall performance. These were:

e Quarterly/half-yearly review of RRBs, especially weak ones by the sponsor banks
« Merger of RRBs coming under a sponsor bank and operating in contiguous areas
o Off-site surveillance

e Framing of Appointment and Promotion Rules (1998) for the staff of RRBs

= [ntroduction of Kisan credit cards for provision of credit to farmers

e Encouraging RRBs to adopt self-help groups for channelling credit to the poor on
a sustainable basis.

Rural Credit Delivery System

While the purpose or objectives for which RRBs have been set up have been achieved
in money terms, they are total failures in real terms. Credit is helpful only if a viable
activity is identified and financed. Two ideas have influenced lending by RRBs: grant of
credit at cheap or concessional rates and lending to individuals belonging to weaker
sections without checking the viability of the activity proposed to be undertaken. The
emphasis or approach to help weaker sections through the banking system can only be
based on projects that generate cash flows. The cash flows need not be large for
generating profits but should meet interest and repayments to banks and a going wage to
the participants. The project should meet costs including wages, interest and repayment
of loans. Itis only when capital assets are acquired that depreciation provision should be
made. Ata later stage, equity can be built-up if the activity proves profitable by ploughing
profits back.



Micro-enterprise Finance Institutions

In this connection, the three major institutions covered by MrY. S. P. Thorat of the Rural
Planning and Credit Dept. RBI, in his monograph ‘A comparative study of Micro-
enterprise Finance Institutions’, have been widely discussed to identify fresh initiatives
in India. The three major institutions covered are the Bank Rakyat Indonesia (BRI),
Indonesia, the Grameen Bank, Bangladesh and the BancoSol, Bolivia.

The Bank Rakyat Indonesia is a bank with a specific mandate to serve rural
areas. BRI worked through small outlets, set up in the 1970s, as conduits for subsidized
farm credit called ‘Bimas’. Along with credit, technical support by the government was
provided for the adoption of improved rice varieties and farming practices. The
repayments were poor and BRI incurred losses. The benefits were appropriated by the
elite. In 1984, the Indonesian system was revamped and character-based loans for
productive enterprises for 3-24 months with monthly repayments were offered. BRI
servestwo million borrowers with outstanding loans at $931 million. BRI treats individual
units as profit centres that must maintain their viability.

The Grameen Bank was set up in 1983 by the Bangladesh government. Its
distinctive feature is its clientele, 94 per cent of whom are women. There are two million
borrowers with outstanding loans of $180 million. Mr Thorat found that the Grameen
Bank, in addition to the work of poverty alleviation through credit, pursues a social
development agenda which includes sanitation, nutrition, family planning and education.
Grameen Bank also promotes informal village schools, distribution of seeds and seedlings
and special projects such as fisheries and textile production.

Banco Solidario, S. A. (BancoSol) isa commercial bank set up in 1992 at Lapaz,
Bolivia, exclusively for micro-enterprise lending. It offers group loans which promise
commercial returns with the objective of promoting socio-economic development of
small-scale enterprises and the self-employed. The focus is on the total number of loans,
arrear rate and the number of new loans.

These institutions have managed to keep arrears under 5 per cent and long-term
losses below 4 per cent; and provisioning has been adopted by building it into the cost
structure.

Banks, rural banks and cooperatives have extended microfinance under Self-help
Groups: Bank Linkage Programme. Due to low cost, and near-zero NPAs associated
with microfinance, financial support was forthcoming from commercial banks (58 per
cent of total finance). On cumulative basis the number of self-help groups receiving
support from commercial banks increased to = 40,85,000 and cumulative loans to -
22,196 crore.

Capital of RRBs

Returning to regional rural banks, we find that their overdue advances constituted 25.6
per cent of total advances. On a share capital of  155.64 crore, their advances amounted
to 7,505 crore or capital assets ratio of 2 per cent. The stipulation that RRBs should
adopt income recognition and asset classification from 1995-96 and provisioning norms
from 1996-97 onwards are not feasible. Actually, their present position has been propped
up by the support of ~ 360 crore in 1994-95,  223.57 crore in 1995-96, 200 crore in
1996-97 and provision’ of - 270 crore in the central budget for 1997-98.

The total support for restructuring and re-capitalization was  783.57 crore in the

three years 1994-95 to 1996-97; and the provision of 270 crore in 1997-98 would take
itto  1053.57 crore.
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Despite the emphasis on financing weaker sections by public sector and RRBs
since 1995, the access of weaker sections (whose assets were upto ~ 1,000) was only
23.3 per cent in respect to borrowing from institutional agencies. For those with assets
between 1,000and 5,000, it was 26.9 per cent as per the 1981-82 All-India Debt and
Investment Survey of the RBI. A more recent study pertaining to 1996 shows that for
the poor, formal sources provided only 7 per cent of the credit while the remaining 93 per
cent came from informal sources. The low rate of credit access is attributable to the
dispersal of the focus of loans as they cater to proposals sponsored by different agencies
for different categories with targets and sub-targets such as SC/ST, IRDP, DWCRA,
SLARS, special component planand tribal development plan. Rigidity of proceduresand
the time needed for banking and credit operations has driven the poor to informal sources.

RRBs and Poverty Alleviation

There is an urgent need to approach the problem of poverty. In practical terms, a large
portion of the weaker sections consisting of small and marginal farmers, SC/STs who
are beneficiaries of DRI and IRDP schemes fall below the poverty line.

The objective of our plans and the ultimate objective of economic reforms is to
promote equitable economic growth and reduce poverty. This has also been the objective
of planning in India for the past 60 years and more, encompassing nine five-year plans
and several annual plans. There has been economic growth but it has not benefited the
poor. The five-year plans and annual plans implemented through the budget make
provisions to accelerate the growth process and to benefit the poor, adopt programmes
for rural development, generate employment and social goods such as primary education,
health and family welfare, and let the measures to work themselves out. The growth
process on which billions of rupees have been spent created opportunities for the skilled
and those who have property rights. The poor who did not possess the skills could not
avail themselves of the opportunities created by the growth process.

The poverty problem in India has to be viewed primarily as one of organizing
production to involve the poor directly through a structure of investment to generate
income/output in their hands rather than as one of providing opportunities in terms of
employment, hoping that the poor would make use of them. The vast number or rural
poor have to be brought into the economic framework and into the exchange sector. The
western economic process governed by the market would work only if skills exist and
are more or less widely and evenly distributed.

Apart from helping the poor through a structure of investment that generates
income rather than merely providing job opportunities which may or may not match their
unskilled nature, there is another aspect to be considered while making plans for rural
development. This relates to provisions for employment promotion in the central budget.
For instance, the budget for 1997-98 makes a provision of 9,096 crore. There are a lot
of other measures enumerated in the budget speech of the finance minister which are
not part of the budget. They actually smack of the pre-deregulation era when financial
institutions, at the behest of the government, were involved in unviable lending that
affected their profitability.

Let us look at the budget provisions for the rural poor. These provisions have
always found a place in the budget, but their full benefit has never reached the poor. A
former prime minister said on record that only 20 per cent of such provisions reached
the beneficiaries. Further, the emphasis should be on output generation.



First, the concept of employment where people work eight hours a day and 40 Indian Financial
hours a week within the four walls of a factory is not relevant in India. We just do not Institutions
have the funds to do that for 60 million people (assuming a worker dependent ratio of
1:5).

Second, it involves movement of people which demands transport and infrastructure
along with provision of schools, sanitation and medical care. The nature of activity hasto
be ‘Griha Udyog’ type of projects (such as weaving and metal work) within the village.

Finally, the poor, in view of their nutritional deficiency, have neither the stamina
nor the enthusiasm for eight-hour work days, five or six days a week. The provisions for
the benefit of poor only add to demand without adding to the supply of goods. Even in
cases where they are engaged in asset creation, such assets do not endure. Roads and
bunds are washed away or become unusable in the next season. The implementation of
schemes through state governments and their agencies was never cost-effective. The
provisions become a source for personal enrichment and patronage.

NOTES

The government hasto integrate the poor below the poverty line into the mainstream
of national life irrespective of religion, caste and gender. Divisive policies that have
perpetrated through the budget have to be abandoned in the national interest.

As a part of economic reforms, economic integration of the poor into market-
oriented activity, with a view to provide an opportunity for all those willing and able to
work at the minimum/going wage defined in terms of calories, should be undertaken. We
can integrate the public distribution of grains with it. Technology mission at district levels
to identify activities which can be organized on a project basis should be constituted.
People should be encouraged to come together to organize, execute and run productive
activities identified by atechnology mission.

Such production activities should have a parallel marketing network to convey
information on market requirements as well as lift the production of the project, either
directly or indirectly through village dry grocer cooperatives, etc. Infrastructure activities
such as biogas, compost, drinking water, construction of recreational facilities, schools
which double as a panchayat office, communication facilities, markets for selling village
produce and sheds for cooperative dry grocers who may exchange village project
production with daily requirements of the project workers more or less on a barter basis
organized at the village level.

Apart from infrastructure, on a project basis, technology missions can organize
any traditional skills or repetitive activities such as textile printing or assembly of, say,
electronics. The project approach not only imparts accountability but eliminates
middlemen who have been appropriating 80 per cent of the funds provided by
government budgets. In three years’ time, all the districts, starting in the first year
with the most poverty- stricken 100 districts, can be covered.

The project requirements and marketing network can be manned by educated young
men who can be trained to ‘serve and share’ instead of ‘command and patronize’ which
has become the bane of the Indian society. Further, a countrywide launching of such a
programme to enrich the human resources would help fight divisive politics fostered by
subsidies and two-rupee schemes. We can conceive of enlisting graduates in commerce,
management economics and engineering to serve as a techno-economic team at each of
the 14,790 RRB branches. A graduate in arts to man the informal education centre and
agraduate in medical science to man the primary health centre can join the team. As
an incentive, they may be provided a stipend of 6,000 per month and preference in
employment after serving six months at the RRB branch level in the village.
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The expenditure on a techno-economic team of four and a teacher and a doctor
would amountto = 36,000 per monthand ~ 4,32,000 per annum. It would be desirable to
insist on a project report by the fresh graduates to be submitted to the college/university
from which they graduated to verify their contribution especially since they would be
given preference in employment. The whole scheme would be voluntary and each batch
would serve six months. The annual expenditure on a six-member support team for
RRB branches around the country would be about = 630 crore.

Actually, the saving in expenditure by eliminating different agencies for different
categories would be adequate to meet the expenditure on graduate volunteers for techno-
economic, educational and primary health activities. The first objective of the Ninth Plan
(1997-2002) also refers to prioritizing agriculture and rural development to generate
adequate productive employment and eradicate poverty. The approach of bank lending
during the Ninth Plan needs to shift to financing the poor below the poverty line. Their
number is higher and includes weaker sections. Financing BPL families is easier as the
definitionisclear (" “X’ per person per month). Implementation is simpler and less time-
consuming. Further, financing is cost-effective and reduces unproductive expenditure
by reducing the number of agencies sponsoring loan proposals.

A self-sustaining economy with a democratic set-up can be built only if India
achieves equitable economic growth. The implementation of economic reforms itself is
in danger because the benefits of reforms, as was the case under the plans, are not
going to the poor. Rather than categorizing them on the basis of caste and religion, the
poor have to be looked at as one constituency to channel the benefits of economic
growth. What is at stake is not merely the fate of economic reforms but the survival of
astable democratic political system.

Other aspects of economic reform that are likely to step up the overall rate of
growth, would naturally improve the economic environment for the poor.

There is an immediate need to render the network of RRBs dynamic by infusing
them with funds and supporting them with techno-economic teams, teachers and doctors.
RRBs should be allowed to alleviate poverty of those below the poverty line. They
should become catalysts for the growth process instead of just sanctioning loans for
unviable projects in the name of helping weaker sections.

5.4 PROBLEMS OF MICROFINANCE

The concept of micro-finance implies informal and flexible approach to the credit needs
of the poor. Micro-finance is the provision of thrift, credit and other financial services
and products in small amounts to the poor. It helps to generate income in their hands and
improve their living standards. Micro-finance has grown at a rapid pace in the past four
decades across the world, benefiting millions of poor. The back- drop for micro-finance
in India is the international effort in progress since the 1980s.

The Grameen Bank Model in Bangladesh

In 1976, the Grameen Bank (GB) was launched in a village in Bangladesh to assist poor
families by providing credit to help them overcome poverty. Similar efforts were made in
Indonesia and Latin America. GB was transformed into a bank in 1983.

GB was owned by poor borrowers who were mostly women. It was doorstep
banking. The loans did not require any collateral and the system was based on mutual



trust, accountability, participation and creativity. GB offers credit for income-generating Indian Financial
activities as opposed to consumption. The borrower has to be part of a group of five Institutions
which ensures that the borrower behaves in a responsible way but is not responsible for

repayment. Loans can be received in a continuous sequence. Since 2000, GB increased
emphasisondepositmobilization. NOTES

GB shifted to individual lending after 25 years of operation and its products can
be used for everyday money management as well as micro-enterprises.

At the end of March 2008, GB had 7.46 million borrowers, 94 per cent of whom
were women. With 2,504 branches GB provides services in 81,574 villages or 97 per
centof villages in Bangladesh.

RBI, NABARD and SIDBI

Recognizing the potential of micro-finance to reduce poverty, Reserve Bank of India,
NABARD and Small Industries Development Bank of India (SIDBI) have promoted
the micro-finance movement in India. The RBI advised banks in February 2000 to
mainstream micro-credit and to extend the outreach of micro-credit providers. Micro-
credit extended either directly or through any intermediary is reckoned as part of bank’s
priority sector lending. Banks are free to prescribe their own lending norms.

5.4.1 Micro-Finance Development Fund

A Micro-finance Development Fund in NABARD with a start-up capital of 100 crore
from RBI, NABARD, banks and others was announced through Union Budget 2000-01
to provide start-up funds to micro-finance institutions and infrastructure support for
training and systems management and data support.

The Union Budget for 2005-06 announced that the Government of India intends
to promote micro-finance institutions (MFIs) in a big way. For this purpose, the Micro-
finance Development Fund (MFDF) was redesignated as Micro-finance Development
and Equity Fund (MFDEF) and the corpus of the fund was increased from = 100 crore
to 200 crore. MFDEF is expected to play a vital role in capitalizing the MFIs and
thereby improving their access to commercial loans.

The Central government is considering the need to identify and classify the MFIs
and rate such institutions to empower them to intermediate between the lending banks
and the clients. To facilitate the process of rating of MFIs, NABARD has decided to
extend financial assistance to commercial banks and RRBs by way of grant to enable
them to avail the services of credit rating agencies for rating of MFls.

Linkage Models of Micro-credit

Three distinct models of micro-credit are currently being followed under the self-
help groups and bank linkage programme called SBLP.

Model I: SHGs promoted, guided and financed by banks

Model I1: SHGs promoted by NGOs /government agencies and financed by banks

Model I11: SHGs promoted by NGOs and financed by banks using NGOs/formal agencies
asfinancial intermediaries

Model 1l has emerged as the most popular model under, the SBLP programme.
Commercial banks, cooperative banks and the regional rural banks are the active
participants.
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Micro-finance Institution (MFI) Approach

The MFI model in India is characterized by a diversity of institutions and legal firms like
trusts, societies, cooperatives, non-banking financial companies—MFIs or NBFCs. MFIs
(about 800) are scattered across the country and registered with one of several of
registering authorities, under different statutes.

Banks can use MFIs as their agent for handling credit, monitoring, supervision
and recovery. Another variation of this model is where the MFI, an NBC holds the
individual loans on its books for a while before securitizing them and selling them to the
banks, such refinancing through securitization enables the MFIs greater funding access.

The Union Budget for 2008-09 announced that banks would be encouraged to
embrace the concept of total financial inclusion. The government advised all scheduled
commercial banks to meet the entire credit requirements of SHG members, namely: (a)
income generation activities, (b) social needs like housing, education, marriage and (c)
debt swapping.

5.4.2 Role of NABARD

NABARD conductsskill development programmes, promotes micro-enterprises, provides
marketing support, initiates project to link post offices with SHGs and SHG federations
and supports MFIs with grants and loans. NABARD introduces a scheme for commercial
banks for rating MFIs.

SIDBI: SIDBI launched its micro-finance programme in 1994 ona pilot basis by providing
funds to NGOs to lend. It was the first to recognize the NGO/MF route as an effective
delivery channel. It pioneered the concept of capacity assessment rating (CAR) for the
MF. SIDBI introduced in 2003 transformation loan to enable MFIs to transform themselves
from an informal set-up to more formal entities by setting up SIDBI Growth Fund for
MFlIs.

Regulation: There is no single regulator for the micro-finance providers. They fall
under the Reserve Bank and state governments. Legislation proposed by the Government
of India through Micro-financial Sector (Development and Regulation) Bill 2007 is under
consideration of the Parliament. The Bill proposes NABARD to be the regulator and
micro-finance institutions be registered with it.

Micro-insurance: Micro-insurance schemes cover health care, life’s accident
expenses, maternity protection and disability. Insurance companies in the public and
private sector have tied up with MFIs to offer micro-insurance schemes. The poor,
however, have little comprehension of pooling of risk and are not enthusiastic to part
with funds with no immediate returns. The Rangarajan committee on micro-finance
(2008) emphasized the need to integrate savings, credit and insurance into a holistic
framework. Life insurance, health insurance, crop insurance and asset insurance were
examined by the committee.



5.4.3 Progress of Micro-Finance: SBLP Indian Financial
Institutions

Table 10.5 presents the cumulative progress in SBLP programme in select years.

Table 10.5 Cumulative Progress in SHG-Bank Linkage Programme in Select Years

R NOTES
(" crore)

Year No. of SHGs linked Bank loan Refinance/Assis-

(Cumulative) (Cumulative)  tance (Cumulative)
1992-93 225 0.29 0.27
1997-98 14,317 23.76 21.39
2002-03 7,17,360 2,048.67 1,412.79
2007-08 40,85,000 22,196.00 7,062.00

Source: RBI, Trend and Progress of Banking in India, 2007-08, p. 211.

The SHG-Bank Linkage Programme made considerable progress since its
inception. In March 2008, 40,85,000 SHGs were linked to banks and the cumulative loan
assistancewas 22,196 crore. Commercial banks account for the largest share followed
by regional rural banks and cooperative banks. If the total loans disbursed 86.9 per cent
of loans were disbursed exclusively for women.

Of the three models under SBLP, Model Il viz., SHGs promoted by NGOs/
government agencies and financed by banks has emerged as the dominant model
accounting for 80.7 per cent of bank loans of ~ 398 crore in 2006-07; Model I1, SHGs
promoted, guided and financed by banks to 14.4 per cent; and Model 111 SHGs promoted
by NGOs and financed by banks using NGOs/formal agencies to 4.9 per cent loan
recovery.

The amount of outstanding loans at the end of March 2007 were = 12,366 crore.
About 37 per cent of banks reported recovery of above 95 per cent under the programme,
36 per cent of banks recovery was in the range of 80-94 per cent and another 20 per
cent in the range of 50-79 per cent. Recovery rates of public sector banks were lower
than others.

MFIs

Commercial banks were the major source of funds for MFIs. The total loans outstanding
were 1,584 crore to 550 MFls on 31 March 2007. The RBI survey found that recovery
rate for MFIs was good.

Impact of Micro-finance

SHGs have made a positive impact on the income and employment situation. However,
loans were not large enough to take up income-generating activities. As a result, loans
were used for consumption purposes or subsistence income-generating activities. SHGs
have a weak record of account keeping. However, approximate figures of total savings
and total loans outstanding to banks could be provided for information about profits is not
known. SHGs do not have a clear policy on how to deal with defaults or dropouts which
form 10 per cent of membership.

5.4.4 Outreach and Scale of MFls

The limited outreach and scale of Indian MFlIs, relative to the MFI giants in Indonesia
and Bangladesh, reflects, at least in part, the absence of an enabling policy, legal and
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regulatory framework. MFIs suffer from the fact that their regulatory oversight is
fragmented across many government agencies. MFIs are not allowed to mobilize deposits
(even from their own members) unless they convert themselves into a non-bank finance
company (NBFC). And even as NBFCs, an ‘investment grade’ rating from corporate
rating agencies is required for mobilizing deposits. This is difficult for most MFI-NBFCs;
based on past examples, on account of the typically geographically concentrated and
non-collateralized portfolios that MFIs have, rating agencies, in almost all cases, have
not assigned the required credit rating. The minimum start-up capital requirement for
registering asan NBFC (" 20 million or US$450,000) is typically beyond the reach of
most MFls. Similarly, the minimum capital requirements for insurance companies (" 1
billion, or US$23 million) are high. MFIs have problems raising equity: NGOs are not
allowed to invest in MFI equity, because of the charitable status of NGOs under the
Section 11 and 12 of the Income Tax Act. And regulation on equity investment in MFIs
dictates that foreign equity must be a minimum of US $500,000, and cannot exceed 51
per cent of total equity; thisimplies that bringing in US $500,000 foreign equity requires
raising an equal amount (almost - 23 million) from India—an amount that is considered
far too high by most Indian MFIs. What’s more, since 2002, MFIs are no longer allowed
toraise debt from foreign donorsand development finance institutions through the ‘External
Commercial Borrowing’ (ECB) route.

Second, the cost of funds for Indian MFlIs is relatively high, and unlike in
Bangladesh and a number of other countries, the Indian MFI sector has not benefited
from grants/subsidized funding. Unlike in, say, Bangladesh, where PKSF lends to MFIs
at 4-6 per cent p.a. (less than half the market interest rate), Indian MFIs, right from
inception, tend raise debt (from SIDBI, FWWB or commercial banks) at market rates
(between 11-13.5 per cent p.a.). While, in many ways, this is a more sustainable way to
grow, in practice, the high cost of funds combined with problems in accessing equity, has
meant that achieving profitability and growth has been more difficult for Indian MFIs
than their counterparts in countries like Bangladesh.

Third, the Indian MFI sector suffers from capacity and skills constraints, and
inadequate support systems. As microfinance is a specialized activity and given that
many MFIs have evolved from NGOs that have otherwise been focusing on grant based
activities, staff tend to have stronger inclination towards social development issues and
tend to possess limited skills in finance, accounting and business management. Thus,
sensitization to issues like internal controls, importance of credit discipline amongst groups/
members, MIS, financial control and management, financial analysis, business planning,
systems development and new product design tend to be of relatively low quality. MFIs
need considerable technical assistance to scale up skills in these aspects.

Fourth, most MFIs in India lend to SHGs. This means that MFIs in India are
constrained by many of the same factors that have held back the outreach and scale of
SHG Bank Linkage. In particular, capacity, time and cost issues related to group formation
have posed constraints.

5.4.5 Self-Help Groups

Swarnajayanti Gram Swarojgar Yojana (SGSY)) has been launched with the objective of
bringing every assisted family above the poverty line within three years, through the
provision of micro enterprise.

In view of the above, it was felt that there is a need for a critical examination of
the strategies adopted, the interventions sought, funds flowand its utilization, organizational



structure and the mechanism of implementation by the implementing agencies in sampled Indian Financial
states to understand the impact, failures and success. Voluntary Operation in Community Institutions
and Environment (VOICE) has been entrusted to undertake a detailed study of the

funds released by the Central and State Governments and utilization of the same by line

departments so as not only to assess the extent to which it has been possible to achieve NOTES

the aims and objectives of the SHG’s beneficiaries, but also to review the scheme itself
and suggest policy measures to improve the situation.

Self Help Groups (SHGs): Developmental Paradigm

Villages are faced with problems related to poverty illiteracy, lack of skills health care
etc. These are problems that cannot be tackled individually but can be better solved
through group efforts. Today these groups known as Self-Help Groups have become the
vehicle of change for the poor and marginalized.

Self-help group is a method of organizing the poor people and the marginalized to
come together to solve their individual problem. The SHG method is used by the
government, NGOs and others worldwide. The poor collect their savings and save it in
banks. In return they receive easy access to loans with a small rate of interest to start
their micro unitenterprise.

Alife of dignity isthe right of every citizen. Poverty is an obstruction to a dignified
life. Self-employment is a significant step to have sustained incomes and remove the
shackles of poverty. Programme for self-employment of the poor has been an important
component of the antipoverty programmes implemented through government initiatives
in the rural areas of India. Government have introduced an effective Self-Employment
programme ‘Swarnajayanti Gram Swarozgar’, or SGSY.. This new programme has been
launched from April 1999. This is a holistic programme covering all aspects of self-
employment such as organization of the poor in to self-help groups, training, credit,
technology, infrastructure and marketing. SGSY will be funded by the centre and the
states in the ratio of 75:25. With the coming into force of SGSY, the earlier programmes
IRDP, TRYSEM, DWCRA, SITRA, GKY and MWS are no longer in operation.

Socio-economic Profile of Swarozgaris

The strata of rural families, handled through self-help groups, are capital scarce, labour
surplus, and, by and large, bereft of proper knowledge as well as management skill. At
the same time, it also remains a fact that barring certain location limitations, rural areas
do throw ample opportunities for installation of micro enterprises by making use of
untapped manpower resources, available raw material of various forms, and existing
market channels. Given the financial support, together with appropriate knowledge and
skill input, the poor people, in general, have the propensity to make better use of labour
and capital. Thus, installation of income-generation activities and micro enterprises in
the rural areas, in away, helps promote first-generation micro entrepreneurs with resource
mobilization on their own through their SHGs.

About 59 per cent of the sample women SGSY beneficiaries are observed to be
women, which is considerably higher that the targeted 40 per cent. Over 69 per cent
members belonged to SC, ST groups, about 21 per cent to OBC group and only about 8
per cent to the forward group. The minority community has just registered its presence
by about 2 per cent membership. The above distinctions appear to be the product of the
SHGs policy of SGSY programme. In this case, the SHG members or Swarozgaris must
come from the list of below poverty line (BPL) families and the minimum percentage of
SC, ST Swarozgaris should be 50 per cent.

Self-Instructional
Material 373



Indian Financial
Institutions

NOTES

Check Your Progress

8.  What is micro-
finance?

9.  Where was the
Grameen Bank
launched and why?

10. Which bank was
the major source of
funds for MFIs?

11. What are self-help
groups?

Self-Instructional
374 Material

A great majority of the members were found to be educated and at least literate
in both the groups of SHGs. Over 65 per cent members were capable of reading and
writing.

Rural people are engaged in various occupations for earning their livelihood.
Information about the occupation of the SHG members under study was collected.

So far as the marital status is concerned, the respondents were found to be either
unmarried or married or widowed. A great majority of the respondents in the case of
both the groups of SHGs were found to be married. In the case of unmarried category
104 out of 1350 women members in the SGSY supported SHGs were unmarried.

Poverty alleviation bias is well reflected in the data reported, but not without
aberration. About 82 per cent members were found to be landless who are most likely to
conform to the criterion of being below poverty line (BPL). But 17 per cent of the SHG
members who are small landholders may or may not conform to this criterion. Even if it
isaccepted that these landholders belong to the BPL group, then how it is that no marginal
landholder category could be included as members of SHGs.

Impact of SHGs on Swarozgaris

Self-employment is a significant step to have sustained incomes and remove the shackles
of poverty. During the study, adequate attention was given to cover various aspects of
the programme and understand the impact of the support on the slated objectives. Various
economic activities have been pursued by the group in the sampled states.

Activity wise analysis of incremental employment and income suggests that
swarozgaris involved in activities like dairy and other farm based activities which require
lesser amount of forward and backward linkages have been more successful.

There isno doubt that the SGSY has generated substantial increase in the incomes
of swarozgaris in the sample states. Maximum increase was found in Andhra Pradesh,
followed by Gujarat, Chhattisgarh, Uttar Pradesh and Bihar in that order. The growth of
incremental income in Chhattisgarh and some districts of Bihar was due to relatively low
level of pre-project (SGSY) income.

The assistance under SGSY was found to have enabled the swarojgaris enhance
their earnings. However, these incremental levels of income are largely due to the low
level of earning prior to interventions under SGSY. As such a small increase in income
has resulted in a significant rise in the group income.

55 NON-BANK FINANCIAL INTERMEDIARIES
(NBFIs)

Non-bank financial institutions (NBFIs) consist ofall-India financial institutions (AlFIs),
non-banking financial companies, primary dealers and non-bank finance companies.
Non-bank financial institutions are being increasingly recognized as complementary to
the banking system capable of absorbing shocks and spreading risks. Apart from
complementing banks in financial intermediation, NBFCs provide depth and resilience to
the financial system. Financial intermediaries provide core financial services such as
payments and liquidity, maturity transformation, store of value, information processing
and pooling of risks. While commercial banks, which have traditionally provided these
services, are diversifying into insurance and securities business to enhance their earnings,
NBFIsby broadening access to financial services enhance competition and diversification



of the financial sector by offering equity and risk-based products. After, initiation of Indian Financial
financial liberalization, some of the foreign banks have established several subsidiaries in Institutions
the form of either non-bank finance companies or limited companies in the non-financial

sector in India that undertake diverse business such as dealing in securities, leasing and

finance or information technology. NBFIs constitute a highly complex sector of the NOTES
financial system owing to their diversified nature. Regulatory safeguards have to be
devised for the particular business in addition to the general guidelines.

Nature and Size

Non-banking finance companies which are heterogeneous in nature in terms of activity,
organizational structure, portfolio mix, are important financial intermediaries and an integral
part of the Indian financial system. The main advantages of NBFCs lie in the lower
transaction costs, quick decision-making, customer orientation and prompt provision of
services. They have been able to carve out a niche for themselves in meeting the credit
needs of unorganized sector and small borrowers at the local level. Their number has
gone up from 7,063 in 1981 t0 51,929 in 1996. Of these, only 20 per cent used to submit
returns to the RBI. In 1996, the regulated deposits of NBFCs amounted to = 38,110
crore. Aggregate public deposits of 1,547 NBFCs holding public deposits, amounted to
* 20,428.93 crore as on 31 March 1999; and as a proportion to deposits with commercial
banks they constituted 2.9 per cent. Non-banking deposits as a proportion of household
savings in gross financial assets rose from 3.1 per cent in 1980-81 to 7.4 per cent in
1998-99. NBFCs attracted a large number of small investors since the rate of return on
deposits with them was relatively high. NBFCs are quite flexible in meeting the credit
needs of specific sectors like equipment leasing, hire-purchase, housing finance and
consumer finance, where gaps between the demand and supply of funds have been high
and where established financial entities are not easily accessible to borrowers. The
growth inthe number of NBFCs was facilitated by the ease of entry, limited fixed assets
and absence of any need to hold inventories. While their functions and the services they
render are different, the common feature is acceptance of deposits from the public,
borrowing from banks and in the case of companies organized as public limited companies,
accessing the capital market.

The number of NBFCs registered with the RBI was 12,809. NBFCs consist of
NBFC-D (deposit taking NBFCs), RNBCs, mutual benefit companies, miscellaneous
non-banking companies (MNBCs) and Nidhi companies. The deposit taking NBFCD
are 364 and RNBC two (former IFCl and TFCI).

5.5.1 Definition of Non-banking Finance Company
According to the Reserve Bank (Amendment Act), 1997, ‘A Non-banking Finance
Company’ (NBFC) means:
55.1.1 Afinancial institution which isa company
55.1.2 A non-banking institution which is a
company and which has, as its principal
business, the receiving of deposits under any
scheme or arrangement or in any other manner or
lending in any manner
55.1.3 Such other non-banking institution or
class of such institutions as the bank may with the
previous approval of the Central government

specify
The definition excludes financial institutions besides institutions which carry on
agricultural operations as their principal business.
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Categories of Non-finance Companies

Non-banking finance companies consist mainly of finance companies which carry on
hire-purchase finance, housing finance, investment, loan, equipment leasing or mutual
benefit financial companies but do not include insurance or stock exchanges or
stockbroking companies.

The non-bank finance companies are categorized into:
e Anequipment leasing company (EL)
e A hire-purchase company (HP)
e A housing finance company (HFC)
e An investment company (IC)
e A loan company (LC)
« A mutual benefit financial company (MBFC), i.e., Nidhi companies
e Amiscellaneous non-banking company, i.e., chit fund companies.

RNBCs: Residuary Non-banking Company (RNBC) isa company which receives
any deposit under any scheme or arrangement, by whatever name called, in one lump-
sum or in installments or in any other manner and which does not fall into any of the
above categories.

Finally, a non-banking, non-financial company is defined as an industrial concern
or acompany whose principal activity is agricultural operations or trading in goods and
services or real estate and which is not classified as a financial, miscellaneous or a
residuary non-banking company.

5.5.2 Mutual Benefit Finance Companies (MBFCs)

Mutual benefit finance companies (Nidhis) were exempt from most of the provisions of
the Reserve Bank’s NBFC’s directions. However, the RBI imposed on, 8 July 1996, a
ceiling of 15 per cent interest rate on deposits and prohibited them from issuing
advertisements in any form and paying any brokerage for soliciting deposits. NBFCs’
deposit interest rates were freed on 24 August 1996 along with the rationalization
measures for registered NBFCs. The ceiling, however, does not apply unless MBFCs
have positive net-owned funds (NOFs) as on 31 March 1996, are able to repay the
amount of their liabilities including the interest payable to their depositors and have a
ratio of NOF to deposits not exceeding 1 : 20 as on the date of application.

Again, on 15 January 1997, the prescribed ratio of NOF to deposits not exceeding
1:20 was made applicable only on the incremental deposit liabilities after
15 January 1997. However, MBFCs with NOF to deposit ratio of 1:20 or less on 15
January 1997, should not exceed the prescribed ratio of 1:20 on the aggregate deposit
liabilities.
Regulation of Non-banking Companies

Four categories of non-bank finance companies (EL, HP, IC and LC) submit statutory
annual schedules and returns to the Reserve Bank. The Reserve Bank has issued a
separate set of directions of financial, miscellaneous and residuary non-banking companies
governing their deposit acceptance activity. The activity of deposit acceptance by non-
banking, non-financial companies (manufacturing companies) is being regulated by the



Government of India, under (Acceptance of Deposits) Rules, 1975, framed under Section
58A of the Companies Act.

The regulation of the deposit acceptance activities was undertaken initially to
effectively supervise, control and regulate them. In order to moderate the deposit
mobilization of NBFCs and protect depositors, the quantum of deposits was linked to
Net Owned Fund (NOF), which is the aggregate of the paid-up capital and free reserves
reduced by balance of loss, deferred revenue expenditure and other intangible assets.
Investments in same group or other NBFCs, beyond 10 per cent of owned funds were
also excluded from NOF. The regulations did not extend to the assets side of NBFCs.

Financial Sector Reform of NBFCs

In view of the important role of NBFCs in the financial system, the need for subjecting
them to financial reform was felt. The Committee on the Financial System recognized
that NBFCs should have prudential norms and guidelines as in the case of commercial
banks. For this purpose, a Working Group on Financial Companies was constituted in
May 1992 under the Chairmanship of Dr A. C. Shah. The major recommendations of
the Working Group are:

e Category-wise classification of financial companies may be abolished and uniform
regulations applied to all companies.

e Regulatory attention by the RBI may be confined to companies with net owned
fundsof 50 lakh and above.

e Asregards new financial companies’ entry norms, minimum net owned funds of
" 50 lakh and a cooling period before accepting deposits have been suggested.

e The regulations should be on the asset side, such as limit on credit concentration.

e Capital adequacy standards may be laid down based on risk assessment of assets
and credit conversion factors for off-balance sheet items.

e The exempted category of deposits should be removed and all deposits should be
brought under the regulatory framework. A clear distinction should be made
between deposits and borrowing from banks/institutions.

« Non-banking financial companies may be allowed to accept deposits for periods
ranging from 12 months to 84 months.

e Prudential norms for income recognition, transparency of accounts and provisions
for bad and doubtful debts may be prescribed.

The bank implemented some of the recommendations with modifications and
introduced a number of changes from 12 April 1993.

In the first phase, the minimum period of deposits of NBFCs has been brought
down from ‘over 24 months’ to ‘12 months’ and maximum period to 84 months in the
case of residuary non-banking companies. The definition of regulated deposits was
widened to include intercorporate deposits, borrowing through issue of debentures and
monies received from directors or shareholders of private limited companies which were
earlier under the exempt category.

Maintenance of liquid assets: Hire-purchase finance and equipment leasing
constitute 10 per cent of deposits out of which 5 per cent in government securities; and
residuary non-banking companies constitute 10 per cent of deposits in government
securities within the limit of 70 per cent investment in approved securities.
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Registration

Companies with net owned funds of * 50 lakh and above have been advised to register
with the RBI.

Prudential Guidelines

Detailed prudential guidelinesto NBFCswere issued in June 1994. The registered NBFCs
were required to achieve a minimum capital adequacy norm of 6 per cent by 31 March
1995 and 8 per cent by 31 March 1996 and also obtain a minimum credit rating. CRAR
requirement ranged between 12-15 per cent depending on the principal line of business
activities ofan NBFC (2002).

Liberalization Measures for NBFCs (1996)

The RBI announced liberalization measures for NBFCs on 24 July 1996. They are
aimed at encouraging disciplined NBFCs which are run on sound business principles.
The two major classifications of NBFCs are:

I. Equipment leasing and hire-purchase companies (financial companies)

Il. Loan and investment companies: Loan and investment companies were further
divided into four major categories by the RBI circular. They are:

() Registered finance companies complying with credit rating requirements and
prudential norms.

(i) Registered finance companies complying with either credit rating requirements
or prudential norms.

(i) Registered finance companiescomplyingwith neither the creditrating requirements
nor prudential norms.

(iv) Allother finance companies.
Category (i) finance companies will now enjoy the following benefits:
(@) Noceilingondeposits
(b) Freedom to determine the rate of interest on deposits
(c) SLRreduced from 15 per centto 12.5 per cent.

For category (ii) companies, only the maximum ceiling on deposits will be removed
and other benefitsavailable to category (i) will not be available.

Category (iii) companies will not enjoy the above benefits and will have to comply
with the following requirements:

(@) The overall ceiling on deposits reduced with immediate effect from 10 times the
net owned funds (NOF) to seven.

(b) Rate of interestand SLR requirements remain unchanged.

Category (iv) companies have to reduce their deposits with immediate effect
from 10 times of NOF to five. The benefits listed under categories (i) and (ii) will be
available only on obtaining a certificate of compliance from the RBI. There isno ceiling
on the maximum amount of deposits which can be accepted by the finance companies
and the rate of interest offered on them. The rate of interest may vary from company to
company depending on their resource mix and advances portfolio.

Category (i) finance companies may have to face severe competition from (iii)
and (iv) category companies in their efforts to mobilize deposits since these companies



are likely to offer higher incentives through the broker network on their deposits. As a Indian Financial
result, the interest rate will be fixed based on marketability of fixed deposit schemes by Institutions
each of these companies.

There is a greater risk of interest mismatch from this source of funding since the
interest rate in a free market is related to the competitiveness of the company. However,
in case of bank funding, even though such a risk is present, the maturity mismatch is
almost ruled out. Even though cash credit limits are sanctioned for a period of one year,
the limits are renewed by the banks every year except in rare cases. Again, bank funding
Is cheaper compared to the cost of sourcing fixed deposits. Hence, finance companies
which rely more on bank funding stand to gain in the process.

NOTES

5.5.3 Regulations for NBFCs Accepting Public Deposits

The term “public deposit’ has been defined on the lines of the definition provided in the
Companies (Acceptance of Deposits) Rules, 1975 framed under the Companies Act,
1956 and the Reserve Bank of India Act. Public deposits will include fixed, recurring
etc. deposit received from relatives and friends, shareholders by a public limited company
and the money raised by issue of unsecured debentures/bonds. Public deposits would,
however, exclude money raised by NBFCs by way of issue of secured debentures/
bonds, borrowings from banks/financial institutions, deposits from directors, intercorporate
deposit (ICD), deposit received from foreign citizens and those received by the private
limited companies from their shareholders.

Prohibitions from accepting public deposits for NBFCs having net owned fund
(NOF) of less than " 25 lakh: The NBFCs having net owned fund of less than = 25
lakh will not be entitled to accept deposits from the public. However, they can raise
borrowings from other resources.

Credit rating requirement and quantum of public deposit: The ceiling on quantum
of public deposit for an NBFC has been linked to its level of credit rating, given by
approved credit rating agencies. Higher credit rating will entitle NBFCs to raise large
amount of public deposit as per details given here under:

Table 10.6 Credit Rating Level

Levels of Equipment Leasing Loan and
Credit Hire-purchase Investment
Rating Companies Companies

Multiple of NOF
A 3 times 2 times
AA 2 times 1 time
AAA 1 time 0.5 time

Interest rate ceiling: All the NBFCs have now been subjected to the interest rate
ceiling of 16 per cent per annum. NBFCs which are presently offering interest rates in
excess of the prescribed ceiling are required to reduce their interest rate to bring it
within the ceiling with immediate effect.

Brokerage: Brokerage payable by NBFCs on deposit of one year to five years has now
been uniformly fixed at 2 per cent as against the varying rates earlier. In addition, they
may also pay to the brokers by way of reimbursement on the basis of vouchers/bills
produced, an amount not exceeding 0.5 per cent of the deposits collected.
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Submission of returns: NBFCs accepting public deposits only will be required to submit
to RBI annual statutory returns and financial statements. NBFCs not accepting public
deposits are exempted from this requirement.

Classification of NBFCs

e TheReserve Bank hasalso made certain refinementsin the normsfor classification
of NBFCs into various sub-groups based on their principal activity as evidenced
from the asset/income pattern. With regard to the special regulatory dispensation
accorded to equipment leasing and hire-purchase, the criteria for classification of
the NBFCs has been tightened. Thus, an NBFC to be eligible for being classified
as equipment leasing company or a hire-purchase finance company shall have
not less than 60 per cent of its assets and shall derive income from these activities
taken together.

e AllnewNBFCs incorporated after 9 January 1997 will be provisionally classified
for a period of one year and reviewed thereafter on the basis of their asset/
income pattern as disclosed in their balance sheet/profit and loss account and
other related aspects. Existing NBFCs, aswell asthose unclassified will be classified
onthe basis of their principal activity as evidenced from their financial statements
into various categories such as Equipment Leasing Companies, Hire-purchase
Finance Companies, Loan Companies, Investment Companies, Miscellaneous Non-
banking Companies or Residuary Non-banking Companies as the case may be.
Only such of the NBFCs as have been specifically notified under Section 62A of
the Companies Act, 1956 by the Government of India will be classified as Nidhi
Companies. NBFCs which have been incorporated with the intent to function as
Nidhis will be classified as Loan Companies and the directions as applicable to
‘Loan Companies’ will be made applicable to them till such notification.

Depositors cautioned: The Reserve Bank has cautioned the depositors on repayment
of deposit, in spite of the rigorous regulation.

Depositors should, therefore, at their own risk and responsibility, be circumspect
and satisfy themselves about the financial soundness and health of the companies before
placing their deposits.

RBI modified regulations for NBFCs (31 January 1998): The detailed regulations
issued on 2 January 1998 to ensure orderly functioning of the NBFCs and for protection
of the interest of the depositors, were modified partly to remove problems in their
implementation.

5.6 INSURANCE INSTITUTIONS

The insurance industry is an integral part of the financial services’ industry and profound
changes have been taking place in this sector in India. This is because a well-developed
and properly evolved insurance sector is needed for economic development. It not only
provides long-term funds needed for infrastructural development but also strengthens
the risk taking ability ofindividuals and institutions.

The Concept of Insurance

Insurance is a form of risk management primarily used to hedge against a risk of a
contingent loss. It is defined as the transfer of the risk of a potential loss, from one entity



to another, in exchange for a premium. Insurance applies to situations where a loss may Indian Financial
or may not occur. It cannot apply to situations where the loss is expected to happen. Institutions
While an insurer is a company that sells the insurance services, an entity seeking to

transfer the risk (an individual, corporation or association of any type and the like) becomes

an ‘insured’ party. Insurance policy is a contract between an insured and an insurer NOTES
where the latter assumes a risk. Generally, an insurance contract includes the following
elements:

e Parties (insurer, insured and the beneficiaries)
« Premium (the amount charged for insurance coverage)
e Period of coverage (the duration for which a particular loss is covered)

« Amount of coverage (the amount to be paid to the insured or beneficiary in the
event of a loss)

e Exclusions (the events not covered)

Thus, an insured person is indemnified against the event of loss covered in the
policy. If the insured parties incur a loss on account of a specified peril, the coverage
gives arightto the policyholder to ‘claim” against the insurer for the covered amount of
loss as specified in the policy. The fee paid by the insured to the insurer for assuming the
risk is called ‘premium’. Insurance premiums from the many insured are used for the
later payment of the claims. An insurer maintains adequate funds for anticipated losses
and a certain margin towards his profit. In a nutshell, insurance provides for an
indemnification against the loss or liability from specified events and circumstances that
may occur or be discovered during a specified period (Statement of Financial Accounting
Standards No. 113).

Principles of Insurance

Insurance is based on the principle of probability and cooperation. This can be explained
as:

v Principle of probability

The degree of loss depends upon various factors. All the affecting factors are analysed
and the probability of loss is calculated. Probability helps to find the chance of occurrence
of loss. The law of large numbers is applied in the principle of probability. It is assumed
that the past events will occur in the same pattern. The premium is fixed on the basis of
past events, present conditions and future prospects.

+ Principle of co-operation

In insurance, the loss is shared by a group of persons who are willing to co-operate. The
insurer collects the shares of the insured members in advance and accumulates a fund.
Amember is paid from this fund at the time of occurrence of the insured risk. At present
the insured pay the premium to join the insurance schemes. Thus, the insured cooperates
to share a loss of an individual by advance payments of premium amount.

Features of Insurable Risks

The features of insurable risks are as follows:
+ Large number of homogeneous exposure units

Insurance is based on the operation of the law of large numbers. There must be sufficient
number of risks of a similar nature, being insured, so that the probability of loss could be
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estimated. A majority of the insurance policies are provided for individual members ofa
very large group. However, large commercial property policies may insure exceptional
properties, for which, there are no ‘homogeneous’ exposure units.

v Loss is definite

Pure risk has an element of loss or a break-even but not gains. At least in principle, the
event which is insured and results in a loss, should take place at a known time, in a
known place and from a known cause. The death of an insured on a life insurance policy
can be cited as an example. Fire, automobile accidents and workers’ injuries also meet
thiscriterion.

v Loss is accidental

The event that leads to a claim should be unexpected or should at least be outside the
control of the insured. The loss should be pure and there is only an opportunity cost.
Events that contain speculative events like ordinary business risks are not considered for
insurance.

v Premium should be affordable

The premium is related to the amount of protection offered. If the estimated loss due to
the insured event is high, naturally the premium fixed would be large. However, the
premium should not be so large that there is no reasonable chance of a significant loss to
occur for the insured.

v Loss is calculable

The probability of the occurrence of the loss event and the attendant cost related to the
event should be calculable. Probability of lossis generally empirical and can be calculated.

 Risk exposure is limited

The risk is often aggregated. The ability of the insurer to issue policies becomes
constrained, if the same event can cause losses to many policyholders of the same
insurer. The sum of all policyholders so exposed is the constraint. Normally, the insurers
prefer to limit their exposures to a loss from a single event to some small portion of their
capital base.

Advantages of Insurance

Some of the advantages of insurance are as follows:

e[t involves proper planning and administration to reduce the loss due to
uncertainties.

e [t ensures certainty of payment at an uncertain event of loss and thereby provides
protection.

e All the persons who are exposed to the risk share the loss.
e The insurer employs the funds in productive channels.
e [timproves the efficiency of the insured person because it liberates him from the
worry of the loss.
Categories of Insurances

Three broad categories of insurances are offered. These are given below.
(a) Life insurance: It deals with various plans connected with the life of a person.



(b) General insurance: All kinds of insurance policies that are not related to life are
known as general insurance.

(c) Reinsurance: Itisinsurer’s insurance.

Life insurance in its existing form came in India from UK in 1818 with Oriental Life
Insurance Company. The Indian Life Assurance Companies Act, 1912 was the first
measure to regulate life insurance business. Later, in 1928 the Indian Insurance Companies
Act was enacted, which was amended in 1938. Finally, this Act was amended by the
Government of India in 1950. So long as insurance remained the monopoly of the
government, the need for an independent regulatory authority was not felt that strongly.
However, with the acceptance of the entry of private insurance entities, the need for a
regulatory authority became essential. The regulatory framework in relation to the
insurance companies seeks to take care of three major concerns:

(a) Protection of consumers’ interest
(b) Toensure the financial soundness of the insurance industry
(c) To help the healthy growth of the insurance market

Originally, the insurance industry was controlled by the Insurance Act 1938, the
Life Insurance Corporation Act 1956 and General Insurance Business (Nationalization)
Act, 1972. The Insurance Regulatory and Development Authority Act, was enacted in
1999. The IRDA Act of 1999 had paved the way for the entry of private players into
the insurance market, which had hitherto been the exclusive privilege of public
sectorinsurance companies/corporations.

5.6.1 Insurance Regulatory and Development Authority (IRDA)

As per the provisions of the IRDA Act, Insurance Regulatory and Development
Authority (IRDA) was established on 19 April 2000, to protect the interests of
insurance policyholders and to regulate, promote and ensure the orderly growth of the
insurance industry. The authority has its headquarter at Hyderabad. Insurance
Regulatory and Development Authority (Protection of Policyholders’ Interests)
Regulations was passedin the year 2002.

The authority has notified 27 regulations on various issues which include registration
of insurers, regulation on insurance agents, solvency margin, reinsurance, obligation of
insurers to rural and social sector, investment and accounting procedure, protection of
policy holders’ interest etc.

Registration of Private Players
e The company should be formed and registered under the Companies Act, 1956.

e Theaggregate holdings of equity shares by a foreign company, either by itself or
through its subsidiary companies or its nominees, should not exceed 26 per cent
paid up equity capital of the Indian insurance company.

e Thecompany’ssole purposeisto carryon life insurance business, general insurance
business or reinsurance business.
The minimum paid up equity capital for life or general insurance business is
~ 100 crore.
The minimum paid up equity capital for carrying on reinsurance business has
been prescribed as 200 crore.
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Protection of the Interests of the Policyholders

IRDA has the responsibility of protecting the interests of the insurance policyholders.
IRDA has notified The Protection of Policyholders’ Interests Regulations, 2001, to provide
for the following:

¢ Policy proposal documents in easily understandable language
e Claims procedure in both life and non-life

e Setting up of grievance redressal machinery

e Speedy settlement of claims and policyholders’ servicing

The regulation also provides for the payment of interest by the insurers for the delay in
the settlement of claims.

e The insurers are required to maintain solvency margins so that they are in a
position to meet their obligations towards the policyholders with regard to the
payment of claims.

e Itisobligatory on the part of the insurance companies to clearly disclose the
benefits and the terms and conditions under the policy. The advertisements issued
by the insurers should not mislead the insuring public.

e Allthe insurersare required to set up proper grievance redressal machinery in
their head office and at their other offices.

e Theauthority takes the matter with the insurers, ifany complaint is received from
the policyholders in connection with the services provided by the insurers under
the insurance contract.

Policyholders’ Servicing

(1) Aninsurer carrying on life or general business, as the case may be, shall at all times,
respond within 10 days of the receipt of any communication from its policyholders, inall
matters, such as:

e Recording change of address

e Noting a new nomination or change of anomination under the policy

« Noting an assignment on the policy

= Providing information on the current status of a policy, indicating matters such as,
accrued bonus, surrender value and entitlement to a loan

e Processing papers and disbursal of a loan on the security of a policy

e [ssuance of a duplicate policy

e [ssuance of an endorsement under the policy; noting a change of interest or sum
insured or the perilsinsured, financial interest of a bank and other interests

e Guidance onthe procedure for registering a claim and the early settlement thereof
Insurance Ombudsmen

Efficient customer services in the insurance sector has been one of the major areas of
concern for the government. With a view to ensure expeditious redressal of public
grievances relating to the settlement of the claims, the government has introduced a
system of ombudsman in insurance sector with effect from 11 November 1998. Insurance
ombudsmen are currently located in twelve cities. Each ombudsman is empowered to
redress customers on personal lives where the insured amount is less than ~ 20 lakh.



5.6.2 Life Insurance Indian Financial
Life insurance different from other types of insurances. The subject matter of insurance Institutions
is the life of human beings. Life insurance is a contract, which provides risk coverage to

the insurer. The purchaser of insurance pays a fixed premium in exchange of a promise

of compensation in the event of some specified loss. Thus, life insurance is a contract NOTES

for payment of money to the person assured (or to the person entitled to receive the
same) on the occurrence of the event insured against. Usually the contract provides for:

e Thepaymentofanamounton the date of maturity or at specified periodic intervals,
or atdeath, if it occurs earlier.

e Periodical payments of insurance premium by the insured, to the corporation
which provides the insurance.

Any person above 18 years of age is eligible to enter into a valid contract. Subject
to certain conditions, a policy can be taken on the life of a spouse or children.
Payment of Premiums
The policyholders can pay premiums other than single premiums, to the insurer in yearly,
half-yearly, quarterly or monthly instalments or through a salary savings scheme. If the
mode of payment of premium is yearly or half-yearly, some insurers give a rebate of 3
per cent and 1.5 per cent respectively on the premium. If the mode of payment is
monthly, some insurers charge an additional 5 per cent for the facility offered. This
additional charge is waived for the salary saving scheme, which provides for the payment
of premium through monthly deductions by the employers from the salary of their
employees.

Bonus

Theinsurer distributes profitsamong the policyholders every year in the form of a bonus/
profit share. An insurance policy can be ‘with’ or ‘without’ profit. Ina ‘with’ profit plan,
any bonus declared is allotted to the policy and is paid at the time of maturity or death
along with the contracted amount. In a ‘without’ profit plan, the contracted amount is
paid without any profit share. The premium rate charged for a ‘with’ profit policy is
therefore, higher than that of a ‘without’ profit policy.

Additions

These may be guaranteed additions or loyalty additions.

¢ Guaranteed addition means that the insurer guarantees the bonus/profit declared
asa certain amount per thousand rupees of the sum assured of the policy. Sum
assured is the amount that an insurer agrees to pay an insured or hisnominees on
occurrence of contingencies, e.g., death or on maturity. This assured bonus is
credited to the policyholder irrespective of the performance of the insurance
company and isknown as guaranteed addition. Guaranteed additions are payable
at the end of the term of the policy or on the early death of the policyholders.

e Loyalty addition is the additional amount paid over and above the guaranteed
addition. Theinsurer declaresand credits to the policyholder, an additional
amountper thousand of the sum assured every five years, depending on its
performance.

Benefits
Insurance provides several benefits. These are:

e Survival benefits: This means that a part of the sum assured is paid to the

policyholder at fixed intervals of time before the actual maturity date. The risk
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cover for life continues for the full sum assured even after the payment of the
survival benefits and bonus is calculated on the full amount of the sum assured. If
the policyholder survives till the end of the term, the survival benefits would be
deducted from the maturity value.

e Accident benefits: These are given on payment of an additional premium of Re
1 per 1000 of sum assured per year and the insured is entitled to the following
benefits:

In the case of accidental death, the nominee shall receive double the sum assured.
In the case of total and permanent disability due to an accident, risk coverage
continues without further payment of premium. In addition, an amount equal to
the sum assured is paid to the insured in monthly instalments spread over a period
of 10 years. However, subsequent accidental death will not entitle the nominee
for double the sum assured.

o Disability benefits: These are provided, if the insured becomes totally and
permanently disabled due to any accident. He need not pay future premiums and
his policy shall remain in force for the full sum assured.

Life Insurance Policies
Some of the common life insurance policies have been discussed here:
(i) Endowment policy

An endowment policy covers the risk for a period specified by the insurer. At the end of
the specified period, the sum assured is paid back to the policyholder, along with the
bonus accumulated during the term of the policy. In an endowment policy, capital is
accumulated for a specific purpose and it is a protection against the saver’s premature
death. Premium for an endowment life policy is much higher than that of a whole life
policy.

Many investors use endowment life insurance to fund anticipated financial needs,
such as college education of their sons and daughters or their own retirement. Unlike
whole life, an endowment life insurance policy is designed primarily to provide for a
living benefit during the life time of the individual and only secondarily to provide for life
insurance protection. Therefore, it is more of an investment than a whole life policy.

(i) Whole life policy

A typical whole life policy remains as long as the policyholder isalive. Therisk is covered
for the entire life of the policyholder. Hence, it is known as a whole life policy. The
whole life policy amount and bonus are payable only to the nominees upon the death of
the policyholder. The policyholder is not entitled to receive any money during his or her
own lifetime, i.e., there is no survival benefit.

(iif) Term life policy

Itisa policy for a chosen period. The risk is covered only for that period. A term plan
meets the needs of people who are initially unable to pay a larger premium required for
awhole life or an endowment assurance policy, but would be able to pay for a policy in
the near future. Surrender, loan or paid-up values are not granted under this policy
because reserves are not accumulated. If the premium is not paid within the grace
period, a policy will lapse without acquiring any paid-up value. The policyholder may
survive the term but, the risk cover comes to an end.



However, a lapsed policy may be revived during the lifetime of the life insured but
before the expiry of the period of two years from the due date of the first unpaid premium,
on the usual terms. Accident and/or disability benefits are not granted on policies under
the term plan.

Money Back Policy

Thisis basically an endowment policy for which a part of the sum assured is paid to the
policyholder in the form of survival benefits, at fixed intervals before the maturity date.
The risk cover on life continues for the full sum assured even after the payment of
survival benefits and bonus is calculated on the full sum assured. If the policyholder
survivestill the end of the policy term, the survival benefits would be deducted from the
maturity value.

An important feature of this type of policy is that in the event of death at any time
within the policy term, the death claim comprises the full sum assured, without deduction
of any of the survival benefit amounts, which might have been paid already as money-
back components. Similarly, bonus is also calculated on the full sum assured.

Joint life policy

These are similar to endowment policies. They too offer maturity benefits to the
policyholders, apart form covering the risks just like all the other life insurance policies.
However, joint life policies are categorized separately as they cover two lives
simultaneously. They offer a unique advantage for a married couple or for the partners
inabusiness firm.

Children’s Insurance Policy

Children’s insurance policies include those through which parents or legal guardians
provide for life insurance for their child from birth. The risk cover commences when the
child attains the age of 12, 17, 18 or 21, as per the policy document.

Group Policy

Life insurance protection under the group policies is provided to various groups such as
employers-employees, professionals, cooperatives, weaker sections of the society, etc.
It also provides insurance coverage at the lowest possible premium cost for people in
certain approved occupations. Besides providing insurance coverage, it also offers group
schemes to employers who allow the funding of gratuity and pension liabilities of the
employers.

Matters to be Stated in a Life Insurance Policy

1. According to Insurance Regulatory and Development Authority (IRDA) Act, the
following have to be stated in a life insurance policy:

« Name of the plan governing the policy, its terms and conditions

e \Whether it is participating in the profits or not

e Basis of participation in profits such as cash bonus, deferred bonus, simple
or compound reversionary bonus

= Benefits payable, the contingencies upon which these are payable and the
other terms and conditions of the insurance contract

e Details of the riders attached to the main policy
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e Date of commencement of risk and the date of maturity or date/dates on
which the benefits are payable

= Premiums payable, the periodicity of payment, the grace period allowed for
payment of the premium, the date of the last instalment of the premium, the
implications of discontinuing the payment of an instalment/instalments of
the premium and also the provisions of a guaranteed surrender value.

e Age at entry and whether the same has been admitted

e The policy requirements for conversion of the policy intoa (i) paid up policy,
(i1) surrender (iii) non-forfeiture and (iv) revival of lapsed policies

e Contingencies excluded from the scope of the cover, both in respect of the
main policy and the riders

e The provisions for nomination, assignment and loans on security of the policy
and a statement that the rate of interest payable on such loan amount shall
be as prescribed by the insurer at the time of taking the loan

e Any special clauses or conditions, such as, first pregnancy clause, suicide
clause etc.

e The address of the insurer to which all communication in respect of the
policy shall be sent

e The documents that are normally required to be submitted by a claimantin
support of a claim under the policy

2. While acting under Regulation 6(1) in forwarding the policy to the insured, the

insurer shall inform by a letter forwarding the policy, that he has a period of
fifteen days from the date of receipt of the policy document to review the terms
and conditions of the policy. If the insured disagrees to any of these terms or
conditions, he has the option to return the policy stating the reasons for his objection.
He shall then be entitled to a refund of the premium paid. This is subject to a
deduction of a proportionate risk premium for the period on cover and the expenses
incurred by the insurer on medical examination of the proposer and stamp duty
charges.

. Inrespect ofaunit linked policy, in addition to the deductions under sub-regulation

(2) of this Regulation, the insurer shall also be entitled to repurchase the unit at
the price of the units on the date of cancellation.

. In respect of a cover, where the premium charged is dependent on age, the

insurer shall ensure that the age is admitted as far as possible before the issuance
of the policy document. In case where age has not been admitted by the time the
policy is issued, the insurer shall make efforts to obtain proof of age and admit the
same as soon as possible

Claims Procedure of a Life Insurance Policy

The claims procedure of a life insurance policy is as follows:
e A life insurance policy shall state the primary documents which are normally

required to be submitted by a claimant in support of a claim.

e Alife insurance company, upon receiving a claim, shall process the claim without

delay. Any queries or requirements of additional documents, shall be raised all at
once and not in a piece-meal manner, within a period of fifteen days of the receipt
of the claim.



e A claim under a life policy shall be paid or be disputed, giving all the relevant Indian Financial
reasons within thirty days from the date of receipt of all relevant papers and the Institutions
clarifications required. However, where the circumstances of a claim warrant an
investigation in the opinion of the insurance company, it shall initiate and complete
such an investigation at the earliest and in any case, not later than six months NOTES
from the time of lodging the claim.

e Subject to the provisions of Section 47 of the Act, where a claim is ready for
payment but the payment cannot be made due to any reason such as that of a
proper identification of the payee, the life insurer shall hold the amount for the
benefit of the payee and such an amount shall earn interest at the rate applicable
to a savings bank account with a scheduled bank (effective from thirty days after
the submission of all papers and information).

e \Where there is a delay on the part of the insurer in processing a claim for a
reason other than the one covered by sub-regulation (4), the life insurance company
shall pay interest on the claim amount at a rate which is 2 per cent above the bank
rate prevalent at the beginning of the financial year in which the claim is reviewed
byit.

Life Insurance Providers

Life insurance was the monopoly of the Life Insurance Corporation (LIC) for a long
time. An Act of Parliament, viz., Life Insurance Corporation Act, formed the Life
Insurance Corporation of India in September 1956, with capital contribution from the
Government of India. Since nationalization, LIC has built up a vast network of 2048
branches, 100 divisions and 7 zonal offices spread over the country. The Life Insurance
Corporation of India also transacts business abroad and has offices in Fiji, Mauritius and
United Kingdom. LIC is associated with joint ventures abroad in the field of insurance,
namely, Ken-India Assurance Company Limited, Nairobi; United Oriental Assurance

Company Limited, Kuala Lumpur and Life Insurance Corporation (International) E. C.
Bahrain.

The government had opened up the insurance sector for private participation in
1999 and had also allowed the private companies to have foreign equity up to the level of
25 per cent. Following the opening up of the insurance sector, twelve private sector
companies have entered into the life insurance sector.

Public Sector Providers

1. Life Insurance Corporation of India
www.licindia.com

Private Sector Providers

1. Allianz Bajaj Life Insurance Company Limited
www.allianzbajaj.co.in

2. BirlaSun-Life Insurance Company Limited
www.birlasunlife.com

3. HDFC Standard Life Insurance Company Limited
www.hdfcinsurance.com
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4. ICICI Prudential Life Insurance Company Limited
wwwe.iciciprulife.com
5. ING Vysya Life Insurance Company Limited
www.ingvysayalife.com
6. Max New York Life Insurance Company Limited
www.maxnewyorklife.com
7. MetL.ife Insurance Company Limited
www.metlife.com
8. Om Kotak Mahindra Life Insurance Company Limited
www.omkotakmahnidra.com
9. SBI Life Insurance Company Limited
wwwe.shilife.co.in
10. TATAAIG Life Insurance Company Limited
www.tata-aig.com
11. AMP Sanmar Assurance Company Limited
WWW.ampsanmar.com
12. Dabur CGU Life Insurance Company Private Limited
www.avivaindia.com

Factors to be Considered

The need for insurance differs from family to family. The insurance policy and the
amount taken often depend on the following factors:

e One’s own income level

e Taxplanning

e The number of dependents

e The wealth, income and expense levels of the dependents
e Their significant foreseeable expenses

e The inheritance and the lifestyle to be provided for them

5.6.3 General Insurance

General insurance covers the loss due to unforeseen events such as accidents, illness,
fire and burglary. Unlike life insurance, general insurance is not meant to offer any
return but is a protection against contingencies. General insurance policy may be termed
asa contract of indemnity as the insurer normally makes good the actual amount of the
loss suffered.

General insurance includes property insurance, liability insurance and various other
forms of insurance. Fire and marine insurances are strictly called property insurances.
Liability insurance includes loss due to vehicle theft, fidelity and machine loss insurance.
The strict form of liability insurance is fidelity insurance, where the insurer compensates
the loss to the insured when he is under the liability of a payment to a third party.

There is no certainty in the loss of the asset, which is insured against. Hence, the
premium is decided by the value of the asset and the probability of such a loss. Under
certain Acts of Parliament, some types of insurances like motor insurance and public
liability insurance have been made compulsory.
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The broad categories of general insurance are:
e FirelInsurance

e Marine Insurance NOTES

e Motor Insurance

e Health Insurance

e Miscellaneous Insurance
Fire Insurance

Itisa comprehensive policy. It covers the risk of loss due to fire. Besides covering loss
on account of fire, it also covers loss on account of earthquakes, riots, strikes, malicious
actsand floods. Any movable and immovable property having amonetary value is covered
under a fire insurance policy. This is a material damage policy and it is also called a
standard fire policy. Fire inafactory may resultin a total or partial stoppage of production
leading to a financial loss. Fire insurance policy covers such aloss. It is a blanket policy
which covers risks related to both fixed as well as current assets. However, these
policies can be differentiated on the basis of the agreed sum.

Valued policy
The insurance company pays the agreed value of the property.
Average policy

Fire claims are paid to the insured as a proportion of the actual value of the property, at
the time of loss.

Specific policy

Risk on account of fire is insured for a specific sum. The maximum coverage under this
policy shall be up to the total amount of the insurance policy.

Floating policy

The risks related to one or two different kinds of goods are covered for a single sum and
forasingle premium in afloating policy.

Excess policy

The risk coverage is to the extent of the maximum additional amount by which the stock
may sometimes increase. Such additional risk coverage is provided for in an excess

policy.
Marine Insurance

This has developed over a period of many centuries. Marine insurance covers the risk
arising from and incidental to marine operations related to cargo, hull, freight and the
like. The Marine Insurance Act, 1963 is the basis for the transactions in marine insurance
in India. Marine insurance policies are broadly classified into:

e Marinehull insurance
e Marine cargo insurance
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Marine hull insurance is related to the insurance of hulls. Marine cargo insurance is
related to the insurance of goods in transit from one place to another, by any single mode
or combined modes of transit through sea, rail, road, air and inland waterways.

A marine cargo insurance policy is an important document in international trade
and is provided as a collateral security to the banks.

Motor Insurance

Itis mandatory for all the vehicles in India to have a third party insurance. There are two
types of motor insurance: third party insurance, which only insures the party/parties
other than the owner in an incident and comprehensive insurance, which insures the
owner as well as the third party involved, in addition to loss or damage caused to the
vehicle due to accident, fire, explosion, self-ignition, lighting, burglary, house breaking,
theft, riots and strikes, earthquakes, flood, hurricanes, storms, cyclones, malicious acts
and the like.

The premium for motor vehicles is decided on the value of the vehicle and on the
location where it has been registered. The premium for a heavy commercial vehicle is
decided on the value of the vehicle and its gross laden weight.

Health Insurance

The ever-increasing cost of medical treatment today is beyond the reach of the common
man. In the case of a medical emergency, the cost of hospital, room rent, the doctor’s
fees, medicines and related health services could work out to an enormous sum. Insuch
a situation, health insurance provides the much needed financial assistance for medical
treatment.

Health insurance policy is a legal, and binding contract between an insurance
company and a customer. The major difference between health insurance and life
insurance is that in the latter, a person may purchase guaranteed renewable insurance
for the whole life of the insured at a constant premium rate, whereas the former is
generally purchased year by year with no assurance of renewability. Generally, if a
policy is renewable, there is no guarantee that premium rates will not increase.

These policies are regulated by the General Insurance Corporation (GIC) and
marketed by the four big insurance companies: United India Insurance Company Ltd.,
New Delhi Assurance Company Ltd., Oriental Insurance Company Ltd. and National
Insurance Company Ltd.

Mediclaim Policy

Mediclaim (in India for individuals and groups) and overseas mediclaim policies (abroad)
are available. These policies provide for reimbursement of hospitalization, domiciliary
hospitalization expenses for illness and diseases suffered or accidental injuries sustained
during the policy period. The expenses that would fall under different heads are mentioned
below. The policy generally covers the following expenses which should not exceed the
total suminsured.

(&) Nursingexpenses
(b) Feesof surgeon, anaesthetist, medical practitioner, consultants, specialists etc.

(c) Anaesthesia, blood, oxygen, operation theatre charges, surgical appliances,
medicines and drugs, diagnostic materials and x-rays, dialysis, chemotherapy,



radiotherapy, cost of pace maker, artificial limbs and cost of organs and other Indian Financial
similar expenses. Institutions

This insurance is available to persons between the ages of 5 and 80 years. Children
between the ages of 3 months and 5 years can be covered provided one or both the
parents are covered concurrently. Premium up to a sum of = 10,000 qualifies for tax
benefits under section 80-D of the Income Tax Act.

NOTES

Group mediclaim policy

This is available to any homogeneous group of individuals/associations/institutions/
corporate bodies provided it has a central administration and is subjected to a minimum
of 100 persons.

In health insurance, unhealthy people are more likely to purchase health insurance
policies because they anticipate large medical bills. On the other hand, people who
consider themselves to be reasonably healthy, may decide that medical insurance is an
unnecessary expense for them. Hence, the financial burden would be heavy for the
service providers. Therefore, insurance companies use the term ‘adverse selection’ to
describe the tendency of only those people who will benefit from insurance to buy it.

Miscellaneous Insurance Policies
The miscellaneous insurance policies are as follows:
Agricultural insurance

Agricultural pump set insurance: In this, the property covered is pump sets whether
operated by electricity, diesel or oil. The perils covered are fire, lightning, mechanical
and/or electrical breakdowns.

Cattle insurance: It provides for cover against death of animals within the specified
geographical area mentioned in the policy. Death may arise from contraction of any
disease or occurrence of an accident after the commencement of the insurer’s liability
under the policy.

Crop insurance: It provides a cover against unavoidable loss of production as a result
of one or more of these causes: climatic reasons such as drought, flood, frostand cyclone,
pest infestation, plant diseases, as well as riots and strikes. The General Insurance
Corporation has introduced crop insurance in certain states with the participation of the
states as co-insurers.

Travel policy

While traveling, any tourist may lose his baggage or passport. He may also meet with an
accident. Travel policies are designed to take care of all the problems that generally
occur while traveling. The various travel policies have been given below:

e Videsh Yatra Mitra

e Personal accident— family
= Baggage insurance policy

e Executive travel insurance
e Suhana Safar
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Business policy

It covers the risks of loss of business goods, plant, machinery and the like. The common
types of business policies are:

e Product liability insurance

e Shopkeeper’s insurance policy

e Burglary insurance for business premises
e Partnership insurance

« Workmen’s compensation insurance

e Professional indemnity insurance

e Fidelity guarantee insurance

e Machinery breakdown policy

e Contractor’sall risk policy

e |oss of stock in cold storage insurance policy
e Air transit insurance policy

Matters to be Stated in the General Insurance Policy

1. Ageneral insurance policy shall clearly state:

e The name/names and address/addresses of the insured and of any bank/
banks or any other person having financial interest in the subject matter of
insurance

e Full description of the property or interest insured

e The location or locations of the property or interest insured under the policy
and wherever appropriate, with respective insured values

e Period of insurance

e Sumsinsured

e Perils covered and not covered

e Any franchise or deduction applicable

e Premium payable and the basis of adjustment of the premium should be
stated, where the premium is provisional subject to adjustment

e Policy terms, conditions and warranties

e Action to be taken by the insured upon the occurrence of a contingency
which s likely to give rise to a claim under the policy

e The obligations of the insured in relation to the subject matter of insurance
upon occurrence of an event giving rise to a claim and the rights of the
insurer under the circumstances

e Any special conditions attached to the policy

e Provision for cancellation of the policy on grounds of misrepresentation,
fraud, non-disclosure of material facts or non-cooperation on the part of the
insured

e The address of the insurer to which all the communications in respect of the
insurance contract should be sent

e The details of the riders attached to the main policy

e The pro forma of any communication that the insurer may seek from the
policyholder to service the policy



2. Everyinsurer shall periodically ask the insured about the requirements to be fulfilled Indian Financial
by the insured regarding the lodging of a claim arising in terms of the policy and Institutions
the procedures to be followed by him to enable the insurer to settle a claim early.

Claim Procedure of a General Insurance Policy NOTES

e Aninsured or the claimant shall give notice to the insurer of any loss arising under
the contract of insurance at the earliest or within such extended time as may be
allowed by the insurer. On receipt of such communication, a general insurer shall
respond immediately and give a clear indication to the insured on the procedures
that he should follow. In cases where a surveyor has to be appointed for assessing
aloss or a claim, it shall be done within seventy-two hours of the receipt of the
intimation fromthe insured.

e \Where the insured is unable to furnish all the particulars required by the surveyor
or where the surveyor does not get the full cooperation of the insured, the insurer
or the surveyor as the case may be, shall inform in writing to the insured about the
delay that may result in the assessment of the claim. The surveyor shall be subjected
to the code of conduct laid down by the authority while assessing the loss and
shall communicate his findings to the insurer within thirty days of his appointment
with a copy of the report being furnished to the insured, if he so desires. In case
of some special circumstances, either due to its special and complicated nature,
the surveyor shall under intimation to the insured, seek an extension from the
insurer for submission of his report. However, in no case shall a surveyor take
more than six months from the date of his appointment to submit his report.

e [faninsurer, on the receipt of a survey report, finds that it is incomplete in any
respect, he shall require the surveyor under intimation to the insured, to furnish an
additional report on certain specific issues as may be required by the insurer.
Such a request may be made by the insurer within fifteen days of the receipt of
the original survey report. However, the facility of requesting for an additional
report by the insurer shall not be resorted to, for more than once in the case of a
particular claim.

e The surveyor on receipt of this communication shall furnish an additional report
within three weeks of the date of receipt of the communication from the insurer.

« On receipt of the survey report or the additional survey report, as the case may
be, an insurer shall offer a settlement of the claim to the insured within a period of
thirty days. If the insurer decides to reject a claim under the policy for any reasons,
it has to be recorded in writing and communicated to the insured. This shall be
done within a period of thirty days from date of the receipt of the survey report or
the additional survey report, as the case may be.

e Upon acceptance of an offer of settlement as stated in sub-regulation (5) by the
insured, the payment of the amount due shall be made within seven days from the
date of acceptance of the offer by the insured. In cases of delay in the payment,
the insurer shall be liable to pay interest at a rate which is 2 per cent above that of
the bank rate prevalent at the beginning of the financial year in which the claim s
reviewed by it.

General Insurance Providers

The Mercantile Insurance Ltd. was the first company set up to transact all types of
general insurance business in 1707. The firstgeneral insurance company, Triton Insurance

Self-Instructional
Material 395



Indian Financial
Institutions

396

NOTES

Self-Instructional
Material

Company Ltd. was established in Calcutta in 1850. General Insurance Council, awing
of the Insurance Association of India, framed a code of conduct for ensuring fair and
sound business practices in 1957. The general insurance business in the country was
nationalized with effect from 1 January 1973 by the General Insurance Business
(Nationalization) Act, 1972.

More than 100 non-life insurance companies including branches of foreign
companies operating from within the country, were amalgamated and grouped into four
companies namely, The National Insurance Company Ltd. The New India Assurance
Company Ltd., the Oriental Insurance Company Ltd. and the United India Insurance
Company Ltd., with head offices at Calcutta, Bombay, New Delhi and Madras
respectively.

General Insurance Corporation which was the holding company of the four public
sector general insurance companies was delinked from the latter and approved as the
‘Indian reinsurer’ from 3 November 2000. The share capital of the GIC and that of the
four companies are held by the Government of India. All the five entities are government
companies registered under the Companies Act.

Public Sector

1. National Insurance Company Limited
www.nationalinsuranceindia.com

2. New India Assurance Company Limited
www.niacl.com

3. Oriental Insurance Company Limited
www.orientalinsurance.nic.in

4. United India Insurance Company Limited
WWW.Uiic.co.in

Private Sector

1. Bajaj Allianz General Insurance Company Limited
www.bajajallianz.co.in

2. ICICI Lombard General Insurance Company Limited
www.icicilombard.com

3. IFFCO-Tokio General Insurance Company Limited
WWWw.itgi.co.in

4. Reliance General Insurance Company Limited
www.ril.com

5. Royal Sundaram Alliance Insurance Company Limited
www.royalsun.com

6. TATAAIG General Insurance Company Limited
www.tata-aig.com

7. Cholamandalam General Insurance Company Limited
www.cholainsurance.com
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8. Export Credit Guarantee Corporation
www.ecgcindia.com

9. HDFC Chubb General Insurance Company Limited
www.hdfcergo.com

5.7 MUTUAL BENEFIT FUNDS

‘Put your money in trust, not trust in money” attracts the small investors who are risk
neutral or risk averse. Small investors prefer some kind of collective investment vehicle
which can pool their marginal resources, invest it in securities and distribute returns
among them on cooperative principles. This led to the growth of mutual fund industry
both inthe developed and developing capital market.

Concept of Mutual Fund

Mutual fund is a mechanism for pooling resources by issuing units in securities to the
investors and investing funds in accordance with the objectives disclosed in the offer
document. A mutual fund is a corporation, trust or partnership, which manages the
collected money with the help of professional expertise. Different persons have
defined mutual funds different ways. ‘A mutual fund is almost like a cooperative
society of investors. That is why the word ‘mutual’ is used. It collects money from
investors by issuing mutual fund units, invests it in securities, and divides whatever
dividend or interest is received among its members’ (A. John Halin).

The SEBI Mutual Fund Regulations, 1993 defines mutual fund as ‘a fund established
in the form of a trust by a sponsor, to raise money by the trustees through sale of units to
the public, under one or more schemes, for investing in securities in accordance with the
regulations’. Mutual funds are financial intermediaries which bring a wide variety of
securities within the reach of the most modest investors. The financial intermediary is
known as ‘investment company’ in the US and most other countries. They are called
‘investment trusts’ in the United Kingdom. In India, they are known by the term ‘mutual
funds’.

Origin of Mutual Fund

The history of mutual fund can be traced back to Europe where William | established a
society in Belgium for such a purpose. The foreign and colonial Government Trust of
Lund in 1868 is considered to be the forerunner of the concept of mutual fund.
Massachusetts Investor’s trust was the first mutual fund set up in the US in the year
1929. The mutual fund industry witnessed a boon in the US market after the 1990°s and
became a popular source of investment. In India, the Unit Trust of India set up the first
mutual fund in 1964.

5.7.1 Mutual Funds in India

Until 1987, Unit Trust of India was the sole mutual fund in the country. This was due to
the restrictive policies adopted by the Government of India with regard to the financial
services industry. The growth of the mutual fund industry has been divided into different
phases.
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Phase |

The mutual fund in India came into existence in 1964 when Unit Trust of India was
incorporated as a statutory corporation. The maiden scheme launched by the Unit Trust
of India was the unit scheme of 1964, an open-ended scheme, which is still in operation.
At that time, public awareness about mutual fund was limited. There was no disclosure
norm. The institution was modelled along the lines of mutual funds in the UK. The name
‘Unit Trust’ itself has been borrowed from the UK where mutual funds are called
‘investment trusts’.

The Unit Trust of India played a commendable role by launching a number of
open as well as close ended schemes, keeping in view the varied needs of the different
groups of investors. The schemes targeted everyone from a new-born child to a retired
individual.

Phase 11

Unit Trust of India’s monopoly came toanend in 1987. The Government of Indiaamended
the Banking Regulations Act, permitting commercial banks in the public sector to set up
mutual funds. The first non UTI mutual fund was launched by the State Bank of India in
November 1987 by the name ‘SBI Mutual fund’. Its first scheme, Magnum Regular
Income Scheme launched in 1987, was well received by the investors.

Canara Bank established its subsidiary, Can bank Mutual Fund in Dec 1987. It
launched two schemes, i.e., Can stock (income scheme) and Can share (growth
scheme), which were both close ended. They were also followed by two open-ended
schemes— Cancigo and Can gilt in the succeeding year.

Indian Bank, Bank of India and Punjab National Bank introduced mutual funds
during the year 1989-90. The government permitted insurance corporations in the public
sector to establish mutual funds. Life Insurance Corporation of India set up LIC mutual
fund in June 1989. It targeted small investors particularly from rural and semi-urban
areas. Unlike the other mutual funds, LI1C offered insurance protection to the investors.
This was in addition to the benefits of liquidity, safety and return. Shortly the General
Insurance Corporation of India also entered into the mutual fund industry.

The Government of India issued comprehensive guidelines in June 1990 covering
all mutual funds. Registration of mutual funds with the SEBI was made compulsory. The
guidelines covered the norms for registration, management, investment objectives,
disclosure and pricing. The Securities Exchange Board of India (mutual funds)
Regulations, 1993 came into effect on 20 January 1993. The establishment of Asset
Management Company (AMC) and the listing of close-ended schemes became mandatory.
Disclosure norms were tightened to protect the small investors.

Phase 111

The innovative promotional campaigns launched by different mutual funds created investor
awareness. Exclusion of the private sector was widely criticized. The liberalization policy
and new economic policy advocated by Doctor Manmohan Singh paved way for the
entry of private sector into the mutual fund industry. The SEBI accorded approval to a
number of players in the private sector to launch mutual funds in October 1993. Kothari
group in collaboration with the Pioneer fund, the oldest fund in U.S, launched Prima fund
in November 1993. The other private sector mutual funds include Twentieth Century
Mutual Fund, Taurus Mutual Fund, Morgan Stanley Mutual Fund, HDFC Mutual Fund



and Zurich Mutual Fund etc. After the entry of the private sector, the declaration of Net Indian Financial
Asset Value (NAV) of the schemes became regular. At present NAV’s are declared Institutions
weekly. The portfolios are also disclosed periodically.

Phase IV

After 1996, the mutual fund industry witnessed a healthy growth. This is shown in Table NOTES

10.7. With the growth of investors’ interest in mutual funds, the number of players
operating in the industry reached new heights. SEBI (Mutual Funds) Regulations, 1996
was introduced by SEBI to set uniform standards for all mutual funds in India and
safeguard the interest of the investors. The Union Budget in 1999 exempted all dividend
incomes of the mutual funds in the hands of investors from income tax. The SEBI and
the Association of Mutual Funds in India (AMFI) launched various Investor Awareness
Programmes to educate investors and inform them about the mutual fund industry.

Table 10.7 Fund Mobilization (" in crore)
Years UTI Public Sector Private sector Total
1998-99 11,679 1732 7966 21377
1999-2000 13,536 4039 42,173 59,748
2000-01 12,413 6192 74,352 92,957
2001-02 4643 13,613 1,46,267 1,64,523
2002-03 5505 22,923 2,20,551 2,48,979

Phase V
The Unit Trust of India Act 1963 was repealed in 2003, and Unit Trust of India was
bifurcated into two separate entities. The US 64 scheme which assured return and
certain other schemes were brought under the Specified Undertaking of the Unit Trust
of Indiawith = 29,835 crore of assets under the management as on January 2003. This
Specified Undertaking of Unit Trust of India does not come under the purview of the
Mutual Fund Regulations, but under the rules framed by the Government of India.

The second is the UTI Mutual Fund Ltd., sponsored by SBI, PNB, BOB and
LIC. Itisregistered with SEBI and functions under the Mutual Fund Regulations. It was
in this phase that the mutual fund industry witnessed a consolidation phase. Mergers and
acquisitions became common in the mutual fund industry. Some examples of these are
Birla Sun Life mutual fund’s acquisition of schemes of Alliance Mutual Fund and
Principal Mutual Fund’s acquisition of Sun F&C Mutual Fund and PNB Mutual
Fund. Many international mutual fund players like Fidelity, Franklin Templeton Mutual
Fund etc. have entered India. There were twenty-nine funds in the end of March
2006. The growth phase is still continuing in spite of the temporary oscillations in the
performance.

Table 10.8 Fund Mobilization

(“incrore)
Years Amount
2003-04 1,39,616
2004-05 14,954
2005-06 2,31,862
2006-07 3,26,388
2007-08 5,05,152

Source: AMFI Reports
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5.7.2 Structure of a Mutual Fund

The formation and operations of the mutual funds are governed by the Securities Exchange
Board of India Mutual Funds Regulation 1993. Later, it was replaced by the SEBI
Mutual Fund Regulations 1996. The mutual funds comprise four separate entities, namely,
sponsor, mutual fund trustee, asset management company and the custodian. They are
assisted by independent entities such as banks, registrars and transfer agents.

Sponsor

|

Board of Trustees

Mutual funds AMC Custodian

v v v

Holds units holder
Enters compliant
to SEBI

Floats & Manages Custodial
new scheme Services

Fig. 10.1 Structure of a Mutual Fund

Sponsor
Amutual fund is to be established by a sponsor and registered with the SEBI. A sponsor
can be any person acting alone or in combination with a corporate body. However, a
sponsor should have the following requirements:
e Should have a sound track record
e Should have been carrying on business in financial services for a period of
notless than five years
e Should have a positive net worth in all the preceding five years
e Should have profits after providing for depreciation, interest and tax in three
outof the immediately preceding five years including the fifth year
e Should contribute at least 40 per cent of the net worth of the Asset
ManagementCompany
¢ Should not have been guilty of fraud or convicted for any offence
Trustee
Mutual funds are established in the form of a trust. The trustees should be persons of
ability, integrity and standing. Two-third of them should be independent persons (1998).
A trustee should not be an associate or a subsidiary or be associated with a sponsor in
any manner. He should be appointed with the prior approval of the SEBI. The meeting
of the trustees shall be held at least once in two calendar months and at least six such
meetings shall be held in every year. An AMC or any of its officers/employees are not
eligible to act as trustees to any mutual funds.

The trustees have the responsibility to safeguard the interest of the investors.
They have wide powers to overview, supervise and monitor the activities of an asset



management company. If the conduct of the business is not in compliance with SEBI’s
regulations, they can take remedial measures against an AMC as required. They have
powers to dismiss an AMC. Nevertheless, it should be approved by SEBI.

Asset Management Company

A sponsor or the trustees appoint an AMC, and it should be approved by the board. An
appointee can be terminated by a majority of the trustees or 75 per cent of the unit
holders of the scheme. An AMC should have a sound track record, general reputation
and fairness in transactions. The directors of AMC should possess adequate professional
experience in finance and financial services. An AMC should have a net worth of not
lessthan ~ 10 crore. Each director of an asset management company is required to give
the details of his dealings in securities with the trustees, on a quarterly basis.

An AMC manages the various schemes of mutual funds with the help of a team
of professionals with adequate experience. They carry out market research for building
the portfolio of a particular mutual fund. An AMC takes all reasonable steps, exercises
and due diligence to ensure that investment of funds pertaining to any scheme is not
contrary to SEBI’s regulations and trust deed.

Custodian

Mutual funds have a custodian. Custodians carry out custodial services for the various
schemes of a fund. Itistheir duty to send intimation of the custodial services rendered to
the board. A custodian, or its directors, or partners will not be directly or indirectly
associated with any AMC in any way. A custodian shall not be appointed in case a
sponsor or its associates hold 50 per cent or more of the voting rights of the share capital
of a custodian, or where 50 per cent or more directors of the custodian represent the
interest of the sponsors or its associates.

5.7.3 Operation of the Mutual Fund

Mutual fund offers units or shares to the public by issuing an offer document or prospectus
and collecting the funds. The money collected is invested as per the investment objectives
stated in the offer documents/prospectus. Mutual funds generally invest in a wide range
of securities in different industries with the aim of reducing the risk exposure. The
investments should be within the norms prescribed by SEBI.

An expert fund manager is employed to manage each scheme. He carries out the
specific task of purchasing and selling shares and debentures at the appropriate time in
the market. Mutual fund managers are under the control of the board of trustees of the
fund. They guide the operation of the fund.

All the mutual fund websites allow investors to download the application forms
and offer documents of their products. Some of the mutual funds permit downloading
other transaction forms such as redemption slips and transfer forms as well.

Mutual funds generally publish their net asset value every Friday. After the annual
accounts are audited, the mutual funds ascertain the income earned by them. They
distribute at least 90 per cent of their income by the way of dividends to the unit holders.
After the duration of the scheme is over, mutual funds sell the securities pertaining to the
scheme. It redeems the units by paying the investors their capital and also pays capital
gains according to the number of units held by the investors.
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Net Asset Value (NAV) of a Mutual Fund

The NAV of a mutual fund is like a company’s book value. NAV is the market value of
the assets of a fund scheme for every outstanding unit as on the date of mutual fund
valuation. Net asset is the asset under amutual fund as on the date of NAV computation.
Net asset value is calculated on the basis of total asset value of a company, minus the
administrative expenses. Repurchase price for units of a mutual fund is computed after
considering the net asset value. NAV is universally used because it is a single number
and is easily related to the face value of the unit.

The formula for calculating the NAV isto divide the net assets by the total number
of units. In other words, it is obtained by dividing the difference between the total assets
and liabilities by the total number of units.

NAV = (Total assets— liabilities) , total number of units or
= Market value of all investments + other assets — liabilities , total number

of units
Consider a mutual fund with the following investments:
X Ltd. 500 shares of 10 each (current market price = 40)
Y Ltd. 1000 shares of ~ 10 each (current market price = 110)

Other assets 10000
Accrued expenses 15000
The market value of investment
=500 x40+ 1000 x 110=" 20000 + 110000
Total assets = 130000 + 10000 = 140000
The fund has issued 10000 units

NAV = 140000 - 15000 _ 125000 =12.5%
10000 10000

The NAV is received as a barometer of performance of schemes. When the
NAV is lower than the face value of the unit, it signifies a poor performance and vice-
versa. However, if the NAV appears simple, it may not be completely relied upon. The
way in which the liabilities and the expenses of running the scheme are accounted for
and apportioned, affect the NAV. The net asset value of the mutual funds is provided
either in a table or as a running ticker on the home page. All the mutual funds update
their NAVs on a daily basis. The historical values of NAVs are available only for a few
funds. Prudential ICICI Mutual fund, Kotak Mahindra Mutual fund and Sundaram Newton
fund provide historical NAVS.

Debt-equity mix

The debt equity mix also affects the NAV. In arising interest rate situation, if the debt
component is high, the NAV will be low and vice- versa. Thus, in the case of balanced
fund or debt fund, an investor should look into the market interest rate as well.

5.7.4 Types of Mutual Funds

A mutual fund scheme can be classified into close ended or open ended depending oniits
maturity period.



Close-Ended Scheme

It has a prefixed maturity period, e.g., five to seven years. Both the corpus amount and
the number of units are prefixed. The fund is open for subscription only for a specified
period after the launch of the scheme. Mutual funds are required to despatch certificates
or statements of accounts within six weeks from the date of closure of the initial
subscriptions of the schemes. The investors can invest in the scheme during this period.
After the closure of the subscription period, investors can buy and sell the units of the
scheme at the stock exchanges where the units are listed. They would either get a
demat account statement or unit certificates as traded in the stock exchanges.

According to SEBI regulations, one or two exit routes should be provided to the
investors. It may either be in the form of regular repurchase or by listing them in stock
exchanges. Some of the close-ended mutual funds provide the option of selling back of
the units to the mutual funds. The prices are fixed on the basis of net asset value. The
NAYV of the schemes is disclosed on a weekly basis.

The entire corpus is disinvested after the maturity period and the proceeds are
distributed among the investors in proportion to their unit holdings.

Open-Ended Schemes

These are available for subscription and repurchase on a continuous basis. These schemes
do not have a maturity period. Investors can buy and sell units at prices fixed by a mutual
fund. Prices are fixed on the basis of NAV. The NAVs of these schemes are declared
daily. Liquidity is the main advantage of the open-ended scheme. The main difference
between the open-ended and the close-ended schemes is that the latter is traded on
stock exchanges, whereas the former is not. Also, open ended schemes are available at
all times, whereas the close-ended schemes are available only for a prescribed period.

5.7.5 Investments by Mutual Funds
SEBI has laid down rules and regulations regarding the investments of mutual funds to

protect an investor. Some of these are listed below:

e Thefunds collected under any scheme of the mutual fund shall be invested onlyin
transferable securities in the money, capital and debts markets.

e Money market scheme of the mutual fund shall be invested in the money market
instruments in accordance with the directions issued by the RBI.

e The mutual fund shall not advance any loans for any purpose.

e Everymutual fund shall compute and carry out valuation of its investments in its
portfolio and publish the same in accordance with the valuation norms specified in
the eighth schedule.

e Every mutual fund shall compute the NAV of each scheme by dividing the net
assets of the scheme by the number of units outstanding on the date of valuation.

e The NAV of a scheme shall be calculated and published at least in two daily
newspapers at intervals of not exceeding one week.

e Theprice at which the units are sold and repurchased should be made available to
aninvestor.

e Amutual fund scheme can invest up to 10 per cent of its NAV in the listed and
unlisted securities or units of venture capital funds.
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Restrictions on Investment

Mutual funds should not invest more than 15 per cent of its NAV in a single debt instrument
rated below the investment grade by a credit rating agency. It can be extended to 20 per
cent of the NAV of a scheme with prior approval by the board of trustees and the board
of AMC. The above condition is also applicable to the unrated debt instruments. No
mutual fund under all its schemes should own more than 10 per cent of any company’s
paid up capital carrying voting rights. Transfer of investments from one scheme to another
scheme in the same mutual fund shall only be allowed if:

e Such transfers are done at the prevailing market price for quoted instruments on
spot basis.

e Thesecurities so transferred should be in conformity with the investment objective
of a scheme to which such transfer has been made.

e The aggregate of the inter scheme management made by all schemes under the
same management or in schemes under the management of any other scheme of
AMC should not exceed 5 per cent of net asset value of the fund.

e Every mutual fund shall get the securities purchased or transferred in the name of
the mutual fund on account of the concerned scheme, wherever investments are
intended to be of long-term nature.

e Ifthere is a pending deployment of funds in securities in terms of investment
objectives of the scheme, a mutual fund can invest the funds of the scheme in
short term deposits of scheduled commercial banks.

e No mutual fund scheme shall make an investment in any unlisted security of an
associate or group company of the sponsor; or any security issued by way of
private placement by an associate or group company of the sponsor; or the listed
securities of group companies of a sponsor which are in excess of 30 per cent of
the net assets of all the schemes of a mutual fund.

e No mutual fund scheme shall invest more than 10 per cent of its NAV in the
equity shares or equity related instruments of any company. However, the limit of
10 per cent shall not be applicable for investments in index funds or sector or
industry specific schemes.

e Amutual fund scheme shall not invest more than 5 per cent of its NAV in equity
shares or equity related instruments of any company in case of open-ended schemes
and 10 per cent of its NAV in case of close-ended schemes.

5.7.6 Mutual Funds and Taxation
The government policy on taxing mutual funds changes year to year. The following
details give the taxation status of dividend given to the investors.

e Pre-1999: Dividends from MFs were taxable in the hand of the investors.

e 1999: Dividends from MFs were exempted for investors for three years. Equity
schemes, US 64, were exempted from distribution tax. Debt MFs were subject to
dividend distribution tax of 10 per cent. Long-term capital gains tax was cut from20
to 10 per cent.

e 2000: Dividend distribution tax on debt schemes rose from 10 to 20 per cent.
Equity schemes continued to be exempted.

e 2001: Dividend distribution tax on MFs was reduced from 20 to 10 per cent.



e 2002: MFs were exempt from dividend distribution tax. Dividends were again Indian Financial
taxable in investor’s hands. Institutions
e 2003-04: Equity MFs were to pay tax at 10 per cent during this period.

The Present Scenario NOTES

The mutual fund industry has grown enormously in a short span of time. Its swelling
corpus is an example for it. The private sector funds are growing faster than the public
sector funds and there is more product diversification in the former.

Investors

The majority of the investors in mutual funds are corporate and institutional sectors.
Nearly 6070 per cent of the investment comes from corporate/institutional sectors.
The investors are mainly concentrated in metropolitan cities like Mumbai, Delhi, Chennai,
Bangalore and Kolkata.

Wide variety of funds

A number of funds are available under the broad category of equity related and debt
related funds. Often the market is flooded with new varieties of funds. In spite of these,
the mutual fund industry is suffering. The problems faced by it are discussed below.

The Problems

The various problems are as follows:
Poor performance of mutual funds

Many of the mutual funds are not performing well. Therefore, many investors are
disappointed with the returns that they get from the mutual funds. The reasons for poor
performance are given below:

e Excessive diversification of portfolio, i.e., buying more number of equities resultsin
the addition of poor performers in the portfolio. The management of a widely
diversified portfolioisalso difficult.

¢ Frequentturnover of portfolios may lead to huge payment of brokerage/commission.

e Improper investment planning results in poor performance. If the entry and exit
timing of an investment is not properly calculated, it results in a huge loss. Wrong
selection of stocks also leads to less return.

e Purchase of blue chip securities during the bull run results in a heavy loss duringthe
bear period. The scope for further risk in price isalso limited.

e A steady decline in the interest rates has affected the bond funds. The scope for
trading gains is limited by the falling interest regime.

More concentration on the metro markets

Mutual funds prefer metro markets because of the presence of a distribution mechanism
and availability of an informed base in the cities. Even though metro markets have huge
savings potential, people of the metros are more likely to change their investments from
one avenue to another. To maintain a sustainable rate of growth, mutual funds must
concentrate more on the urban and semi urban areas as they have a high savings potential.

Lack of informed selling

To capture distribution, mutual funds have up-scaled the commissions. The funds rely on
distributor’s feedback to change or make additions to products. The focus is mainly on

Self-Instructional
Material 405



Indian Financial
Institutions

NOTES

19.

20.

21.

22.

Check Your Progress

How does the
SEBI Mutual Fund
Regulations define
mutual fund?

When did mutual
fund in India come
into existence?

Who governs the
formation and
operations of the
mutual funds?

How is the net
asset value
calculated?

406

Self-Instructional
Material

short-term performance rather than the long-term one. The sellers should understand
the products fully and it should be ‘informed selling’.

Investors’ lack of knowledge

There isa wide range of mutual fund products. The presence of these varieties confuses
the investors as a majority of them are not able to understand the risk reward relationship.
The complexity of the products offered by the mutual funds confuses the investors.
Therefore, designing simpler products and using intelligible tools for communication
become essential.

Lack of attracting retail saving

By definition and purpose, a mutual fund is about retail savings. However, at present it
has got skewed towards the corporate segment. The retail investors have been traditionally
investing in fixed deposits of banks. This mind-set has to change and the mutual fund
industry essentially needs to focus on the corporate segment because it has a huge base
with a potential to grow.

Lacunae in Regulations

The mutual fund regulations were first issued in 1992. Later they were altered and
amended several times and still need to be fine tuned.

The working arrangement in practice in all mutual fundsis in the form of a tripartite
agreementamong the trustees, the AMC and the custodian. However, the SEBI guidelines
do not envisage such an agreement. It is necessary to define the role and relationship
among the three in definite terms. The trustees consist of men of eminence but they are
not expected to work in the mutual fund office on a full-time basis. They mostly depend
onthe AMC, more particularly the MD or CFO of the AMC for guidance and information.
There is no structured arrangement for the board of trustees to meet the board of
directors of AMC. However, a regular interaction would benefit the mutual fund. The
right to call for information is not sufficient. The system should facilitate a flow of
information and encourage active participation fromall its members.

Several quantitative and qualitative restrictions are placed in the area of equity
investment. A debt instrument should be rated but rating does not eliminate duration
risk and credit risk. For example, a commercial paper is of short-term in nature and
thoughrated, carries a high credit risk because it is an unsecured paper. Restrictions
on debt instruments are also necessary.

The offer documents are informative but are too elaborate and confusing to an
ordinary investor. Therefore, it would be helpful to the investors if offer documents give
a summary sheet of the information in easy-to-understand language.

5.8 SUMMARY

In this unit, you have learnt that,

e The capital market is susceptible to fraudulent and unfair practices. It isimportant
to protect the trader/investor from such practices.

e A three tier regulatory structure comprising Ministry of Finance, Securities and
Exchange Board of India and Governing Boards of the stock exchanges regulate
the functioning of stock exchanges.



= Even though established in 1988, the Securities and Exchange Board of India Indian Financial
received statutory powers only on 30 January 1992. Under the SEBI Act, wide Institutions
powers are vested in SEBI.

e Promoters’ contribution means contribution by those described in the prospectus
as promoters, directors, friends, relatives and associates. NOTES

« SEBI has set up a division to monitor the unusual movements in prices, in
coordination with the stock exchanges. SEBI has asked stock exchanges to monitor
the prices of newly listed permitted scrips from the first day of trading.

= The regulation of the functioning of the brokers starts with the registration of the
brokers. The registration is given on the basis of the eligibility to be a member of
any stock exchange, infrastructure facilities like adequate office space, equipment
and man power.

e Banksare financial firms and depend on economies of size and gains arising from
internalizing certain activities rather than relying on market transactions.

« Commercial banks are the primary vehicle through which credit and monetary
policies are transmitted to the economy.

= The special nature of banks, creation of liquidity, carries risks unique to management
of banks. The basic function of bank management is risk management.

e Banks and insurance companies could combine to mutual benefit. Commercial
banks can use their branch network to sell all types of insurance, particularly life
insurance to their traditional customers. Insurance companies design complex
financial products and offer them for placing savings that private customers find
particularly appealing such as retirement funds or single premium insurance
policies.

« The cooperative banking sector in Indiacomprises urban cooperative banks (UCBs)
and rural cooperative banks such as state cooperative banks (SCBs) and district
central cooperative banks (CCBs). The cooperative banking sector has an
extensive branch network and reach in the remote areas.

e A Rural Infrastructure Development Fund with a corpus of = 2,000 crore was
constituted by NABARD in April 1995 for advancing loans to state governments
and state-owned corporations for quick completion of ongoing projects relating to
medium and minor irrigation, soil conservation, watershed management and other
forms of rural infrastructure.

e The National Bank for Agriculture and Rural Development was established in
July 1982 to take over and decentralize the functions in the sphere of rural credit.

e Regional Rural Banks (RRBs) are oriented towards meeting the needs of the
weaker sections of the rural population consisting of small and marginal farmers,
agricultural labourers, artisans and small entrepreneurs.

e The concept of micro-finance implies informal and flexible approach to the credit
needs of the poor. Micro-finance is the provision of thrift, credit and other financial
services and products in small amounts to the poor.

«|n 1976, the Grameen Bank (GB) was launched in a village in Bangladesh to
assist poor families by providing credit to help them overcome poverty.

e Recognizing the potential of micro-finance to reduce poverty, Reserve Bank of
India, NABARD and Small Industries Development Bank of India (SIDBI) have
promoted the micro-finance movement in India.
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e The limited outreach and scale of Indian MFlIs, relative to the MFI giants in
Indonesia and Bangladesh, reflects, at least in part, the absence of an enabling
policy, legal and regulatory framework.

e Swarnajayanti Gram Swarojgar Yojana (SGSY) has been launched with the
objective of bringing every assisted family above the poverty line within three
years, through the provision of micro enterprise.

« Villages are faced with problems related to poverty illiteracy, lack of skills health
care etc. These are problems that cannot be tackled individually but can be better
solved through group efforts. Today these groups known as Self-Help Groups
have become the vehicle of change for the poor and marginalized.

« Self-help group isa method of organizing the poor people and the marginalized to
come together to solve their individual problem. The SHG method is used by the
government, NGOs and others worldwide. The poor collect their savings and
save it in banks. In return they receive easy access to loans with a small rate of
interest to start their micro unit enterprise.

e There isno doubt that the SGSY has generated substantial increase in the incomes
of swarozgaris in the sample states. Maximum increase was found in Andhra
Pradesh, followed by Gujarat, Chhattisgarh, Uttar Pradesh and Bihar in that order.

« Non-bank financial institutions (NBFIs) consist of all-India financial institutions
(AIFIs), non-banking financial companies, primary dealers and non-bank finance
companies.

e A non-banking, non-financial company is defined as an industrial concern or a
company whose principal activity is agricultural operations or trading in goods
and services or real estate and which is not classified as a financial, miscellaneous
or aresiduary non-banking company.

e The Reserve Bank has also made certain refinements in the norms for classification
of NBFCs into various sub-groups based on their principal activity as evidenced
from the asset/income pattern.

e The insurance industry is an integral part of the financial services’ industry and
profound changes have been taking place in this sector in India.

e Insurance is a form of risk management primarily used to hedge against a risk of
acontingent loss. Itis defined as the transfer of the risk of a potential loss, from
one entity to another, in exchange for a premium.

e Life insurance in its existing form came in India from UK in 1818 with Oriental
Life Insurance Company. The Indian Life Assurance Companies Act, 1912 was
the first measure to regulate life insurance business.

e Life insurance is different from other types of insurances. The subject matter of
insurance is the life of human beings. Life insurance is a contract, which provides
risk coverage to the insurer.

e Atypical whole life policy remains as long as the policyholder is alive. The risk is
covered for the entire life of the policyholder. Hence, it is known as a whole life
policy.

e General insurance covers the loss due to unforeseen events such as accidents,
illness, fire and burglary. Unlike life insurance, general insurance is not meant to
offer any return but is a protection against contingencies.



« General insurance includes property insurance, liability insurance and various other Indian Financial
forms of insurance. Fire and marine insurances are strictly called property Institutions
insurances.

e The Mercantile Insurance Ltd. was the first company set up to transact all types
of general insurance business in 1707. The first general insurance company, Triton NOTES
Insurance Company Ltd. was established in Calcutta in 1850.

« Mutual fund is a mechanism for pooling resources by issuing units in securities to
the investors and investing funds in accordance with the objectives disclosed in
the offer document. A mutual fund is a corporation, trust or partnership, which
manages the collected money with the help of professional expertise.

« Mutual funds have a custodian. Custodians carry out custodial services for the
various schemes of a fund. It is their duty to send intimation of the custodial
services rendered to the board.

« Many of the mutual funds are not performing well. Therefore, many investors are
disappointed with the returns that they get from the mutual funds.

5.9 KEY TERMS

e Promoters’ contribution: It means contribution by those described in the
prospectus as promoters, directors, friends, relatives and associates.

e Micro-finance: Itisthe provision of thrift, credit and other financial services and
products insmall amounts to the poor.

e Residuary Non-banking Company (RNBC): It is a company which receives
any deposit under any scheme or arrangement, by whatever name called, in one
lump-sum or in installments or in any other manner and which does not fall into
any of the above categories.

« Non-banking, non-financial company: Itis defined as an industrial concern or
acompany whose principal activity is agricultural operations or trading in goods
and services or real estate and which is not classified as a financial, miscellaneous
or aresiduary non-banking company.

e Insurance: It is a form of risk management primarily used to hedge against a
risk of a contingent loss. Itis defined as the transfer of the risk of a potential loss,
from one entity to another, in exchange for a premium.

e Premium: The fee paid by the insured to the insurer for assuming the risk is
called ‘premium’.

e General insurance policy: It may be termed as a contract of indemnity as the
insurer normally makes good the actual amount of the loss suffered.
 Mutual fund: Itisamechanism for pooling resources by issuing units in securities

to the investors and investing funds in accordance with the objectives disclosed in
the offer document.

5.10 ANSWERS TO ‘CHECK YOUR PROGRESS’

1. Accordingtothe SEBI Act, the Ministry of Finance has appellate and
supervisorypowers over SEBI.
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The carry forward system is mainly used by speculative brokers and large traders.
Speculative deals may lead to abnormal price rise and payment crises and affect
the investors’ confidence. Badla should be considered as a lending and borrowing
system with suitable checks and balances. Index futures offers an opportunity for
hedgers and speculators.

The regulation of the functioning of the brokers starts with the registration of the
brokers. The registration is given on the basis of the eligibility to be a member of
any stock exchange, infrastructure facilities like adequate office space, equipment
and man power.

The Banking Regulation Act, 1949 defines banking as accepting for the purpose
of lending or investment, of deposits of money from the public, repayable on
demand or otherwise and withdrawable on demand by cheque, draft or order
otherwise.

To meet the financial obligations, two funds were set up under the RBI Act—the
National Agricultural Credit (long-term operations) Fund and the National
Agricultural Credit (stabilization) Fund with contributions from the RBI every
year.

A Rural Infrastructure Development Fund with a corpus of = 2,000 crore was
constituted by NABARD in April 1995 for advancing loans to state governments
and state-owned corporations for quick completion of ongoing projects relating to
medium and minor irrigation, soil conservation, watershed managementand other
forms of rural infrastructure.

NABARD introduced several policy measures for improving its overall
performance. These were:
o Quarterly/half-yearly review of RRBs, especially weak ones by the sponsor
banks
o Merger of RRBs coming under a sponsor bank and operating in contiguous
areas
e Off-site surveillance

The concept of micro-finance implies informal and flexible approach to the credit
needs of the poor. Micro-finance is the provision of thrift, credit and other financial
services and products in small amounts to the poor.

In 1976, the Grameen Bank (GB) was launched in a village in Bangladesh to
assist poor families by providing credit to help them overcome poverty.

Commercial banks were the major source of funds for MFIs.

Self-help group isa method of organizing the poor people and the marginalized to
come together to solve their individual problem. The SHG method is used by the
government, NGOs and others worldwide. The poor collect their savings and
save it in banks. In return they receive easy access to loans with a small rate of
interest to start their micro unit enterprise.

Apart from complementing banks in financial intermediation, NBFCs provide depth
and resilience to the financial system.

The main advantages of NBFCs lie in the lower transaction costs, quick decision-
making, customer orientation and prompt provision of services.



14.

15.
16.

17.

18.

19.

20.

21.

22.

The two major classifications of NBFCs are:
o Equipment leasing and hire-purchase companies (financial companies)
e | oanand investment companies

The fee paid by the insured to the insurer for assuming the risk is called ‘premium’.

As per the provisions of the IRDA Act, Insurance Regulatory and
Development Authority (IRDA) was established on 19 April 2000, to protect
the interests ofinsurance policyholders and to regulate, promote and ensure the
orderly growthof the insurance industry.

The need for insurance differs from family to family. The insurance policy and
the amount taken often depend on the following factors:

e One’sown income level

e Taxplanning

o The number of dependents

o The wealth, income and expense levels of the dependents

 Theirsignificant foreseeable expenses

o Theinheritance and the lifestyle to be provided for them

Marine insurance policies are broadly classified into:
e Marine hull insurance
e Marine cargo insurance

The SEBI Mutual Fund Regulations, 1993 defines mutual fund as ‘a fund established
in the form of a trust by a sponsor, to raise money by the trustees through sale of
units to the public, under one or more schemes, for investing in securities in
accordance with the regulations’.

The mutual fund in India came into existence in 1964 when Unit Trust of India
was incorporated as a statutory corporation.

The formation and operations of the mutual funds are governed by the Securities
Exchange Board of India Mutual Funds Regulation 1993.

Net asset value is calculated on the basis of total asset value of a company, minus
the administrative expenses.

5.11 QUESTIONS AND EXERCISES

Short-Answer Questions

© ok~ w DB

~

What are the powers vested inthe Securitiesand Exchange Board of India (SEBI)?
State the objectives of SEBI.

What is the role of SEBI in the primary market?

State the functions of commercial banks.

Write a note on the cooperative credit structure.

. What do you understand by micro-credit? How can regional rural banks help in

financing micro-enterprise institutions?

. What are the problems related to micro-finance?

8. How do the SHGs help the poor section of the society? What is the impact of

SHGs on swarozgaris?
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10.
11.
12.
13.
14.

What do you understand by non-bank finance companies? How many categories
are there and what is the basis of classification?

What is insurance? What are the features of risk associated with insurance?
What is general insurance? What are the matters to be stated in it?

Write short notes on (a) marine insurance (b) fire insurance (c) health insurance.
Define mutual funds and explain their operation. How is a mutual fund managed?
Briefly state the various stages of growth of mutual fund industry in India?

Long-Answer Questions

1.

Evaluate the working of Capital and Securities and Exchange Board of India
(SEBI).

2. Discuss the powers and functions of SEBI.
3. Explainthe role of commercial banks among the financial intuitions.
4. Evaluate the role and operation of National Bank for Agriculture and Rural

Development.

5. Discussthe role of regional rural banks in rural credit.
6. Discuss the contribution of micro-finance to eliminate rural poverty.
7. ‘Self-help group isamethod of organizing the poor people and the marginalized to

come together to solve their individual problem.” With regard to this statement,
describe the role of self-help groups.

8. Evaluate the non-banks financial intermediaries (NBFIs).

9. Discuss the different categories of insurance.

10.
11.
12.

Distinguish between life insurance and general insurance.
Critically evaluate the functioning of mutual fundsin India.

What is the present scenario of the mutual fund industry in India and what are the
problems faced by them?
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