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Financial System

The Indian financial system is a complex and interconnected network of
institutions, markets, and instruments that facilitate the flow of funds
between savers and borrowers.

It plays a vital role in the economic development of the country by
mobilizing savings and allocating them to productive investments.

The financial system of a country mainly aims at managing and
governing the mechanism of production, distribution, exchange and
holding of financial assets or instruments of all kinds.

Regulated by the government through a number of regulatory
bodies.

It facilitates the expansion of financial institutions and markets
Plays a key role in capital formation
This system manages the flow of funds.



Structure of Indian Financial System

The structure of the Indian financial system can be broadly divided into
two parts: the organized sector and the unorganized sector.

Organized sector includes formal financial institutions such as banks,
insurance companies, NBFCs, mutual funds, stock exchanges, and
pension funds. These institutions are regulated by the Reserve Bank
of India (RBI) and other regulatory bodies such as the Securities and
Exchange Board of India (SEBI), the Insurance Regulatory and
Development Authority of India (IRDAI), and the Pension Fund
Regulatory and Development Authority (PFRDA).

Unorganized sector, on the other hand, includes informal financial
intermediaries such as moneylenders, chit funds, and other
unregulated entities that cater to the financial needs of the
unbanked and underserved sections of society.



Functions of Indian Financial System
=

o Facilitating Savings,

71 Providing Liquidity,

1 Facilitating Exchange,

1 Management of Risk, and

1 Market Regulation.



Components of Indian Financial System
B

-1 Financial Institutions
1 Financial Services

1 Financial Markets

1 Financial Assets



Financial Institutions

The Financial Institutions act as a mediator between the
investor and the borrower. The investor’s savings are mobilised
either directly or indirectly via the Financial Markets. The
financial institutions can further be divided into two types:

Banking Institutions — This includes banks and other credit
unions which collect money from the public against interest
provided on the deposits made and lend that money to the
ones in need

Non-Banking Institutions = Insurance, mutual funds and
brokerage companies fall under this category. They cannot
ask for monetary deposits but sell financial products to their
customers.



Financial Asset
N

o1 Financial assets are a crucial component of an individual’s or organization’s
wealth. These assets are a broad category that encompasses a variety of
instruments designed to generate economic value over time. They can be
easily converted into cash and traded in the financial markets.

1 Based on the different requirements and needs of the credit seeker, the
securities in the market also differ from each other.

Types




Financial Services

Banking Services — Any small or big service provided
by banks like granting a loan, depositing money, issuing
debit/credit cards, opening accounts, etc.

Insurance Services — Services like issuing of insurance,
selling policies, insurance undertaking and brokerages,
etc. are all a part of the Insurance services

Investment Services — It mostly includes asset
management

Foreign Exchange Services — Exchange of currency,
foreign exchange, etc. are a part of the Foreign
exchange services



Financial Market

A Financial Market is referred to space, where selling

and buying of financial assets and securities take
place.

It serves as an agent between the investors and
collector by mobilising capital between them.



Financial Market
—

Any asset which holds capital and can be buy and sell
in the market

Financial Instruments



Functions

It assists in deciding the securities price by interaction
with the investors and depending on the demand and
supply in the market.

It gives liquidity to bartered assets.
Less time-consuming and cost-effective

To cater to the various credit needs of the business
houses or companies.

To provide financial convenience.

To serve as intermediaries for mobilisation of savings.



Types of Financial Market

-
1 Money Market

0 Capital market



Money Market

Deals in short term securities, having maturity period
one year or less than one year




Features of Money Market
Instruments

High Liquidity

Secure Investment- high credit rating

Fixed returns

Short term securities are bought and sold.
Maturity period one year or less than one year
Close substitute of money

Less return



Money Market Participants

e
1 RBI
1 Financial Institutions

11 Specialised Institutions



RBI| - Functions

Monetary stability management

Financial stability management

Payments systems management

Financial infrastructure development and Promotion
Management of credit allocation

Regulation of the volume of the money and the
credit system



Roles of RBI

Note issuing authority /currency issuer
Government Bank
Bankers Bank

Supervising authority /regulator and supervisor

license issuances for the new bank/branch openings, authorise banks’
reconstruction /amalgamations/liquidation

recommendation for the minimum maintenance of the reserves, paid-up capital, other
liquid assets.

monitoring the operations and functioning of banks and inter-alia activities of the banks.
overseeing and investigating frauds, irregularities, complaints, etc.
monitoring the appointment/termination of chairmen/CEOs of privately owned banks.

Exchange control authority
Promotional functions — NABARD, EXIM bank

Money and credit regulator



Money market instruments
—

01 Treasury bills

1 Commercial Paper

11 Certificates of deposit
-1 Bankers’ acceptances
11 Call Money

1 Repurchase Agreement



Case study

During festival ,Nihal finalises a deal to buy a new house. So, he visits a
nearby branch of ‘RSL Bank’ to withdraw Rs. 10 lakhs from his account
in order to pay the token money to the seller. In the bank he observes
that a large number of customers are present to make cash with drawls,
probably because it is an auspicious time to make purchases. After
sometime, he over hear some of the bank staff members telling his
colleague that, “Today ‘RSL Bank’ is likely to fall short of cash and to
make up for the deficit and maintain its cash reserve ratio it will have
to approach another bank.”

|dentify the instrument that ‘RSL Bank’ will use to meet its short term
requirements of funds.

State any three feature of the instrument as identified in part (1).



Case Study

Ramesh buys a financial asset from the RBI. This financial asset
is an instrument of short term borrowing. He has bought it
because he doesn’t want to take risk and wants an assured
return. This instrument is a promissory note. It is highly liquid.
This instrument is also known as Zero Coupon Bond. On this
instrument is written T-91.

Which financial asset is indicated in the above case?
On whose behalf does the RBI issue this instrument?
Why is this instrument called as the Zero Coupon Bond?

What does T-21 denote here?

What is the minimum amount for which this instrument is
available?



CAPITAL MARKET: MEANING, IMPORTANCE AND FUNCTION

OF STOCK EXCHANGE, INSTRUMENTS OF CAPITAL MARKET-
EQUITY SHARES, PREFERENCE SHARES, BONDS, DEBENTURES-
SEBI




Capital

Market

r

Deals with long term securities
which have a maturity period of
above one year

\,

J

-,
Equity shares or ordinary shares

Preference shares and

Debentures or bonds
N

N




Classification of Capital market
—

0 Primary Market

1 Secondary market



Types of primary market issuance
B

11 Public issue
11 Rights issue
o1 Private placement

1 Preferential issue



Advantages of Primary Market

Raise capital at relatively low cost provide
high liquidity
Mobilising saving

Price of stocks are determined before an initial
public offering



Disadvantages of Primary Market

Exposed to varying degree of risk.

Sometimes it may not be favourable for small
investors, if shares got over subscribed small
investors may not receive share allocation.

Limited information available



Secondary Market

The securities which are already issued in primary
market are now traded in secondary market

Buying and selling of securities takes place among
investors

Stock market or stock exchange



Secondary Market

Active place for trading securities

Price of shares is based on the share market
performance

Recognised stock exchanges

SEBI is the regulator of secondary market in India



Features of Secondary market

Securities market

Operates as per rules

Measuring device

Transaction

Dealings only in registered securities

Second-hand securities



SUNCTIONS OF SECONDARY




Functions of Secondary market

Economic barometer

Price determination

Maintains Active Trading and liquidity
Transactions Safety

Contribution to economic growth

Dissemination of Information



Advantages
&
Limitation




Advantages of Secondary Market

Holding into cash
Determines the company's present fair value
Price adjustments for securities happen quickly

Heavily regulated



Limitations of Secondary Market
-

71 High volatility
71 Takes a lot of time
-1 Brokerage, commissions

1 External factors



Difference between

Primary Market and
secondary market




Difference between primary and
secondary market

1 Meaning

71 Price determination

11 Price fluctuation

7 Involvement of company
1 Type of company

o Transaction between

0 Intermediaries

-1 Funds raising



Capital Market Instruments

!
11 Equity Shares
71 Preference Share

-1 Debentures



Equity share

Equity represents the ownership of the shareholders
in a company.

Equity shareholders are paid at the time of winding.

The company pays dividend to equity shareholders
as a part of profit earned from core business.

Consider as financial indicator



Features of
Equity Shares



Features of equity shares
o

1 Maturity

7 Claims/ Right to Income

11 Claim on Assets

71 Right to control or voting rights

0 Limited liability



Advantages and
limitations
Equity Shares



Merits or advantages of equity share
—

Advantages of equity
share
|
| ' [ |
Permanent [JlI'\N° obligation No charge Control/
. to pay fixed : :
capital dividend on assets voting rights

| |
Higher No burden
return on company




Limitation of Equity shares
-

Advantages of equity
share

|
Not preferred
by investors

]
| | | | | |
o1 e Issue depends
Chance of over Dilution of Delays on market
capitalisation ownership condition



Meaning of Preference share
—

1 The preferred shares takes precedence over equity
shares

-1 Preference shares have preferential rights



Features

!
T Maturity

71 No security

-1 Fixed dividend
71 Voting rights

o1 Hybrid Security



Conditions for issue Preference
shares

Authorised by AOA (Article of association)

The authorised capital must be divided into
preference share capital and equity share capital.

No Defaults in discharging rights of Preference
shareholders



Types of preference shares
S
01 Participation
11 Convertibility
-1 Dividend

1 Redemption



Types of preference shares
N

On the basis
of

participation

Participating
preference
share

Non-
Participating
preference
share



Types of preference shares
N

On the basis
of

Convertibility

Convertible
preference
shares

Non-
Convertible
preference
shares



Types of preference shares
N

On the
basis of
Dividend




Types of preference shares
N

On the
basis of

Redemption

Redeemable
preference
shares

Non-
Redeemable
preference
shares



Merits of Preference Shares
=

71 No intervention

-1 Preferential rights

1 Appeal to cautious investors
1 No charge on assets

1 No obligation

71 Flexibility



Demerits of Preference Shares

N
-1 Fixed obligation
71 No voting rights

-1 Dividend is not treated as expense



Difference between Equity shares
and Preference shares



Difference between equity and

preference share
—

Dividend payout
Rate of dividend
Bonus shares
Capital repayment
Voting rights
Redemption
Convertibility
Denomination
Arrears of dividend
Types

Mandate to issue

O O 0 0000 o0oo0ooo b

Denomination



Debt financing

Debt financing includes debentures and bonds.

The company uses debt financing to reduce the cost
of capital and increase the earnings for the
shareholders.



Debentures

A company may raise long term finance through
public borrowings.

Borrowed fund capital
Fix rate of interest

company's creditors



Features of
debentures



Features of Debentures

Borrowed fund

Fixed rate of interest
Compulsory payment of interest
Security

No voting rights

Redeemable

Appointment of Trustee



Types of Debentures

mmm Based on Regqistration

* Registered debenture
* Bearer debenture

= Based on time

* Redeemable debenture
* |Irredeemable debenture

mmm Based on convertibility

* Convertible debenture
* Non convertible debenture

mmm Based on Priority

* First debentures
e Second debentures

s Based on Security

e Secured debenture
* Unsecured debentures




Advantages of Debentures
—

1 Meet long term requirements
-1 Interest is less than dividend
1 Tax deductible

1 Does not dilute control

C L\ Advantages of
Debentures

N



Disadvantages of Debentures
-

1 Payment of interest is compulsory

1 Issue against of assets

-1 Debentures interest is higher to other borrowings

-1 Reduces borrowing capacity

—

/4

g

Disadvantages of
Debentures
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Difference between equity and

debentures
I

1 Meaning

0 Signify

-1 Holder

1 Status of holders
o Form of return

- Allowable deduction



PLAYERS IN THE CAPITAL MARKET

1. Companies

Generally every public company can access the capital market. The companies which are
in need of finance for their projects can approach the market.

The capital market provides funds from the savers of the community.

The companies can mobilise the resources for their long-term needs such as project cost,
expansion and diversification of projects and other expenditure items.

In India, the companies should get the prior permission from the SEBI (Securities Exchange
Board of India) to raise the capital from the market.

The SEBI is the most powerful organisation to monitor, control and guide the capital market.

It classifies the companies for the issue of share capital as new companies, existing, and
unlisted existing listed companies.



2. Financial Intermediaries
a. Brokers
b. Stock-brokers and sub-brokers
c. Merchant Bankers
d. Underwriters
e. Registrars and Transfer agents

f. Mutual Funds
g. Depositories

3. Investor



Distinction between capital market and money market

Purpose To meet working Capital
Requirements

Function Short-term credit requirements

Nature of the Market Informal

Classification No subdivision

Instruments T-Bills, Commercial Papers, CDs, etc.

Mode of Transaction Over the Counter

Liquidity More liquid than capital market
instruments.

Maturity Period 1 day to 1 year

Risk Low risk

Investment Duration Short term

Returns Stable Returns
Participants Banks and Financial Institutions
Relevance to Helps increasing liquidity

Economy

Become part of the asset base of the firm

Long-term credit requirements

Formal and Regulated

Primary Market and Secondary Market
Bonds and Stocks

Exchange
Less liquid than money market instruments.

No stipulated time
High Risk

Long term

Market Linked

Stockbrokers, MFs, retail investors, insurance
companies, stock exchanges, underwriters,
etc.

Helps mobilize savings



WHY SEBI FORMED?

Flow of Money

_

w

Primary Market




WHY SEBI FORMED?

Flow of Money

investors ~ vestors

Secondary Market



Flow of money
Primary market

Secondary market
Protect the interest
Healthy and transparent environment

Responsible to regulate and develop the
securities market.



Points to discuss
S
1 Formation of SEBI
0 Structure
1 Obijectives

1 Functions



Security Exchange Board of India
Regulatory body
12" April, 1988
Statutory status — January, 1992

Headquarters- Mumbai



Formulating policies
Woatchdog

Ensures financial market participants
Investors
Issuer of securities

Financial intermediaries



Objectives of SEBI
B

Protection to the investors

‘Preveniion of Malpractices ‘




Functions of SEBI
N

-1 Protective functions
-1 Regulatory Functions

-1 Development functions



Check price rigging
Prohibits insider trading
Promoting fair practices

Financial education power



Designing Guidelines and code of conduct
Regulate acquiring of shares and take-over
Regulate stock exchanges

Registration of financial intermediaries
Levying of fees

Registering and regulating credit rating agencies



Training to intermediaries
Promoting fair practices

Research project

Encouraging self-regulating organizations



ORGANISATION STRUCTURE OF SEBI

I Members/ Chairman Appointed by

Government of India

One chairman

Two members Union Finance Ministry

One member Reserve Bank

Five member Government of India




BSE and NSE
N

Incorporation 1875 1992

Trading system BOLT NEAT

Companies listed More than 5000 More than 1700
companies companies

Listed exchange Listed on NSE Not yet listed

Benchmark SENSEX NIFTY 50

Trading volume Less than NSE High trading volume



Instruments

S
0 Equity
-1 Preference shares

-1 Debentures



MERCHANT BANKING SERVICES

MERCHANT BANKING SERVICES - CAPITAL ISSUE MANAGEMENT - PRICING OF ISSUE - MA -
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Introduction

The word ‘merchant banking’ was originated among
the Dutch and Scottish traders. Later on it was
developed and professionalised in the UK and the
USA. Now this has become popular throughout the
world.

Merchant banking is non-banking financial activity.
But it resembles banking function. It is a financial
service. It includes the entire range of financial
services



Meaning & Definition

1 According to Random House Dictionary, “merchant bank is an

organization that underwriters securities for corporations, advices
such clients on mergers and is involved in the ownership of
commercial ventures. These organizations are sometimes banks which
are not merchants and sometimes merchants who are not bankers
and sometimes houses which neither merchants nor banks”.

1 According to SEBI (Merchant Bankers) Rules 1992, “A merchant

banker has been defined as any person who is engaged in the
business of issue management either by making arrangements
regarding selling, buying or subscribing to securities or acting as
manager, consultant advisor or rendering corporate advisory
services in relation to such issue management”. In short, “merchant
bank refers to an organization that underwrites securities and
advises such clients on issues like corporate mergers, involving in the
ownership of commercial ventures”



Difference between Merchant Bank

and Commercial Bank
I

Deals with Debt & Debt related Deals with Equity & Equity related
finance. finance.

Asset oriented. Management oriented.

Generally avoid risks. Willing to accepts risks.

Merchant banks are commonly called

Commercial banks are referred to as -
as “Investment Banks”

“Banks”

Anyone can open an A/C It cannot be done.



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Corporate counselling:

Corporate counselling refers to a set of activities
undertaken to ensure efficient functioning of «a
corporate enterprise through effective financial
management.

A merchant banker guides the client on aspects of
organizational goals, organization size, choice of
product, demand forecasting, cost analysis, allocation
of resources, investment decisions, capital and
expenditure management, marketing strategy, pricing
methods etc.



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

The following activities are included in corporate counselling:

(a) Providing guidance in areas of diversification based on the Government’s economic
and licensing policies.

(b) Undertaking appraisal of product lines, analyzing their growth and profitability and
forecasting future trends.

(c) Rejuvenating old-line companies and ailing sick units by appraising their technology
and process, assessing their requirements and restructuring their capital base.

(d) Assessment of the revival prospects and planning for rehabilitation through
modernization and diversification and revamping of the financial and
organizational structure.

(e) Arranging for the approval of the financial institutions/banks for schemes of
rehabilitation involving financial relief, etc.

(f) Monitoring of rehabilitation schemes.

(g) Exploring possibilities for takeover of sick units and providing assistance in making
consequential arrangements and negotiations with financial institutions/banks and
other interests/authorities involved



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Project counselling:

Project counselling relates to project finance. This involves the study of the project, offering advisory services
on the viability and procedural steps for its implementation.
Project counselling involves the following activities:

Undertaking the general review of the project ideas/project profile.

Preparation of report for government approval and financial assistance from financial institution

Providing advice on procedural aspects of project implementation.

Conducting review of technical feasibility of the project on the basis of the report prepared by own experts or by
outside consultants.

Assisting in the preparation of project report from a financial angle, and advising and acting on various procedural
steps including obtaining government consents for implementation of the project.

Assisting in obtaining approvals/licenses/permissions/grants, etc from government agencies in the form of letter of
intent, industrial license, DGTD registration, and government approval for foreign collaboration.

Identification of potential investment avenues.
Arranging and negotiating foreign collaborations, amalgamations, mergers, and takeovers.

Undertaking financial study of the project and preparation of viability reports to advise on the framework of
institutional guidelines and laws governing corporate finance.

Providing assistance in the preparation of project profiles and feasibility studies based on preliminary project ideas,
covering the technical, financial and economic aspects of the project from the point of view of their acceptance by
financial institutions and banks.

Advising and assisting clients in preparing applications for financial assistance to various national financial institutions,
state level institutions, banks, etc



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Pre-investment studies:

Another function of a merchant banker is to guide the entrepreneurs in conducting
pre-investment studies.

It involves detailed feasibility study to evaluate investment avenues to enable to
decide whether to invest or not.

The important activities involved in pre-investment studies are as follows:

(a) Carrying out an in-depth investigation of environment and regulatory factors,
location of raw material supplies, demand projections and financial requirements in
order to assess the financial and economic viability of a given project.

(b) Helping the client in identifying and short-listing those projects which are built upon
the client’s inherent strength with a view to promote corporate profitability and
growth in the long run.

(c) Offering a package of services, including advice on the extent of participation,
government regulatory factors and an environmental scan of certain industries in
India



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Loan syndication:

A merchant banker may help to get term loans from banks and financial institutions for projects. Such loans
may be obtained from a single financial institution or a syndicate.

Merchant bankers help corporate clients to raise syndicated loans from commercial banks.
The following activities are undertaken by merchant bankers under loan syndication:
Estimating the total cost of the project to be undertaken.

Drawing up a financing plan for the total project cost which conforms to the requirements of the promoters
and their collaborators, financial institutions and banks, government agencies and underwriters.

Preparing loan application for financial assistance from term lenders /financial institutions /banks, and
monitoring their progress, including pre-sanction negotiations.

Selecting institutions and banks for participation in financing.

Follow-up of term loan application with the financial institutions and banks, and obtaining the approval for
their respective share of participation.

Arranging bridge finance.

Assisting in completion of formalities for drawing of term finance sanctioned by institutions by expediting
legal documentation formalities, drawing up agreements etc. as prescribed by the participating financial
institutions and banks.

Assessing working capital requirements



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Issue management:

Issue management involves marketing or corporate securities by
offering them to the public.

The corporate securities include equity shares, preference shares,
bonds, debentures etc. Merchant bankers act as financial
intermediaries.

They transfer capital from those who own it to those who need it.

The security issue function may be broadly classified into two — pre-
issue management and post-issue management.

The pre-issue management involves the following functions:
Public issue through prospectus.
Marketing and underwriting.
Pricing of issues



Functions (Services) of Merchant

Bankers (Scope of Merchant Banking

Public issue through prospectus:

To being out a public issue, merchant bankers have to coordinate the activities relating to issue with different government and
public bodies, professionals and private agencies.

First the prospectus should be drafted. The copies of consent of experts, legal advisor, attorney, solicitor, bankers, and
bankers to the issue, brokers and underwriters are to be obtained from the company making the issue. These copies are to be
filed along with the prospectus To the Registrar Companies. After the prospectus is ready, it has to be sent to the SEBI for
clearance. It is only after clearance by SEBI, the prospectus can be filed with the Registrar. The brokers to the issue, principal
agent and bankers to issue are appointed by merchant bankers.

(b) Marketing and underwriting:

After sending prospectus to SEBI, the merchant bankers arrange a meeting with company representatives and advertising
agents to finalise arrangements relating to date of opening and closing of issue, registration of prospectus, launching publicity
campaigns and fixing date of board meeting to approve and pass the necessary resolutions. The role of merchant banker in
publicity campaigns to help selecting the media, determining the size and publications in which the advertisement should
appear. The merchant bank shall decide the number of copies to be printed, check accuracy of statements made and ensure
that the size of the application form and prospectus are as per stock exchange regulations. The merchant banker has to ensure
that the material is delivered to the stock exchange at least 21 days before the issue opens and to the brokers to the issue,
and underwriters in time.

(c) Pricing of issues:

Pricing of issues is done by companies themselves in consultation with the merchant bankers. An existing listed company and a
new company set up by an existing company with 5 year track record and existing private closely held company and existing
unlisted company going in for public issues for the first time with 2 2 years track record of constant profitability can freely
price the issue. The premium can be determined after taking into consideration net asset value, profit earning capacity and
market price. The price and premium has to be stated in the prospectus.



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Post-issue management consists of collection of
application forms and statement of amount received
from bankers, screening applications, deciding
allotment procedures, mailing of allotment letters,
share certificates and refund orders. Merchant
bankers help the company by co-ordinating the
above activities.



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Underwriting of public issve:

In underwriting of public issue the activities performed
by merchant bankers are as follows:

Selection of institutional and broker underwriters
for syndicating/ underwriting arrangements.

Obtaining the approval of institutional underwriters
and stock exchanges for publication of the
prospectus.

Co-ordination with the underwriters, brokers and
bankers to the issue, and the Stock Exchanges



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Portfolio management:

Merchant bankers provide portfolio management service to their clients. Today every investor is
interested in safety, liquidity and profitability of his investment. But investors cannot study and
choose the appropriate securities. Merchant bankers help the investors in this regard. They
study the monetary and fiscal policies of the government. They study the financial statements
of companies in which the investments have to be made by investors. They also keep a close
watch on the price movements in the stock market.

The merchant bankers render the following services in connection with portfolio management:
(a) Undertaking investment in securities.

(b) Collection of return on investment and re-investment of the same in profitable avenues, investment
adyvisory services to the investors and other related services.

(c) Providing advice on selection of investments.

(d) Carrying out a critical evaluation of investment portfolio.

(e) Securing approval from RBI for the purchase /sale of securities (for NRI clients).
(f) Collecting and remitting interest and dividend on investment.

(g) Providing tax counselling and filing tax returns through tax consultants.



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Merger and acquisition:

A merger is a combination of two or more companies into a single
company where one survives and others lose their corporate
existence.

A takeover refers to the purchase by one company acquiring
controlling interest in the share capital of another existing company.
Merchant bankers are the middlemen in setting negotiation between
the offered and offer or.

Being a professional expert they are apt to safeguard the interest
of the shareholders in both the companies. Once the merger partner
is proposed, the merchant banker appraises merger/takeover
proposal with respect to financial viability and technical feasibility.
He negotiates purchase consideration and mode of payment. He
gets approval from the government/RBI, drafts scheme of
amalgamation and obtains approval from financial institutions



Functions (Services) of Merchant
Bankers (Scope of Merchant Banking

Foreign currency financing:

The finance provided to fund foreign trade transactions is called ‘Foreign Currency Finance’.
The provision of foreign currency finance takes the form of export import trade finance, euro
currency loans, Indian joint ventures abroad and foreign collaborations.

The main areas that are covered in this type of merchant activity are as follows:
Providing assistance for carrying out the study of turnkey and construction contract projects.

Arranging for the syndication of various types of guarantees, letters of credit, pre-shipment
credit, deferred post-shipment credit, bridge loans, and other credit facilities.

Providing assistance in opening and operating bank accounts abroad.
Arranging foreign currency loans under buyer’s credit scheme for importing goods.

Arranging deferred payment guarantees under suppliers credit scheme for importing capital
goods.

Providing assistance in obtaining export credit facilities from the EXIM bank for export of
capital goods, and arranging for the necessary government approvals and clearance.

Undertaking negotiations for deferred payment, export finance, buyers credits, documentary
credits, and other foreign exchange services like packing credit, etc.



Objectives of Merchant Banking

. To help for capital formation.

. To create a secondary market in order to boost the industrial activities in the country.
. To assist and promote economic endeavour.

. To prepare project reports, conduct market research and pre-investment surveys

. To provide financial assistance to venture capital.

To build a data bank as human resources.

. To provide housing finance.

©® NO U A WwWwN —

. To provide seed capital to new enterprises.
Q. To involve in issue management.
10. To act as underwriters.

11. To identify new projects and render services for getting clearance from
government.

12. To provide financial clearance.



Objectives of Merchant Banking

13.To help in mobilizing funds from public.

14.To divert the savings of the country towards productive channel.
15.To conduct investors conferences.

16.To obtain consent of stock exchange for listing.

17.To obtain the daily report of application money collected at various
branches of banks.

18.To appoint bankers, brokers, underwrites etc.

19.To supervise the process on behalf of NRIs for their ventures.
20. To provide service on fund based activities.

21. To assist in arrangement of loan syndication.

22. To act as an acceptance house.

23. To assist in and arrange mergers and acquisition



Setting up and management of
merchant banks in India

From the point of Organizational set up India’s merchant banking
organizations can be categorized into 4 groups on the basis of their
linkage with parent activity.

They are:

a) Institutional Base:- Merchant banks function as an independent wing
or as subsidiary of various Private/ Central Governments/ State
Governments Financial institutions. Most of the financial institutions in
India are in public sector and therefore such set up plays a role on
the lines of governmental priorities and policies.

b) Banker Base:- These merchant bankers function as division/
subsidiary of banking organization. The parent banks are either
nationalized commercial banks or the foreign banks operating in
India. These organizations have brought professionalism in merchant
banking sector and they help their parent organization to make a
presence in capital market.



c) Broker Base:- In the recent past there has been an inflow of Qualified and

d)

professionally skilled brokers in various Stock Exchanges of India. These
brokers undertake merchant banking related operating also like providing
investment and portfolio management services.

Private Base:- These merchant banking firms are originated in private
sectors. These organizations are the outcome of opportunities and scope in
merchant banking business and they are providing skill oriented specialized
services to their clients. Some foreign merchant bankers are also entering
either independently or through some collaboration with their Indian
counterparts. Private Sectors merchant banking firms have come up either
as sole proprietorship, partnership, private limited or public limited
companies. Many of these firms were in existence for quite some time
before they added a new activity in the form of merchant banking services
by opening new division on the lines of commercial banks and All India
Financial Institution (AlFI).



Categories of Merchant Banks

Merchant bankers are classified into four categories according
to the SEBI (Merchant Banking) Regulations 1992. These are as
follows:

Category = I: To carry on any activity relating to issue
management and act as adviser, consultant manager,
underwriter and portfolio manager for capital issues.

Category — ll: To act as adviser, consultant, co-manager,
underwriter and portfolio manager for capital issues.

Category = Ill: To act as underwriter, adviser, and
consultant to an issue.

Category = IV: To act only as adviser or consultant to an
issue



Weakness of merchant banks /
Problems of merchant banks

SEBI guidelines have authorised merchant bankers to undertake issue related
activities only with an exception of portfolio management. It restricts the scope of
merchant bank activities.

SEBI guidelines stipulate a minimum net worth of Rs.1 crore for authorisation of
merchant bankers. Small but professional merchant bankers are facing difficulty for
adhering such net worth norms.

Non cooperation of the issuing companies in timely allotment of securities and
refund application money is another problem of merchant bankers.

Unhealthy competition among large number of merchant banks compels them to
reduce their profit margin, commission etc.

There is no exact regulatory framework for regulating and controlling the working
of merchant banks in India. Fraudulent and fake issue of share capital by the
companies are also posing problems for merchant banks who act as lead manager
or issue manager of such issues.



Credit Rating

Credit rating system can be defined as an act of
assigning values to credit instruments by assessing
the solvency i.e., the ability of the borrower to
repay debt, and expressing them through
predetermined symbols.



CHARACTERISTICS OF CREDIT RATING
-

-1 Assessment of issuer's capacity to repay.
-1 Based on data.

1 Expressed in symbols.

-1 Done by expert.

1 Guidance about investment-not recommendation.



WHAT CREDIT RATING IS NOT

Not for company as a whole.
Does not create a fiduciary relationship.

Not attestation of truthfulness of information
provided by rated. company.

Rating not forever.



COMPULSORY CREDIT RATING

For debt securities. The Reserve Bank of India and SEBI have
made credit rating compulsory in respect of all non-
government debt securities where the maturities exceed 18
months

Public deposits. Rating of deposits in companies has also
been made compulsory.

For commercial papers (CPs). Credit rating has also been
made compulsory for commercial papers. As per Reserve

Bank of India guidelines rating of P2 by CRISIL or A2 by
ICRA or PP2 by CARE is necessary for commercial papers.

For fixed deposits with non-banking financial institutions
(NBFCs). Under the Companies Act, credit rating has been
made compulsory for fixed deposits with NBFs.



FACTORS CONSIDERED IN CREDIT
RATING

Issuers ability to service its debt. For this credit rating agencies calculate
a) Issuer company's past and future cash flows.

b) Assess how much money the company will have to pay as interest on borrowed
funds and how much will be its earnings.

c) How much are the outstanding debts?
d) Company's short term solvency through calculation of current ratio.
e) Value of assets pledged as collateral security by the company.

f) availability and quality of raw material used, favorable location, cost
advantage.

d) Track record of promoters, directors and expertise of the staff.

2. Market positon of the company. What is the market share of various
products of the company, whether it will be stable, does the company possess
competitive advantage due to distribution network, customer base research
and development facilities etc.

3. Quality of management. Credit rating agency will also take into
consideration track record, strategies, competency and philosophy of senior



FACTORS CONSIDERED IN CREDIT
RATING

4. Legal position of the instrument. It means whether the issued instrument is
legally valid, what are the terms and conditions of issue and redemption; how
much the instrument is protected from frauds, what are the terms of debenture
trust deed etc.

5. Industry risks. Industry risks are studied in relation to position of demand and
supply for the products of that industry (e.g. cars or electronics) how much is
the international competition, what are the future prospects of that industry, is
it going to die or expand?

6. Regulatory environment. Whether that industry is being regulated by
government (like liquor industry), Whether there is a price control on it,
whether there is government support for it, can it take advantage of tax
concessions etc.

/. Other factors. In addition to the above, the other factors to be noted for
credit rating of a company are its cost structure, insurance cover undertaken,
accounting quality, market reputation, working capital management, human
resource quality, funding policy, leverage, flexibility, exchange rate risks etc.



CREDIT RATING PROCESS

Agreement.

Appointment of analytical team.
Obtaining information.

Meeting the officials.

Discussion about findings.
Meeting of the rating committee.
Communication of decision.
Information to the public.

Revision of the rating.



TYPES OF CREDIT RATING

Rating of bonds and debentures.
Rating of equity shares.
Rating of preference shares.

Rating of medium term loans (Public deposits, CDs
etc.).

Rating of short-term instruments- Credit rating for
CPs is mandatory which is being done by CRISIL,
ICRA and CARE.

Rating of borrowers.



TYPES OF CREDIT RATING

Rating of real estate builders and developers- CRISIL has started rating of
builders and developers.

Rating of chit funds.- CRISIL does credit rating of chit funds.

Ratings of insurance companies. - ICRA is doing the work of rating insurance
companies.

Rating of collective investment schemes. When funds of a large number of
investors are collectively invested in schemes, these are called collective
investment schemes. ICRA is doing credit rating of such schemes.

Rating of banks.- CRISIL and ICRA are now doing rating of banks.
Rating of states.

Rating of countries. rating a country the factors considered are its industrial
and agricultural production, gross domestic product, government policies,
rate of inflation, extent of deficit financing etc. Moody’s, and Morgan
Stanley are doing rating of countries.



FUNCTIONS /IMPORTANCE OF CREDIT
RATING

It provides unbiased opinion to investors.
Provide quality and dependable information.

Provide information in easy to understand
language.

Provide information free of cost or at nominal cost.
Helps investors in taking investment decisions.
Disciplines corporate borrowers.

Formation of public policy on investment.



BENEFITS OF CREDIT RATING

Benefits to investors.
Benefits to the rated company.
Benefits to intermediaries.
Merchant bankers' and brokers' job made easy.

Benefits to the business world.
Increase in investor population

Guidance to foreign investors.



Benefits to investors.

Assessment of risk.

Information at low cost.

Advantage of continuous monitoring.
Provides the investors a choice of Investment.

Ratings by credit rating agencies is dependable.



Benefits to the rated company.

Ease in borrowings.

Borrowing at cheaper rates.

Facilitates growth.

Recognition of lesser known companies.
Adds to the goodwill of the rated company
Imposes financial discipline on borrowers.

Greater information disclosure.



MODULE IV



Hire Purchase

Hire purchase means a transaction where goods are
purchased and sold on the terms that:

Payment will be made in instalments,

The possession of the goods is given to the buyer
immediately,

The property (ownership) in the goods remains with the
vendor till the last instalment is paid,

The seller can repossess the goods in case of default in
payment of any instalment, and

Each instalment is treated as hire charges till the last
instalment is paid



Features of Hire Purchase

1. The payment is to be made by the hirer (buyer) to the hiree, usually
the vendor, in instalments over a specified period of time.

2. The possession of the goods is transferred to the buyer immediately.

3. The property in the goods remains with the vendor (hiree) till the last
instalment is paid. The ownership passes to the buyer (hirer) when he
pays all instalments.

4. The Hiree or the vendor can repossess the goods in case of default
and treat the amount received by way of instalments as hire charged
for that period.

5. The instalments in hire purchase include interest as well as

repayments of principal. 6. Usually, the hiree charges interest on flat
rate.



Legal Position of Hire Purchase

The Hire Purchase Act, 1972 defines a hire purchase agreement as an
agreement under which goods are let on hire and under which the hirer
has an option to purchase them in accordance with the terms of the
agreement and includes an agreement under which:

Possession of goods is delivered by the owner there off to a person
on a condition that such person pays the agreed amount in periodic
payments, and

The property in the goods is to pass to such person on the payment
of the last of such installments, and

Such person has a right to terminate the agreement at any time
before the property so passes.” Section 3 of the Act provides that
every hire purchase agreement must be in writing and signed by all
parties thereto.



Legal Position of Hire Purchase - rights
to the hirer:

In addition to the usual right of terminating the agreement at any time
before the property passes to him and returning the goods to the hiree, the
Hire Purchase Act, 1972 has provided the following rights to the hirer:

The hiree (vendor) cannot terminate the hire purchase agreement for
default in payment of hire or due to an un-authorised act or breach of
expressed conditions unless a notice in writing in this regard is given to the
hirer. The period of notice will be one week where the hire is payable
weekly or less than that interval and two weeks in other cases.

The right to repossess the goods will not exist unless sanctioned by the
Court in the following cases:

Where the hire purchases price is less than Rs. 15,000, one half of the hire
purchase price has been paid

Where the hire purchase is not less than Rs. 15,000, three fourth of hire-
purchase price has been paid.



rights to the hirer:

However, this proportion in case of motor vehicles is as
under:

One half, where the hire purchase price is less than Rs. 5,000.

Three fourths, where the hire purchase price is not less than Rs.
5,000 but less than Rs. 15,000.

Three fourths or such higher proportion not exceeding nine-tenth
where the hire purchase price is not less than Rs. 15,000

(iii) If the amount paid by the hirer till the date of repossession
of the goods or the value of the goods on the date of
repossession of goods exceeds the total hire purchase price
the excess payment made by the hirer will be returned to the
hirer by the owner of the goods



Leasing Numerical
N

Sundaram Ltd. discounts ifs cash flows at 16% and is in the tax bracket of 35%. For the
acquisition of a machinery worth &10,00,000, it has two options — either to acquire the asset
by taking a bank loan @ 13% p.a. repayable in 5 yearly installments of ¥2,00,000 each plus
interest or to lease the asset at yearly rentals of ¥3,34,000 for five (5) years. In both the
cases, the instalment is payable at the end of the year. Depreciation is to be applied at the
rate of 15% using ‘written down value’ (WDV) method. You are required to advise which of the
financing options is to be exercised and why.

Year 1 2 3 4 5
P.V factor @16% 0.862 0.743 0.641 0.552 0.476



Alternative I: Acquinng the asset by taking bank loan:

Years 1 2 3 4 9
(a) | Interest (@15% pa on| 150,000 | 120,000 90,000 | 60,000 | 30,000
opening balance)
Depreciation (@15%WDV) 150,000 | 127500 | 108375 | 92119| 78301
300,000 | 247,500 | 196375 | 152119 | 108,301
(b} | Tax shield (@35%) 105,000 | 86,625 69,431 93242 | 37905
Interest less Tax shield (a)- | 45,000 | 33,375 20,569 6,758 | (-)7,905
(b)
Principal Repayment 2.00,000 | 200,000 | 200000 | 200000 | 200,000
Total cash outflow 245,000 | 233375 | 220569 | 206,758 | 192,095
Discounting Factor @ 16% 0.862 0.743 0.641 0.552 0476
Present Value 211190 | 173,398 | 141385 | 114130 | 91437

Total P.V of cash outflow = 731,540




Alternative lI: Acquire the asset on lease basis

Year Lease Rentals | Tax Shield | Net Cash Discount Present
4 @35% Outilow Factor Value

1 3,34,000 1,16,900 217100 0862 1,687,140
2 3,34,000 1,16,900 217,100 0743 1,61,305
3 3,34,000 1,16,900 217,100 0641 1,39,161
4 3,34,000 1,16,900 217,100 0552 1,19.839
D 3,34,000 1,16,900 217,100 0476 1,03,340

Present value of Total Cash out flow | 7,10,785




Module V




MUTUAL FUNDS

Mutual fund is a pool of money managed by
a professional Fund Manager. It is a trust
that collects money from a number of
investors who share a common investment
objective and invests the same in equities,
bonds, money market instruments and/or

other securities.

Investors
Passed A Pool in
back to their money
¥ Mutual .&
Returns Fund Fund
Manager
Generates ~ Wiieats
Saciriiies with securites

y



MUTUAL FUND
STRUCTURE

tier one with few other significant components.
The three-tier structure comprises the fund

sponsor, trustees and the asset management
comg P i

The structure of mutual funds in India is a three-




MUTUAL FUND STRUCTURE

® The sponsor can be a promoter for the company.
® The sponsor creates the AMC (under the Company Act,
1956) to regulate fund management.

® The sponsor must approach SEBI for permission to set up a

mutual fund.



MUTUAL FUND STRUCTURE
TIER-2: TRUST AND TRUSTEES

® Trust or trustees are SEBI registered entity that acts as
protectors of the fund.

® They are primary guardians of funds and assets, &
safeguard investors’ money.

® The trustees supervise the functioning of the AMC, it’s

systems, procedures and overall work.




MUTUAL FUND STRUCTURE

The AMC floats various mutual fund schemes depending on
the investor’s needs and the nature of the market.

It is known as Fund Manager, thus providing services to its
Investors.

The AMC is responsible for all fund-related activities, from
launching the scheme and managing it.

Service Provider: Bankers, Brokers, RTAs, Transfer agents,

etc.



SERVICE
PROVIDER

1 . Reqgistrar and Transfer Agents(RTAS):

® Are an important link between investors and fund managers.
® RTAs are entities registered with SEBI.

® cawms, Karvy, etc., are the most common RTAs in India.



SERVICE
PROVIDER

2. Custodian:

® A custodian is an registered entity that is responsible for the safekeeping of
securities.

® They manage the investment account of mutual funds, ensuring delivery and
transfer of securities & keep track of their investments.

® Furthermore, they collect and track the bonus issue, dividends, and interest

received on mutual funds investments.



EXAMPLE OF A MUTUAL FUND
STRUCTURE

Mutual Fund Trust SBI Mutual Fund

Sponsor State Bank of India

Trustee

SBI Mutual Fund Trustee Company Pvt

Ltd
AMC SBI Funds Management Pvt Ltd
HDFC Bank Ltd

Custodian “mﬁwmmmmw

 Bank of Nova S¢




Types of Mutual Funds

Equity Funds

Fixed Income Funds
Index Funds

Balance Funds
Money Market Funds

Income Funds



