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'7PREFACE:;'

The course deals with topics in ‘Business Finance’ mcluded in the syllabus for the"

- Third year of the B.Com., programme offered by Dr. BR. Ambedkar Open University. -

These topics generally cover the “Core’ area of the subject to be studied in the “Third.

- year” of three year Degree Course in Commerce (B.Com.,). The syllabus, for the sake

.of convenience, is divided into Blocks, each of which comprises a number of units:
The units are prepared by specialists in accordance with a format so de51gned as to

enable the student to study and comprehend the subject matter without miich difficulty.
- Each unit begins- with aims and objectlves followed by contents. At the end of each

unit, model examination questions are given with an intention to test the students’

comprehension of its subject matter. Technical terms with which the student may not -
" be familiar are gwen at the end of. each unit under the ‘Glossaly be51des summary of .

' the unit,

I The behavnor and per{'ormance of busmess enterprlses are the key to understandmg the

modern economic society. = As such the professional viewpoint is that there is an

immense need to study Busmess Finance. The University, therefore, offers the subject -

‘of Business Finance as one of the 1mportant courses to the students of. Commerce-

future corporate financial executives-in its B. Com ThlI’d year programme

:ThlS course is. dmded into ﬁve Blocks and 20 Umts The ﬁrst Block deals with the
Introductory aspects of Business Finance. The second Block -discusses Financial
Instruments and Markets. Block III deals with Fmanclal Institutions while Block four

explains different aspect relating to Workmg Oapxtal Fmancmg Fmally, Block ﬁve |

dlscusses Internal Fmancmg - .

@

The Umversnty hopes that this materials wul help the student to get acquamted w1th the

. principal issues in Busmess Finance” which make for 1ts distinctiveness and
. sngmﬁcance : :

m
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UNIT -1 : BUSINESS FINANCE : AN INTRODUCTION
Contems__ ' _
1.0 Aims and __Objecti{fes .
L introduction
1.2 Definition of Finance |
1.3 Evolution of Finance
1.4 I-mportarice of F.inan_ee : _
L5 So'.urc_es‘of Business Finahce: '
1.6 Scope of Bust.n_ess Finance
17 Env.ironmertt-o.fBusine'ss_Firtaﬁce B
..'l':8 -Summing Up . I _
1.9 Check Your Progress= Model Answers o
1.10 Mode_l Examination Questlons
.11 Rec’qmmehde_d Books -
1.12 Glossary '

L 0 AIMS AND OBJECTIVES

- The aim of this umt is to acquamt you with the meanmg and the sngmf'cance of Busmess'
" Finance. = » \ \ :

' After gomg through thls urut you should be able to

N

y

o define the term f nanee ~
o identify the sources of busmess f'nance -
e explam the scope of busmess i tnance; and _

o discuss the regulatlons relatmg to the business fi inance. -

11 INTRODUCTION

Finance is one of the si gmf‘ icant factors for stariing an enterpr1 se.. It determmes the nature and

size of an-enterprise.” Identification of the various sources to finance the assets of an enterprise
is crucial, as it safeguards the enterprise from financial hardships. While raising the finance,, -

the fanagement has'to comply with the legal leglslatmns which are in existence. Tt is also
important to understand the environment of finance, covermg the developments in the money -
and capital markets, fiscal and monetary pollmes In this coniext, an. attempt has been made in
this umt to present an overview of the busmess f inance. . : o

12 DEFINI-T_ION_:OF FINANCE

The term finance may be défined as"'tl_}e ‘Science of Money’. George Christy and Peter Roden
.State that “to finance ‘means to arrange payment for it”. ‘They . further observe that finance )



‘maybe generalf§ defined as the study of money, its nature, creation, behaviour, regulation and

- problems. - Finance is a study of money management and deals with the ways in which

businessmen, investors, governments, financial institutions and families handle their money.
An understanding of what money is and does is the foundation of financial knowledge.

Some more def' nitions of the fi nancaal experts have been given under to enabie the student to

better comprehend the trué nature of fi inance.
“Busmess finance can be broadly def' ned as the activity concerned’ w1tl1 plannmg, ra:smg, -

controlhng and admlmstermg of funds used in the business.”

“The finance functlon is the process of vaUII'II’lg and utlhsmg funds by a busmess”
: - R C' Osborn

' “The issuance of dlsmbullon of and purchase of |1abl|1ty and equlty clalms issued for the

purpose of generatmg revenue producing. assets” ' . _
~ RayG. Jones_ _and Dean Dudfey

“Finance is the manath*nent of monetary affair‘s of a company.” = -- Pard G Hastmgs

Iti |s ewdent from the above that the term “finance’ is underslood in many ways Whatever
may be the defi nltlon the fact is that It f'ocuses on the mobilisation and utlllsatlon of t‘unds by a

’ corporate enterprlse
Types of_Fimini:e _ TN
T . \/
_ -~
There are three broad categories of finance. \.J
. PN .“' ‘
1. Personal Finance; ™
2. Public Finance, and O

3. Business Finance;

_ The classification of finance can be séen from thé following .C_hart-l;

Chart-I
o _Finance
—— | — : — 7
Personal Finance Public Finance Business Finance
" Proprictary - Partnership -Company = Industrial

Finance Finance ~ -Finance ~ Finance

s essential that we distinguish between each of these terms in order to correctly understand . -
the meaning- and i'mportance of business ﬁnanceL o -

l) Personal finance: Thls subject deals with the f nancial. affairs of mdlwduals Aspects
relatlng to their savings and mvestments are covered ' : :

- Gurhman and Douga!! o



' u) Pubhc Finance: This subject deals with the mobilisation and admlmstrat]on of pubhc'
funds. It covers all aspects relating to the securing of funds by the goyernment from -
the public through various methods like the |mp051t10n of taxes and borrowmg from
the publlc in domestlc and foresgn markets. ' :

- iiY) Busmess Fmance Thls relates to the study of all prmctples pertammg to the-'

. mobilisation of funds by various business enterprises. Business finance is too broada ..

concept. It relates to al! the financial activities of a “business” and it includes both
“Commerce” and “Industry”. Stated srmply, business finance is a term which applies
to all the financial activities of trade, and auxiliaries of trade such as banking,
insurance, transport metrcantile agencies, service organlsatlons and the manufacturmg
enterpnses Followmg are the forms of busmess or gamsattons ' - '

1 S_ole Trading Form
2. Partnership Form

3. Company Form. -
4 -Co-operatwe Form

“Tnthe case of a sole tradmg business, the mdwtdual w1]l take care of the business with the help
of his family membeérs. For thé requirements of his business, thesole trader will bring in his
- own funds. Besides, he will also get funds from his friends, relatives and other sources. In the -
case of parinership firm, partners will bring in capital and they will alsq get money from s
outside sources. In sole trading and partnership business, the members’ liability is unlimited
~and they are always aware of this fact : ' ' '

. With the growth of mdustrlahsatlon many busmess establishments have preferred to set. up
businesses in company form of organisation. - In respect of.joint stock companies, the sources
of finance are fairly broad based. They can secure funds through shares, debentures, banks,

-~ financial institutions, suppliers, etc.  Another form of organisation is co-operative form. The e

co-operatives sécure funds, hke companies; < mlainly from members, financial institutions, . -
Government, etc. Thus busmess finance rgiay be categorlsed into the followmg types

-a) Proprietary Finance;

b)Y Partnership Finance; _
.¢) Company Finance; and
: d) Industr_i_al"Finanee.

(a) Propr retary Fmance This refers to the securing and management of funds by the.
individuals, orgamsmg themselves as sole traders :

(b) Partnership Finance : Thls relates to the moblhsatlon and control of funds by the -
' partnership fims. . - ST '

(c) Company Fmance OF - Corporat:on Finance : This refers to the mebiliseti()n and .

" administration of funds by the companies incorporated under Companies Act, 1956
Corporation finance deals with the financial problems of a corporate enterprise. - It also
includes the financial aspects of the promotion of new enterprises and their administration
during their early period, the accounting problems, the administrative problems arising out -
of growth and expansion, and finally the financial adjustments which-are necessary to -
bolster up on and rehabilitate a corporation which has run into fi nancial diffi culties. This-
‘also includes the financial dealings of public corporations.
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(d) Industrial F inance: This is a term mainly used to refer to the finance supplied by the term

lending organisations like IFCI, IDBI, ICICI etc., to the various private and public sector

units. 1t also includes the provision of funds by other institutional agencies like LIC GIC
- UTI and Commercial Banks. : :

Though an attempt has been made so far to distinguish' among the different terms used, there_ is-.

- a high degree of interchange in the use of these térms in practice. Corporation finance is used
to include all kinds of finance extended to business units. Above all, modern finance theory is
preferring  the term ‘financial management’ in place of corporatlon finance’, so as to
: ernphasrze on the managerial aspects of finance.

1.3 EVOLU-TION OF FINANCE

Flnance as a subject is hardly, a century old. It was a branch of Economics in its early stages,
of development. Many topics relating to the promotion and securing of funds were discussed

as constituents of Economics discipline. As a separate discipline, finance is only half a century -~ -

old. The development of the subject matter started in 1920s, when technological innovations
started taking place and new industries were coming up, and there arose the need for funds in
larger quantities. A land-mark ‘in this period is the book written work by Arthur S. Dewing
_ titled “The Financial Policy of Corporations’. The later period of the thirties witnessed large
scale corporate fallures and, therefore, attention was focussed on theifinancial aspects of
liquidation, mergers and amalgamations. Finance, during the forties land the fifties, was
~dominated by issues like capital budgetmg, capital structure and cost of cap:tal The sixties
saw the development of portfolio theory in finance. The period of the seventies and the
eighties brought forth discussion on various administrative aspects like working capital
management, problems of small enterprlses and )public enterprises. The development in ‘this
. discipline is continuing still, and there are many areas yet 1o be reso[ved with ratlonal
explanations. - : : '

'.,'
o Y

14 IMPORTANCE OFREINANCE

The importance of the business ﬁnance can be understood from the following two aspects:

i)y lIts usefulness to the undenakl ngs and. lndustry, and
i) Its uttllt)r‘ to the society.

i Utillty-to the Underta'kmgs

In all the four factors of production, viz., land, labour, capital and organisation, firance
assumes a pivotal place. One cannot think of doing a business or setting up an establishment
without the needed resources.” Finance gives shape to the ideas of the entreprencurs. For a
business enterprise, finance is the life blood; as blood imparts life and strength to an
. individual, so is the function of finance in an enterprise. In all the corporate activities,
- mob1 [|sat10n of funds and their administration pose a great challen ge

The rate of return on investment is dependent on the efficient util_nsation of the funds. A
financially we!l managed company can satisfy the various interest groups viz.; employees,

managers, government, shareholders and society. Further, all the decisions of the enterprise

relating to production, marketing and personnel have financial consequences. Every act of the
business. has financial implications. . For instance, all actions like purchase of materials,



recru1tment of perSOnnel and selhng of assets bring about a change in the fi nanctal posmon of -
~ the enterprise. A financially sound company can purchase and store materials at economic
prices, recruit qualified and-efficient staff, produce goods with the lowest p0531ble cost and can .
acqulre qualltatwe fixed assets, : -'

- More speclﬁcally, the efficiency or other\wse of the fi nancnal dec1snons will determme the. .
- survival or ‘decline of the undertaking.- Corporation finance assumes. further importance -
because of the dichotomy between the ownership and management of the undertaking, a
feature of the company form of ‘organisation. In such circumstances, this subject concerns

itself with providing an understanding to the- shareholders and other mterested groups asto .

. what is happenlng to the undertakmgs and to their interests:
Usefulness to the Souety

- All sections of the ‘society wt[l be beneﬁtted by the understandmg -of the prlncmles of

_corporation finance. With efficient management of the enterprises on the basis of sound

~ principles of corporate finance, the consumers can get the' products at lower prices, workers

~ can get higher wages and shareholders can obtam higher dividends. For the govérnment also,
~ the healthy growth of corporate sector, leads to higher tax revenues. To conclude, the efficient

_ and sound practice of corporatlon fi nance is v1ta| to the success of the enterprtses in pamcular
and to the socnety in general. ' :

15 SOURCES OF BUSINESS FINANCE

- Business enterprises mobilise funds from various. sources' The sourcesfrom which finance
" tan be obtained can be grouped on the followmg bases \ -' ' o
).

\ . .
A, On the Bas1s of the Time Perlod On this baSlS one can categorlse the dlf‘ferent sources -
- of ﬁnance into: - : oo ¥ L

'a) Short—term'Sources; -and'_'. - \
b 'Long-term Sources. S

' Short term Sources: Short term sources are those that are requtred to be I'Cpald w1thm a year .
‘These sources. include bank borrowmgs publlc deposns trade credlt provisions and other. .
current Habilities. - '

Long-term Souices: Those sources are requlred 10 be repatd over a long period, exceeding one
- year, and include debentures, loans from financial institutions, foreign capital, etc. Further thts
includes equity capital, preference capital, which are permanent in nature.

B. On the Basis of Qrigin: The sources of finance can be categorised into:

i) Internal; and
ii} External

i) Internal sources: These are the sources of finance that are mobilised from within the

' - company through its operations. These include depremanon tetained earnings and -
other reserves and surplus. The quantum of the internal resources will depend upon"'
the profits, corporate taxes and dividend policies of the undertaktngs



(i) - External Sources: These are funds dré'wrr from outside sources and include funds from -

the issue of shares, debentures, public deposits, loans from -banks, financial
institutions, inter-company loans, foreign caplta! efc, Chart-lI depicts the sources from -
-whicha company can raise finance. -

Chart —I!

_ SOURCES OF FINANCE o
External ' - . Internal
I .
I .

Share Debentures Borrowings Public  Trade Foreign' ‘Retained  Provisions

Capital : ' | Deposits ~ Credit Capital  earnings -
!‘j—r. | S T RS I -

Preference Equity Banks  Financial.  Others ‘Depreciation . Others -

Institutions
~ Thus, we can 1dent1fy the foIIowrng sources from which funds can be mobrllsed by a company:
a) - Share Capital
" b) Debentures

¢) Public Deposits

d) Borrowings f‘ro_m Banks - N
e) Botrowings from Financial [ﬁs.ti't}it‘ror;é

f) Retained Earnings 4 ';m:’;“'

g) Trade Credit s

h} Provisions

i) Forei gn Capital

(a) Simre Caprtal One of the primary sources of capital is the issue of shares to the public. |
A company is allowed to issue two types of shares viz., Preference shares and Equrty :

shares.

| Preference Shares: Preference Shares carry preferennal Ti ghts to their shareholders in the

matters of payment of dividend and return of capital. In the event of liquidation of the
- company, they have priority over the equity shareholders in respect of retum of capitai '

Equity Shares Equrty shareholders are the owners of the company. - They are the risk-
takers.” They get dividend whenever the company earns profits. They have the right to -

subscribe the subsequent issues of the shares of the company. , In the event of winding up

~ of the company, they get back thelr capital only after all the other claims are met,

~(b) Debentures; This is another major source of finance for companies. As against share
capital, debentures mostly have an assurance of the payment of fixed rate of interest and



return of principal, The investors who do not want to take risk’ by mvestmg in shares
prefer investment in debentures. In clebentures there are various k:nds viz,

i. On the _I_Ja__sis of _Seeurity

ra) SeCured; and

b)  Unsecured.

ii. On the basis of Redeemability

. E YY)
1L

é)..

d)

- Banks provide the . assistance in' several forms such as cash credits, overdrafts and”
discounting of bills. However, in the recent years, the role of Bank credlt in f'nancmg

a) Redeemable; and
b) - Irredeemable o

On the basis of Convertibility
‘a. Convertible; and
b. Non-convertible *

)  Secured and Unseezfrea' Debentures Secured debentures are those that are provi ded
- with security of assets by the company. That isto say, the debenture holders would

have a charge on the assets of the company: In the event of hqundatlo_n they would .
be paid after the preferential creditors. -On the other hand, unsecured debentures are

those that do not carry any security with them. These unsecured debenture holders
would rank equal with other unsecured credltors :

i} . [frredeemable and Redeemable Debentures " On the basis of the redemption,
“debentures are classified as such. If the debentures are payable within the life time
~ of the company or within a certain time pe,nod they are called redeemable
- debentures. If they are not to be paid baclg thhm the life time of the company, they
are ca!led irredeemable debentures o~ \./

W
PR ¢

i) C onve#rfbie and Non convertible Deﬁehtures Convertible debentures are those that -

are convertible into speclf ed niber of equity shares at an agreed. price after some
time. Therefore, the holder of this debenture would have an option to get part of his

investment converted into equity ‘shares of the company as per the terms of the issue.

' On the contrary, non- convertlble debentures do not enjoy | thls facdlty

Pubhc .Deposns: Public deposns are the lradltlona] source of finance for many

companies. Under this, companies advertise for the acceptance of deposits from

shareholders, employees and the public for duration of one to three years. This source has

been used extensively by the companies “for various reasons like the lower 1nterest rate,

non-provision of security. and non- availablllty ef bank credit.

Borrowings from Banks: '_Banks have been one of the signiﬁcant traditional suppliers of
* funds, Companies depend largely on the banks for -meeting their working capital

Tequirements; Sometimes, they also grant medium and long term loans to the companies,

industry is dechmng due to shift in the- prlormes oflendang

Bcrrowing from Financial Institutions: The specia! financial institutions and
_ development banks provide long-term finance to the companies. They grant loans, stand
as guarantors, underwrite the issues and also part|C|pate in eqUIty capltal of the compames

h

9



10

At present in India, there are many financial institutions that are providing long-term
finance to the industry. They include Industrial Development Bank of India, Industrial -

. Credit and Investment Corporation of India and various State Financial Corporations.

g)

h)

Retained Earnings: These are the funds that are retained out of the profits of the
company. Generally, companies do not declare all of their earnings in the form of

_ dividends. They earmark a certain portion for the future use in the company for teeting

the expansion and modernisation requirements. The company would always be free to

utilise this source. The retained profits enable a company to withstand seasonal reactions -

and business fluctuations. The large accumulated savings facilitate a stable- dividend

policy and enhance the credit standing of the company. However, the quantum of retamed'

eammgs depends on the, vo]ume of profits earned by the company

‘Trade Credit: [t is common in busmess that enterpnses:sell and buy on credit basis.
Normally, every company gets its raw materials and other supplies on credit basis.. This is

what is known as trade credit. This acts as an important source of financing. This form of
ﬁnanemg is preferred by many enterprises because of convenience and low cost.

Prov:s;ons: Companies, -in order to meet the legal and othe'r 'obhgatnons_,_.create some
funds for future use.  These are known as provisions. They include provision for

depreciation, taxation, dividends and for various other current and non-current liabilities.

The amounts set apart in these forms would be required to be paid only on certain dates.
Till then the company can use them for its own purpose. For instance, taxes payable to the:
Government are used in the business until these are actually paid on due date. Therefore
though for a short-while, provisions would serve a good source ofﬁnance

N\
Foreign Capltal Many companies drqw&nds not only from domestlc sources but also
fromi foreign sources. In the most usuzﬂ c:rcumstances the collaborators of the project -
partlclpate in the equity of the company and also provide loans sometimes. Fore1gn Direct

Investment (FDI} is the most prefefred source of foreign ca_pntal now. Forgign commercial
borrowings can also be avaifed) A company may directly approach the foreign capital
markets for raising funds through the issue of Global Depository Receipts (GDRs) and
American Depository Receipts (ADRs). Sometimes, the Government may arrange for the
transfer of funds from a foreign source to the companies. The International Finance
Corporation (IFC), and Asian Developmem Bank (ADB) prowde funds to compames
directly.

" CHECK YOUR PROGRESS - 1

i) State the different soutces of business Finance.

e T L L L R T e R RN Y P T
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1.6 SCOPE OF BUSINESS FINANCE

As seen earlier, there have been different forms of business organisatio’ns' The subject

" business finance is mainly related to the study of ﬁnancmg aspects of busmess more

pamcular]y Joint Stock Companies. .



“—Business ﬁnance mcludes in ttseif various  issues concerning:‘the corporate planning,.

i 'promotlon growth capitalisation, tssumg of corporate securities, underwriting, stock
- exchanges, capltal market, management of workmg capital and ﬁnanc:al analysrs _ '

~In fact there has been a shlft in the empha51s of the subject in the recent’ years Earlier -

"busmess finance. concentrated much on the issues like company promotion, liquidation,
- mergers and amalgamation and var:ous other infrequent eplsodnc events. relating to the

~ business enterprises. But now more attention is being devoted to the day-to-day running of the

g enterprlses This is why, corporation finance is defined as the activity coricerned with the

raising and admlmstratlon of funds used in the busmess enterprlses The most preferred title - -

for thlS subject today is the ‘Ftnanclal Management

17 ENVIRONMENT OF FINANCE

“The practlce of various prmctp]es of corporation finance in India is subjected to numerous
-regulations. The cornpanles would be required to comply with the stipulations incorporated in.

. various Acts. Some of the 1mportant Iegtslattons that influence the practice of corporanon
_ﬁnance include the followmg : . :

3 'The Compames Act, 1956
. The Securities Contracts (Regu[atlon) Act 1956
-. The Income Tax Act, 1969 '
» The Reserve Bank oflndla Act, 1934

. ..The Bankmg Regulatton Act 1949
© SEBI Act, 1992 O
. Forelgn Exchange Regu]atton Act, 19?4 o
. Forel gn Exchange Management Aet (F EMA) 2000

Besrdes these Acts the practice of busmess finance is a]so mﬂuenced by the ﬁsca[ and’

industrial poltc1es of the country,. situation in the capital market and strength of the ‘banking

“sector and financial institutions. Let us now briefly discuss the provisions of some of these_

. regulattons to understand the environment of the busmess fmance in lndla

R The Compames Act, 1956 Thls isa comprehenswe legls[atlon passed by the Government to .-

regulate the functioning ofjomt stock companles in India. There have been stipulations in the

Act right from the appointment of directors to. that of the undertakmgs The Act is desrgned o .

ensure the fo]lowmg objectwes

i} . To ensure minimum standard of busmess mtegr;ty and conduct in the promot:on and .

- 'management of compantes

i) To ellClt full and fatr disclosure of alt respon51ble mformatton relatmg to the affairs -

of the company; '

iii) Promote effective partlclpanon and control by shareho]ders and protect thetr_ '

'Iegltlmate Jnterests .and

1



12.

/

iv) Empower the Government to intervene and investigate the affairs of companies . -

when they are manage'd in a.manner prejudicial to th'e shareholders or public interest.,

Specifically, the followmg are some of the important prowsmns whnch effect the financial
- management of the eompames : '

l. A cdmpany can issue only two kinds of shares viz., eqUity and preference;

2. In the case of subsequent issue- of shares, they have to be first offered to the emstmg '

shareholders; : L ' B

'3, For getting share capital from public, a prospectus should be issued or a statement in lieu

of prospectus must be subniitted to the Registrar of Companies giving full particulars
- about the issue of shares the operation of the company, etc.;

4. To prevent oppression and mlsmanagement the Ce‘ntral Government can appoint the

required number of directors or order the transfer of shares from a particular individual or
group; and '

5. Before declaration of dividends a certain percenfage of profits is to be transferred to the

reserves depending on the percentage of dividends declared.

" Securities Contracts (Regulation) Act, 1956: Along with the Companies ‘Act, the .
government has also passed another Act to regulate the activities taking place at the stock
exchanges. As a matter of fact, it has also passed capital Issues Control Act, 1947, to regulaté °

the issue of capital by companies in India. But the same has been repealed now. The

‘Securities Contracts (Regulation) Act is lntena‘ed to promote genuine trading in securities,

against speculative trading. The Act mamly*foduses on the foliowmg three aspects
a) Recognition of Stock Exchange’sr. \
b) Listing of Securities Oy
¢) Regulation of Brokers® actiVities

SEBI Act, 1992: In order to "reghiate the activities taking place in the cabital market in a more

orderly and effective manner, the Government has set up Securities and Exchange Board of

" India (SEBI) in 1988. When it started failing in discharging its duties effectively due to lack of -

statutory powers, the Government passed an act with the name as such. As per thls Ieglslatlon
SEBI has the fo]lowrng objectlves functlons and powers ' :

Objeetives

According to the preamble of thé SEBI Act, 1992 the primary objective' of the SEBI is to

promote healthy and orderly growth of the securities market and secure investor protection.

- For this purpose, the SEBI monitors the activities of not only stock exchanges but also other
© intermediaries participating in the capital market. The o_bjectives of -SEBI are as follows:

1. To protect the interest of investors 50 that there is a steady flow of savmgs lnto the capital
market. ' - :

2. To regulate the securities market and ensure fair practices by the issues ot‘ securltles 50 that
they can raise resources at minimum cost. :



3, To promote efficient services by brokers mercham bankers and other mtermedlanes 50
that they become competrtwe and professronal S

L3
Functions

- Section 11 o_.t~ the SEBI Act specifies the functions as follows:
1. Regulatory Funcrr'ohs

a) 'Regulatlon of stock exchanges and selt regulatory organlsatlons

b) Reglstratlon and regulauon of stock brokers, ‘sub-brokers, reg|strars 1o an ISSUE
merchant bankers, underwriters, portfolio managers and such other mtermedlanes who :

-are assogiated with’ secur1t|es market.

' c)" Reglstratuon and regulatlon of the workmg of collectwe mvestment schemes |ncludmg
mutual funds. : :

d) Prohlbmon of fraudulent and unfalr trade practlces relatmg to’ securmes marke‘t ‘

~-e) " Prohibit msrder tradmg in secuntles markets

3] Regulatmg substantral acqu151trons ‘of shates and take over of compan]es o

2 Developmenml Functions -

a) Promote investor’s education.
'b) Training ofmtermedlarles

c) ‘Conductin g research and pubhcatlon of mform&h’tﬁn useful to all market pa1'tlc1pants

3

d) Promotlon of fair practlces code of conduct for self regulatory orgamsatrons

¢) Promoting self regulatory orgamsauonr

£
Y

N N
: Powers -

SEBI has been vested w1th the following powers

L Power to call per:odlcal returns’ from recogmsecl stock exchanges _
2.” Power 1o call any mformatlon or explanation ﬁ'om recognlsed stock exchanges or their
* members. _ - :
3. Power to direct enquirles to be made in relat[on to aﬂ"alrs of stock exchanges or the|r
members. oo
4. Powerto grant approval fo bye -laws of recognised stock exchan 1ges.
5. Power to make or amend bye- laws of recognised stock exchanges
6. Power to compel listing of securities by public limited companies. .
7. Power to controf and regulate-stock exchan ges. R
8. Power to grant registration to market intermediaries. o o
9. Power to levy fees or other charges for carrying out the purpose of regulatlon
10. Power to declare appllcablllty of Section 17 of the Securities Contract. (Regula‘uon)
Actto any state or area for. grantmg l:cences to dealers in sec urmes

s



SEBI has lssued elaborate gui dehnes covermg the followmg areas, as.a matter of ensurmg fair
deal to the mvestors

a) Investor protection

b) _Pricirig of issues

¢) Regulation of Brokers . _

d) Regulation of Merchaﬁt Bankers

e) Guidelines for i issue of IPOs _

f) Guidelines on the activities of Mutual Funds

g), Buy back of shares _

“h) " Bonus Shares, etc. . - o

Fiscal Policies: -Besides the above Acts, the fiscal policies of the Government also influence

the financing pattern of the companies. The 1rnp0rtant mnstrument under this is taxation. -
Through the imposition of taxes, the government takes away a part of the business income.

- Therefore, the tax rates influence the quantum of retained earnings available with the

companies. More 50, taxes also influence the magnitude jof investment at any time made by

‘the individuals and businesses. Certain incentives encourage investment in companies, while

other policies restrict the scope. Therefore, the level of investment is influenced by the-
policies of the Government, . o :

Industrial Policy: The industriat policy of the country outlines the environment for industrial

growth in the country. It identifies various areas for participation by the public and private
sectors and also earmarks certain areas of prodﬁetlon for selected sectors. In a nutshell, the
policy provides a direction to the mdus‘mafl development in the country. Industries
Development . (Regulatlon) Act, 1951 |s Jthe important leglslatlon in this area. . This Act
regulates the setting up and developmentof'lndustrlal units in India. Under this Act, a licence
is necessary for estabhshlng a néwsindustrial undertaking. Similarly, it also reserves the
production of certain items by the small scale sector. Further, the Act tries to use industrial

" development. as a means to achieve various goals of ‘the country like balanced regional
- development, mitigation of unemployment, efe. However, this Act was. abolished due to
* launching of New Economic Policy {NEP), New Industrial Policy (NIP) with regard to

leerahsatlon prwatlsatlon and globallsatron programmes since July, 1991.

CHECK YOUR PROGRESS - 2_

Discuss briefly the environment of Finance
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18 SUMMI‘NG_’UP

Finance is the study of money and it deals wnth the ways in whlch busmessmen investors,

: govemmems financial msntutxons, and famrhes handle their money. There are various types



",
.....

of finance viz., publlc f inance,’ busmess ﬁnance, proprletory t‘ nance, partnershlp ﬁnance, .

company finance: and mdustrlal finance.

Finance was a brarich of economlcs in its early stages of development But aﬁer ]920 it has SRR
*been identified itself as a separate d1sc1pl|ne The efficiency with which the finance utilised __
would reflect in the prosperity of an organisation. By obsemng the prmcnples of finance; the ..
management would ensure benefits to vatious- sections. There are various sources of finance.
" They are: share capital; debentures, public deposits, borrowmg from banks, borrowmg from
financial institutions, retained earnings, trade credit, Provisions and foreign capital.. The"
. subject of business fi nance is influenced by many regulatlons such as theé Companies Act,
1956, Securities Contracts and Regulation Act, 1956, Income Tax Act, 1969, SEBI Act, 1992,
€fc. Provisions mcorporated in these leglslatnons change the practlce of busmess finance.

| 1. 9 CHECK YOUR PROGRESS MODEL ANSWERS

R “The foilowmg sources of ﬁnances are avallable to start a company

* Share Capnal

" Debentures _

_Public deposits: -

' Borrowing from banks _
Borrowing from’ ﬁnanCIal mst:tutaons o
-Foreign Capltal

S22 The” following are the Acts and Pohcles that constltute the enwronment of business

' "ﬁnance . - S
Companies Act, 1956. . R *.\..3' B ' '

Securities Contracts (Regulation) Act 195(;3

Income Tax Act, 1961

SEBI Act, 1992 . Ry |

\7

. Be51des the above Acts the fi sca] pollcy the :ndustrlal pollcy and the condmons in capltal
market would also influence the company finance. : :

- 1.10 MODE'L EXAMI_‘NATION QUEST IONS

| I Answer the followmg questlons ln about 30 lmes each

I. Define and explam the scope of f'nance in the context of busmess ﬁnance
2.. Discuss the fol]owmg categorles of busmess f'nance .' |
(a) Partnershlp finance; and (b) Company finance
S 3 Ind1cate the sources from Wthh a company can moblhse funds

4. Discuss the role of debentures as an 1mportant source of :ndustrlal ﬁnance

II Answer the followmg questlons in about 15 lmes each.

‘1. Whatare the aspects of the study of money that are re!evant in the study of finance? -

2. How is an understandmg of f' inance relevant to the soc1ety‘?

Or. BHADS  Acc. Moy %‘ RLE
ARY Qw ﬁﬂ 8
Linm . om
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organisation for finance function depends on the form of organisation, its size, etc. -The’

~ finance manager is responsible for the discharge of finance function so as'to achieve the

objective of finance function. “The job of finance manager has grown more challenging these
days, in view of innovations taking place in the field of finance. Creation and maximisation of
wealth-have become the chief functions of a modern f' nance manager.: Let us discuss the

_ﬁnance function in detali

2.2 WHAT IS FINANCE FUNCTION?

Simply stated, finance function is what finance does. Every enterprise, irrespective of its -
nature and scale of operatlons needs finance to carry out its activities and accomplish certain
basic objectives. It is so indispensable that it is often described as the life-blood of all
industrial and trading actmty Production, and d‘lStrlbUIlOI‘l of goods will, in fact, be a mere.
dream without flow of funds. In busmess Gifcles, the importance of finance function is often
acknowledged by grouping the field of management into the main operating functions of
production, marketing and finance. This is one of the elght key result areas of business, listed

by Peter F. Drucker

© 221 TRADITIONAL CONCEPT

In the beginning: of the 20th century, which was the stamng pomt for the scho!arly wntmgs on
corporation finance, the function of finance was considered to be the task of providing funds
needed by the enterprise on terms that are most favourable to the Operatlons of the enterprise.

- Under this concept, the finance manager has to take decnsmns with respect to the choice of

optimum sources from which the funds would, have to be secured, timing of the borrowmg as’
also of the cost and other terms and conditiens of acquiring these funds. Authors like Hunt and
Donaldson have described the finance, fun\ctlon as a task of providing funds required by an
enterprise on the terms most favourable o it in the light of the objectives of the business. This
concept has the merit .of hlghhghtmg the core of the finance function. Ensurmg that the
business has funds to support programmes is the basic part of the function. This emphasis on

~ the mere raising of funds for running a business enterprise has been criticised by many

scholars, on the ground that traditional concept is llmrted in its mterpretatlon

2.2.2 MODERN CONCEPT

- The financial experts now -are of the view that finance is an mtegral part of the overall :

management rather than mere mobilisation of funds. The finance manager, under this concept,
has to see that the company maintains sufficient funds to carry out the plans. At the same time, -
he has also to ensure a wise application of funds in the productwe process. Thus, the present
day finance manager is required to bother about a[l the fi nancial actwltles of planmng, ralsmg,
allocating and controlling of funds. :

2.3 SCOPE OF FINA@INCE FUNCTION

In order to understand the function of finance in its broader perspective, it is necessary to
survey the scope of the finance function. Finance function in a business is ‘closely related to its

~ . other functions. Thus, purchasing, production and dlstnbutlon are lntlmately connected with

problems of financing: Moreover, suceess and efficiency in raising, allocating and
admlnlstermg funds of the business largely determine thesuccess or failure of its management. - -

“The fact is that a large number of busmess decisions carry financial |mpI|cat|0ns Accounting



of finance viz., publtc finance, busmess finance, proprietory ﬁnance partnershlp fi nance, .

company 1“ nanee -and mdustnal finance..

Finance was a branch of economics in lts early stages of development But aﬁer 1920 it has' C

been identifi ed itself as a separate dlselplme The efficiericy with which the finance utilised

would reflect in the prosperity of an organisation. By observing the prme:ples of findnce, the .
.managemerit would ensure benefits to vatious sections. There are various sources of fi nance ' R
They are: share capital, debentures public deposits, borrowing from banks, borrowmg from_
financial institutions, retained earnings, trade credit, Provisions and foreign capital. The

subject of business finance is influenced by many regulations such as the Compames Act,
1956, ‘Securities Contracts and Regulation Act, 1956, Income Tax Act, 1969, SEBI Act, 1992,
etc. Prowsmns 1neorporated in these legls]attons change the practlce of busmess finance.

1L 9 CHECK YOUR PROGRESS MODEL ANSWERS

' l The followmg sources of ﬁnanees are avat]ab[e to stan a company

Share Capital
* Debentures
_ _Pub]ie deposits-
Bortowing from banks
Borrowing from financial mstltutl ons
Foreign Capital - :

2. The followmg are tbe Acts and Pollctes that constltute the enwronment of busmess

finance: R C
Companies Act, 1956, a - *\..." -

Securities Contracts (Regulation) Act, 1956

Income Tax Act, 1961 R

SEBI Act, 1992 . _ : \
_\.Be51des the above Acts, the fiscal’ pohcy the mdustrtal po]tey and the eondmons in capntal
market would also influence the eompany fi nance .

1.10 MODEL EXAMIN ATION QUESTIONS

' I Answer the followmg questlons in about 30 Ilnes eaeh _ _
| 1. _Def’ ne and explam the scope of finance in the context of busmess ﬁnance -
2. Discuss the fo]lowmg oategones of busmess ﬁnanee : '
| (a) Partnersh:p finance; and.(b) Compa.ny finance
3. Indtcate the sources from whlch a company can mob1luse funds

4, D:se_uss the role of debentures as an important source of mdustrtal finance.

II. Answer the following questions in about 15 lines each. _
1. What are the aspeets of the study of money that are relevant in the study of fi nance')

2. How is an understandmg of finance relevant to the somety?

Or. BRADS . Acc. Aot }J Q:H% ,
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. What are the mtemal sources of ﬁnance fora company‘?

4. Dlstmgulsh between secured and unsecured debentures
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1.12_GLOSSARY

Capital Market
De.bentures

Finance . .

P

Industrial Finance

) Publi'c'.Fi"nance

" Business Finance

Shares

1 Market for 'medinm term and Iong term ﬁn_ance..

: A dochment aeknowledgmg debt by the company

totheholder

The study of money, its nature, behaviour,
mobilization, regulatlon and problems.’

: Securing of fu'nds from fmancm! institutions like.

- IFCI, IDBI, ICICI SECS.

Moblhsatlon and utilisatlon of publlc funds by the

: Government

Actlv:ty concerned with plannmg, raising,
control!mg and admmtstenng of funds used in the
- business. :

| ;- The eapltal of a company is divided into small

units called shares. Shares are of two types :
‘Equity Shares, and Preference Shares.
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2.0 Aims and Objectwes
2.1 ‘Introduction _
22 What is Finance Function?
2.2.1 Traditional 'Concept_
222 'Modern Concept
. 2.3 Scope of Finance Function
24 Functions of Finance |
241 _E)_tecut_ive Functions
242 Routine Functions
25 Organisation of Finance Function
2.5.1 Organisation for Fmance Functlon in lndla
~ 2.5.2 - Functions of Aeeountlng Department
' 2.53 Functions of Cost Accountmg Department
2.6 _Objeetwes of Financial Management
-+ 2.6.1 Profit Maximisation .
. 2662 Wealth Maximisation =
i 2.7 Summing Up |

2.8  Check Your Progress : Model Answers I ...\\J .
: . B :
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2.10 Recommended Books - Al

211 Glossary Sy

2.0 'AIM_S‘ AND OBJECTIVES

_In this unit 1t is proposed to d|seuss the mgmf’cance of busmess 'The entire eﬁ'ort made in th:s o

- unit is to explam the role. of finance functlon in. a«business enterprlse
After the completlon ofthis unit you sh(_)u!d be*a'ble _to:

~+  explain ﬁnance funct:on
» describe executive and routine f inance functions; : :
"~ *  know the probiems of prof'lt maximisation as the function of ﬁnance

¢ discuss the implications Ofwealth maximisation as the functlon of f"nance and

understand the si gmf cance of the concept of wealth maxlmlsatlon

2.1 INTRODUCTION

The, function of ﬁnanee has been viewed from traditional and modern points of view. There is

a debate on the funeti_on‘of finance between traditional writers and modern writers. The

17
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organisation for finance function.dépéﬁdsf on the form|of organisation, its size, etc. The
" finance manager is responsible for the discharge of finance function so as to achieve the

objective of finance function. *The job of finance manager has grown more challenging these
days, in view of innovations taking place in the field of finance. Creation and maximisation of
wealth. have become the chief functions of a modern finance manager.- Let us discuss the

fi nance function in detail.

2.2 WHAT IS FINANCE FUNCTION?

Simply stated, finance function is what finance does. ‘Every enterprise, irrespect'ive of its.

nature and scale of operations, needs finance to carry out its activities and accomplish certain
basic objectives. If is so indispensable that it is often described. as the life-blood of all

industrial and trading activity. Proauction,and di‘_stribution of goods will, in fact, be a mere.

dream without flow of funds. In pus"iness"éﬁ'c]es, the importance of finance function is often
acknowledged by grouping the field of management into the main operating functions of
production, marketing and finance. This is one of the eight key result areas of business, listed

" by Peter F. Drucker.
221 TRADITIONAL CONCEPT

lﬁ the beginning of the 20th century, which was the starting point for the scholarly wr-iti'ngé'can.'

corporation finance, the function of finance was considered to be the task of providing funds
needed by the enterprise on terms that are most favourable to the operations of the enterprise.
Under this coticept, the finance manager has to take decisions with respect to the choice of
optimum sources from which the funds would have to be secured, timing of the borrowing as
also of the cost and other terms and conditiqugs‘&facquiririg these funds. Authors like Hunt and
Donaldson have described the finance furiction as a task of providing funds required by an
enterprise on the terms most favourable';o‘it\_’in the light of the objectives of the business. This
concept has the merit of highlighting.the core of the finance function. Ensuring that the
business has funds to support prograthmes is the basic part of the function. This emphasis on

" the mere raising of funds for rifning a business enterprise has been criticised by many

scholars, on the ground that fraditional concept is limited in its interpretation. -

2.2.2 MODERN CONCEPT

 The financial experts now are of the view that finance is an integral part of the overall
management rather than mere mobilisation of funds. The finance manager, under this concept, -
has to see that the company maintains sufficient funds to carry out the plans. At the same fime,
he has also to ensure a wise application of funds in the productive process. Thus, the present. -

day finance manager is required to bother about all the financial activities of planning, raising,

allocating and controlling of funds.

2.3 SCOPE OF FINANCE FUNCTION

In order to understand the function of finance in its broader perspective, it is necessary to

survey the scope of the finance function. Finance function in a business is closely related to its
other functions. Thus, purchasing, production and distribution are intimately connected with
problems of financing. Moreover, success and efficiency in raising, allocating and
administering funds of the business largely determine the success or failure of its management.

" The fact is that a large number of bus'iné_ss decisions carry financial implications. Accounting
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*is largely concerned with the. determmatlcn of financial position and income of the company

. The administration of which comes within the ambit of its finance function. Even matters like -~

corporate control, fiscal and monetary policies are of crucial importance to the business and

‘hence, deserve closer attention of the finance executive. Thus, it covers various aspects ofthe

business enterpnse rlght from the stage of planmng to that of control

2.4 FUNCTIONS OF FINANCE

. Traditional writers contended that the' primary responsibi}_ity of the financial manager is to

raise necessary funds to meet operating requirements of the business. On the other hand, the
modern writers view finance as an integral part of the overall management rather than mere
fund raising operations of the staff specialists. In its modern sense, the finance function is
concerned with all financial activities of planning, raising, allocating and controlling and not
with just any one of them Besides this, the other functions include incorporation, liquidation,
consolidation, reorganisation of the company and the like situations that occur infrequently.
Thus,.the finance functlon according to modern experts can be categorised into:

1. Executwe Finance Functlons and .
2 Non-executlve or Routlne Flnance Functlons o

: 2.4;1 EXECUTIVE FINANCE FUNCTI_ONS" -
“These exec.utive funct_ions may be discussed under the.fellowing I'three' _broad decision areas:
L _l.nvestment.Decision;'_.-

Financing Decision; and

IIL Dividend Decision. = AT
) : ’ N7

\/

I. Investment Decision: Of the three demslgna, ‘this is regarded by many as the most
important one. This involves the use of fufids .for purchasmg various .assets like plant, -

machinery, furniture, materials, etc. Thu\s sthe investment decision pertains to the skiliful
. deployment of the funds in both ﬁxed and current assets. Thls decrslon cens:sts of the
. fol]owmg : : : -

' (a) Management of Fixéd Assets or Cap:ta! Budgetm 2
and
(b) Management of Current Assets or Workmg Capital Management

Assets are the're_sources. by which the ﬁr__m-.ls_. able to conduct business. The assets of the
company can be divided into two categories dependirig upon their longevity. '

i) Fixed Assets.; and E
ii) Current Assets.

~ Fixed Assets include land, bu1ld|ngs, plant, machtnes vehicles etc., whereas current assets
: lnclude inventory, debtors and cash : :

. Management of Fi vced Assets: This is also known as capital budgetmg It refers to the use of '

. funds for acquiring fixed assets. Capltal budgeting has special importance for- following
reasons. : = : R : :

19
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1, They have Iong term rmphcatton for the fi rm _
2. They involve: commltment of Iarge amount of funcls :
'3, They are irreversible dec1snons |

4. They are among the most dn“ﬁcult decisions Io make

Management of Current Assets: The management of current assets or workmg capltal is an -

' equally challenging area. Today, in a majority of the firms, current assets are forming more .
- than 50 per cent of the total assets. The finance manager who would be in charge of finance

function, is required to bestow his attention equally:‘in managing this vital part of the
mvestment The. decisions relating to the management of current-assets include those
concerning the inventory, receivables, cash and marketable securities. It would be the task of
the manager to settle the issues tike; how much to invest and when to invest the funds in the '
case of inventory and recewables and how much to ho]d or retain in the form of cash.

" II. - Financing Decision': This- deCision “is relateid to the'_determmatlon" of optimum

financing mix. ‘In the usual course of business, firms draw funds from various-sources.
The problem in securing of funds is how much {o draw from each source and when.
This goes into the roots of determination of the capltal structre: Since every source has
its own cost, finding out of cost of each source of caprtal is again an important decision
- area. More 50, the cost of capital-is a dynamic concept. As and when there are changes -
in the expectations of the investors, there occurs a change in the cost of cap:tal Thus
the two |mportant areas under this head are: _ :
!

a) Determination of Capital Structure: Capital structure refers to the combination of various
types of securities through which the funds are rarsed It involves not only the fixation of
relationship between debt and equity, Bi;t also the pohcres regarding retained earmngs
"bank financing and trade credit.. Ttyis. essential that: all these sources should be-used ina

' _proper mix. O ' - -

N

b)  Determination of Cost of C’uprtal The term cost of capital may be ‘defined as the total
cost of obtaining and keeping the long-term capital — debentures, long-termi loans,
preference shares and equity shares. While deciding about the capital structure and capital
budgeting issugs, the finance manager is required to estimate the cost of caplta] of each _
source viz., debt, preferred stock, equity and retamed earnings. :

IIL . Dividend Decision: This is another importam dec'ision a f' inance manager is required to.
carry out. This decision is also related to the retention of prot‘ ts. The finance manager -
must decide whether the firm should dlstrlbute all profits or distribute a portion and -
retain the balance. The dividend. decision includes aspects such as the percentage of
profits to be paid to the shareholders in cash the Stablllty of dmdends and the 1ssue of

< bonus shares '

_CHECK YOUR PROGRESS 1

‘a) List out the executwe functions of f' nance manager
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- b) Dnstmgmsh between tradltmna! and modem concept of finance functlon

...................................................................................................................
.....................................................................................................................

25 ORGANISATION OF FINANCE FUNCTION |

' In view of the 51gn1ﬁcance of f' nance ‘function to an undertaking, it is esscntlal that it should be o
organised properly. The organisation of finance function vanes dependmg on the form and
size of the business. In sole trading concerns and partnersh:ps owners will have total stake in

" the financial interests of the enterprises. ‘However, in a company though the shareholders are

the owners, they delegate their pewers 1o the Board of Directors to manage corporate affairs.

Further, the size of a firm determmes the number and kmds of fi nanc1al executives who wﬂl be .
" responsible for the fi nanceb,functlon Since the finance function is important and it affects - -
every activity of the undertaking, it should be propenly and clearly deﬂned to. avmd conﬂlcts
- and ‘overl appmg of responsnbllltles '

2. S 1 ORGANISATION FOR FINANCE FUNCTION IN INDIA

The typlcal organisational structure for f' nance functlon in lndlan compames wou[d be as
.under: : -

" _EXHIBIT-1 L
Finance Manaigefr 1 o y

. : - A | - N e . . i - .
. o T ™ oo v P . r - ]
. Y - € . :

‘Manager | v O .+ | Manager;
{Accounts) N . | (Costsand
... Preparation of final accounts o ' ... Pricing of i|ssues
‘... Cash Management -~ . - .. .. Inventory Control .
.. Credit Management S S © ... Cash Budget Preparation .
.. Investment Decisions .~ - S © ... Budgetary Control o
.. Banking Refations -~ . »- "~ - .. Submission of Tenders
-.: [nternal Audit L L ...Placing of purchase Orders
... Reporting B " ... Profit Planning -
.. Récord Keeping T ... Financial Analysis
.. Tax Administration T ST L
;. Government Relations. T ) o o

..-Funds Mobmsatlon
2 5.2 FUN CTIONS OF ACCOUN TING DEPARTMENT .

General!y, the’ Accountmg Department in lnd|an compames would be responmble for the
. - following functlons
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: Fmal Accounrs The Accountmg Department s prtmary _}Ob is the preparatron of the f nal

accounts and submrssron of these Financial Statements to the. mterested gmups

Cash Managemenr lt would be the task of thrs department to: control both mﬂows and

. outﬂows of cash and to mvest rdle cash balances .

. '

_Credrr Managemenr Formulatlon of cred:t pollmes grantmg of credlt and superwswn of
collectton system are the jObS of this department I : :

Invesrmenr Decrsrons The Accountmg Departrnent is responSIbIe for commlttmg the
: funds of the firm in the long term ventures This mcludes sereening and selectron of the
'prOJects T o S _' - v

' -Bankmg Reiatron.r In many of the undertakmgs the Accountmg Department mamtalns

relatioris: with the bankers. It corresponds with the bankers for the fixation of credit llmrts .

_' from tlme to tlme and also for the gamful employment of |dle funds '

Internal Audzt Almost all the medlum and ]arge organrsauons appomt persons to carry out -
“the audit for internal purposes. This.internal audlt department though a separate urut

would be normally under the Manager (Aceounts)

K

._-_Reportmg Reportrng, 1n fact is “thes job of every manager [n the day-to day"
.'admlmstratron managers “are requlred to” submit’ reports .on vanous issues. But the._,_'

" accounts manager would be having much more responsrblhty to prepare. and submit

10.
.__varlous other Acts, the company is required to submlt mformatton for vartous purposes
All thls is, looked aﬁer by the Accountlng Department L

RIS

var1ous reports on the. f' nancral performance of the’ company from time.to time, -

~Record Keepmg Mai ntenance of all 1mpo}ant records is agam another i rmportant functron' B
-of the Accounts Manager. For- example under. the provisions of the Indian Compames

o Act, all, the important records of the c0mpany are requu'ed to be kept for a perlod of elght . .
" years in proper order ‘ N o : o :

's‘.

T ax Admrmsrratron lt is: also the JOb of the Accounts Manager to deal w1th the tax matters R

of the company. To p[an for the mlmmlsatlon of the tax llablhty is agam a cha]lenglng job.
of the manager A . ,

Governmenr Reportmg Accordmg to the prows:ons contalned in the Compames Act and ;

Funds Mobdtsatton Thls is another important area: of action for the Accounts Manager

" He'has to. est| mate the requrrements of funds of the company, ‘comply with the procedures

to ﬂoat the securities in the: market and determtne the optimum capltallsatton and cost of -

I _capttal In dlschargmg this functton the Accounts Manager faces a number of challenges :

2.5. 3 FUNCTIONS OF THE C@ST ACCOUNTING DEPARTMENT

1'.'

Prtcmg of Marerral Issues: . lt is ‘one of the prlmary responsrbtlltles of. Cost Accountmg
Department. " It has to decide about the riethod of pricing viz., FIFO, LIFO.and Average

. Cost Method 10 be followed .in pncmg mater:als Thlft,"_‘.’;‘“\_hﬁ_‘.‘-@ ,mﬂuenc_e_ on the

determlnatton of actual prlce of the products
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Inventory COnrrol Controllmg of the raw materials, f nished products and various other’

- stores ancl spares items is the function of Cost accounting Department In that process, : -
: they . try to use various control techniques . like classification, codlf' cat:on and
: standarcllsatton for better mventory management :

Cash Budgef Preparanan In many of the undertaklngs, itisa pract1ce io allocate this job .-

to the costmg department srnce they would be. clealmg with the total budgetary control L

system.

' Submrssron of Tenders and Quorat;ons In the usual practice, il the tenders and
" quotations are placed by the costing department Here the cost structure plays the key rolel
‘ and the: data would be avai lal:rle wnh these people only

profits.

. Financial Analysis: For various internal purposes, the 'comp'anies'analyse'their own"
: performance In this regard, Cost Accounting Department will carry out thls exercise m

the firm to a high degree

2 6 OBJECTIVES OF FINANCIAL MANAGEMENT

.-

_ i)- Prof]t maximiz’a’tion;;and L o : .
i) . Wealth rnaximization s '

o -

2 6.1 PROFIT MAXIMISATION

“r.

Accordmg to tlus point of view,. the objecnve of a f‘ irm is the max:mlsanon of praf it.
Accordlng 10 this view accounting proﬁt is the difference between revenuies and expenses. [ti is
the maximisation of the profit that serves as the goal ThlS is based on the fo]lowmg two
1mportant assumptlons ' s

1. Presence -of perfect compet1 tton in the market and
- 2. Existence of free enterprlse economy

- Arguments for the Prof t maxtmrzatson The proﬁt maxunlsatmn theory has been supported for -
the following reasons: . : - .

i) Thisis based purely on the rationality of the individuals and the firmis. .-

1. Bua'getary Contro! The costi ng department also takes care of the preparatlon of dd’Ferent o
' _budgets and. measures the actual performance of the undertakmg lf necessary, it will
" initiate corrective measures for controllmg the deviations.

"me‘ t Ptanmng Every undertaklng has to plan for lts proﬁts ThlS plannmg is done by ..
the costing department ]t has to analyse the relauonshlp among the costs, _volume and .

We have dtscussed in the forego1n g paragraphs that thére are vanous ﬂnance functtons that are

" - required to be carried out by the finance manager \It is'reasonable to expect that the finance
- manager would be wise enough in makmg afl thése dec151ons In ordef that he should make ail - -
-these decisions rati onall ¥, company- should have an objective. From the fi nancra] management
-stand point of view, firms may have the followmg two objectwes

.23._



. n) it promotes the use of resources to the best of thelr advantage to gammax1mum out of .
- them. = L : : B

' n[) It leads to the economlc selectlon of the resources

Civ) It enhances the National Income of the country through eff‘ crent and 1ncreased N
' productlon .

Argumentr agamst the prof t maxrmrzarron “The prpﬁt maximisation concept has ‘been -
cntrcrsed for the followmgreasons : o . - S,

t) There is lack of urrahrm[ty regardmg the concept of profit it. There’ are Varlous terms
such as gross profit, net prof t, earmngs per share short term. prot' t and long-term
prof 1. )

ii) Profits wh:le enhancmg the natronal income, may not contrlbute to the welfare of the .
-poor, because they may lead to concentranon of economrc power -

iii) The assumptlons ‘on which it is based are untenable There emsts no perfect
. competition in. the market Stmllarly, all countnes do not favour-the idea of free
enterprise economy. There exists certain controls Wl‘lICh w:ll Irmrt the prof't'
maxrmrsmg capacrty of the undertakmgs - S

iv) ThlS concept is also crltlmsed for rgnormg ‘the tlmmg of returns and rrsk lt does not -
take the retuns in terms of their present values. - -

V). More S0, the ten'n prof' t rs oﬁen v1ewed with contempt Every sectton of the soctety -

- feels that they are fleeced by the ente\qzrlse For ‘example, consumers may feel that -
e they are charged hlgh prices. *\’:_-}. - :
For these ‘reasons thls tradttronal coﬁcept of profit maxrmlsatron has been often crmc1sed
Thus; it has fost its- relevance in‘the present day clrcumstances Many fi nanctal experts are
_How advocatlng max1m|sat10n of Wealth as the objectlve ofthe f’rm :

]

2. 6 2 WEALTH MAXIMISATION

BT

» - This objecnve stresses on the maxrmlsatton ofthe present value of“the future benef‘ts which
o the managcment of th¢ company expects to receive. Thts concept is. also known as Value -
Maximization or Net Present Worth Maxmlzatron Wealth in this case is defi ned as follows
CWe= = -+ . + - - + ~ -]
| a+y --:(1+k)2. 3 (Hk) U ey

“Where W= Wealth
. :
C, to Cl are the ¢ash mflows generated hy the mvestment ina gwen pertod oft:me
I = original amount invested in the project - '
K= cost of capltal rate or discount factor _
. . ! : i . !'. . - .
Imphcarrons of Weaz’th Maxtmrsanon The wealth maxrmtsatlon objectwe is acceptab[e asan
operationally feasible criterion to gulde financial decisions only when it is in consisteney with -

: the mterests of all these groups such as shareholders credrtors employees management and
24 : : | :



the socnety The |mpI1cat|ons of tl'IlS theory for various mterested groups are dtscussed .

. hereunder

Shareholders: The wea]th manim"isati(jn theory keeps in view the maximisation of wealth in

terms of - flows, The ‘wealth maximisation theory is cons:stant with the objective of
maxnmsatlon of the shareholders eeonomlc welfare. : : :

_Cred'rtors " The weaith maximisation'objecti've helps the creditors, both-short-térm and long-

term, in getting their dues, interest, and prmclpal duly paid by the company. Under this
. objective, the company ‘would have a long-term point of view. This would lead to the -

" company taking care of the interests of creditors. Even in case of]:qu;datlon the creditors will
‘get back-their amount stpee they would be paid out of the wealth accumulated by the company

-Emp!oyees: The employees would be. patd better, when the wealth of the company is,
maximised. The employees will be having opportunity-to share the benefits of the company
“and thus it leads to higher produetlwty high morale and in turn the wealth ofthe company can
be maxnmsed :

Management:- If the shareholders, creditors and employees. are remunerated suitably, the task

of management bec_omes easy and the managenient. can also share the prosperity of the.

~ company. The success of the management depends upon the maximisation of the wealth of the

company and the survwal of the management will not be threatened if thlS obJectwe is

achi eved

Saciety: Increase in the wealth ofthe company means increase lnthe wealth of the soc:ety asa

whole. The optimum allocation of resources among varipus-activities will jead to optimum -
capital formation and growth in the economy; as a results,afhe maximum economic welfare to.

" the somety Wllen the compames wealth is maxnfnsed all the sections of the society viz.,

consumers, owners, creditors, employees, etc., wolld get their due share. ln fact, the company"

N

can discharge its social respons:bllltles only whenthe company has wea[th maximisation as the
objectwe E P e :

N\

N\

2.6. 3 CREATION OF VALUE AS THE GOAL OF FINANCE

' James C. Van Horne in his book titled “Financial Management and Policy” states that the
. objective of a company must be to create valuesfor. its shareholders. Value, here, is represented
' by the market price of the company’s common stock, which in turn, is a function of the firm’s

investment, f'nancmg and dividend decisions. The idea is to acquire assets. and invest in new.

products and services where expected return exceeds their cost, to fi nance ‘with those
instruments, where - there is particular advantage, tax ‘or otherwise, and to undertake- a

meaningful dividend policy for shareholders. Value creation is said to be a specific job, which -
shareholders cannot do for themselves That is how a ﬁnanee manager finds hlm relevant o -

the orgamsauon R : e . W
It is presumed that he would be able to - take advantage of imperfections in the financial

- markets and acquire capital on favourable terms. If the financial markets are highly efficient,
as they are in many couniries, we would expect the former to be a ‘wider avenue for vilue

-~ creation than the latter. Further, most sharcholders are unable to develop products on thetr
©own. So value creation is certamly p0551ble : o

25



Exhlblt II sums up the entire gamut of Fthance Funct:on

Exh1btt il -

Financ,e_ Funt:tion' .

| Investment | - - Fmancmg o Dividend
-Decision . R Demsmn . : | Decision
CCRisk, b—— L - 1" ‘Retumn
: :
T _ o Creation of Value | |
. R . S o . . .\..j \ -
. ! . . ';';‘«.. .' ...e. o ]I

-CHECK YOUR PROGRESS 2 -

(a) What are the assumptlons on whlch the proﬁt mammtsatlon theory has been built up? R

' (b) What do you mean by wealth max1m|sat10n and Ilst out the partles whose ObjeClIVC is
conmstent w1th the wealth maxlmlsatlon S -

2.7 SUMMINGUP R TSNS

. 'The concept of busmess fmance has been mterpreted both from tradltlonal and modem

‘dimensions. The tradltlonal concept aims at explammg. the concept .of finance as, that of -
" providing funds needed by the business. Whereas the modern concept views it as an mtegral
© part of overall management, The st:ope of finance cove_rs the vanqus.aspects__ng.ht from the



. stage of‘ planmng to that of' control of an enterprtse Whlle tradttlonal writers conf’ ned the"
* - function of finance manager to that of raising necessary funds, the modern wnters extends the

scope from mere raising of funds. They named the funcnons of finance manager as executive B

finance functions-covering the 1nvestment decmon tmancmg decrston and dmdend declslon
The orgamsatton for carrymg out the finance function depends on the form of busmess and the
" size of the business. A finance manager should function keepmg in view the objectwe of

business. Some argue that the objective of business is to maximise the accounung profit. .
There are certain views going. in favour of this theory and also_agpinst this theory. Others )
argue that -the objective of the- business must “be the maximisation of wealth of the
shareholders, - By maximising wealth of the shareholders, the company will be able to satisfy
the parties connected to the company such as creditors, employees,, management soclety and'-.

: government Value creatlon is now sald to be the goal of finance.

2.8 CHECK YOUR PROGRESS : MODEL ANSWERS o ;

. (a) The executwe functtons of ﬁnance manager mclude

i) Investmerit deCISIOI'I
i} Financing decision; and
iii} Dwtdend decrsron

Q) Tradltlonal concept of finance function. emphaslzes on the moblltsatlorr of funds whereas
the modern concept focuses on the better utlllsatlon of. funds also. ' -

3

(n) That there exlsts a free enterpr:se economyt\“

b) Wealth max1mlsatlon refers to the max:rmsatron of. Net Present Value (or wealth) of a

firm in the course of time. Thiscan be done by maximising the wealth and minimising ..

the risks sunultaneous]y, prowded* other thmgs are constant

b

2. 9 MODEL EXAMINATION QUESTIONS

~

L Ansn er the. followmg questlons in about 3{} Imes each

1. Drscuss in detar] the scope of fi nance,functlon in ar. enterprlse

2. The executwe fi nance functlons cover three broad dec1sron areas What- are-they?

Explam ___

"3 What are the argurnents for and agamst the prof’ t maxumlsatron concept’?

4. Explain wealth maxrmlsatron concept and :ts lmphcatrons

ﬂ Answer the followmg questlons m about 15 lmes each
S, How doés the modern concept of ﬂnancc fl.l]‘lCthﬂ dlﬂ’er from the tradrtlonal concept‘?
6 Explam cost of caprtal and the mvestment dec:smns
7. What is finarice manaber s role in managelnent of current assets‘?
8

Why should partlcular attentton be paid for the organlsatlon of fmance functlcm'?
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3.0 AIMS AND OBJECTIVES R

The aim of this unit is to discuss in. detan‘l\the nature and scope of Fmanmal Plannmg ln that

y

- process, the unit focuses on the significance of financial planning. It is also essential that we

. understand, the nature of financial requirements accurately to effectively carry out the job of
financial planning. The tools and techmques requnred to plan for the fi nam:lal requ1rements of

. a busmess are dlSCUSSBd at length. :

On the whoIe after going through the un'it you Should be able to:

understand the si gmt' icance of ﬁnanmal plannmg,
identify the steps involved in financial p!anmng, |
‘describe the nature of f' nanc:al req sirements; _
‘ learn the techmque? to carry out financial planning; and -

recog'niée the Iimitaiions of ﬁnancial.planning. ;

3 1 INTRODUCTION

Plannmg is deciding in advance as to what is to be done in future. Busmess units are requwed
to plan in advance for theu‘ f hancial requ1rements A busmess wﬂhout p[annmg is hke a ship

29
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w1thout a rudder Without rudder the shlp wrll dnft atmless[y, without any sense ef purpose

" or. dtrectlon moving from | one crisis to- another To plan effectively, the bus:ness unit should
- have an understanding of an internal and external factors affecting its operations. It should.

anticipate how these factors will ‘change in the future: ‘and. assess how they will affect the

-company’s growth and prospects: A successful managerI spends eon31derable time in planmng

and devotes the rest of the time to put these plans into actlon

We Wll] now eon31der oplmons of some of the authors in' f nanee to galn a comprehenswe view
. of the nature of ﬁnanelal planning. - ' - o S

' “The aim in fi nanelal plannmg should be to match the needs of the company w1th those of the'- ' 3

mvestors with a sensible: gearmg of short tenn and long term f xed interest securities”
- -G D Bond

=S

“The fi nancral plan should do more than mclude the best avallable 1nformat:on about the

‘economic and competitive environment in which the business operates and establish targets for o
the sal es and prof ts to be achleved by certain dates B

It is ewdent from the above that fi nanmal planntng isa comprehenswe task requmng busmess
uiits- to ro-ordinate activities for pooling up of resources and: putting for proper use. The”

) success or failure of other functions such as prodUCtl on and dlStrIbuthI‘l depend Iargely o the-
manner in which the finance plannmg is done ' = - -

3.2 SIGNIFICANCE OF FINANCIAL PLANNING

\J /

“The success of a busmess enterpnse depends upl;)n the careful preparatton of a prudent _
. financial plan for the business. By estlmatmg in detall the current and future requirements of

- funds for operations and capltal expendtture purposes the management- gets. the 1nformat|on o
~ and, thereby.the ability, to utilise,the resources to thé optimal level and aveid wastage
_ Financial p]an also helps to determ‘me the optlmal capltal istructure of the f irm, © - o

Itiis the functton of the ﬁnancml manager to prepare the f' nancial plan takmg mto account the' o
company- pohcy and the forecasts’ of his productton and ‘marketing colleagues Itis his -
-~ responsibility to eoordmate the plans of each area. Once the financial forecasts are ready, the

- ‘management has an opportunity to review the projected plans and modify theni to match the-
© resources of the firm. . Thus the maxnmum utilisation of ava|lable funds can be ensured. The _

advantages of fi nancua] planning are:

B

It pomts out tq management. what funds are needed and when and for what duratron 1f the

- __speetﬁe plans and programmes of the eompany are to be nnplemented

' It hlghhghts to management what resources are needed and enables management to consrder' '
: sultable alteratlons to plans before commttments are made -

I also serves as- a_ basis for rev1ew and control whereby dewatlons from th@tpeeted -

. performance can be- promptly |dentn" ed and necessary corrective actions taken wnhout delay

" E W Walker and. W H. Baughn have stated that the. prlmary advantage accrumg through._'
s Fmancral Planmng is the eltmrnatlon of waste resultmg t‘rom complextty of operattons For

--Gordon Dona]dson_ o |



example technology changes, hlgher trades increasing cost of socral legislation, ﬂuctuatlons
in interest rates and pressures resultmg from increasing’ competition tend to cause the

, management to exert wasteful effort, Financial Planning heips the management to avoid waste -
by providing policies and procedures that suit the present management A clearly developed
- financial plan tends to relieve the top management frorn the burden of detarled explanatlon to

the middle and lower level managers.

“In this regard Cohen and Robbms have succmtly 1dent1t' ed the _|0b of f' nan01al p]annmg In:

their opinion, Tmanua] planning should aim at the followrng

. Deterrmne the fi nancral TESOUrces. reqmred to meet the companys operatmg-'

programme R P T

e Forecast the extent to whrch the f" nancml requ1rements wrll be met by the mternal
sources and to what extent they will be. met from external sources. :

e Develop the best plans to obtain the reqmred external funds o o L

‘e Establish and maintain a system of fi nanclal controls governmg the allocatlon and use

" of funds.

o .Formulate programmes to provrde the most effectrve cost - volume - proﬁt

relatlonshlps

» Analyse the fi nanc1al results of operations..

operations of the firm.” ~ = - IR SO o .

Y

* Financial planmng is, thus, a framework whlch helps the \company to prepare |tself effectwely :

for the future. _
\ / .

« Report the facts to, the. top management and make recommendatlons on future'

3 3 NATURE OF FINANCIAL REQUIREMENTS

N

* The success of any busmess enterprise dep’ends toa large extent“ on the care wtth which the

_ ﬁnancra] requrrements have been determmed and provrded forona cont1nu1ng basis.

What are the main purposes for Wthh the funds have to be prowded in the case of a new .

enterprrse"’ And what will be the nature of ﬁnanc:al requlrements for an e)ustl ng enterprtse"? N

" When a fiew busmess is set‘up, the promoter wrll have to plan for the funds for acqumng the

'_necessary equipment and facilities, commonty known as fixed assets.. He should also find the - -

resources for meeting the promotlonal legal and other prelrmrnary expenses in connection

. with the setting up of the business. Once the entérprise starts production, adequate funds will
‘have to be constantly found for purchasing and holding raw material$ stocks, for meeting the - .
costs of labour and supemsron and other expenses and for supportmg stocks of fi nished goods o

" and credits to customers. o _ T

' Looklng at the nature of ﬁnancml requ1rements for .an enterprlse two dlstlnct types of needs
can be rdentlf ed. . :

a). Funds for long-term mvestment in- ﬁxed assets; and
by Funds for on-gomg or reCurn ng tnvestment in. current assets

o3
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‘d) Intanglble Assets - . \ - . _' S

For a new enterprlse substantial funds for m:tlal mvestment in f' xed assets w:ll have to be -

organised. Once it.starts operations, the financial support for purchasmg and processing of -
materials and for the distribution and sale of manufac;ured goods will have to. be provided

" regularly and continugusly. - When an existing business plans to expand will become necessary

and‘the required long term funds will ‘have to be orgahised. - As' and when the existing’
equipment and facilities wear out or become obsolete, funds wil also have to be- found for

'-.acqurrmg and: replacmg such equnpment and facﬂmes

We may now have a closer look at the dlfferent 1tems and actlvm es of a busmess that requires:

: long term and short term financial resources. - g

1. Long Term Finaneial Requiremenls o '

We observed that funds are requrred for Iong term mvestment in f’ xed assets What are ﬁxed o

- assets" And why]ong term mvestment'? Y N :

Assets, in the form of facrlltles and eqmpment which are used for productlon for Iong perlods

' ‘of time are known as fixed assets and they include the followmg C .

a) Land and Bulldmgs

When a new enterprise is p]anned the promoter should ensure that land is acqu1red atan

'approprlate location, not only to house the factory to be constructed mmally but also to meet

.growth and expansion requirements in future. Buildings for the production shops-and services,
- for- storage” of 'materials, components and finished goods and for ‘offices will have to be ™ - -

properly. planned and constructed: The cost of land can genera!ly be ascertained without

difficulty, but the construcuon cost of bu1ld1ngs\wrll have to' be carefully determmed takmg ’
the advice of the. archltects Development™of sites for construction of the factory. and:
administrative bui]dmgs and specml requl[e?inents of foundatlon and strength for different
types of manufacturlng and other activities should all receive due consideration at the planmng
stage so.that the required fi nancial esofirces can be orgamsed inadvance. Lack of attention to
these essent1al details often resultssn stoppages ancl delays in construction work for want.of
funds or other critical matenals : :

b) Pla nt and Machmery

In relation to the products to be manufactured and the processes selected the- required plant

. and maehmery will have to be chosen by the techmcal people Wrong selection of machinery - '

can prove to be very costly as the funds thus spent would have already been committed for a
long time; but the expected output of products may fail to come and the income will also be

- affected adversely. Once the proper choice of machines has been made, their prlces can be
_ ascertamed from the manufacturers and thé req uired funds provrded

c) Furmture, letures, Vehlcles etc

Fm mture fixtures, ofﬁce equlpment and vehlcles are other types of ]ong term assets essenual :
for the proper functlomn g of the enterpr:se, and call for long-term 1nvestmem of funds

Intangible. assets refer to certam expenses mcurred at the Itlme of settmg up’ of the busmess

For lnstance, promotlon expenses mclude all ¢ expenses mcurred from the time the-business idea

. i L



' ongmated t||1 the mvestlgatlons about 1ts commercial feasrblhty are carned out and act:on is
‘initiated to assemble the réquired men, materials and money. Then there are organization

expenses incurred at the time of incorporation of the enterprise, such as lawyer’s fee, filing fee -

and incorporation fee. In connection with the raising of financial resources by issuing shares
ot debentures, commissiort will have to be paid to the underwtiters and brokers. - These

categories of expenses come to be termed assets for the reason that they are not operating and-
regular expenses like salaries, wages, ‘rent etc., and are.in the nature of initial heavy -

expendittire, as in the case of fixed assets. But these expenses do not create tangible assets like
buildings, machines, furniture or vehicles and are-therefore referred to as intangible assets.
The initial financial requirements for these preparatory steps in establishing business will have
to be properly estimated and the {*'unds arranged from long and medlum terrn sources '

2. Short-Term Fmanelal Reqmrements

Having demded on the funds needed for fong term 1nvestment in fixed assets; the enterpnse

management s attention should turn to identify the requrrements of funds for the smooth -

.functlonlng of the regular manufacturmg and related operatlons

t

The ‘amount of money that a company must have to finance its day to day operatlons is

"_'generally referred to as workmg capital. Another name for it is cwculatmg capital, The

1mportant point to note is that these amounts are employed in- short term operatlons

What is the nature of the requlrements of day to day operatlons‘? We noted earher that funds
are requrred for mvestment in current assets. What are current assets? «

Current assets afe converted into cash in thie short run, say, Wlthln a year, or within the mormal

operating cycle of the business.. These include stocks ofirgw material and stores, work- in--

progress, stocks of semi-processed components ﬁmshe\d goods, book debts.and cash and bank
balances. Let us’ have some details on the components of current assets -

. 9 »
a) Raw material ' K ¢

N\

Raw rnatena] is"in most casés,. the major element of productlon cost. It is also in many

instances the dominant part of current assets. Itis not possible to purchase materials on a day
. to day basis to meet the daily requirements for production. - We have necessarily to buy and -

- stock raw materials and issue them for production as and when requrrecl When prices-are
- rising or prlee concessions can be obtained for large volumé of purchases, it might be found
desirable to buy in bulk and stock. The cost concesions on purchases will more than
compensate the additional costs for carrytng inventory, some crltlcal items of materials may

“take a long tife to procure and to ensure that there is no hold up in productlon due to their -

non-availability, adequate stocks of these items will have to be kept. Sudden changes. in

production programmes, result in some materials being rendered surplus while the required - -

materials are not readily available. The proper soyrces for purchases have not been established
and the quality standards have not been clearly set, poor quality purchase of materials will tead
LY defective production- adding to costs and aFFectmg profits adversely. In taking note of all
these aspects and taking necessary advance action, the aim is to reduce the locking up of funds
in excessive or defective stocks. The factors. that influénce the levels of raw materials

_ inventories are the expected production volumes, seasonal aspects of production, dependability .-

of the sources of supply and the degree of efficiency of materials. planning, and purcha__ses
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requlrements will be much less and for shorter duratlon

A planned effort at support:ng a given productlon programme with the nght quanmy of g
. - materials, of required quality, made available at the right time, ensurmg at the’same time that -
the funds tied up in stocks are minimum and for short duration, ¢an be said to be the essence of -

_ effective materials inventory management If materials plannmg is weak and wrong purchases « -

- “are made, there will be “accumulation of redundant, non—movmg and slow moving stocks:
.-blocking funds for long perlods Such - lnventones cannot be termed current assets- and 2

represent wasteful and expenslve long term investment of funds.

b) Work—m-progress :

The stock of sem1-manufactured 1tems or work-m-progress will depend on the nature of
manufacturing opérations, the number of operations and the time taken to perform the required
number of operations.- The technical people will constantly ry to speed up’ operations by
method changes, improved designs and other methods ‘and thereby reduce the blocking of -
funds in-work-in-process inventories. If production ﬂsow is well- orgamsed the ﬁnanclal i

|
1
L
|l
I

c) Finis-hed Goods". 'Inventories'

Why should fi mshed stocks be ma1ntalned? We know that it is not posmble to match

} \productwn to day to day demand, part:cularly where the products have a seasonal demand,-or
even though the demand exists throughout the year, the raw materials are available only during -
‘a.certain part of the year. Sometimes, it is' advantageous to produce in bulk to gain the

economies of large scale productlon and, in this case, the|products will have to be stocked and..

. sold. If the customers demand -is to be. promptly met, 'we should be in a position to hold .

adequate stocks at the various outlets so.that they can| be delivered from the shelf. This

. requires planned effort to hoid adequate but not\e;tcesswe stocks at the various selhng pomts :

Moreover, these: mventorles are to bé held only for short perlods so-that there is no undue and

_prolonged locking up of funds. Without delay, the stocks should be converted into sales and
“money realised to support the company s operations. If due to faulty. planning or wrong

assessment of demand, excesswe $tocks. pile up and remam vnsold for, long spells ‘of time,

“wasteful investment in non-moving stocks will be the outéome, and to this extent there will be

the need to find additional external funds for financing the ongoing activities of the business.
This will not only mean additional costs and reduced profits, but will also upseét the financial

arranigements and health of the company adversely. - The:aim of effective management of the
~finished goods mventory should be.to keep adequate stocks of the products. at-the required
. outlets to meet the ‘market needs prornptly, and yet avo1d build- up nnbalances such as excess .

.stocks in certam outlets and stock—outs in other areas. - '

) Book Debts .

i . L.

: Goods and semces ‘are oﬁen sold agamst promlse of future payment The extent and . the -
- quantum of credit will. depend on a variety of factors such as the related commercral practlce -

the credit rating of the parties to whom the facility | is bemg extended and the increase in sales -
that is expected to be achieved by prowdmg attractive credit facilities. It must be noted that
granting credit has the effect ‘of diverting financial resources since there will be delays in

 realising monies due on sales and the funds requ:red for 'operatlons will have to be obtained.” .
- from banks or other sources at. conmderable expense. It is, therefore, necessary to ensure that

the right amount of credit is provided.for the right durat1on Whilg too little credit might affect '

- sales, too muchof it can lead to serious fi nancial problems as a result of long delays in

. . | ) '.“
S ag collecuon of monies due and on. account of bad or unrecovered debts Well admuustered -



-credit can servé as an effective tool for sales promotion. It can win and keep new customers
But once credit is extended, the flow-up and collection of book debts should also.be effective

50 that monies are promptly collected. If due attention is not given to this aspect, funds will
get blocked up in outstandlng debts, ancl avo1dable fi nancral problems will have to be faced'

“ and tackled

€ Cash and Bank balan.ce

The need for busmess to hold cash arises from the necesstty to meet current cash obltgatrons in -
- the ordinary course.of business: The operating needs have to be promptly met and any delay -
- will effect production and ‘profitability. The businéss can be viewed as a series of cash inflows

and ‘outﬂows The cash inflows come from the collecnons from sales and the debtors and the

cash outftows relate to payments for purchase, payment of wages and other operating -

expenses. These inflows and outflows rarely match or synchronise and it is to be expected that
there will be days when there will be surplus cash-balance remaining unused while on other

. days there may be cash shortages causing much embarrassment. By preparing a cash budget,
-~ taking care to note the expected receipts and payments on a day-to day, week to week and

month to month basis, the requirements of funds to cover the excess of payments over receipts

at dtﬁ‘erent dates or pertods ‘can be determmed ‘and necessary resollrees can: be moblllsed in.

tlme

_ Some cash reserve should also be Kept to meet the unexpected needs. Inthe absence of proper-

-resource planning, payment of taxes and dividends may pose serious problems. The aim of
_ effective’ cash management is to ensure smooth functioning of day to day business; by careful

direction of the flow of cash into and out of the business, 5o that the operating and contractual

payments are promptly made. - In the absence of cash plannmg, steep cash surpluses and cash

“deficits may occur in unexpected manner causmg ’serlous prob]ems for- organlslng the. .

necessary fnances o : - N
. W ' \ ’.Q' B

‘We have already seen’ that current assets are short term assets. They are also referred to as -

working capital or circulating capital whigh’ emphasrses the circutar flow nature of funds

invested. in current assets. Raw materials that have been purchased stay for a while as

~ ‘inventories and then ‘move into the production streams. " Labour and other manufacturing "
expenses enter the productlon process. The raw materla]s pass through the interim stage of :

' _.,"work in- process to finished goods. Finished goods pass through the phase of book debts, until =
- the collection of outstandings results in the reappearance of cash at the completion of the cycle.
- This cyclical process involving cash to cash journey repeats itself again and again. But it will’

-be wrong to presume that'the flow is steady and.smooth all the' time. Left to themselves, the

. flow are capable of violgnt fluctuations and unless they are carefully watched and resu!ted )
'they can cause serious’ financial problems and even.lead to business fatlure. - Effective )

. management will involve pre-determination of the:minimum funds required, .study of the = .

pattern of recerpts and payments, and advance planning of short term borrowrngs and

' mvestments

.3 A mlx .;".r Longéterm and Short-term- Fun’ds '
" Long-term-fi nancial arrangements have to be made for fi nancmg the fixed assets. Current
assets are to be-financed entirely by short term funds? Not necessarlly Every firm will have

- to maintain a minimum level of current assets, in terms of minimum [evel of raw materials -

~ work-in-progress; minimum finished goods and book debits, throughout the year. This part of
) current assets can be regardcd as permanent workrng caprtal and long term fi nanctal
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- arrangements-will have to be made for supporting this St!agrnen_t' of current assets. - It should be |
~“understood that unlike fixed assets, the permanent . working capital constantly changes its form
- from one component of current assets to another and its size will be influenced by'the pattern
. of growth of the enterprise. The fluctuating requirements of the working capital are short term -,

in nature and will have to be found from short-term sources. The managemment will have to

*decide on a right mix of long- term and short term sources of funds to finance-current assets,
- besides organising long- term funds for the entire investment needs. of the fixed assets. -

3.4 STEPS IN FINANCIAL PLANNING

T]iei'él-.i's a procedure to be followed for planning any activity. It-can be likened to that of a

sequential order, one has to follow. Thg whole exercise sho;jldi; be completed in’ a phased-
“manner within a presciibed time schedule. The following are the steps in financial planning.

i.  Establishment of objectives
ii. ‘Formulation of policies !

iii, Forecasting items to be included in the ﬁ.nancialip]_an -

" iv. Formulation of procedures, rules and r_égulations:_ '
i.  Establishment of objectives: The first and foremost requirement for any planning is

the establishment of objectives. Every business|unit shou_l_d lay down the purpose for '
which it is set'up. Objectives follow the basic purpose of an organisation. Setting up of
objectives may, be refated to.the final performance of ‘the business unit. It is in this -

j‘co_nte'xt_, Petér F. Drucker, the doyen gg'l_rganagcment'_theory-, devclo_ped'th_e"concept-of

‘ Management By Objectives (MBO})‘;‘L\I “the area of findncial planning, a business unit

~ may establish objectives concernipg«l{e following aspects: -

(a)’ Achieving a desired :ratg;.dfil"emm: ;
_'_(b)_ Developing an op_timuﬁl\cs_épital‘ mix - :

i -(é) 'Miniin_i_sin_g the cost of ';eipital . '

@) ’F(ﬁrmulqti'_n'g’an optimum dividénd policy -

_ii. - Formulation of Policies: Policies are guidelines for action, Financial policies deal with -

procuring, administering and disbursing funds of the business. In this stage, objectives

are translated into policies. * To be effective, they need to’ be properly formulated and -
- communicated among the employees of the organisation. Financial policies may relate -

' to any of the following: . -

(a) Amount of capital required for the organisation:
(b) The sources from which, capital is to be raised. <

© The debt-equity proportions -

(@) Creditand collection policies .

;(e) Qash ménagem_ent_'. AU '
~ (f) Inventory management _ S

) (g)__ Ban_l_&i_ng-rel_aiions,.etc. IR S L f- . " o ' ,

:
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i Forecasting: Thrs is the next step in the ﬁnanmal planmng exercise. Since we are_
- dealing with time period ahead, we have to make certain estimates of items to be

incorporated in the plan. Facts and’ figures relating to the events of the past are- -
available. Sometimes, nothing may be available. But we may have to predict into the _
future. This process of projecting into the future is referred to as ‘forecasting’. There "

are several statlstleal and non- stanstlcai lechmques avai lable for tbls purpose '

iv. . Formulation of procedures, rules and regulatlons In order to carry out the message»
~ of the top management, policies are still require to be transtated into procedures, rules
- and regulations. Procedures spell out the: sequence in which work is to be undertaken.
For example, procedure for raising caprtal may specify, the sources from which capital
needs to be raised, the method of ralsmg like public issue or private placement, the lead
- managers and bankers to the issue, the underwrlters the method of allotment of shares or
: .'debentures etc. : S e IR

'CHECKYOURPROGRESSI .

Llst-out the steps in ﬁnanc‘lal p]anmng.

e e

35 TOOILS'OFI FINANC’IAL PLANNING T

. The miost significant aspect of fi nancral plannmg is the w\y it is done The foliowlng are the :

-methods used to carry out financial plannmg in busmesses

.,'

1. Cash Budget B : “ | _ B e “

2. Proforma Incomefétetement_' W
3. Proforma Balance gheet
4

Capltal Expendlture Bud get
3 51 CASH BUDGET AS A TOOL OF F INANCIAL PLANNING

Compames plan for therr busmess requ1rements by notmg down the movements taking place
.in the cash resources of the organisation, All the business transactions are fi inally reflected in
the cash. Whether we buy raw materials, seil finished goods, pay wages and incur other direct,

and. indirect expenses, the cash position-of the undertaking is affected That is why cash

plannmg is con51dered asa ﬁrst step of financial planmng

Cash Budget shows the schedule of cash receipts and cash disbursements which have been-
committed by the firm and are expected to arise during the budget period. It is d presentation

- of projected cdsh receipts and cash payments. The Cash Budget i Incorporates both capital and .

revenue items. The capital nature cash -inflows and outflows are also considered while
preparing the Cash Budget through these cash flows may be a part of long term budget. So,
the Cash Budget shows the cash flows arising out of operating budgets and capital budget of

the firm. Since the Cash Budget: deals basmal[y with the lquIdlly, reﬂeets the changes in all-

. items aﬁ‘ectmg the liquidity of the firm.-
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~ ©Cash Budget is an important technique of financial pl__anni‘ing and helps in controlling the cash .
flows through the firm. It heips keeping the cash balarice ‘at-an optimum level. The basic

N ‘purpose of the Cash Budget is to coordinate the timings bf the firm’s cash needs and the cash
. availability., The Cash Budget emphasizes the planning for surplus cash and shortages.. The
preparation of Cash Budget is critical since cash is the life blood of any firm. 1t is no denying -

“the fact that without adequate cash as and when required, any firm could fail. “The’ Cash

- Budget help in’ identifying the shortages of cash so'‘that proper arrangements may be made-in’ .
advance to procure the necessary funds. The temporary: excess or surplus of cash position‘is. .-

* " also fraceable with the help of the Cash Budget. ‘The finance manager can plan to-invest these -

* . x4 - - E s s T P ' . - -
_surplus in short term’securities in order to generate income for the firm.~

.

._'Formét_o_f__th'e'C_a'slf'Buﬂ:get‘ ) o NN S I

The following is,the general format of .;Eé .C_é.sh Budgéti -

1

- CASH BUDGET FOR THE PERIOD FROM JANUARY TO MARCH 2003 _
1 L N I . _Janilai'y *| " February ‘March |

| 1 | Cash Receipts:

LI

| (@) Cashsales . . N xxx | kx| sk

| (b) Receipts from customers M CUXK. XX

| {c) BankLoan. - . . (O N L I NPT XXX
"« | (d) Issue of Shares 2 DU S A" SR

.1 (¢). Any other Receipt N~ ooxx |- Txx T xx

1 Cash Paymentsy " -

| FOTALRECEIPTS - <0~ x| x| oo
| @) Purchases ~ " | wx |7 x| [0 Xk
(b) Wages and " salaries . - o Cooxkx | oaxxx L L XXX E

~ The Cash Budget niay be prepared on a quarterly or, a monthly. or even ‘on a weekly basis to "~
~cover a period of 1 ‘year.. The choice between the quarterly/monthly/ weekly interval depends ~
- upon the nature of thebusiness'and the relevance of cash for the firm. “The more seasonal and
uncertain are the cash flows of a firm, the shorter shduld be the interval. The firm in an. -
' “extreme cas¢ may preparé. the Cash Budget on a daily basis also'revealing the importance of

© e Administrative Expenses AU R S S © SR CRE S 3

(d) OtherExpenses  ~ = ..~ | S XX o XX ’_ _ L XX

| .TOTAL PAYMENTS o : XXX coxxx | xxx

- _(1411)_"'Surp_lu's'!’Derﬁéit S xx | XX L Sxx |
. |.Add: OpeningBalance -~ - | XX L XX N > SR

s

) 'Clqs__i_ngBallarice pf_Cas_h_'_ j-/’_ - I R - xx o o] XK

| " In or_ciér_to 'prep'ére' the Cash_'l_i_l'ﬁdget, ohé has 16 make si:vg'ral'.estim'atés"zi'blo'ut the receipts and N
- payments. ~All the-plans: that.the company. may be ié}en_din‘g to implement will have cash -~ .
. implications.- Then the cash will be.coming in or cash will be going out.. Cash Budget reflects

- all these plans. Quite-often, the cash balance as-,in_dic:at:é:d“by the Cash Budget may:bg more or
. less than the desired tinimum balance at the end of the budget period. . If theré is excess cash . -

 balance, the firm has to find avenues for investing the same, If the firm ends up ‘with deficit, it
has to explore the possibilities of fresh sources of loan/éredit. - - - . S

o

RN [N .
! B : =
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- Illustrational-

The followmg forecasts have been made for XYZ Ltd for the perlod J anuary to March 2003

January _ Februarv . March-'-'
Sales | 75000 | 71,05000 | 1,80,000
Raw Materials - _ 70,000 *-. ) l 00 000 '80,000 C
Manufacturing Expenses 10,000 * 20,000 29,000 |
Loan Iristalment 1,000 | "11,000 [ 21,000

Additiona-l Information. o

1) All sales are made on crecl1t basis. 2;’3 of debtors are collected in the same month and

balance in the next month. There is no expected bad debt The debtors on January 1 L

- 2003 were Rs.30, 000. o

i) The minimum cash balance the f" irm must have is estlmated to be Rs. 5 000 however N

the cash balance on January 1 was Rs.6, 500 v

|11) Borrowmg if any, can be made in mult1ple of Rs 100 only .

' Prepare the cash b_udget.for the _perl iod cf 3 m_onths (i gnonng _l_nterest on Borrowings)_ _

_Solution o
,A) o Cash Budget for the per:od from January-March 2003
- - January _|. February - Mareh
) Opening Cash 6, 500 N 5, 500 5 000 .
Inflows: ~—~ & T _ R
Debtors (Previous month) . 30000 _ 2_5,000‘ ' 35,000 | -
Debtors-(Current_n'lcnth)- Ns0000 [ 70,000 . 1,20,000 .
Total Cash Inflows” | () 86,500 | _ 1,00,500 | 1,60,000 |
R B Januarv February | = March . |
Outflows: 'f e SO
Raw Materials 70, 000 | 1,00,000 | 80,000
Manufacturing Expenses \10 000 . 20,000 | 29,000 :
Loan Instalment 1,000 [ 11,000 | 21,000
Total Cash Outﬂows 31,000 . 1,31,000 1,30,000 '
Cash Balance (A-B) _ 5,500 :30,500 - 30,000
" Borrowings (Refund) . - — 35500  -(25000)
‘Comment L B

’

©Itis evident from the cash budget that the firm will have a pc'5|t1ve balance of Rs.S, 500: at'the-

end of January 2003. Whereas, the firm will have to borrow Rs.35,500 during February so as

-to meet its outflow requirements and maintain the required minimum. balance of Rs:5,000. -For .

" the month of March, there will be a positive. balance of Rs:30 ,000. The f' irm cart repay upto
' _Rs 25, 000, keepmg Rs 5, 000 as minimum balance .

r



3 5.2 PROFORMA INCOME STATEMENT

The Proforma Income Statement (PIS) is- s:mply for'ecast of the expected income and

expendlture for the intended planmng penod The major utility of the preparatlon of PISis to -

find out the result of the business operations. We will be knowing, whether the firm will end
- up wuth proﬁt or Ioss The follomng 1nformanon is reqmred for the preparatlon of the, PIS

a) -The sales forecast or the sales budget o

b} "The Income Statement of the precedmg perlod |and the identification of those 1tems '
(of expenses) which varies directly with the sales. The two items which have a dl;'ecl
; relanon with the sales are the cost of goocls sold and the operating expenses. These
two items are expressed as a percentage of saleSIon the ‘basis of the ]ncome statemem
for the precedlng period.. = - S . _ -
. l
¢y ldentn" catlon of those items (of the lncome Statement) whlch are mdependent of the

o sales Such items may be fixed expenses deprematlon etc
o d) The dwldend pohcy for the budget perlod K :

.- % i .
The preparatton of PIS has been explamed wnh the help of the followmg Illustratlon

t Illustratlon 2 o e - .. S !‘
" The fO“OWI ng i5 the’ lncome Statement of ABC L., for the year endlng December 3! 2002

y Prepare the PIS for the year 2003 given that the sales have been forecasled to increase by 10%
durtng the year 2003 and the letdends W|ll be mamtalned at the same Ievel :

INCOME STATEMENT FOR THE YEAR}ooz S X
N Amount
B ) Sales O 300000
_‘()COSt of Goods sold | 215000
\ GrossProfit- . .. . | . 85000 -
'-()Deprec1atton 00000 T
" ()Operatmg expenses _ 40'000i. -_.'-S0,00b R
 Profit before Interest and Taxes (PBlT) 35000 <
( (- )lnterest : -'I' B _' . .6,000 — . ) N
" '.ProftBeforeTax(PBT)." S0 2900 -
o C ) Taxes @ 40% (11,600 I
o DrofitaflerTax | Um0 v
" () Dividend Faid T e
" . Retained Earnings -. . ) T13,400 "\_



Solutio_n

PROJECTED INCOME STATEMENT FOR THE YEAR 2003

Anioum
'.Sales, (forecast) B o 3,30,000 o
() Costof Goods sold  (TL.67%) - - 236,510
~Gross Profit T : _95,490
() Depreciation . 10,000 © L
() Operating expenses (13.33%) 43,990 53990
-.Pr;)f_it'B'eforé Int.ejre'st. and Taxés (.'P'E:iIT)_. S -39,500
C O Interest . 6,000 R
~*Profit Before Tax (PBT) , o 33,500 ’
\ C OTmes@40% 13400
O Profit Afler Tax (PAT) < 20,100
()DividendPaid . * 4000
- Retained Earnings - =~ iG,lOO

, 353 PFOFORMA BALANCE SHEET -
. . ) ’ ) I,l’- . - . . \“} . I . .

"A Proforma Balance Sheet (PBS) is a direct estimateof the expected ending values for all the
assets, liabilities and equities. Unlike a cash budgqt,\_a'ptoforma balance sheet gives only the _
cumulative funds required over a period of timeyather than when (within the period) thé funds-
will be needed. Inaddition, cash budget directly relate only to a few balance sheet items, such

. as cash, while a pro forma balance sheet fofgtasts all assets and claims on assets. Moreover,

_based on this projected statement, additional iriformation on future financial condition and-
performance can be obtained by performing a ratio analysis of the pro forma statements and by

 constructing proforma derivative stafemets such as 4 common-size staterhent. . ¢

. Because a cash flow forecast is normally. prepared” first afjd because most approaches 16
'_t_:on'stri.lcti_ng a pro-forma baldance sheet depend on cash flow estimates, this statement is not -
only a supplementary source of information but alsa a check on the consistency of the two
forecasts. Besides cash flow estimates, the construction of a proforma balance sheet relies on
the cuirent period’s ending ba]énce_sheqt_ and the pro forma income statement, '

A

~ IHustration --l-
: 'The_‘ following .is the _Income statement Of__XYZ'L'td., for‘thc year ending De;_é:mbér‘ 3 I, 2002,

E
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INCOME STATEMENT FOR THE YEAR 2002

\ .- '[ ks ‘Amount
. L RS
‘  Sales o 300000
(-) Cost of Goods sold e 2015000 .
) " Gross Profit . ) | S .8\5?.000
'.--_'()Deprecr-atron : '_ 10, OOOi' .
| () Operating expenses 40, 000 50000
. | ",.' Proﬁt before lnterest and Taxes (PBIT) __: _'__35,0'0{-}--' | i
' : _( -} Interest - S ,'.6,00_0.-' o i
" ProfitBefore Tax (PBT) T 29000
N ".(_)Taxes@alr}% s l 11600
- ~ Profit Aﬁ'e\r- Tax . . - 1'7,4.00'; '
| : ..().I')'i'v'iderid"Paid 4000
; Retal ned Earmngs ! _1"3_460_
‘ 1n the. above same perrod the Balance Sheet of KYZ Ltd., is '
- o ; BALANCE SHEETAS {)N DECEMBER31, 2002
: Llabllrtres _." - A_m'nuht_ 1 Assets T }\mo'ur_lt.""."
'. Share Capltal - \4{5,000 '_ leed Assets ' 75,000
| Reta_rned E_a_t_rmngs_ ' _' o . '-..\. 35,000 "Cashf“! : 1'8;000'
Long term"debrs"j_ L T 60,000 “Stock | 3 21,500,
'_Credrtors | ' _' :_'-’?_,.16? "Dehtors: ' \'_.' : 3‘5,0.00 |
- OtherCurrem Lrabllrtres | .7333 | _: o )
|  Total - 1,49, 500 | ’ Total 1,49, soo'-'

o The fol]owrng assumptrons may be made to. prepare the PBS at the end of the year 2003

1"

1 A m:mrnum cash balance of Rs. S 000 is desrred at the end of the year '

PRSI S

" Average debtors wrll be same as in the year 20@2

-'-"-'C‘Iosmg stock wrll be mamtamed at the level of Rs 22 000

deprecratron applicable to thls assets 1s 20% WDV

- 5.. The creditors may reduce to Rs 7 000 and the other current llabrlrtles are expected to ‘ .

- beRs. 6 000 only

I

i
|
|

- During January 2003 a hew plant worth Rs. 50 000 wrll be acqurred The rate of' "

.




6 The firm’s long term debts and equrty share capital is expected to remain same at -
Rs.60,000 and Rs. 40 000 respectwely since the f' irm has o plan to 1ssue or redeem o
- thesesources.. . N . _ . :

7. The reta1 ned earmngs wrll mcrease by the amount of retamed prof' t$ proj ected by the :
= PlS :
Prepare the pro;ected Balanoe Sheet as on December 31, 2003

So_lutlon

-

On the ba515 ofthe assumpttons made the PBS may be drawn as follows ' _
N .

PROJECTED BALANCE SHEET AS ON DECEMBER 31, 2003

P, (Judgement Method) .
S _ {Figures 'in-Rs_.)'
: Ltablhtles - | Amounnt | - Assets' | Amount_ |-
Share Capltal ' |- 40,000 { Fixed Assets - ~1,05,000
- .| Retained Earnings - | 41,1004 (75,000+50, 000—10 000-1 OOO) A '
[35000+(1610010000)] - |" 7 | Cash . 25000
| Long term debts . . ] 760,000 [ Stoek .| 220007
Creditors .~ .~ |, 7000|Debtors - . . . 135,000,
Other Current L1ab|ltt1es e 6000 0 e
Addmonal Funds. (Bal Fig) 290! " e
L Total _ | 1,67.000] . . Total -~ | 1,67,000)
Comment \ )

The preparation of proforma balance sheet presup]aoses the availability’ of lncome Statement
and the Balance Sheet of the preceding ysar. In the example sited above, the proforma.
Balance Sheet is totalled with Rs.1,67,000. £or the preparation of this some of the figures are
-assumed to Be unchanged from the preqet;lmg year. - Similarly, an amount of Rs.10, 000 is
provrded as deprecrauon on the new asset.’ S : o

3 54 CAPITAL EXPENDITURE BUDGET B ;
A capttal expendlture budget i isa summary “of the- p]anned ‘cash expendlture for different kmds
of assets sich as Plant & Machinery, Land and Buildings, Equipment-and ‘Furniture. This -
Budget deals with the activities relating to the capital expenditures during the budget period.
This budget may include planning to acquire new asset, making investment in new products,
new markets,. raising long termi and large amounts of funds, etc. . The capital budget'may also
include planning for. expansron, dwersrf’catlon ‘and modernization activities of the firm. The .
~ capital budget has.long term impl:catlons and therefore, includes cash mﬂows and outflows L
- over a long period of time. Based on the nature of the capltal budget, it may be prepaled \
separately from the other types of budgets. Nevertheless, the capltal budget has an interaction
with the financial budgets and therefore, the short term |mphcat10n of thé capital budget are
_ mc[uded in the fidgancial budgets For example, a capital expendlture decision today may
;.. require a fund outlay of Rs.5 lakhs aﬁer 3 years and another Rs.3 lakhs aﬂe1 5 years. These
o needs must be mcludecl in the fi nancial budgets of the 3 year arid the 5"‘ year. . .



Ry .
' P
I

A capltal budget should reveal the maxlmum and comprehenswe information for each of the
- projects in terms of original outlay, cumulative expendltu re made upto current year, unutilized

outlay, additional appropriations required, escatation in costs due to delays, etc. The capital .
budget may include the Capital Expendlture Budget Cdpltal Fund Budget Research and

'Development Expendlture Budgets etc S -

st
b

| '.3 6 LIMITATIONS OF FINANCIAL PLANNING |

As is e\ndent from the discussion made 50 far the entire exercrse of financial plannmg is based __
on certain assumptions and forecasts Itis expected that whatever assumed is going to. happen

If the forecasts or assumptions prove to-be wrong, the financial planning will not be of any use.,

~ Further, the tools employed to prepare financial plans are based .on the much used financial

statements, viz., Income Statement-and Balance Sheet. The preparation of financial statements .
itseff underhes SO many .assumptions. If the ﬁgures 1neorporated in these statements’ are
untrue, financial plans also turn out to be unrealistic. Fmally, there is an element of personal '
judgement nvolved in prqlectmg mto ‘the’ future Therefore, the capacrty and value Judgement
of the planner may be at variance. - - A

I B
i .
i -

' What ate the hmltatlons of ﬁnanelal plannmg‘? S

CHECKYOURPROGRESS—Z T I

Ay

| 3.7---;SUMMIN'G vP

Fmanelal P]annmg 1nvolves prOJects mto the’ future If a firm is to be run successfully, it
‘should plan for the diverse resourcés and expenses. - This umt focused on the tools available 10

prepare financial plans. Cash Budget, Proforma Income statement and Proforma Balance Sheet"

' ._.are some of the useful teehnlques in thls regard
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| 3 8 CHECK YOUR PROGRESS MODEL ANSWERS

| l The steps in ﬁnaneral p_lann_:ng are :

- a) Establishment of objectives; - - 1 - .
b) Formulation of policies; o B A
¢) Forecasting; and . : ) S
d) Formulatton of procedures rules and regulatlons :

S a) I forecasts upon Wthh fnancral planrung is based prove to be wrong the f'nancnal.,._- :

p]anmng will not be of any use

b) The tools employed to prepare fi nancnal plans are based on fi nanc:al statement The
financial statements are based on assumptions/ l‘ the. figures incorporated in these '
statements are untrue; the-fi nancial statements, beeome unrealistic. ;, o

c) There is always a danger of personal Judgement bras and prejudlce entermg the whole
process ot f'nancral plannmg : S :

-



3.9 MODEL EXAMINATION QUESTIONS

L. Answer the following’-questiohs in about 30 lines each.
- 1 Explain the significance of "ﬁnant:ia'l planning.
-2, Describe the nature of financial req mrements

3. Dlstmgutsh between Proferma lncome Statement and Proforma Balance Sheet
II. Answer thefollOwing questions in a_bout' 15 Iinee each.

4. Steps in Financtal:Plénning..\ L

5 "‘CashBudget _ S - _
6. Capltal Expendlture Budget |
7

antatlons of Fmancml Plannmg

| 3.10 RECOMMENDED BOOKS

' 1 Rustagl R. P REE Lo Fmancml Management Galgotia Publishing Co
; o © NewDelhi. * : ;
- 2. Khan, M.Y. & ' o o ‘Fmanclal Management, Tata McGraw Hlll

Jain, P.K. T NewDelhl

3. Sri.vas_ta-\'*a, R.M. R D Fmanela! De\clsmn Makmg, Sterlmg
S I o Publlcatlohs New Delhi.

~

y o

3.11 GLOSSARY

N\

. VvV . .
" Planning - R T Dee.id.ing .in’ advance as to what is to be t.ione. :
.I ) f‘inencial Plan'nirng . a : - ] '.'Pr.oject_ing into the futo'fe.tinanci'a[ tequireoaents.
. Caetl Bud..ge_t... .; | D _ | An esti;nate 'of cesh iﬁf"low's.and outﬂ'otvs E
| Proforma Income | _ T f .'Fo.recast of the expected'mcome and estlmated

. expendlture Statement

“"

Proforma Balance Sheet SR Forecast of the’ estlmated values of assets and
' - llabtlltles B :

435



46

UNIT — 4 : CAPITALISATION— OVER
CAPITALISATION AND IUNDER
CAPITALISATION

Contems
4.0° Aims and Objectwes
4.1 lntroductlon

42 Theories of Capitalisation”  ~ |

4.3 Over Capitalisatiou
44 Under Capitalisation | _
.45 Concept of Capital Structure

46 Criteria for selection of Cap:ta[ Structure

" 47 Factors influencing the pattern of c_apl_tal strucutre

438 Optimum'Financial Policy
49 Summmg Up

4.0 Check Your Progress Mode! Answers -

4.11 Mode] Examlnatlon Questions
4.12 Recommended Books

4.13 Glossary' " \
\

4.0 AIMS AND OBJECTIVES \

'\

" The broad aims of this unit ‘are o explam the concept of capltallsatlon the theones of
_ -cap:tallsatlon and to discuss abouﬁ\he concepts of capital structure as part of capitalisation. At
the end of the discussion, the student would be ableto: | '

. understand the meamng of capltallzatlon
o comprehend the theoretical basis for capltallzatlon -
» - know about over capltallsauon and under capltallzatlon;'_ '
‘. understand the concept of capnal structure -
e explam the factors influencing capital structure and

s determine the 0pt1mum capltal structure

41 INTRODUCTION

A business without planning is like a ship wrthout a rudder It will drift almlessly, without any '
sense: of purpose of dlrecnon moving from one crisis to another. The management of any-

N company -should decide as to where it wishes the company to go. It should have an -

understanding of an internal and. external factor’s affecting the company’s operations,
anticipate how. these factors will change in the future and assess how they will affect the -

‘company’s growth and prospects. The successful manager spends considerable time in
~ planning and devotes the rest of the time to ensure ‘that other people put his plans into action.



\' The term ‘Caprtalrsatlon has attracted dlfferent lnterpretatlons It is generally stated to refer 16

the total capital employed in the business. But what are the components of this capital? ‘One .

view is that it will include share capital, reserves and surplus and long term borrowings. Only

long tem funds get reckoned in this case. Another view which has gained .considerable -
- acceptance asserts that all sources of finance .that are used to raise the required amount of

capital for the enterptise should be recognised as part of capitalisation process. This will
include long term as well as short lerm sources of fLmds The following_ are the lmportant

definitions on capltahsatlon

Deﬁnitions

l. 'Guthmann and Dougall deﬁned capttallsataon as the “Sum of the par. value of outstandmg .

' stocks arid the bonds”.

2. A, S Dewmg “Capltahsatlon is the valuatlon of the capltal whlch 1nc[udes the capltal ‘

stock and debt"

3. Aeeordmg to Lincoln, “Capitahsat:on is a word ordmarlly used to refer to the sum of the
: outstandlng stocks and’ funded obllgatlons which may represent wholly fi f'ctltious values™.

.4. Husband “and Doekeray defned eapltallsatlon as “The computatlon appralsal or.

estlmatlon of the present vaiues

5.. According to Gerstenberg, “Capitalisation means the total aeeountmg value of all the :

Capltd| regularly employed in the busmess

Thus from the ab‘ove- deﬁnmons, it can_ be - understood that. capitalisation’ means the
_-computation, appraisal or estimation of the present value. The value of the total assets

employed in the business at a point of time is the figure obtained by the valuation concept ata |

given rate of normal return. Thus in cap:tahsatlon the empham is placed upon the ‘amount ol‘

capital®. o . - _ 'i_\-}'

4.2 THEORIES OF CAPITALISAT.ibN

e
& \

_There are two theories Wthh are generally hsed in determlnmg the amount of capltallsatlon

iy The Hlstorlcal Cost Theory, and
: 1|) The Earnings T.heory

'_ j) - The Historical Cost Theory Accordmg to this theory eapltallsatlon is cons:dered (O

" be the equivalent of the cost, actually incurred on setting up a corporation. The
amount of capltallsatlon is based upon the original, out of pocket investment in plant,
equipment, etc. The historical cost theory lays greater emphasis on current outlays

than on the requirements whlch are necessary to accommodate the investment on a -
going concern basis. Husband and Dockeray observed that the cost principle may at.
first appear to give an-assurance that capitalisation would at least the representative of”

the value of the enterprlse However this.correlation exists only momentan]y

- i) .The Earnings Theory Accordmg to this theory, the principal earmngs are f‘oreeast :

and capitalised at a required rate of return. Earnings as a test or mieasurement of the
amount of capitalisation have s:gmﬁcance in their own right and also as a double
cheek on the costs of bunching a new enterprlse :
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Example

It is estimated from the profdrm-a profit and loss account off a firm, the proﬁt is Rs.3,00,000. If o
- the normal rate of return ' is estimated to be 10% per yeéar, the required investment will be
- {capitalisation method). - ' ' :

3,00,000 x 100
————— =Rs.30,00,000
10 |

*

4.3 OVER CAPITALISATION

Over capitalisation refers to the state where the company is unable to earn reasonable return on
its funds. “A corporation is over-capitalised when its earnings are not large enough to yield a
fair return on the amount of stocks and bonds that have been issued.” If over a period of years
a company has not been able to earn a fair return on its total capital, it can be said to be over-
capitalised. What should be a fair return? This should be determined with reference to the
earning rate achieved by similar companies. Temporary set-back like strikes, fire accidents or .
equipment failure, may cause a short-run fall in the company’s earnings but it cannot be taken.
. as indicative of its being over-capitalised. But if over an extended period, organisational or
_operational irregularities persist it will affect the company’s productivity, profitability and its
" resources will continue to be under-utilised resulting in yielding of inadequate rewards. [fa
company is in such a state the company may said to be over capitalised. -

Prosb_ective investors will look for indications of ovcr—c%clpitali'satibn of the company, if any,
before wanting to invest. A company is normally said to be over-capitalised if - (1) the par
value of the shares of the company is higher tQan their market values; (2) the book value of .

shares is higher than their real value. ./~
: \./

It is necessary to have an understanding(of the different attributes of share values. The par
value of the share is its face valueas stated in the Memorandum . of Association of the.
company. The market value of thexshares is the price at which they are quoted for trading in
Stock Exchanges. The market vilue of the company’s share is influenced by a variety of
internal and external factors and is subject to fluctuations from time to time. The book value
~ of the shares of the company is determined by dividing the company’s net worth by the
" number of shares outstanding. The net worth is the sum of the company’s paid up capital and. .
its accumulated reserves and surplus (or paid up capital less accumulated losses). The real .:
value of shares is a notional value arrived at by dividing the capitalised value of the company
by the number of shares outstanding. The company’s average annual earnings have to be first
determined by forecasting the expected- anriual earnings for the future years. The average
earning thus determined is multiplied by the relevant capitalisation rate, which will normally -
be the average rate of return in a simitar business. ‘The resulting figure will represent the real
_ value of the company’s assets. This is also referred to as the firm’s capitalised value. If this
value is divided by the number of shares outstanding we get the real value per share for the
company. It would be appropriate to relate the real value of the shares to their book value, and
wherever the real value is lower than the book value, a state of over tapitalisation exists.

Causes of over-capitalisation

A variety of factors can be cited. If at the time of iinstallation and commissioning, the assets
have been acquired at exhorbitant costs with a relatively poor-earning capacity of the company
may be said to be over-capitalised since its inception. Often the promotional expenses of a
company far exceed its earning capacity, and in suéh a case it is afflicted with over- -



capitalisation from the very start. If a company which gets established with highly optimistic -
" . estimates of sales revenues and returns, finds its earnings falling substantially low, the real
value of ifs shares will drop drastically leading to over-capitalisation. Again, if a company

.gets set up during a highly inflationary phase acquiring its assets and other inputs at very high

prices unrélated to its earning capacity, -and .if subsequently prices tend to fall during its -

operational phase causing its earnings to fall sharply it will jtself over-capitalised.

. 'Companies failing to pay adequate attention. to replacement of assets and follow up a defective
.~ depreciation policy will find their fixed assets progressively declining in their capability and .
‘their earnings going down fast, which.would lead to ovér-capitalisation. when a company .-
follows a very liberal’ dividend policy on a continuing basis, it-will be denying itself the -
" benefits of retained earnings which “otherwise will be. available for replacement and ™

" modernisation of gquipmént and facilities. As a consequence, its operating. efficiency will
suffer, its earnings will drop substantially and the outcome will be over-capitalisation. Very

'.hea’Vy'.doseswof‘ corporate taxes will also have the 'same draining effect on the company’s
resources, impairing its earning capacity and reducing it 1o a state of over-capitalisation.

| Eff_gcté of over-capitalisation

Oyericapitaiisation'-can have disastrous consequences for the company. Its ﬁnahcial'. stability :

will be threatened, and if its dividend paying capacity falls, the investors may lose ‘their
confidence in the company, and be reluctant to respond when the company seeks their support
for additional funds by inviting subscription to share capital. Lenders will also shy away from

~such a poor performer thereby, -aggravating the company’s adverse condition. 1f the

company’s condition deteriorates further resulting in its being unable to pay the interest and
instalments on loans or pay its suppliers” bills the creditors' may even demand the liguidation
of the company. The shareholders of an over-capitalised company -will have to face a spell of

jow and uncertain dividends. The market price of.the shares will fall which can even lead to

" the erosion of invested capital, if losses persist. In such'a<Case, the share holders will find it

able to negotiate; the terms and conditions will be Very much against them. -

y S

Over-capitalisation will have social implications too, since such companies resort to irrational
methods foi survival. Such methods set invotion a disastrous chain reaction. They try to-
~raise prices and market substandard products, and in the process, get into deeper trouble.
" When they fail, unemployment will result and wages in the affected regions tend'to fall. With'
~ fall in"the purchasing power, demand declines. This-may accentrate recessionary trends, and -

the economy will have to face the risk of decline in development activity. what are the steps

which can be taken to contain the adverse effects of over-capitalisation? A variety of remedial -

‘measures can be thought of.
Correction of over captialisation

When the earnings fall pointing to the possibility of over-capitalisation setting in. one course

_of action is to examine.the scope for reducing the debt of the company. This is a difficult one,
since there will not be enough internal resources available for paying back debts, and it will

therefore, be necessary to issue fresh shares and raise funds for reducing debts. For a company

~ which is not performing well, raising funds from. the capital market is. bound to be a very -
difficult task. That is why this possibility of raising funds has to be explored with caution. In
" such a case, in order to reduce the interest on existing debs, the company may issue fresh
bonds and at lower interest rates with an assurance of repayment or redemption at a prémium.
But whether such_an offer will receive a favourable response or not -is doubtful. . Some.
companies resort 1o reorganisation of share capital by reducing the number of outstanding
'shares. This capital reduction process. seems to. be the only fair option granting that -

extremely difficuit to borrow money against the sectiity -of their shares, and even if they are.

- 49 :
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.shareholders can be convmced t0 accept such schemes. The fi inance manager shou]d therefore _
be vigilant enicugh to tdentify symptoms of over-capttahsat:on even |n the initial stages and -
initiate prompt remedial measures : : :

' '4 4 UNDER CAPITALISATION

-

Under capltallsatlon is evident if the company has cons:stantly maintained an abnormally hlgh'
“earning capacity and if the market value of the company s shares continues to stay well in

excess of their book value: It means that the company is utilising its funds to utmost

. advantage. Such companies have the benef‘ tof eff ctent management and sound financial
conditlon . .

Causes of under capiti'al-isation'

There should be several reasons. When at the stage of the formation of the company the
finances are organised on the basis of under estimation of its earnings the initial capitalisation

- will be low, and if the subsequent earnings far exceed expectations as a result of efficient

exploitation of favourable environment, the company will experience under-capitalisation. In

such a case, the investors will reap high rewards and the obligations to lenders will be
_promptly met. Low initial <capitalisation might alse be an outcome of the application of a low

capitalisation rate adopted at the time when the financés were planned and organised in the

. formative stages. Companies formed during recess:onary periods tend to become under-
capitalised when subsequently boom and prosperous oond:tlons emerge. - Some companies -

follow conservative - dividend policies, thus conserving resources. ‘These resources are
effectively utilised for replacenient-and modernisation of equipment and facilities, and as a
resuft, the company’s earnings soar up: sharing in-a state of under-capitalisation. . Constant

attention to the updalmg of technology and efficient upkeep of assets will also enhance the-
. company’s earning capacity enormously .{ausmg under-capitalisation. ~ Thus under-

capitalisation should not be misconstrued as- shortage oficapital or resources, but on the other
hand, it reflects the most efficient use of avatlable resources. It represents-a situation in which
the best possible results are obtamed out of the scarce caplta] employed in the venture

Pvons

Effects of under capitialisat‘iom N

'- -Comp]acency on the part of management is a possible danger that may subsequent!y affect its

performance. Another risk is that the high profitability right invite intense competition from
ambitious promoters. High tax obligations and invitation to government control and

intervention are other possible risks.- Share prices of under-capitalised companies will- showa .

tendency to rise and fluctuate violently and speculators will be tempted to drive undue

‘advantage from such share price variations. Continued high profitability of the under-
- capitalised company will induce the employees to demand enhanced emolumenis and. if these

are not amicably settled, industrial relations may get |mpa|red unsettlmg company’s
performance and results, Slmllarly, consumers may. insist on prlce reduction or argue for state
intervention and pri ce controls. - :

" The share ho[ders of under-capitafised companies stand to bene_ﬁt ina variety of ways. They'

enjoy high dividends.  They can take advantage of soaring share prices and derive immense

~benefits by. trading in their shares. 'When necessary, they can also eas:!y obtain loans on soft

and easy terms ‘against the secunty of their shares.

. The society also benefits from under- capltalls‘ation' The existing units. grow and new units .

enter the field, resulting in increased overall production. . Employment opportunities.increase,

and consumers have the ad\l:‘antage of lower prices and wrder choices. The economy grows. -
e employees and consumers start clamourmg for a larget share in’

But, beyond-a pomt when t

e



the boom and prosperity, the erwlronment w1II turn less favourable. This p053|b1hty has to be
_ antlmpatecl and guarded against to the maximum extent poss:ble -

' Correctlon of under capltlallsatton :

What actions are to be initiated to avert or minimise the ulttmate risks of under—cap:tahsatton

-mentioned above? One measure is to capitalise the reserves and surplus accumulated by the -

"comipany through the issue of bonus shares. This will not change the capnahsatlon of the

company, but will alter and reduce the earnings per share for the company.. This is bound to )

happen, since the reserves and surplus will reduce to the extent of bonus shares issued and

correspondingly the number of shares outstanding will increase abruptly. Yet; in absolute.

" terms the investor will continue to receive the same quantum of income as before, The

employees and consurmers will not have the complat nt of phenomenal or exp[onatwe returns to

-IHVCSIOFS

Stock spht is another option that is avatlable for reducing the earnmgs per share without " -

- affecting either the capitalisation of the company or the quantum of income to the investors.

* Thus, the consequences of under-capitalisation can be averted to-a’ _lar_ge_exten_t

In sum, both over-eapitélisatioh and. under-capitalisation require managerial attention.

- Comparatively, over-capitalisation has greater adverse effects on the company, the investors
and the society. It spells all-round decline in financial health. Under-capitalisation, on the
_other hand, presents a healthy state for the company, the investor and the society, and the risk
arises from the resulting complacency and subsequent conflicts that prosperity brings in - |ts
wake in respect of contending claims for sharing the fortunes.. The finance manager, i
particular, and the corporate management in general, should steer clear off these two ex‘rreme

-positions of financial distress and financial buoyancy and maintain an optimal state and

package of capnahsatlon for the company L W

CHECK YOUR PROGRESS 1 IR
-a) What do you mean by over cap1t1altsatt0n'7 st out the causes for over capltlltsatton
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E 4 5 CONCEPT OF CAPITAL STRUCTURE

The term capltal structure is understood as the relatlon betWeen debt and equ1ty Ttis aiways o
debated as to the proportion of these two in the fi nancmg of an enterprise. -Capital structure -

_can be defined as “the pattern of financing company’s requirements through long-term sources
such as ‘debt and equnty The followmg are the posmbtht:es of structurmg the capltal ofan .~

'_enterprlse

1) Finance the entire requnrements of capltal through ordmary share capltal

:J ii) - Finance the requtrements through ordmary share capital and preferenee s_hare capital.
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_iii) Finance the capital requirements through ordmary share capltal preference share
capltal debentures and long term loans

-What should be the preference‘? Before a choice is made we have to assess the dlﬁ'erent
~ qualities of these sources of finance. -

Maturity: S_hare Capital is in the nature of perman'erit capital. Once the hnoney is raised

. through. issue of ordinary share capital it is available for permanent use. in the business and

there is no obligation to return amounts to the share holders so long as the business lasts. Itis
only at the time of liquidation of the company, tha the share holders are eligible to receive the

funds remaining after the claims of all the creditors  have been met. It should, however, be.
noted that the share-holders have the freedom to sell the shares to others and benefit from such ~
trading; and from their point of view, therefore, the realisability investment has quick or short-
- term maturity from the investor’s point of view. Redeemable preference shares, debentures.
and long and short term loans have stipulations as to the repayment of the principal amounts -

involved. For the duration for which borrowed funds are utilised, interest at agreed rates are
also payable. - the company has the choice to decide on the amounts and duration of

borrowings from different sources and select combmatlons of long and short maturity debts
“that is best suited to the reqmrements of the company.

Priority of clalm: The lenders of funds to the company have priority over the share holders in

respect of the claims on the income of the company. Interest payments due to them have to be .

paid before the company can think of distributing clwldends to the share-holders. Even among
the share-holders, the preference share-holders have priority of claim over the ordinary share-

‘holders. The ordinary share- holders thus have only the ﬁnal rCStdual clalm ‘on the income of

the company

Amount of claim: In the case of debentures and loans, the stipulated rates of interests are

_payable These claims have certainty in terms of amounts and timing of interest payments. In
the case of preference share-holders, the pre'f'erence dividends_fall due where the- profits are

adequate and not otherwise. Though, the"quantum of dividend is stipulated, the obhgatlon to
pay is subject to the adequacy of proﬁts Thus, some degree of uncertainty exists in respect of
the claim on income by way of préference-dividend. On the other hand, there is no stipulated
commitment to pay dividend to the ordinary share holder. If the company makes enough

profits after meeting all other claims including those of preference shareholders, if any, the

management may decide to declare dividend on ordinary shares. Even here, the ordinary

share-holders cannot demand dividends as a matter of nght and the discretion rests with the

company’s management. 1f management decides not pay dlwdends the ordmary shareholder

has to abide by their decision.

Claim on assets: The question of claim on the company s assets arises only at the-time of

liquidation of the company. If such an exigency were {to arise, the secured creditors of the

‘company will have the first claim.. The debenture-holders and creditors who have prowded

long-term loans will have their money claims secured by way of mortgages of the company’s

. fixed assets and, in the event of liquidation, will realise their claims in priority. Other creditors
for short-term cotlateral security of the inventories of: the company, also come. under the.

category of secured creditors and will receive settlement on priority. Creditors, such as
suppliers of goods, and those who have lent money to the company by way of deposits, are in
the nature of unsecured creditors and their claims for return of money due to them will arise

- after the claims of the secured creditors are met. The preferenee shareholders have priority of

claim over ordinary shareholders for the return of capltal Their claims rank next to the

'secured and unsecured creditors. The ordinary shareholders have the final and residual claim

on return of capital. The one important factor to be noted is that while the. claims of the
debenture-holders, creditors and prefeﬁence sharcholders are limited to the amount of their



lending or investment w1th the company, the ordmary shareho]ders w1th the remdua] clalm
- will get whatever is left after settling all prior claims. Thls could be less or miore than what _

they have mvested in the company.

, nght to Control The ultimate control of the affairs of the company rests with the ordinary ._

" shareholders who have the voting ri ghts As owners of the company, they elect the direciors

~ who are to function on the company’s Board and guide the. destiny of the company. - The "

" creditors or debenture holders have no direct controlling power, though the term lending

financial institutions often stipulate a condition in their contract empowering them to nominate -~ .
< _their represéntative on the company’s Board. Preference Shareholders have limited voting -
" rights, in the sense that they are eligible to vote on matters of vital concern to their interests. -
For instance, if for two consecutive years, they have not received dividends, they are entltfed to . '

~ vote on resolutlon relatmg to this matter. - .‘-

4.6 CRITERIA FOR. SELECTION OF CAPITAL STRUCTURE

The f f"nance manager of the company has to give con51derable attentlon to the pattern of the -~ )

. capital structure that he intends to select for the company. He has to take note of a variety of

< factors including the general state of the: ecouomy, the specific circumstances of the industry to -

which Iis company belongs and the operatmg ‘factors and prospects of his own company. For

- instance, it is widely believed that it is preferable to raise as much of funds as possible by way

" of *debt’ rather than as ‘equity’. In the face of adverse economic conditions, or recessionary

trends in the industry er continued substandard performarice of his own corfipany, he may not '

be sure of being able to meet the interest obligations on large scale borrowings and-may prefer
to invite subserlptlons to share capital. But, in view of the prevailing circumstances or his
company’s poor image, he may be denied this chotce of raising capital from the public. In

deciding on a package of financing sources, he 'has to strike a balance between the company s

preference and the external constraints, pertammg to the diverse sources of funds. = - .

~ Cost prmuple The management s pnmary aim should\& “to minimise the cost of f'nancmg L

~ The finanging mix in the capital structure should be stnshoas would incur the minimum average °,
- cost of capital. As a source of finance, is ‘equity’ expenswe or is ‘debt’ expensive? Equity is -

the more expensive source of finance, -except Winstances where the firms, as in the case of

many public sector undertakmgs (where thedGavernment has’ prowded the equity capltal) have -

" no prospect or intention of giving dividends 6n capital. For a progréssive company which is

keen to maintain a good dividend on share capital, ‘equity’ is a costlier source of funds than-
‘debt’ in view of the tax ‘implications. While interest payable on ‘debt’ is an expense

f'chargeable to revenue before determining taxable profits, dividend payable on shares has to

_come from after tax profits, In other words, dividend is not a tax deductible expense and has to
be paid. out of the profits remaining after prowdmg for or. paying the corporate tax. For .

instance, if the company was to borrow Rs.100 lakhs at 10 per cent interest, the interest -

amount of Rs.10 lakhs will be charged in the Profit and Loss Accounts in the same manner as

in the case of salaries and wages, power, rent etc., and taxable profits will be computed after, * .. -

- this charge is recognised. 'If, on the other hand, the*company has raised Rs.100 lakhs by way
‘of share capital and intends to give a 10 per.cent dividend, the dividend of Rs.10 fakhs will
~ have to be paid out of profits after tax. Assuming a tax rate of 50 per cent on profits, a tax of

" Rs.10 lakhs should have been provided for or paid before the dividend of Rs:10 lakhs can be
declared or paid. Thus, the real cost of equity, in this case, is 20 per cent pre-tax, whereas pre- -
tax cost in the ﬁnancmg package will therefore have the effect of reducing the over-all costof

' capltal

‘Risk principle: ‘Debt’ mvolves commitment to pay lnterest at agreed rate for a ]ong perlod

and this has a risk attached. If the company fails to meet'its interest obligation during a phase ..

- .53 -

-of continued poor working, the creditors may press for its llqu_ldatlon ‘Even where the interest
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obllgatlons are met but the proﬁts are Iow and just suf’f' ice to meet lhese interest: commltments '
the shareholders run the risk of receiving little-or no dividends. Ordinary share capital, known-

as risk capital, does not carry any stipulated entitlement for dividend, and during the days

" when the company’s performance is poor, and non-payment of dividend will reflect in low

market prices for the company’s shares and the company will find it difficult to raise additional

capital through issue of shares. The mam point to note .ls that excessive ‘debt’ in the capltal

structure of the company will expose it; fo ‘heavy risks i in times of decline in performance, as

 the servicing of these debt has to be ensured whether the company makes a profit or not.
. . | .

Control Principle: Since the debenture holders and thei lenders of funds to the company do

not have voting rights they cannot exercise control over the management of the company. So

“long as their debts are serviced promptly and the interests are regularly paid, they cannot
- complain. . So, where additional funds are required for: the company, the management may

prefer to obtain additional debt capital rather than additional share capital, if the intention is to

retain the control with the existing shareholders. If addltlona] funds are raised through share

capital, there will be dilution of control since the new shareholders will-also have a voice in the
company managenient. The extent of willingness of existing shareholders to share control
with new shareholders thus becomes a relevant factor.. Closely managed companies where the

directors enjoy: the patronage of the existing shareholders to share control with new -
“shareholders thus bccomes a relevant factor, The dlrectors of such compames enjoy the

patronage of the GX!Stl ng shareholders and are eager to rétain their positions in the Board will

_be very cautious in the matter of raising additional funds through issuing shares to the wider
‘public. They would rather issue debentures or raise loans. However, this preference has to

emerge against the rlsk mvolved in gomg for excessive borrowmgs

Flexibility Principle: The management should have a balanced approach in selection of

sources of funds. If it borrows by mortgaging all its ﬁxed assets, then its flexibility is lost in

case of need for additional funds though the markgt condltlons for borrowing are favourable. It
will have to go for unsecured debts which xméy not be easnly forthcoming, or it may have to

invite subscription to the share capital,sbut ‘the time nidy not be opportune of doing so. In _
making decisions on sources of f'mance the: aim should be to maintain a degree of
maneuverability and bargaining strength for negotla'plons by ensuring that borrowing strength

" is sustained with an adequate eqmty bhse and avatlablhty of uncommiitted collateral securltles _

such as fixed assets and current. assets ‘ ; o .

. Timing principle: Tlmmg isa crltlcal factor for approachmg the market for" ralsmg funds by
- way of debt capital. There are a variety of market factors that intervene and the finance

manager has to, take note of them before launching his fund raising efforts, When the market is

' experlencmg paucity of fuinds, he will have to commit higher interest charges. But it might be -
easier for him to borrow rather than raise capital because investors may not be willing to risk

investing in shares during periods of depression. When the economic conditions brighten up
and companies are doing well, raising funds through issue of shares may be easier. The
external market factors will determine whether it is advisable to borrow or to issue shares:

CHECK YOURPROGRESS—2 |

© What principles should be kept.in mind _while"se!ecting tHe capital. structure?

..................................................................................................................
.....................................................................................................................
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47 FACTORS INFLUENCING THE PATTERN OF CAPITAL
'___STRUCUTRE

" In choosing a suitable pattern of capital structure, one has to resolve certain conflicts in
+ principles or criteria.- Debt as source of finance is preferable to equity from the cost angle, but -
if the risk involved in excessive dependence on debt, is taken into account, it may be seen that

it is not easy to determine the amount of debt that can be incurred in a given situation. -

" However, by raising additional funds required through debts and debentures, the existing

shareholders can retain control. over the enterprise; but when the company’s growth hasio be

g _sustained through expansion it may become necessary to invite frésh subscriptions to the share
of the company from the public. A number of: factors lnﬂuence the fi nancmg decmons whlch
can he broadly related to: :

a) the characterl stics of the economy,
b} the characteristics of the industry;
. ¢) the characteris stics of the company.

- It is necessary to take a note of the expected changes in economic environment, while deciding -~
. on.the pattern of capital structure. Among the important considerations that deserve attention -
“in this connection are the anticipated trends in business activity, changes in legal provisions -

- affecting business and industry, the state of the capital market, lhe prevailing taxatlon and
financial policies and the expected changes in these pohctes

~ When the economic enwronment is conducwe to business growth the company should be -

ready to. take advantage of it and be willing to raise substantial resources “through issue of
. shares o the public rathet than restrict itself to limit growth through borrowing. With a larger

- equity base, its ability to borrow also 1norease and its_overall’ ab1l|ty to grow 1mproves -

I'con51derably : o - o \'

If the expeetatlon is that borrowing i is likely to becoﬁ‘ne consujer on account of stricter credtt "

control measures and rising interest rates, it may* 'be advisable to raise addltlonal resources
requited through debts as ear]y as posslble <~ . :

's ".'\

I_t has a[readj/ been noted that thei‘e isa strong tendency to raise funds through debentures or

“other types of borrowing rather than through issue of shares, since the interest on borrowings is

. atax deductlble expense where as the dlwdend on share capital is payable only aﬁer tax
- prof' ts.” : h

The government strpu]ates cellmgs on borrowmgs in relatlon to equrty and the- Securltles
Exchange Board of India (SEBI) administers such regu]atlons The pattern of caplta] struoture o

- has to be in accorclance w1th the gmdelmes

Where the ﬁnanelal_mstltutlons p_rowde ready assistance, on relatively fair rerrné' the:tendenoy S

- will be to raise more of the required funds t'hrough borrowing from these institutions. - On the
other hand, if the financial institutions resort to a

. 'processmg Ioans the publlo may be invited to the s are caprtal
' k

- The term Iendmg ﬁnancual instrtutlons also !ay down certain condltlons whtch they ¢ consrder -

“essential, governing the extent of borrowing in the total capital employed. The management

will therefore, have to negotiate and obtain as easy terms as possible in order to improve the

t lending policy, market by under delay in

financial leverage. This may be. done through a higher propomon of. borrowmg than s usually o

_-done in order to keep the cost of funds as possrble
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: _Certam products are subject to the |mpact of cyclical changes in the economy Products which
-come under the categories of regular.consumable 1terns are not subject to fluctuations in .

demand in response to changes in income. But items such as refrigerators and-capital goods -
are very sensitive to changes ih income and are sub_lect to sharp changes in demand during
periods of economic depression or recession. if the company s products are subject to wide
fluctuations in demand durinig a business cycle, the emphasis in choosing the source of furids -
should be on maneuverability and risk aspects in order that the company may have the freedom
to expand or contract the sources depending on the changing requirements from time to time.

" At the same time, it is essential that during the periods of depression or recession, the company
‘is not burdened with debt on which it has to pay interest which it would cause serious: strain

when. its profits are low.  To sustain operations during Isuch petiods the company should be
able to re‘]y on- its equity or risk capital ‘where the investors have to forego their share of
dividends, in order that the company S resources may be conserved for meetmg operatlonal :
commltments SN : L

The nature of industry may be such that there are severaliunits competing constantly ‘with each
other which makes it difficult- for some to make profits consistently. If such a risk factor
exists, it is safer to have a larger extent of equity financing so as to avert the risk of being:
unable to meet the interest obligations on borrowed funds. On the contrary, in the case of the
company whose products enjoy a competition free market and whose profits are expected to be

_ steady it will be advisable to take advantage of ﬁnancnal Ieverage and have a Iargcr component o
cof borr0w1ngs in the cap:tal structure S :

. . B i

The stage in the life cycle of the industry. to which the company belongs is another factor ’

which will influence the capital structure. The infant mdustry, with greater susceptibility to

failure, will have to rely more on equity support and curtail debts than an older one. During

the growth stage where aspects and profits ke®p fising, &ebt financing will assume increasing. . . -

importance. Subsequently, when the mafurity stage IS reached there will be an insistent

~ demand for capital expenditure on modern\fsation f desplte rationalisation and research and
~ development the profits tend to ﬂuctuate the risk factor ﬂeserves to be taken into account and

share capital is to be preferred as thet main source of adcht]onal financing. Yet, care should be
taken to see that in the declining'stage reduction of funds will be possible, if found necessary.

In other words, in the capital structure there should be a debt component which can be
structured through repayment in periods of prolonged decline in activities. Decisions on -

~‘optimal structure have to be based on the continuous assessment of the industry’s

characteristics and the company’s own position within the industry and respond to the dynamlc
changes that are bound to occur from time to tlme R

Apart from the‘ characteristics_ of the industry to whi__c]'i: the company ‘belongs, there ¢an 'be_
specific characteristics peculiar to the company which influence its selection of the sources of

'__funds The size of the company is a relevant factor. Smaller companies find it more difficuit
to raise sources through borrowing from the mstltutlons or from the public.than the blgger

ones. A larger part of their financing will be from: the promoter’s contribution to capital.
When these units grow, theissue of capital to the public may face the risk of some Iarger
company buying up controlling interest by acquiring the shares, and they may prefer to raise

+ debts rather than resort to capital issues. Larger companies whose shares are widely held are
. pronie to such a desire to retain control in a closed circle and will be influenced in their

ﬁnancmg dec15|ons by the prmcnp]es of leverage, manoeuvrablllty and cost mmlmlsatlon

Private Ilmned companies tend to have the ownershlp com" ned to a closed circle, whereas the
larger sized public companies are inclined to acquire equity and debt capital for-their growth

- needs. The form of business organisation has thus an impact on capital structure decisions.



_ Some companies have the ability to maintain stable earnings even in the facebt_‘ adversity that"_ -
is generally faced by the industry to which they belong. Such companies can give weightage -

" to the leverage principle' and resort to an increasing extent of debt financing, while the. other

"less fortunate units in the industry will consider it risky to contract debt and prefer to p]an and.

raise capital durlng periods of good performance .- o .

‘Capital intensive companies with heavy inveStment' in fixed assets and assured markets for .

their products can afford to reap the benefits of financial leverage. - Companies with a
substantial blocking of funds in inventories-and book debts whose levels will depend upon

fluctuating activity have to be more cautious. They should pay more attention to the nsk factor N |

and surtably tone down the extent of borrowmg in thelr caplta‘f‘ structure

Established compames with an appreciable credit. standmg have the freedom to select the
pattern of financing from diverse sources of capital or debt. But younger companies which are
- still to establish themselves will have to depend are on capital subscribed by promoters and

friends willing to face the risks in 1_nvestments during the early phase. Thus, a variety of
factors specific to the individual company have a-fearing on its choice of sources of financing.

- The  proportionate mix of different securities in the capitalisation is be decided by the

company’s finance manager. He has to assess the various aspects which are environmental or

specific to the industey and the company and artive at an appropriate composition that would .

minimise the risk and . cost and provrde the max1mum advantage of leverage and

manoeuvrabl llty

4. 8 OPTIMUM CAPITAL STRUCTURE

_We have seen that the use of debt has the effect of mcre\mg the potentaal earnings per share-
to the ordmary shareholders. But with the increase in'the debt composition the financial risk of -

the firm also increases. As the borrowings compone‘nt of the total funds keeps increasing, the
~firm will have the benefit of financial leverdge. But from the investor’s standpoint; the
vulnerability of the firm to market adversities 1hcreases, with the p0551b|]1ty of its becommg
‘bankrupt in case adverse ‘conditions preva\l for long aﬁ'ectmg its ability to service’ debt

promptly and consistently. . The earnings of orclmary shareholders will also suffer a severe set- - -
“ back if such debt servicing obligations exist in'the face. of adverse business conditions with -
‘such an increase in financial risk following increase in leverage, the market .prices of the -
"‘company’s shares will be affected. They will tend to fall or may not increase in response to
the company’s . improved performance. Moreover, as the - debt increases, forming large -
proportion of the company’s capital structure, the lenders will also start demanding higher -

rates of interest to. cover the risk factor and fresh borrowings will be at. increasing cost.

Simultaneously, the shareholders would expect a higher return on their ¢apital, and this- witl "
have the effect of bringing down the- ‘market prices for the shares. The finance manager should -
recognise the indiscriminate increase in.use of debt as source of finance will have the effect of

raising his cost of capital ‘and reducing the valuation of the firm. He has.to weigh all its

implications and -evolve an optimal capital ‘structure policy that will maximise the total .-

valuation of the firm and minimise the overall cost of funds He has to select an appropnate L

combmatlon of debt and equny for hIS firm.

' ln this context it W|][ be of use if he understands the :mpllcatlons of over capnal:satlon and-

" under capltallsation in terms of causes and conseq uences.

1
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4.9 SUMMING UP

The term. capitalisation has: been understood in various ways. Nevertheless, there is a

" consensus that it refers to the amount of capital invested-in a business and its mix. Two

theories are used, generally, to determine the -amount of capital. They are: cost theory and

earnings theory., Again, there are two types of situations with which a firm is concerned. They -

are: over capitalisation and under caprtairsatron _ !

Over caprtallsatl on'is a situation where the company is not able to earn a fair rate of return on
its total capital. The causes for over capitalisation include acquisition of assets at abnormal

- price at the beginning, incurring heavy promotional ¢xpenses, making highly- optimistic

estimates, setting up. the unit during inflation, etc., owing to over capitalisation the dividend -
paying capacity of the company falls, investors lose conﬁdence, lenders will not come forward
to lend their money and market va! ue per share falls. There are certain remedies to check over -
capltallsatron : .

Under caprtallsatlon is a case where the company malntalns con51stently an abnormal rate of
return and. the market value per share continties to stay at; well in excess of bock value. Under

estimation of earnings, adoption of low capitalisation rate at the time of formation of the

company, forming the company durmg recession, followmg conservative dividend policy,
constant  updating of technology etc., are the causes for lunder capitalisation. The effects of
under capitalisation are: i) development of complacency on the part of management; ii)
entering new competitors in the market; iii) drawing the attention of government to impose
control; iv) leading to high speculatlon in share prices, etc Of course, there are remedles to’
this srtuatlon also. :

This unit also discussed the concept of capltal structure i.e., the aSpect of mix of resources.

- While selecting capital - structure, the proporKn of various sources of finance has to be

examined taking into account their cost and other aspects While deciding a particular source
of finance the aspects like maturity, priority. of claim, amount of claim, claim on assets and

-right to control have to be thoroughly exaniined. The selection of capital structure mix should

be done on the basis of certain prmctples such as cost principle, rtsk pnnc1ple ﬂex1blllty
pr1nc1ple control principle and tt{nlng pn inciple.

4.10 CHECK YOUR PROGRESS MOD]EL ANSWERS_

1l - a) A company is-said to be lover cap1t:al|sed when it has not been able to earn a fair rate
of return on its capital. The fair rate of return is determmed in accordance with the earmng
raté achieved by similar compames The causes for thIS mclude

i) acqulsmon of assets at abnormal price at the tlmel of mceptlon
i) incurring high promotional expenses; ' :
it} making highly optimiStic estimates; and '

iv) settmg up the unit durmg inflation etc.

_b) It is a case where the company has conswtently mamtamed an.abnormal high earning
capacity and the market value of its shares continues to appear at. well in excess of their
book value. The effects of under capltalllsatlon are: : :

I

I) develops complacency on the part of management

(i) new competitors may enter the market



~dif) it may draw the attention of govemmcnt to control the company, _
1v) speculators may gct beneﬁt out of violent share price ﬂuctuattons

v) there will be demand for higher wages from employees etc.
2. The following prlrtc_lplcs ha_vc to be kcpt in mind while dctermmlng the capitat structure.

i) Cost Principle,

i) Risk Principle, -

iii) Control Principle '

'iv) Flexibility Principle; and

: '_v) Tlmlng Prmc1plc

4 11 MODEL EXAMINATION QUESTIONS

L Answer the foll_owmg guestions in about 30 lines each.
Explain the concept'ofcupitalisation.
- What do you mean b_y over-capitalisation?

1
2
3 What is under capitalisation? -~
4 —DISCUSS the factors mﬂucncmg capltal structure
5

: What are the cnterla for’ sclcctlon of capltal structure"

- IL .Answer the followmg questlons in about 15 lines eh'ch I

6. Earnings Theory S o
7. CostTheory o T
8. Concept of capltal structure N __
9 Optlmum Cap:tal structure . o
10. Cost principle- | '
11._R|ght to control o _ o
12. Timing principle - % . - .
13. Flexibility principle . B SRR
14, Control principle |
15. Charactcristics'of Economy
, 16. Characterlstlcs of lndustry | ' Lo PR

’1?. Characterlstlcs ofCornpany -

4n RECOMMENDED BOOKS

1. Rao Ramesh K S. ' e Flnanclal Management Macmlllan New York

| 2_.'Kuchhal,_S_.C.‘ '_ Co : Financial Managemcnt Chaltanya Publlshlng
: S L House, A}Iahabad :
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: Fmanclal Management Vlkas Pubhshmg House
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: Fmanclal Management and Pollcy, Prentice Hall

of India Pvt. Ltd New Delhi.

~ Capital structure

413 GLOSSARY

. Capitalisation

Over capitalisation

Under capitalisatien_

Finaneing mix

~ Debt financing |

Equity

o The sum of the par value of outstandmg stocks and

bonds l

: A state where the company is unable to eam

reasonable return on its investment

: A situation where the company has consistently

-maintained an:abnormally high earnmg capacity
and the market value of the company’s shares
contihue to stay well in excess of their book value

: Refers to the manner in which funds from dlﬁ'erent :

sources have been organised to meet the companles '

_ total morney rehlurements

v The proportlon in which the different seurces of

flnance have been combmed

..l

L Main part of the fi nancnal reqmrements through
Vborrowings . | .

'__.l’

Shareho[ders ﬁunds



3 -IFINANCIAL INSTRUMENTS AND MARKETS

BLOCK -1t

S.Unm%S:
| Unit-6
: k Unit =7

- Unit-38
S Unit—9:
-‘__Unit%l@

Corporate Securmes

T Capltal and Money Markets__ \ /

Guudelmes for Capltal Iss/lgés' ’

: Functlons ofStock Exéhange f. o
. Regulatlon and C&gtml of Stock Exchange .

: Foreign ,Caplta! and Coilaboratlon_
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UNIT - 5 : CORPORATE SECURITIES
Contents _
50 'Alms and Objectwes '
51 .‘lntroductlon B '
52 - IMeanmg of Corporate Securmes :
‘53 Equlty shares o,
54 Stocks and-Shares
55 Preference Shares- -
56 'Types'of Pfefere_nee Shares
_ ."'5.'? Debentures . . |
. 5 8 Types of Debentures _
5 9 - Limitations of Debentures
. 5.10_ Innovatwe capltal market mstrurnents _
sn Summlpg wp R
5.12  Check your Progress : Model Answers
~ 3:13 . Model ExammatlonQ esttons
5.14 Recommended Books N
5,15 Glossary

5.0 AIMS AND OBJ'ECTIVES 0

. This unit'is desngned to explam the various types of secuntles that a corporatlon can offer for
raising funds. F urther, the ments and demerlts of each of the securlttes are dtscussed

]

. Having stug:lied this u-nit_,_ you shou]d_ be able to: 1 -

" s explain the meaning of corporate securities;

distinguish between stocks and shares; -

L ]

 describe prefe;;ence:shares and the types thereof,

discuss the various types of debentures; and

explain innovative capital market instruments.

51 IN-TRO.D-UCTI.ON

: Aﬁer making the financial plan the next step is o raise. funds. Fmances are necessary to meet '

the long-term and short-term needs of the corporatlon Therefore; the sources to be tapped and
“agencies to be employed for raising capital will be decided by the management on the basis of
length of period for which funds are needed. Initial capital and funds for expansion purposes

- at later stages come under long-term needs of corporations. These funds are mobilized by . .
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" ) _|ssumg securltles by the corporatton at approprlate tlme, m an approprlate Slze and manner
B We' explaln all these types of securities in this umt : . e

: 5 2 MEANING OF CORPORATE SECURITIES

: Corporate securities mean the shares and debentures 1ssued by companles for raising long—term '
_capital. ' Securities represent’ claims on & stream of i incame and/or particular assets.  They are -
-the documentary evidence of ‘commitment of companies to the holders of such:securities. '

. Corporate securities can be class1ﬁed urider two catego ries: (a) ownershtp securmes and (b)
'credltorshlp securltlcs R - b : .

. Ownersh:p securtties consust of shares |ssued and allotted to the mvestors w1th a right.to

part|c1pate in the profits and managemerit of the company The investors, by the:r right to

participate in the prosperlty and management, become. owrners, As such, the capltal ralsed by

issuing there securltles is known as ‘owned capttal’ or l’ISk capltal’

_ Credrtorshlp securities consust of various types of debentures They are acknowledgements of"
_corporate debt to the respective holders They confer upon them a right to receive interest at

Specified rates and at pre- ~determined’ periods and the prmc:pal sum after maturity.. Capital -

' ~ raised through these securmes is known as ‘borrowed capltal‘ or ‘debt capltal
y Owuerslnp sectt ntles

: -The funds ralsed by the issue of ownershtp securmes (1 e, shares) prowde bas:s to the capltal

structure of business enterpnse Every share is ascnbed with face value whtch has to be paid

for by its purchasers o
NS .

' A corporatlon can issue different types of shafes such as! eqmty and preference shares to tap the N
sav1ngs of the people w1th dlfferent temperaments and f' nancial posmon :

& Ao

53 EQUITY SHARES - '

Equlty shares represent proportlonate ownershlp of the com pany Thts right is expressed in the

. form of participating in the profits of a going company and sharing the assets of a company
‘after winding up. Equity-shares are the ownership securltles which do not carry any specral or
' preferennal rights as to annual dividends and as 1o the return of capital in the evenit of the

tndmg up of the corporation. Equlty ‘shareholders benefit much in times of prosperity and’

~incur ‘loss when the corporation is in ahffcult conditions. Equtty shareholders - willingly
- assume the risk of losmg their mvestment dtlrlng the per1ods of* depressron However, the risks

are more than batanced by the Opportumty 'to have a larger voice in the management of the
company, by the chance: to parttctpate m prot‘ its and the prospects of appreciation in the value-
of shares ' : . . o :

No doubt equ1ty shareholders have the opportumty of parttcnpatmg in"the prospenty of the .

_company but the basic characteristic feature is that the equity shareholders secure: claims to .
- profitsof the company only after all the other classes of debt and preference shateholders have. - -

received their specified returns. " In other words, the debenture- holders and preference,

'.shareholders have a prior. claim on the profits of the company. Stmllarly, these security '
holders -havé a first. claim on the assets of the company over. the equ1ty shareholders in the o
- event of l|qu1datton ' o

‘
: : - R
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When investors buy °qu:ty shares either throngh s-'bsmptzon oa pubhr jssue or through stock

exchange from an existing owner, they obtain a share certificate as’ proof of their part as
owtiers of the firm. - A share certificate states the number of shares regtstered in the name of -
~ the shareowner and their paid- -up. valug apart from certlf'cate number and folio number. In the '

- case of shares purchased. through stock exchange, the new owner’s. name is entered on the rear -
of the certificate. After the introduction of depository system in 1996, investors have the
option for dematerialization which can be’ used for receiving allotment of shares and transfer of -
‘securities. A depositofy system is paperless or; Scrlpless form of holdlng the shares Shares

are held in the form of electronic accounts L
" Equity Shar_e with D_eta'cha_ble-war'rant :

A'h'ybrid etiuity'instrurnent introduced in 1992-93 is equity share with detachablé warrants.

Detachable warrants are issued along with fully paid- equ:ty shares which will entitle the =

wartrdnt holder to apply ‘for a specified number of shares at a determined price.. Detacliable

- warrants aré separately registered with stock exchanges and traded separately The terms and.

: condmons relanng to issue of equ1ty agamst warrants would be determmed by the company

_' ' Votmg nghts

Companlcs Act (Sectlons 87 10 89) deals w1th the votmg rights of a shareholder An equ1ty.:
~ shareholder has a right to vote on every resolution placed before the ‘company. The voting -
rights are proportional to the shareowner’s share -of paid-up capital of the company All shares .
~ carry proportionate rights. No- company can issue shares whicli carry voting rights
disproportionate to the rlghts attached to the holders of their issues. * Voting right cannot,

' ‘however, be exercrsed in respect of shares on. wh1ch a call or any other sum due to. the
company has not been paid. - o 7 \ ) : :

Lo } t _. . -\..'"
' .Advant'ages_ e SR v

& Ao,

The advantages of equlty shares ‘are many._ Hoth lssumg company and 1nvestors Wlll have the L

" benefits of equ:ty shares

Ad\tantages of equity shares to'issuing co'mpaqy

The followmg advantages of equrty shares Wlll accrue to the i 1ssu1ng company

1. The lssumg company w1ll be able to collect huge ﬁxed capltal vvlthout any speclf'c :

. charge on the assets .

.27 Asthe equlty capltal is permanent the company is not bothered vv:th the problem of -

refunding. The. problem of returmng the capltal w1ll arise only- when the company .'

: goes lnto qumdatlon

3. The company need not pay. dlvldends compulsonly and at a fi xed rate The
shareholders will get a return on their capital only when there are profits_and they

forego ‘when the company mcurs losses Thus, cl1v|dend |s not a ﬁxed charge hke
interest on borrowmg

Lo

4. A company wrth an adequate equlty base will be viewed with. con51derable favour by '

credltors ‘They regard equ1ty capltal as a cuslnon for granting loans.
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- 5. As .equlty shares are’ usually of relatwely Iesser nommal value they are hkely to attract

. large number of i mvestors belongmg to all i mcome groups

Advantages of equlty shares to mvestors n

L

The mvestors in equlty shares wnll have the followrng beneﬁts

i

' Equ:ty shareholders have an. exclusrve privilege ! of votmg rights on all the issues that :
_come for discussion in‘the General Body Meetmgs Thus, they play a decasrve role in

shapmgthepollmes : : - S
L : |

'_ Equ;ty shareholders can sell or transfer the1r holdmgs whenever they WISh

‘ _Equrty shareholders have right to allotment of newly issued shares. Under the

provisions of the Companies Act, the company mtendmg to mobilize funds through

the issues of new. shares will have to offer to. its| | existing equity shareholders pro-rate

" the. shares’ proposed to-be |ssued Such- shares are called rlght shares. This right '
 assures them the opportunity to maintain the degree of requrred control and to share in

o the prospects of the. company. _ .

Limitations of Equity Sha res.

lnsplte of the above menttoned advantages,\the equrty shares suﬁ'er from the followmg
Ilmltatlons '

1.

N H
{ . .:
\./ i

Since the equ1ty capltal is na(t-re'ﬁmdable, in the event of excess capltal due to faulty
financial planmng, the compariy may experience the evils of over-captallsatlon -This -

-'_Durmg good perlods investors in ‘equity shares are rewarded amply in the form’ of _
~handsome dlvldends and bonus shares. - - -

- will create grave-situation)in times of decreas:ng proﬁts and the earnmgs per share.

- wouid: be reduced drastlcally ' _ ! :

- As equnty shares have proportlonate votmg nghts, management’ of the compames get
. concentrated ina few hands It may lead to cllque-formatlon leadmg to oli garchy ..,

arule by a few

"The. pre- emptive right of equity shareholders to niew issue: of securmes wrll result in

the contmuatlon of the control by a few peOple and concentratlon of eqult_v shares
among a few shareholders -

|
|

In times of depressron dividends on equtty shares may fall down This wrll result ina
 drastic fall in their market value. “Their resalable value declines’ in times of low
earnings.of the corporation.” Thus, the fortunes of shareholders ﬂu;_tuat_e according to .

.Higher dlvrdend on equ1ty shares during the perrods of prosper:ty pushes up their |
“market values, often leadmg to awkward specularuon '

‘ Equrty shareholders cannot claim any part1cular rate of dlvldend regularly every year .
as a matter of nght Moreover, there is no guarantee of d|v1dends for all times, year.
- aftet‘year. o S Lo :

]



the business exigencies. As Wheeler. points out, the equity sharcholders “ may'
experience feast or famme in dividends and they stand to lose hea\rlly in the évent of :

o busmess failure”.

Sa'feg.uards for Equ_ity Shareholders

It is clear from the above limitations that the position of equity holders is not very safe.
-Democratic contiol of bus:ness operatlons by equity shareholders, as a matter of fact, is a

myth. There is a dlchotomy between ownership and management of company affairs as the

control always vests in the hands of Board of Directors. Therefore, there is every justification -

for . safeguardlng the _equity holders -against the manipulations and misdeeds of the

- managemient. The government through its corporate legislations, seeks to protect the equity '

shareholders by conf’errmg certam ri ghts on them The followmg are a few of such ri ights.’

i) nght to vote: The equity holders can exercise their franchlse on: all matters such as

alteration of Memorandum, Artlc]es of Assoc1atlon removal - of directors and =

managmg dtrectors etc.

ii) Right against ultr"a-‘virus acts of the company: If the e'orp'orati_on enters into any:-

agreement against the provisions of Memorandum and Articles of Association and

. exposes the investors to risks not mentioned in these documents, the shareholders may o

, mmate Iegal action to prevent the company from enforemg such act:on

i) Pre-—emptive right: The right to allotment of ne_w issue of'securit_-ies on pro;rata basis
' preserves the existing interests on the assets and the control of corporation

1v) Right- to have knowledge of company affa:?s The equity shareholders have a
. fundamental right of being informed ab&ut* the various developrnents in the"
_corporation. They can inspect and refer therecords account books of company during:

the busmess hours. -~ . - N o
’ ’ ~ S

VY. nght to transfer the shares: The equlty shareholders of public limited compames

~can sell or transfer their helding and convert them into cash. - This rlght enables the

equity holders to decrease therr loss in the event of unsat1sfactory business conditions:

B'es.ides the above ri ghts the eqUIty h'olders have many others prevelages such as participating

- in exceptional profits and the right to share in the residual assets after satlsfylng the creditors -

' and preference shareholders at the time of wmdlng up of company
' A - :

, CHECK YOUR PROGRESS 1

a) What_ are_equ1ty shares?

....................................................................................................................
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5. 4 STOCKS AND SHARES

After the shares or debentures have been fully pald up,

they' may, if so authorised by the

* Articles, be converted into stock by: the company: in_the. General Body Meeting as prowded in._
‘section 94 (i) (c) of: Compames Act., A stock s transacted in multiples of a monetary unit
_,whlle a"share ‘is  an individual unit. : A share. is transferab!e as an indivisible unit and as a
" -whole. - A’'shdre may be partly or fully pald up, while a stock must be fully paid up. A share
possesses'a distinct number, whereas a stock bears. no- number ‘The rights of shareholders
“remain intact after conversion, but- the noﬁtderof the change must be gwen 10 the Reglstrar of

Compames wuthm 30 days after the change : S h

L 5 5 PREFERENCE SHARES

' Corporatlons deswous of moblhsmg Iarge savmgs from th
* investors mcludmg cautious and less venturesome people
- inducing cautious 1nvestors These secuntres prowde d
: sharehoiders '

) Preference shares are those Wthh carry eertatq Rnorlty
“regard to voting rlghts Preference shares dre’called as

" features of bonds as well as equ:ty shares The dmdend is stated. at the trme of issue of
preference shares. The followmg are the basrc features of preference shares:. | ' -

e public have to tap all varieties of

Preference shares are a method of

v1_d_end in preference to the equity

nghts in regard to the payment of

dividénd and return of capital.- At the same-time’ ‘they are subject to certain limitations with

\V®

.\' . |

Hybnd Sécurities” sirice they have

1. _'-leed rate- oftimdend E | S

. _Preferenhal payment of dmdend prror to the eqmty shareholders

Preferentlal ti ghts in redemptlon of capital when the corporatlon |s m llqmdatlon

2
3
:

Lmnted votmg nghts The preference shareho!ders have fittle say in the management: '

_ of business affairs.. They may be accorded a contmgent right to vote as they are.

allowed to participate in. policies whlch may’ aff‘ect their interest. The . preference

shareholders may acquire rrght in the management when' the dwldend falls in arrears o

- fora nurnber of years

Preference as to conversion: Thts is meant to encourage the preference shareholders -
to avail the opportunlty of enjoying the results of. the success of the corporatton “This
right to conversion will be given' t‘gr a limitéd’ perlod only durmg which they must
avail. Otherwase the holdmg remai ns Iess attractwe : o

5.6 TYPES OF PREFERENCE SHARES i

Compames reglstered under the Compames Act can issue the followmg types of preference

shares:




1. - Cumulative Preference Shares: On preference shares, it-is already observed that

fixed dividend is payable out of the annual profits. If the corporation does not eamn
sufficient profits in any year the dividend guaranteed may not be patd at all in that -
“ year. But in case of cumulative preference shares the unpaid dividend is carried .-

forward as arrears and becomes the charge on profits of-subsequent years. They go on

- accumulating till they are paid off fully out of the available profits of subsequent . .

- years. It was decided by a court decision in 1857 that the preference shares are al ways
cumulative unless somethmg confrary to |t is mentloned : :

2. _Non-.Cum’_nlatlve_ Prefer.ence' ‘Shares: Holders of thes'e- shares are entitled :to
~ dividends only if there are adequate divisible profits in that year. ‘In case the earnings

are not sufficient to meet the dividend: liability, they are not paid and these unpaid

.. dividends are not carried forward, Thus n does not, have a charge agalnst the prof its
ofsubsequentyears S :

3 Partrc:patmg and Non-Partlclpatmg Preference Shares Besndes the fixed rate of o

dividends, the holders of these shares are entitled to a specified share in the excess
profits of the company, after satisfying the equity shareholder at a certain rate of

' ~ -dividends. In other words, the excess profits are apportioned between these - .

" shareholders and equity holders in a specified ratio. The Articles of Assocranon must
allow speclf caily such partlcrpatlon by preference shareholders. :

Such preference shares whlch do not carry this privilege of participation along with

equity shares in the surplus profits are known as non-participating preference shares. E

As a matter of fact, participation by preference shareholders in profits over and above

l

their fixed dividend must be mentioned clearly, and absence of such specification

' entarls no nght of part:clpatlon
_ O

4, 'Redeemable and Irredeemable Preference “Shares: Preference share capital is not

permanent if the shares carry a provision a5 to be repayment afier a specified number'
-of years. As against this, the equity capnal is permanent Preference shares which can -

- be redeemed after a specified period or at the discretion of the corporatton are called

redeemable preference shares. A company limited by shares can, if authorised by its

- Articles, issues preference shares which are redeemable subject to certain condttlons as - '

* under:

e Redemptlon shal] not be allowed unless they are fully pald

i) Repayment must be either out of net profits of the company or.out of' a new issue

of shares made for the purpose of redemption.

iii) If the redemptlon plan is to make refund of preference shares out of profits, the
Capital Redemption Reserve account must be opened. Every year suitable amount
should be transferred to thls account from the prof' its made by the company

Redeemable preference shares arg patd back to the shareholders out of the profits or out of the
_ 'proceeds of new issue of shares. The maximum period of redemption is 20 years with effect
- from 1-3-1997 under the Compames Amendment Act, 1996. 1t is to be clearly stated that they
- are redeemable.. It should be noted that redeemable preference shares are not shares in the strict

- sense of the term. Since they are repayable, they are similar to deberitures. Only fdl[y paid -

preferenc':e shares are redeemed. Where redemption is made out of profits, a Capital

6
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" Advantages of preference shares _ o

Redemptlcn Reserve Account is opened to whlch a sum equal to the nominal amount- of the
shares redeemed is transferred. It is treated as pald-up share capltal of the. company

Two-mnovatlve types of preferenee shares were mtroduced into the market in 1992-93.. These
_are fully convertlble cumulative preference shares. (Equlpref) and preference shares with
warrants attached. Let us discuss about these two mnovatlve instruments.

| _

_Fully convertlble eumu}atwe preference share (Eqmpref)

‘Equipref has two parts of A and B. Part A is convertlble into equity shares automatlca!ly and

compulsorily on the date of allotment without any further act or application by the allottee. ,

Part B will be redeemed at pan’converted into equuty shares after a lock-in period at the opnon
of the investors. : i :

Conversion into equity shares after the lock-in peri'od Ewill take place at a price which would

be 30 per-cent lower than the average market price. The average market price shall be the

average of the monthly high and low price of the shares in a stock exchange for a period of six
months to the date of conversion meludmg the month in whlch the conversmn would take
place ? :

The dividend on fully convertlb]e cumulative preference shares shall be fixed and shall be

given only for the portion that represents part B shares. Upon conversion of each part of the

equipref shares, the face value of it will stand reduced proportlonatel y and the equipref shares
shall be deemed to have been redeemed to the extent. Qf each part on their respectwe dates of

conversion. i -
' I ' q \J y
Preference with warrants attached .~.\- v/ i
£ N :

Nt . -

Under thls mstrument each preferenee'share would earry certain number of warrants entatlmg

the holder to apply for equity shareg] for cash, at ‘a premlum at any time, in one or more stages
between the third and fifth year*from the date of allptment. [f the warrant holder fails-to

exercise this option, the unsubscribed portion will lapse The holders of warrants would be

entitled to all rights/ bonus shares that may be issued by the company. The preference shares

with warrants attached cannot be transferred /'sold forja period of three. years from the date of '

"allotment. . |

The issuing company and shareholders will have the'foilioWirig'beneﬁts of preferenee shares:

1. It is a means to mobilise funds from cautious investors who prefer safety with

gu'ara-nteed rate of return. 1t combines securityiwith a fixed rate of.return.

2. A corporation whose earnings are not hkely to be uniform may not be able to meet

fixed charges on debentures. But if the earning are fairly on an average it can issue

' preference shares at fixed rate of dividend. . -

3. 'When the assets of a corporatlon are not havi ng hlgh value as collateral secunty for the
. debenture holders it may |ssue preference shares :

i .
1 ' ]
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When the assets of a company are already encumbered, a second lien may. require the - -
 offer of a high rate of interest on the issue of debentures. In such cases, preference e
 shares offer a better means than deoentures to raise capital. .

- If debentures are to be 1ssued adequate securrty has to be offered by company But

the management may not wish {o mortgage properues in order to preserve them for the .

'As the preference holders have Irmlted votmg nghts cap1tal can be ratsed wrthout o
'dllutmg the: control by the exlstmg equity, holders -

l

At the'time of carryingout a reorgamsatron scheme ofa company by way of merger or o
reduction of - long-term- indebtedness, the corporate debt may. be converted to
preference shares.. The reason is lhat they carry the privileges of part|c1patron
_ redemptron and conversron : : % '

Disadvantages |

.The d|sadvantages of preference share are as follows:

1

.. Dividend on preference shares is almost fixed charge against the annual proﬁts
: resu]ts ina permanent “burden in the event of made\quacy of proﬁts '

w/

greater than the cost of debentures. The dmdend paid is not tax deducttble

y A 9

Preference shareholders carry only a l'lmlted VOtlné, rrghts Hence, they'cannot ' )
part|c1pate in shaping the corporate pohcnes Thus, they are regarded as capltal g
-_eontnbutors only.. : '

" benefit appreciably: Of course, participating rlghts may, to some- -extent, lessen thrs

llmrtation

Preference shareholders Wlll be put to enormous . Ioss if the company €Xercises 1ts

discretion to redeem them during the penod of depression. It is quite possible that the

Board may take advantage of a favourable money market to redeem it, replacmg wnh :
shares carrying lower dwrdend rate. - S

CHECK YOUR PROGRESS 2

.........

1. Listout the features of prefercnce shares

.............................................................................................................
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.- future contmgencnes In such an event, 1ssue of preference shares otfers good' S
- alternative. L

g Preference shares can a]so be_given to the purchasers as a bonus wh1le sellmg the.'_,: - '_ :
debentures or ordinary shares to them. Thus, they may also be used to enhance the__ I
_ marketabrllty of other securmes '

. The cost of issue of preference shares, in termso‘f fixed dividends, may some times be o

-Usually, the preference shareholders are to be content with fi xed dlvrdend even when B
bumper profits are earned by a corporation.: As agamst this the equity holders will -

.-.. 71' |



2. . Discuss the types of preference shares.

B LR Rl L L T L T L T

NI I e T

5.7 DEBENTURES _

- We have discussed the ownership securities in the form! of equity shares and preference shares

“in the foregoing pages. Letus know dISCUSS dlfferent types of credltorshrp securities.

Meamng and Deﬂnmon of Debentures

Debentures represent the -borrowed capltal of a corporatlon Therefore, they are known as’
creditorship - securitics.  Debentureholders are credltors but not the owners as equity - -
shareholders. As such debenture capital is known as=debt capital, The debenture . issue is -
preferred when the earnings .of the company are llkeiy| to be __onStant and sufficient to. meet
interest liability. The Indian Companies Act is silent about the definition of debéntures. The
term debentures is derived from Latin word “debere” which- means “to owe a debt”. .-
‘Therefore, debenture may be described as an acknowledgement of debt by a company, usually L

issued under the common seal. It may be unsecured or secured by a-fixed or floating charge on

the assets of the issuing.company. The terms and condltions_ governing the debentures are =
- normally found on the back of the security. Palmer defines debentures as “any instrument .

-under seal of the company, ev1denc1ng a debt deed the essence of it being admission of
mdebtedness : R : o .

In the words of Eveyn Thomas itisa documénf under the conipany’s se_al which provides for

the payment ‘of a principal sum and mtérest thereon lat regular intervals which is usuaily -

secured by a fixed or floating charge an” the company(s property or undertaking and which
. ackncwledges a loan to the company’” : I '

7S

N\

Features of Debentures o
From the above defi nitions it can be understocd that debentures have .the following basic
features. : : : : - .

1. Ttisan acknow]edgement of debt in writing, -

2. It is a deed explaining the terms and conditions; of debt between the company and the '
holders _of debentures as to interest rate and refund of principal amount. -

3. As debenturcholders are'credltors ~they do not have voting rights Sectlon 17, of
Indian Compames Act prohrblts the issue of debentures with voting rights.

4. Debentures can be unsecured or secured bya charge on the assets.
5. _Debentureholders can enf‘orce the secumy by sale in case of default

'Debentures and Bonds

In reality there is no distinction between debentures and bonds. However, in the USA, only
unsecured bonds are termed as debentures but in the UK no drstmcnon is made between the

.
-



“two terms.- As we have botrowed the termmology from Great Bntam we too in India do not

make any distinction between them. In other words; debentures can be secured or unsecurecl o

_since it is generic term. In America the generic term is “bond” which may be secured or

: unsecured and a debenture isan unsecured bond

'.As against thls tangle of termmology, the laymen s understand:ng is that bonds are the :
_ 'acknowledgement of ‘debt issued by Government whereas debentur_es_ is a -debt

: acknowledgement give by a com pany

5_.8 TYPES OF DEBENTURES E

o _On the bas:s of transferabﬂlty, secunty offered and redeemablhty debentures are c[assrf‘ ed as
:ndxcated in the fol]ow:ng Chart. : - :

" Chart-5.2

Debentures
. T T R
" Transferability' -1 Security | - Redeemability | [ "Convertibility -
basis - | . basis. © .4 ~ basis | |  basis ' |
{ . | o 1 . | 1
‘Bearer | | Registered || Unsecured | | ‘secured L Convertible . | Non-
— - | orNaked - | . — ) T Convertible
: I. N | R
g?art_mg SR _E';“’fd_ AN Fully - | | Panty
arge S Bl o~ N o | Conveitible { . | convcrllblc
S N 1
Rede'emab.l.c N Irre_decmab[e

" a) Onthe baS|s of transfer'tblllty On thls debentures are class:f'ed mto Bearer Debentures T

and Reg:stered Debentures o L

i)' Bearer Debentures are negotiable by mere delwer_y of the document Thls type.of . ..

debtntures can be freely purchased and sold without giving any intimation to the
company. As such, these securlttes are as’ good as'cash i in hand prowded there isa
_market value S : :

i)  Registered dehentures are not freely negotlable by delwery of the secunty Thc
- hame of the debentureholders are recorded in a Reglster kept by the company. Only

those  debentureholders whose . names appear in this Register - are entitled to

‘repayment of prmc:pal amount and periodical payment of interest as agreed upon..

o They are, however, transferable as per the prowstons of Amcles of Assoc1atlon of
the company : : '
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. h)

On the basrs of Security:’ * Based ‘on the securrty oﬁ'ered 1o the debenturhoiders, _' .

debentures are classrf ed into Unsecured Debentures and Secured Debentures

' iii) Unsecured Debentures are also known as simple or. naked debentures-' These

c)

- debentureholders as per the. terms and " ions. By its own discretion also the company

debentureholders are treated as ordinary creditots. They are not endowed with any .

charge on the assets to support these debts. In the event of default in repayment of
principal amount or interest, the holders of these securities can file suit against the

company. They will not have any right to charge the assets of the company because

they are not secured by any property S
o

iv) ' Secured Debentures are popularly known as mortgage debentures They are -

© . secured by a charge on the property of the company These debenture holders have
the right to recover their debt from the company out of sale proceeds of mortgaged

- assets. .Such assets which are charged to debentureholders will not be available for .

other ¢creditors. A mortgage: dged’ is cxecuted by the company in favour of the
debenture holders setting forth the terms of repayment rate of interest and the details

-of the assets mongaged The charge created | agams’t the assets may be fi xed or

" floating.” : .

“Fixed charge is one which is created only on spec1f' jed and det' nite assefs. It

" prevents the company from dealing with those aSSets without the consent of holders

of such charge. Thus, f" xed charge is a spectf c hnortgage on spec:f‘ ed assets.

S Floatmg charge is created on the assets of the|company, present or future As the

business operations of company go on, its assets will constantly undergo a change.

~ The company can deal with those asséts, ex1stlng in the usual course of business until
~ mortgage takes any step. Thus the \floating charge is- shifting in its nature The.'

' -debentureholders can attach the assets as and when:

[0} the company stopg"its bus_i ness; -
(i) thé company goes irito liquidation; and |
(m) the company commits default in repayment. _

On the Basis of Redeemablllty. Based on the redeemablhty, the debentures are c]asstf' ed

into Redeemable Debentures and Irredeemable Deben‘tures

| 1) Reedeemable Debentures are repayable after a speclf' ied pcrlod

Any charge fixed or floating created by the company on its assets for the’ issue of |

debentures can be redeemed by the company on a specrf ied date or on demand by the

. can. redeem by giving a notice of redem tion. Redeemable debentures can be issued aﬁer
redemption under section 121 of Compames Act. |

)

- 1|) Irredeemable debentures are not repayable durmg the I1fe time of the company.

Therefore they are also. described as perpetual debentures. This debenture debt

becomes repayabie only when the company. goes into liquidation or when interest is '

not regularly paid as and when _accrued

4

On the Basis of Convertibility: On th:s basrs debettures__are classified into convertible -

and non- convertlble




’
‘J

Convertrble debenture holders are glven the choice to convert therr debentures mto equity
shares of the company at stated rates after a specified period. Thus, these holders can become’
'shareholders on conversion and: take part in the management of company.

' Let us dISCUSS about convertible debentures whlch assumed lmportance in. the lndran Capltal B

“-Market in recent years.
i) Conv_ertible debentures

- Converuble debentures are instruments whlch as per the terms of 1ssues are convertible into
 other security, mostly equrty Convertible Debentdres have become appealing to the investors

as a result of which there has been a’ shift in fAvour of debentures from traditional. equity’

shares. Under this, unless the_conversion is compulsory, the investor has the option of

retaining the. debenture without exerclsmg the conversion option in the event of a fall in the -

eéquity price: subsequently. The fully convertible debentures are treated at par with equity by

- financial mstltutrons and the debt-equity ratlo rmproves creatmg thereby reserve debt capaclty' -

© for the company

" In India until mid-eighties the nonéconvertible' debentures were largely in vogue though the

debentures market was not very encouraging. Of late the convertible debentures have been -

carried out by many of the companies and seem to have taken deep roots in the corporate

- sector presumab]y because of the benefits tilting in favour of the compames

For the first time in.the corporate hrstory of India, partly convertible debentures offers have
~ emanated fromi Greénfield ventures like Tata Timken; Bausch and Lomb, Tata Elxsi in the
- early 1992. But now the PCDs also do not appear to be very attractive to the mvestors because
‘of the |lquurdrty of the non-convertible part (khokha) \ / '

. . \ J
i) No’n - Cdn‘vertible debentures- : Al

n 3

y -~

Non-convertlble debentures are the debt mstruments wh|ch cannot be converted into equrty at

- any time and they remain as-a debt untif redemptlon With the term deposit rates.at their
- lowest, non-convertible debentures are becomingattractive and the gap between return on
~equity and yield from debentures,has narrowed. Forergn Institutional Investors are currently.

investing in non-convertible debentures because of their high price earnmg rauo Blg".

i corporate houses fi nd such debentures safe for parklng therr funds .
Importance of debentu res
In meetin g the co’rp_orate 'Iong-term needs debentu_re's '_ha\?e a signiﬁcant place.

) - The company will be able to acqurre huge funds for a Iong—perrod w1thout grvmg
any control to the debentureholders.

i) An opportunity -is prowded to the corporation to trade on equny and thus rncrease

the return for equity ho]ders

-iii) -~ Interest on debentures is a f' xed: charge payable at perrodrcal mtervals nrespectrve of

fluctuating fortunes of the corporation, _
iv) Debentures wr!l have a-great market response durm g2 depressron.
: o i
Gr.BRADE - i, B L{' q .
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vi)
" vii)

viit)

ix)

o
I.

As the debentures are usually secured by mortgage of the assets safety. of funds as to

. their repayment is guaranteed. - - Therefore, debentures will have good response from

the investors. . . !

'A company with large number of small debts bf short duration may always feel

financial congestion. They can be converted mto a smgle issue of debentures which
wrll be less costly. : ;

Since debentures are generally lssued on redeemabie basis, the company can avoid
over-captitalisation by refundmg the debt when the financial needs are no longer
felt. ' i

{nterest. paid on debentures isa charge on mcome of the company and is deductrble

.from computable income for income tax purpolse This benefit will be more felt

when we understand that the outflows of cash on account of dividends to

shareholders are liable to corporate income tax. Thus, the companres can take -
.advantage of tradmg on equity’ by issuing debentures

During tight financial market conditions, small and mednum companies find

debentures as a low-cost source of long-term finances.-

5.9 LIMITATIONS OF DEBENTURES_

i

The debentures suffer from certam IImltalIOI'IS They are:

W

Debenture f inancing involves a greater risk.as 1t||s a fixed charge Corporation with

. un- predrctable and volatile earnings have to use: debentures very cautiously. Due to
~ fluctuations in its earning, the corporatron may find it difficult: to meet these fixed

1)

'.ii_i)

charges.
U

‘Resorting to debenture ﬁnanemg is not practlcable for certain corporatlons-

particularly dealing wrth cOrisumer goods, where the proportion of fixed assets to

total assets is very low.(O« 5
N

Heavy reliance on debenture financing with hlgh servicing charges will leave the
corporation with little profits. Consequently the corporation may not be able to

. declare dividends. As such the value of shares rnay decline in the stock exchange

iv)

vi)

If the corporation has already issued debentures, it will have to offer higher rate of

- interest on successive issues of debentures.

~ Corporations dealing in fuxury products for which demand is hlghly elastic, cannot

oscillate debentures as their earnings are h1ghly.osc1|latmg

Debenture financing, sometimes, may parahse the business: operatnons when the
corporation is passmg through adverse: busmess condltlons as its assets ar¢

o mortgaged : ;

vii)

Debenture and Debentu re Stoek o i

From the pomt of view of debenturehoiders it 1s felt that, since they do not have any
power of control over the corporation’s affairs, mls-management or speculatl ve
tradmg by the corporation may weaken their posmon -

Consolidation of borrowed money by way .of debentures into one, mass for the sake of
convenience, is caIled debenture stock Debenture stoc’k represents the share of individual



)

~debentureholder in the total loan and is evident by a certificate. The important difference
between the debefiture and debenture stock is only with regard to form but not substance. For
example, in place of 1000.debentures Rs.100/- each held by Mr. X, if the corporation jissued -
only one certificate representing:Rs.1,00,000 for the sake of convenience, it may befcalled -

debenture stock. ©- -

 CHECK YOURPROGRESS-3 . R
~a) Define the ‘debentures’. . e
b) Explain the ‘fixed charge’ and “floating charge”. " * '

R e O

“In addition to, the traditional capital market instruments let us.discuss the financial innovations'

~ ‘in the capital market iri recent years after liberlisation of the Indian economy since July, 1991."
‘The innovative financial instruments disctissed in the following pages are warrants, secured
premium notes, decp discount bonds, Euro convertible bonds, inflation bonds, floating rate - -
" bonds, Government guaranteed bonds, Tax saving bonds, regular income bond, zero interest .

_ bond and capital index 'bo_rids.' o

5.10 INNOVATIVE CAPITAL MARKET INSTRUMENTS

" Having discussed debentures including convertibles, let us_have an idea of some financial

innovative instruments that entered the Indian. capital inarket in recent years to suit the

requirements of investors. )
- Warrants R Y T

A warrant is a security issued by a 'compjcfﬁy,’ granting its holder the right 'tq purchase a .
“specified number of shares, at specified price, any time prior to an expirable date. - Warrants, = -

 also called sweeteners and they may be issued with either debentures or equity shates. They

clearly specify the number of shares entitled; the expiration date, along with the stated/exercise -

- price. Thé expiration date of warrants in USA is generally.5 10 10 years from the date of issue -
and the exercise prices is 10 to 30 per cent above the prevailing market. price. Warrants havea. . -

secondary market. The mi‘ninfluni value-of a warrant represents the exchange value between

the shares at current price and the shares to be purchased at the exercise price. They have rio -

- flotation costs and when they are exercised, the firm receives additional funds at a price lower

than the current market pricé, yet higher than those prevailing at the time of issue. Generally, *-
new/growing firms and venture capitalists issue warrants.’ They are also issued during mergers -

-and acquisitions. Wai‘rants_have been issued by a few.lhdi_an companies since. 1993,
. Debentures issued with warrants, say convertible debentures, carry lower coUan.;a'tes. S
Bond

: Bond is not defined under COmpanie's-A'ct,' 1'95:’6,: but according to Sectioh_Q(S)‘of th:e Indiah-

Stamp Act, 1989, bond includes.any instrument attested by a witness and not payable to order -

ot bearer whereby a person obliges himself to pay money to another.
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' 'Igﬁaﬁon_-anés :

Floating Rate Bonds or Notes .
Y - 7 .

~ Deep ]_,)isgoﬁnt Bonds (DDB) | ' R .

Bond can also be issued with or without"ﬁﬁ\'rarr'_an;s-. Bond/may be attached 'wlifh__t_a_ detachable
warrant which entitles the holder to buy more bonds of the company with certain.concessions.

" Some companies issue high yield bonds which have high interest rates and are issued by lower.
_ credit rated companies. Bonds may also-be issued with buyback option. . - - . S

Inflation bonds are the bonds in ‘which interest rate is adju]fstgd for the inflation rate. Thus, the

“investor gets an interest rate, free from the effects of inflation. These types.of bonds are more
in use in countries like US: These bonds are called inflation bonds or inflation protection' -

. bonds giving a fixed rate of interest after making allowangg for inflation. - For example; if the .
interest rate is 10 per cent and the inflation is 6-per cent, the investor will eamn 16 per cent

meaning thereby that the investor i_s insulated against inflation. =

* Floating rate bond as the name suggests is a bond where tl!ié interest is not fixed ._an'd_!is allowed

" to float depending upon the niarket conditions. This i an ideal instrument which can be
resorted by the issuers to hedge themselves against the volatility in the ipterest--rates; L
-, . . ) . .‘.- .‘. . . . . .. N . v‘.. i . . :\ . . L. o .
Government Guaranteed Bonds . - . Lo T
“These are medium to long term debt instruments issued by Government agencies and Public =
" Sector undertakings owned by Centra} or State _Governmc':’nt; The repayment of principal and
~ payment of intérest is guaranteed by Government. Su‘cﬁ bonds have been issued by various

electricity boards, power Corporations, Road Transport icorporations and state owned utility

services, M |
L . o J o
-, Zero Interest Bonds ST A,

A

- - These were ir}trod_uced, in Indignmarkets in early ninét_les; The-debentures or bonds are
‘convertible. into equity shares after a certain period but no interest is-payable till such -

conversion, Since no interest is payable till maturity when it is converted into equity, company -

is able to service the equity in a better position. “The investors are rewarded by way of a low .

premium on conversion. This instrument has been used by very few and provides a tax shield

_to the investor. The benefit accrues to the investor.by way of lower prémium ' paid  for

acquisition of shares, This instrument can also be used for managing cash flows. -

Zéro_ Ihterést F_ul_lji Convertible Debentures / Bonds FE

‘Thesé are fully convertible debentures which do not carry any interest. The debentures’ are

“-compulsorily and automatically converted -after 2 specified period- of time and the holders |
. thereof are ¢éntitled to equity shares of the company at a pre-determined price. .

C e

‘ .Thgﬁe\bOnds are s_ol'd" ét a discounted value on matuk_itﬁz, face va!ué is paid "to'-;t_he. iliv_estors_. ) :
Recently, deep -discount bonds were issued by IDBI with a maturity of 25 years at Rs.2,700

with a maturity value of Rs.1Lac. . ‘Subsequently, happy return bonds were issued by SIDBI -
for' Rs.2,500 with.face value of Rs.1 lac payable atmaturity after 25 years. These are’

“negotidble instruments transferable by endorsement and Helivery by the transferor. Institutions.

.




like ICICI IDBI and IFCI have |ssued such bonds several times. (for example fa.mlly bonds
' llqu1 bonds ﬂexl bonds etc) ' :

Secu red Prennum Notes (SPN)

' Thls instrument frees the ﬁrm from debt ser\ncmg costs in the ﬂrst three years, Investors are'
repaid the principal in four equal instalments between the fourth and seventh years, with the -
option of taking their returns as either ihterest or redemption premium. Besides, investors are
gwen a warrant enutlmg them to buy the company s share one year after the allotment of SPNs’ - -

- Euro Convertlble Bonds (ECB)

Euro convertlble bonds are quasr-debt secunues (unsecured) which can be converted mto_’

deposrtory receipts or local shares. They -are targeted at non-US investors. In the past,

.Reliance and Sterlite Industries have given investors an. option of convertmg their ECBs into .

global depository receipts (GDR) as it is at no cost to the company (The Deposrtory makes_
fnoney on trading in GDRs). ECBs offer the investor an option to convert the bond into equny

~ ata fixed price‘afier a minimum lock in period. The exchange rate for the conveérsion price is
fixed as is the ‘conversion price. Investors are offered a put option, which allows. hlm to get his.

money back before maturity.. A call option allows the company to force conversion |f the
market peice of the shares exceedS a pamcular percentage of the conversion pnce

'5 11 SUI\IN[[NG UP

Funds are moblilsed by issuing securities by the companies. Securmes -are classn" ed into
ownershrp securities and creditorship securities. A company can issue either equity shiares or:

preference shares or both. Within the preference shares ‘there are various types. They are ©

participating, non-parucl pating; redeemable, 1rredeemable and cumulatwe and non-cumulative |

preference shares. Each of this class has merits and demerits of its own. There is dlStmctlon
‘between stock and-shares. Debenture i isa docﬂment acknowledging the debt issued under the
common seal of the company. Debentures‘age cIassrﬂed on the basis of transferability, security
~and redeemablhty On the basis of transferabxllty they are classified into bearer debentiires and

* registered debentures and on the basis of security, they are classified into secured and -

unsecured debentures. According to redeemability, they are categorised into redeemable and < . .’

* irredeemable debentures.  All these "classes of -debentures have certain .advantages and’
'~ disadvantages of their own,. There are certain limitations of i issuing debentures. - Debentures

can be consolldated and such consolidated form i is known as debenture stock.. A number of -~

“innovative mstruments have bein lssued to attract mvestors and to suit the1r néeds

) 5.12 CHECK YOUR PROGRESS MODEL ANSWERS

l. a) Equlty shares are the ownershlp securltles which do- not carry preferentlal nghts
: “neither as to dl vidend nor as to return of capltal at the nme of hq u1dau on of company

b) The advantages of equny shares to lhe mVestors are:

o 1) They get handsome dwrdend durlng good perlods

n) They have votmg rights in the General Body Meetlng and thereby they effect the
_decisions of the company, .
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: :1) They get fi xed rate of dlwdend

- The followmg are the. features of preference shares: e

iy They can sell the shares and get cash as and when they. need money, and

' |v) They are entnled to get shares in the event of subsequent er new: 1ssue of shares

B _' '_n) They are pald dlwdend prtor to equrty shareholders o C
. iii) They havellmned votmg rights. - - T e T e
._-:'lv) They get sometlmes, preference as to conversmn of these shares 1nto equrty '

s

b)

shares
: )
The fol lowtng are the types of preference shares _

i

. l) Cumulauve, non-cumulatwe preference shares
i) Pamclpatmg and non-participating prefererice shares, and
m) Redeemable and 1rredeemable preference shares -.

:Palmer deﬁnes debehtures as “any |nstrument under seal of the company, ewdencrng a S
_ 'debt deed the essence of it bemg admtsslon of mdebtedness I :

- Fixed charge is speclf ed charge on speclf ied assets The company has no- rrght to deal E
. with those assets without the consent of holders of such charge Floatrng charge is a
. charge created on the assets of the present and! future which arein the possessmn of
~company. The cempany can deal with those assets in the usual course of - busmess
- _'- untrl the holders of such charge do not take any step. . . . .

s, 13 MODEL EXAMINATION QUESTIONS”. B

N RN

5

9.

10. Explaln about 1nnovatwe 1nstruments in thelncllan Capltal Market'? . "

RIS

| l Arnswer the followmg questtonsin about 30 llncs dach o R o ,
L -71‘-.--'3_What are. the sources of‘ Long-term f nance for corporattons'? - p :

_.what are the sa‘feguards olfered by Government to protect the: rlghts of equrty ol ders‘? .. o
_ Explam the rmportance of debentures tn ralsmg long-terrn ﬁnances by a company S

- I'What is meant by debenture? What are the features of debentures‘? R

I Answer the follownng questrons in about 30 lmes each. -

What are the dlfferent types ofownershap secur ties?

_ 6: . 'Explam the advantages of equlty shares
8. What. are the. condrtlons under whlch a company can lssue redeemable preference
'.shares‘? o . . co s !_ o .

Explam the drfference between stocks and shares

Drfferentlate between ﬁxed and ﬂoatmg charge o

Explam thc 1nnovat1ve mstruments ln the lnd:ah Cap|tal Market
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+ 5.5 GLOSSARY

-Bonus Shares
Corporate securities

-' "ﬁebenture_s
: 'Depo_sitor'y System_- -

Equity shares

o Fixed charge
Floating charge.
- Floatation -

. Investor

e Participatin'g-'preference.sl_l'a're

]

. Payment of dividend in the form of shares
instead of cash to shareholders

o Shares and debentures |ssued by compames for

long ralsmg Iong term ﬁnances

: AN acknowledgement of debt due bya company

\ 0

: Is paperléss or scrlpless from of holding the shares

: .Ownershlp secur:tles carrymg no spemal or

preferential rights as to dividends and return of

capital at the time othmdatlon

4 Mortgage created by only on specrf ed and def n:te

assets

:

. _Mortgage charge created on the assels ot the resent -
P and future whlch are in possessmn ofa company

ot lncorporatlon of a company or release of share t‘or _
. sale to the publrc :

L Owner of secuntles viz., shareholders and
- debenture holders, o o

A prefelence share carrymg an addluonal right to
" participatein the surpluses after saﬂsfymg equity
 holders at a certain rate of dlwdend :

[ . L

y-
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" Preference share
oL Lo I '. L

. Premium’ L
precmptive right
'Rédeemﬁb!e preference share
Redempt:on '
nghtshares B o

I

!

|.,
| \

A share carrymg certain prlonty nghts as to
dwldend and return of cap;tal ' :

. ,I_Préféren.ce
. period.

Repaymen

Excess amgunt over and above the face valve. -~ -

. Ri ght to puchase before an offer is made.

s_héres repayable after a specified )
|
|

[ .

: Shares whiEh must be offered first to the existing . _

equity shareholders of the company in proportlon

2.

. to t_hgéir holders




| UNIT 6 CAPITAL AND MONEY MARKETS IN INDIA

Contents . _
6.0 Alms and Objectwes -
6.1 Introduction
. 62 Capltal Market
. 6.2.1. Meaning of Capttal Market
622 -Importance of Capital Market
© 6.2.3 Sources of long term funds
- 6,24 Demand for long term funds
'6_._2.5' Functions of" Cap:tal Market :
o 6.2.6 Structure of Indian Capltal Market _ __ o . -
6.3IMoneyMarket o - . | S S,
6. 3.1 Meanlng ofMoney:.M'arket N o . ' o
6, 3 2 Importance of Money Market .
6. 3 3 Fdnctlons of Money Market _
6.3.4 Money Market lnstruments and lnstitutlons _ |
6.3. 5 Constitution of Indlan Money Market -
_ 64 Distinction between Capltal and Money Market
6.5 Primary and Secondary Markets

6.6 Developments in Primary Market ~\J
6.7 Indian SecondaryMarket . .~ . \J
"6.8 Secondary Market Reforms P X

6.9 Structural Developments in Indian Ca.pttal Market
© 6.10 Summing Up _ :

6.11 Check Your Progress Model Answers

6.12 Model Examination Questions

) 6.13 Recommended Books

6.14 Glossary . - - .. I

6.0 AIMS AND OBJECTIVES |

: The maln aim of this unit is to explam the concepts of capital, market money market primary

_ market and secondary market; their lmportance constltuents sources of supply and demand
for funds and their functions. Further, the structure and development of capltal and money
‘markets in Indla are presented in this unit. ' :

o A_ﬁer studymgthls unit, you shouid be able o: -

. # : 3 S
. * explain the meaning of capital and money markets;, _ . _
' state the sources of supply and demand for short term and long term funds;
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-

' e describe’the functions of both capital and-money m 'arke.ts;_: N R
. _1dent|fy the constituents of caprtal and money markets; .

. explain the structure and recent developments in capttal and money markets in Indta, o

. "dlstmgursh between primary and secondary markets and e
. '_htghllght the recent de\felopments in pnmary 3ﬂd secondary markets o f :

- 6.-1 INTRODUCTION_

A

' Capltal formatlon is sine qua non of economlc developme
* development of capital and money markets are inter-depen

~capital formation, healthy growth and development of th
- They help in- the promotlon of investment. acnvmes and éncourage -entrepreneurship

founded and sound money and ‘capital -market activities

ha

nt.' Eco'nornic developr_nent and the
dent.- Developed money and capital '

markets indicate the development of economic system. - “For ‘mobilising savings and for rapid

development in the country. To.ensure liquidity of funds;
temporal. and sectoral) of funds, alround- development
essential. They, in brief, lead'to sustained growth and.de

ese markets- are_ the pre-requisites.

mobtllty (geographical, functlonal .
of money and capital markets' is .

will léad to full employment and

increased purchasing power leading to further demand for-goods and sérvices.. Therefore the- |

caprtal market and money market constitute an lmportant

_country. In fact the relatlonshtps between the markets, ins

component of financial system' of a
truments and services are mtegrated -

velopment. of an economy, A well -

as well as mterdependent and they are the components- of capital market. The capital market
. consists of primary market and secondary market. “The primary market deals with the issue of
onew. mstrurnents by the- corporate sectorsuch._as equity ‘shares, preference shares and-

debemures ‘The secondary market consists of 23 stock exchanges in India’including. the = .
National Stock Exchange, Over The Counter Exchange of India (OTCEI) and ]nter Connected

‘Stock Exchange of India {ICSE) where. the" exlstmg mstrumems are traded for providing

liquidity. . While the capital formation occth‘s in the prlmary market the secondary market -

- prov1des a continuous market for the securttles already 1ssued in the primary market. There is .
" a symbiotic relatronshtp between the prlmary and secondary markets, We will dlSCUSS in this

unit the various concepts and the developments takirig place in the Indlan Capltal Market soas

tohavea comprehenswe wew of the functlonmg of the lnd:an Caprtal Market. . -

62 CAPITALMARKET R s

- 6 2 5 MEANING OF CAPITAL MARKET - ,

- for facrl:tatmg and eﬂ‘ectmg long-term funds.
investment purpose. Thus, the capital market is concerned with long-term finance. It refers to

Caprtal markets denotes all buyers and seliers of capttal funds as we!l as the entlre mechamsm .
It prov1des long term funds ‘needed for

facilities and institutional arrangements for. the borrowings and fending of long-term funds.

: -Accordmg to W.H. Husband and J.C.- Dockeray, “The Capttal ‘Market is used to desngnate
" activities in the Iong-term credit; which is characterized; matnly by securities of investment
' __type” Capital market is an orgamzed market- mechanism for efficient and: effectlve transfer of

financial resources from the investing class to the entrepreneur class mcludmg individuals-and -
|nst1tut|ons engaged in-the industry, business or service injthe prwate and public sectors of the

" economy. In a broad sense it is a market for all financial 1hstruments both short term and long

term and also commercial, industrial and Government paper. In-the. words of Gold Smith,

. “Caplta] market of ‘a moder economy has two basw functtons first the allocation of the

savmgs among users’ and allocatton of mvestment second the facrlltatlon of‘ the transfer of



. existing assets; tangible and . intangible among individual economic units.” Grant defines
- Capital Market in a broader sense as a ‘series of channels’ through which the savings of the _

- community are ‘made avaiiable for industrial and commercial enterprises and for public
- authoritiés. According to international standards, loans and financial transactions which have a

' maturity period of one year and above come within the definition of fong term funds and those
- having maturityperiod-of less than one year are termed as short-terms funds. In capital

" market, 1o a large extent, funds are traded for long term purposes.

' Capital market may be divided into two ségm_ents-primary market and secondary market. New -
- issues are made in the primary market. For instance,.when a company wishes to raise capital . -

by issuing securities, it goes to primary market where borrowers exchange financial seclrities
for long term funds, The primary markets facilitates the formation of capital. The secondary

- market offers facilities for trading in outstanding issues.  In other words, buyers and sellers

negotiate for the shares and debentures issued by companies earlier. The secondary market
consists of stock exchanges recognized by the Government. In these. stock exchanges

- outstanding securities are offered for sale and purchase. ' Both these segments of capital market

are indispensable since they have reciprocal impact on their growth and development.

6:2.2 IMPORTANCE OF CAPIATL MARKET

An ideal capital market is one where finance is used as a handmaid to serve the needs of

industry. 1t is available at a reasonable rate of return for any proposition, which offers a

“prospective. yield sufficient to make borrowing worthwhile given the prevailing rates of

interest. An efficient capital market is an essential pre-requisite for the economic development
and the capital market in a country is dependent upoti the availability of savings, and the

proper organization of intermediary institutions to b.ing the\investor and the btisiness ability
together for .mutual interests.  With the rise of the -jgi}rp"stock.f‘onn of organization of

production and distribution, the importance of capital markets as a liaison between the investor -
~ and the entrepreneur has become paramount. . o S

3

L Ao

In‘brief, capital market h.el.ps i'n'-'provid'i ng thé'.;fo_ljbwiné :
. N . . . -.! . \

. The mobilization of 'sUrpl us money in the comm unity,
-~ 's  Encouraging the investment behavior of funds holders, . -
 »  Improving the liquidity of funds,” _ - | v
e The economic development of the country, and

»  The creation of employment of alt t_)'"pes of catégori es.

- The increase in the size of the industrial units.and business corporations due to technological

developments; economies. of scale and othgr_ factors have created situation wherein the capital

at the disposal of one or few individuals is quite insyfticient to meet the investment demands. -
A developed capital market can solve this problem of paucity .of funds___because an organized
capital market -can mobilize and pool together even the small and scattered “savings. and
“augment the availability of investible funds. While the rapid growth of joint stock companies

has been made possible to a large extent by the growth of capital market, the growth of

“company form of busiitess has in its turn encouraged the development of capital market. A

developed capital market provides.a number'of__ profitable investment opportunities for the - -

small savers, _
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623 SOURCES OF LONG TERM FUNDS |

' - -The success of caprtal market depends upon its capacrty to moblllze surplus funds avallable m'
‘the community. Under capitalistic form of economy savmgs or the surplus of i income over' S
-expend:ture of an individual cConstitutes the main source of capital. Therefore supply of caprtal
" funds emanate broadly from (i) the ultimate savers of the’ funds as direct investors; and (ii) the
‘investrnent and financial intermediaries with some- sppmf‘ ¢ micro. and maero objectives. In

'_ lnstltuuonal :nvestors ‘may further be dmded |nto two categones
. institutional investors which consist of two types of i |nvestors, and they can be segregated on
- the basis of investment of theirfund: (i)private institutional: investors which invest. on their

other words the supply of funds in the: capital markei originates from savings which accrue
mainly from the following sources: (a)mdmduals (b)busmess operations, (¢} governments (d)

foreign countries, () bank credit, () provrdent funds, and other funds, (g) financial institutions -

etc. These sources are broadly classified into: (i) Household sector, (n) Agrlculture sector (m)'-_

: Treasury sector and (w) Bus:ness or Corporate sector !

Firstly, the private

own account. For example, private commercial banks, life insurance companies, investment

trusts and commercial and industrial concerns possessing surplus; i.e., corporate: savmgs and
~ (ii) private institutional investors which invest on behalf of their clients and do not purchase -
corporate securities on permanent investment basis, sur'h as under wntmg houses, issue houses -
- and investment bankers or trustee compames T !

-Secondly, the public institutional investors whlch"include'various governmental .agencies
employed directly or. mchrectly in the financing of private enterprises such as 1DBI, ICICH,.

IFCI and SFCs

~The followmg chart deprcts VArious sources- of long térm fiinds -broadly classify-ing under the

heads of‘individual investors and mstrtutlona{mvestor;._

Employees

o A
Eg.: Commercial'

Banks and

L Nt
Ll Chart 6 1
Oy | Sources of Ioﬁg-_term
Yo Funds, -
Individual B _ i ' Institutional
- Investors : . ' Investors -
— — T ) | SR 1 - ]

Having Having | [ o e R T i
Affiliation no affiliation . Speculat1o Private Publrc ' :
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_ Chart 6.1 revéals that funds generated from various sources for investment purposes. But they -

_ take number of routes to reach the capital markets. Funds, can be obtained directly from the
individual investors, venture capitalists and special financial institutions, and underwriters.
Thus it is to be noted that Iong term funds reach capltal market through various means

: ‘6 2. 4 DEMAND FOR LONG TERM FUNDS

'The .demand for capltal arises from publrc borrowers such- as the Cenlral State and Local -

Governments and from private borrowers such a the industrial, financial and real estate o

companies. The demand for capital by joint stock . (i?mpanles constitutes an rmportant part. of -

_the whole of the demand in the private sectors. The important means of raising the company’s
funds are : (a) issue of shares; (b) sale of debentures; (c) borrowings from banks; and (d)

borrowings from individuals.” Among all these sources, the raising of funds through the issue -

of shares constitutes the most 1mpoztant one. Capital issues comprise shares issued by newly -

-established companies and the companies at work. Thus the capital market brmgs those-who
supply capital info contact with those who demand funds. - The need for long term funds-arise
- on account of raptd industrialization. For .instance; the encouragement by government for

establishing industrial units creates demand for long-term funds.. Modernization of ex1st1ng :_':'_-:

'plants by established units results in- greater demand for funds. Slmllarly, expansion’.
* programmes and the reorganization of the emstmg companies may lead to the i |ssue of shares, .

debentures for subscrlptlon because companles requrre capltal for these purposes

Let us now consider the marketmg organization of the capltal market to meet the demand for

funds. It consists of various intermediaries responsible for the transfer of funds from those who

- save to those who demand funds for investment. These. intermediaries brmg together the

borrowers and the investors, The companies that issue apl,tal and the persons desirous of

o procuring caprtal so issued are brought together. Furtherthe ‘intermediaries which perform the -

twin functions of the capital market (a) raising of. new‘ caprtal in the form of shares-and =

~ debentures; and {(b) tradmg in securities already \ssued by the companies are also the

constituents of the capital market. The effi crency of a capital market depends largely on the -

- specialization in attendmg.to_rhe different fuiétions such as the formation of an enterprise and
raising of capital. Promotion of new companies, issuing of shares and debentures,

- underwriting and sale of securities are attended by separate agencies. ' All of them are called
. the constituents of capital market There are 1ssue Houses in-the U.K. and. Investment Banks _

- in USA servmg as specialized ‘agencies to meet the demand for funds. Stockbrokers and
institutional agencres such as Life Insurance Companies, investment. trustees and . finance

: corporatrons_are also, treated as constituents. Thus the important constltuents of the Indian.

capital market for instance are: developlnent banks, Unit Trust of ‘India, Life Insurance

Corporation, Commercial Banks, Stock Exchanges, Finance and Investment Compames Jomt_

Stock companles and Merchant Banklng Companles i
6. 2 5 FUNCTIONS OF CAPITAL MARKETS

" The functions of caprtal market may’ drﬂ’er from country to country dependmg upon the level
of economic development. The traditional functions of caprtal market may not be suitable for'
- the developlng countries like India. In developing countries the capital market should perform
two important functions to-assist economic development of the economy. - Firstly, it muist help

to promote savings and investment. Secondly, it must make an efficient aliocation of funds -

among various fields which need mvestment - : S RN
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These functlons are performed through the services of expert mtermedlarles As stated earher,

. these intermediaries are in touch with the parties in possession of dlsposable capital and also’ :
~ with the parties eager to employ it. To accelerate the real grawth, therefore, productive
investments- should be encouraged and unproductive investments should be discouraged. But - -

strict observance of these activities is needed so that ithe financial intermediaries may not

~extend speciilative credit which may be used unproductwely. If that is allowed to happen these
institutions will frustrate the development policy of the authorities. Like commercial ‘banks -
their activities need to be controlled -and regulated. Unless a policy. of effective control is - _
- applied by the Reserve Bank of India (RBI), the possibility of misallocation of resources will
constitute a serious threat to economic development. I ' P o

-

The fi nanclal institutions consututmg the capital market pan affect the capital stock for growth

~ purposes in three ways. Firstly, these can encourage for. efficient allocation of a glven total
amount of tangible wealth. by. bringing about changes in its ownership and composition - _
through intermediation among various types of asset-holders. Secondly, they encourage a -

more productive use, by mtermed:atlon between sellers and entrepreneunal investors. Thirdly,
they can induce an increase in the rate of aceumulatlon of capital by prowdtng increased
incentives to save and mvest in bunnies enterprises.- : : :

6.2.6 STRUCTURE OF INDIAN CAPITAL MARKET |

The Indian Capital Market broadly consists of gilt-edgec market, 1ndustr1al seeurities market

devélopment and financial institutions, and financial intermediaries. The gilt edged market-' N

refers to the market for Government and semi-Government securities backed by the Reserve

Bank of India.: The Industrial Securities market consists of both primary and secondary market -
(Stock Exchange) The developmental fi nanr\l mstltuhons like IFCI, ICICI and IDBI and
. other institutions are important players in the Indian- Capltal Markets, Apart from these, the -

financial intermediaries -including rnercha‘nt ‘banks; leasing companies and venture capital
~ companies constitute also important, paf't of Indian Capital Market.” The broad structuré of

Indian Capltal Market is glven in the Chart shown below | '

<3
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CHECK YOUR PROGRESS -1 _

" §). Whatdo you mean by capital market? - o
i) What are the functions of capital market? . . " -
~ iii} What are the sources of long-term funds? =~ :.

: ..-.......... .............
T
........................................................................................................................
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- 63 MONEY MARKET _

6.3.1 MEANING OF MONEY MARKET

While capi.tatl_'market takes care of allocations of long-term funds t_rading, mon'ey market deals -

with short-term requirements of borrowers. The money market, like any other market, is

concerned with the supply of and demand for funds required for production of goods oﬂr__ -
- service. A money market handles transactions in short-term government obligations, bankers s
. acceptances and commercial papers. In a money market, funds can be borrowed for short- -
‘period varying from a day, a week,a-month or 3 to 6 months among-different types of

securities; such as, bills of exchange, banker’s acceptance bonds, etc.” A money Market may be
defined as “the centre for dealin gs, mainly of a short-term character; in money assets; it meets
 the short-term requirements of borrowers and provides liquidity or cash to the lenders. 1t is the
- place where short-term surplus .investible funds at the disposal of financial and other
[institutions and individuals are bid by borrowers, again ¢ mprising institutions and individuals

and also government itself”. Thus, ina Money Marketithe Iénding and borrowing of short term -
- funds are arranged and it comprises the short-term credit instruments and the institutions and .

“individuals who participate in the lending and.bofrowing business. - A money market is a

- mechanism through which short term funds aredent and borrowed and through-which a large .

- part of the financial transactions of a particular country are of the world are cleared. The
- development of securities market depends on the development of money market and new
innovations in the money market instruments which include Government. Securities, Inter
“bank deposits, banker’s acceptances, certificates of deposit, commercial papers, etc. Money
~ markets provide a non-inflationary way to finance Government deficits. The existénce of well
- developed and integrated money market and diversified money market instruments help in the

implementation of monetary policies of thexGovernment. .

6.3.2 IMPORTANCE OF MONEY MARKET

- Short-term funds-are required for ali types of bus'in_ess organizations to meet the short-term- -

obligations. They arise during the course of business activities and they have to be met with

the short-term funds. Manufaciuring concerns cannot survive unless they have adequate raw-

‘materials. - They have to meet wage bills and they have to wait till their finished products are
sold and price is realized. They must also have the ability to grant credit to customers. The
“same is the case with commercial enterprises. Availability of short-term funds contributes a
lot in raising the credit standing of a company. The company enjdy_s"_better'- terms -for goods
purchased, leading to the reduction cost of production on account of the receipt of cash

discounts, favorable rates of interest 6n bank loans, etc. To secure adequate short-term funds °

- companies resort to borrowings from commercial banks and indigenous financial institutions,
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which constttute money market. - As such money market is an essenttal facthty for the smooth

conduct of busmess and in |mprov1ng the short term solven .y

633 FUNCTIONS OF THE MONEY MARKET

The money Market performs a dwersnty of functtons in the: bankmg structure of the economy
The 1mportant functlons of a well- developed money market are given as under ' :

D) I provrdes vanous klnds of credtt instruments

s.utable and attractwe for dlfferem

sections. A money market augments the supply of funds.

ii) Efficient workmg of money market helps to minimize the glut and strmgencres in the'
" money market that arise on account of seasonal vartatlons in the ﬂow of and demand

 for funds.

. 'm) A money market helps to avold w1de seasonal ﬂuctuatlons in the mterest rates

Civ) A money market by augmentmg the’ supply of funds and makmg them readlly
available to the’ legmmate borrowers, helps in mak ng funds avallable at cheaper rates.

v) A well orgamzed money market, through ‘quick transfer of funds from one- place o
another helps to-avoid. the regional glut and stringencies of funds.- s

: \ri) it enhances the fi na_ncral llqmdlty avatlable to the entlre country. _

\

._ A money market by prowdmg profitable :nvestment opporwmtt es for short-term surplus funds, -
- helps to enhance the_profit of financial institutions and md'vuduals

6 '3 4 MONEY MARKET INSTRUMENTS'A-ND INSTITU_TIONS' |

Though there is no statutory deﬁmtlon for the térms of| money market and capltal market, -

" different instruments deait with in ‘these-markets, can be identified with their matutity profile.

The maturlt;ur profile of money matket instruments. generahy varies from one day to one year

. providing liquidity to the holders of such instruments.

As the main purpose of the money

market is to provide short term hquldlty, different mstrumbntsfseeurmes have been developed
to suit the requiréments of the savers-both institutions and' individuals. A broad clasmﬁcanon :

1. Govemment and Quasi Govemment Securmes
~a. Treasury Bills

of money market instruments dependmg upon the type of lssuer is gtven below

b. Government dated secuntles:‘gllt edged securmes L

o2 Bankmg Sector Securities _
" a.” Call and Notice Money market
. b' ~ Term money market -
¢, Certificate of Deposit
"d. Participation Certificate

© 3. ‘Private Sector Securities

~ Commercial Paper.

- Bill of Exchange ™ ~
Intef-corporate deposits -
Money market mutual funds

B -




These SCC'LlrltICS d:ffer from each other in thelr characterlstlc features relatmg to matunty, o

Ilqmdlty I‘lSk return complexlon marketablhty and negotlabmty

_ Follmeg_ are the ﬁnancnal lnStl_tI.It_IOI'IIS, which Operate,gn the money market.

Central Bank of the Country: The Centrai'Ban:k is the apéi institution in the money

market of a country. In India, as is well known 1o you, the Reserve Bank of India is

* the Central Bank. - It controls money market through two main instruments viz. The’

Bank Rate and Open Market Operations. Thus Central Bank of a country has more.of

monitoring, supervising, and ‘controiling functions. However, it facilitates as and

-when required the smooth flow of short-térm funds by refinancing operations. Itis to -

" be noted that the effectiveness of the control of the Central Bank depends: upon the__ o

i

development of money market in the country

Commercial Banks: The Commerclal' Banks_ are the most important_e(')n'stitue_nts of -

" money market. They use. their short-term deposits for short-term financing of trade )
and commerce. "They also invest their funds in discounting of exchange bills'and .

iii)
* having surplus short-term investible funds also lend to the borrowers-in the money

treasury bills.

Non-Banking Financial Institutions: Financial companies and business corporations

market. Chit Funds, Nldhls and money Ienders also help the companies in selting = ..

short term funds

Acceptance House:' The acceptance houses specialize in the acceptance of commercial

bills. They accept exchange bills on behalf of their customers. Acceptance houses are

formed only in the industrially developed cQunmes ‘where ‘money market is well_ .

developed. L o §\ ™\

N ow we have acquired a fair knowledge about concepts of money market funcuons of' money
‘market and instruments -of money market. We will now discuss the constituents of Indian

- money market and its deficiencies. Yot may have broad view of consmuents of .money -

'markets from chart 6.3 given below

6. 3. 5 CONSTITUENTS OF MONEY MARKET

" Chart- 6.3
Constntuents of Indlan Money Ma rket

P : - .o |
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"Following are _the deﬂctencres of I_ndian Money Market.-

“recommendations for the development of Indian Money

o

, | S |
The broad structure of Indran money market consists of orgamzed banking sectar, unorgamsed

Banking sector and drﬁ'erenl sub-markets. Each sub. marki

t deals with a specialized function - |

such as call money market, bill market, commercial paper, certificates of deposrt etc.” The .

. Reserve Bank of India occupies apex position in the Indian money market as it controls the

flow of currency and credit into the market. The orgamsed sector comprises of Reserve Bank

" --of India and its associate banks, the nationalised banks a

Indian and foreign. The un-organised sector consists of ind
bankmg busrness on tradttlonal lines.

o Ex1stcnce of unorgamzed money market
~ Absence of i mtegratton
Diversity in rates of rntereSt
' S_ea.éonal stringency of n10ney
_ Absence of the Bill Market

Highly volatile call money ntarket

N s s W

Absence of well organlzed bankmg system '

nd other private sector banks both
igenous bankers who undertake the

Though, the Indlan Money Market is characterrzed by the defects |dent1ﬁed above, of late '.
several reforms in the Indian Money Market have been rmt:ated in the coritext of de-regulation

. of Indian Financial System. Based on the recommendatlons of Sukhmoy Charkravarty
S Committee on the review of the working of the monetary system. Further the Narsimham

Commiitee report on the working of the Qnmc1al system in India made important

developmentsf'reforms in the Indian Money Mar'ket

1. Rela_xation of Interest rates.-.

N\

Market. Following are the recent

2. Introduct:on of new instruments in the money mafrket These mclude among others

- 182 days treasury bill, 364 days treasury bills dated
of deposuts commercial paper.

3. Setting up of Dlscount and Finance House of Ind
Banks and Financial Institutions to invest their idle

Government securities, certificates

a_Limited which would enable the

funds for short periods in bills and

“short dated paper. -The'DFHI is expected to -promo_te bill market in India.

-4. Money Market mutual funds: The Go\remment has

announced the settlng up of Money

Market Mutual Funds (MMMFs) with a view to brlngmg money market instruments

within the reach of lI‘ldIVldl.laIS

6 4 DISTINCTION BETWEEN CAPITAL'

MARKETS

'AND MONEY |

be noted. A business enterprise requires money for two
capital equipment and other fixed assets, and (ii) for the ho

" For a thorough understandi_ng of the nature of both the markets, their distinctive fcetures are to

purposes: (i) for the purchase of
ding of stocks of raw materials and

|
|
|
|
|



- finished goods'and.also for making payment towards operating costs. The former requirément'
is referred to as fixed capital or long-term capital, and the market for provision of such long-

. term. funds is the capital market. The maiket providing funds for raw-material and others is
- ca!led as money. market The. capltal market and money market are inter-dependent. A relative
~.risein the rate of mterest in the money. market may increase the demand in the capital market,

and ; d relative incredse in the rate of interest or yield in ‘the capital market will increase demand

in the money market However the line of demarcation between the money market and the
) ":-'capltal market: is fast tendlng to.be thin partly due to a changed concept of liquidity in recent
- years and partly to .t_he preponderance of fi xed depos:ts in commercial banks. When the

- market swell- -up although it is- ‘the result of operations in the capital market. In addition, the

o constituents of these. markets ‘would altogether have been different in the absence of the other.

" The. absence of short-terril money market may lead to increased pressure on the capital market.

~ Further more, the expresmons ‘short-term’ and ‘long-term” as applied to distinguish the two
L markets are amb[guous in themselves “Thus it is very difficult to determine with precision the
.-, area of operations Of the two-markets, Nevertheless there is a corivention to separate one from
- . _the other; “Short- term Credit Contracts are generally 1ncluded in what is known as the money '

.": market the long-term debt contract and equities.are eapltal market instruments”.

Aﬂer hawng studied various aspects of caprtal market let us now try to dlff'erenuate money

~ - dividend or interest is paid on the industrial or Government securities, the funds in the money-

- market. From capital market earlier it is understood that money market is concerned with the

'. _supply and demand for short term funds

Theoretlcally, money market s dlstlnguished from capital market on the bams of mawr]ty

- condition of funds. But in the real life situation there is practically little distinction between

- the two. The same financial institutions, for example commeycial banks, operate in the money -
markets as well as in the capital market. Commercial, ba)xk.s in India, in recent tifmes, have -

come forward w1th the new pollcy of i mvestmg theit res*qufces in term ]endlng operatlons

.n
,.

'Some times the term .capltal- market is used in a yer.y 'broad sense.to include market for short- -
term funds also. For instance, H.T. Parekh(In his ‘Indian Capital Market-past, present and

future’ states “By Capital market, [ mean the“narket for all the financial. instrumients, short-

term and- long term as also commercial, industrial and government paper”. When ‘Capital
- Market’ is. used in such a broad sense, it embraces, obviously, the money market also. -

- However, -in most cases, the term capltal market is used to refer to the market for long- term
loanable funds as distinct from the money market whnch deals i in short term ﬁ.mds

CHECK Y_O_UR PRoG_RE_ss -2

i) What is money market?
'u) What are the functlons of the money market'7
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| -_'_'_6.5- PRIMARY AND SECONDARY MARKETS

_ ' From the stand point of marketlng of long term securltles such as equrly shares preference“
- _'_shares debentures and bonds issued by both public and prwate sector compames the capltal :




~ market may be divided into two segments viz., primary market and secondary market. Let us
“discuss about these markets in India and developments taking place in recent years. -

1. Primary Market: As stated earlier, the primary market refers to the market of new issues
for mobilization of resources by, the companies and Government undertakings for new
projects and also for expansion, modernization, etc! Prlmary market operations include .
new issue of shares by new and existing companies, right issues 16 existing share holders,

- issue.of debt instruments such as bonds, debentures, etc. Following are the intermediaries
associated with the primary market. ' - -

I. Merchant benker!book beilding lead n;anager
Registrar and transfer agent | '
Underwriter/Broker to the issu¢

Adﬁser to the issue - |

' Banker to the issue

Depo_si_tofy

- I

Depository participént

The Indian Primary market has witnessed a spectacular, growth in terms of both quant:tatwe
and qualitative aspects. Table 6.] indicates the expansjon of the primary market in terms of
number of issues and the amounts ralsed through issues durmg the last 13 years from 1987- '
1988 to 2000 2001 '

As can be seen from the table, the number of issues and the amount raised through such issues
reflected the inactivity and less developed | nahsre of the| Indian capital market during the pre-
reform period. The. post reform period pd{tlcu]ar]y the period 1993-97 witnessed tremendous"
" growth and development of Indian capztal market. With the abolition of control over capital
issues in 1992; there is no need to take. Jprior approval for capltai issue proposals. Hence many
companies both new and existifig entered the capital) market from mobilization of funds.
However, we observe steep fall ifi thie member of public issues and the amount raised during
the last four years. The reasons for this phenomenon are continuing inactivity, investor’s-
empathy consequent to the phenomenal losses, lack of investor confidence in market practices
and lack of demonstrable punishment to the thousands of fly-by-night and scams. The
economic siow down and the-political climate have also aggravated the scenario. However, we
witness recovery of the capital in terms of number of issues (124} and amount raised (Rs 6618

_ crores) durmg the year 2000-2001 :




" Table - 6.1
Resource Mohilizatio_n'

- The following table 6.2 give

" 1995 to 1998 -99

‘Table-62 =
Issues Launched

Year “No. of issues " -“Amount -
s (equity / public) {(Rs. Crore) -
1987-88 o 122 . 1628
1988-89 - 151 1297
. 1989-90 187 . 2793
- 1990-91 141 1704
1991-92 196 1711
. 1992.93 - 528 6061
_ 1993-94 770 - 13443
1994-95 1343 © - 13312
1995-96 * - 1428 . 11822
1996-97 753 11648
1997-98 62 3061
1998-99 32 T
- 1999-00 65 7673
2000-01 124 2 6618

__(Rsin corres)

1995-96 .

- 1996-97

. \997-98

Types of | 1999-2000
Issues .| Amount Amount i\_.y* Amount Amount |
| Rights 6564.12 T 27267 | 170801 " 568
Public 14239.53, | ss6:78 | 2861.94 7673
Total 120803.65 17 14%75.98 . 4569.95( - | 8241

It can be seen from the table that the primé'ry market for fresh issues by the new colmpaﬁies had

~been very active and- buoyant till 1995 but since then .the market had not witnessed high
volumes — both in terms of number of issues and amount mobilised. - There was steep-fallina

number of Rights Issues and public-Issues _frbm 1,726 in the year 1995 to 77 by 1998-99.
‘However, the year 1998-99_witnessed t_he re‘coigery of the primary market (Rs.7673 crores)

Table- 63 = ) .

Issue-type distribution of fund mobilization __ (Rs. in crore)

Type/Year 1992-93 | 1993-94 | 1994-95 | 1995-96 | 199697 11997-98 | .1998-99
Domestic Market . | 27519 | 39456 | . 47897 29724 27901 | 42254 27738 |

| Public offers - 13490 | 18926 | 24993 | . 18284 15042 | 13276 | 10571
Rights Offers 12166 | 12908 11683 6132 | 2657 ] 20031 . 3422.
| rivate ' 1862 |- 7622 | 11221  s300] 10202 | 29976 | 13745
_ Placement. S R R S :
Euro Issues 754 | 7986 7883 | 2618 |  s679| 1103]
[ Total Flotations |- 28273 47441 | 55780 | 32342 | 33580 46358 | 27738

s the data pér'tainihg' to rights issue and p}.lb'lic issue for the period. o
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The table on composition of the fund mobiliSa_tiQri by i
fund mobilisation.  The relative significance of pu

the total funds mobilised. Further greater part of the pri

~ debt. Phenomenal growth in the private placement of

sue type reflects changing methods of

ate placements are for mobilisation of
debt is observed in recent years. The

Euro [ssues that accounted for 16.9% share in the fund mobilisation have fallen to 0 level n '

1998-1999.

The following table shows the amount mabilised in the form of debt and equity. during the o "

period 1996-97 to 2000-01.

o
" Table-64

Debt Equity Composition of Funds Mobilised . . (Rs. Crore)
Year. | Debt | Equity | | Total Amount
' . Amount - % | Amount | % | .
1996-1997 6971 60 4671 | 40 11648 |
1997-1998 1929 63 | 1132 | .37 | . 3061
1998-1999 7407 94 | 504 6 7911
1999-2000 4698 61 2975 | 39 7673
2000-2001 4139 63 | 24719 |- 7 6618
It can be observed from the table that debt accounted for 60% of ‘the total amount raised .
through public issues in 1996-97 and accounted from its highest share of 94% in 1998-99. -

Mobilisation to equity shares was only Rs.504 crores

and it accounted for only 6% of total

amount raised in the year 1998-99. Primary\rgarkét refﬁained very dull and sluggish in 1997-
98. ‘Thus, debt continued to have donfinant positioril in terms of mobilsation of resources .

through public issues. _ » S S

o % . |

The Indian Capital Market — both primary and secon+:l

ary markets remained stagnant during

pre-reform period because of several restrictions imposed on funct'ioning__of the capital market,
A major break through in the functioning of the priInary and secondary markets has been

achieved with the repeal of Control of Capital Issues A

ct and with the enactment of Securities

and Exchange Board of India in act 1992. The SEBI started functioning as a non-statutory - -
body since January, 1992.and it has been playing very important role as a regulator of the

*'Indian Capital Market. SEBI has introduced a number of guidelines for capital/issues inthe

primary market. These guidelines are discussed in a separate fesson,

6.6 DEVELOPMENTS IN PRIMARY MARKET

1

Several dev'elopments' have taken place in the 1nd_iaril Primary Market conséquerit upon the
initiation of reforms in the primary market. Some of the developments in the primary market '

are given below,

1. Public sector bonds have been brought under ¢

he purview of SEBL. Any public sector

* undertaking wishing to raise resources through PSU bonds will have to seek the’

clearance from SEBL

2. Merchant bankers made are more responsible|and accountable.

; ic offers and nghts offers _dec.linéd L '
~ perceptibly folloyed by growing importance of private placements that accounted for 49.6%.of



AMBl RAI AMFI, etc reglstered as self—regulatory bodies ~ upon tl1e mSIStence of -

- SEBI, Association of Merchant Bankers-of India (AMBI) has been registered as a selt-'_ _
" regulatory body and is registered under section 25 of the Companies Act. Similarly,

* Registrar Association of India, Association of Mutual Funds in India, Association of _
Depository Part1crpants etc. have -been reglstered w1th SEBI as self-regulatory o

organizations.

SEBI directed the merchant bankers and underwrlters to honor thelr underwntmg

: commntments

9,

10.
11.
12,

13.
14
(5.
16.
17,
18.
19.

Public representative/SEBI nominee is to personally present at the trme of approwngf" :

the basis of allotment of shares or debentures.

Number of ‘mandatory collectton centers were reduced to .metropolitan cltles and ‘

regional centres. _ _
Proportional allotment is allowed in case of oversubscri bed i issues.
Minimum subscrlptlon for new issues raised from Rs.1 000 to Rs,2,000"|
Code of conduct for advertlsers has been made applrcable |

Debenture trustees were brought under SEBI purview.

Introduction of new capltal market instruments.

Entry of p_nvate a_nd foreign mutual funds. Open ended mutual fund schemes were
launched. ) ' “ :

Due di]igence reSp'onsibility is fixed on merchant bankers. '
Book bmldlng concept is mtroduced '

Appralsal of prOJectf’d:wdend track record is mademandatory for new |ssues :
{
Allotment perlod is reduiced to 30 days ,\ o

Bank account details are made compulsory in new rssues

Issues can be ﬂoated in demat segfnent

Draft offer documents of publlc lssues are to be made pubhc for everybody S
: knowledge

20,
21.
22.
23.

Credlt ratmg is made compulsory for debt i lssues
Euro Issues and GDR Issues are made attractwe :
Concept of sweat equrty and employee stock option schemes is mtroduced

Issue of securmes m electromc form is permltted

6.7 INDIAN SECOND’ARY MARKET

_.As already mentioned secondary market is a place. where scrips are traded after they are
~ initially issued in the primary market. "There is no exaggeratlon to state that secondary market
is considered as lifeblood to the financial system of a country in general and to the capital
market in particular. Needless to say that the growth of the secondary markét is dependent

upon the growth and development of primary market. With the entry of a large number of
companies in the primary market, the volume of trade in the secondary market also i lncreases,

substantlally As mentioned earlier, trading actmnes in secondary market are takmg place
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* through 'recbgnized stock exchanges.

" The secondary market in India consists of 23 stock
_exchanges including Over the Counter Exchange of Indla (OTCEI), National Stock Exchange

oflndla (NSE) and The [nter-Connected Stock Exchangclof India.

The Se_condary market operattonS' mvolve_. buylng and sel]’mg of ‘sccurities through the -
members of the stock exchange. The companies hitting the primary market are statutorily

required to list their shares on one or more Stock Exchanges in India including a Regional
Stock Exchange. The followi ng intcrmcd_ia‘rics are important players in the secondary market.

The SEBI has issued number of guid_e'l'iﬁes on thc 'regu]ati
of the guidelines will be discussed in a separate lesson.

Following are the functions of the secondary market.

. Depository

SR N -

; mdef'mte[y

Portfolio manager
Investment adviser
Share transfer agent

Depository participant

The secondéry market provides ready m;a.rkctability to the investors, which in turn |

results in improved liquidity to mvestors w1thout

The secondary market helps in fi xmg\;he offer
Primary market. ‘Even the issue prlce ~r|ghts

. Brokcn’membcr of Stock Exchange - Buyers brol‘.er and.sellers bro‘ker

on of the secondary market and some

requiring them to hold the secufities

price of new issues of firms in the

shares of a company :s fixed based on

thc demand posmon as exhlblted :n%hé sccondar)} market.

The ownership of a firm’s Sewrltlcs gets widened, as many investors get easy access
to the secondary market and ‘ean make direct purchases.

securities that is quoted m\the secondary market i

‘The share price of a firm’s
influences the net worth of a firm and

in turn would reflect in the intrinsic value cfsharﬁs A firm’s prof'tablllty has a direct

bearing on the market price of shares

: - Table6.4 |
Growth of the secondary market during the last decade .
1-1-1981] 1-1-1986 | 1-1-1992 { 1-1-1994 [ 1-1-1998 1-1-2000
I 14 - 22 23 23 23
- No.of Stock | (including | (including | (including | (including
Exchanges " OTCEIL | | NSE) “OTCE], | OTCEL,
. ' NSE) | NSE and
N . ICSE)
No. of listed 2,265 4,344 6,700 1,200 | 8,000 8.500
companies : L S . - ' :
. Paid up capital . 3,972 9,723 18,000 4,500 6,000 16000
of listed : : : (estd)
© companies '
{Crores) . .
No.of — 1 2
Depositories



As can be seen from the above table there were only & ght stock exchanges in India with 2, 265
listed. companies having aggregate paid up capital of Rs.3,972 crores. Consequent upon.’
 reforms, the number of stock exchanges swelled to 23 with 8,500 l[sted compamcs havmg
- ! aggregate paid up capital of Rs.10,000 crores by the year 2000. : .
" International comparisons also reveal that Indian Stock Market ranks first posrtlon in the world.
- in terms of number of listed companies with 10,000 mc]udmg all Stock Exchanges as agamst"
U S.A (85 1) Japan (2387) UK (2046) Canada (1362) ' :

The stock markets of Chma Ta:wan Brazrl Malaysra and South Africa have Fess than 1,000 :
" listed companies. However, in terms of market. capitalization India slipped down to 7"
© position among the emérging markets. The markét capitalization in Bitlion Dollars, of India * -
(BSE) as on April, 2001 was 130 as against Chma 616, Ta:wan 284 South Affrica 2l0 Brazﬂ o
205, Korea 172 and Mex:co 142, -

. < SEBI has taken several’ measures to control and regulate the secondary. 1narket in our. country _
+ These measure are: expansion of stock exchanges -and their mtegratlon lmprovements in.

tradmg system and settlement procedures reg:stratlon of brokers. and sub-brokers, prohibition

. on inside.trading, bringing greater transpareney in trading activities, on line trading, trading in o
_demat mode, compulsory dematerialization of identifi ecl scnps restructunng of stock mdnces .
: elrgrblhty norms and capital adequacy norms, etc = :

Over the Counter Exchangc of Indra (OTCEI), Natlona] Stock Exchangc (NSE) and - Inter-

~ Connected Stock Exchange of India (ICSE) are other three: |mportant tandmarks in the
. development of secondary market.. Mutual funds have also been brought under the strict

purview of SEBI. SEBI guidelines have made takeovers, transparent and fair. SEBI has also -

made registration mandatory for merchant bankers, sub-brakers, investment advisers, portfolio.
- managers and spot dealers. Internet tradmg has also beéery introduced 'in lnd1a n February,

- 2000. The tradlng in derwatwes (rndex futurcs) has akso been rntrocluced '

With the expansion of Natronal Stock Exchange mto smaller cities (through V- SAT) the ’
- investor cult is spreading deeper :nto the country NSE has a presence m over 300 cities
including. 23 stock ¢xchange cities. : : -

6.8 SECONDARY MARKET REFORMS _

-The constitution of SEBI has heraldéd.a new era in the Indian Stock Market as it seeks to
protect the interest of investors and regulates the securities market and intermediaries. The . E
registration of brokers and sub- brokers under the provision of SEBI Act 1992 is ot the basis of - _

" certain eligibility norms such as caplta] adequacy, infrastructure etc SEBI has also made rules - -

- for making relationship between client and broker more transparent SEBI regulations curbmg

the inside trading and for achieving transparency are expected to have positive impact-on the:
functlomng of the stock market. However, price rigging and manrpulatrons in stock market "

- price quotations could not be. curbed as amply proved in the case of M.S. Shoes Limited..- .
“According to SEBI regulations. - The governing body of stock exchanges should undergo .
reconstitution.. The Government has allowed foreign institutional-investors such as pension |
funds, mutual funds, investment trusts, asset management companies to invest in the Indian -
- Stock Market after their registration with the SEBL. Another important development instock -
" market is enactment of Depositories Act in 1996 with the objective of promoting depository -

system in our ¢ountry. The system aims at eliminating paper work, -removing delays in

settlement, providing efficient service atlow. cost, -ensuring safe’and secure transactions,

b
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'Cred it Analysis and Research Limited (CARE 1993) have 'co'me' into exis_ten'ee to rate the debt

issues in the capital markets,-

A number of specnal institutions to look after deposit and custodtal services have come into

existence and the foremost of them - Stéck Holding Corporation of India (SHCIL).
Specialized institutions in the area of Housmg Finance such as Housing Development Finance -

Corporation (HDFC), Housing and Urban Development Corporation of India (HUDCO) and
National Housing Bank (NHB) have come to play important role in the capital market. It may

- be added at the end that the Narsimham Committee set up by the Government of India to bring
. about reforms in the financial system hgts suggested several measures. The aspect of capital
‘market reforins is a continucus process and it has been taking place in our country subject to

the regulations formulated from time to ttme by the Reserve Bank of lndta and SEBI that have

~ played pivotal role. L N o | | .

6 10 SUMMING UP

" Capltal market and money market constltute the major segments of the fi nancml system. Their-

stage of development is closely associated with the level of development of the economy.

. Capital market denotes atl buyers and sellers of capital : funds as well as the entire mechanism
for facilitating and effecting long term funds. As against this, money m market deals in short’

term funds and comprises the purchaser and selter of short-term bills. Bowever, it is difficult

" to draw a dividing line betweén them. - Both have organised and unorganised sectors
- comprising " individuals and institutions operating under strict legislative framework: and
- ‘without such rules and regulations respectively. Further capital market has two distinct

segments viz. primary and secondary. The most important function of capital market is the

supply of and demand for long term furids forwatious inyestment purposes. The Indian Capital -

Market is fast developmg dueto Governmen‘t pollcy of Itberahsatnon and deregularlsatlon

E 6 11 CHECK YOUR PROGRESS MODEL ANSWER
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1. i) Capttal market is concerned with Iong-term funds I refers to facilities and institutional .

arrangements for the borrowm g and fending of Iong—term funds. = -

i) i) It helps to promote savings and investment; (u) It makes an afficient a[!ocatlon of
funds among various fields whtch need 1nvestment ‘and (iii) It provldes for capital
_ stock for growth purposes.

iii) i) Ultimate, savers of the funds i.e., direct mvestors (i) The investment and fi nanmal
: mtermedlarnes i.€., prtvate and pubhc mstltutlona] investros, v

2.00) Jtis conoerned with supply of and demand for short term funds required for prod uction

of goods and services. Itisa mechamsm through whtch short term funds are loaned
and borrowed : :

. i) i) It augments the supply of funds by prowdlng various kinds of credlt mstruments,
' (i) It helps to minimise the glut and strmgenoles in the money market; (iii} It helps to

avoid wide seasonal fluctuations in the 1nterest ‘rates; (iv) It prowdes for quicker

transfer of funds from place to another (v) It enhances the hquldlty in the entlre
economy :



As can be seen from thé above table, there were only eight stock exchanges in ]ndia with 2,265 ] S

_]lsted companies having aggregate paid up capital of Rs.3,972 crores. Consequent upon .
~reforms, the number of stock exchanges swelled to 23 with 8, 500 listed compames havmg -

! aggregate paid up capital of Rs.10,000 crores. by the year 2000.

.+ International comparisons a]so reveal that Indian Stock Market ranks first position in the world
_ in tetms of number of listed companies with 10,000 including all Stock Exchanges as, agamst"‘

v S.A (851) Japan (2387) UK (2046) Canada (1362).

- 'The stock markets of Chma Taiwan, Brazﬂ Malay51a and South Africa have less than 1 000 _
listed companies. - However, in terms of - market capitalization India slipped down to ™

- position among the emerging markets. The market capitalization in Billion Dollars, of India *

(BSE) as on April, 2001 was 130 as against Chlna 616, Talwan 284, South Afrtca 210, Brazil

1203, Korea 172 and Mex|co [42.

- SEBI has taken se’veral'me’asures to control and regulate the secondary market in our country.

"~ These meaoure are: expansion of stock exchanges and their integration, improvements in’
trading system and settlement procedures, registration of brokers.and sub-brokers, prohibition

" on inside.trading, bringing greater transparency in trading- activities, on line trading, trading in

) _demat mode, compu]sory dematerialization of identified scrlps restructurmg of stock indices,

' ellglblhty norms and capltal adequacy norms, etc.

Over the Counter Exchange of lndla (OTCEI) National Stock Exchange (NSE) and [nter—
- Connected Stock Exchange_‘ of I_ndla (ICSE) are other three lmportant landmarks in the
development of secondary market.- Mutual funds have also been brought under the strict
- purview of SEBI. SEBI guidelines have made takeovers, transparent and fair. SEBI has also
.~ made registration mandatory for merchant bankers, sub-brokers, investment advisers, portfolio
- managers and-spot dealers. Internet trading has also been)introduced in lndla in February,
2000 The tradlng in derivatives (mdex futures) has a!so;been mtroduced

K \Wlil‘l the expans:on of Na‘uonal Stock Exchange mto smaller cities (through V- SAT), the _
- investor cult is spreading deeper into the country NSE has a- presence 1n over 300 CltleS _

_ 1nclud|ng 23 stock exchange CIIICS _ A%

68 SECONDARY MARKET' REFORMS

“The constltutlon of SEBI has heralded a new era in the Indlan Stock Market as it seeks to
protect the interest of investors and regulates the securities market and mtermedtarles The'_ :
registration of brokers and sub-brokers under the provision of SEBI Act 1992 is on the basis of

“certain eligibility norms such as capital adequacy, infrastructure etc. SEBI has also made rules .

for making relationship between client and broker more transparent SEBI regu!atlons curbmg
the inside trading and for achievil ng transparency are expected to have positive impact-on. the

functioning of the stock market. However, price rigging and manipulations in stock market "
- price quotations. could not be. curbed as amply proved in the case of M.S. Shoes Limited. -

‘According to SEBI regulations. . The governing body of stock exchanges should undergo .

reconstitution. The’ Government has allowed forelgn institutional investors such as pension :
funds, mutual funds, investment trusts, asset management companies to invest in the Indian -

Stock Market after their registration with the SEBIL. Another important development in stock
_market is enactment of Deposnorles Act in 1996 with the objective of promotmg depository

system in our country. The system aims at eliminating paper work, removing delays in

settlement, providing efficient ‘service at low cost, “ensuring safe. and secure transactions,
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~ improving Ilquldtty etc. Another lmportant development ifi the stock market is tntroductlon of

book building. Book bu:ldmg is a process of marketing a public offer of equiity shares of a
company. SEBI announces gmdelmes for book building i 1n 1995. ‘Book building refers to the
collection of bids from investors and these bids indicate the price range, which would help the-
fixation of issue prices. Category ‘A’ merchant banker would be appointed as book runner to
carry out the whole process of book building. The bids recewed from investors would indicate

- the demand for shares of the issuer company at various prllk:es

CHECK YOUR PROGRESS 3

1. Dlstmgmsh between money market and secondary market

2. Mention the functions of secondary market.

S T T R R
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........................................................................................................................
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The develépments and 'reforms in the secondery tharket ce?n be listed as undef:
1. -SEBI has prescribed capital adequacy norrns for brokers consisting of base mm1mum
capital and additional capital related to volume of busmess :

2. National Stock Exchange and Inter-connected Stoek Exchange appear on capltal \
market scene R . » : :

I. 3. Circuit breakers system was mtroduc d at stock exchanges — it is used to regulate
tradmg in shares. Trading is halted fegr Falf an hour if durmg the trading session, the'
BSE. sensitive index fluctuates; hey'()nd 5 per cent of the opening index. Circuit
_breakers in individual scrips (;200) and rollmg stock companies are presently 16 per
cent For others, itis 12 per eent : .

. \\'
4, Forwa'rd trading banned.

5. Entry of foreign brokers and insli_tuti_enai_ inveeloirs. .I
6. On line trading introduced at all maj_o.r etock excnanges. B
7. Strict m'onitering of listed companies thtough-listi.n'g agreement. |
. 8. lncrease in___tra_ding_time at all stock exchanges. |
-9, Insider trading Banned. z
10. :Cheek’ against price rigging end unfair practices.?
11. Introduction of service tax on bi‘oking .se_l_'.t*ices. ;

i2.. Buy-back of securities a’l__lo‘tved_. '



- 13, Ali transactrons in the demat segment have to: be settled ona rolhng settl ement (T+S)
_ effecnve from January 15 1998 : . :

14. Cortcept of market Iot abohshed in demat segment Now even one share can be

traded
15 Book c‘losure period. reduced'for compulsory demat. stocks. -

16 Deri vattve tradlng in stock mdex futures is mtroduced

_'.6 9 STRUCTURAL DEVELOPMENTS IN INDIAN CAPITAL
MARKET '

As discussed’ above, several developments have been taking place in both prrmary and

secondary ‘markets . which constitute the Indian Capital Market. In addition to these.
developments in primary market and secondary market, we can identify some structural -

develdpments that have'taken place in Indian Capital Market and they are outlined be-low '

) The Developmelnt Financial lnstrtutlons such as IDBI (1964) ICICI (1955) UTI (1964) IFCL
.'(1948) have come into exrstence after mdependence These 1nst|tutrons have been actrvely RO
. partlmpating in the capnal market : L

' Commermal Banks as rmportant constrtuents of capital markets have been participating in'term
- lending through subscrlptlon of shares and debentures of special financial institutions. These .
- commetcial banks-are also setting up the financial subsidiaries, mutual funds, venture caprtai

compames leasmg companles eic to moblhze funds for u\estment in Industriat Securities.

The non- bankrng finance companles (NBFCS) havg been expandmg their. role in the caprtal :
- market. As the functioning of (NBFCs) is characterlzed by defaults to depositors lack of

transparency manipulations, etc., the Governmerit '6f India enacted R:B.1 Amendment Act 1995

conferring a wide rangmg powers on the R. B\I‘for contro]llng the functronmg of non- banklng _ '

financial compames

The merchant banking-institutions have come into existence both in public and private sectors
to undertake the issue management. These merchant bankers are also subject to the regulations

of SEBI and Reserve Bank of India. The merchant bankers should. compulsorily regrster‘ g

themselves wrth the SEBI for carrylng out therr operauons

‘A number of Ieasmg companles have come into exrstence for provrdrng long term f'nance to-

industrial ventures.

The mutual funds constitute important segm'ent of capital market. The monopoly of Unit Trust

of India has been broken by the entry of a number of private sector mutual funds SEBI has_

also formulated guidelines for the regulatlon of mutual funds. -

A number of venture caprtal funds have come into. exnstence to encourage and promote
- innovative ventures based on new technology : :

'-'Credlt ratmg .1nst_|t_ut|on's su‘ch as Credit Ratr_ng and Information S'erviees of India Limited -

- {(CRISIL, 1988), Investment lnformation,'Credit Rating Agency of India' Limited (ICRA) and

to1



102

Credlt Analysis and Research Limited (CARE 1993) have come 1nto emstence to rate the debt

issues in the capltal markets.-

A number of special institutions to look aﬁer deposit and custodial services have come into

~ existence and the foremost of them - Stock Holding Corporation of India  (SHCIL).

Specialized institutions. in the area of Housing Finance such as Housing Development Finance -
Corporation (HDFC), Housing and Urban Development Corporation of India (HUDCO) and
National Housing Bank (NHB) have comé to play important role in the capital market. It may

- be added at the end that the Narsimham Committee set up by the Government of India to bring
. about reforms in the financial system has suggested several measures. The aspect of capital
nmarket reforims is a continuous process and it has been taking place in our country subject to

the regulations formulated from tlme to time by the Reserve Bank of India and SEBI that have

_ p]ayed pivotal role. - S R

6.10 SUMMING UP

'Capltal market and rnoney market constitute the major segments of' the fi nanma] system. Their-

stage. of development is closely associated with the level of development of the economy.

. Capital market denotes all buyers and sellers of capital funds as well as the entire-mechanism

for facilitating and effecting long term funds. -As against this, money market deals in short"
term funds and comprises the purchaser and seller of short-term bills. However, it is difficult”
to draw a dividing line betweén them. Both have_ organised and unorganlsed sectors -
comprising " individuals and institutions operating under strict legislative framework  and

- ‘without such rules and regulations respectively. Further capital market has two distinct

segments viz. primary and secondary. The most important function of capital market is the
supply of and demand for long term funds for.yarious investment purposes. The Indian Capital -
Market is fast developing due to Governn;ent pcﬂlcy of llberahsatlon and deregularlsatlon

s 6 11 CHECK YOUR PROGRESS MODEL ANSWER

®

I i) Capltal market is concerned with Iong-term funds It refers to facilities and institutional
arrangements for the borrowmg and lending of' ]ong-term funds.

i) DIt helps to promote savmgs and mvestment (11) It makes an afficient allocation of
funds among various fields whtch need 1nvestment and (iii) It provldes for capltal
- stock for growth purposes

i) 1) Ultlrnate savers of the funds i.e., direct mvestors (ii) The mvestment and fi nancnal
mtermedlarles i.e., private and public mstltutlonal investros. :

2. i) [iis concerned with supply of and demand for short term funds required for productlon
' of goods and services. It is a mechamsm through Wth]'I short term funds are Ioaned
and -borrowed. ' o

i) i) 1t augments the supply of funds by providing various kinds of credit instruments;
(ii) It helps to minimise the glut and stringen'cies in the money market; (iii) It helps to
avoid wide seasonal fluctuations in the interést rates; (iv) It provides for quicker
transfer of funds from place 10 another (v) ]t enhances the liquidity in the entire
'economy -



3, 'i)

Ca’pital'market is divided i.nto Primary -market and Secondary market

Primary market is the market of hew issues whereas the secondary market is the market
“in which scrips are traded after they are inially issued in the primary market. The growth

" of the secondary market is dependent on the growth of primary market. Prlmary market

- operations include new issue of shares by new and existing companies, rights issues and 3
" issue of debt instruments. The secondary market operations’ 1nvolve buymg and sellmg '
. of securities through the members of the stock exchange -

u) l) It prowdes ready marketal:nllty of the securltles

ii) It helps in fixing the offer price of new issues of compames in the pnmary market
Hi) It prowdes access to many mvestors

6 12 MODEL EXAMINATION QUESTIONS

I Answer the followmg questmns in about 30 Imes each,

O

IL
.

L

Discus$ the |mportance of the cap:tal market in the economlc develoPment of a

country _

__.How do you distin gunsh between caplta] market and money market‘?
What are the developments in money market in India?
What are the developments in the capttal-mark'et in Indla-?' B

- What are the d_efects:'of the r_non_ey.. market in India?

What are the'mo'ney 'mark_et-‘instr‘uments'? NG
. . ' N/

Answer the following questtons in about 15 Ilneseaeh

'\"8

9.

What are the varlous sources ot supply and d'emand for funds in the Capital Market'? _'

What are the dlfferent constltuents ofthe capltal market?

What are the dlﬁ'erent eonstltuents of the money market'?

. 10. What are the developments in secondary market in Ind:a” :

I, What are the deve]opments in prtmary market'7 o
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6.14 GLOSSARY

Average Market Capitalization

Capital Market

Money Market

Mutual Fund

Stock Exchange

Average value of listed stock to the Gross National
Product,

It is a market which supplies long-term funds.

: Itis a place where the'lendiﬁg and borrowing takes

place.

. Institutional arrangement for the mobilisation of

funds from small resourees with investment
intentions.

. Tt may be defined as the place of the market where

securities of joint stock companies and of
government or semi-government bodies are dealt
in.
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7.0 AIMS AND OBJECTIVES ;.

N

The aim of this Unit is to discuss the various methods of issue of secur:ttes the underwntmg

o of issue of securltles and the SEBI gundehnes underlymg the issue of securities.

. After studymg the Umt you shou]d be ab]e to:

*

exp!am dit"ferent methods of issue of securltles

state the SEBI guidelines for prlcmg.of issues;

list out th_e-SEBI guidelines for issue of debentures; o
 explain different types of undchriting; |

i explain the recent trends in capital i 1ssues in Indla

have an idea of the two enactments conccrned viz., Secuntles Comracts (Regulatlon)
Act, 1956 and SEBI Act 1992 . S

- 7.1 INTRODUCTION

“Issue of Secunt:es is the- sa]e of securities by the. companles with a view to secure funds

from the publlc for the purpose of meetmg corporate fi nancml requn‘ements
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The Capltal Issues (Control) Act, 1947, def' nes the: term ‘issue of capltal’ ‘as ‘issue of any
security whether for cash or otherwise, and includes capltallzatlon of profits for the purpose of
converting partly pald shares -or mcreasmg the par value of shares already issued™

In view of the above deﬁnition, the issue of secuntles“rneans and mcludes (|) the sale of
securities like equity, preference, and debentures for cash or otherwise for the first time to the .

~ public (i) the subsequent rssue of securities (m) issue of right shares and (w} issue of bonus

shares.

.Issue of secuntles depends upon factors such as savings of the people, market prlces etc. As

the sale of securities is a highly specialized activity, it requires marketing skill and experience.
Success in raising capital must be well planned, as otherwise the securities issued by a
corporation will only remain as legal abstracts and the capitalizationt merely as a b[ueprmt of
financial planning. The process and documents used in the first issue as well as in the
subsequent issues will always be the same. In order to secure a fair price for the issue, both the
image of the corporation must be high and the market condltlons should be- responsive,
otherwise the issue of securities may result in under subscription. In the absence of a stable
market value for the securities, all the shareholders will be- exposed to various risks.
Moreover, favorable market for the corporate securmes will result in congenlal conditions for

- subsequent issues.

v

Public issue of securities like, shares and debenture is made in the primary market. Funds

~ mobilised through the primary market constitute investment. Issue of shares and debentures

may be made through among others (1} prospectus (2) offer for sale; and (3) private
placement. Wide publicity about the offer is, of course, made through different media-
newspapers, periodicals and television. There\js also the direct mailing of the application

“form and prospectus. The intermediaries who \fgamse the entire effort are merchant bankers.

To engage in 1ssue-actw1ty one has to reglsfer oneself as a merchant banker wrth the Securities

'_ and Exchange Board of India (SEBIJ

Avons

7.2 CLASSIFICATIONOF INVESTORS

The sources of | lnvestment are the savmgs avallable wnh 1nd1v1dua!s and mshtutlons
“Therefore, the investors can be broadly classified as

) lnstitutional
if) Individual’

Institutional investors may further be divided into two categories. = First is the private

_institutional investors. This again consists of two types of investors viz., category of private
“institutional investors which invest on their own account, such' as, banks, commercial and

industrial concerns, and private institutional investots which invest on behalf of their clients.
Second the pubhc 1nst1tut|onal investors compnsmg of governrnental agencnes

Indw;dual investors are large in number but they may be grouped.into three broad categorles
(i) individuals who are affiliated with the issuing company, e.g., okd shareholders, creditors,
and employees (i) individuals who are not affiliated with the: issuing corporation. .Such
persons are usually those who have accumulated investible surplus funds. As a matter of fact,
they are to be regarded as real -investors (iii). speculators who buy shares with an idea to gain



by probable ﬂuctuatlons m share values in stock exchange The followmg chart presents a

preusc ldea about vanous types of i mvestors

' Char_t—"f.l o

- 1.3 -METHODS OF ISSUE OF SECURITIES

. company

| Investor-
L .
L - ]
lnstitutional. Individual
Investors * lnvestors -
’ L o R .
_ ; | N T -
| Private Public .  Affiliated Non- Speculator
— - Affiliated | ' '
 Acquiring Acquiring i
. Shares for - Shares on
-themselves behalf of the
clients

- Now, we will dlscuss the methods adopted for issue ofsecurltles The selectlon ofa partlcular

method depends upot market condltlons size of the issue and credltworthlness of the i 1ssumg
\ y

Fol]owmg are the mlportant methods of‘ market:ng of securities avallab[e to “the 1ssumg

- company. ) ~ X o s

1. Pubhc issue through prospectus (Ini,ﬁﬁl Public Offer - IPO)
"Offers for sale

ﬁ_ktgency sale’ ;

Private placement

.Right issue’ o

‘Bonus issue -

NS m W

Issue by tender .

‘These seven methods of issue- are explamed hereunder ‘After explaining these methods of
7 issue two important conceptsfmethods relatmg to the i 1ssue namely Book Bu1ldmg (7. 4) and .

Underwriting (7.5) are also dlscussed

'l Publlc Issue through Prospectus _ . .

Pubhc tssue is made by the company through prospectus for marketmg a-fi xed number* ot:_?
shares at a stated price. Before submission of application to SEBI, the company-issuing shares
has to discuss the draft prospectus w:th the merchant banker. The abridged prospectus was-

~earlier vetted by SEBI before pubhc 1ssue or an acknowledgement card was issued to ensure N 10?_ '
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Private placement offers access to cap;tal more qu1ckly than the publlc issue Wthh may take o
\ placement wnhm 2 to 3 months.
‘Confidentiality is ensured in prwate placement especnally

- takeover, wealth tax hassles and institutional interference.

Further the requ:rement of companies may be smaller than the mlmmum stlpulated for pubhc '

by participating in any new issue of shiares. Whei the issuing corporation has to make right

six months to. one year. On the other hand, it. xs possrble to rarse_funds through prwate S

rivate liinited companies and -
igke public issues for fear of - ..

closely held public limited companies which do not want to

As compared to pubhc issue, private placement is quite mexpenslve on’ account f__absence of T
various mandatory and non-mandatory expenses. Some public’ companies are too small fo o |
af’forcl a publ:c issue. Such compames choose private placement SRRCICIIE L

issue of shares. Finally, private placement unlike pnmary market is not mﬂuenced by:the -
prevailing bull or bear phases in the stock markets. . The attitude .of mstttutlonal investors

‘towards the regular 1ssuers of securities in private placement market is. more stable and

COI‘ItIl"lUOUS

5. "Right Issue

~ An alveady emstlng company may decide to raise funds by the ‘issue of new shares for-

expansion or for some other purposes. Sectlon 81 of the Companies Act provides that such- ' :
new shares must be first offered. to the existing equity shareholders of the company-in =

. proportion to their holding, The logic behind this arrangement is not to dilute the controllmg-'

powers of the existing equity shareholders. The addmonal shares so offered to the existing -
shareholders is known as rights issue. It is relevant only with equaty shares and not with o
preference shares. A right is an option given te equity shareholders to buy the securmes issued

by the existing corporation during a stated. penod at a stated price. It is also calléd prmleged ST
subscription. It is the right of an equnty\sh‘areholder to maintain his proportlon of ownership |

issue the question of investment bartker or underwriter will not arise. “While accepting the right

issue, the existing sharehiolders, Ate to be doubly certain that the investment will result in good

yield because of expansion programmes The right issue of shares. will have the foliowing R

advantages o SR ' - :
a) Existing shareholders can purchase shares below the current market pnce

b) The cost of markettng of securitles will be very much Iow for the i issuing corporatton

c). Speculatwe act1v1ty Wlth regard to value of shares will be relatlvely less because of the
old share holders do not like to take such I'ISk o

) _' Status -quo will be mamtamed in the matter of votlng power of shareholders Ieadmg o :
‘the maintenance of control over. the effective funcnonmg of the cornpany . s |’

6.- ' Bonus Issue

~ The issue of bonus shares implies the payment of dividend in the form of shares instead of

cash to the shareholders. When a corporation issues and allots the new shares of fully paid up

_ value to its equity shareholder in proportion to their ex1st|ng holding, out of its accumulated

profits and reserves, it is known as bonus s__h_ares_ ~This also known as cap_ltahzatron of -



undistnbuted prof' its. Wlth the lssue of bonus shares, |ssued and pzud up cap:tal of the

e __corporatlon increases ‘without dlsturbmg the asset structure of the. issuing , corporations.

Important ‘advantages of this method are (l) the liability of corporation will not be disturbed,

- (ii) the net profits of the- corporatlon ‘may not appear to be unduly high as compared with its -

i pald-up capiltal, (iii) it entitles the shareholders to receive dividend, and (iv) number of shares

L held by each shareholder wﬂl increase in relauon to the ratio of bonus shares issue.

' 7 Issue by Tender

- Thls method can be adopted where the price d;fferentlal on newly 1ssued shares is likely to be

high. The important characteristic of this method is that the public is invited to apply for the -
available securities at par or above . certain minimum price dependmg upon the market

conditions. Ultlmately, the: alIotment is made to: the highest bidder. However, thls method is
fiot popular .

| Of all the methods of issue of securmes dlscussed above the dtrect sellmg melhod of pubhc -

issue (Imtlal Public Offer), the ri ght issue and bonus i issue are popular in lndla

'CHECK YOUR PROGRESS —1_

I. ‘What is meant by pro'spectu_s_? _

e B D R L LAY
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...................................................................................................................

" 7.4 BOOK BUILDING

Book bu1ld1ng is a process of price dlscovery Ttisa market—related process of demand and

price determination, Book building is a transparent and flexible pricing method, based on the
feedback from the investors. In book building, new shares are valued on the basis of a' demand

feedback from the investors and is a viable alternative, to the existing rigid system of fixed . -

pricing, or which is to a large extent unavoidable at a retail level. The objectlve of ‘book
building is. to find the htghest markeét clearing price from high quality long-term :nvestors in
order to reach appropn ate allocation dec:snons o . : -

' The concept of book bu1ld1ng is in vogue in the international equity issue management and.

practised by investment bankers in the "US,. has been adopted by the SEBI-in an issue of

securities to the public, through the prospectus. SEBI adopted book building based on the

o recommendations of the Committee under the Chairmanship of Y.H. Malegam- in-Qctober,
: 1995 SEBI’s gutdelmes treat book building as an alternative method Ofpncmg that portion of .

- the issue, whlch is reserved for mstltutlonal and corporate mvestors

S
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SEBI allows the method -of book bunldmg to. dlscover the price of the pomon of publtc issue
allotted to the 1nst|tutlonal investors, where the issue exceeds Rs. 100 crores. Accordlng to the
Working Group on the Companles Act (1997) “Book bulldlng is an international practlce
which refers col]ectmg orders from mvestment bankers and- large mvestors based on the
indicative price range. In a capital market with suffi cient depth, such a pre issue exercise
enables the issuer to get a better 1dea of the demand and the fi nal offer prlce of an m:tlal publlc
offerlng :

‘According to the SEBI guidelines in an issue of securities to the put)llc 'thl.‘ou'gh a prospectus,
- the option of book bu1ld1ng '1a1l be avallable o the issuer company, subject to the followmg _
“main conditions. : . : -

~a). The size or issue exceeds Rs 100 crore

b) On!y as an alternative to and to the extent of the percentage of the issue, whnch can be
reserved for firm ‘allotment as per the existing gwdelmes

c) - Book bmidlng process tc be separately 1dent1f‘ edfmdlcated as a pIacement pomon
catégory in the prospectus ' '

dy- Underwrmng will be mandatory to the extent of net offer to the publac

) " One of the lead merchant bankers to the issue shall be nommated by the issuer _
" company as a book runner and' hls name shall be mentloned in the draft prospectus that
is to be submitted to the SEBL - :

Advantages of Beok Bulldmg

Book building has def' nite advantages as. eom\pared to the fi xed price method Ina ﬁxed price

offer, it is the underwriters and issuers wh‘odemde the price, whereas in book building, it is the

‘investors. The initial public offer d1d 10t have any flexibility either in terms of price or in the

number of shares, whereas book ‘Biiilding - is flexible process as the price and quantity are -

decided on the basis of demarid JInvestors in the initial public offer method had to lock up . .

their funds and sacrifice hqmd]ty between the application and the allotment period. They

~ “cannot consider any other investment opportunity during this peried. In book building, -

investors do not have to commit their funds since they pay only at the end of the pncmg_ )
process. Further, the public offer ‘method does riot permit the issuer to choose investors by

~ quality, since allocations are to be made on the basis of a prescribed formula. On the other

hand, book bu1|dmg offers the right to choose the investors by infrastructure for raising future

funds, by ropmg in the involvement of syndicate members. Book building helps to eliminate
. large scale. developments, by adopting a price that clears the market. The incidence of issue

failing, large scale development arising from . the mtervemng market changes - and

mampu]atlons of the issuer, would be avmded

7.5 UNDERWRITING OF SECURITIES

Accordmg to Gerstenberg, underwriting is' an agreement entered 1nto with the- issuing

_corporation by a group of persons ora body of persons prior to the issue of shares to the public-
 that is'in the event of the public not taking up the whole of them or the number mentioned in

the agreement, the underwriter will for an agreed commission, take the a]lotment of such part
of the securmes for themselves



Apart from the guaranteed sale of securities the underwrlters also offer the followmg services
both to the issuing corporatlons and to the investors: :

a) Wlth vast experlence in the business of issue and marketmg of securmes the
underwriters, help the corporat:on to raise funds at a reduced cost.

b) Avallablhly of capital is guammeed because of underwrltlng agreements

c) A contract with a reputed firm of underwriter increases the goodw1l| and marketablllty
of the securities. : :

d} Underwriters prowde an expert advice to the corporat:on in draftmg thelr f'nanCia]
plan on sound lines.

e) They stabilise the market price of the securities during and after thc prelimi_nary selling
and avoid the irregular price fluctuations in the market.

f} Underwriters also advise the investors about the investment opportumtles best sulted
1o their needs and keep wgllance over the company. :

lmportance‘of Underwriting

In view of the above 'services, underwriting of securities assumes greater importance for the
industrial development of a country. By inspiring confidence in corporate investment the
underwriters mobilize individual resources on the one hand and offér guidance and direct the
small investors.in-a popular way on the other hand. Underwriting of securities ensures that the
whole of the issue- will be successful and corporation will start functioning without
experiencing shortage of capital. Indian Companies Act, provides that if a new: corporation
does not receive minimum subscription amount wnhm lEOﬂays of the issue of prospectus, the

corporation cannot proceed to allot shares and ultm{ate]y it has to go into liquidation. - The

underwriting agreement comes to the rescue of lssumg corporation in a big way to avoid such
an unpleasant situation for a new corporatlon Asstated earlier, issues are underwritten'so as to
ensure that in the case of under subscr:ptlon they are taken up by underwriters. No pcrson can

act as an underwriter without obtaining avcertificate of registration from SEBI, although -

merchant bankers and stockbrokers registered with SEBI do not need separate registration for
Lmderwntmg There are 42 underwrlters registered wr[h SEBt at the end of March 31,2000

Major underwriters are all-India financial institutions, commercial banks, merchant bankers
and members of stock exchanges. The lead manager, in consultation with the company,

arranges underwriting. i the selection of an underwriter, financial strength is a major -

consideration. The other aspects taken into consideration are: experience in the primary
market, past work of inyestor clientele and defaults, understanding underwriting commitments,
- the network of investor clientele of the underwriter and overall reputation. If any part of the
issue is underwritten, thé prospectus shall contain a statement that the underwriters have
sufficient resources to discharge their obhgat[ons _ s -

. The underwriter on his part has to assess the company’s standing and record, competence of

the management, objects of the issue, project details, offer price and other terms of the issue

and oﬁ"-balance sheet liabilities before accepting the underwriting obligation. ;

As stated earlier underwrltmg abreement is a contract between the company and the
underwriter ‘can be a merchant banker, financial institution such as UTI, and other mutual
funds, LIC or ICICI. Under the agreement, the underwriters agree to subscribe or procure.
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subscription to a portion of the capital to be issuéd in case the issue is not fully subscribed.
This type of assistance, in the case of public issues, is known as underwriting assistance; and in
respect of rights issues, " stand- -by "assistance. The max:mum liability of the underwrlter is
restricted to the-amount underwrltten by hlm R : SR

.7 6 TYPES OF UNDERWRITING

' .Generally the underwntmg agreement between the i :ssumg corporatlon and underwmers takes
.any one of the following forms: :

1. Firm underwriting

2. Stand-by underwriting -
3. Sub-underwriting, and
4

Syn_di_cate underwriting
Firm Under_writing

Under this form of agreement the underwr:ters agree to purchase the issue cf securities outri ght
by themselves, at the time of entering into contract with a view to resell and distribute through
“their own organisational arrangements. At times the underwriters may not be able to resell
what they have purchased. In such event the underwriter has to keep the balance of shares for
themselves. Since, the risk involved under this method is large, the underwriting commission
will also be high.
_ L \“}
Stand-by'Undertvriting : - ( Y
" When.the underwriter undertakes o pul:chase the securities offered by the issuing corporation,
in case they are not sold within stlpulated time is called stand-by underwriting, 1t is so called,
because underwriters stand behlnd the offer assuring the issuing corporation about the disposal
of the securities. [n other words, this method entails an agreement by the underwriter with -
issuing company to sell securities that, for one reason or another, remained unsold with-the
corporation. This type of agreement may arise in case of right issues. For example, if a
corporation issues 20,000 ‘equity shares to its equity shareholders through its pre-emptive
agreement to assure itself that the entire issue will be successful, the issuer signs a stand- by
agreement with an underwriter to take. up securltles that are not sold through the pre-emptwe
right process

Sub-Underwriting

This fon‘n of underwrttmg is more popular in Germany When an underwrlter is not able to
carry the whole risk by himself he may transfer a part of it to some other underwriters by
entering into a sub-underwriting agreement. As a matter of fact the issuing corporatlon will -
not be a party to this agreement,

Syndicate U'nderwriting
Syndicate is a system where two or more issue houses or underwriting agencies together '
underwrite a large issue jointly in a pre-determlned ratio with a view to diversify the risk. -
Under thls. rnethod originally two agreements are made (a) contract between the issuing
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corporation and the underwriters, and (b) agreement among the underwriters, In the first

agreement the names of the underwriters and number of securities they agree to purchase and

the name of the manager are indicated. It may also provide in the agreement that if any of the.
underwruters fail or refuse to purchase the agreed securities, the remaining underwriters wull '

have the ri ght to take up that portton with the consent of the i 1ssu1ng corporation.

- SEBI Guidel_ines on Underwrit_ing' .

- SEBI has made under\atriting optional since October, 1994 for pub]ic'issues to subject to the

condition that if an issue was not underwritten. and was not able to collect 90 per cent of the
amount oFfered to the pubhc the entire amount collected would be refunded to the investors.

The requirement of a minimum of 90 per cent subscription will not apply for exclusive debt
issues, provided the issuer makes adequate disclosures about the altematwe sources of finance
that have been tied-up. . :

. Nu.mber of underwriters can be decided by the issuer. The lead rna'nagers must satisfy
~ themselves about the networth of underwriters and the outstanding commitments and disclose
" the same to SEBI.. The underwriting arrangement should-be filed with the stock exchange.

In October, 1993, regulations for underwriting of capital issues were announced. Among

others, one of the important'regulations is that the underwriters should register themselves with
SEBI. An underwriter has to be registered amd should have a minimum networth of Rs.20
lakh. The regulations set out the general obligations and responsibilities, procedures for
: mspectron and disciplinary proceedings in case of default.  Total underwriting obligations at a
point of time should not exceed 20 times 'of an underwriters networth. The underwriters can
arrange for sub-underwriting at his risk; in order to ensure transparency in the operatrons of

. underwriters, he is obliged to enter into an agreement thh géach body of corporate on whose.

behalf underwrltmg is takenup. - )

% N
X7

7.7 UNDERWRITING IN INDIA )

£
\ o

: Though the SEBI has initially made underwntmg of an issue compulsory, it proved costly for
the corporates to raise funds. Further, the boom conditions in the market hel ped the corporates
“in receiving favourable response from the investors. Consequently, most of the issues have got
full subscription and some times over subscription. The SEBI therefore, has made the

underwriting as an option of the issuer with effect from 10/10/1994 with the result companies -
ate now able to save the issue expenses. The following table gives the particulars of the

number of issues. the i issue size and amount underwrltten for the perlod 1992 93 to 1998 99,

115



116

o - Table ‘?. '
Underwrltmg in lndla durmg 1992-93 to 1998 99

(RE. in Crorés}- '

Year | . | Ne.of |- | - Issue Amount | % of Amount
'  Isswes | Sizé Under- -Underwritten to
Under - | Rs) written | the Issue Size
R written '
1992-93 | si8 ) 6060 | 577520 - .. 95
- 1993-94 754 | 12544 8952.0 | 7t
199495 1094- 133N 102861 | 77
199596 | | - 440 ol 1822 3257.0 30
1996-97 | | 65 | 11648 9121
199798 | - 0. | 3061 | 268.6
- 1998-99 T 7911 .| 1585

" Table 7.1 presents the number of total issues and issues that were underwritten in India during

the period 1992-93 to 1998-99. The table also presents the size of the issue and the amount

-underwritten for different years. It can be seen from the table that during the period of
‘compulsory underwriting (upto 1994) companies chose to get the issue amount underwritten in

the range of 71% to 95%. In the later years, as the underwriting was made optional, many
companies were not going for underwriting. The declining percentage of amount underwritten
in issue size reflects the same. In 1995-96 alone there was reduction 60% in the number of

- companies opting for underwriting and 216%, decrease. in the. amount underwrntten as
* compared to the prewous year ' \ ) :

{ i
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) 7‘.-10 REGULATIO‘N‘ OF -CAPITAL ISSUES

4

-f'durrng the Second. World War The mam purpose of this control was to prevent the dwersron .
_of scarce resources to activities that made no contrlbutlon to the prosecutton of the war. The -
' objectrves of caprtal 1ssues- control are: : o

a. To achieve healthy growth of corporate sector as per the planned economrc polrcres of
~ the country, . o : . :

b. To channelise funds for all the sectors of the economy keeptng m vrew the nattonal
interest, ' - : RN

- ¢ To achleve balanced Caplta| structure of eompanres
d. To prevent concentration of economlc power;and
e. To. ensure the growth of a strong and. healthy caprtal market

The functronrng of the Indran Prrmary Market under- the system of CCI was far from .
 satisfactory because of the conservative attitude of the CCl in fixing the price of the issues and
“also on account of over. regulatory nature of the rules. . Consequent upon economic = -
~liberlisation, the Capital Issue Control Act 1947 was repealed on May 29, 1992, “On account of -
+ this, the issue of capital and pricing of issues had become free from the approval of Controller
of Capital Issues (CCI). The Securities and Exchange Board of lndra Act 1992 had replaced
. the Capital Issues Control Act with the result the SEBI constituted under the Act has started
-playing as a regulator of both primary and secondary market. The SEBI has given several -
- guidelines and regulated the public issues. With a view to ensuring proper disclosure and
investor protection, the Union Government empowered SEBI as the sole regu]atmg authorrty _
for the issuance and transfer of the shares of ll:.u:u c‘o“:pan -
The gurdelmes broadly cover the requrrements as to the fi rst issue by new compames and
- existing private/closely held companies and aISo further issues of capital by other compames -
"by way of shares, debentures and bonds. The gurdelmes will apply to all issues of caprtal S

.'Gel_leralGu-ldelmes R

. Subscription list: SEBI guidelines stipulate that subscription list for public issues should be
" kept open for 3 workmg days and itshould be mentioned in the Prospectus. In the case of right
issue, it should not'be kept open for more than 60 days. The gap.between closure dates of
various- issues, e.g. Rights and- Indian public, issues should not - exceed 30 days.
Announcement of the closure of issue shall be made only after 90 per cent has been
“subscribed. : L :

Minimum‘number'of Sh'ares.'and Applieation Money

i. Incase of publ:c issue at par, the minimum number of shares for which the apphcatlon
is to be made should be ﬁxed at 200 shares of the f'aee value of Rs IO each (29 10-
1996) - NS _

ik Where the issue is at a premtum or comprtse of debentures- whether convertible or. pon- -
convertible, the amount payable in all, in respect of each instrument, (i.e. on-
-apphcatron allotment and ealls) by each apphcant shall not be Iess than Rs. 5000!-
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2. First i lssue of ex1stmg prlvate f closely held compames B

Y

lrrespectwe of the size of the premtum It is subject 1o apphcatlons dealmg wrth a’
: mu]tlp!e of tradable lots. ' . .

il The successful appllcants will be issued share certn" cates / mstruments for the ellglb!e
" - " number of shares/instruménts in tradable !ots e g . iN case of shares of‘ face value of
“ Rs.10 each, the tradable lots shall be' 100 or 50 shares o

iv, The mmlmum apphcatlon money to be pald shall not be Iess than 25 per cent of issue
pnce “The minimum number of instruments for whlch_an apphcat:on has fo be made
shall in any case be not Iess than- the marketable Iot : :

. . . .
Oversubscnptmn The quantum of issue (rights or publlc issue) should not exceed the amount
specifi ed in the prospectus!letter of offer No retentlon of oversubscrl ptlon is permrtted

Guldelmes for Pricing ol‘ lssues

As per SEB] Guidelines the companies are dmded mto three categorles in respcct of issue of
shares on the basis by number of years in commermal productlon track record and nature and
background of the prornoter The details of these gmdelmes are given hereunder ) '

. F,lrst issie of new compames A new company has been def' ned as one whlch has not

}.completed 12 months of commercial’ operatlons and ‘its audited operative results are not
_ available and. where it is set up by entrepreneurs wrthout track record. Such companies
w1ll be. permltted to issue capltal public only at par. :

. : Y ) \ } . ) .
Ex:stlng compa_nies wil["include—- _ 'i'\ ) I _

P
Vv R . - -
X .

| a) Exnstlng prlvate compames _ _ _ _
. b), Exrstmg closely held pubhc companies mcludlng deemed publlc compan:es and -
| c) Existing unlisted companles '

Above_su_ch compa-mes ) o e

t

.i) : Wlth a three—year track record of conSIStent profit ablhty shall be permltted to freely

'pnce the i lssue and list thelr securltles on the stock exchanges

i) ) .-If the companles do not have a three-year track record of' consistent prof' tablhty, the
issue has to be made at par. : : . L

':iii)- Not less than 20 per cent ofthe equ:ty should be ofTered to the publlc

iv) The pncrng would be determined by the lssuer and lead managers to the issue and .
: would be subject to specmc disclosure requlrement mcludes

_' a) DESCIOSUI‘BS of the net asset value of the company as per the Iast audlted balance '
~ sheet; and C

[l

- b) Justifcatlon for the tssue prlce



3. Public issue by existin'g listed comp'anies.

' a) 'These companies will be allowed to ralse fresh capltal by treely pr 1cmg thelr f'urther'

issues at par or at a prermurn

b} The issue price will be determmed by the issuer in eonsultatlon with the lead manager =

{8} to the issué.

ej With regard to dlsclosures the draﬁ prospectus will be vetted by SEB] to ensure

adequacy of disclosures.

d)' The prospectus or offer documents shali contain: the net asset value of the company
and a justification for the price of the issue. '

€) ngh and low prlce of the shares for the last twa years must be mentloned in the_' :

' prospectus :

Accordlng to SEBI gmdelmes the lssumg company should prowde details of' the company
under nine heads as g] ven below :

1. General lnformation‘
Capital structure of the company

_ Terms of the present 1ssue
Particulars of the issue . -

| Company, Management and Project

Fmanual perfonnanee of the company for the Iast fi e years

SRSV RN

'Whether all ‘payments/refunds, debentures, fi );ecb depostts interest.on fixed deposits,

debenture interest,” institutional dues have beeh “paid-up to date if not: deta1[s of the *

arrears if any to be stated. ' o8

¥

8. Pamculars in regarcl to the Ilsted underthe same management

9 'Management perceptlons of risk factors (e.g.. sensitivity to. Foretgn Exchange rate o

fluctuations, dlﬁ'culty in avanlabllny of raw materials or in marketing of products
cost!tlme overturn) :

Guidelines for Debentures

In the case of fully convertible debentures (FCD), SEBI restricts the conversion period to 36
-months. Credit rating is required for all debentures. Conversion beyond 36 months is
_ permissible only if the conversion is made optional with put and call options. Premium
amount or conversion has to be pre-determmed and stated in the prospectus. The company is

free to determine the rate of interest payable. In the case of non- convertible debentures a

_debenture redemptlon reserve has to be created (DRR). The names of debenture trustees must

be stated in the prospectus and the registration of debentures trustees is ‘mandatory. Any'

- conversion in part or whole of the debentures will be optional at the hands of debenture holders
if the conversion takes place at or after ]8 months from the date of the allotments but before 36
mionths. ' .

~ In the case of non- convertlble debentures and partlally convertlble debentures if the maturity

perlod is less than 18. months, it.is not necessary to create a charge or appoint a trustee or

(19
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create .DRR In the, case of PCDs the premtum amount at the tlme of conversion, shal} be.'
_ _determined and stated in the prospectus Redemption amount, period of matunty, yieldon .~
+ | redemption of PCD!NCD shall be 1nd1cated in the prospectus. . ‘Roll over of non-convertible - - .

portion of" PCD!NCD ‘with or wrtheut change in_interest rate can be done. only.on: posrtrve

. 'consent and not on the passwe consent. It is compulsory for.the companies to gwe an option
~ to those debéntureholders who want to wtthdraw and encash the debentures.’ The dlsclosures_- -
relatmg to the raising of debentures should include, among- others; exlstrng and future. net .

équity. ratios, “servicing . behavior - payment of mterest on: due “dates, etc. ‘Trustees to the
debenture issue should be vested with reqursrte powers to protect the interest of the- debenture

“holders :ncludmg right to appoint a ‘nominee dtrector on the board of the. company in "
‘consultation wrth the. debentureholders o : - o

7. 9 SECURITIES CONTRACTS (REGULATION) ACT 1956

-One 1mportant Ieglslatlon governmg capltal issues. in Indla 1s Securltles Contracls (Regu]atron)-
Act,'1956. The Act is apphcable to the securities traded in the secondary markets’ like stock =
- exchanges. Its _important.objective is to maintain a strong and investment market. It is also
* aimed at drscouragmg undesirable. speculatlve trends so that public may mvest therr savmgs_ :

with full confi dence Thls Actis admmrstered by the Central Govemment o

The objectwes of the Act are: U
1. To empower the Central Govemment to controI the stock exchange in lndla

2. To prowde reasonable umformrty m respect of the rules and bye. laws of the d:ﬂ’erent
' stock exchanges inthe country; - - = T VRS :

_. 3 _ To ensure an orderly and healthy devek)pment of the stock exchanges _
4 “To protect the mterests of the mvestors and L |
5. To prevent unhea]thy specu’latlons and other undesrrable actwltles on the stock e

. exchanges .

-S_alientIFea_t_ureso_f:theAc't"-' T

The following are the salient features of the Act:

: l CentraliZa.tion' of c,ont'rol, '

_' W[th a view to achlewng umtary authorrty over the stock market the Central Government is |
. vested wrth vast powers to control the working of every. stock exchange in the country. Asa

matter -of rule, no stock exchange can operate without being recognized by ‘the Central

~Government., The Central Government prescrlbes the condrtrons for the grant of recognttron as
. tothe qualrt" cations of members ‘representation of the Governrnent on the stock exchange, etc.
The Central Government .is also empowered to. supercede the govermng body, of 'stock . -

exchange and appoint any person in that place. It can suspend the business of stock. exchange:

“for a pertod of 7 days. Tt can _also withdraw recognition’ granted to it if it does busr_ness
. contrary to the rules T . ' C



2 Regulatlon of speculatlon -

o The Act is appllcable to both forward and ready transactions that take place in stock markets.
Contracts for the sale or purchase of : any sccurlty can be prohlbltcd if they are hke!y to result in
an undesirable speculat:on : :

-3 Llstmg of securltles -

If the Central Government thmks that the i 1ssue of secunt:es by any publlc Ilmlted company is

: expedlent in the interest of the pubhc it can roqmrc thc 1ssumg company o get its ':ccurltles
Ilstcd in any recognized stock exchanges. - ' o :

4, -.-Liccnse for _D-ea].ers

The stock exchange dealers and brokers have to.obtain 'Iicensc from the Central Government to

carry the business of tradmg in securlttcs Thls Is meant to prevent unscrupu!ous pcop]c from
_ entennh, mto exchanges : :

5. Regtllation of Bl'onk_ Tra nsfers

The Act inciirect]y regu.l'a'te's'the praciice'of blank transfer. It means that every transfer. of

, shares by ohe holder to another must. be mformed to the company and transfer without such
formal ‘approval is a blank transfer. It is necessary under the Act that the dividend WIII be pald
to only those. persons whose names are included in the register of members as owners of

securities. Unless the transferee gets the security registered ih his name within 15 days from.
the date dividends become due, he is not eligiblé to receive the dividends from the company .
even though he happcns to be the true owner. To get the Ehwdend it is immaterial whethcr one

(i in possessmn of the securities or not but reglstrat:ofus* lmportant

P
L

6. Regulation of Wo_r_king of Stock Excllangcs_’m )

- For ensuring smooth, healthy and regulated Rinctioning of stock exchanges the Act has a few

“provisions. For example, the Act regulates the hours of trading, ceiling o the day’s .

transactions, prescribing the margin requirements; terminating, rescinding the contracts; limits

“on the volume of business done by an individual member, supply of information’ requued by-
the government, levy of fines and pcnalt:cs ete, All thcsc nnpos:tlons are meant fo ensure o_.

. healthy C’lpltal market.
: 7-'._Security_'Listing

Shares of a coanpany shall not be traded on a stock cxchangc unless the tollovwng condmons
are sausf' ed: T : :

i. a) Thc_minh‘oum issued equity capital of -the_ con1oa-11y should be Rs.3 crore's.t

b) The minimum public offer of equity. capita! should not be less than Rs. .80 crores. For’
this purpose; public-offer would include the subscriptions by the Central Government,

~ State. Government and their agencies and public financial . institutions.  The
subscriptions of approved Mutual Funds may. be inctuded as: a parl oflhc publ:c ol‘fc
to be-approved on a case by case basm : : : :
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2. New com panies have:to make a pubhc offer at least 60 per cent of the: |ssued capltal of the

' company is requ1red under Rule 19 (2) (b): of‘ the Secuntres Contracts (Regulat:on) Act

- 3. Retentron of oversubscrlpnon shall be normally permrtted upto 15 per cent of the amount

- issued.,

-4, - The Ilstmg apphcatlon must be f' led wuth the stock exchanges before the issue’ of

prospectus or its’ f' hng with the Reglstrar of Compames

S Ailotment of Shares / Debenturcs should be made on the basrs of allotment laid. down by

_ ._stand:ng commlttee of the Presidents of the Stock Exchanges ’

.7 10 SECURITIES AND EXCHANGE BOARD OF INDIA

The promulgatlon of‘ ordmance No. 9. of 1992 ‘dated 29 5-1992 announced the abolltlon of the

office of the Controller of Capltal Issues (CCI) and repeal of Capttal Issues (Control) Act,:

1947. In order to replace in unit the SEBI ordinance the Government of India introduced SEBI
Bill and it was passed by the both the Houses of Parliament, The SEBI Act has come into -
operation and provides for establlshment of statutory board with 6 members, SEBI’s activities
are-divided into five operatlon departments These ar¢ Primary Market Department Issue
Management & Intermediaries Department, Secondary Market Department, and Institutional
Investment Department Acc0rdrng to the preamble of SEBI Act, follomng are the ObJBCtIVCS
of the SEBI. : - :

(a) To protect the interests of i investors in securities

(b} To promote the development of securttks ;narket

(c) To regulate the securtnes market '§~ \
Followmg powers have been given, to SEBI with rhe enactment of SEBI Act and repeal of .
Caplta! Issues (Control) Act - :

. Power’ to caII for per:odlca] retums from recogmzed stock. exchanges

i) Powerto caII for any informati on or explanatlon from recogmzed stock exchanges or
its members : : .

i)  Power to dlrect 1nqu|r|es to be made in relatton to affairs of stock exchanges orits
members. :

) Power to grant approval to bye laws or recogntzed exchanges

'v) ' Power to make or amend bye- ]aws of recognlzed exchanges

- vi) Power to declare apphcabtilty of Section 17 of the Securities- Contracts (Regulatlon)
- Actin any State or area and to grant licenses to dealers i in securities. -

' vn) Power to compel Ilsting ofsecurmes by pubhc companies.

viiiy Power to control and regulate stock-exchanges. '

- SEBI has® |ssued a series. of guldelmes on various aspects of functtonmg of pr:mary and

secondary markets. These include, among dthers; guidelines for portfolio management, stock

" invest, free pricing of issues, disclosure and investor protect:on stock brokers insider;trading,
- merchant ‘bankers, mutual funds, underwritets, foreign institution investors, depositories,



etc.’

Venture capital funds, buy back of securities, employee_s stock option, credit rating agencies

S‘teps taken by'SlilBI in Capital _Mar'ket |

- SEBI has initiated several steps to promote, . deve]op and regulate the capital market in the .

' country These have taken place in prtmary as well as :.econdary market These mclude

1.

13.°
4.

15.

. Private placement of shares banned. - v

Introduction of stock investment instrument — reductlon in its valldlty period from 6
to 4 ihonths. Compames and banks were proh|b| ted from usin g stock invests.

Public sector bonds were brought under SEBI pumew
Vetttng of prospectus and letter of offer by SEBI (durmg initial penod)

SEBI insists on underwrlters and® merchant bankers for honormg of under\vrltmg
obltgatlons .

SEBI nominee to be present at the time of fmallzatlon of basis of allotment for

. oversubscribed issues. (More than 2 times of premmm |ssues and five times for par

1ssues)

© Risk factors are to be dlsclosed prommently in prospectus, letter of offer ancl all

issue related advertisements.

Lock-m pen iod for promoter 5 quota shares and strmgent condlttons for promoters to -

bnngthelreontrtbutlon in advance o "~ v/ L

L 4

¢ ¥

Credit rating is. made compulsory‘]ns case of fi xed deposits and debt mstruments

having a maturlty pertod of more than 18 months.

Underwnttng of issues made optlonal and networth prescrlbed for underwrlters o

LAl financial tntermedtanes are to be reglstered with SEB]

Regtstratton of forei gn mstltuttonal mveslors for development and growth of Indian

Market.

o8

Private mutial funds for the benef'l of small tnvestors w0 provide i investment avenues
must be managed by experts and portfollo managers. '

Minimum number of shares to be subscribed in new issues ralsed from 100 to 500
'(Rs 5,000), agam brought down to 200 shares (Rs.2,000) ’ :

Proportional allo_tment allovved in case of oversubscribed iseues

Nat|onal Stock Exchange, Over the Counter Exchange of lndla and lnter-connected

Stock Exchange of India made operations.
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1T Steps to ensure transparency m secondary market operatlons by makmg most of the
" exchanges screen based. : : :

TR | ln51der tradlng declared |1legal and regulatmn made to prevent fraudulent and unfalr

E trade practlces P
TS 'For'wéird treding and carry dver'ﬁanned-‘ana reintroduced ih"mod_iﬁed form..

'20. ' Substantlal ﬁrm allotment to mstltullons m publ:c |ssueq

AT SUMMING w_

Y

" Issue of securmes means the sale of securities to. public like.(i) Equity, Pre'fere'nce Sheres, -

Debentures, for cash or otherwise for the first time; (il) Subsequent:list of securities; iy
Issue of right. shares; and_(iv) Issue of bonus-shares for the purpose of corporate business. The
sources of investments are the surpluses available with’ the individuals and lnstltutlons Thus, g
the investors are: broadly classified into institutional and. individual. " The: securitles can be

~ issued to investors by adopting various methods-like issue through prospeetus agency sale,
' prlvate p[acement ri ght issue bonus issue and issue by tender. .

' -Book bLllldll‘lg and underwr:tmg are’ the two lmportant concepts relatl:ng'to the issue of ]
* securities. Book building is a process of price discovery.” Its® objectwe is to find-the highest

market cicariig price from -high quality long-term investors.  Book bmldmg has ‘many-

" advantages as compared to the fixed price method. Underwnt:ng is a contract under which the

o _underwnters agrée to subscribe to portion of the capltal to be issued in case the i issue’is not ©
T fully subscribed. Generally, the underwntm} agreement can be of four types i.e., firm
“underwriting, -stand- by underwrltmg, sub u’ndémrltmg and. syndicate underwrltmg In India

capital i issues are regulated by the SEBI lt has issued gmdelmes for' different types of i issues.

The SEBI hasissued general gmdehnes guidelines for pricing of issues, guidelines for
_debentmes guidelines for bonusshares. etc. Another important leglslatlon govermng’ Caplta] Lo

|ssues in;India is securities: Contracts (Regulatlon) Act, 1956

.'7 12 CHECK YOUR PROGRESS MODEL EXAMINATION

). Prospectus is an mwtatlon to the publlc to subscrrbe for shares - and debentures ofa

u) The followmg are the 1mportant methods of securmes 1ssues
1) Direct Sale (Publlc issue or Initial pub]|c oﬁ'er)

o 11) Sale by Agency '
" ii) nght issue \'

"l\_r) Pr:ivatel.pla_cement.
v). Bonds'iseue'

2. i} Book bu1ld1ng isa process of prsce dlscovery ltlls a ﬂexrb]e prlcmg method based on.

the feedback from the investors. . : . : -

A



i) Undg:rwrlt:ng is a contract in whlch the underwriters agree to subscnbe or procure
subscription to a poition of the capital to be lssued in case the issue is not fully
subscribed. o

-

iii) Different types of underwriting are: '
'{)  Firm underwiting;
i) Stand-by underwriting;
iii} Sub-undefwriting; ond

iv) Syndicate underwriting. : :

7.13 MODEL EXAMINATION QUESTIONS

I. Answer the following questions in about 30 lines each.
1. Explaln the significance of underwriting to investors and issuing corporataon
2. What are the dlfferent types of underwriting agreements'?

3. What is book bulldm g? What are the advantages of book- building?

II. Answer the following quostions in about 15 lines'each
4. What are the dlfferent methods of sale of securmes?

: 5. - What aspects should an mvestor ‘examine while takmg a demsaon to buy secunnes
' directly? .

6., What do you mean by ‘Private :P!aco’ment"? O :
£ )

' 7.14 RECOMMENDED BOIOK_S' RN

S

¥

" H.R. Machiraju S L lndlan Fmanclal System,
i ' Ce V]kas Publishing House Pvt. Ltd New Delhi.

Sanjiv Agarwal ¢ Guide to Indian Capital Mar_ket, u
: g ' . Bharat Law House New Delhi.

Prasanna Chandra o - Fmanclal Management Theory and Practlce,
" o Tata McGraw Hill, New Dehll R

Vasant Desai . o R Indian Financial-Syst’oni,
o ) ' -HimalayaPuinshingHouse Bombay. -

- UMY, Kh.s;m | s Indlan Fmanc:al System, I- _
S . Tata McGraw Hill, New Dehli.:

T

C o

 7.15 GLOSSARY

- Bonus Shar.es. . k , Payment of dividend in the form of shares mstead

of cash to shareho!ders
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:Debentures-

Underwriting of shares

An acknguv]edgement of debt by a company.
Giving guarantee to the company for Some

consideration to sell certain number of shares or to
purchase the unsold shares by itself.

-~
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8.18 Glossary _ _ S ALY

N

8.0 AIMS AND OBJECTIVES A%

This Unit explalns the meanmg of stock exchange and enumerates its functl ons and services.
After studymg t]’lIS unit, you should be able to:

~ e define a stock exchange;
» describe the functions and serwces of stock exchanges '
e explain the management and orgamzanon of stock exchanges, 3
~* identify the role of speculators _ -
L enumerate various kmds of speculatlve dealings; and :

* mention the dtfferent types of speculanve activities.

".81 INTRODUCTION R K

Stock exchange is one of the lmportant components of the organlzed sector of the capltai
market. [t helps in providing necéssary capital to companies and directs the flowof investible

- surpluses into profitable enterprises.. Therefore stock” exchanges are described as citadels of
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capital or fortresses of finance. It creates a link between the buyers and sellers of secuntles lt

" is an organized market where “second hand” securities are bought and sold for investment and

speculation. The securities traded on a stock exchange consist of shares, debentures and bonds
already.tssued by companies, corporations and Government bodies to the public.

8.2 DEFINITION AND MEANING

Hasting, in his book “Management of Business F:nance” defined a stock exchange as “the :
securities market comprising all the places where buyers and sellers of stocks and bonds or

their representatives undertake transactions involving the sale and purchase of securities”.

Thus stock exchange is a market place for the purchase and sale of securities, like any other -

: market.

In the words of Husband and Dockeray ‘Securities or stock exchanges are privately organized - |

’ markets which are used to facilitate trading in securities.” This definition indicates that they
. are market places of securities-organized by group of private people. The Securities Contract

(Regulation) Act 1956 states that “Stock exchange means any body of individuals, whether-
incorporated or not, constituted for the purpose of assnstmg or controlhng the business of
buymg and selling or dealing in securities”.

Stock exchange is a net work that provides facilities for trading in securities. The securities -

dealt in stock exchanges include shares and debentures of listed companies, the government ‘
securities, the bonds issued by semi- government, bodies like Life Insurance Corporation of
India, etc. Therefore, the stock exchange is otherwise descnbed as stock rharket, securities .

exchange and securmes ‘market.
From t_he above def nitions, it will be understood that stock exchange: .

' N/
i) prowdes the network with place or places for the buyers and. sellers of securities or
 their agents for transacting i, sebumles :

ii)  helps the investors, through bankers and other mtermedlanes in dealmg w1th the|r :
investments in securlttes, _ . o '

iii) creates an environment for genuine or legltlmate speculation so as to make the
_market continuously responsive to the forces of demand and supply of funds, and

iv) frames rules and regulatlons to avoid undue fluctuations in the value of securities
' and prevent unfair dealings. :

8. 3 FUNCTIONS OF STOCK EXCHANGE

The followmg are the important functions of stock exchange

I. A stock exchange provides con_tmuous market for the sale and purchase of securities. '

"1t will work as a means of converting locked up capital in securities into ready cash by o

selling them. It provides a network or/and ‘a meeting place for buyers’ and sellers or
their representatives creating condltlons of ready rnarketablllty

2. Prlces of securities are determined. by the market forces supply and demand through

© stock exchange on a continuous basis. “Such prices will be normally based on the
‘perceptions or expectauons of the investors on the present and future income yielding -
prospects of various companies. - This function of price fixation is most rmporlant to.
investors as it promotes healthy speculanon in trading of securities. Further the prices



to show diminishing returns.’

- attractive.

at which transactions take place are recorded and published in the form of market

quotations.

. Since the working of stock exchange is regulated by the provisions of Securities

Contracts (Regulation) Act, equity and safety in dealings are assured. ‘This is

3

necessary to promote and inculcate just and equitable principles of trade. .S_tock' '_
exchange, through its set of rules, checks overtrading, itlegitimate speculation and -

manipulations. This would ultimately strengthen the investors confidénce and
stimulate the large investment in corporate securities.

Stock gxchaﬁge helps in mobilization of savings of individuals, business firms, and -

corporations for investment in corporate securities., In this way, it facilitates capital
formation and assists:the procéss of economic development. “The surplus funds
available with individuals and institutions would not have found remunerative
channels had there been no stock exchange. Wide network of stock exchange

operations promote savings and investments.

" The securities market facilitates the process of distribution of t:épital among different

plants, industries and.regions. It channelises the flow of funds into most productive
ventures because it checks the flow of capital when an industry or an enterprise begins

* Stock exchange secures good public response even to the fresh issue of shares if routed

through it. Thus:costs of underwriting of such issugs are likely to be less.

The stock market.is a barometer of business activity. The prices quoted for different

securities on the trading network of stock exchanges indicate their profitability. Funds’
" tend to be attracted by the companies of good standing and securities of fosing .

concerns attract no investors. Thus stock exchange always reflects the market
conditions. Husband and Dockeray stated thata, stock exchange functions like a traffic
signal, indicating a green light when certain fi€lds offer the necessary inducement to
attract capital and blazing a red light‘x’vﬁérif-athe outlook for new investment is not-

N\

The changing economic health of a'country’is’ reflected in the operations that are .
carried on in the securities exchanges, Booms and depressions find their echoes in the

dealings on the trading networks of stock exchanges.

Stock excha_nges frame their rules and regulations. Any company, which wants 10 get

its securities listed, has to comply with thése rules and regulations. Thus, stock -

exchanges exercis_(_e a healthy influence on the working and management of companies.

8.4 SERVICES OF STOCK EXCHANGE

The above listed functions of stock exchange reveal that -'i'ts.(')perations are beneficial to the
community, investors and also to companies. The following are a few such services:

_ a) Service to Conimnnity .

i)

It inculcates savings habit among the i:)eopl_e and helps in capitﬁl formation in the

country. Thus it is an important intermediary promoting the economic development
of the country. The enormous increase in industrial activity in the country would not
Thave been possible but for the important part played by the stock exchanges. -
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i)

fii)

Stock exchan ges cont:nuously publ:c:se the pnces of all the listed securities through

notifications and circular letters. This will enable the investors to make comparative '

study of the enterprises and decide to invest only in high yielding securities. In this
way :stock ‘exchange is ‘instrumental - in allocating . financial resources of the
community among the- companles of good prospects. - :

Stock exchange indicates the various avenues of investments for the individuals wjth

savings. "It motivates the investors to further invest their earnings in the securities

-viz., dividends and interest in the shares and debentures of new companies. This

process of investment and reinvestment of earnmgs lead to capital formation.

Edward Meeker graphically expressed this aspect in the following manner. Silently,

day after day, week after week, year after year this great flow of capital through the
stock exchange into industry’ and the ebb of dividends, mterest and profits (or
losses) back from :ndustry to'the public, goes on’. :

Since stock exchange engages in continuous. moblllsatlon allocation’ of savmgs of

~ the community and publication of pnces of securities of various compames it

portrays the prevailing economic situation in the country.

b) Service to Investors

- Stock exchanges work !1ke investment guides to the people with savings. It always keeps up.

the confidence of investors in securities by providing price information. The: fol]owmg are a
few beneﬁts that accrue to mvestors due to stock exchange:

i)

i)

v

vi)

vii)

Liquidity of investments_in securities is preserved by securities market as it brings

buyers and sellers together continuously. The sellers of securities will get buyers
through the trading network of stock exchange whenever they want to withdraw

" their mvestment . \ )

£ ;-. \§

The securities of listed compames S"Will have negottablllty As such, for temporary- -

accommodation, any. investor can pledge his security holdings with some banks and
raise funds Thus short- tcrm \needs can a]so be met with the help of listed securities.

\

Purchase of listed securrt:es of stock exchange by anybody is less risky. The brokers

‘who deal in listed securities are duly registered and approved by the SEBL

Therefore investors develop confidence i in thelr choice of investment.

.Daily price quotatlons of listed securities are notified by stock exchange 10 its
members and general public. Thls helps the investors to assess the value of the

lnvestment

Constant observation and study: of published price quotations of listed securities

even by the people with little interest in investment may slowl'y' develop a liking for

© the dealings on stock exchange. In this process such persons ultimately become

potentlal investors in corporate securities.

Guidance to the investors regardmg the chowe of securities to be purchased is
prowded by the pattern of transactlons that take place in stock exchange.

'Undue fluctuations in prices of listed securities are avmded by ba]anclng operattons
of speculators and hedgers



. c) Service to Companies'

- As compan:es have to essentlally raise capltal through stock exchanges, they are entltled to

vanous benefits. The following are a few of such facdltles

§ i') _ 'The credntworthmess and goodwill of the corporation W|ll be enhanced when its
securities are listed on stock exchange. - This will enable the compames to secure -

'wu:Ie investor base to the issue of thelr securltles

(i)~ Market. for the Ilsted securmes is: expanded once they are quoted in.stock exchange
This will increase the demand for the shares of listed -companies consequent fo’ _
which reputation will also be built up. Further, wide dispersal of shareholders over-

- the length and breadth of the country is beneficial to the management of companies
* because there is a little scope for the not-so serious tnvestors to come together as a
‘group building up oppos:tlon - L -

Hi) A company which gets itself admrtted inte stock exchange and ltS shares listed will
be able to command better response from the investors than a non-listed company.’
“Such companyis considered as a sound and a genumely wndely held company w:th _

- reference to shareho]dlng

iv) The market pnce of hsted shares tend to be higher in relation to earnings; reserves
 and dividends because of their easy marketability and’ attractiveness. This would:
enhance the financial status and increase |ts bargammg power in. colleottve ventures, -

mergers ete.

"\

V) Corn‘panies that intend to raise capital through publie issue have to get their share's.-.-_

listed on exchange as per the regulations of SEBI. Thus, stock exchanges regulate

~ the price fluctuations of listed securities. Thércfore the listed securities on such .

stock markets always maintain conf denoe hf jts mvestors and others who deal w:th -

""_. ’ . : '~/'

%

CHECK YOUR PROGRESS 1 = On © ~

" i) Define stock exchange. )

. 85 ORGANISATION AND MANAGEMENT

* As per the Secur:tles Contracts (Regulatlon) Act, a stock exchange isa body of. mdrwduals
_ ‘whether incorporated or not. ‘Therefore it is managed by a governing board or executive
- committee or council of management The members of this body are elected from among the

members of the concerned stock exchange. In the day-to-day management, the governing -
board is assisted by a number of committees; such as Listing Committee, Arbitration
Comrmttee Discipline Commntee Admlssmn Comm:ttees etc. The govemmg board is.
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empowered to make rules and regulations in consultation with the government and the
members of the stock exchange. ' -

-and demand’ for securities.

8.6 MEMBERSHIP

_ Only the members of a stock exchange can have direct access to the trading network and /or

enter its trading hall to carry on business.” A non-member can buy or sell securities through a
member. In order to become a member, a petson must have sound financial position and
sufficient experience in this field. Every stock exchange has its own rules and regulations for
the admission of members. A qualified person who is willing to become a member is required
to pay entrance fee, membership deposit and annual subscription.” Corporate members can also
seek admission. Every exchange will have a trading network and/or “ring” or “floot” to settle
the transactions. Members of stock exchange can be either a jobber or a broker. Any member -
can act as a ‘broker’ or both but not simultaneously.

Jobbers: They are merchants engaged in purchases and sale of shares, debentures etc.
independently on their own account. They purchase and sell the securities with a view to earn

" profit due to price fluctuations. They constitute the core and center of the market. Jobbers

purchase securities as owners and hold them for shortest possible time for selling them for
profit, known as ‘jobbers’ return’. Therefore, a Jobber is a specialist in judging the worth of
the securities and make correct forecasts. They play the market for quick returns and therefore

. are called Market Makers. . -

Brokers: Brokers or coinmission agents are those who act as intermediaries between buyers.
and sellers of securities. They do not purchase the securities as Jobbers, on their own account.
They work as intermediaries between buyers and sellers to strike a bargain. For this
intermediation they get some commission fromsthe clients for whom they are acting as agents.

~Investors who do not have adequate knowledge of securities and technicalities of stock

exchange greatly depend upon the expertise of brokers. -

Brokers sometimes get orders from¢inyesting public and executé such orders not by finding a
seller but by assigning such ordgrs to\jobbers. In such case brokers are entitled to a prescribed
scale of brokerage. Thus broker"sAunctions is to act as a ‘medium to bring. together the supply

Tarawaniwalas: Tarawaniwalas are essentially jobbers. A jobber specializes in one or more
listed securities. By trading in and out of the market, he gets a différence in the price which is
his spread. He helps to maintain a liquid and continuous market for the shares: of his
specialization. In order that his self interest and his client’s interests do not conflict a jobber is
supposed to deal on his own hebalf and not on behalf of any client. But tarawaniwala is a
jobber who deals in securities on his own account and élso acts as a commission agent like a

broker for his clients. Tarawaniwalas are securities dealers who are normally found in BSE. -

Tarawaniwalas, basically being Jobbers, provide ready and wide market for the sale and

" purchase of securities. The disadvantage of having tarawaniwals in the exchange is their

dealings on own account and as agents of clients may lead to speculative activities and their
own transactions may become repugnant to the interest of their clients. Reforms are however
being gradually introduced to remove the disadvantages associated with having tarawaniwalas.

A broker-can appoint few sub-brokers who are called authorized clerks to deal on their behalf. -

- Sub-brokers enter into deals with member-brokers of the exchanges. They can trade on their
* _own account or on behalf of thé investors. The number of sub brokers allowed to enter into the.

trading ring on behalf of a member-broker of the exchange is limited.



| A person to be elecred as a _m'ember must satisfy certain criteria. T_h_e)_f are:
i) he should be an Indian citizen;

-ii) he should be atleast 21 years of age; )
iii) he should _not have been adj udged bankrupt or insolvent;

iv) he Shoo'ld not be engaged in any other busi’ness on empl_oymem.

Members of a stock exchange are allowed to appomt certain agents to do* busrness on thelr own

behalf. These non-members who can carry on business on the floor of a stock exchange on

_behalf of the members are of two types:

i) Remesiers: Remesiers are the agents of brokers They are appointed by brokers for

procuring business for them. They get commission out of the brokerage collected by

the brokers from the clients. They are subject to similar restrrctrons as are applicable

to member brokers
|

ii) Authorised clerks The members are permitted to employ a specified number of -

authorized clerks to transact business on their behalf. Members have to pay entrance
fee and annual subserlptlon at the preseribed rate for each of their authorized clerk

" appointed to work for them on the floor, Members are held responmble for all the .

_ dealrngs done by their respective authorrzed clerks.
L o
While there is no functional distinction be'twee'n members of stock exchanges, informal
I‘eSpOHSIbI]lthS are usually taken up by the members as commission brokers, floor brokers,
dealers in non cleared securmes odd lot dealers and dealers in governmenl securities.

8.7 INVESTORS N

_\..l'

lt is Iearnt earller that Stock exchange isa place where\buyers and sellers of sécurities trade in -

shares and debentures. Buyers of securities on a stock exchange can broadly be divided .into
“ twWo categorres depending upon therr motrves - (1) hwestors and (ii} Speculators. :

</
78

. An mvestor is a person who is willing to “ommit hlS-'lI‘l\-’CStlb'C funds by buying'shares,'

debentures, and government bonds for the sake of earning an expected return. Investors

~ norimally keep their securities for a long time to have long term gains and perlodrca] income .

over a perlod of years. They are interested in the safety of their funds but not in whirl wind

profits arising out of sudden price variations of the securities. Thus investors pamcrpate in -

primary market or secondary market in the expectation of earning a reasonable return in the
fong haul - profit maxrrmzatlon in the short run and wealth maximization in the long run.

8.8 SPECULATORS'

Speculation is an activity that is quite contrary to its titeral meaning of its original Latin word

speculare which means to watch and examine closely. By speculating a person assumes high
risks, often without regard for the safety of his invested principal, to achieve large capital

gains. The time span in which the gain‘is sought to be made is usually. very short, The shorter -

the term, the more speculative the ‘investment is. Thus speculators are those who buy
- securities with a view to sell when the price differentials are favourable to give a margin of

profits. They take short term view. They are not interested in dividend cheques which'come .
" once or twice a year. Instead, they are interested in makmg qulck profit on their money, and =

- for this they are prepared to take a brg rrsk
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8.9 ECONOMIC SIGNIFICANCE OF SPECULATION _

i) Speculation implies well-thought out-expectations of future trends of security prices in the -
short.run. .Price fluctuations of securjties as-observed by speculators will indicaie the ups
- and downs in the general trade, industry and commerce; = - T S

it} Speculation provides a ready market for the investors so that they can buy the securities on
- competitive terms. .~ . . . T .

_iii'). S'pecul:ation'.brings‘-about e‘q'uili'brium'of' demand and supply in the t'ﬁarket and tends to

~ promote stability in security values. Thus it helps in ironing out violent fluctuations in
_ share values and sustains investors’ confidenee. S
- . ) ) \NJ . .
iv) The turnover in stock exchange .wo,uld._ﬁq_t}la_ve been so high if no speculators do business.
Stock market becomes active and sépsitive due to speculators’ activities of buying.and
Cselling. . Y o ' S

8.10 TYPES OF SPECUFATORS

At a particular moment of time, for particular securities, some speculators may foresee arise in
prices and some may expect a fall for the same type of securitiés. Depending upon the nature
of behaviour, speculators are classified .into bulls, bears, stags and lame ducks. A briet
description of these four types of speculators is given below. | Co o :

Bull: A bull is a std_c_k market opérator who believes that share prices are going to rise, and
keeps buying to sell later at a profit. With his attacking posture bull gives an upward thrust.
The bulls actions causes buying pressure in the market place and pushes up share prices. Bull-

position is called as long position. An extended period during which share prices are generally
rising and the stock market indices show an upward trend is calted bull cycle. '

a) Thorough bread b_uils:. are the bulls who enter into forward contracts of purc’has'e
-+ with an intention to take delivery of the securities and pay for it. : :

'b) Tired Biil_lsﬁ.lnldadi'ﬁg_Bu'lls: are the bulls whose optimism gets _tiref;i_IWai_ti_hg as the -
© price rise doesn’t take place for a long time or after going up a bit, remains there for_
quite some time.” As a result, they decide to liquidate their long position and unload.



Thus bu]ls cause protonged rise in the price of shows, sustamed by buymg pressure of actual

.' investors o Bulls. News of favourable econontic growth decontrol, political developments :

economic and financial sector reforms lifting of price controls, eettain budgetary concessions -

etc are exposed by the bulls by factoring them in their interest of buying shares in expectation

of rise in their prices. Thus bulls help markets to have extended upward nmovements/trend by -
buying without making a correspondmg sa]e hoping to se]l the shares at a htgher prtce when

the market has risen.

_ However bulls may also drive an erratlc movement of share prices upwards, encouragmg

- investors to buy in anticipation of further rise in prices. When the market corrects |tself the K

prices come down trapping unwary investors. -

Bear: A stock market Operator who expects share prlces to fall and keeps sellmg (to p:ck up -

the shares later at a lower price for actual delivery), causing setling pressure and lowering the
prices further. As, at present, SEBI doesn’t permit short selling. However, if an investors,

_who purchased shares with an intention of holding them for a long time; starts selling his _

.shares expecting a Fall in the share prices, it also is bear operation: Bears help stock markets

by spottmg the troubled scrrps before normal investors could do. .
Bear hammermgs is.the main dlsadvantage of havmg bear operators in the exchange where tn:
bears brmg the prices of shares down by their persrstent se[hng pressure. :

: Spectall Spectarl is a speculator-cum-retar] dea]er of shares. He is bas:cally a broker who =~

handles retail client accounts, but whose main occupatron is speculatwe trading on his own
account. Spectails normally does tailgating. It is buying or selling of a share by a broker on
- his own account, after a client, presumed to have special information, has placed an order.
. Sometimes the size of such an order p!aced by hlS client would prompt the broker to do
'-'tatlgatmg : ;

\ "4
Wolf isa successfu] speculator who made a stock market kill.

Lame Duck: A member of the stock exchange who is unsuccessful w1th hlS speculatton and '

there by f‘alls to meet his obhgatlons

.

S ".

Lambs Are investors, _more oﬁen than net who are one tlme players entermg the stock

market for illusory gains.

Stag: A stag is an apphcant to new issue, who apphes with a view to resel the al!otted shares

at a premium one the shares are listed and traded. He subscribed to a good number of shares of
the issue expecting that his bulk-offer will push the prices at which he can sell them later to

make a quCk prof't
B
8.11 SPECULATIVE ACTIVITIES

Speculative acttwty is carrled on thro_ugh the following type of transactions. |

: l) Options contract: An optlons contract confers the rtght to buy or séll a specific quanttty -

or a number of a particular asset at a specific price at or before some date in the future. It

confers on the buyer the right but not the obligation to honour the contract. The obligation
. rests only with the seller or the writer of the contract. If the buyer chooses not to exercise
his option, the maximum loss he suffers is the prem:um he has patd to the writer of the '_

: contract
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2) Futures Contract: A contractual agreement to buy or sell a specified quantlty of a

commodity, currency or shares at a particular price on a fixed date in the future. It differs
‘from an option in that it does not provide an option to buy or sell, but is a definite contract
to do either. Futures are a hedge against price Fluctuations. For those who must ‘buy at
future dates. There are speculators who buy and sell these contracts for prlcc A bought
futures contract can only be cancelled by a sales contract, '

Margin Buying: Buying some shares with cash, and paylng for additional shares by
borrowing from the stock broker. For this a client has'to open a margin account. There are
regulations on the limit up to which shares can be bought on the margin, and that limit may be
changed from time to time. If the margin requirement is 35%, it means that the investor has to
pay 35% of the value of purchase in cash, and can borrow only 65% of the total sum required.

Chui‘ning Needless and freqncn't buy'ing and selling of client’s shares by stock brokers in
order 1o generate more brokerage fees The activity churns the account, and the broker co][ects
the cream. : : :

Day Tradmg Buying and scllmg the same share durlng a smgle day, hoping to makc a profit
from price ﬂuctuations :

-_In—and-out Trading: One who buys and sells the same share in the course of the trading day, :

hopi ng to proﬂt from sharp priCe movements. Hc keeps no overnight position.

: Incestuous Share Dealing: . Buylng and se!lmg of shares by two Jobbers from each other s

account for financial gam

Gum Jum'ping: Trading in'shnres on information before it is made public, e.g, information -
that a large, successful company has decided outgke overa company which has been sick and

closed for a long time. Also, securing orders\f r'a company s shares not yet registered.

\ /
Carry Over: Some times due o advei'se market situations a speculator may not be in a
position to pay for or deliver the sécurities and may seek postponement. This results in
carryover transactions, which ar@.known as badla transaction. In the process the expenses
incurred are cailed carry over chenges These type of speculative transactions are common on

- the stock exchange when forward trading is promment

Blank Transfer: When the name of the transferee is lefi blank on a share transfer Form or the
Demat Transfer Form, it constitutes a blank transfer. A person depositing shares with a stock
broker for immediate or eventual sale, signs a blank transfer Form. It is also done when shares-
are mortgaged, so that in the event of non-payment the mortgage can fill in his own name in
the transferee column and sell the share. Blank transfer provides several advantages and
cncourages speculation. : ' ' C

'_Arbltrage It is a highly speclahzcd and skilled speculatwe actwlty It is described as trafﬁc

in securities. Arbitrage involves buying of securities at a lower price at one market and selling
itata higher'price simuiltaneously in the other market. [t can be even selling of securities ata -

_ higher price in one market and simultaneously buylng |t at a lower prlce in another ‘market.
~ thereby makmg a profit.. : _ v :

8.12 PROCESS-OF TRADING

As the non-members are not allowed fo transact on the floor of stock exchange mvestors are to

- find out a “broker to buy the securities on his behalf. Investors should deal in shares only

through SEBI registered brokers or sub-brokers. Investors should also get themselves



‘registered with the broker or sub-broker, as the case may be by filling client registration form
and enter into client-broker agreement, This agreement inter-alia prescnbes rlghts and -

obligatio ons of the investors vi s-a-ws broker/sub broker

Placing an order '

After entering into client-broker agreement the investor may place order for. purchase or sale

of securities either over telephone, fax or by sending on e-mail. The orders can also be placed :

through the internet.
Types of orders

When an investor trades through hrs broker or sub brokeér he should clearly specufy the scnp,'
quantity and price at which he wants to buy or sell the scr|p ' . .

Investor ]1as to give an mstruction to the share broker to. buy or sell- particular shares in a )
" particular way which is called a purchase order. Once accepted by the broker, the-purchase

order becomes a Iegally binding purchase contract.
_The purcha_se order p!aced by the l_rwestor may be any_.one of the following types:: -

a)_' All or none: Is-an instruction to the brokers sp'ecifying that either the entire order has
to be filled or it has to be let go but not partial execution has to be done. - :

b) Fill or kill order: An order to the stock broker to buy or sell a particular share or
shares immediately. If the order is not executed at once, it should .be treated as

“

. concelled.

Firm order: A buy or sell order to the stock broken}i\fhlch can be executed wnhout the . -

client’s confirmation. o _ i \J

Good Till-Cancelled order (GTC) A clicfit’s order to buy or sell shares usually at a

specified price, which remains valid till exeeutecl

.. lmmediate—or-cancel orders: An order to buy or sell, wholly or partly, as soon as bidding on
the floor starts: The part of the order that is not executed is cancelled Such mstruct]ons R

' usually accompany large order

Not held order: This order gives the. floor: broker d:scretlon in decrdmg the best tlme and
price at which to trade. The investor agrees not to hold the broker responsible if the best prlce :

is not obtalned

valid.

Sell the book order: An order by the holder of a large block-of shares to a broker to sell as

rnuch of it as can be absorbed by: the market at the current bid price.

Stop limit order: A sell order which stlpulates that a share is to be sold only after a stop price _.

has been reached. eg. if the stop price is Rs. 4 per share and the ‘market has reached it, the
share is to be sold at Rs. 55 (the hm1t price). : .

Stop loss order A client’ ] order to his broker to sell a share if its market price falls toa

- certain level below the current price. It is a means of protectlng one’s proft or reducing one s

Open order: An order to buy or sell whlch has not been executed but. wh:ch is pendmg and
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loss, whtle waltmg for the market to recover. For example one may have bought Satyan at-

Rs:300." The price rises to Rs. 450, and is expected to rise, further. - The investor wishes. to
protect his profit already made while waiting for further rise. He may therefore gwe a stop
foss order to hls broker to sell at Rs, 425,.s0 that his entire, prof' t does not melt away.

- Switch order: A two-part. order in which the subsequent part is dependent on: the fulfi I]ment ,
-of the antecedent eg Sell 100° Satyam at Rs 450, then buy 200 HLL at Rs 250. '

‘Aninvestor can place any of the above orders accordtng to his need. If he spemf s the rate,
- then it is called a ‘limit order’. In case he is interested in execution of an order at the
prevailing market rate, then he should specify the same. This is called market order. . The

market orders are matched at the touchline price which is nothing but the bést buy and sell
price preva:hng at that moment in the order book :

Accordlng to the instructions of cllent the broker makes a record of orders received.. He enters

- the order on the screen and accordingly executes the order. Once order is executed, brokers.

issue contract notes for trades done on behalf of their clients within 24 hours of the execution
of the transaction.” The sub-brokers, however, cannot issue contract notes. But they issue
confirmation memo confirming the execution of orders from the clients. Such contract note or
confirmation memo issued will clearly specify the SEBI registration number of the brokers
sub-broker and details of trade such as, order number, trade number, scrip, guantity, price of

execution, trade time, and trade identification number’ generated by the exchange system,.

brokerage charged, settlement number, details of other levies, and signature of the authorized
representative. The final stage of the trading process is settlement. For'this there is a pay-in of

money and securities at the exchange. The pay-in means the buyers are required to deposit -

money with the exchange for the securities purchased by them and seliers are required to
deposit securities sold by them. - The pay-out follows after few hours, say around 3 hours, on

 the same day. The ‘pay-out’ means the selling brokers’ bank accounts are credits with scale
proceeds of securities and securities purchasedere credited to the buyers brokers pool account

or directly to the beneficiary accounts of the’ chents The brokers, in turn, pay the monies and
deliver the securities to their- chents w1th'h 48 hours of the declaration of ' pay-out by the
exchange. . _ P

y

8.13 SETTLEMENT PROCEDURE AT THE BSE

“To understand how the sett]ement takes place, let us go through the settlement. procedure

followed at the country’s first, Asia’s older and the second largest stock exchange in India, the
Stock Exchange, Mumbai (BSE)

For the purpose of settlement transactions which take place in the market. have been divided
into three distinct groups. Companies w_hose equity securities are very actively traded and
whose transactions take place in market lots of trading or multiples thereof are grouped under

‘specified securities’ or *A’ group, The equity shares of the remaining companies and all .

bond/debenture issue, where again transactions take place in market lots of trading or multnpl €s
thereof (at present market lot is one share) and whose securities are not so actively traded are

. classified under “non-specified securities” or ‘B’ group. Equity issues of companies listed on
- other stock exchanges and traded on this exchange against code numbers allotted by it,
popularly called permitted securities, are also classified under, third group. Transactions in
preference securities, permitted securities for which code numbers are not given, as weII as -

those in odd lots (ether than in the market lot of tradmg) are classified under *C’ group.’

However, in the recent past the classaf cation of scrips has been chan ged. The securities traded

onthe exchange are classified into equity, derivatives and fixed income securities. The.
equities are further d1v1ded into large cap, medium cap, and low cap to represent thetr market



c_éipitalizﬁtioﬁ as well as | iquidity (A group, BI .group and'B2 group). ‘BSE has created a group: *
{ of investor unfriendly companies (Z group) consisting of companies that have failed to comply.

.+ basis. The trades are required to be settled by paymert of money by the buyer and delivery of =
- securities by the seller on T+3 basis where T stands for the Trade Date.and 3 days are working

.-

with listing requirements and/or failed fo resolve investor complaints or have not made the

required arrangements with both the depositories (NSDL and CDSL) as-mandated by SEBI.-
When the order is being placed for scrips pertaining to this group, a warning message is-
Tfiashed on the trading terminals. ~ - -~ s LT '

o In__'c:ordér-t'o‘ introduéc'_;the'_best. _intérn_atib_na! trading and settlement practices, SEBI has man

dated that trades in all the equity shares listed on the stock éxchanges should be settled on T+3.

business days excluding bank _holiday, Saturdays and Sundays. In case of purchase

transaction, since the time involved is less, the client should remit funds at the earliest to
his/broker sub-broker. Similarly, in case of salé transactions, the investor should [approach his
- Depository participant to give instructions for transfer of shares from his beneficiary owner

- account to the depository account of the broker.] - :

.._ I.. ) - or

[transfer his shares to'the.broker'i.'rnmet.ii:ately'.'_] “The procedure can be l'istc__d' as folrlow's:

a) Submission of Transaction Details: At the end of each working’ day every member

is required to submit:to the computer center a SAUDA sheet giving details of all the -

- purchase and sale transactions. concluded by him during the business session.

by .Veriﬁ'catioh: The computer center checks whether the data reported by the me_mbers_-_
match.  Transactions: which match fully are fed into the computer. Unmatched

transactions are reverted to the members. TN
R . - : o i, ) “ : .
. . * - B - . )
- €) -Advice to members by the computer Center?’ The computer center {exchange

information:

 system)_-process the information and jssues to each’ members the following

i) . Money Set-flemcnt showing payablefreceivable and the pay/receive slips.
- ii) Delivery/ recéive orders for shares. * - _— : '
i) Carry over margin settlement in case-of carry over transactions.

d) Filing of ‘Balance Sheets’; On.t_he'basis of the advi'_ée received from the bomjau’te’f

sections each member has to file a ‘Balance Sheet’. which reflects the details of

- payfreceive slips with  the clearing house.  Along with the “balance sheet’ ’

- cheques/drafis are paid securities are handed over as per the delivery order.. .
" e) Payments and delivery by the clearing house: After processi ng the cheques, drafts

and securities received, the clearing hiouse effects payments and delivers securities to

the members who have to receive them on the payment day.

8.14 STOCK MARKET REPORTING

Activity in the stock market is reported in various media. These include, déily newspapers,
business periodicles, and radio and television news details, are published in the financial
dailiey such as economic times, business standard or financial express. On following day of

the transaction. Comprehensive details can be obtained from the Daily official quotation list of

. the BSE/NSE or the respective stock exchange.
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Jobbers Scheme \ ' 0N

The stock market information provided in the news papers may be explained with the help of
.an illustration.. In Economtc Times April 16, 2003 the prlces of Infosys shares are reported as

follows
¢) Infosys (2990) . 2870 2960 - 2740 2810.

P2 3 4 5 6 1

Since Infosys shares par value is Rs. 10/ nothing is reported to the left of the company’s

- name. -If par value of the share is ‘other than Rs. 10/-, then with in brackets 10 the left s:de of _

company s code namie, the par value will appear :

From the above gradation the followmg can be understood.

(par value other thanRs. 10) e ) )
company name | ' _ (eg. Infosys)
Last trading day’s (closing price) - (eg. 2990)
Openiag price of current trading day * (eg: 2870)
Highest price traded during the day ~ (eg. 2960)
‘Lowest price traded during the day . (eg. _'2?40)
Closing price of the trading day (eg. 2810)

Thus, the number in the bracket to the nght of the company’s name is the previous closing
quotation. The first unbracketed quotation after this represents ‘the opening price of the share

on that day. Subsequent numbers represent other prlces at which the share was traded during -

the day, with the last number indicating the closing price for the day
\ 7 . . ’

"N/

1. The Jobbers are requwed to deai \With a minimum quantity of shares or work an amount __

~which ever is lower. (say 58("shares or Rs. 50,000), against each quote gwen by him,

after which a quote canbe revised. However, in case the value of minimum lot is -

more than the specified amount, then he wlll have to deal in mmlmum trading lot.

2. The jobber is required to continuously give a two. way quote for the scrlp in which he
is authorized to act as a jobber.

3. Each jobber has 1o act in two norﬁinated scrips and maximum of five scrips.

4. Each jobber has to mamtam astock of a speaﬁed quantltles of shares or shares worth

a specific value (say 10,000 shares or Rs. 10 lakhs), whlchever is lower, in each of the
scrips, where inhe i is a jobber. : : .

5. Buymg and selling spread will be determined by supply and demand conditions
prevailing in the market subject to a maximum of a specified rate or a specified rupee
amount per share (say 5% or Rs. 2/-, which.ever is higher.

6. The Jobbers are required to give the two way quotes before a specnﬁed time daily in

the trading hall and can révise the quotes after the first transactions or after a specified
time (say 11 35 am. and 12.05 p.m.}), whlchever is earlier.



'_8 15 SUMMING UP

Stock Exchange comprises all the places where the facilities for the sale and purchase of
securities are provided. 1t helps the brokers and other intermediares in rendermg useful service
to the investors. Every stock exchange will have certain rules and regulations which govern
" the enrolment of members and their trading procedures. These stock exchanges render

. services to the investors on one hand and help in mobilizing savings for the company and |

community on the other hand. They are managed by a Board or Executive Committee with an
elected Chairman as the executive head. The members of a stock exchange could be classified
as speculators and investors depending upon their trading motives. . Speculative activities have
some economic¢ significance like ensuring price stability, etc.. Depending upon the nature of
behaviour speculators are classified inte bulls, bears, lame “duck, stag, etc. However all these
transactions are subject to the rules and regulatlons of the Exchange ' :

8.16 CHECK YOUR PROGRESS: MODEL ANSWERS

1. i) As per Securities Contact (Regulation) Act 1956 stock .exchange means and body of
' individuals, whether incorporated or not, constituted for “the purpose of . assmtmg or
eontrolhng the business of buylng and sellmg or dealing in securities. :
i) .a) In prowdes a contmuous market for sale and purchase of securm es.
b} It evaluates company 5 performance '
¢) It helpsin mobilizing | savmgs _
d) 1t channalises the flow of funds into most productlve ventures

e} It reduces the cost of underwrltmg the issue of securltles

' \ /

i

g) It encourages healthy worklng and managemenl of companles

f) It is a barometer of business actw:ty

\

2. 1) Listing Commlttees Arbltratlon Comm:ttee Defaulters Commlttee and Admlssmn

N

Committee. : _ 2 ¢}

i) Specu]ator is one who buys securities w1th a vlew to sell when the prlce dlfferentlals .
are favourable to secure a margln of prof' it. :

| | 8 17 MODEL EXAMINATION QUESTIONS - _ 1

' l Answer the followmg questlons in about 30 lines each

I. What are the services that stock eschange renders to commumty, investors and to
company? . - ST :

2. Who isa speculator" State the functl ons of dlfferent types of speculators

3. Descnbe the procedure of buylng securities in stock exchange by an investor,’

H Answer the following qnestlons in ahout i5 Ilnes each
4, State the functions of stock exchange. .
3 What is the economic signifi cance of specu[anon?
| 6. leTerentlate between jobber and broker.
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 8.18 GLOSSARY_

Arbitrage - - . . i Buying securzities in one market at a cheaper rate
S . andselling the same in anolher market at a hlgher
pnce ' '
Bear S " _' "t A Speculator who anticipates the prices to fall in -
S s near future so that he can sell at a higher contracted
: price :
Bull = o T A speculator who expects pI‘ICE:S to rise in near -
o ' _ future :
CarryOver - = : Badla ’
Debénture ' o : A written acknowledgement of debt lssued a
' - company.
Lame-duck A ('specu]atof) struglling to méet his com mitment.,
~ Secu rities ' o Certlﬁcate or other ewdence of ownershlp or of
s : money {ent,
Speculation S .+ Arisky 1nvestmem of money for the sake of
oo ) - ' prof' ts. . o
" Stag : An apphcant for a new issue who applles wnth a -

weu( to resell

Stock Exchange o }\ ‘market p]ace for purchase and sale of securities |

. "~.’ such as shares, bonds, etc..

Tarawaniwalas - & ¢ Member of a stock exchange who trade on thelr
: own account as well as act as commission agems
on behalf of clients. :

Underwﬁting o S _ Guarameemg mo_ney or shares, accepting.liebility.

A
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' _C_oritents -
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9.16 ‘Summing Up R
9.17 Check Your Progrcss Mode] Answers
918 Model Examination Questtons
1919 Recommended Books '
9.20 Glossary

9.0 AIMSANDOBJECTIVES o

“This main purpose of th:s Umt is to explam the mcamng and need’ for listing of secur|t|cs
followed by an attempt to survey the existing legal prowswns concernmg thc operat:ons of .
stock exchanges and capltal market in Incha -

After studymg this Umt you should be able to ‘know’:

s the meaning of listing of securltlcs
» need for listing of securities;
» the requirement of listing;

~» the drawbacks in the operations of stock exchangéé; . _. BT T | 43 |
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o the need for control and reQ_q_latiqn of stock exchanges, o
o the salient features of Securities Contracts (Regulation ) Act; . |
"o the role of Securities Exchange Board of India (SEBI) in reforming the operations of
_-capital markets in India. ' C ' '

9.1 INTRODUCTION

In the preceding lesson you have undefstéod-_that different typ_cs of Speculative and trading -
transactions that take place on the floor of stock exchange through middlemen. Brokers and .

jobbers carry out purchase and sale activities relating to securities for the investors. There is a
possibility of creating artificial scarcity as well as supplies in the stock market by these

middlemen. Hence there is a need to regulate the activities of capital market including stock -

exchange. This process of regulating starts with restricting the purchase and sales of
recognized securities of the recognized companies, which is achieved through listing. .

Listing of corporate securities constitutes and integral part of the machinery to stock exchange.

It is to be noted that stock exchanges do not deal in all the securities of all the corporations. It
will deal in the securities of those corporations which are included in its official trade list. On

“the application of the companies the stock exchange will consider whether their shares can be

allowed to be bought or sold through the stock exchange. The 'sto_ék_ exchange operations are
regulated by the provisions of Securities Contracts (Regulation) Act Securities Exchange
Board of India keeps a close watch on the trends of stock markets and issue guidelines from

‘time to time. Hence to know the protective measures offered to investors, a study of the above

is.essential.

9.2 NEED FOR LISTING OF SECURITIES

\,,} . ) : R :
In simple words listing of security can be g\iﬁderstot)d ‘as the approved list of companies whose
securities are allowed to be fransacted.on“the floor of stock exchanges. In other words, the

“shares of all companies cannot be ;Pe}déﬂ in the stock exchange though it is a recognized place.
of meeting of buyers and sellers of shares, debentures bonds etc. Stock exchange generally -

provide the financial informationof the companies, the market trend analysis of shares etc., to

the members. Uniess the companies whose shares are proposed to be traded are recongised by
 the exchange, the financial information etc., cannot be collected and analysesd. A close watch
on the activities of the companies could be effective only when the companies in question

agree for it

9.3 MEANING OF LISTING

Listiﬁg of securities may be defined as “the admission of securities in the official list of stock
exchange for the purpose of trading”. It is believed that dealing in securities by their very

nature are susceptible to. undesirable practices by vested interest. Further they cause erratic .
fluctuation in the prices of securities. Therefore, stock exchanges should ensure that only those

securities which can meet certain prescribed standards of legality and security are listed in its
official lists for trading . In other words, the stock exchange offers an open market for listed
securities where buyers and sellers meet together through their agents viz, brokers:on terms of

_equality. This will lead to the creation of competitive market conditions. The. business

transacted in stock exchanges is subject to a well-designed code of bye — laws and regulations.

Further, wide publicity is also given to each and every transaction. This will keep the investors.

informed about the legality and solvency of the company Listing , therefore, creates a

favorable impression in the minds of investors. Thus, the main objective of listing of securities -



is to safeguard the mvestors companles and general public, Llstmg will also 1mproves the :

marketablhty, negotrabrllty, and hqu1d1ty to the securitles

‘The compames whose securities are Ilsted have to comply wrth certain COI‘IdIthﬂS and

. requirements ‘with regard to submission of certain documents and disclosure of ceitain -~
" information at the time of listing. Information has to be provided to stock. exchan ge as longas

- the securities- continue to. be ‘on the official list. Violation of any.of these rules is liable for
_dehstmg of securltles or suspensmn ofdeahngs in these securltles by the stock exchange

_ However, it may be_pomted out that_stock exchanges ne:t_her sponsor the 'hsted_ securities nor
~do they guarantee . the investment value.- But listing ensures the development of higher

standards of corporate practice and procedure. However, piice determination and estimation of
interest value involve constant scrutiny and assessment of eéach company from the business,

financial, legal and technical points of view which are the basic requrrements for investment
- decisions taken by the prospectlve investors. : ‘

' a) There must be adequate publlc partlclpatlon in the compames ie., 49% of the share
_ capltal must be held by large number of share holders. :

b).- Securities- should be fully pald up equ:ty share of a company other than a banklng

company.

| c). These securities should not have been mclucled in the cleared secuntles list of any"

other stock exchange

: d)' These securities must have been enhsted for dealmgs for a least three years on. any

stock exchange -

94 STEPS INVOLVED IN LISTING

N/

The process of Ilstmg of securities involves four steRs ‘The first step is to seek initial hstmg
before offer of securities to the public and reglstratlon of prospectus with the Registrar of.
- Companies as required under section 60 of ghe Compames Act, 1956, This step involves.
simply making a simple appl[catlon inthé form prescribed by the stock exchanges

accompanied by the payment of initial ﬁstlng fee as -prescribed by the respéctive stock

exchanges. The second step is to seek final listing of securities that has been offered to the =
* public by entering into a listing agreement with the appropriate stock exchange concerned in -
the presctibed form. The third step is to enlist (register and place on record) the securities.
openly for the trading by the regrstered members of the stock exchange and for official

quotation / announcement of its price for the benefit of the public who intend to deal with such

securities. The fourth step is to continue to remiain listed on the exchange until it is delisted -
from the record either at the option of the company or at the option of the stock exchange
concerned and also to.list the further issue of seeurities so long as the existing securities are N
listed on the stock exchange The stock exchange Tists the- Securltres offered to the public in

terms of |ts bye laws govelmng the listing prowsrons

’

- SEBI is entrus_ted with the.power under i_tS'ACt to gi\;:e.direction to the stock e‘Xchange from .-

time to time to amend the provision of the listing agreement for the purpose of regufation on

* business in the stock exchange and securities market in the interest of investors and for .

promoting orderly development of securities market . SEBI has been given adequate powers

“under SCRA 1956 & SEBI Act 1992 to direct the stock exchanges to amend the provisions of -
. the listing agreement from time to time in the interest of protection of investors interest and to -
‘promote an orderiy development of securltles market through 1mp]ementat|on of corporate

gover nance.-
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LISTING AGREEMENT

The listing agreement is an agreement entered in to between stock. exchange as first party and
the company, which proposes to enlist its securities as second party. The listing agreement

contains its provisions in accordance with the Securities Contracts (Regulatlons) Rules 1957

which can be modified, amended and altered from time to time ‘in consonance with the
securities market prevailing in the economic environment. The stock exchange Division of the
Ministry of Finance has issued many circulars, notifications and guidelines.from time to time
to amend the listing agreernent more compatible and adaptable to the changing capital market
environment.

9.5 LISTING REQUIRMENTS

Prior to the enactment of the Securities Contract (Regulation) Act, 1956 the listing of
securities in stock exchange was voluntary even for the public limited companies. However,
under Section 73 of the India Companies Act, 1956, if a company states in its prospectus its
intention to enlist its securities in stock exchange, it must apply for permission within 10 days
from the issue of prospectus. .

Under Section 21 of Securities Contract (Regulation ) Act, the Central Government is
, empowered to compel any Public Limited Company to get its securities enlisted in any stock

exchange in the interest of trade, commerce and industry in the country.

As per the Securities Contract (Regulation) Rules, 1957 framed by the Government under the

~ Securities Contract (Regulation) Act, 1956, an application for listing has to be made in the

prescribed form to the stock exchange authorities. Further a prescribed fees accompanied by
the following supporting documents should be filed with stock. exchange ’oy the mtendmg
companies. _ \

a} Certified copies of Memorandum and Articles of Assoc:atlon Prospectus or the
statement-in-lieu of prospcctus,:Dlrectors Report, Balance Sheet and underwriting
agreement, should also be stbmitted.

b) In case of debenture ISSUB, copy of the debentures trust deed.

¢) Specimen copies of application for shares, letters of allotment, acceptance,
renunciation etc., and debentures certificate

d) Particulars of capital structure.
e) A statement explaining the pattern of the distribution of shares.

f) Particulars of dividends and cash bonus pand durlng the last ]0 years { not applicable
to new company).

g) Particulars of shares or debentures for which permission is sought.-
h) A copy of the consent of SEBI

i) A summary of the company’s actiwtles since its mcorporatlon (not apphcable to new
companies).

j) The company should undertake that it will provide necessary facilities for transfer of
shares, such as transfer instrument, transfer receipt certificates. After effecting
transfers the company should provide balance certificates, new share certificates etc.
They should be made available to the stock exchange within the prescribed period.

'k) The company should appoint a compliance officer who will take care of the entire
compliance of all regulations under al] applicable Acts.



I) The company should ﬁle the mpartlte agreement entered 1nto between the company =
(the issuer), the Registrar and Share Transfer Agent (RTA) and' NSDL (the depository, '

or CDSL (the deposnory) for. the demand facnhty of shareho]ders and transfers

9 6 ADVANTAGES OF LISTING THE SECURITIES

Lrstlng arrangement is. made to serve the dual purpose of ensunng Stablllty. of prices of .

_securities and also to supply adequate information so as to judge the merits of the securities

tradeéd on the stock exchange, The advantages of Itstmg the securities w1th stock exchange can

" be classified into three groups

i} Advantages to irivestors; -
ii) Advantages to companies; and
m) Advantages to general pubhc '

o 1) Advantages to Investors The followmg advantages accrue to the 1nvestors an account of -

_ llstlng of securities, ) : L

. a) The hsung of securities w1ll make the mvestor to believe that the issue of securltres is.

legal, the company is legally mcorporated and it is financially solvent.

b It protects the mvestor agatnst unreasonable comm:ssmn and Iow standards of busmess '

_ practlces

¢) The secuntles are subject to much narrower ﬂuctuattons as compared to the unhsted

_ones,

d} It helps to evaluate the holdmg of investor in a proper and falr manner as he receives
_constant quotations as to the value ef the securmes

e) It |mparts 11qu1d|ty to the investors as they can sel.!\he securlttes whenever they reqmre c

~cash. L ;\'.

f) Itis also advantageous in the matter of assessment of rncome-tax wealth tax, estate -

* duty and other taxes payable by the shareholders

- g) Since the listed securities are rated hlgh in market quotattons the_v are. preferred as .

' collateral securities by banks for. Iendmg money to their holdmgs

3 n) Advantages to Compames The followmg are some of the |mportant advantages that ._

- acerue to the com pames which have enlisted their securlt:es on the stock exchange

"

| 1 ‘Free deahng and publlc ownershlp of shareho]ders quallfy the compames for,

- substantial tax rellef

-ii.  Listing conférs on the company a higher status Wthh contrlbutes to the expans:on of

its activities and helps its growth by facalltatmg future fi nancmg and gammg wider . -

public support in the sale of company’s products.

i Llsted securities are generally preferred for mvestment as they command a much; :

_ hlgher value in the market, -

iv. Several tax advantages also accrue to the compames as it helps assessmg the mcome
: tax wealth tax, and other taxes payabie by the shareholders and assesses.

-iii) Advantages to General Public: Listing of securltles safeguard the mterest of. the general _

" public’ also inthe followmg manner:
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a) - It enforces timely disclosure of corporate lnformatton relatlng 10 dl\ndends bonus -
shares, new issues of capital etc. :

b} It insists upon glvmg due notice in advance of closure of transfer books and of record
redemptlon and paymem dates. :

c) It provides. reasonable fac;htles for transfer, reg:stratlon of rlghts and for falr and
equntable allotment

On account of the above numerous advantages, Hastlng remarked that> a listed securlty will

receive more attention from investment advisory services than an unlisted one”. Therefore
- listed securities help the investors, companies and general. public consequent to which the
' sound mvestment opportunities in the economy will i lmprove

'9 7 DISADVANTGAGES OF LISTING

' There are marnty people who con31der a stock exchange as a race-course or gamblmg den where
fortunes are made or lost. These uncomplimentary remarks are true only when:the dealings in

stock exchanges are grossly misused by some unscrupulous operators to meet their selfi sh :
ends. The following are some of the dements

iy The erratlc OSCI“atIOI'IS in the’ market prlcc of securltles due to the tradlng activities of
uninformed and weak speculators resulting in the depressed sale of securities. Such
-activities lower the credltworthmess of the company inthe eyes of credltors

i) The tradlng of securities on stock exchange rnay encourage the management to indulge
~in speculation very effectively with their inside affalrs and may be benef ted by itina_
- big way at the cost of compames welfare, : -

\,
\0

Agamst the tradltlonal issue method that has many dlsadvantages than advantages, SEBI has,
to take advantage of the technology and the changes in stock markets of the. developed
countries, brought in various amendments to its guidelines and d1rect|ves o the issues and
mtennedtarles and to the stock exchange in parucular :

lssue Framework

Amohg'those, most tt‘nportant are ;

‘Onling issue of shares

Book building

‘Constant amendment to various outstanding guldehnes and i lssumg of new gutdelmes
By back of shares

_Compulsory rolling settlement

1) Online issue of shares

The company proposing to issue shares on line shatl have to enter into an agreement with the '_ '
stock exchange which have the reguisite systems of on line offer of securities. The agreement-
shall legally bind both the company as well as the stock exchange. The agreement shall state

~ the rights, duties, responsi lbl]ltles as well as the dispute resolutlon mechanism of the parties.

The brokers to the issue are collective centers They will accept the apphcatlon as well as place
the orders with the company. The: brokers will have terminals and shall stand.responsible for.
payment for the shares allotted if their client fails to pay the money when demanded . The

broker shall collect the cllent registration form duly filled up and szgned from the applncants



- ordination of all the activities among variou$ intermediaries connected to the issue. The broker -
shall ensure to refund the margin money collected earlier, within 3 days of receipt of basis of

The issuer company shall appomt a Reg:strar to the issue havmg electromc connectmty w1th '
the stock exchange through which the securities are offered under the system. The issuer o

company shall also appoint a lead manger 1o the issue who shall be respon51ble for co-

allocation, to the applicant who did not receive allocation. If the minimum subscription as

disclosed  in the prospectus is not received, the issie proceeds shall be refunded. to-the:- .

applicants. Applicants shal! have an option to directly apply to the Registrars. In such cases

paid by them W|th in the time prescnbed

2. Book Building

. Basing 'upon the recommendations of the Malegam Committee which studied the'issue of
disclosure requirement, SEBI mpEemented Book building, a new optlonal device to raise.

ownershlp or borrowed ﬂmds through publlc issues in the capital market

. In the book- bu1ld1ng syslem the issuer company ties up with a selected group of mdwuduals '
and agencies for private placement. The entire exercise is done-on wholesale basis whereas, in
the conventional system, a large number of brokers and underwriters are involved. It is called -
book building process because one of the fead manager builds his order book by forming a

~ syndicate of eltglble potential buyers

The optlon of book_-\buﬂdmg--was earlier evail_'able to the companies which wanted to offer
securities to the public exceeding Rs 100 crores through a prospectus. But subsequently
The minimum limit of Rs.100 crores has been removed by SEBI and issue of any size can be

made through the book bu1ld1ng process.

Y

Book buildmg is. a process by which the i issuer compan before fi Img of the prospects, buu]ds-
‘up and ascertains the demand for the securities being, isSted and assesses the prices at which -

such securities may- be |ssued and ultlmately determmes the quantum of securltles to be issued.

N

The Sallent Features of Book Bulldmg \ )

l'. Book building is normally resorted to by pubhc companles for mega issues.

*2. The price of the security is not demded in advance Itisfi xed on the baS|s of offers by

the potential mvestors

. 3. The issue in the book bu1|d1ng system is dlwded into (l) Placement and (ii) Publlc N

issue portion (Fixed prtce pomon ).

- 4. The facility of book- bmldlng may be utilized for the placement proportlon of the issue
which can reserve, as per the SEBI guldelmes for firm altotment. Therefore maximum.

75% or even 100% of the issue may be offered through book bu;ldlng These securities

are separately identified as the ‘placement portion category’ in the prospectus. These
securities may be allotted -to eligible “Non-Resident” Indians (NR]) mstltutlona[- a

investors, mutual funds, financial mstltutlon and other agencies.

5. The pubhe issue portion (mlnlmum 25% }is separately identified as not offered to the ;

_public. This part may be offered to the public by the conventional system. -

6. . The .entire management of the book building process is done by one of the lead
merchant bankers called a book runner, The book runner 1s nominated- by the i issuer .

company .

~ applicants who have applied directly or by jpost to the Registrar to the issue, and have not .
- received allocation, the Registrar to the issue’shall arrange to fefund. the apphcatlon money
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T The under workmg of the secuntles offered to the publlc (not offer to the public) is-

8.

mandatory in the book bulldlng process. : _
The securities are oﬂ'ered for the placernent and to the pubhc at the same prlce

~ The main advantages of the book butldmg are

i

Smce ‘the issue price is based on demand ellclted the company is fully _rustrﬁed m"

making, the issue at a predetermined price. The pr:ce is: mvestor drlven and based on

-market forces of demand and supply _ : !

' Smce the quantrty of issue is also predetermmed the problem of retenuon of excess -
- subscription money by the company beyond theistatutory time limit, default and delay

in remittance of refunds etc., are taken care of, However, it may have some dangers

such as mampulatlon to: Iure investors, creatlon of artlf cial response to offers and
' art1f'c1a| hlke in issue prices. - . S

3 Amendments to Varlous Outstandmg Gmdelmes Issued by SEBI

] _ -
. SEBI has been issuing guidelines and regulatlons concermng almost every actmty transactlon _

and player’ in thé stock market. Such guidelines - -and regulations are constantly updated,
clarlﬁcattons are issued, and circulars are 1ssued on related aspects-as and when there i isa need

1
2
3.
4
5

Tmportant among the gu1dehnes and regulattons issued SEBI by are as follows

-SEBI ( Dlsclosure and Investor Protectlon ) Guldelmes 2003.

SEBI ( Credlt Rating Agenmes ) Regulatlon t999
SEBI ( Deposrtor:es and Participants) Regulatlons 1996

SEBK Merchant Bankers ) Regulatto\s1 999..

SEBI ( Prohlbmon of. Fraudulent and Unfalr Trade Practlces relatl ng to securltres

_ market) Regulatlons 1995 o ;

SEBI ( Issue of Sweat Equlty ) Regulation, 2002

7. . SEBI (Procedure for holdmg Enqulry by Enqurry Of’ﬁcer and lmposmg Pena]ty)
_Regulattons 2002. ' . _

“In addmon to these there are several other gu1delmes tssued by SEBI that are amended from _
time to time. They- included the issues related to participation of OCB, in the’ limited two-way °
fungibility of ADRs/GDRs, Depos:torles and participants consideration of applications for.

grantmg certifi cates of reglstratlon for various mtermedtanes, fee payable stock brokKers ete.

R T I L S

‘SEBI (Stock Br’okers and Sub- Brokers ) Regulations, 1992.

. SEBI ( Portfollo Managers ) Regulations, 1993

SEBI ( Reglstrors to the i issue and share Transfer A gents ) Regulatrons 1993.
SEBI ( Underwriters ) Regulatlons 1993. . |
SEBI ( Debenture Trustees ) Regulatrons 1993

. 'SEBI { Bankers to an Issue ) Regulattons 1994
' SEBI ( Custodian of Securities ) Regulations 1996

SEBI ( Foreign Institutional Investors.) Regolaitlons 1995."



9 SEBI ( Venture Capltal Funds ) Regulatlons 1996, N
10, SEBI ( Collectwe Investment Schemes ) Regulatlons 1999; -
11. SEBI ( Foretgn Venture Capital Fund ) Regulatlons 2000.
12 SEBI ( Prohlbttlon ofln51der Tradmg) Regulatlons 2002.
4 BuyBackofShares : | L o - L .,

As per the provision of section 77(1) of the Companles Act, 1956 a company was not allowed

B 0 -buy ‘back its own shares. However the Companies (Ameridment) Act, 1999 and the
guidelines issued by the SEBI in this regard allowed com pames to repurchase thelr own shares

or other securities subject of certam condmons
E The followmg condltlons have to be satlsﬁed by the company to be ehglble to buy back

a) ,The buy back is authorlzed by the articles of the company

- b) A special resolution has been passed in the general meetmg of' the: shareholders N

authorlzmg the company to buy back its own shares

¢} The amount of total payment buy back of . equ1ty shares in a year shall not exceed the §

-aggregate of 25% of the paid up eqwty capltal and the free reserves of the company

d)- ‘The post buy—back ratio of deht 1o eqmty capltal and free reserved should not exceed

2:1

- . e) Only fully pald up shares are quahfed for buy back . No partly paid-up shares can be. :

~ bought back bya company

The 1mportant SEBI Regulatlons for buy back are as follow(s )

a) Notlce of Special resoJutlon about the buy back has to be du]y gwen wuth the'

explanatory statement and it has to be duly passed
. b) ‘Buy. back can be th rough tender of'f'er qr through stock exchange

" ¢) The company should make true and full dlsclosure in the letter of of’fer and the public.

- announcement. R _ _
d) - Bonus shares should not be announced when the buy back offer is. open

‘e). Al payments should be made only by casha’cheque .

f) Locked-in shares should not be bought back. - - BT N e

g) Buyback offer should not be withdrawn after publlc_ann(juncement.

. h) The details regarding number of shares bought‘ IpnCe total amount invested in. buy S

back, details of shareholders from whom more than 1% of the total shares were bought

‘and the consequent change in- the capital structure showing the shareholding pattern -

before and.after buy back shou]d be announced in a nallonal daily within 2 days aﬁer g

completlon of buy back.
_ '5 Compulsory Rollmg Settlement

B In India lendmg and borrowmg of securmes has been there: for qutte a long time. SEBI has a
securities lending scheme 1997 which is not very popular. Automatic Lending and Borrowing

" Mechanism (ALBM) of NSE and Borrowing and Lending of Securities Scheme (BLESS) of .
" BSE were approved products under this scheme. Brokers used * ‘Badla’ for carrying forward -

' 'thelr posmons from one settlement to another However, ALBM/BLESS and as well as
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‘badla’ have been banned by SEBI. - Instead compulsory rolling . settlements have been -
introduced in a phased manner starting with large number of actively traded stocks In this
respect SEBI declared that; :

i) Al seripts which are included’ m the ALBM;’BLESS in any stock exchange wrll be
"~ traded only in the compulsory. rolling settlement on a natron wide basis i.e., on all -
stock exchanges from July 2, 200] ' :

ii) [n addition, if there is any scrip whtch is rncluded in the BSE 200 llst wrll also be
' mcluded in the compulsory rolhng settlement on a nation wrde basrs

iii) The stock exchanges will therefore have to develop soﬁware (rf necessary) before the |
~ opening of the rolling settlement |tself ' ' :

" As present the compulsory rollmg settlement is: T+2 though attempts are bemg made to
bring down the period to T+1. In T+2, T represents trading day and 2 means two .

- working days (i.e.), trading obhgat:ons for a tradmg day will be settled on the second
‘working day. - : R : .

. |
iv) The d1sclosure of certatn vrtal tnformatron by the compames as per the listing
_agreement may prove to be very costly and harmful as that informatron may reach the
' Iabour Ieaders and trade rivals. : :

v) The tradmg of securities on stock exchanges sometrmes may result m transfer of
control from the exrstrng management to the mterested parties who buy a substantial .
portion of shares in the company. Thus it may create a lot of confusion and chaos in

. the management of the company. Here, it will be refevant to the case of Swaraj Paul
Vs Escorts management, which cre%ed big controversy in India.

'-i

. CHECK YOUR PROGRESS - l U

1. Define listing ofsecurltles
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lnsplte of listing of securities ‘to prevent unscrupulous company promoters to make easy
money, stock exchanges have become places of speculatron and unscrupulous dealmgs Hence -

let us examine the shortcommgs of stock exchanges in lndra

1. There was no centralised controt of stock: exchanges resultmg in the dwersmes in the
“matter of rules, regulations relating to the workmg of stock exchanges speculation and
drsclosure of information etc. :

2. There was no restriction on the membership of stock exchanges Consequently several :
undesirable and unsctupulous persons utilized the opportunlties of making easy money
by adoptmg unhealthy practlces ' i



3. _Lack of proper check on unhealthy speculation assoctated with madequale fi nancraL
" support and lack of experience of speculators contributed much to the mcrease in
speculatwe actwrtles like kerb tradmg, option deallng blank transfers ete.

4, - For want of rules prescrlbmg the margin requlrement i.e., the restrlctlons as 10 the h

" amount- of business to be transacted under margin. trading the. speculators very
.frequently, used to exceed thelr limits in purchase and sale of securifies. -

- __ 5. ‘In the absence of any control on the listing of securities, : companies w1th weak caprtal _

structure. could atso get their securities quoted on the stock exchanges It had further
agglavated the un hea]thy speculatron S .

6. There used to, be' much business speculatlon outside stock exchange On account of -
absence of legeslatlve measures, ilegal trading on the streets by non- members blocked "

 the norma] growth -of lawful business inside the stock exchanges

7. Due to the absence of restrictions on the number of stock exchanges in the country or

- at one centre, there came into existence muitiple stock exchanges. Thus there were
many stock exchanges to deal wrth too [ntle investment busmess Thls had led to
. overtradmg in secuntres S S

- 9 10 NEED F OR CONTROL AND REGULATION

I is understood from the eaflier discussion that the institution of stock exchange is of basic
significance to the economic development of the nation. It is considered as indispensable to
channelising the savings of the community to corporate enterprises. It is understood that stock

exchange is a place where securities are- bought and sold at fair process plowded a certam :

amount ot genume and legltlmate speculat[on is practlced
'But then why do we attempt to.regulate marke’ts? , \

Frequently the answer o that questlon is a list of the objectwes of specific regulatory programs.

e.g,, market surveillance, enforcement, while, eacl of these objectives is significant and -

_important in its own right, the reason for regulanon is much broader in scope. The impetus for
regulation is to create and maintain a rnarket environment that will inspire investor confidence:

- and promote market growth While there afe other factors that ‘are essential to creatmg and

maintaining a market, a carefully structured regu!atory framework is essential. There is no

~ other mechianism for inspiring and maintaining investor confi dence.’ investors whether they
- are hedgers or speculators, go to markets .where there is financial safety, where’they know
market partlc:pants are treated equrtab]y and fairly, and’ where the market functlons effi uently

A regulatory- framework is desrgned 10 help both self-regulators and market ‘participants to

organise and understand the, :nformatron they need to appraise and manage the risks associdted - - '

with derivatives trading. [nternational : regulathrq of derivativés markets - international
. regulators of derivatives markets have established a benchmark against. which a regulatory -

- framework should be measured: - The internationally recognized broad regulatory goals are
market efficiency and integrity, customer protection/fairness, and financial integrity. ~ The
supporting regulatory programs and mechanisms used to achieve regulatory godls have to be

. analysed to ensure they do not produce unexpected side effects that could be deleterlous tothe -

: market
1

In simple words, if the stock exchanges are not. pr0perly regulated, they are [lable to" be-

misused by vested interest like any other institution. Many a time, the stock exchanges were.

grossly misused to the serious detrimerit of public interest by some unscrupulous operators in

their hunt for easy money They become notorious for a number of unfair practices and =~

-undeswable activities in the name of speculatlon On aecount o! unhealthy speculatlon slock
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- exchanges degenerate into gambling dens. In such case, they cease to be useful in fulfilling the

economic objectives of stock exchanges. These unfair practices made many people to believe
that stock exchanges are just alternative to race-course where easy fortunes are made or lost, -

Thus unhealthy speculation in security markets will prove to be a curse to the economy.’
" Therefore, some agency must step in to ensure that the distinction between genuine and
‘unhealthy speculation is observed and regulated so ds to eliminate the’ chances of their
_ misutilisation by vested interests. In brief the basic need for regulation of stock exchange can -
- be analysed as under: > o : : L

i) To prevent unfair practices inj urious to in"v:estorsf.

ii} To provide regulatory r_‘n’abhinery fof-ensuring éénui_ne investment and legitimate '
speculative transactions by recognized stock exchange, and o

i} To take corrective steps in time to curb vi_olcnt-ﬂuct_ﬁations in security prices.” -

| _Aftér having understood ‘the defects and the need forg the control and regulation of stock -

exchanges, let us trace out the steps taken before 1936 by the Government to contro! the

 activities of capital markets including stock exchanges. '

3,11 HISTORY OF STOCK EXCHANGE REGUATION IN INDIA_

The need for control and regulation of stock exchanges in India was felt as far back as in 1921 .
when the legislative councit of Bombay appointed.a committee to look into the affairs of
Bombay Stock Exchange and recommended proposals for its control, direction and regulation.
In 1925, the Bombay Securities Control Act was enacted. - The Bombay Act held the

‘transactions outside a recognized stock exchanges as void but not illegal. But, till 1944, all-’
- India level legislation was realized only afier World War II as there was mushroom growth of .

stock exchanges with speculative motive and without any listing regulations. In March, 1944
: : g _

the Government of India undertook an ‘_e'ﬁquiry into the working conditions of stock.exchanges
through the Department of Monetaty Research so as to devise measures to regulate the

. working of stock exchanges. Stibsequently, this work was entrusted to Dr.P.J. Thomas, the
- then Econpmic Adviser fo the Government of India. ‘Again in 1948 an official committee
consisting of representatives of the Government of Bombay, Ministers of Finance and Law,

and RBI was appointed to examine the recommendations of Thomas Committee which was -

- submitted in 1947. On the basis of recommendations made by the Committee a draft Bill was
. prepared by another informal committee for the consideration. of the Government. But as there

were rio representatives of business community and stock exchanges on these two commitiees,
an Informal Committée was constituted in June, - 1951, under . the chairmanship of
A.D.Agarwala. It predominantly consisted of non-official members numbering about 10 in all . -
excluding the Chairman. ' : S S :

The important terms of reference of the Committee were; (a) to consider and report on draft

_proposal of the government; (b) to submit a revised draft bill, and (c) to make any other

recommendation, on the subject if necessary. The Committee submitted. its report in July,

. 1951. . This report was also circulated among the_‘prjncipal stock exchanges, _chambe_rs of
- commerce and other interested associations and individuals asking for their comments. .

'9.12 SALIENT FEATURES OF SECURITIES CONTRACTS

(REGULATIONJACT |

'On the basis of recommendations of the Agarwala ‘Committee and observations of other

institutions, from whom the comments were sought, the Government prepared the Securities



= Contracts (Regulatlons) Bill whlch was. 1ntroduced in the Parlrament on December 24, 1954. 1t .
_received the assent of the President on September 4, 1956. The Act aims at regulating the
* stock exchanges in India so as to see that they play a constructive role’and do not culminate
into gambling dens. This Act, in conjunction with Indian Companies Act, helps in bmldlng a
sound and healthy mvestment climate for private sector. The sahent features of the Act-are as_' -

follows

L Recognition . of Stock Exchanges' Accordlng to the ‘Act only the recogmzed stock "

exchanges can function in the capital market. In other words, no stock exchange can operate

- unless it is recognised by the. Central Government.. ' A stock exchange has to apply in a N
- prescribed manner to the Central Government along with its bye-laws and rules for .
recognition. Recognltlon is granted to an exchange only aﬁer the followmg condtttons are_ :

~ satisfi ed _

a) The proposed rules and bye-laws of stock exchange should conform to the CO[‘Idlthl‘lS _‘ o

prescrlbed to ensure fair dealings and protectton to investors.

b} Stock exchanges should express their w1ll1ngness to comply with.any other condmons
 thatthe Government may impose from time to time under the Act,and .

). Grantmg recognltlon should be i in the mterest of trade and also the pubhc mterest

: The Government has the power to refuse recognltlon after givmg an opporturiity. to it to be:- :

- heard. It can also vvlthdravv the recognition if found essential in the interest of the trade and

~ 'the public after“serving notice on the Governiing Body of the Exchange and after giving it an

- opportunity fo be heard. - The rules of recognlsed stock exchange cannot. be changed w1thout
the approval of Central Govemment :

: 2 Bye~laws of Stock Exeha nge The bye- laws of stock exchange must contam the followm g
for geiting approval of the Central Government. - To get recognmon of the stock exchan g¢ the -

bye-laws must be approved by the government oM

a) Regulatlon as to the hours of tradmg . "{;‘7

b) Method of functlomng of clearlng house

c) Publicatiori of particuiars of contracts settled o: camed over and thelr submlssmn o

- the Central Government

d) _Regulatlon or prohibition of blank transfers badlas tarawamwalas busmess

e) .Regulanon for listing of securmes on stock exchange or prohtbmon of” tradmg :n any ’

specified securities. . : :
f) - Settlement of d|sputes and, clalms by arbitration and other procedures

' g) stmg of scale of brokerage and other charg,es

“h) Regulating the terms and condmons of - contracts between members or between-

members and their constituents; and

i) Emergencies in trade due to cornering or other\vlse and the powers to be exercised i in.

such sttuatlon :ncludmg ﬁxmg of r mammum and m]nlmum prlces for securities,

3. Centrallsatlon of Control The Act gives wide powers to the Central Govelnment to

control the operations of recognised stock .exchanges. Every stack exchange is required.to -~

- supply such explanation and information as the Government demands from time to time. They

~~ have to furnish periodical returns about their affairs and also copies of annual reports ¢tc. The
- .. Central Government can insist on the maintenance of accounts of members and their audit by -
_ qualmed auditors. It can appoint its own nominees’ not exceeding three. -persons to the-
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void, P

_ be complied with by the listed companies. - :

o
o
1
‘|

Goveﬁiing Body of stock exchanges. The Central .Governiméﬂt is also empowered to ordef an

enquiry into the affairs of stock exchange in the prescribed manner, if it thinks necessary. It
can also direct the stock exchanges in the matter of adoptipg a rule or amending it. -

4, Régﬁia-tibn_df 'work.ing of :Sibck'excha nges: The At eiﬁlpowefs the Central Goverﬁm_ent to' :
regulate the day-to-day working of stock exchanges in the following respects: ' o
'a) to regulate the hours of trade as per the bye-lawsy. '
b) toimpose minimum and maximum limits on the dfay"s transaction; )
' c) to maintain a clearing house for all thq; business tr%znsact_ed;_ '
d) to determine and decl_afe the market rates; | _ I . _ .
. €) to determine the conditions for making, -terminatiﬁg and rescinding the contracts;
f) to prescribe limits for. the business done by indiviaual.members; ' |
g) to prescribe the qualifications of members of stocﬂt exchange;

“h) to regulate the scale of brokerage, fines, fees, andithe margin requirements; and

i) to st_ttlc the claims and disputes by 'ai‘bitr_ation.-

5. Curbs on speculation: To prevent undesirable speculation, the Central Government is

empowered by the Act to prohibit contracts for sale or purchase in the nature of unhealthy

‘'speculation. The Act is applicable to all dealings in securities including forward and ready

dealings. It has declared kerb trading as illegal. Kerb trading is the business transacted by
dealers in securities outside the stock exchanges and punlishable with imprisonment. Prior to
this Act the Katri Market of Calcutta and the Grey Market of Bombay were famous centers for

kerb trading. However, spot transactions were excluded from the provisions of the Act.

6. Prohibition of options in securities: The Act has declared all option dealings as illegal. 'If
an option was already entered into befqrg‘}hé commenéement-of the Act, it would become

y

7. Regulﬁ;tioh of blank transfe‘i*{i ) Though, the _A_ct doéé not prohibit the blank transfers, it

discourage the practice in an indirect way. As the provisions of the Act, unless transferee of.

~ securities gets them registered in his name within 15 days from the dates when. dividends fell
" due on them, these securities are treated belonging to those persons whose name appears in the’

books of the company irrespective of the fact that the securities have already changed many
hands. However, the Companies (Amendment) Act, 1965 restricts the period of transfer to
only two months during which securities are o be got transferred in the name of the transferee.

8. Listing of Securities: The Government has been given the authority to compel any public-
company to get its securities listed on a recognised stock exchange by complying. with such
requirements as may be prescribed for the purpose. The Securities Contracts (Regulation)
Rules, 1957 promuigated under the Act formulated a code of standardised listing regulations to

9. Licensing of 'deazler_s in securities: As per the provisions of Act, only those persons who
have been granted the licence by the Central Government can carry on the business dealings in

‘any securities in any state. No other person without licerice can ¢onduct this business in stock

exchange.

10. Powers of supersession and suspension: In extreme circumstances, ‘the  Central

Government has also the powers to supérsede the governing body of ‘stock exchange and

appoint any person(s) to exercise and perform the functions of the governing body. It can also




order the suspension of the business of any stock exchange for a maximum period of 7 days . -~
which can also be extended in the interest of trade, commerce and industry. It can also -
withdraw recogmtlon granted to a stock exchange when their activities are.in eontravennon of
the provisions of the Act. ' : :

9. 13 DIRECTORATE OF STOCK EXCHANGES

"For the proper and effective -administration of the provusuons of Securities Contracts .

(Regulation) Act, 1956, the Government of India has set up a Directorate of Stock Exchanges =
~in 1959, under the Departmem of Company Law Administration. It has its headquarters at
Bombay and branch- offices in Calcutta and Delhi. The directorate serves as a useful link
between the Government and the stock exchanges in the country, ~As an agent of the
Government it performs several functions. The followmg are the functions of the Dlrectorate
of Stock change : : -

1.- It keeps a close watch on the activities of stock markets in the country and individual
members and also ad\flseg. them of correctwe steps whenever any undesirable tendency
develops in the market. , '

2. It grants licences fo lndmdual dealers in securltles i areas out5|de the recogmsed .
stock exchange. : _

Tt heélps in controllmg the kerb transaeuons and preventmg the optlon dealings

' 4 It ensures that the companies whose shares are traded on the stock exchanges are'
complymg with the ]lstmg requirements properly. -

5. It studies the penodlcal returns submitted by stock exchanges and the members and the
" appropriate actlon agamst any undesn'able busmess practlces '

_ The Dlrectorate thus, wellds wide authorlty over all stock\exthanges in the country to ensure -
that exchanges function'in conformity with the social *Qnd economic interests of the country.
Doodha has described the Directorate as a Departmgnt of Government which “exerts all the
necessary pressure to regulate the market mechariism: In many matters of spe(:lal interest, the -
Directorate and the Securities Exchange Board cooperate w|th one another to settle issues.’

\

' CHECK YOUR PROGRESS -2 _

" i) What is the need for control and regulation of capital market?

......................................................................................................................
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914 SECURITIES EXCHANGE BOARD OF INDIA (SEBI)

E 'The Capital market in India was being 1egulated mam!y by Cap:tal Issues Control Act 1947
and Securities Contracts (Regulation) Act, 1956. The act was appheab]e to all companies
' --'.formed and registered under the Companies Act, 1956. "The capital markets. started growing - - -
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impressively by the end of 1988 and it became necessary to establtsh a separate regulatory :

-authority for the capital markets in India. Securities. and Exchange Board of India (SEBI) was . |

conceived and constituted as an interim admmtstratwe body to. function under the overall

- administrative control of the Ministry of Finance, Céntral Government.  SEBI was given.

statutory powers vide Securities and Exchange Board of India Ordinance, 1992 promulgated - -
on 30™ January, 1992. The above ordinance was rep1aced by the ‘Securities and Exchange

. Board, 1992 with President of India’s assent on 4' Aprtl 1992 as’ Act No. 15 of 1992,

enforced retrospectlvely from 30™ January, 1992.

|
. Leglslatwe Scenarlo - S i

A mention has already been made about the Capital lss (Control) Act, 1947, ‘which has since -

been repealed. It may be recalled that while. retatmng contro! on the issue of capital, the
Government had thought it fit to control the securities market also particularly because the
marketable securities issued by the companies and freely traded iri the market came t6 be -
subject to a lot of abuse. [t was in this context, that the Government enacted the Securities -
Contracts (Regulation) Act, 1956. By redson of this Act the Government’s intention was to
regulate the transactions of the stock exchanges, management of its affairs and also the affairs
of its members. Establishment of the stock exchanges without the previous approval of the
Central Government was prohibited. By providing for prior approval of the Rules of the stock

exchange- and also regulations and bye-laws of the stock exchanges conceming dealing in

stock exchanges, the Government sought to have effective control for transactions in securities
and also inculcate certain degree of discipline and regulatlon on such transactions. Options -

- trading in securities was prohlbtted as also some provisions were enacted for control of
tranisactions in securities by ensuring that such transactions- take place only between members

of the exchange except transactions on spot dehvery basrs

With the rapid expansion of |ndustr1es resultmg in mantfo!d expans:on in the issue of securities
and transactions therein, the prescnt regulat‘ktg’ system became insufficient. Besides, in the

‘absence of an independent agency to observe the functions of the securities market both at the
.primary level and at the secondary leyel many commtssmns proposed establishment of an

independent and statutory agency t0yregulate and superv:se functions of the securities market.
It was in this context, that the Securlttes and 'Exchange Board of India Act was passed on April

-4, 1992, which replaced the Ordinance promulgated earher by the Government on January 30,
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' The Securities and Exchange Board of Ind|a Act, 1992

The SEBI Act provides for estabhshment ofa statutory board constltuted by 6 members wnh :

“Chairman and two members to be appointed by the Central Government, one member to be

appointed by the Reserve Bank and two members havmg experience of securities market to be
appointed by the Central Government. SEBI has been: given autonomous status by treating it
as a body corporate with perpetual succession and common seal. It may be stated that the-
preamble of the Act provides that the Board has been estabhshed to protect the interest of the

“investors in securities and to promote the development, .of and to regulate the securities market
‘and for matters connected therewith. Section 11 which details the powers of the Board clearly

states that it should be the duty of the Board to protect the interest of the-investors in the

- securmes market The statutory Board was estabhshed' on21.2. 1992

The scheme of the Act lays down that various Rules and Regulatlons w:ll be |ssued to enable
SEBI to register, regulate and monitor various intermediaries in the capital market. So far, this

.has been accomplished in respect of brokers, sub—brokers merchant bankers, portifolio

managers, mutual funds, insider trading, share transfer agents and reglstrars underwriters,
bankers to an issue and debenture trustees.
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- In the enactment of the new legislation, the Government has for the present ensured dual . -

" control over the exchanges (which is since being gradually vested in SEBI alone) and leaving __
it to SEBI exclusively to regulate primary. market by repealing the Capital Issues (Control)
~Act. In the primary market, SEBI has issued broad guidelines and rules of discipline which

various intermediaries should observe, and the breach of which invites penal consequences. -

~ As far as the secondary market is concerned, the Act provides for registration of intermediaries

like stock brokers, sub-brokers and others who transact business in the secondary market.
Besides, certain powers under the Securities Contracts (Regulation) Act have been delegated to.
SEBI for regulating the dealings in securities. on the ‘stock ‘exchange and outside the stock
exchange. It has been vested with powers to inspect and-enquire into the affairs of the stock
exchange and 1ts members. It can also issue directions for regulating the dealings in securities
and also ensuring transparency-in the transactions on the stock exchanges and also between the

“stock exchange and their constituents.

| 9.141 ORGANISATIONOFSEBI . .

‘After it became a statutory body, SEBI restructured its organization and rationalized it in line -

“-with its expanded range and scope of activities. It has divided its activities into five

operational departments, each headed by an executive director. Apart from these, there are =

two other departments viz. Leégal Department and Investigation Department, also headed by

officials of the rank of executive directors.- All these departments are further sub-divided into
divisions, each headed by a division chief with specific responsibilities: e

1. Primary Market Department — _Io'oks' after all the ;policy matters and. regulatory
issues for the primary m.
and redressal of investor grievances. - _

2. The Issues Maiiagement & 'Intemiediaries qu\aﬁment takes care of getting of |
~ offer documents and other things. Iikc___registrati&n-,}regulation and monitoring of issue

related intermediaries. © By
" " N h 3 "

ooy

3. The Secondary Market ""Departme_nt:"—. !é-bks after all the policy and regulatory issues -

for the secondary market, administration’of the major stock exchanges and all the other

‘things related to.it.. The Secondary Market Department-Exchange administration, '
inspection -and non-member intermediaries overseas the smaller stock exchanges and-

- also regulates the non-member intermediaries such as sub-brokers.

4. The Institutional Imféstmt;nt 'D'e.pal:tl_nént- (Mutual Funds and -.Fofcing' Institutional

Investment) looks™ after mergers and acquisitions, research and publications and -

international relations. It frames policy for Fl_Is, mutual funds and other sundry things
like publications, ‘membership in international organizations, etc. The Legal
Department, under the supervision of the General Counsel, takes care of all the legal

. matters of SEBL. The Investigation Department carries out inspections -and -

investigations under the supervision of the chief of investigatioi.

SEBI also has two advisory committees, one each for the primary and secondary- l'ﬁarket's: to

provide advisory inputs in framing policies and regulations. These are constituted from'among

* the market players, recognized investor associations and eminent persons associated with the

-capital market. The commitiees are however, non-statutory in nature and 'S_EBI,is not bound
by their advisory committees. ' o S _' .

arket and market intermediaries, matters pertaining to SROs -
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9.14.2 OBJECTIVES OF SEBI

Besides the above dépar{ment:s,' SEBI has opened regi(i)nal offices at New'Delhi,_ _Calcutt_é and

" Madras, Bombay being the headquarters. -The regional offices shall cover operations in

northern, eastern_and southern regions, respectively.-

According to the preamble to the SEBI Act, the objective of setting up SEBIis to protect the
interest of investors in securities and to promote the development and to regulate the security
market. SEBI has thus three objectives or duties cast upon it -by'the Act-
: S T A
~a) toprotect the interests of investors.in securities; - :
" b) to promote the development of securities market; and -
¢} to regulate the securities market. - o

The powers of SEBI can be exercised by way of regulations. SEB! cannot act independently.
It is bound by directions on questions of policy given by Central Government from time to
time in writing. SEB! is obliged to make an annual report to the Government each year giving
therein a true and full account of its activities, policies and programmes. . A copy of the report

 and also that of rules and regulations made by SEBI ate to be laid before the Parliament. .

Powers under Securities Contracts (Regulation) Acft' tmngferréd to SEBI

Following powers have been given to SEBI with _the;: -enaf;t'meﬁ_t- of SEBI Act, 1992 and the

~ repeal of Capital Issues (Control) Act, 1947

1) - Power to call for periodical returns from rec;oginis'ed stock-.exchahgés.

. | .
7} Power to call for any information og explanation from recognized stock exchangesor .

its members, - - - N\NJ i L
. : : N N . ’
3) Powerto direct inquiries tg beunade in relation to affairs of stock exchanges or its
' members. A S ' .

4)  Power to grant approvakto bye—la{vs of recognized exchanges.
0\ r \. ) . N ! - .
5). Power to make or amtend bye-laws of recogpized exchanges. .

'6)  Power to declare applicability of section 17 of the Securities Contracts (Regulation)

' Act in any State or area and to grant licences to dealers in securities. -
1) Power to compel listing of securities by public companies.

8)  Power to control and regulate stock exchanges. -

Other powers/functions ' | N P
o - i
9) Power to grant registration to market in]:erni)ediaries._ _
- 10) Power tb_ register and reguiate-worki.ng of%COIIeétive. .in"'vestment_ schemés including -
mutual funds. : c o
~11) Power to promote and regulate'self-feguiatbry bodies. .
12) - Powerto prt_a_‘_l_ii-bit frau_d'ulent and unfair fratéie practi ces re]-ating to se_curitieé.
13) Power to prohibit insider trading. | S
14) M_Powér to promote investor’s educatidn énd trading of intermediaries in capital
market. ) ' ' o '
C15) _?ow'er to regulate substantial -acquisition oif shares and take over of éofn panies.
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16) Power to Ievy fees.
17) Power to conduct research and other functions.

SEBI, as ‘a regulatory and development board thus has widé and varled powers SEBI 5

efforts so far include measures for efficiency, reforms and transparency in primary and -
secondary market, regulation of mutual funds and market intermediaries and introduction of

. Form 2A (abridged prospectus) and stockinvests, free pricing of issues, reglstranon of foreign

" institutional investors. A lot of investor protection guidelines have also been framed and
mplemented SEBI's aforesald powers and functlons are not exhaustwe in nature. -

 9.14.3 FUNCTIONS OF THE BOARD

1) Subject to the provmons of this Act it shall be the duty of the Board to protect the
interests of investors in securities and to promote the development of and to reguiate
the securmes market by such measures as it thlnks flt

: .2) Without pre_;udlce to the generaltty of the foregomg prowsmns the measures referred
- totherein may provide for-
a) regu]atmg the business in stock exchanges and any other securltles markets

b) registering and regulatmg the working of stock brokers, sub-brokers, share transfer L
agents, bankers to an issue, trustees of trust deeds, registrars to an issue, merchant -
bankers, ‘Underwriters, portfolic managers, investment advisers and “such other
intermediaries who may be associated with securities markets in any manner

¢) registering and regulatlng the workmg of collective investment: schemes, mcludmg _
 mutual funds; _. e @ :

d) promoting and regulatlng self-regulatory organlz\atrons
“¢) prohibiting fraudulent and unfair trade pract;ce’s relattng to securmes markets _
' f) promotl ng mvestors educatl on and tramlng of intermediaries of : securlties markets
- g) prohlbltlng 1n51der tradmg in securmes ' _
- h) regulatmg substantial acquisition of shares and take over of compames

0 callmg for 1nformat|on from, undertakmg inspection, conducting inquiries and audrts
"~ of the. stock exchanges and tntermedlarles and se]f-regulatory organlzatlons m the
- securities market; : o . :

§) performing such- functions"'and ‘exercising such powers under the provisions““of the
Capital Issues (Control) Act, 1947 and the Securities Contracts (Regu]atlon) Act
1956, as may be de]egated to.it by the Central Governiment; -

k) - Ievymg fees oF other charges for carrymg out the purposes of thts sect:on
) conducting research for the above purposes; '

m) perform_lnglsueh other functions as may be prescribed,.
'Regi stration of stock brokers, s’ub-b'rokers share transfer agents, etc.

]) No stock- broker sub- broker share transfer agent, banker to an issue, trustee of trust deed
. registrar to an issue, merchant banker, underwriter, portfolio manager, investment adviser
~and such other intermediary who may be associated with securities market shall buy, sell
_or deal in securities except under, and in accordance with, the coriditions of a certificate of
'regtstratlon obtamed from the Board in accordance with the rules made under this Act.
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| - -
Prowded that a person buymg or sellmg seciwrities other\mse dealmg with the securmes .
‘market as a stock-broker, sub broker, share transfer agent, banker to an issue, trustee of B
trust deed, registrar to an issue, merchant banker underwriter, portfolio manager,
~investment adviser and such other intermediary who may be associated with securities
- markeét immediately before the: establlshment of thp Board for which no registration
certificate was necessary prior to such establlshment, may continue to do so for a period of
three months from such establishment or, if. he has made ‘an application for such
registration within the said perlod of three months, tllL the disposal of such application.
: i
2) Every application for reglstratlon shall be in such manner and on payment of such fees as
may be determined by regulatlons : C - :
. . L
3) The board may, by order suspend or cance] a certlf cate of reg:stratlon in such manner as
may be determined by regulations. L ; :
Provided that no order under this sub-section shall be m'a;lde unless the person concerned has
been given a reasonable opportunity- of being heard. - ;. : '

9 14.4 MEASURES INTRODUCED BY SEBI

.a) Detarled acount of risk factors in offer documents P

The. Department of Company Aﬁ’anrs by a not:f' cation dated 3-10- 1991 has laid down the - |

furnishing of management’s perceptions of risk factors Thls came into effect from November

1991. R . _ _
SEBI has always ensured that issues give a detailed acc'punt of the risk factors in the offer .
documents. This exercise was started by SEBL rituch earlier, on 1-5-1991, from which date it

‘took upon itself responsibility of ensurin } ~“and adequate dlsclosures so ds 1o enable

investors to make well informed mvestmen cisions. The parameters of risk factors may be

as follows o '~,/"
P

|
1) Constralnts on the. avallabillty of raw materials. !
ii} Constraints on marketmg of the product. ! :
i) The likely cost/time overrun envisaged. |
iv) Sensitivity to.forei gn exchange rate ﬂuctuations

v} Critical analysis of the promoters;’rnanagement ’

i) Non-avallablllty of necessary statutory approvais at the time of launch of the issue, etc
Since SEBI has come into being, mvestors are prowded Wlth a detailed account of risk factors

through offer ‘documents, both in case of initial issues!through prospectus and ‘in. case of

exi stmg company offering further i issues throuigh rights. |
l.

b) Form 2A Memorandum o ’

The salient features of the stockinvest scheme, details of the issues, project promoters and I'ISk

factors are to be supplied along with the appllcatlon in noni-detachable form. By this, investors

are given first-hand information about the issue so as to enable them to take a fair, well
informed investment decision. ' : :




’ 'c) Stockinvest Scheme

Stocklnvest scheme which has been mtroduced since March 1992 at the lnstance of SEBI

provides for use of ‘Stockinvest’ which is a legal, non-negotiable instrument like a cheque and "~

is to be used to subscribe to capital issues. The novel idea being that the money which'is used
_to subscribe t0-an issue will continue to earn interest even after-the share application.is made
. by the investor. The underlylng principle. is that the investor will not’ lose any interest on the
money invested in the capital issue., The advantage to the investors is that their money is not
blocked whlle participating in the prtmary market issues. ‘The scheme operates as fc]lows '

A guaranteed payment 1nstrument the Stockmvest is to be attached to the new capital issue
‘applications, as against cash/cheque/deaft, which means that instead of parting with the funds -
immediately, the funds remain in the bank under lien il the date of allotment.” The money will -

earn interest for the investor for this period. His account is deblted only when the allotment is ~ <+

" made and the Registrar 10 the Issue presents the Stockinvest for payment: In case of non- -

allotment, the Registrar intimates that there is no attachment and the lien lifted, in which case

. the account becomes Ilqmd immediately, instead of the investor waiting for a long penod for =

refund ordcr By this scheme the Ilqundlty ofthe mvestors is not affected”

Emplrlcaliy stated; a sum of more than Rs. 1. 5{}0 crores was lockéd up mth companles due to’
delay in sendmg refunds, in 1991. The stockinvest schemies has taken of fairly well, after the-

~initial teething troubles, and should prowde to be a.boon to the Indlan mvestors bemg a
"notable mnovatlon in the capital market arena.

_9.14.5 INVESTOR PROTECTiON‘"

. Absence of adequate professionalism and fair competition among the various players of the ~
market, lndulgence in malpractices like inadequate and at times coloured dis¢losure of material* -

_ lnformatlon while entering into the market; d|sscmlnatloﬁ*efmampulated financial informatioiy

and financial window- dressing, price rigging, ||15|del;trad|ng, unethlcal _practices in terms of

private placement/promoter’s quota, etc., high valatility and speculattve practices and large
~ scale trading irregularities like non—dlsclosure f0.the client of the actual sale/purchase.price of

shares, debentures, :non-delivery of sharestebentures against payment made (or delivered .
late), shares/debentures sold but payment’ ot ‘made, excess rate charged or short payment ,
made, excess interest charged, excess- commission charged, non-<furnishing of bill/contracts, -

statement of accounts, non-settlement of account dues, bad deliveries, documents under
objection etc., by brokers, sub- brokers and their agents have generaled a farge number of
complamts from the i investors. : :

.lnvestors.are facing a lot_ of hardships on account of n(')n—'-recei'pt:’delay in receipt. of refund

- ordet/allotment advice, 'sharef’debenture certificates aﬂer_ ‘transfer/atlotment/endorsement/
conversion, etc. non-receipt of or delayed receipt.of déclared dividend, non-receipt of detayed
receipt of interest on- debentures, non-receipt of. principal amount of debentures after

redemption, non-receipt of or defayed receipt of interest on fixed dep05|ts and non repayment . -

cof fi xed deposits on maturity, noh-receipt of rights form, bonus shares, duplicate share

certificates although formalities (lndemmty bond, advt.) completed, non-receipt of shares, aﬁer_’.

- transfen’splittlng/consol|dat|0n non-receipt ot annual accounts and balance shccts etc.

As part of its role towards investor protectlon SEBI has since its mcept]on evolved a system -

or redressal of investor grievances and'is consistently taking up invéstors complaints against
“companies, brokers and othet intermediaries. SEBI:issues from time to time “Investors
‘Guidance Series” to clarify, guide and educate the investor community on matters such as

mutual funds, grievances and remedies - available to investors holding debentures, the -
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stokinvest scheme, investment considerations in the pri mairy market and caution against illegal

transactions.

SEBI has also taken direct steps by way of investors education. [t has issued a few investor

guidance advertisements and published a book regarding ‘Irivestor Grievances Rights and

. Remedies’. Besides, to increase investors, awareness anc::l to make them come up as a strong,

community, SEBI has also registered certain active investors’ associations.
SEBI has taken various measures to protect, investors such as —
- announcing guidelines on disclosure and investorjprotection; S

- registration and regulation of market intermediaries;

-

.- appointment of SEBI's representative to oversee -allotment where issues are

oversubscribed; and -

- setting up an investor grievances cell to handle investor complaints.

The Securities and Exchange Board of India has decided to share information on investor

complaints received by it with its recognized investor ass!bciations to facilitate filing of public
interest litigations in consumer courts against the erring cpmpanies. '

The proposed sharing of information will first be done with the Consumer Education Research
Centre (CERC), Ahmedabad. ' c AU

9.15 SUMMING UP

The middlemen in capital market' may at times indulgeé-in speculative activities by creating
artificial scarcity and supplies. Consequently.in estors are put to financial losses. Hence there
is a need to regulate dealings relating to seeugities exchange. This process of regulation Starts
right from the promotion of companies, Trthe context of stock exchange, regulatory activities

commence from disallowing the'pur_c:ﬁasé and sale of secprities of unlisted companies. Listing.

of securities is a prerequisite fordtading on the stock exchanges. Listing may be defined as the
admission of a security in the official list to stock exchanges for the purpose of trading. Listing
can be of cash list or forward list.. Further the listed securities can be grouped into ¢leared
securities and non-cleared securities. For getting the s:ecurilies" listed, the companies -must
comply with the conditions laid down in Securities Contracts (Regulation) Act. Listing
procedure confers several advantages to investors, companies and to general public. Of course,
listing may make the companies to be more transparent by disclosing all financial aspects
resulting in competition etc.. B ' . :

Inspite of restfictions imposed through listing, capital mf{rl:(et including stock exchange need a
strict regulation and control for (i) preventing unfairi practices injurious to investors giy

ensuring genuine investment; and (iii) taking corrective steps in time to curb violent

fluctuations in security prices. The regulatory measurgs of capital market spring up from.
- Securities Contract (Regulation) Act, the activities of Directorate of Stock Exchanges, and
SEBL. In January 1992, SEBI is made an autonomous apex body to supcrv'isc, monitor and

control the dealings in securities market in India.

9.16 CHECK YOUR PROGRESS : MODEL ANSWERS

1.. 1) Listing is defined as “the admission of a security in the official list of stock -

exchange for the purpose of trading”.
i} Listed securities may be :



~A. Cash list and

. Forward Llst

' B Cieared'Secunti_'e_s'a‘ncl' o
' 'Non-' cleared Securitie's N

(1) a) Tor Prevent unfalr practlces mjunous to mvestors
. b) To ensure genume investment and Iegltlmate speculative transactlons
c) To take correctwe steps in tlme to’ curb wolent ﬂuctuatlon in securny prtces

(n) Securmes Contracts (Regulatlon ). Act; Secumles Contracts (Regulatlon) Rules, o
Dlrectorate of Stock Exchange lndlan Compan:es Act and Securmes Exchange: '

Board of lndla

9 17 MODEL EXAMINATION QUESTIONS

3 I Answer the followmg qnestlons in about 30 lines each. u

1. Explam the- shortcomings in the workmg of stock exchanges in lndla prlor to the"-
enactment of Securities’ Contract (Regulatton ) Act,

2 Gnve a brief hnstoncal background of stock exchange regulatlon in lndla

" 3. State the functlon of Dlrectors of Stock Exchanges

IL Answer the followung questlons in about i5 lmes each

4, Explam the need for the regulatmn of stock exchanges in lnd:a

5. What are the requ:rements for the recognmon of, stock exchanges by the Cemrai-

Government'? '

\,_

6. When can the Government of lncha supersede the Government body of a stock-_ o

- exchange ?

.'~'."
\

: 7.' What are the new guldelme governmg the capltal market

\
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919 GLOSSARY

o Arfbi_tratign o

. Capital formation

Deciding between parties ina diSpu'te._-" |

o Rai'sin'g.oflmoney for in‘-‘ves't:rn'ent:'in-b'n'_s_i_nejs__s',. N 165 |
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. Liql_l'idity

Lockouts .

-. ._Merchant Banker -

- Merger .

Mushl_-dom growth

- Negotiability

Solvency

S_tbck Exchange

Undel_'_writ_ing

Voting Shares

: Capable of é'asy' é'o'nvérs’idn into cash.

t

' Closmg of factory or oﬂ"lce by emp!oyers durmg a

trade dispute. - :
It is one which, provides technlca! assistance to the
entrepreneuts, apart from underwriting the issue of
shares, stock, bonds and debentures and acting as a
c':ommissibn!agent, or broker of industrial units.

| . .

: i S _ :
"+ Joining tog’ei‘the’r_ of business firms.

: Springing up rapidly

i Transferabllﬁty from one person to another of

papers concerned wnth payment of money.
I .

Abillty'to pay all debts.

A market for purchase and sale of securities such as

share, bonds etc
Guarant_éeing money or shares; accepting liability'
for. o S . :

: '_Th¢ securiti(:es carrying the voting rights..
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10.0 AIMS AND OBJECTIVES

The main objective of this Unit is to explain the meaning of foreign capital and collaboration,
and types of foreign aid and also the advantages of each type. Further, this unit also discusses =
the soutces. of foreign capital in. Indla the“ tmphcatlons and 1mpact of foreign capital. on
.econotnic development -

_ By theend of this Unlt you should be able 10 know -

_ the-types of foreign aid;

_.the lmpact of forelgn capitai an Indlan economy.

the meanmg of foretgn capltal and col]aboratlon

role of forei gn capltai in economic development

. 'advantages and dlsadvantages of forelgn capital and collaboratlon

the sources of foreign capital in India and Government pollcy in thls regard and
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101 INTRODUCTION B

The growth and development of an economy depends on the avallable savmgs in the economy,’

on the one hand, and the investments made’in the economy on the other hand. Almost all -
developed countries of today at one stage or- olheg, for.the sake of a rapid economic
devetopment, depended on foreign capital. For the develong economies like India, when .
there are classical gaps, foreign exchange gaps and the one between. domestlc savings and
e. Therefore, foreign capital is not only. -

investments, foreign capital is, but the only Major SOUrcy
important for developing countries but is also requ1red|for developed countries. However, the

" need of foreign capital for developing countries is mamfested and debated more as its absence
~ harms developing countries more than it does for the developed and less devetoped countries. -
_For instance, England borrowed from Holland as early as in the 17th and. 18th centuries.
_America received the. support of men, material and money from Europe in the 19th century.
. The USSR also obtained ass:stance from Western Europe during 1890-1914. Thus foreign
capital has been an 1mportant input for economlc development of a country in general and of
- developmg economy in partlcular o :

10.2 MEANING AND DEFINITION e

- Capital;. as one of the constltuent factors, helps the production; Hence the amount of capital _
formation in the country is very important. The capita| formation results from both domestic -
- and forelgn savings. Though domestic capital is seen in terms of money saved in financial

assets, the formation-of foreign capital can be in the form of cufrency, equipment, skills, and
technology. In fact, foreign capital is the investment rec:e|ved by a country from other countries
which are not under its political governance. While gerjerally the investment received is either

| .
in the form of equity or loan, irrespective of its form, it is used to finance the long-term needs .
* of the domestic enterprises.. Capttal accumuk(uon is the kmgpm of the development profile of

an underdeveloped country. While foreigficapital is normally secured in any of the forms of

~foreign currency, equipment, skills and more importantly in the form of foretgn technotogy. It~
is true that technological advancemenf ‘has its contriputions to make .in raising the output

capacity of a country. In fact, capital is nothing if it does not take the form of production-

~ methods or a set of technique$INor can product:on-methods become alive without the flesh
and bones of capital. It is therefore, necessary that the flow of foreign capltal takes the shape of

foreign currericy, equipment, skills and technology. Further, the financial form of flow of

- foreign capital can be in the form of equity or debt. When it is in the form of equity, it may or
may not confer rights .of management oh the mvestlng agency; but it is eligible to receive
. dividends. When it is in the form-of long-term debt, the foreign agency is entitled to receive
servicing charges viz., interest but do not enjoy a participating right in the management. An

economy normally receives foreign capital i in either ofthe forms i.e., equity. or loan which have

0, be repaid-as obligated. However, an-economy also recetves funds that need not be serviced

or repaid. Such funds are offered for the development of the 1mportant social mfrastructure

'specmlly for the long-term projects These are called *grants’.

formatton

10.3 NEED FOR FOREIGN CAPITAL

‘Earlier we have noted that the function'_of foreign capital is to fill up savings gap, trade gap and
technology gap. In the initial stages of economic growth foreign capital is very important. -
Developing countries like India are characterized as Fcapital poor’ or ‘low-saving and low

investing’ eCOnomles There is not only small capttal stock but a!so a slow rate of capital

- To achleve the economic’ development for the country as planned |mmed1ately afier

mdependence govl of ]ndla promoted modernization, adoptlon of new technology and




: lntroduct[on of new methods of productton and distribution. Given its mass poverty, low per

capita income and high unemployment rate, India, a developing economy, cannot atm for

adequate capital formation for its economic development domestically. As it has to pursue its .

development programmes, it has been depending upon the foreign capital. Hence, there are:

many reasons for whlch foreign capital is requ:red Few of the 1mportant reasons are as -

follows: _ -

‘a) Domestic capital in under developed and developmg countries will be madequate for the ;
purposeés of econommic growth. As developing countries aim at rapid mdustrlallzatlon they.
need huge capltal that can be secured by large assistance from foreign countries. Further, -

for want of experience, domestic capital and entrepreneurship, may not ﬂow mto certain L

lines of production. Foreign capital can show the way for. domestic cap:tal

b) Under developed countries lack in econontic overheads which d[rect]y facnhtate more
* investment. - The railways, roads, canals, power projects provide the necessary

infrastructure for development. Since they require- very large capital invesiment and have -

long gestation perlods under developed countrles cannot undertake them without forelgn
assistance. :

¢) There may be potent'ial savings ina 'developing econolny Iike India'bdt lliis 'may-'come_. " _
. forward only at a higher level of economic.activity. It is therefore, necessary that foreign
capital should help in‘speeding up economic activity in the initial phase of dévelopment. .

d) It may be difficult to mobilize domestic sdi?ingé,for the financing of projects that are badlv "

needed for economic development. In India, in the early stages of development, the capital

market was itself underdeveloped. Durmg the period in which the capital market is in the

process of development, foreign capital is. essentlal as'a temporary measure.

L e) Underdeveloped and developed countriés will not be in a position to start ba51c and key .
' industries by themselves, particularly in the initial stages Steel, machine tool, heavy -
electricals, chemicals are few basic industries whxbh require huge investment. Foreign

- capital can help establish all such industriat dmts In India, the steel plants at Bhilai,

Rourkela and - Dutgapur have been started‘\ivith the assistance from USSR,. UK and'- '

Germany respectively and the use of- forezgn capital in these lines may encourage total
enterpri se to take Up related industrieg at reduced costs.

e

) 'Underdeveloped countries in general do not possess the requ151te modern technology for

. taking the economy into sophisticated areas of production and consumptlon These goods .

* necessitate the import of technical know-how and capital. It is the Foreign Capital that
brmgs with it other scarce productive factors, such as technological know-how, business
o experience and knowledge which are equally essentlal for economlc development

10.4 ROLE OF FOREIGN CAPITAL IN ECONOMIC
DEVELOPMENT '

-Economic developrnent_ is a complex process. It involves the establishment of different types

of industries using modern methods of production. The domestic capitat will be insufficientto
finance these industries in under-developed countries. Hence, this problem of financing can be =
solved to some extent by inviting investment from foreign countries. Foreign capital is also.

helpful in creating an environment conductive to rapid industrialization in under- developed

_countries. It acts as counter-force to the frigid domestic capital- and points to new areas for
industrial investment. For instance, the Indian investors are much eager to paiticipate . in the

- new venture started and sponsored by the US investors. Investors in under developed countries
-always believe-( which is true to a Iarge extent) that the . forelgn capttal tends to. seek the

_ 1nn0vat|ve type ofmvestment
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Apart from the above mentioned psychological aspects forelgn capital serves two immediate
purposes. First, it prowdes the ways and means by Wthh under-developed countries can’

mobilize local factors of production for improving the secondary sector, viz., industrial

‘activity, secondly, it provides the foreign exchange for 1mportmg foreign factors of productlon .
_Foreign capital makes possible the import of foreign factors which serve as active links in the

growth process. The balance of payment difficulties of under—deveioped countries can also be
solved to some extent with the help of foreign capltal Further, foreign capital may he!p to

: ttam hi gher rate of growth without curtallmg the present rate of consumption. -

"CHECK YOUR PROGRESS - 1

._i) Define foreign c_apital;" . | ' P
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10.5 TYPES OF FO_.REIGN INVESTMENT

Foreign mvestment may flow irito the ald recewmg eountrles in many ways. It is difficult to
give a comprehenswe picture of different forms of foreign capital because various agencies
evolve various methods of funding from time to time dependmg upon the need, purpose,

capacity, and expediency. From the point of ownership, fore1gn capital may be private foreigh

capital or public foreign capital. Foreign investment may'also take the form of coliaborations

-and grants, In brief, foreign investment may\ﬂow into recuplent country in the form of (i)

private foreign capital (ii) publi¢ foreign investment (iii) f?re1gn collaborations and (IV) grants.

T
TN

~ All these sources are briefly discussed hereunder: !

i) Private fO'reign capital | - O

"o

It may take the form-of direct and inditect investment. i
. \ |

N

" a) Direct foreign investment: “The foreign investing agen(:les exercise defacto or dejur{:'

control over the assets created in the capital importing country by means of that investment.
‘Again direct investment may take place in the following manner in the aid receiving country:
{a) Starting a subsidiary of a company already established in the investing country; (b)
Formation of concern in the capital importing country, fi fnanced exclusively by the existing
company in lnvestmg country; (¢) Starting a company in the investing country for the specific

_purpose of operating in the importing country; and (d) Creatlon of fixed assets in the capital -
nnportmg country by the mdmdual investors of the caplta] exportmg country.

'b) Indirect foreign investment: It is popularly known as! “portfoho “rentier” investments.
i3 compnses investments by foreign parties in transferab]e shares and debentures issued by the
companies established in importing countries. Such securltles can ‘also be issued by the
‘government of capital importing country and such tssues are.guaranteed by the government.
Such holdings do not confer the right to control the company, but the shareholders are enititiled
~to get-the dividends. In recent years, multilatéral mdlreet investment have also been made. -

Under this method, the nationals of a country purchase the bonds of the [nternational Bank for

. Reconstruction and Development (IBRD) floated for fi na?cmg a particular p[‘OjeCt undertaken
by the receiving country. Equity holdings by non-residents in the recuplent oountry ] Jomt

stock compames ai S0 come under this category |

. |
|
|
|
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ii) Public Foreign Capital’

It may consist largely of foans offered by the governments of foreign countries to the

aid receiving countries: These loans may be “bilateral” and “multilateral” loans. Bilateral loans

- are given by the foreign government directly to the government of the aid receiving country

* Multilateral loans mean. contribution of foreign. government to. 'international” agencies for
© assisting the under-developed countries. For instance contributions made to Aid India Club,”
- Colombo Plan, ¢te.,by the member. countries, come under this category. Loans made available
by the various internationat agencies like IBRD, IFC, IDA, ADB; Special United Nations Fund ~
for ‘Economic Development (SUNFED), Umted Nations Development Programme (UNDP) :

etc., come under thls category

' m) Forelgn Collaboratlon S

- In recent years, f01e1gn and domestlc agenmes have been jointly undertaklng the f'nancmg of
business.. This type of partlclpatlon of. foreign- capital with domestic capital in the -
establishment of industrial and business organizations is known as foreign collaboration. India-
~has been encouraging this type of foreign capital for a long-time. Foreign collaboration may be '

-of the followmg types: (a) Joint participation of private parties (b) Collaboration between firms

and capital importing government and (c) joint participation of forelgn and capltal mpomng .

3 governments

Siv) Grants

Foreign government and non-government -agencies may sometimes extend assistance ir
_ various forms without. repayment obligation on the part of the capital importing ~ouiiry. Such

non-repayabie investment is called foreign grants. It may come to the receiving country. in the

- form of foreign currency, technical and managerial skillaconsumer goods, etc. In the strict -

- sense, the term “foreign capital” may not cover the g}ants given by the foreéign agencies.

"However, when it ‘comes in the form of long-term 0@p1ftal contrlbutlon “grants” may also be '

categonzed as foreign capnal _ O -

. Based upon the terms and conditions attached to the t'orelgn capltal a dtstmctlon can be drawn' \_ '
between tied and untied aid. While extendmg the assistance the: foreign agency may at times -

~impose certain conditions as to its.use for a particular purpose, project a programme. In such

. case it is described as “tied up aid’. As such ‘the aid may be tied by source, project and
.'_.-commodltles or it may be tied both by project and source (double tying). Besides the above, B
mentioned, foreign capital may take any other form also clependlng upon the cnrcumstanees

concernlng the aid glvmg and aid receiving countrles

‘The above dlscussmn Eeads us to chart out the various types of forelgn |nvestment in the .

followmg manner.

l.ﬂ. :
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~ Chart -1
\ Foreign Investment | -

Private : - Public T Clolla!bo-_ . Grants
Investment S . Investment. rations ' '
Direct - . Indirect | . Joint .| Between
Private ~ private - participation| - Foreign
Investment . investment ' of private “firm and
S o Parties recipient .
e ' o : ; Government
. o | _
~ Bilateral .~ Multilateral |
g}

loans ' loans. aamace— T
. Tiedup untied -
grant . aid >

10.6 FOREIGN CAPITAL ANDF OREIGN TRADE

Forelgn trade is dlfferent from forelgn investment althoug1 they are closely refated in the
case of under-developed countrles : . L :

Marshall has observed that “the causes which detenn:nu the econom:c progress of natioris.
belong to the study of international trade”. Dennis Robertson is also of the opinion that foreign
trade is the “engine of growth” ‘Trade is'a chagnel not. only for physncal goods but also for.

“ideas, skills, management and technology. ;GQOgraphlcal specialization in certain resources

enables the country to produce certain gooﬁs ‘at cheaper'rates than others. As such, through
foreign trade certain goods are made a\(alléble at cheaper rates than the domestically produced

- goods. This sort of supply of goods at ¢tieaper prices enables the importing country to generate

some savings which can be directlyutilized for capital formation which is the ultimate function

~of foreign capltal Thus foreign trade indirectly achieves the results of fore:gn capital. Foreign
. exchange is essential for economic development in backward economies. Foreign capital and

foreign exports are the main sources of foreign exchange. 'When a country’s import are greater
than its exports, the government or ‘the trading agency may seek foreign capital. Thus the gap

between exports and imports is finally set right by foreign!investment. Capital borrowing from.
foreign countries increases the output employment and real incomes 1n backward countrles :

As such, foreign trade and forel gn capital go together : |

10 7 ADVANTAGES OF F OREIGN CAPITAL

The following are some other benef' ts that under-develbped countries secure from forelgn _
' capltal R - . . . :

1)  Foreign capital breaks the vicious circle in which the -deveIOpi ng countries are caught

up: Undérdeveloped countries are characterized|by low production and productivity

and consequently by low incomes. Therefore, the purchasing power of the people will
~ also be low. On account of poor incomes the economy will be starving for want of
savings and investments. Foreign capltal could supply this and help in expanding
: __economlc activity. L - '




2)

)

4

Foreign capltal with the latest techmcal know—how may be avallable to the reclplent
countrles Wth]‘l w1ll provide an lmpetus to mdustrlal activity and expans:on

' Forelgn capital plays a vital role in supplying the frmts of years of scnentlf‘ ic and \
industrial research, accomphshed by the older 1ndustr|al countries.

External assistance, more- speclally which comes in the forms technology, managerlal

expertise and skills, without . hawng to face inherent inflationary pressures of
' development expendlture Thus it is anti-inflationary in character ‘

The aid glvmg-countrles enjoy the followmg advantages by assmtmg the under-developed
countries: . : . :

)

2)

3

Export of cap:tal ‘goods to less developed countries w:]] lead to stablllzatlon of prices
in thelr home markets.

Investments in under-developed countries brmg more remuneratwe outlets to- capltal S
expomng countries than those avallable mternally . _ C

Different countries are at different sta},es of economic development Some are hawng -
-enough savings for investment and some others have opportunities for investment, but
without having the requisite resources. The former can profitably invest their surplus |

resources in those countries lackmg them Thus the savings of the world w:]l be put to
their best use. :

10 8 DISADVANTAGES OF FOREIGN INVESTMENT

Forelgn cap:tal is viewed with susplcton but the economic lu{;toly of many cleveloped countries

‘does- not justify it. However, the’ followmg are so;ne o"f the dtsadvantages of fore|gn .

investment.

1}

.;_2)

4)

._5)

6)

Ry
\Vad

The use of external funds makés the reaprent country dependent on foreign countrles
This may lmpede the atta:nment of self-rellance :

‘The plof'ts generated in the country will be laken out of the country in the form of
dividends, interest, etc., Consequently, the recipient country gradually may become,

impoverished.

The cap1ta| borrowmg country may: lose economiic 1ndependence The - economlc.
- domination by a foreign country withrits vested- interests may lead to explo:tatlon and
political mterference All these come in the way of the economic pro;:,ress of the

-country :

-_Foreign capital worsens the unemployment situation in the country, The foreigners,
generally, employ their own people, and may practise racial discrimination it the .
matters that relate to recruitment; promotions.- éte. . R

If basic, key and defence goocl‘; industries are controlled by the fore|gn mvestors the
national security erI be under threat

Foreign capltal may be exploltmg the natwal resources of the borrow:nb country in .
order to enr:ch the ]endmg country : -
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7y Forelgn investors prefer to invest in the industries where pOSSIblhly of prof' tis very.

high. They-may not pay attention to growth br!ented industries. Consequently the

; outcome willbe a ]0pSIded economic and industrial development

L

The above mentloned drsadvantages as a matter of f‘act Partlcularly concern the countries

under colonial rule. But the’ "politically independent under-developed countries can plan their
economic activity and adopt independent and cautious pohmes towards foreign capital. If the

foreign assistance is kept under native management and control the disadvantages of the

foreign capital may, perhaps, be minimized or avoided. | l

CHECK YOUR PROGRESS -2 _ 1

- i) What are _the_-.different types of foreign investment 7 |

10.9 SOURCES OF FOREIGN CAPITAL

'Forelgn capital has come to India mainly if theform of loais and grants. Profolio investment

has also been expanding gradually in our cour}wy On the whole, in our.country, the- amount of
foreign aid. has been showing an mcreasing* trend. The aid has been obtained for financing

various kinds of activities from capitahist countries, socialist countries,. and’ international

institutions. Very recentty foreign aiduin the form of foreign currencies and crude oil has been

‘'sought from petroleum producing. countries.-Broadly, these sources can be grouped into four
'categorles ‘The first category is‘of consortium countries. In this category, Austria, Belgium,
- Canada, Denmark, France, West Germany, Italy, Japan, Netherlands, Norway, Sweden, the.
- UK and the U.S.A., the IBRD and its affiliates, the IDA will figure. The World Bank group

(IBRD and IDA) and socialist countries come under second.and third categories respectively.

The socialist countries which make investment in India are Bulgaria, Czechoslovakia,

Hungary, Poland, the USSR, Yugosiavia, GDR and Romania. Further, countries like Australia,
Newzealand, Switzerland and the European Economic Communﬂy also assist India with

foreign’ investment. The largest amount of foreign assistance has come from consortium
members, with both the member countries and the World Bank group contributing sizeable aid. -

In terms of groups, the next is that of socialist:.'countries. Of the principal donor countries, USA

has extended the largest aid which far exceeds the aid from any other single source. The

second posmon is that of the U K., followed by the OPEC Japan and the USSR in that order.

* Foreign Colaboration : Fore:gn collaboration is one of‘ the forms of obtalmng forelgn capltal : ..

by developing countries or multinationals through foreign capital with native entrepreneurs for
establishing business organistions. Foreign collaboration may be for:securing technical know -
how and for financial resources, Foreign collaboration will be either through the establishment

- of branches of foreign companies or the floating of subsidiaries incorporated in the importing
country. In these subsidiary companies the foreign agency may have majortty or minority -

control through equity participation. Pure Technical Collaborations (PTCs) are preferred to
forelgn equity pamupation The PTCs are created by dgreements between the two countries,
viz., the aid receiving-and-the aid glvmg

ies. Theqe PTC agreements will check the ﬂow _



of foreign ‘exchange in the form of dividends which are otherwise payable on'the equity. -

holdings of the foreign agencies. However, there is likely to be an outflow of foreign exchange

on account of collaboration but it will be refatively tess than the total profits payable. The
outflow of funds due to collaboration will be in the form of (i) royalties for import of t_ec_hni;:a] '

* know how; and (i) payment of technical fee.

‘While Indian Policy-l_oWard'_s_forgigh collaborations remained restrictive and selective during - -

the _pre-liberalisation period, it is not so-in the post liberalization period. “Foreign
collaborations- are permitted- liberally in priority areas, more specially those in which we had

~ not developed our capabilities. In the recent past L.e., after 2000, government revised its policy

very liberally towards foreign collaborations. For instance, in one go, in the month of Aprif

2003, Indian govt cleared 47 proposals pushing the foreign invest figures by Rs. 285 crores. Of

these foreign- collaborations major investment proposals pertain to  busiriess process

“outsourceing/ _béck.off'[c_c 'operations,- logistics, wholesale marketing, distribution, supply,

import, export, distribution of high performance polyolefin products, manufacture of design
- and development of systems and application software development transportation air freight
and ocean freight forwarding and development of integrated township/model towns - '

Forei gh collaborations mainly, are of two ty'pe"si'-ﬁ i

iR

accords approval on. the. advice of Foreign Investment Promotion. Board (FIPB), but farge
projects over this limit are approved by Cabinet Committee on Foreign Investment (CCFI).

~Inrecent years India has been greatly encouraging this form of jlnpdrf_'_ot'_fore_i gn cdpita'i_l_. There -

“foreign firms and Indian Govt. and between forcign govts, andAndian govt. -

. are three types of foreign collaborations ~ joint participation hetween private parties, between

L

(i)Technical approvals ihvolv_i11g payment for technology; and (ii) ﬁnanu’:ia]“approvai invo]ving\_
equity capital of an existing or new undertaking up to Rs. 6000 crores. The Industry Ministry

5

LY

- 10.10 NRIINVESTMENTS >~

y .

Since 1960, investment by"an-R_e'sident Indians (NRIs) in the bank deposits _ahdforpora[c

securities of India has become one of the imporfant sources of foreign capital, In almost every

-country of the world. there is a sizeable population of Indians. Although they become citizens '

~ of other countries, their social, cultural and emotional ties with India and Indians - have
continued to be strong. As result of their hard work and initiative, they accumulated large
resources of investible funds.. There are about 12 million NRis,_spread across the globe. The
Govermment has recognized the ‘fact that NRIs command sizeable resources in terms: of
finance, scientific talent, and technical know-how. The Government of India has adopted a
liberal policy in recent years for the promotion of NRI investment in India. The investment
channels include bank deposits, direct invesiment ‘inindustries, portfolio investment in

corporate securities, Government securities, units of mutual funds eic..

©In 1991, various schemes were launched by the Government of India to attract NRI funds. The *- -

central budget for 1991-92 has pe_rin-itted the NRIs to acquire propetty in India without any:
- elaborate procedural formalities and permitted to make also capital gains on 4 repatiiable basis.
Dollar bond scheme under Foreign Exchange

has also been launched by the Government. -~ .

v

To bolster foreign exchange reserves, Indian government, offers many itcentives to'NRIs. For .

~instance, the interest rates offered ofi-such. deposits were higher as compared with the global
* market rates. However, with improved actess 1o international capital markets. and incieasing

bonds (Immunities and Exemptign)__Act 1991
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inflow of foreign investment in recent years, there is no need to continue with high costs to -
attract the NRI deposuts The mterest rates. on such deposits are therefore ~ lowered
progresswely : : : : : : -

Under the non-resndent bank accountfdeposn schemes,!an Indlan nattonal and person of Indian

origin residing abroad can.open bank account in India freely out of funds remitted from abroad’
or foreign exchange brought in from abroad or out of funds legitimately due to them in India. -

Reserve Bank of India in accordance with the open %orelgn investment pollcy of Indian has
granted general permission to bank in India which are authorized to deal in foreign exchange
(authorized Dealer ) to open' such accounts freely. There are f' ve types of non- resedent

accounts which can be maintained by authorized dealers.

AN S R e

' Foreign Cutrency NonQResident-Aecount (FCNRA)

Non-Resident (External ) Rupee Account (NR{E)RA)
Foreign Currency Non—Resident (Bank) Account (FCNR(B))-
Non-Resident (Non-Repatriable) Rupee Deposits (NR(NR)RD} '

' Forengn Currency (Bank.and Other } Dep051ts FC( B&O)D)

The Government of India liberalized its policy towards forelgn 1nvestment in 1991 to permit
automiatic approval for foreign investment up to Si% equity in 34 industries. The FIPB
processes the application” of the cases not covered by automatic approval during 19921-93.

Several additional measures were’ taken to encourage direct. forelgn investment, portfoho

mvestment NRI mvestmentete R o

1,

' par W|th fully Indian- owned compames

The dmdend balancmg cond:t:on earller appllcable to forelgn investment up to 51

percent equity is no longer applled except for eonsumer goods 1ndustr|es

J.

Ex:stmg compames w:th forelg,q eqmty can ratse it'to 51 per cent subjeet to certain

- prescribed guidelines. Foreignydirect mvestment has also been altowed in exploration,

-_production and refining of 9il and markefing of gas, coal mines can also be owned and
run by prlvate mvestors 1n power N | :

!
\

NRis and Overseas Corporate Bodies (OCB)‘predommantly owned by them are also

- permitted to invest up to 100 per cent equrty in high- priority ‘industries with
. repatriability of capital and income. NRI in estment up to 100 per cent of equity is

also allowed in export houses, trading houses, star trading houses, hospitals, EOUS,

-sick: industries, hotels and tourism related industries and without the right of -

repatriation in the previously excluded areas of real estate, housing and infrastructure.

" Disinvestment of equity by foreign investors has been allowed at market rates on stock

exchange from 15 September 1992 W|th permission to repatriate the proceeds of such
disinvestment. S .

India has signed the Multilateral Investmert Guarantee Agency Protoco] for the
'proteetlon of forelgn investors on 13 Aprll 1992 .

Provisions of the Foreign Exchange Regulatlon Act (FERA) have been li beralised -as a
result of which companies with more than 40 per cent of equity are also now treated at

Foreign' compames have been_ allowed to use their trade marks on domestic sales.

I o R
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ln January 1997, this limit was raised to 74 per cent in case of torelgn mvestors and 100 per R
cent for NRIs. ' o

As a consequence of the 1 measures taken by the Government, durmg August ]99] and August
1998, the Gowi, approved total foreign investment of the order of Rs.1,73,510 crores about
137 times the Rs. 1,270 crores of foreign investment in the last decade (1981-1990). All these.
- measures were taken to promote the inflow of foreign capital by offering a large number of
- concessions. This is in sharp contrast to the policy followed during the first' four decades of - -
planning. - Obviously, this indicates that the Gowt, has been qmte successful in ehang:ng, the
. climate for the entry of foreign investment, : : :

The F01e| gn invéstment policy as amended upto 2002 has the followmg hlghlights

1. Automatic clearance of forel_gn equity participation up t0_ Sl% in a_-w:de. range of | _' '
industries, which is available till now is also availab]e for even tiny units. '

- 2. Investmem above SI pel cent equity is also permmed on the basis of case by case'
_ __approval by FIBS. : -

3. Forelgn equlty part1c1pat10n is aI[owed with or W|th0ut fore[gn technology

4. 24 per cent of' forelgn equlty partlmpatlon in, Smal[ Scale !ndustna] (SSI) umts is -
allowed. ' . . - '

5. Foreign lnvestment up to 51 per cent in trading companles engaged in export activities
is a]lowed and such compames will be on par Wlth domestlc tradmg and export houses

6. Reputed forelgn pension fund compames are permltted to mvest in equntles of Indian
. ‘companies. - ND : :
7. Higher royalty payment of 8% in the case Q(export produetlon is allowed

8. Automatic approval for forelgn technojoglcal agreements in hngh pnorlty mdustrles is
given. :

.o\ N

9. ‘No penmss:on is requlred for hiri mg of forelgn techn:c:ans

10 No restrlctlon on repatnatlon of d:wdend proms etc.’

O NRI INVESTMENT POLICY

The hi ghhghts.of t_he NRi investmeni p(jli'ey as amended upto 2002 are'as folloWS' h

[. Equnty 1nvestments in ex:stmg companies through stoci\ exehange up to 25 per .
~cent by the NRls or thelr overseas corporate bodies.

2. NRIs and the OCBS can 1nvest up to'100.% equlty in hlgh prlonty 1ndust1 les : AR
3. Investment in real estatefhousmg sector is pelmltted
4. NRIs can impeort every six-months 5 kg of gold of nominal._cds_tbrﬁsduiy. o

5. Exemption from income and wealth tax_nn Investment in ban_k deposits. -

=
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The Secretariat for Industria[ Assi_stan’ce'( S_lAj","' the FIPB and CCFI have been _play\ir':g-_a major

role in promoting foreign capital flows into India. As meritioned earlier, up to Rs. 600 crores
the Industry Ministry accords approval on the advice of Foreign [nvestment Promotion Board
(FIPB), but larger projects. over this limit are approved by Cabinet Committee on Foreign

Investment(CCFl)

10.11 __TIE‘D AND UNTIED AID .

.+ Foreign investment in India may be either tied or untied one. An untied aid is a ge_neral
purpose aid which is also known as non-project or programme aid. This kind of assistance is’
meant for meeting.the overall needs of the development plians of the country rather than those -

of a particular project. For instance, India receives non-project aid from IMF, the UK and the

Federal Republic of Germany in the form of balance of pdyments assistance. It could be used

for the import of raw materials, components and spares. Generally, such aid is preferred by the
developing countries as they are free to utilize the aid in F&ccordance with their. development
programmes.’ Besides, such untied aid also reduces the real costs as the recipient.country can

buy its requirements at competitive rates from the world market without any inter bureaucratic .

frictions. Conversely, when the aid is tied-up to a project 01' source or both it is known as “tied

aid”. Aid tying is followed by the U.S., Britain and the Federal Republic of Germany This N
~type of aid tends to increase the costs of the projects by more than 30% to the recipient

countries. Double tying by-source also limits the choicg of technology -and will force the
adoption of a highly capital intensive technique which may'be inappropriate to a labour surpius
economy tike India. Often, _excessive ald-tymg to prcuectF leads to the under-utilisations of
domestic resources as it creates a bias towards import basef projects. :

10 12 GOVERNMENT POLICY ON FOREIGN CAPITAL

The Industrial Policy Resolution of 1948 and 956 as wk:]l as the late Prime Minister Mr.

Nehru’s statement (April 1949) constitute the asis of ihe Government policy on. forelgn_
. capital, These statements show that the fol[swing three - mportant assurances were glven o .
' -f‘orelgn investors : - : Vadl : '

P
L

1. India will not make any dlaénmmatlon between forgign and local undertakmgs

2 'Subject to favourable foreign exchange position, rfl'asonable facilities would-be glven '

to foreign investors. for remittance of profits and repatriation of capital, and

3. 1In case of nationalization of the undertaking fa|r and equnab!e compensatlon would be .

paid to forei gn investors..

" The Government of Indla has recognized\ foreign capital as

~of collaboration. In 1970 the Government of India allc
~ subsidiaries of foreign companies to. expand and diversify
- specific export commttments These relaxations created

- Therefore, during February 1972, the Government put for
-~ the limits of participation by Indians in foreign subsidiary
" of output expansion. Thus, companies with foreign holdings exceeding 75% would have to
. raise 40% of the estimated cost of expansion by the jssug

to domestic' investment in the development of the coun

Centre was set up to bring Indian and foreign entreprencus

mvestment circles.
I

an important supplementary input
try/ The Government exténded a

. number of tax concessions favourmg foreign. enterprises and simplified industrial licensing”
- procedures to avoid delays in approving foreign collaborati

ons. In 1961 the Indian Invéstment
s together for identifying the areas
owed those industrial houses and

an atmosphere of “suspicion ‘in

companies if they undertook plans

their production, which undertake -

ward a precise formula setting out.

f additional ‘equity to Indians. The -



corresponding proportion for companies with 60-70 percent under foreign ownership would be:
33% and for those with 51-60 percent under foreign ownership 25%. Thus, the Government
has to follow a-policy of Indianisation of forei gn subsidiary.companies or to boostup exports
- through the’ agency of foreign firms. The latter course will lead to the expansion of the

influence of foreign, concerns which may prove dangerous. While tiberalizing the conditions
- for foreign private investment, the Government should in no case atlow subsusdiary companies -
which are neither willing to make a firm commitment to export promotion nor are prepared te .

accept the scheme of gradual Ingdianisation.

The Janata Government in 1977 laid down the following guidelines’ regardihg.. fore.ign.

_collaboration:

1. There should not be.foreign collaboration in areas where adequate Indian skills and

: _._C&ﬂpital were available

2. Whenever the !ngeed_for foreign coltaboration is felt in areas of high priority, emphasis;
- shoulld be on the outright purchasing of technical know-how, technological skills-and

machinery.” Further, it was emphasized “that the provisions of FERA (Foreign

““Exchange Regulation Act) must be rigorously enforced in the consumer goods

- industries. The Government also felt it necessary that the production capacities of the

- foreign ﬁrr:nS should also be frozen at the existing levels. -

in July 1991, ihe_Governmént has declared that opportunities for promoting fofeién investment

in India sheuld be fully-cxfalbited. The Government has felt that the relationship between

domestic and foreign industry needs to be much more dynamic than it has been in the past in -

terms of both technology and investment. Tn view of changing global industrial scenario the

.. and industrial development, - - . TN
N . . . . ‘ . LI " = o~ " .

.- Government said that it would welcome foreign investment in India in the interest of country

. . o B B o . ." .'_.§ .}. . ._. K . . .
In order to invite foreign investment m'hlgh-pr:qugy-’lndustrles, requiring large capital and

advanced: technology, it has been decided. to provide approval for direct foreign investment .

- upto 51% foreign equity in such indust_ri.es, ¢

L7

: . . A . c N o . . ’ ’ X
- The Government admits that the required marketing skills for the promotion of exports of L

.. "Indian products isvery much Ia(_;king.'Highly--professi'ﬁna]_ marketing activities are very much - -~
in shortage in our country. Hence Government will encourage foreign trading companies to -

* assist us in our export activities. .

~For this purpose it i-nifites 'i'ntcl:

manufacturing and marketing firms.

. To inject the desired lend of technological dynamism in Indian in'dus_try,- Government will
provide automatic approval for technology agreements to " high priority industries within

. specified parameters: Similar facilities will be available for other industries as well if such
-agreements do-not require foreign exchange. The Indian companies are free to negotiate the -

terms of techfology transfer with their foreign counterparts,

The above discussion amply explain the Ii_béra] approach of the Goverament with regard to

foreign investment and technology transfer. This policy is considerably different from the :
. earlier foreign investment policy which was relatively restrictive and regulatory in nature: . -
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10. 13 GUIDELINES

You W|lI apprecnate the Government pohcy on forelgn mvestment presently in force when you

)

- B) The following are the forelgn investment norms laid dc
. August- September 1991
i) Direct foreign mvestment upto 51% W|1E be allou

i) ngher equity on case by case basis wrl] be allowe

i} Only 18 industries like coal, petroleum, Sugar, mo

: Cornpames engaged in tradang activities in India
* foreign share holding to the level of 40%. Therefore
. foreign companies operating in India and Indian (

foreign holding to obtain the permission of the RB]

: lf the exports of a company account for more than

" . acquaint yourselves with the earlier rules (1975) and the present guidelines (1991) governing -
-the foreign capltal investment. Hence a brlef outline: of the guidelines since 1975 is given
below. ' o ' h

In April 19?5 the Government of lndia tssued the f llowing guidelines Wit_h regard to

the forelgn investment:

companies as per the policy of the Government

Brariches and companies -engaged in manufac
predominantly export-oriented will be allowed to
approvals subject to Indian part1c1pat|on being not
company .

Companies carrying ‘on activities given in Appe

_ Branches of forelgn compames would be requtred to convert themselves into Indian .

turing . activities and which are -
continue on the basis of existing
less than 26% of the equity of the

yill be required to bring down their
e, it is obligatory for all branches of
Companies with 40%-and above of
for continuing their business.

ndix-1 of the Industrial Licen_s.in'g

Policy 1973 together with activities requiring soPhlstl'cated technology and exports
accounting for not less than 75% of the-total annual turnover will be allowed to -
continue their activities but they will haye to mcjrease Indian participation within a
speclf' ied period to not Jess than 26% of ‘theequtty }::apltal of lhe company

If the exports of the companles ment.toned above

ccount for not less than 60% of the o

total annual turnover; it shall have lndlan parttclpatlon of not less than 49% of the

eqmty of the company.

N\

40% of the total annual 'turnover, it.-

will be allowed to continue its activities subject fo the condition that it will increase,

company,

‘within a specifi ied period, Indian participation to not Iess than. 49% of the equ:ty of the'.

Companies c';om'ing-With proposals for substantial exports could be considered on

merits for higher level of foreign equity participat]
is in the overall interests of the economy. '

enterpnses
sector 100% equity mvestment will be permttted

are restricted from foreign investment.

on provided that such participation

N

)wn' by the Government of India in-

ed automatically in new industrial

d without any conditions. In power

tor cars, drugs and pharmaceuticals



iv) Automatic appfoval will be accorded to industrial units where costs of capital goods

imports covered by equity is less than 25% of plant and machinery upto a ceiling of o

Rs.2crs.

V) _R'eéf[fictions on FERA companies are lifted by.rep'ea]in'g many of the'-'prov"is_ioné of
.. FERA 1974. After going through the above guidelines, you can clearly understand that -

the Government is very much tiberal in inviting foreign capital into India.

- 10.14 FOREIGN INVESTMENTS PROMOTION BOARD (FIPB) |

Consequent upon the spirit of liberalization aid deregulation of trade and foreign capital, the -

Union government has constituted a special empowered board to proinote foreign investment ,
by negotiating with the  interested large international firms to approve direct foreign

investments in selected areas, .

The objective of this Board is to invite and for investments in India by international companies -

~ in-projects which are considered to be beneficial for the economy. The functions of the board

include expeditious clearance of proposals , establishment of contact by inviting selected

~international companies to invest in india in appropriate ventures and to periodically review

" The board is headed by principal secretary to the prime Miﬁi_ster. Other merﬁbers-of the board -

the implementation of the projects cleared by it.

‘The programme: of 'iri\_?estmentg.\ includes a variety of activities such as ; m_anufécturing ,
marketing , designing and expart promotion,: energy conservation, technological upgradation -

and modernization, infrastructure development; better utilization of raw-materials and natural
resources and substantial increase in employment. ' " .

" include the Finance secretar ., commerce secretary and secretdvy, Industrial development. This
: M Y LYY : P :

board is expected to cause an improvement in the forei grigvestment. -

10.15 IMPACT OF FOREIGN INVESTMENT ON ECONOMIC

_ As pointed out-earlier the foreign aid is meant to (a) supplement domestic savings, ('b)-'make o

N
=

N

DEVELOPMENT =~ =

available additional supplies of foreign exchange and (c) facilitate transfer of technology from
advanced countries. - S : : .

The extend to which foreign.aid can contribute to the dc\felopincnt of the productive capacity.
of the country depends on the judicious use of for¢ign aid, the efforts and the total disposable .
resources of the recipient country. Foreign aid created growth potential far beyond the original o

- capacity of the recipient country. Foreign aid will.have its impact on various aspects of the

economy. For example, the import of capital goods from foreign countries may release non-aid
-resources for increasing the current. consumption and aid in respect of consumer goods, and

* may hip release domestic resources for capital formation. Theérefore, .it is difficult to assess

\
|‘.

the impact of aid precisely. However, a brief idea about the impact of foreign investment is

present for your comprehension. .

The rate of investment in India has substantially increased over the years on account of .

increased foreign capital. Of the total aid authorized and utilized, a little less-than half

- tabilize the food grain prices.

- irepresents in kind or commodity. A major part of the imported resources has been utilized to - . -
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fishery, foreign aid has helped to modernize the techn
enlarge the power potential of the country: -

A small portion of foreign investment was used in
railways. In the earlier period, foreign aid played a

which was over used during the second World War.

In thé setting up of the steel industry, the foreign

External assistance has contributed to the expansion of the productive capacity of agri'ci.llguré n
in a big way by enlarging the irrigation poteritial of |the country. In the fields of dairy and .
ique of production. Foreign aid helped to

the development of transport inbluding

aid from the UK, the USSR and West

Germany was significant. The production of steel has increased substantially because of huge

foreign investment. It.is to be noted that steel is a bas

from what is mentioned above the foreign investment in India has improved the country’s
technical resource base. Technical know-how, development of native personnel and increase

ic input for rapid industrialization. Apart

educational and research facilities have contributed to the development of technical skills in

the country.

The outstanding foreign investment policy aims atachieving equilibrium in foreign exchange

reserves, promotion of consumer industries, increasin

g foreign trade and marketing activities.

10.16. SUMMING UP

attracting foreign capital into India.

" The Union Government has setup Foreign Investme

‘Almost all developed countries have at’one stage o

~ technology for rapid industrialization. Foreign capit
- foreign country in another country which is not under

r-other dei:ended on -fo_reign capital and
al may mean the investment made by a

form of equity capital, loan grant etc. Foreign collaboration means ‘facilities provided by the

foreign partner as technical services, licences, franchise etc. The need for foreign capital arise
on account of savings gap, trade gap and techniology gap. o :
. ’ : o~ |

: ) do S
Role of foreign capital economic dgyaoi)ment is tq attain higher rate of economic growth

without losing the present rate of cotisumption. Fore

N\

. VvV
It is to be noted that foreign capital and foreign colla

ign investment may be either in the form
of I} private foreign capital ot ii) p_iﬂ’)lic foreign capital iii) foreign collaboration and‘iv) grants.

one and the same. Although there are many advantages of foreign capital, it causes a surrender

of ones’ sovereignity and economic independence. |

The role and quantum of foreign capital

inereased much from 1923 with the adoption of policy of protection.

Theé sources of foreign capital in the context india
institutions, foreign collaboration, NRI investment an
availed tied up and untied aids from various co
investment was selective, restrictive and choosy in th
1991, there has been much change in the attitude ¢

d multinational companies, India has also
untries. Government policy -on foreign
e earlier years of independence but since

»f the Union Government with regard to

foreign investment. The Government has relaxed the rules and committed to the policy of

ht Promotion Board to pursue the liberal

policy and to keep a constant contact with foreign governments and entrepreneurs for capital

investrnent. This Board helps in the promotion of foreign investment, technology transfer and ..

marketing of Indian products in foreign countries.

vital-role in rehabilitating the railways =

its control. Foreign capital may be in the - '

lboration, though'inter-dependent, are not .

are capitalist, socialist and international

C Tt



10.17 CHECK YOUR-PROGRESSI : MODEL ANSWERS

- ( i) Forei gn capital isthe rnvestment made by a foreis gn country in another country whlch
is not under the polltlcal contro] of atd giving country..

2 (1) Private Capltal investment
- Public capital mvestmems o
Collaborations -
Grants.,

(i) E:tport and import of goods between two countries is called foreign trade.

- 10.18 MODEL EXAMINATION QUESTION_S'

L Answer the followmg questtons in about 30 Imes each

What are the dtﬁ'erent types of foreign capttal? Explam
" Why is foret en capltal essential for foreign trade? : .
‘What is the necessity of fore: en cap1ta| in less developed coumrles‘?
' What are the various sources of forei gn caprta] for India? Explam

Explain the Government pohcy towards foreign capital in India.

- R

What is the |mpact of foreign capltal on economlc development of Indla’? Explam

Il Answer the followmg questlons in about 15 Imes each.

' )
Distinguish between direct and indirect foreign. !.nvestrnent ) -

Explain the dtfference between tied and untted'TOans
Explain the concept of “b:]ateral agreement”.
0. What is the role of forelgn cap1tal in ecbnomlc development'?
1L Explam the drsadvantages of forei gn cap1tal _
12, Explain the rieed for forelgn capnal in Lmder-developed countrles like lndra
13, - Explam the essential aspects of the foretgn mvestment pohcy of 1991.

14.  What are the recent gutdelmes gtven by the Government for forelgn mvestment in .
- India? - : . . S

| l-S. : What is-the role of forelgn capttal in the plarmed economlc development of Indta 9

| \v 10 19 RECOMMENDED BOOKS

!

I:*“ EugencF Bngham < o 'Fundamentals of Financial Management,

= \_ o - -7 The Dryden Press, 383 Madrson Avenue :
' | .\";nes' C. Van _Hor.r_)e'ﬁ' - . v Fundamentals of Financial Management
Ay SN Prentice Hall oflndla Pvt. Ltd S
s N New Delhi. - e
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10.20 GLOSSARY

Bi.lateral loans -

Foreign capital

Foreign collaboratien

Indianization

Moultilateral loans

Rentier investment

Tied aid

Untied aid

The loans wlﬁich are given by the foreign
government directly to the government of the
aid receiving country.

. "l;he investmént made by a foreigh company in

another couritry which is not under its politlcai
govemance :

: The part:c:pat:on of foreign capital with domestic

-capital in the establishment of industrial and

‘business orgamzatton_s is known as foreign .

collaboration. -

The process %of diluting foreign capital.

" The contributions of foreign Governments to-

international agencies for assisting the under—
developed C(!)untries.

It is the mdlrect foreign investment which is a

~ form of pnvate fore:gn capltal

.\:;,’

The aid gwen fora pamcular project.

Th{: aid gwen for general purpose, which is  also
known as non—pmject or programme aid.

\z
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occasions establish and manage industrial units. -

liberated underdeveloped countries in Asia, Africa and Lati:h_America took steps to solve their
chronic problems of squalor and poverty. In one such step was to step up the tempo of '

.industrialisation by establishing special financial institutions to supply the basic ingredients of - -
development, viz., capital, knowledge, and entrepren urship.  These special financial

institutions are called Development Banks. :

William Diamond defines Development Bank as “an institution concerned primarily with long-
term loan capital and a development corporation which is concerned primarily with equity

capital and with fostering and managing specific companies as well as providing financial

support”.

The concept-of Development bank is based on the assumption that mere provision of finance
will not help to bring about entrepreneurial development. Successful entrepreneurial banking

should: include the indentification of promising investment projects, undertaking  the -

preparation of project report, provision of technical advice and management services, ard
finally assisting the management of industrial units. Thus, Development barks are the
financial agencies engaged in providing :medium " and {long-term assistance to ‘business
undertakings in the form of loans, underwriting and investment. -In doing so, they serve as
catalistic agents in promoting a balanced and viable process of development and may on

~ 11.2 NEED FOR ESTABLISHMENT OF DEVELOPMENT BANKS

The f'ol]dwing are the reasons for estab]ishméh_t of Development Banks:

L Lack of Capital: Most of the unélerdcveloped and devélopiné economigs have be¢n
unable to mobilise enough financial resources for the development of their industrial

- enterprises. - The private enterprises requiring pefiods of tong gestation and or big

investments trade Development CorpOrations above would be able to supply the -
tequisite financial assistance and so.aréindispensable for the economic advancement of
these countries. ~ ¥ ' - ' '

Q Ao

. Low Capital Formation: l’n:’dtveloping countries, the rate of capital formation is low,

and in Consequence the rate of savings is also fow. The development corporations help '

the economy by finding the gap between savings and investment.

1. _Ill-Organiised Capital'Market: The c'apital markets in most of thesle'cbunt_ries arel

inactive and ill-organised. Apart from financing business enterprises the development .
‘corporations activise the capital - market by facilitating the marketing of corporate
securities either by underwriting the various issues or by creating a constant demand for
them. : i : ' o

[V. Planned Economy: After the S_e'cond'Wdrld‘ War,jalmost all countries have'opted_'_for

planned development of their economics for the proper utilisation of .the scarce:
resources, for achieving the balariced regional devefopment, etc. . The special financial
corporations play an important role in the planned development of a country. They
divert resources to the. projects. of national importance and utilise scarce financial

resources of the country-in a planned way. 5
|

V.  Development of Small-scale Indusiries: 'The'smq?ll-sééle industries play an important

- pole in the economic development of a country. The problems relating to the financing

of small business are of a special character which tan be tackled satisfactorily only by /

institutions organised specially for this purpose. Mbst of the developed and developing’
countries have in the recent past established special| financial corporations for financir’
small-scale industries exclusively. _ ' - o //




L

- term finance. The special financial corporations have been estabhshed mamly to prov:de -

'Proﬁsion of Long-term Finance: The commerecial banks which have been an‘important

source of industrial finance in many countries have not been helpful in providing long-

medlum and long-term finance to the industries.

" CHECK YOUR PROGRESS - 1

" 1. List out the reasons for establishment of development banks. -

R R I
e e
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11 3 OBJ ECTIVES OF DEVELOPMENT BANKS

The prmc1pa] objecnve of development banks i$ to act as a catalyst for 1ndustr|al development _

in a country. In underdeveloped and developing economies which are hadlcaped by not only
scarcity of capital but also dearth of entrepreneurial talent. The development banks do not
- restrict their activities to the conventional function of providing term-capital to entrepreneurs.

They even assunie a: promotlonal role by undertaking industrial surveys, identifying growth -

prOJects and the preparmg of feasnb:]lty studles conducting industrial performance etc.

The deve]opment banks have to adapt thelr Iendmg and mvestment strategy and activities

“towards the realisation of the national objectives. They have to define their objectives within

the scope of their statute in such a manner as to serve national objectwes The fol!owmg are
"~ some of the objectwes of the deveiopment banks :

3

(i) prowdmg f'nance to med:um and Iarge mdustrleS\ )
(ii) financing small-scale industries- "j S

P

_(m) .achieving balanced regional deve!opment* v
(iv) _promoting export and import SUbStIIUt’!OI’I
(v) providing technical know-how: and -

(w) monitoring snck mdustna] units

11. 4 F UNCTIONS OF DEVELOPMENT BANKS

- The f‘ollowmg are lhe funchons ot development banks

Sanctlon of Loans: The most important function of the- deve[opment banks is to' :

provide long-term and medium-term loans to industrial concerns. Loans are prowded by B

certam development banks in bolh local and foreign currencies.

Underwr:tmg Another lmportant function of development banks is'to underwrite the

~ . issue of shares, bonds or debentures by industrial concerns, Almost all such mstltut]ons :
- undertake the function of underwrltlng ' o X

Guarantee of. Loans Most of the development banks assist’ mdustnal concerns by

- providing guarantees of various types, e.g., guarantees on behalf of the industrial

concerns in respect of (a) the loans raised by them in the open market or from:

‘\\ ]ocalfforengn financial institutions, (b) the deferred payments due from such concerns
%, arising out of the domestlc purchase or impoit of capltal goods (c) the i issue of chents o

SCCUF ities etc.

189



190

IV. Subscribing to th_é éh_ares-'-'_ﬁlid debentures: - Inaddmon to undér'writi_ng, the
development banks also directly invest by subscribing to the shares and debentures of
- industrial concerns. A H o

V. Developmental Functions: The other type of functions of development banks -are
called- developmental functions. These functions incfude the -promotion of new

" industries, provision. of technical, managerial and administrative ‘advice and the
conducting of techno-economic, market and invest ment surveys. :

CHECK YOUR PROGRESS -2 ___

What are the functions of Development Banks?

S T R e e R L L LA LR
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.......................................................................

11.5 MANAGERIAL PATTERN

The Managerial pattern of the dev'_elo'pﬁ}enf b_anks:ﬁormél ly dependsupon the role of different

agencies in their formation, financing and operation. T}ic_ development banks on the basis of
awnership can be classified into three types, viz., wholly State-owned, wholly private-owned,
partly State-Owned and partly private-owned.” The Governmenit, the Central Bank and the
local and. foreign shareholders all nominate their representatives to serve on the Board of

 Directors of the Development Banks.

With increasing globalisation and blurring oﬁtlje distinction. between different segme'nts of
financial intermediaries, Fls and banks ar¢"developing sound and prudent financial practices.

~ for financial stability. The Committee on*Bankirig Sector Reforms, popularly known as the

Narasimham Committee-II, made a aumiber of recommendations to streamline and strengthen
Indian banking system. The Conimittec also recommended that Development Financial

- Institutions (DFIs), over a pefigd of time, should convert__.tjhem'sei.\_res into banks and be
. subjected to the same discipline . of regulatory and prudential norms as applicable to the
- commercial banks. Envisaging that there will be only tio types of financial intermediaries in
future, viz., commercial banks and non-banking finance companies, the Committee suggested

that those DFIs; which do not become banks; would be cfl;\te'gorise'c'_l__as NBFCs. The Committee
further recommended mergers between banks and DF[s based on synergies, locational and

‘business specific complements. The RBI has issyed - guidelines for DFIs to.become.

commercial banks and these guidelines are same as for commercial banks under Banking
Regulation Act. Presently, quite a few financial players: which -are in various businesses,
qualify for universal banking. But due to regulatory restrictions, they followed the subsidiary
route to provide all services. ICICI has announced to become a universal commercial bank by
proposing a reverse merger with its subsidiary IC_ICI! Bank. IDBI is- actively. considering
different options to transform itself into universal banking, These: developments are set to

- change the face of development banking as practiced in the past.

" The need for dévelt_::pment banks was very strongly

'11.6 GROWTH OF DEVELOPMENT BANKING IN INDIA

felt in the country immediately after

independence to meet the inadequate of the capital market, which was ill-equipped to meet the

" needs of long-term finance. The commercial banks in |

wlia, pattered on the British model of *

banking, have traditionally confined themselves to the provision of short-term financial! -

. requirements of trade and industry. The ‘managing| agency _hoUses which served as. ar




c

im]':')ortént' adjunct is the capital market were found insufficient to cope with thf;,_ requirements

of the planned industrial -development. . There was also dearth. of issue houses, and =

- underwriting firms which sponsor security issues in the market.  On the other hand, there was a.

-manifold increase in the demand for long-term capital for their reconstruction, modernizgﬁcn, T
- expansion and diversification'requirements. The establishment of new industrial projects on -

- gigantic scale called for the provisions of crores of rupees on a lon g-term credit basis. -

~ Establishment of lndﬁéﬁpal-; f_.‘il'ialic'e- Corporation- of India: ‘The first step towards -the
- building up -of a structure .of development finance was taken with the establishment’ of

Industrial Financial Corporation of India (IFCI) in 1948 for providing medium and long-term

credit to the units in the corporate sector and industrial co-operatives. Soon after, it was felt

necessary to supplement: the effects of the {FCI'with those of a set of regional development -
banks called the State Financial Corporations’ (SFCs) primarily meant for meeting the term-

loan requirements of the small and.medium scale industty. So far 18 SFCs have¢ been
established in different states, -~~~ - .0 ' T S

|
B

. Another type of state 'le-vel_'ihs"ti't;_ltion; viz..,' the State r_lﬁdusfrial Development Cdrpofations :
(SIDCs) were established in most of the states in the sixties for promoting the medium scale.
industrial- units. The SIDCs which are owned by the state Governments have promoted a

bumber of projects in the joint sector and ‘assisted” sector and also set up.some industrial units

as fully-owned subsidiaries. The State.Small Industries Deveiopment Corporations (SSIDCs)

- were established for catering:to the requirements of the small industry-at the state level by -

setting up and managing industrial estates, providing supply of raw materials, running of

common service facilities and supplying machinery on hire purchase. .

The Industrial Credit ah'd-Iﬁvés_tment Cc'or-'pozi'étibn of India Limited (ICICI) was ‘e"s_tab.lished in
1955 as a public limited company primarily to finance the foreign exchange components of
industrial projects: The world Bank played an important role in its éstablishment, At the same .

time, the National Small Industries Corporation Limited (NSIC) was established to assist

small-scale industry through promotional, marketing fidancing and other support. activities. -

N DL .
Its major activity now is. to supply machinery totsimall-scale units on hire-purchase basis.

Consequent to the notionalisation of the life insurance business, the Life Insurance Corporation” -

(LIC) was created in 1956.and it was also assighed, as part of its business, role of providing

industrial finance through the underwriting, atd direct purchase of industrial shares, bonds and

" debentures.

Establishment of Industrial Development Bank of India: The Iridustrial Development Bank -~

~ (IDBI) was established on the 1° of July, 1964, as part of reorganised and integrated structure.
- of industrial financing institutions in the country. The main object was to set up an-apex -

institution to co-ordinate the activities of other financial institutions including banks, and to
provide term-finance to industry as wel i
the gap between the supply of and demand for medium and long-term finance.

"As a development zgency, the IDBI was a]s_q;_required. to undertake market and investment =

research and”surveys as also ‘techno-economic studies in connection with - development

" industry, provide technical and administrative assistance for promotion and management of

- expansion of industry, and plan, promote and develop industries to fill vital gaps in the.
industrial structure. _ S ST T

- Other Financial Institutions: The Unit Trust of India (UTI) was established in 1964, Life |

. Insurance Corporation (LIC) in 1956 and General Insurance Corporation of India (GIC) in
"1973.  These special financial " institutions work closely *with other all-India financial
_ Institutions to meet the financial requirement of the i_hdustrial sector. In 1971, the Industrial
;Reconstruction Corporation of India Limited (IRCI) was set up-for the rehabilitation of sick

| direct financial assistance to industrial units to bridge ",
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o _ __uni.ts. “In Jahuary 1982, it was co’nvér_t‘ed into the Indu trial _’Retbh_struétion ‘Bank of India. In .
January 1982, the Export-Import Bank of India (Exim Bank) was set up and the export finance -

operations of IDBI were transferred to that bank with effect fi"br_n March 1, 1982. It provides
financial assistance to exporters and importers andj functions as the principal financial

institution for co-ordinating the ‘working of the institutions/banks engaged in financing exports

and imports. -

- Further, with a view to strengthéning the institutional .petw(')rk catering to the credit needs of -
the agricultural and rural sectors, the Natjonal Bank for Agriculture and Rural Development -
- (NABARD) was set up in July 1982. NABARD is responsible for short-term, medium-term

and long-term financing of agricultural and allied activities and overseeing the rural credit
system. ' o . ' co

1.7 WORKING OF DEVELOPMENT BANKS IN INDIA -'

During the last three decades, the term 'Iending- instﬁtutions operating at the national and

“regional levels have emerged as a significant sourcé of long-term finance in India. The

aggregate sanctions and disbursements made by the development banks in India can be seen
from Table 1. It can be seen from the Table that the aggregate assistance sanctioned by these
development banks has shown a steady increase over the years. During 1980-81, the total

~ sanctions stood at Rs.29,269 million. The same have increased 1o Rs.12,93,377 million by
© 2000-01, whereas disbursements have grown from Rs.18,479 miliion to Rs.810,470 million

during the same period. - : o
ASSISTANCE SANCTIONED AND DISBURSED BY ALL FINANCIAL INSTITUTIONS
_ - - _(AFls) ' R
. . . (Rs. million)
Year | Sanctions: [ Growth rate - Disbursements | Growth rate
. (%) . o (%)
1980-81 292690 4 7 | 184790 | -
1981-82 327740 . K 120 . 235200 | - 273
'1982-83 33585.0 ™ 25 -1 | 246840 .| - 49
1983-84 41664000 | 241 | | - 313840 271
1984-85 55487.0 332 36177.0. 15.3
1985-86 65291.0 177 49400.0 36.6
1986-87 811840 | 243 | - 57091.0 156
1987-88 955450 -~ 1 177 | . 70610.0 - 237
~ 1988-89 112867.0 18.1 __77008.0 9.1
1989-90 144593.0 - 281 | 96397.0 25.2
1990-91 1 191961.0° . 328 1 1281010 | - 329
1991-92 L 2231480 | 162 | | 1627290 270
- 1992-93 331933.0 | °+488 - 2315250 |- 423 .
1993-94 409870.0 235 | 266243.0 150
. 1994-95 5783240 _ 41.1 ~335772.0 26.1
1995-96 599363.6 | 36 386979.7 153
199697 | - 5203362 -132 4502058 | 163
1997-98 7642733 | 469 5586513 1 24.
1998-99 859095.5 12.4 612629.4 97 |
1999-2000 |  1086881.2 265 1 | 7294167 - 9.0
200001 § 12933779 | 190 - 8104703 1.1 -
{ Cumulative . ok ' _ R 1
‘Total upto end 7729037.1 o | 5434527 | 7
of March 2001 R o

-,



11.8 CO-ORDINATION AMONG DEVELOPMENT BANKS

At present, the country is served by over 60 development financing institutions in the field of
industrial finance. The IDBI co-ordinates the activities of these institutions at the national and

state levels. At the national level, the IDBI maintains close working-relationships with other -
financial institutions in all matters relating to policy formulation, procedural improvements,

project appraisal and follow-up. Such co-ordination is ensured primarily through the forum of -
Inter-Institutional Meetings (IIMs) and Senior. Executive Meetings (SEMs). 1IMs are held -
- once a month where the chief executives- of all-India institutions discuss ¢ommon policy -

‘matters and other issues of mutual concern-and also issues concerning specific projects. At
-SEMs which are normally held twice a month, senior executives of all-India "institutions
~ appoint ‘lead institutions for processing the proposals and consider issues concerning policy

matters and specific projects.

Similar to these, the State Level Institutions-are evolvi ng a common application form, common_
appraisal procedures, and the concept of lead institution wheérever more than one institution is.

involved. The IDBI, which extends refiriance to the SFCs, and SIDCs ‘has representation on

the Board of Directors of these institutions. The IDBI also arranges special training courses for

the officers of these institutions.

119 FUTURE OF DEVELOPMENT BANKING IN INDIA

. Over the years, the Development Banks have come to occupy a place of importance in the
* planning ‘and promotion of industries in the ‘country. . Responding to the emerging
requirements of industrial and economic growth, they have not only continuously increased the
flow of assistance, but also developed a co-ordinated approach towards industrial financing.
Within a span of 35 years or so, a wide network of Develapment Banks have been established

some of which have specialised in specific.areas of development finance, at the same time, all -
these institutions have introduced important Organis‘at_iéna[ changes including decentralisation ~

~ and delegation of powers to their branch offices. Lending procedures have undergone changes_ o

in response to emerging requirements. As a€gbult, the process of appraisal of project finance

. proposals as also the sanctioning and disbigrsal’of assistance has become considerably simpler |
- and quicker. Simultaneously, consistant with their role as a catalyst in economic development,

* the financial institutions have been contintiously enlarging the scope of their operations from

providing financial - assistance to._identification of industrial opportunities, training .of

entrepreneurs -provision of techno-economic consultency facilities, industrial résearch and
other promotional activities. - ' L ' -

- The participation and involvement of these barks.in the process of economic development c‘a'r?l___
"be expected to grow with' in years to come as ey intensify their efforts at the development of
“entrepreneurs, backward areas, small industries and export-oriented units as also the upgrading -

of technology in traditional sectors. The tasks ahead are varied and challenging. Newer -

“demands may not only call for a substantial increase in resource mobilisation efforts to keep

pace with the growth of the volume of financial assistance but also the ‘re-orienting of the. - _'
policies and priorities for allocation of assistance. Equally important will be the demand for

.the multifarious promotional and dévelopmental activities.

-

~ 1110 INDUSTRIAL FINANCE CORPORATION OF INDIA (IFCT)

Y,

"\ With the.end of the Second World War, the urge to speed up industrial expansion was great. .
At the same time, the need for modérnisation and replacem'ent of obsolete machinery in
veady established industries was keenly felt. The agencies existing at that time were.unable .
“rovide the long-term finance required by the industries. Hence, the Government of India
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carhé forward and set up the IFCI in July, 1948 through a special Act of the Parliament. With

“a view to impart greater operational flexibility as also to enhance its ability to respond to the

needs of the changing financial system, IFCI was incorporated as a company in May 1993.
Thus it became IFCI Ltd., now. ' .

Objectiife: The main object of establishing this corporation is to provide medium and Idng-

“term credit to large industrial concerns in India. The financing operations of IFCI include

project financing, financial services and corporate advisory services. The financial assistance
is provided by way of rupee and foreign currency loans, underwriting/direct subscription -to
shares and debentures, guaranices, equipment finance, equipment leasing, suppliers’/buyers’
credit, finanice to leasing and hire-purchase companies, corporate loans, short-term loans and
working - capital loans. Over the years, IFCF has set up several subsidiaries/associate

companies in the financial sector offering custodial and linvestor services, rating and-venture

capital services.

Resources: The authorised capital of the IFCI is 'Rs_,S(?O million which may be raised to a
maximum of Rs.1000 million or any other amount as fixed by the Government.of India from
time to time. By the end of March 31, 2001, the paid-up share capitat of the IFCI stood at
Rs.198.795 million and Reserves to the extent of Rs.5051.4 million. Apart from the paid-up
capital, reserves built-up out of profits constitute an important source of funds. The major
source of rupee funds of the IFCI’s operations has been market borrowings by way of bond
issues which carry the Government of India’s guarantee:‘ with regard to their repayment and

* payment of interest thereon. The borrowings from RBI aTd other agencies stood at Rs. 199,668
_ million. ' ' - | -

Management and Organisation: The general supervision and direction of the affairs and
* business of the IFCI are vested in a Board of Directors co:nsisting‘ of a Chairman and Managing
* Directors appointed by the Government of India in'consultation with the IDBL, and 12
Directors. Four of the 12 directors are app_oinéd’by IDBI, 2 by the Government of India, and -

2 each elected by commercial banks, cojqp*@craiive banks ?nd other shareholders. .

. B : N o ’;' ) | ’ .
Functions; The functions of the JECI may be divi?ed into: (i) provision of financial
assistance, and (ii) promotional aCtiyities. | :
o . N\ . .

i) Provision of Financial Assistance: The corporatiori; has been authorised to carry on and
transact the following kinds of business: : : S o
a) Sanction of rupee Loans; .

b) Sanction of sub-loans; in foreign currencies out of the foreign exchange lines of credit
made available to it; ’ o ' L

| ¢). . Underwriting of and/or Direct subscription to the shares and debentures of public
limited companies; and D T

d) - Guaranteeing of'-
a) deferred p'aym'ent for r'nach'ir]éry imported from abroad or purchased within the
country; o | S .. .
b) foreign currency loans lfaisec_f"by industrial concerns from foreign i_nslitu_tidns; and

o). rupee loans raised by indus;trial' concerns from S_cheduled Banks or State Co- -
. operative Banks or the public market. '

"i_i) Pfomotidnal Activities; The [FCI has been undertaking various promotional 'aéti_vi_iigs
financed out of its benevolent Reserve Fund and allocations of Interest Differential Funds /| -




| Working of the Corporatlon The TFCI completed 54 years by 2002, Durmg this pertod the

. The loans sanctioned and the disbursements made during this period set forth in Table 2. By -~

received from the Government. The corporation has been emphasmng of small and -

~ medium scale industrial entrepreneurs by prowdmg them with the needed gmdanee
- .through its recently set up specialised agencies- engaged in product identification,

formulation implementation, development of ancillary and’ small-seale 1ndustr1es an

. encouraging the adoption of indigenous technology etc..

corporation as a pioneer in the field of long-term industrial financing played an effective role.

the end of March 2001, the cumulative sanctions and disbursements aggregated to Rs. 4,35,670

- million and Rs.4,12, 840 million reSpeetwely Assnstanee outstandlng amounted to Rs 2,23,386 ¢

million.

The asmstance gwen by the IFCT in the early years after its establlshment was conferred to'
“traditional industries Sugar, Textiles, Jute etc. 'But subsequently in pursuance of the national _

priorities and objectives, the IFCI has extended considerable assistance in recent years to non-
traditional industries like basic metals, fertilisers, chemicals, and a wide range of engineering
industries. As a matter of policy, the IFCI has been paying particular attention to projects

. promoted by new. entrepreneurs/ technlman entrepreneurs with a view to en]argmg the .
. efltl'eliireneurlal base of the country . : : U

Amendments to the IFCI Act 1948: The IFCI Act was amended by the enactment of -
‘Industrial Finance Corporatlon (Amendment) Act of 1982 has. considerably enlarged the

scope and coverage of IFCI’s operations with a view to meeting the rapidly "growing
requirements of the industry. The IFCI by virtue of the amendment has also been authonsed

for carrying out certain incidental acth1t|es such as:

"a)_ The undertakmg of research and surveys for evaluatlng or dealing w1th marketmg or
investment and techno-econoric studles in conne‘cuén with the development. mdustry, :

b') To providing of technical and adm|n|strat:ve‘ass.1stance to any mdustnal concern for
the promotien, management or expansmn ofa ahy industry; and :

¢} The undertakmg of Merehant Bankmg operetlons

The Amendment Act of 1982 has mcreased the authorlsed caplta] of the IFC] from Rs 200 .

" .miflion to an amount not exceeding Rs.1000 million or as ‘may be fixed by the Central

- Government-from time to time. The Act has also removed limitations on the borrowing of the -
IFCL. The enlarged scope and extension of activities also enable the IFC] to participate in

most of the activities whlch IDBI, as an apex 1nst|tut|on is authorised to undertake.
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ASSISTANCE S'ANCTIONIED AND DISBURSED BY LF.CL.

(Rs.-million)

Disburse-

Year . ‘Sanctions Disbursements as %.
' T : ments of sanctions
1964-65 30.36 . 28.27 93.1
1965-66 33.98 44.28 130.3
1966-67 2311 40.35 174.6
1967-68 18.40 -32:14 174.7
_ 1968-69 21.00 - 21.25 101.2 -
1969-70 1703 - 18.06 106.0
1970-71 - 323.0 . 174.0 53.8
1971-72 287.0 233.0 _ - 81.2
. 1972-73 - 457.0 280.0 61.3 A
1973-74 419.0 319.0 761 @
1974-75 292.0 370.0 1267 - | .
1975-76 - 513.0 - 347.0 67.6
1976-77 766.0 - 549.0 71.7
1977-78 1134.0 - 575.0 . 507
1978-79 1385.0 735.0 . ~53.0
1979-80 " 1379.0 910.0 65.9
- 1980-81 2066.0 1089.0 52.7
1981-82 2181.0 1694.0 71.6
1982-83 2302.0 1961.0 852
1983-84 . 3219.0 ' 2245.0 69.7
1984-85 41540 - 2729.0 65.7
1985-86 4992.0 4039.0 || 80.9 -
1986-87 79810  |/™\4516.0 56.6
- 1987-88 9226.0 ] 7 6571.0 7.2
1988-89 163550 <|  9975.0 60.9
1989-90 181700 11218.0 61.2
1990-91 - 24%798.0 15743.0 - 64.5
1991-92 24212.0 16044.0 66.3
- 1992-93 23479.0 17334.0 73.8
1993-94 37459.0 21631.0. 57.7
1994-95 - 43270.0 28387.0° 65.6
1995-96 657971 45865.2 69.7
1996-97 39522.3 51755.3 130.9
1997-98 57215.3 56531.7 98.8
1998-99 387211 .| 48935.1 126.4
1999-2000 21392.0 333127 1| 155.7.
' 2000-01 18664.1 21289.0 114.1
Cumulative : - :
upto end- - 435669.8 - | 412839.8 94.7
March 2001 ' i

11.11 INDUSTRIAL CREDIT AND INVESTMENT

CORPORATION OF INDIA (ICICI)

The Industrial Credit and Tovestment Corporation of India (ICICI) was set up in 1955 to’
encourage and assist industrial development and invest

ment in India. This is a privately

[



_ owned and operated corporatlon The World Bank played an lmportant role in’ rts formatlon
. ICICI continues to play a facilitating. role in the ongoing phase of consolidation in various *©
- sectors of the. Indian economy, by funding mergers and “acquisitions.  ICICL expanded the
scope of its corporate finance business by introducing long-term financing for captive/sole
. suppliers of large compan:es ‘where'the financing was made contract-centric rather than client-
.- centric. Channel financing was srgnlf icantly broadened to tap the vendor segment as- well.
.. ICICT also executed:securitisation deals in-respect of new asset classes, including student- fees
EE recelvables road toll recelvables employee loans and llcense fee recewables

'_3____0b_| ectlves The obJectlves of the Corporatlon are:

|) 1o prov:de asmstance for the creatmn expansron and modemlsatlon of mdustrlal -
emerprlses o : : . :

s - 11) to encourage and promote the pamcrpatron of prlvate capltal both mternal and extema] " _ .
m such enterpr:ses and - o S . P .

S o’ encourage and promote 1ndustr|al 1nvestment and the expansron of i lnvestment o
markets . y

Resonrees The authonsed capltal of ICICI is Rs 500 mllhon of Wthh Rs. 50 mrllron in .7
S ordinary shares was orlgmaily issued and paid up. - It auginénted- its issued capital of ICICI as .
. at December 31, 1983 was Rs.270° rnllhon in which the foreign. shareholdmg is about 3% -
- __The pald—up eapnal of the corporatlon now stands at Rs:11 348 ma]hon

' 'Borrowmgs constltute a major source from whleh the ICICI ralsed its funds It borrowings .
included those frofm the Government of India, the World Bank, the Development Loan Fund.
(now merged with the agency for International Development) Kreditanstaltfur-Wiederaufbau -

~ (an agency of the Government and of Federal Republic of' Giermany), the British Government -
-and Industrial Development Bank oflndla The total bQ%’Wlngs came to Rs.5330, 17] mllllon o
byMareh?sl 2001 e : S NS T :

Types of Fmanclal Assxstance The fo][owmg are the varlous types of fi nanaal ass:stance L
available from lClCl : - ' '

N\

V-

a) The underwntmg of publlc and private issues and of'fers of sale of mdustnal secuntnes— -
ordinary shares, preference shares, bonds and debentures stock '

 b) ' Direct subscnptlon to such securltles _
' "-c)_ The seeurmg of Ioans in rupees repayable over penods extendmg to 15 years

' d). Provrsnon of srmtlar loans in: forelgn currencies for payment of nnported capltal
C equrpment and techmcal services; ;

ey “The guaranteelng of payments for cred:ts made by others and

" f) Provision of credit facilities to manufacturers for promotmg the sale of industriat -
equlpment on deferred payment terms - -

N Workmg of the Corporatlon The corporat:on has comp]eted 47 years by 2002 The ICIC] o

“is the only-institution of its kind which specialises in securing assistance for Indian securities -
\-_f from foreign countries. The sanctions and disbursements of the ICICI have been progresswely '
‘-\ increasing. The corporatlon has been he]pmg ina. sngnlﬁcant way the settmg up of mdustrles
Y |n the pnvate sector . :
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_ . | e |
Table-3 presents the data relating to the sanctlons and dlsbursemems of Ioans of the ICICI. It _
can be seen from the table that the assistance sanctioned and disbursed by ICICI during 2000-

01 increased by 28,9% and 23.7% to Rs.5,60,920 million and rs.3,19, 646 miltion, respectively

as against the growth rates in sanctions and dlsbursements of 34,5% and 34.4% in 1999-2000. .
Upto end-March 2001, ICICI sanctioned and disbursed Rs 24,75,585 million and Rs.14,61,672

million, respectively. Assistance outstanding, amountmig to Rs:6,37,869 million as on rnarch

31, 2001, grew by 16.9% as compared to a growth of |5. l9% in 1999-2000.

The analysm of the sector-wise assistance of the corporat:on shows that the pnvate sector -
received 86% of the assistance as agamst 9% to the Jomt sector, 3% to co-operative sector and

2% to the public sector. The industry-wise classification of assistance shows that machinery,
textiles, chemicals and cement industries received a relatwely larger share of the ICICPs -~ .
assistance. The region-wise classification shows that the corporatlon sanctioned and disbursed

nearly 70% of Ioans of asmstance to the Western and Southern regrons in India.

11 12 INDUSTRIAL DEVELOPMENT BANK OF INDIA (IDBI)

The IDBI was established on l July, 1964 under the |IDBI Act 1964 as a wholly-owned_ _

subsidiary of the Reserve Bank of India. The ownershilp of the IDBI has been transferred to

the Central Government with effect from February 6,19

the IDBI Act in 1994 enabling the Bank to raise equity from the public,.the Government’s

holding was reduced to 72.14% in 1995 with IDBI ha

Objectives: The main objective of the IDBI isto brmg i

been reduced to 58-.47%..

76. In pursuance to the amendment in
ving made its first public offering of
. equity. During 2000-01,” under a capital-restructusing plan aiming- at enhancing the.

shareholders value, the Government’s stake has further.

nto ex:stance an apex ‘instituti Ol'l tO <o~ -

ordinate the activities of other financial institutions including banks, to provide term-finance to -

“industry as well as direct financial assistanceto | mdustn'al units to bridge the gap between the
supply and demand for medium and Iong\te{m finance. The. Bank has ‘been asmgned a4
- special role in ‘the matter of pIanmng, ‘promoting jand

@

Vs . . |

ASSISTANCE S&NCTIONED & DIS]%URSED BY LC.L C L

(Rs. million)

Year Sanctions . | Growth rate % Dlsbursements Growthi rate.
¢ % |

1970-71 4390 - 3890 -
1971-72 ~ 3970 | 96 i 303.0° . .48 B
1972-73 - | - 494.0 244 397.0 310
1973-74 . 6110 237 | 4350 | . 96
1974-75 629.0 2.9 4540 | 44,
1975-76 7860 | 250 6110 34.6
1976-77 9870 - 25.6 673.0 10.1.
197778 | . 1083.0 97 1] . 9160 36.1
1978-79 18280 |~ 688 [ | . 10920 | - 192

1979-80 | - . 20430 118 j | 13580 | 244

198081 . | . 31410 53.7- 1853.0 - 365 -

- 1981-82 - 3024.0 37 L _2647.0 428
.1982-83 39210 . | . 297 _ 28220 - | . 66
1983-84 | - 5076.0 295 || . 33420 18.4
1984-85 - 62070 223 39270 | 175
1985-86 70820 - - 141 48220 | 228

_ 1986-87 11183.0 - 519 69550 | 442



1987-88 | -~ 123170 [ 10.1 77120 [ 109 -
1988-89- | 197810 | . 60.6 108560 [ 408
| 198990 - | 285060 - | 44.1 13510 - 250
199091 | - 374400 | 313 196750 | 450
199192 |7 409490 | - 94 23513.0 19.5
1992-93 | 577180 - | 410 33152.0 410
199394 - 1 849140 = | - 471 | 441330 | 331
1994-95 |~ 1452790 | - 7Ll 687930 | - 559
1995-96 -] 1459485 ~ |- 05 | 712040 .| 3.5
o 1996-97  140837.6 | 3.5 | 1118080 |  57.0
199798 | 2471747 | 755 | 158069.2 414
- 1998-99 - | 323705.8 30 | 1922506 216
1999-2000 | ~ 4352278 - | 345 1 2583573 344
2000-01 | 5609204 | 289 . 3196455 | 237
- Cumulative - - (T R S :
‘uptoend-March | 24755845 | 0 L .| . 14616723 L

12001

* developing industries and undertaking market and investment reséarch and surveys. The bank

- is.also expected to co-ordinate guide and monitor the entire range of credit facilities offered by
-the other financial ‘institutions for the small and cottage sectors. Besides, until recently the
- Bank has functioned as the Export-Import bank of the country. T

Resources: The authorised capital of the Bank is Rs.4000 million. At the end of March 2001, |
.the paid-up capital come to be Rs.6,528 million. During 2000-01, IDBI mobilised Rs.88,419
*million (Rs.91,870 million) by way of rupee and FC borrowings. Rupee resources aggregating
- Rs.78,168 million comprised Omni Bonds-on tap (Rs.31,220 miilion), Omni-private placement
" (Rs. 11,978 million), certificate of deposit (Rs.15,417 million), flexi bonds series 9-and 10 (Rs.
11,610 million), fixed deposits (Rs.1,473 million), capitahgaifis bonds (Rs.1,035 million), term

- money bonds (Rs.136 million) and ICDs (Rs.5,299 miflion). Rupee resources raised-during -

- 2000-01 were less by 8% as compared to previous yedr'(Rs.85,000 million). The incremental
cost of rupee borrowings declined from 12.14%.in-1999-2000 to 11.21% in 2000-01 due to
declining interest rate regime as also the dower maturity ‘profile of funds raised. IDBI _
borrowed in the short-term segment through ICDs to take advantage of softer interest rates and.
to maintain a more balanced asset liability portfolio. FC borrowings including drawals under
existing Lines of Credit agpregated Rs.10,250 million (Rs. 6,870 million). During 2000-01, .

IDBI contracted FC borrowings through Floating Rate Note and syndicated loan.with Standard

. Chartered Bank, Tokyo, Mitsubishi International Ltd., and Sumitomo Bank, Japan. .~ .

Management and Organisation: The management of the IDBI is vested in.a Board of
Directors consisting of 22 persons.including a fulltime Chairman-cum-Managing Director
. appointed by the Ceniral Government. The other Board members comprise a represéntative of
_ the Reserve Bank of India, 2 officials of the Central Government, a representative each of the .~ -
 all-India financial institutioris, 3 representatives cach of the public sector banks and SFCs'and -
* 5 persons with special knowledge and professional experience of industry. The Board has
constituted an Executive Committee consisting of ten directors including thé Chairman and =
~ Managing Director. The-Board of Directors deals with the overalt policy matters and the
Executive Committee with proposals for the sanctions of financial as_sistancé?\an_d ‘other
matters. ST R ) . o R

' Functions; The following are the functions of IDBI: -
1. Direet Assis_ta_ﬁces to indust_ries: The IDBI gives direct a.ssis.tahcé{:by way of.té'rm-fo_aizhs, o
- subscriptions to or underwriting of issues of shares or debentures and guarantees. - - . 1 99

B




200

WORKING OF IDBI

|
I+

2. Refinance of Industrial Loans Scheine:. The Bank refinances the t.efihﬂ-ldans séﬁétibned

by-special financial institutions, viz., IFCI, SFCs, SI]:)C_S ete.”.
3. Soft-Loans Scheme: Under this scheme, the IDBI,|
industry_groups, to enable them to overcome the backlog in modernisation, replacement
and renovation -of plant- and machinery. The loans under this scheme are given on
concessional terms. : - . L e e e T

of sales of indigenous machinery on deferred payment basis. . ..

4. Bills Rediscounting Scheme: The IDBI rediscounts-bills or promissory noies_ arising'but_'

5. Other Scheme: The other schemes of the IDBI include the Technical Development Funds

Scheme, the Seed-Capital Assistance Scheme, the chhnical _AsSistan_'ce Fund, etc.

6. Promotional Activities: In addition to these activities mentioned above, the IDBI also

undertakes promotional activities. - It has completed industrial potential surveys-of 19

states, sponsored 8 Technical Consultancy Organisations (TCOs) and es_tabiished separate .

wings.for the financing and development of small, and village industries. -

Loans Sanctioned: The IDBI completed 38 years by 2002.” The trends in assistance
- sanctioned and disbursed during 1964-81 can be observed from Table 4. The cumulative
sanctions at -the end -of March 2001, stood at 2,231,343 million, while the cumulative

disbursements during the same period amounted to Rs.1,523,921 mitlion. Sanctions under

direct finance, constituting 95.1% of overall sanctions, increased by 9.2% to Rs.2,73,035 -
‘million-as compared toia growth of 19.2% in-1999-2000. - While sanctions under project -

finance, constituting 45.9% of total sanctio'@ declined marginally by 0.3% to Rs.1,31,919

million, sanctions under non-project ﬁnenc\e, L‘onstitutiing 49.25 of total sanctions, grew by -
19.9% to Rs.1,41,116 million. Sanctipns..éf rupee loans under project finance declined by

1.1% to ‘Rs.81,265 million, whereas\Sanctions of foreign currency (FC) loans declined

significantly by 52.3% to Rs.15,53%/million. The volatility in the Rupee-Dollar exchange rate

in the first half of the year, fo{lowed by softening of fupee interest rate in the second half,
adversely affected the demand fof FC loans. Underwriting & direct subscription to equity/debt
instruments increased by 96.6% to Rs.11,533 million during 2000-01 from Rs.5,867 million in
the previous year. The increase is atiributable to investments made in electricity generation and
telecom industry. Assistance by way of guarantees neay ly doubled to Rs.23,586 million during
2000-01 from Rs.11,763 million sanctioned in 1999-2000. ' : :

Sector-wise Assistance: Sector-wise, assistance sanctioned to private sector projects '
. accounted for well over three-fourths of the cumulative sanctions. During 2000-01, private

sector accounted for 67% of the total sanctions, follo ved by public sector (30.7%) and joint
sector (1.9%). Sanctions to co-operative sector recorded manifold increase as compared to a

decline of 99.1% in-the previous year, followed by public sector (44.6%). While sanctions to .

private sector declined marginally by 0.1% as against/a growth of 5.3% in 1999-2000, joint

sector recorded a decline of 57.6% over a decline of 1.3% in the previous year.

N . . - I - . : T zlllr"’ '.
The IDBI has been extending concessional assistance to new units set up in specified backward /
9/ "

districts/areas. The assistance to units in backward arcas expanded rapidly during the last 1
years of IDBI’s operations. The IDBI also extends assistance to the small-scale sector on
priority basis comprising small-scale industries and small road .. Co C

xtends soft-loans to units in selected -

.
i



' ASSISTANCE SANCTIONED & DISBURSED BY L.D.B.L

" (Rs. million)

transport operators.

\ and monitoring systems,

Year Sanctions. Growth rate % | Disbursements | Growth rate
1964-65 - 3473.0 - 3015.4 -
1970-75 9170.2 -- 6553.0 . -
1975-80 41404, 1 -- 29196.7. —
1980-81° 16915.6 Ve e 12586.0 -
1981-82 - 17789.4. 5.2 15043.1 - - 19.5
. 198283 19259.6 83 15950.1 6.0
— 1983-84 239427 24.3 - 19763.1 239 -
' 1984-85 33712.0 40.8 - 21887.5. - 10.7
1985-86 36603.9 8.6 279786 | - 27.8
1986-87 45875.5 - 25.3 - 32590.4 16.5
1987-88 53024.9 156 400434~ 22.9
1988-89 44084.1 -16.9 33824.0 ~ -15.5
1989-90 - 73248.2 662 51241.9 51.5
1990-91 627785 -14.3 " 44985.4 -12.2
1991-92 65699.4 . 4.7 57796.2 . 285
1992-93 93451.7 422 67373.7 16.6
1993-94 . 122148.8 307 81140.6 20.4
1994-95 183945.3 50.6 _ 106808.3 316
1995-96 159846.8 _-13.1 107207.6 0.4
1996-97 139934.6 -12.5 114831.0 7.1
. 1997-98 _ 220827.9 . 57.8 151699.3 32.1
~1998-99  218289.3 -1  144700.7 -4.6
11999-2000 - 269664.5 23.5 N[ 1705943 17.9°
2000-01 287111.0 65 (7 174983.1° 2.6
Cumulative : e L o
upto end-March 2231343.3 - 1523920.7
2001 X N

_ Such a551stance is granted mamly through the scheme of reﬁnance of
industrial ]oans and to some extent, through the bills redlscountmg scheme :

1113 INDUSTRIAL INVESTMENT BANK OF INDIA (IIBI)

Industnal Investment Bank of India Ltd (erstwhlle Industrlal Reconstructlon Bank of Indla)' -

was set up in 1985 under the TRBI Act, 1984 as the principal credit and reconstruction agency .
With a view:to conveiting.the - -
institution into a full-fledged all purpose development financial " institution, IRBI was
- incorporated as Industrial Investment Bank of India Ltd., (IIBI} under the Companies’ Act,
1956 on March 17, 1997, prowdmg it wnth adequate operatlonai ﬂex:btllty and f'hanual

for aiding rehabilitation of sick and closed industrial units.

autonomy.

Since -its reconstitution in ]997 IIBI s business strategy foeusses on 1mpr0vement in asset' o
To create and maintain high quality -assets, 11Bl placed - -

quality and generation of profit.
emphasis on redeployment of manpower and installation of modern, objective risk assessmerit

' .
, ‘
\ .

Asset acquisition policy  has been re-oriented by giving more’ -

\importance to investment in rated debt instruments in the primary and’ secondary markets. The -

ther programmes aimed at strategic re-orientation of IIBI include assessment of asset risk .
\{ough formal- risk scoring models, modernisation and documentation of processes and:
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‘industries..

10 66.4% as on March 31, 2001.

systefns, organisational restructuring, enhanced role of internal audit pursuing on-the-spot +

compliances, proactive, and" timely loan workouts/ restructuring/one-time settlements,
continuous and focused monitoring of cost of funds and income, emphasis on spreading new

. skills an_d_ team-based approach to decision making with accountability.

- Objective: The new bank will function as the principal ¢ redit and reconstruction agency for
industrial revival and will co-ordinate the work of other institutions engaged in the revival of”
1t will also assist and promote industrial development and rehabilitation of -

industrial concerns. IIBI provides, besides project finance, short duration non-project asset-
backed financing and working capital/other short-term loans to ¢companies. During 2000-01,

HBI made efforts towards diversifying into investment in rated debentures/bonds. Out of total.
fresh acquusntlon of financial assets during the year, 38% (Rs 6,440 million) was through’ loans’

and 62% (Rs.10, 660 million) was through investments.| .As a result of this strategy, the
percentage share of loans in the outstanding portfolio declined from 82% as on March 31, 2000
Sovereign/state government guaranteed debt papers and
corporate papers rated A+ and above, accounted for 58. 4'/0 of the investment assets portfolio
as on March 31, 2001. : - ' -

Resourt;és The Bank will have an aufl'l_orised capital of Rs.2,000 million and an initial paid-
up capital of Rs.500 million. The paid-up would be made up of the existing paid-up capital or

Rs.200 million of the IRCI-and the conversion of Centy
capital to the extent of Rs.20 crores and Rs.10 crores
Government. The Bank logks forward to receiving inter

ranging from Rs.400 million to Rs.800 million every year,

its operations.

al Government loans to IRCI into
direct subscription by the. Central

rest-free Central Government loans
depending upon the magnitude of.

Tt would also raise foreign loans guarantee by the Government of India. In

addition, the ‘Reconstruction Assistance Fund’ was set up within the Bank, for the purposes of
financing any loan or advance or entering into any arrangements. -

ASSISTANCE SANCTIONE?\&?DISBURSED BY LLB.L

L

L : (Rs. million)-
Year - Sanctions ([ )Growth rate % | Disbursements | Growth rate | -
: : Yo+ |

1971-72 66.0 1.0 - -
1972-73 61.0 1.6 - 350 218.2
1973-74 72.0° ~18.0 52.0 _48.6

_1974-75 76.0 5.6 £0.0 53.8
1975-76 53.0 -30.3 _47.0 -41.3
1976-77 100.0 88.7 108.0 129.8
197778 - 109.0 - 9.0 91.0% -15.7
1978-79 107.0 -3.8 - 126.0 38.5
1979-80 152.0 42,1 125.0 -0.8
1980-81 1940 27.6 169.0 _35.2

- 1981-82 - - 504.0 159.8 . 2840 s 68.0
1982-83 - - 623.0 _ 236 - ~379.0 335
1983-84 695.0 _11.6 4140 9.2
1984-85 1108.0 594 548.0 . 324
1985-86 . 752.0 -32:1 - 678.0 237
1986-87 -1489.0 - 98.0 947.0_ 39.7
1987-88 _ 1865.0 253 1019.0 - 7.6

- 1988-89 2088.0 120 1165.0 143
1989-90 1466.0 ~ -20.8 _ 1411.0 211
1990-91 2347.0 60.1 1539.0 9.1



.fq T

™

A

1991-92 27770 183 | 18520 203
"1992-93 2943.0 . 60 . | - 1839.0 =07
. .1993-94 42580 1, 447 1886.0 26
_1994-95 | - 77788 - 82.7 " 3975.9 ~_110.8
. 1995-96 89726 - | - 153 - 5285.9 329
199697 | - 8160.1 | - 9] 5496.0 .40
. 1997-98 | 206104 - | - 1526 - 1. 115318 | 1098
1998-99 27516 | 55 16884.8 464
- 1999-2000. - | 23380.8 15 _ 143958 ° | 147
_ 2000-01 210226 | -10.1 170975 188
Cumulativeupto- |-+~ : o S
end-March2001 | 959151 | . .. - 895867 0 | . -

- Functions: The Bank will have powers to take over the management of assisted sick industriat
", units, lease them out or sell thern as running concerns of prepare schemes for reconstruction by,
.- . scaling down the liabilities with the approval of the Government of India. ' '

- A novel aspect of the functions of the new bank is that it will also assist and promote industrial =
. development by providing or securing assistance and operating schemes for them as also . - ' '~
_granting loans and advance to any industrial concern or ‘subscribing to -or. pirchasing or .
underwriting the.issue of stocks, shares, bonds and debentures. By the end of March 2001, the.

~ paid-up capital stood at Rs.57.2 million. = -

. Operatioﬂs: Table 5 presents information .on aSs.istance sanctioned and diébhrsed by lIBI. -
During 2000-01, while IBI’s ‘ sanctions 'declined by 10.1% to Rs.21,023 million, -

disbursements increased by 18.8% to Rs.17,098 million. Upto end-March 2001, HBIs

- sanctions and disbursements aggregated Rs.95,915 \million and Rs.89,587 million, -
respectively. As at end-March 2001,0utstahd_ipg as;is;gnbg'amounted to Rs.44,734 miillion. o '

declined by 14.7% to Rs.9,020 million during £000-01. While rupee loans declined by 53.4%,

.

sanctions by way of underwriting & direct stibscriptions recorded an increase of 103.8%. Non-

N

project finance at Rs.6,370 million, constitdting 30.3% of the total sanctions; declined by -
47.3% due to decline in sanctions of asset credit scheme/equipment finance/corporate loans

~.and working capita_lfshqrftgrm loans-by 61.7% and 32.4% respectively.

E ~ countries, 3. to conduct export studies, 4.. to finance export-oriented industries, and 5 to- )

Y
Y

11.14 EXPORT-IMPORT BANK OF INDIA (EXIM BANK)

'~ In order fo strengtherthe institutional framework for encouraging the éxport of non-traditional

~ Sanctions gndef._direct finance, constituting 73.2% of-overall sanctions, declined by 32.1% to . -
Rs.15,390 million in 2000-01.  Project finance, \gOnstituting 42.9% of the total sanctions,’

products, particularly in the context of increasing competition in the international market for -

- export credit, the Export-Import Bank of India-(Exim Bank) was established on January I, -
- 1982, As a public financial institution co-ordinating the working of institutions engaged in
~ financing exports and imports, it is entrusted with the responsibility of financing, facilitating
and following foreign trade of India. The other objectives include th'e'follolwing: 1. to finance

the export of consultancy and related sources, 2. to assist Indian joint ventures in third:

provide international merchant banking services.

. Resources: The authorised capital of the bank is Rs,2000 million which can be increased to = -
% Rs.5000. million. During 2000-01; the Bank- raised Rs.300 million by way of private
; placement of bonds for 5 years and as a part of short term liquidity management, Rs.500
s. miltion was raised through commercial paper and Rs.2,400 million through certificate of
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, guarantee for the loans extended by the Bank.

deposit. During 2000-01, the Bank-uhderﬁbok ready forward transactions (rep"o's)- éggrcgating
Rs.212 million as against Rs.2,200 million last year.. ' :

During 2000-01, the Bank concluded a Guarantee Facility of US $.100 million with Export-

Import Bank of the United States (Exim USA). Under th+e facility, the Bank can extend term
loans in Indian rupees or in US doliars to Indian companies to finance up to 85% of the value
of imports of capital goods and services imported from USA. Exim USA will provide 100%

Mana’gémenf: The general supel_‘iritendence, di_rection and management of the affairs of Exim

- Bank are vested in Board comprising Chairman and Managing Director and 15 other directors
* including representatives of various sections of society having a.state in India’s international

trade. Besides the Chairman and Managing Director there are an Executive Director and two

* General Managers in managing the affairs of the Bank and in policy formulation in respect of
the different functional areas of operations such as project finance, trade finance, overseas

investment finance, planning, co-ordination and administratipn.

| 'Funct'iu'_:ns: The following are the functionS‘-o.f 'E_xim Ban i of lnd_ia.

" The ﬁnanéing of exports.from and imports into not only India but él_so' Third world cd_un_triés

‘of goods and services;

1. The financing of Joint Ventures in foreign countrfes; . . . _ _

2. The financing of ekpqrt and import of machinery and equigmeﬁ__t on lease basis; -

3. Provision of loans to an Indian party so as to enable it to contribute tot he share capital
of a joint venture in a foreign country; . R T

4. To undertake limited merchant banking functions such as underwriting of stocks,
shares, bonds or debentures of cornpaniesi' : ' N R

5. To uridertake of the developing anql’f'maﬁ'ci'ng of exporf-oriented indu'str'ie_s;
: . \/

It is also proposed to entrust the Bank \with the task of] undertaking transactions involving a
combination of Government-to-Governiment and commercial credit for the purpose of export

28

or import. . o )

The Bank would also give lines of credit to foreign govemment.s' and foreign financial - -

institutions and seek collaboration with similar institut ons in developing countries through
participation in the share capital of such institutions. " o :

Operations: During 2000-01, fund based assistance sanctioned by the Exnim_ Bank ur._l.de'r' -

various lending programmes declined by 23.2% {o Rs.21,743 million as compared 1o, the

growth of 54.1% in. 1999-2000. Disbursements, however, increased by 9.6% to Rs. 18,964

million as compared to the growth of 36.1% in 1999-2000. Upto end-March 2001, the Exim
Rank sanctioned and disbursed fund based assistance aggregating Rs.2,42,497 million and

- Rs.1,93,171 million, respectively. - Loans outstanding as at end-March 2001 were Rs.56,443

million, registering an increase of 11% over the previous year. ' -~ - - ..

11.15 SUMMING UP

In this unit, we examined the role of development bak'irg and discussed the fUn_ctipning of the ;
leading development banking institutions in India. ‘'We could come to know of the role of eac/h’
institution in the pr_omotion of industrial development in the country. o /

&




RETRTS CHECK_'YO.UR'-'PROGRESS : MODEL ANSWERS

1L The reasons for estabhshment of Development Banks are:

II1 orgamsed capita! markets

o I s-'-.:~.'

" Lack of Capltal

Low capltal format:on .

Pl anned economy

- Development of smal I-scale industries

Provision of Lﬁng—term finance. o ' 7

2 2 The funct: ons of Development Bank are:

" a) Sanction of loans (b) Underwrltmg () Guarantee of Ioans (d) Subscrlbmg to the shares .

~and debentures and (e) Developmental functl ons, .

_11 17 MODEL EXAMINATION QUESTIONS

L Answer the followmg questlons in abouj k1S lmes each
L
2

: 3{..

I-What are the functlons of Development Banks"

Discuss the role of lndustrlal Development Bank of lndla in the prowsnon of mdustrlal o

finance.

Evaluate the 'sigriifeanee of ICICI Ltd., to t'h'e lndian ecohomy._

' \/
o IL Answar the followmg questlons in about 15 Imes each

4
s
6.

.

What is the future of Development Bankmgln lndla'7 _

" What are the objectwes of the lndustrlal Credit and Investment Corporatlonof lndla‘? o
What are the functions of Export Imf)ort Bank of India? ' ' B
: Explam the workmg of IBL.

11 18 RECOMMENDED BOOKS

L Kuchhal SC I _. : CorpOratmn Fmance Chaltanya Publlshmg

House, Allahabad.

Ll Kulkarni,' P.V;'-' ' " : Financial Management Himalaya Publlshmg

3. Pandey; [M _ o o o e .Fmam:lal Management Prem:ce Hall oflndla o

House, Bombay.
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' 4, P're_eeﬁna"C_he-ﬁdre . ' : ':. Fmancmg Managemenf Theory & Practlce

Tata McGraw-Hill Publlshmg Comp,a“ﬁy anted
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. 5. IDBT o L . ! Reporton DcveIOpment Bankmg in. lndla
D - 2000 Ol "



11.19 GLOSSARY

Development Banks
f ;

Developmental Functions .

Financial agencies engaged for the purpose of
providing medium and long term assistance to
business undertakings in the form of loan, .
underwriting; and investment.

| : S
They include the promotion of new industries,
provision oftechnical, managerial and
administrati\lwe advice, conducting of Techno-
economic m%lrket and investment surveys.
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12.0_AIMS AND OBJECTIVES

This unit aims at discussing “the objectives, functions and the role of major investment
[institutions in India in the-provision of industrial finance. -

| After éorﬁpleﬁng this_linit,_.-yo.u-“sljol_jld.'Be_ able_tf}:

-+ know the establishment, objectives and the working of the Life Insurance Corporation -
- ‘of India and its rolé.in industrial development of India, P : '

e explain the establishment, functions, invest]_nen_t_ policy and the working of the Unit -
Trust of India; and - ' LN ) N L
.+ understand the objectives for setting up of Genefal Insurance Corporation of India and
- its role in the provision of industrial finance. o - o

12.1 INTRODUCTION . o

A

N\
N

- The main objective behind the establishmént of investment institutions is to pool the savings of . -
the smalf investors and channelise them for priority sectors of -the.economy. Generally, it is - :
not possible for small investors to invest their meagre savings in industrial concerns directly.. . =
Due to lack of background and existence of high risks, certain times, they may even lose their
savings. To solve these problems many investment institutions like Unit Trust of India, Life
Insurance Corporation of India and General Insurance Corporation of India were set up. |

12.2 LIFE INSURANCE CORPORATION OF INDIA .
 Establishment of the éurpo'rati'oh 5 S | T —

. The nationalisation of insurance business in the country resulted in.the establishment of Life -
\\ Insurance Corporation of India (LICY in 1956 as a wholly owned corporation of the
% Government of India. To emerge as a major multinational life insurance organisation, LIC has .
', set forth for itself certain corporate objectives. These include, spreading life insurance much.
‘more widely and in particular to the rural areas and to the socially and economically backward
‘asses, providing assistance/service to the underprivileged sections of society through social
surity schemes, maximising mobilisation of people’s: savings by making insurance-linked
N \r\|g schemes ‘adequately attractive in tune with national priorities, acting as trustees of the o
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Resources

‘Management

insured public in their- individual and collective ‘capacities and meeting the various life - -
insurarice needs of the society that would arise in fthe changing social and economic -
environment. ' ' R : S : :

LIC has been one.of the pioneering. grg_gm_\sétiqh_ﬁ;;_:;i-ﬁf- India, “which. ushered in the use of
information technology in their business on & very large scale to deliver more value and -
satisfaction to the policy holders. LIC has fully computerised most of its branches all over. ..

india. Metropolitan Area Network (MAN) has enabled policy holders to pay premiums.or to - -

- get their status report, surrender value quotation and loan quotation online. The Zonal Offices - i

- and MAN centres are connected through a Wide AreaNetwork (WAN). Interactive Voice -

 Response Systems have been-made functional in a number of centres all over the country. LIC .
is also planning to set up Interactive Touch screen based Multimedia kiosks in prime locations - k

of metros and some major cities for disseminating information to general public on various
products and services. These kiosks will provide policy details and accept premium payments.

#

When the LIC was established. an initial capital of Rs.500 million.was provided by the

Government of India, ‘Premiums paid by the policy holders are the principal source of finds of
the LIC, besides, LIC receives interest, dividends, repayments and redemptions which add upto

its investible resources. The LIC’s investible funds|comprising Controlled Fund, Group

" Gratuity Fund and Group Superannuation Fund have|grown at an average annual rate of

around 19.5% from Rs.54,000 million as at end-March 1979 to Rs.1,754,910 million as at the
end of March 2001. ' L N S _

The LIC is managed by a Board of Directors consisting| of not more than i5 directors who are

appointed by the Government of India. Thc\z}hi’ef Executive, designated as Chairman is also '
appointed by the Government of India. {The Chief Executive is generally assisted by the
directors or whole-time executives of theLIC. For the purpose of general superintendence and
direction of affairs and business, tg/Board appoints an|Executive Committee. ‘For advising it
in the matter of investment of funds,'it appoints an Investment Committee. . - :

. . ! : N\ . - . . ’ : .

Investment Policy o

The Corporation is essentially an investment institution. lts investment policy has been

~designed taking into account, the cardinal principles of safety and yield. As such, the

Corporation is expected to diversify its investment in terms of types of securities, number and
types of enterprises, maturifies and regions.. The Corpotation is guided by the consideration of
the interest of its. policy-holders unless it be in the larger interests of the country. o

Besides investing in Government and other approved securities in the form of shares; bonds
and debentures, LIC extends. assistance for development of socially-oriented sectors and
infrastructure facilities like housing, rural electrification, water supply and sewerage. It also

" provides finance to industrial concerns by way of term loans and ‘underwriting/direct .

subscriptions to shares and debentures. For this purpos!e, the LIC has set up three subsidiaries

viz., LIC Mutual Fund, LIC International and the LIC Housing Finance. - .

According to the Investment policy of the LIC, out of accretions to the Controlled Fund; not
less than 75% has to be invested in the Central Government and State Government securities,
incluging the Government-guaranteed marketable securities and -in the socially-orjented
sectors, including the public and Co-operative sectors. | As for the balance of 25% of the Fund, .
the Government of India has indicated that (2) about 8% would be required for loans agains! . -

i
i
i




pollc:es wsthm the llml'[[Of thelr surrender values, (b) about ”% may be in :mmovable
propernes and (c) about 10% may be invested i in the private sector :

The remammg 5% of the Controlled Fund bemg in pipeline are not usually avallable for

. investment. For granting loans to compames in the private sector, the LIC considers proposals o
only from public limited companies, new and exnst:ng Investments-are made by the L]C on

' the adwse of the Investment Commlttee which meets at least once- a month

Overall Sanctions and Dlsbursements i

Assistance sanctioned and disbursed by LIC to corporate sector durlng 2000- 01 1ncreased by-'
59.2% and 26% to Rs.108,672 million and -Rs.70,950 million, respectively, as against the
growth rates in sanctions and disbursements of 40.9% and 16.4% in-1999-2000. Upto end--

March 2001, LIC’s sanctions and disbursements aggregated Rs.439,017 million and

Rs.368,343 million. . As' at end- March . .31, 2001, assistance outstanding amounted to

“ R5389048rnﬂhon(TaMel)

Dun_ng 2000-01, pI‘OJECt finance forming 33.8% of total Isanctions, grew"by.. 328.l% as

compared to 62.2% in 1999-2000. The entire assistance under project finance was by way of -

~ rupee loans. Assistance sanctioned under non-ptoject finance grew by 20.6% as compared to
~.°38.3% in the previous year. Disbursements under project finance declined by 1.2% over a

- - decline of 18.8% in 1999-2000, whereas dlsbursements under. non- project finance grew by S

2? 5% in 2000 01.

Industry-wme Assmtance

o During 2000-01, LIC’s sanctions withessed. growth in respect of industries such as refner:es &

~ oil exploration, paper & paper products, infrastructure, machmery, cemert, services and
chemicals & chemicals products. - Sanctions declined sharply in respect of basic metals (-
- 81.6%) and textiles (-43.5%). Sanctions to electrlcal\mzlchmery, fertilisers and -transport

* equipment amotunted to Rs.300 million, Rs.720 m:lll*on )and Rs.3,580 million, respectively in
.2000-01 as against nil sanctions in 1999-2000. Indpstries accounting for a substantial portion -
-of LIC’s sanctions during the year included mfrastrLIcture (33.1%), services-(23.1%), refineries "
S & oll exploratlon (7. 3%) chemlcals & chemlcal products (S 2%) and transport eqmpment

o B3%). . N \ :

D1sbursements grew ‘in respect of ref'nerles & - o:l exploration (mamfold) followed by '
infrastructure (72%), cement (68.8%), services (67.6%) and chemicals & chemical products
(12.3%). -Within infrastructure, disbursements to electricity generation grew by 43.7%..

Disbursemients to roads/ports/bridges and telecommunications amounted to Rs.2,080 million .

and Rs.145 million, respectively, as against nil.disbursements during 1999- 2000 Industries.

that recorded dec]me in disbursements mcluded food products textlles and basic metals

_ State—mse Asmstance

States that witnessed mamfold rise in sancnons were Haryana, Punjab and Uttar Pradesh
- followed by Andhra Pradesh (67.6%), Maharashtra (27.4%), Karnataka (25. 4%} and Gujarat
" (15.7%). States that recorded decline in sanctions .in 2000-01 over growth fn 1999 20000 .

: moluded Assam Delhl Madhya Pradesh Goa and West Bengal

' Sector—wnse Assmtance o

Publlc sector (73.2%) accounted for lhe bulk of LIC's sancuons fo]lowed by prlvate sector

(25.5%). Also, sanctions to public sector at Rs.79,477 million grew-at 75.3% in 2000-01 as :

_ ~ compared to a growth rate of 32.7% in 1999-2000. ‘Sanctions to prwate sector grow at ruch
. Iower rate of 21.4% as compared to 62.4% growth in the prev:ous year
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| Purpose-;vise Assistance

. I | - . ' L
While the share of others (cornpnsmg loans to~ msurers policies, mvestments in- foreign
countries, special deposits and contribution to initial caplal of UTI, LIC, Housing.Finance,

LIC International and LIC Mutual Fund) in LIC’s sanctions to corporate sector declined to
59.5% in 2000-01 from 86.6% in 1999-2000, thle share - of new projects and

. expansion/diversification increased from 7.1% and 6.3% E:l 1999-2000 to 15.6% and 24.9%
' respectwely in 2000-01. New pro;ects and expansion/dive

ification projects recorded growth

in sanctions in 2000-01. Purpose-wise disbursements, however, indicate somewhat different
trend. Disbursements to new projects increased by 26.5% (29.2%) whereas
expansuonﬁdwerslﬁcatlon projects recorded a decline of 50:3% in 2000-01 over a decline of
16.6% in the previous year. Disbursement to others, however, registered a growth of 33.9%
over,a growth of 18% in the previous year. : - .
ASSISTANCE SANCTIONED AND DISBURSED TO (‘ORPORATE SECTOR BY L.LC.
_ . _ * {Rs. million)
Year ' ~ Sanctions Growth rate % Disbursements | Growth rate %
1970-71 . 180.0 C = oy 800 . - C -
1971-72 - ~ 2300 - 218 - 500 =375
1972-73 200.0 3.0 | 14000 1800
1973-74 1 260.0 300 - | 2000 429
1974-75 440.0 69.2 - 5400 -~ 170.0
1975-76 610.0 38.6 280.0 . -48.1
1976-77 - - 570:0 _ -6.6 3900 | - 393
" 1977-78 . 530.0 . 70 4300 | 103
1978-79 ' 660.0: 245 3200 25.6
1979-80 _ 800.0 | 212 7100 . | 1219
1980-81 : _700.0 -12.5 6600 ! 7.0
1981-82 _ - 1660.0 S 1360.0 b 106.1
. 198283 | - 13700 (315 8700 .1 =360
- 1983-84 1670.0 1 O 21.9 14100 - | 621 .
1984-85 22000 gt 31T 16200 - | - 149
1985-86 3840.0 . 74.5 - 26200 61.7
1986-87 | 36400 V| 52 ©3900.0 489
1987-88 - 3630.0 - =03 e 3420.0 - -12.3
1988-89 - 6600.0 81.8 © 44200 29.2
1989-90 - 5780.0 o -124 4550.0 - . 2.9
1990-91 63880.0 19.0 ~ 4270.0 - S 6.2
1991-92 15150.0 1202 10220.0 . ~139.3
1992-93 17400.0 14.9 139500 C 365
1993-94 16640.0 - | 44 .7940.0 S -43.1
1994-95 | 178995 . 16 . 134334 . 69.2
1995-96 - 23419.0 - 308 252967 883 -
. 1996-97 28208.2 | 205 206062 L 170
. 199798 - 35631.0 - 263 397144 . 341
1998-99 48456.0 . 36.0 L - 48369.5 - 218
_1999-2000 68255.3 | 40.9 562944 | 16.4
"2000-01 | 108672.3 . 59.2 . _ : ?09501 . 26.0
-Cumulative upto C _ - B
end-March 2001 439017.4 ' - T 368343.4 -
/
Y
.J/rf I.




Criticism on the Investment Pollcy

The mvestment poticy of the Corporation: has been the subject of controversy its mvestment_'

~ policy has 1o satisfy both yield and safety considerations of the shareholders. - The procedure

followed by the LIC is.not very helpful because the Corporation invests on the basis of offers -

from brokers. The brokers will market investment to suit their interests, To remove this

defect, the Corporationin 1960 had-setup an investment research section in the Investment |
Department to analyse systematically the Balance Sheets of all the_ companies, whose shares -
were quoted on the Stock-Exchanges. THIS Research Bureay is responisible for the continuous -

evaluation of the share and the performan&e of Lhe joint stock companies and also is required to

o prowde the necessary data to the Investment Commlttee on. the basis of whlch asmstance can

be given to any mdustry

It is said that LIC s contribution to the new industrial ventures: is very limited. The funds at'-
the disposal of the Corporatton are the hard-earned savings of the common man. So the -

Corporation .is not in-a-position 1o take the risk of investing its funds in neéw ‘industrial
ventures. But the LIC can help them by formmg underwriting consortiums with other credit

_institutions and by purehasmg liberally the securities, shares and debentures of other f' nancial
. mst]tuttons ’ :

It is seen that the LIC has not played any srgmfcant role in soma! development pro;ects ilke.“_ :
housing, drainage, water supply and other basic amenities. The Corporatlon might have been -

~slow in the initial years in discharging its social responsibilities, but had stepped up in recent

'years Several measures have been taken by the LIC to streamlme ItS orgamsatlon and to

The | insurance mdustry in our country is on the’ thres?hcfld of a new era of raptd expansmn A
. more competitive environment :is expected to, enﬁerge with new private part10|pants bemg_

improve its functlonmg

Thus, the LIC: occuples a umque posmon among- the various f'nanma[ 1nst|tut10ns that

constitute the Indian capital market. ‘Because it handles huge funds, the decisions of the Life
Insurance Corporatlon exercise a decisive mﬂuence on the capltal market whether they relate
to Government bonds mdustrlal securities, or real estate\ / : :

allowed to enter the insurance industry. - The need for private sector participation in this sector

is justified on the basis of enhancing the efﬁcrency of operations, achieving a greater dwersny '

~and penetration of life insurance in the coumry and for a greater mobilisation of long-term ‘

savings for long gestation infrastructure projects. In the wake of emerging competition, LIC,
- with its more than four decades of experience and wide reach, is equlpped to face the-

- challenges emanatlng from the entry of new players

CHECK YOUR PROGRESS I %

-

i) What are the objectwes of the establlshment of mvestment :nstltutrons'?. _
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iii) What are the main objectives of es_téblishmeht of LIC.
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123 UNIT TRUST OF INDIA_

Ob j eCtivés

' The basic objectives of the UTl are:

" Mode of Operations

Management

“The Unit Trust of India (UTI) was established in 1964 to offer " alternative investment

opportunities to the investing public in the country.- The UT] was set up to perform a dual
function-to mobilise savings of the people and channeljse them into productive investments
thereby offering the investors, particularly the small investors, a.sound means of investment. .

' (a} to stimulate and pool tbgether the savings of the people belonging to middle and fow-

- . income groups; and

{b) to ehable’the investors to share the benefits of inyestment in the ever-growing number R

~ of business and industrial concerns in the country.

The UTI sells units to the public. - The units are of a low denomination. Each unit con.fe'lrs" on
the buyer an equal share in_the assets of the UTI |which mainly comprise shares -and
debentures. the funds collected from the sale of.units are invested by the UTI in the shares and

debentures of carefully selected companies spread over|a number of securities. The UTl is a
flexible trust-in that it can vary its inves{f_h?n‘ts keeping in view the possibility- of a higher.

return on capital appreciation. The incameg from the investments, after deducting the expenses
of the UTY, is distributed among the/anit:holders by waylof dividend. B

@, .
Y

Resources : ¢

The UT! was set up with an‘initial capital of Rs.5 crores|contributed as given below: *

The Reserve Bank of India ' _ B Rs. 25 million

The Life Insurance Corporation . ' - Rs. 7.5'million .
The State Bank of India . - Rs. 7.5million -
Scheduled Banks and other financial institutions Rs. 10 miltion =

Besides, the UTI also sells units to raise funds under various unit schemes.

The general supervision, direction and management-of the affairs of the UTI is ‘vested in the
Board of Trustees. - The Board consists of the Chairman|appointed by the Central Government

in consultation with the IDBI, four trusiees appointed by the IDBI, one trustee each nominated
by the RBI, the LIC and the SBI and two trustees elected by the other institutions who -

contributed to the initial capital ‘of the UTL.

O B



Investment Policy ~ =~

. As per the UTI'A_et;:the Unit Trust can:

Sell and pur'ehase the_ units issued byit, |
Invest in, acquire, hold, er'diseese of securities,

1
2. _
- 3. Keep money on deposit with the scheduled banks; and
4.

) Undertake related functions incidental of consequent:al thereto
The Trust has, so far, introduced 12 schemes tailor-made to-suit the investors’ preferences It

" has savmgs schemes which cater to the needs of all members of family such as children, the _' '

earning as well as retired, besides providing life and accident insurance plan The trust has 1.7
“million unit-holders spread throughout the country. :

The trust w1li invest its funds hav:ng regard to conmderatlons of safety and prof' tablllty The
‘investinent portfollo will consist of Government securities, company debentures and equity
- shares. Thus some of its securities yield fixed income, while others prowde variable income.
In other words, it seeks to balance its investment between investment in securities yielding |
' fxed income and securities vielding variable mcome according to its investment policy, the

" investments of the Trust in any one eompany shall not exceed 5% of the. investible funds or

15% of the securities issued and outstanding of' such companles whtchever is lower..

- Workmg of the Trust

Durlng 2000+ 01, sanctions and dlsbursements by UTI declined by 12 ?% and 10.9% to.

Rs.59,723 million and Rs.45,999 million, respectively, -as compared to the growth of 71.5% .
and 47.6% in 1999-2000. Upto end-March 2001, sanctions and. dlsbursements by UTI

- aggregated Rs.6, 83,623 million and Rs.5, 22 698 miltion, respectwely

Sanctions under project fi f'nance declined by 11. 5% to rs..59\643 million as agamst a growth of -

72.8% in 1999-2000. Direct subscription declined by *48%:. to Rs.35,051 ‘million in 2000- 01,
‘while deferred’ payment guarantees, having nil sanctighs during 1999-2000; stood-at Rs:24, 592
million. Non-project finance, comprising unsecuredfsecured term notes and special dep051ts

with industrial concerns .and constituting oniy\(} 1% of total sanctions, declined by 92.6%. -

. Disbursements under project and non—prOJect finance declined by 9.4% - and 91.3% to-

- R5.45,919 million and Rs.80 million, respectlvely, as agalnst a growth of 47.6% and. 48% -

" during 1999-2000

o
_ Sales, Repurchase and Outstandmg of Umts

~ During 2000 (1, the aggregate sales (face value) of units. under various Schemes declmed
‘sharply by 41.2% to Rs.79,097 million from Rs.1,34,584 million during 1999-2000. US-64.
accounted for the largest share in sales (24.5%), followed by Money market Fund-97 (12.3%), -
Monthly Income Plan — 20001 (8.2%), Monthly Income Plan — 2000 11l (8.1%), UTI Bond
Fund-98 (7.9%) and Children’s College & Career Fund Unit. Plan-93 (CCCF) (5. 7%).

Aggregate repurchases at Rs.1,04,912 million (face value) grew by 24.1% as agamst a decline

. of 28.7% in 1999-2000. As at end—.lune 200I outstandmg unit caplta[ under various schemes

stood at Rs.5,81,308 million. o

_ Ad_vantages of the Units
The following are the advantages of in\'«"estment in the'units'of the U-T[' N

1. Safety: Money invested.in the units is qu1te safe. Thls is because the funds are mvested
over a wide range of securities. : :

H

-

213



C 214

- Criticism.

2. Steady return

distributed among the unit holders. This means

Of the net total income on unit capttal of the UTI, at least 90% is

that the unlt-holders are assured of a

steady and_reasonable rate of return on thelr investment.

3 Tax exemption: Income arlsmg from units is ellglble for exemption ‘under the Income-
" Tax and Wealth-Tax Acts. Thus, income from units together with that from other specified.
‘investments, are exempted from wealth tax up to the limit of Rs.1.5-lakh. -

4. - Liquidity: The units are easily saleable and easily

convertible into cash. The units can be -

sold back to the Trust at the prices fixed by 1t ']he_se can also be transfefred to third

partles

Though the UTI has shown remarkable progress in a few years its existence, it suffers from
several drawbacks. The functioning of the UTI is critic sed for the following: ,

i) Urban bias: lt is concentrating its actmtles in urban areas so that people living in rural
areas are-denied the advantages accruing from the holdmg of the unlts More than 60% of

~ the units have been sold only in a few big towns.

ii) Centralised control: As it is, the centralised sej-up of the Trust makes it dlff' cult to

formulate an efficient and effective policy as regards

m) Conservation: The Trust follows a conservative
More than half of its investments are in ﬁxed inco
scope for capital apprecmtlon '

iv) High cost of mamtenance The trust
- expenditure is well over. 10% of its mconde'Assum

investment-decisions.

policy in demdmg mvestment matters.
me bearing securmes which offer ]|ttle

pends- a great deal to maintain itself. The

ng that the Trust distributes 90% of its

income among unit-holders, there is &nly a little arnount left for investment or for adding

to its financial soundness . By
.

Recent Developments L O

N\

N\

In May 2001, there was a scam unearthed in the UTI.
as a Mutual Fund There was considerable depreonatl

The same resulted in the debacle of UTI
L:m in the NAV of the units of several

- schemes. The government interfered in the matter, but could not set right the things. A

committee was appointed to enquire into the scam and
The committee suggested bifurcation of UTI into UT
announced its dECISIOI’I for blfurcatlon of the UT[ into 1

make recommendations for its revival, .
I-I and UTI-IL.. The Government has
he units. o -

12. 4 GENERAL INSURANCE CORPO]

1A_TI’0N OF INDIA

The General Insurance Corpmatlon of India (Gl

nationalization of General Insurance Co.npanles in

subsu:llartes of GIC. : :
a) National Insurance Companyj'Limited;

b} New India Assurance Company Limited;

¢) Oriental Fire and General Ins’.u_rd'nce Company Limited; and ..+ o /

- d) United India Insurance Company Limited.

C) was established i-n. 1973, ..eﬂer
the country. The following are the .




 toRs.6.2 crores from Rs.2.2'crores in 1988 89. -

Tnvestment Policy

Al] the four subsidiary compames are und{,rtaklng a number of insurance schemes to cater to
the diverse needs of thie society. -According to Insurance Act, 1938, the GIC is required to

- channelise 70% of annual accretions of its investiable funds to socially-oriented sectors of the °
- economy. GIC.also participates in consortium financing of industrial projects. It extends -
‘assistance by way of term. loans, underwriting and direct. SI.IbSCI‘IptIOHS to the shares and ¢

3 debentures of' new and ex1st|ng mdustnal undertakmgs - :

Investment. pa ttern -

The investment pattern of GIC and its subs:dlanes can be seen from Tab!e-3 1t can be

' mduslry
_ INVE_STMENT OF-GIC AND ITS SUBSIDIARIES .
e e ~ (Rs:million)
o ~Asatend | - As at end March
Investment - = - _December =
. S _ 1987 | 1989 | 1990 | 2001
Government and other approved.-- - ;17,722 21,099 | 24,271 . -_'.92,480
|-securities special depos:ts wnh Govt. of S FE I S
| India ete, . S IR T
Shares and debentures dep051ts wnth and C9596 | 11154 | 13,497 1 95,690
term loans to companies.. - L i IR R
Bills redmcountmg scheme b ast 1236 1 1,302 | 13430
'Others . o T 3sa T 6ol 1649 | 29,520
_Total 1 7 29.153( 34,090 | 39719 | 231,120
Dlrect Assmtance to Industry o ..';'“_;-'"‘{'

B _ A551stancc sanctioned and’ dlsbursed by GlC‘{o the corporate sector dunng 2000 -01 declmed
. by 22.3% and' 19.7% to Rs.23,182 million and Rs.22,565 million, respectively, as against the

growth rates of 126.9% and 102.6% in sanctions and disbursements in 1999:2000. Upto end-

~ observed from the table that the GIC and its subsidiaries invested mainly in Government and -
_other approved securltles However in the recent past; the GIC mcreased its, asmstanee to

March 2001, GIC’s “sanctions and dlsbursements aggregated Rs 1,40, 956 m:lhon and

Rs. 117,672 miilion (Table 4)

The mdustry—\wse ana[yms rcveals that the GIC ] asmstance durmg 1989-90 was more to the
machinery industry followed by basic- metals, textlles and chemicals and chemical products
The assistance sanctioned to backward areas in'1989-90 almost registereda three fold increase

- CHECK YOUR.PROGRESS -2
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ii) Mention the investment poticy of the GIC. s
ASSISTANCE SANCTIONED AND DISBURSED TO CORPORATE SECTOR
- . . - BYGIC. . L S
. : _ (Rs. niilion)
Year Sanctions | Growth rate % 7| Disbursements | Growth rate %
1981-82 501.0 . - - 337.0 S e
1982-83 9270 | . 850 _447.0 32.6
1983-84  1085.0 ) 17.0_~ 845.0 - 89.0
1984-85 14410 32.8 - 1105.0. 308
_1985-86 1530.0 _ 6.2 1073.0 2.9
 1986-87 1533.0 02 - 1316.0 M6
'1987-88 983.0 2359 11035.0 214
1988-89 1226.0 o7 - 11540 11.5
1989-90 - 2112.0 723 17960 55.6-
- 1990-91 3368.0 - 59,5 1703.0 5.2
1991-92 - 6955.0 106.5 - . 2801.0 . 645
199293 - 5593.0 -19.6 . 5360.0. 914 -
1993-94 8240.0 473 4703.0 - -12.3
 1994-95 6885.0 -16.4 - 3792.0 194
1995-96 . 8345.8 21.2 - 5878.5 " 55.0
1996-97 127334 526 925338 574
1997-98 . 11727.9 T /N-T9 114377 T 236,
1998-99 13146.9 Jew 121 "13861.5 21.2
-~ 1999-2000 298288 | © 1269 ~28088.0 1026
| . 2000-01 23182.4, 223 122564.6 L1970
C't_lmulativeupto_ HR '\_" : - S T '
end-March 2001 | - 140956.1 | 1176720
' 12.5 SUMMINGUP . e

- Corporation of India. -

are: The Life Insurance Corporation of India, Unit

=

In order to pool the savings of the small investors and channelise them for priority sectors of
the economy, the Government of India established three major investment institutions.. They
Trust of India and General Insurance

" Gince their establishment, these institutions came out with many schemes suitable t6 the

individual investors from time to time. They mobilized and channelised huge sums of savings

to variotis socially-oriented sectors in addition to investing heavily in the corporate sector. The

individuals also got many advantages by investing in these institutions. Recently, the"
and private institutions to’ raise, money.

~ through various schemes. Hence, the future of these investment institutions depends upon
their competitive capacity in mobilising funds. : o .

Government has also been permitting the banking

gpr-ra




12. 6 CHECK YOUR PROGRESS MODEL ANSWERS

L) The main objectwe behind the estabhshmem of investment msntutlons to pool the

“savings of the small investors and channelise them for the prlorlty sectors of thc
- economy. .

"

".

ii) The Life Insurance Corporatlon of India, the Unit Trust of India and the General
Insurance Corporatlon of lndta are the three |mponant mvestment mstltutlons in
India. _

ul) The main objectlve ofcstabllshment of LIC is to carry on thc busmess of Ilfe o

* insurance to the best advantage of the commumty and channellse the funds into.
mvestment in accordance with Five Year Plans. .

2. The followmg are the funct_lons of UTI: -

2. 'i) '(a) Sell and purchase the units issued by it;

(b) lnvestment in, acquire, hold, or dispose ofsecurltles

(c) Keep money on deposn w1th the schedu]ed banks, and.

o

() Undcrtake related f‘unctlons mmdental or consequcntlal thereto ;

u) Accordmg to the Insurince Act, 1938, the GIC is requtred o channehse 70% of
annual accretion of its investible funds to somally oriented sectors of the economy

12. 7 MODEL EXAMINATION QUESTIONS

i, Answer the followmg questaons in about 30 lmes eaqh

\

e Crmcally examirie the performance of Life ‘insurance Corporatlon of India in the IR

pI‘OVlSlOn ofmdustrlal finance. " Vot _
- 2. Briefly state the workmg of the Umt Trust of lndla . L

- 3. Discuss the role of the General In%urance Corporatlon oflndla in the prows:on of
industrial ﬁnance :

-ll Answer the followmg questlons in about 15 lmes each

What is the main objective of establishment of LIC‘?
5 State the management structure of LIC .

What are the obJ ectives of UTI?

What are the advantages of Umts of UT[‘7

- L

What are the subs:dianes of the General Insurance Corporanon of Ind:a‘?
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" 12.9 GLOSSARY

Backward Area

Investment Trust

Pﬁi;rity Sectors

An area notified by the Government as backward
on the basis of certain specified criteria.

:  An institution v
the people and ¢
of the economy

The sectors for
given in the allc

channelise them to various sectors
according to its investment policy.

which more preference is to be
bcation of resources. -

hich mobilizes the small savings of . . |
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139 Model Examination Questions

13.10 . Recommended IBo_oks '

 13.0 AIMS AND OBJECTIVES

This Unit aims at _diséﬁssing the. objectives, functions and the role of State Financial

- Corporations (SFCs) and State Industrial Development Corporations (SIDCS} in the field of
© industrial finance. The working of Andhra Pradesh State Financial Corporation (APSFC),
- Andhra Pradesh Industrial Development Corporation (APIIC) is also covered in this unit.

7N

¢ know the establishment, objectives,'t_eéb_urces and ‘the management " of SFCs ‘and:

g SIDCS, : S N

o understand the various tybes of assista_hc_e_ given by SFCs and S[_DCS;: and

APliC. -

~ 13.1 INTRODUCTION

excluded from its purview. Hence, the Government felt the need for establishing development
‘banks on a regional basis in each-State for financing the long-term needs of these industries in

~ their respective areas. Later, two of such_ institutions viz., tie State Financial Corporations . .
{SFCs) and State Industrial Devetopment Carporatiens (SIDCs) were established in each state. -
- The State Financial Corporations were established for the provision of long-term: loans to the :

~.small and medium scale industries. While the State Tndustrial Development Corporations were

\\
: \ established to accelerate the industrial development in their respective states.

.\\.

The _I_ndus_tri'al Finance Corporation of India (IFCI) 'was established in July 1948 to prdvidé--. )
-finance to large-scale industrial undertakings. The small and medium-size industries were -, °

. explain the wOrkiﬁg'of—_S_FCs. and SIDC\sWi_t’H special reference to APSFC,.APIDC and -
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:

13.2 STATE FINANCIAL CORPORATIONS

The State Financial Corporations (SFCs) are the State-level devel_opmént banks set up under |

the SFCs Act, 1951 for the development of small and medium scale industries in their

respective 'states. SFCs air_n at bringing about balanced. regional development by wider
dispersal of industries, catalysing greater investment and gengrating larger employment . .
" opportunities. T I - :

SFCs, numbering 18 at present, provide financial assistance to industries by way of term loans,

direct subscriptions to equity/debentures, discounting of bills- of exchange and guarantees. .
- Most of. the Industries Development Banking India’s  schemes for assistance to small and

medium sectors are operated through SFCs. These include composite loan scheme, schemes
for women entrepreneirs, modernisation scheme,. equipment finance scheme, scheme for

hospitals and nursing homes, scheme for ex-servicemen, ﬁ'ingle window scheme. During the

yedr, SFCs commenced operations under two new IDBI schemes viz., Mahila Udyam Nidhi
Scheme and scheme for financing tourism and related activities. - :

The SFCs (Amendment Act 2000) which became effective|in September 2000, provide greater
flexibility to the SFCs to cope with the challenges posed By the deregulated financial system.
The Government of India has also. set up a Committee héaded by Shri G.P. Gupta, the then
Chairman.and Managing Director, Industrial Development Bank of India for looking into the

~ functioning of SFCs and main _recommendations for their restructuring and revitalisation. ‘The
Committee, in its-report submitted-to the Government of ]Ihdia in January 2001, indicated that

the future business canvas of SFCs is likely to be affected y stiff competition emerging in the
financial system. In the wake of WTO provisions becoming effective, SSI sector would face
new challenges. The Committee also felt that, there would be a new role for financial

. institutions specialising in and dedicated to finapcing and development of SSI sector. The

'SFCs, therefore, would continue to be significant,players particularly in financing of SSI sector
in‘india. The Committee recommendationsi\fél; restructuring and recapitalisation of SFCs are
under consideration of the Central Govergment. : ' o

@

y

‘Working of the SFCs .
During fifties and sixties, the. SFCs operation was only moderate. - During the seventies,
however, there was a rapid increase in their activities mainly due to the emphasis laid down by

the Government on the promotion of small scale industries, new entrepreneurs and

£
N\

development of backward areas. During 1965-66, the SFps sanctioned and disbursed Rs:253

million and Rs.10 million respectively. The sanctions and disbursements of SFCs were below

. Rs.2,650 million and Rs.150 million respectively upto 1979-80. Later the operations of SFCs-

increased rapidty by 2000-01, they were able to sanction a:round Rs.27,900 million. (see Table
S 13.1) ' L i S
TABLE - 13.1

i

'ASSISTANCE SANCTIONED AND DISBURSED BY SFCs
' 1 " (Rs. million)

Year Sanctions | - Growth rate | Disbursements Growth rate

o o i | ST
1965-66 253.0 - -+ 180.0 -
1970-71 496.0 - - 3350 -
1971-12 | 6410 | - 292 | | 3960 182
1972-73 - ~787.0 2238 4470 129
1973-74 1031.0 31.0 546.01 22.1
1974-75 1418.0 37.5 7960 | 45.8

1975-76 15550 | T 97 . - .988.0 : 24.1




1976-77

1633.0

5.0

T 65

1052.0
1977-78 1661.0 1.7 - 1074.0 20
1978-79 - | 20070 . - 20.8 - 1350.0 . 257
1979-80 26380 . 314 1848.0 369
1980-81 37050 | 404 2480.0 342
 1981-82 5096.0 - 37.5 3177.0 - 8.1 -
1982-83 6116.0° - 20.0 . 4040.0 27.2
1983-84 6449.0 54 . 4355.0 - 7.8
1984-85 74310 - 15.2 4977.0 14.3
. 1985-86 10091.0 - 35.8 . 6085.0 223
- 1986-87 12108.0 .- 200 "~ 7919.0° 301 -
- 1987-88. 13050.0. . 78 - 04250 - " 19.0
1988-89 139110, | - 66 10552.0 120
1989-90 151420 - | - -8.8° 11565.0 - 9.6
1990-91 18639.0 " 230 12708.0 99
1991-92 21903.0 . 175 15368.0 © 209
1992-93. -20153.0° -8.0 15574.0 1.3
1993-94° ' 19088.0 -5.3 156340 0.4
1994-95 - 27024.0 - 41.6 - 1809.0 - 20.3
1995-96 41885.0 55.0 - 29611.0 - 574, -
1996-97 135448.0. -15.4 27827.0° 6.0
1997-98 - 26261.0. 259 . 21102.0 . 242
. 1998-99 | 1641.8 -29.0 162465 | ° 230
1999-2000 223778 200" - 18250.9 123
~2000-01 27899.7 - 24.7 20050.6 9.9
Cumulative | _ —_— e ' '
uptoend- - | 358886.7 - 202425
March2001 |-~ - ° N

The sanctions and disbursements of the SFCs increa

i..

sed from Rs.375.5 crores and Rs.248 T

3

. crores respectively during 1980-81 to Rs.1,543.6 'gg&'Rg.__],190.2 crores respectively during
1989-90. On the whole, the cumulative sanctions and ‘disbursements of SFCs upto_end of .

i - March, 1990 stood at Rs.10,074 crores and Rs.7,550 crores respectively.”

‘ :Prdble_ms

) Th_é 'SF_Cs have been playing an important role |n 'meeting' the financial needs of small and

~development. However, the SFCs at present are facing certain limitations and difficulties.

They include: 1) non-recovery of loans, 2) procedural problems in the recovery of loans; 3)

- increasing sickness among industrial units; 4) dominance of the persenal factor in smali

13.3 ANDHRA PRADESH STATE FINANCIAL CORPORATION R

.'\__.
\\
.

business units; and 5) lack of adéquat_e resources for the Corpbrat_ions. -

\ The Aﬁdhra-Pradesh State Financiaf Cor'porat\ion (APSFC)‘ vas estab[ished__ih_ 1956 mainly fér

the purpose of financing small and medium scale industries in the State.
'li‘unét’idns: “The following are the functions of APSFC

\"\.1'- Granting of long-term

. \\ -mach!nery' - . s - . ) - - - _'

'l_oans to industries for purchasing- land, buildings and

medium-scale concerns. They have been helping their respective States in their industrial =

: '.221‘__/



2. Guaranteeing payment on behalf of the eﬁtre}preneu.r for purchasing machinery on
deferred payments from suppliers within India.] :

‘3. Underwriting issue of shares, bonds and debent!ures of industrial concerns,
0 | .

4. Guaranteeing loans raised by industrial concerns through ‘Floating” in the public
market, for a period of not exceeding 20 years.| '

5. Guaranteeing loans raised by industries from commercial banks or co-operative banks
for acquiring fixed assets.

6. Subscribing to debentures of industrial units.

7. Provision of foreign éxchange loans to industries under the World Bank Line of
Credit. . | '

8. Special capital assistance upto Rs.2 Lakhs.

9. Loans to industries in collaboration with the central financial institutions like the 1DBI,
the IFCI; and the ICICI and joint financing of projects along with APIDC and the
commercial banks.’ , : :

10. Acting as an agent of the State or Central Govérmnment or any other financial institution
notified in this behalf by the Central Government. '

Eligibility |

Industrial concerns under any form of ownership viz., a proprietary concern, Joint Hindu -
Family, registered co-operative society, private or public limited company engaged in or
proposed to engage in one-or more of“the’ following activities are eligible for financial
assistance from the State Financial Cerporation. : ' ‘

@

- a) Manufacture of goods;
b) Preservation of 'goodsé\. ) ;
¢} Processing of goods;
d) Mining; S
e} Hotel lndustry; _ g
) Development of any continuous area of land fJ_s.an industrial estate;
g) Generation and distribution of electr'ic_ity or éniw other form of powér;

h) Transport Industry;

i) Assemb!ing, repairing or packing any article \}vith the aid of machinery or power
j} Fishing or providing shore facilities for ﬁshinig or maintenance thereof; and

k) Providing special or technical knowledge or other services for the promotion of '
industrial growth. | ' :
|

" Working of the Corporation . : .

The APSFC has undoubtedly made tremendous -prog;ress in the last decade. The number of
pending applications have considerably decreased inl the recent years. The Corporation had
soared to newer heights in recent years in respect of s;anctions, disbursals and the financing of

222



" new units. (se¢ Table 13.2) Further, the cumulative sanctions to _sm.all' industry and small road -
- transport operators stood at Rs.19,561.5 million and Rs.2,336.4 million respectively bytheend.

TABEE =132

ASSISTANCE SANCTIONED AND DISBURSED BY AP.S.F.C. -
R . e L ~_(Rs. in million) - .
" Year - | - Sanctions | Disbursements | = -
_1985-86 "} - 10951 - . 67712
1 1986-87° |- - 13534 |- 810.1
1987-88 | - 1,1205 | T 990.9
1988-89 . [ 1,679.3 © 1,140.1°
1989-90 . | . " 1,9332 1. 12834
1999-2000. | '3.351:9 2,641.8
20002001 - | 39191 | 28280
Cum_ulative'_-upto‘ o
“lendMarch, | 2991 - . 24405.2
2001 . R o R B C '

' CHECK YOUR PROGRESS -1

i} What are the reasons for the establishment _of"'SFCg?,'

3

' 13.4 STATE INDUSTRIAL DEVELOPMENT CORPORATIONS *

Since 1960, many States and Union Territorjes have established State Industrial Development
Corporations (SIDCs) or State Industrial Investment Corporations (SICs). They were set up
as wholly owned State Government undertakings for promotion and development of medium
and large industries. At present there are 28 SIDCs in the country. Those in the Andaman &
Nicobar, Arunachal Pradesh, Daman & Diu and Dadra & Nagar- Haveli, Goa, Manipur,
Meghalaya, Mizoram, Nagaland, Tripura, Pondicherry and Sikkim also act as SFCs to provide
assistance to small and medium enterprises and act as promotional agencies for this sector. .

ObjecfiVes-

The main objective of SIDCs is to act as catalytic agents for industrial development in their .
respective states, - SIDCs provide financial assistance to industrial units by way"of tefm loans,
. underwriting .and direct subscriptions to shares/debentures. and guarantees. They also
1 undertake a variety of promotional activities like preparation of feasibility reports, industrial .-
’1poteq1_ial surveys, - enfrepreneurship development programmes and developing industrial
zstates/areas. SIDCs are also engaged in setting up of medium and largé industrial projects in
3int sector in collaboration with private entrepreneurs or as wholly-owned subsidiaries, Some
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‘Resources.

In addition to the paid.-u.]:l ca;iital and loans from the

SIDCs also administer the incentive scheme of Centra'lfStale_ Governments and phiticipate in
- risk capital. R o : . o

State Governments, borrowings from the

market by way of bonds and debentures and refinancing from the 1DBL are the important-
sources of funds for the SIDCs. - With' the fast expa_n's[ion__of their financial commitments, the
SIDCs have been increasingly relying on borrowing from the State Governments, IDBI, banks

and other institutions.

Management |

The SIDCs function under the overall guidance of thé.'respectwe State Governments. 'Except

for the nominee of the IDBI, all-the other members

nominated by the State Governments.  The Boards constitute special committees, whenever

necessary to advise them in conducting the business.

_ Functions

The Managing Directot, who acts as the

" Chief Executive of the SIDC looks after the day-to-day management.

There are some differences in thc_fu_nct-iohs of different SIDC_Q;.' They differ depending mainly
on the degree of industrialisation and the kind of institutional network developed in the State

concerned. The functions of SIDCs cover: -

a) Industrial promotion activities such as project identification, preparation of feasibility
reports, identifying the entrepreneurs and the offering of assistance to them in project

- implementation; :

) . \.“ $ ¢ . . . . . B
'b) The setting up of industrial projeets in the medium and large sectors in partnership

with private entrepreneurs (Jgint Sector) or

sole owners (Public Sector).

. X 3 - ! . . . .
c) Provision of infrastructurgbfacilities and market intelligence services;

d) T-he. granting of -ﬁnan’eial assistance by way_ofl' term .Ioanfbridgé'ldans and underwriting-

of or subscription to'equity/preference shares

¢) Acting as an agent of the State/Central Government in réspect of grant of subsidies,

Jand -

incentives etc., as also of IDBI for provision of seed capital assistance. -

Promotional Activities

_Some SIDCs have on their own or in association
conducting techno-economic surveys ‘of ‘industrially

industrial potential as also identification of potential

_ In some states, the ‘SIDCs have set up industrial

backward areas for ascertaining their
entrepreneurs and specific project areas.
escort divisions to provide guidance to

industrial units. ‘Some SIDCs also. provide a variety of ancillary services like assistances in

_project identification, supply of project profits, etc !
_ entrepreneurs at nominal cost and in some cases, without any charge.

Operations

During 2000-01, financial assistance sanctioned and
and 3.1% to Rs.20,801 million and Rs.16,644 mill

These services are made available to

disbursed by SIDCs increased by 299
on, respectively, as against a decl»i_?'/

sanctions and disbursements of 29.8% and 25.8% in 1999-2000, respectively. Upto ends .

million, respectively. (see Table 13.3)

' 2001, aggregate sanctions and disbursements amounted to Rs.223,309 million and Rs.?’

of thé Boards of Directors of SIDCs are -

with * other - State-level "agencies', been -

y _'.v
A



_ TABLE- 133

ASSISTANCE SANCTIONED AND DISBURSED BY SIDCs ,
S : : o ' " (Rs. miilion)

During 2000-0 i.; direct finance constituting 66.6% (83.1%) 0f-cjverai] sanctions, increased by
4.1% to Rs.13,849 million as against a decline of 41.6% in 1999-2000. Of the project finance,
rupee. foans declined by 2.3% over a decline of 49% in the previous year. Underwriting &

direct subscriptions, however, registered a -growth of 315.4% (-92.5%). Non-pfojec_t-
finance constituting 15.7% of the total sanctions, declined by 6.4% during 2000-01. Of the. -

“non-project finance, assistance under asset credit scheme/equipment finance/corporate loans

- increased by 48.3%, while working capital/short-term loans declined by 41.5%. ' Sanctions

under bills finance, accounting for 3].8% of the total sanctions, grew by 144.7% to Rs.6,604
million during 2000-01. . R ' . B . .

N : - : o S
\ _During 2000-01; disbursements undertdjrect finance were lower by. 4% (-"5_2._5%), -constituting
'\, 59.6% of overal! disbursements. .. Disbursements under project finance grew by 1.3%. to -

'R%.7,533 million, accounting for 45.3% of the total disbursements. Of the project finance,

‘\pee loans declined by 12.7%, while underwriting & direct .subscriptions increased by

‘Year | Sanctions | Growth rate (%) | Disbursements | - Growth rate
; " | - (%)
1971-72 | ~ 236.0 - . 144.0 - Sl e
1972-73 235.0 . 0.4 L . 166.0 153
1973-74 | . 279.0 I 2006.0 _ 24.1
1974:75° . | 3350 20.1 2670 29.6
1975-76 | 3750 - | - 11.9° . 2640 -l
197677 | . 718.0 91.5 - - 3500.. . | . 326
1977-78 | 879.0 224 _ 440 28.0
1978-79 | 983.0 : 11.8 ' 6010 342 -
1979-80. 1577.0 - 60.4 _ . 853.0 419
1980-81 21640 |- - 372 _ L 1246.0 ' 46.1 -
1981-82 | 2996.0 34 . - J911.0 - | 534

-~ 1982-83 - 2966.0° -1.0 - 2080.0 8.8

' 1983-84 - 3646.0 - 29 - .2365.0 13.7
1984-85 | 47790 | 31.1. 29760 - _25.8
1985-86 5270.0 10.3. 3640.0 223
1986-87 5703.0 82 42550 1 169
1987-88 6415.0 12.5 4486.0 ' 5.4
1988-89 | 7221.0 |. 126 . L4710 0 5.2
1989-90 | 6910.0 4.3 54520 155
1990-91  |. 82370 | 192 0 . {59830 L. 97

. 1991-92 10090.0° N5 . 6787.0 - 13.4
-1992-93 9731.0 _-36 N\, 6947.0 1 24
1993.94 - 9179.0 =57 L ™ 70080 J .09
1994-95 158860 | . 731 . KNJ 105100 . | 500 -
1995-96 _ | 19512.0 228 N1 11887.0 130
1996-97 18111.0 | - 32/~ < 15018.0 j 263
1997-98- - |- 17951.0 _ o009 141620 - YRR
1998-99 | 22805.6 27,0 1 217634 -53.7
1999-2000 . | 160142 ] |- 2298 < 17 1614701 .. 258
2000-01 208005 - 209 . 16643.7 3.1

~ Cumulative : : o S - -

~upteend- | 2233085 | - - - . 1764786 | . .-
March 2001 C A ' ' T
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© 341.1%. Non-project finance accounting for 14.4% of total disbursements, declined by 17.4%.
. Disbursements under asset credit scheme/equipment finance/: corporate loans and working -

capital/short-term loans were lower by 17.6% and 25.9% respectively, during 2000-01.
Disbursements under bills finance accounting for 38.4% of fotal disbursements, grew by 9.9%.

Of the 28 SIDC§, 16 régistered increaée in sanctions during 2000-01. Of these, the $-lDC'i.n

West Bengal recorded the maximum increase (235.6%), W’ollowed by SIDCs in Maharashtra

(51.6%), Karnataka (45.3%), Haryana (17.5%), Gujarat (17.2%) and Rajasthan (6.8%). The

- other SIDCs that recorded increase. included Tripura, Jammu & Kashmir, Uttar Pradesh,

Andhra Pradesh, Sikkim, Arunachal Pradesh, Nagaland, Himachal Pradesh, Pondicherry and

Orissa. States in which SIDCs recorded decline in sanctions in 2000-01 over growth in 1999-

2000 were Goa (-63.7%), Mizoram (-35.3%), Kerala (-3312%) and Meghalaya (-28.1%). . In
terms of absolute sanctions, SIDC in Maharashtra (52.2%) ranked first, followed by Karnataka

(1 1.92%), West Bengal (7.9%), Haryana (6.1%), Rajasthan (4.8%) and Gujarat (4.3%).

three-fifths of the total sanctions by the SIDCs were imjrespect of units in non-traditional

' industries such as chemicals, basic metals and metals products, machinery including electrical

machinery ete. The Corporation’s assistance for-the acceleration of industrial development in
backward regions has been growing. The concept -of ‘Joint Sector’ was developed as a
promotional . tool to attract private sector investment and their managerial abilities the

“promotion of projects in different statés. The SIDCs have been able to promote a number of
projects in the joint sector in association with private co-promoters. About three-fourths of the
cumulative sanctions by. the SIDCs ‘were in favour of the projects in the private sector, the

share of the joint sector being 11.9%.

Tasks and Challenges for the SIDCs

. . ' 3 : . . ' . ’ ’ .
. Despite organisational and operational Iimiitati(}rs' and limited resources, these Corporations
have been playing a significant role in ghe'imslus*trialisation process. The Corporation’s role in -
~ training new entrepreneurs and offering them assistance for launching new industrial ventures

is well-known. The role of the SIDEs“in promoting and |financing industries; particularly in
backward areas has been wideningry As State Government promotional agencies, the SIDCs

- dre able to act as an effective linkb‘ctween the industrial development planning efforts of the
- Government and the activities of the entrepreneurs and industrialists. - -

135 ANDHRA PRADESH INDUSTRAL DEVELOPMENT

CORPORATION -

The Andhra-Pradesh Industrial Devél'c-pment Corporation (APIDC) was established onthe 16"

of December, 1960 as a fully owned undertaking of the Government of Andhra Pradesh. for -
promoting medium and large industries in the state. The main efforts of the Corporation are -
- directed towards industrial development of the State, rational transfer of resources for reducing
the regional imbalances, the development of a self-sustaiping entrepreneurial within the state

and the creation of additional employment opportunities.
Objectives
The main objectives of the Corpdration'are:

. To promote medium and large industries as [to bring about planned industrial
development in the state; :

. 2. To develop backward areas 50 as to bring about a balanced dispersal of industries. .

" The SIDCs have contributed significantly to the structural [transformation in industry. In fact,”

STy -
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- 3. To develop and foster a wnde and com petent entrepreneur:al base

' 4. 'To offer opportumttes for the explonauon of the State $ natlonal resources through

industrial appllcatlons and

5. To b_rm‘-g about the,upgradmg te’chno'logy on the industrial front |

Functions

" The Corporatlon undertakes a wrde range of activities and services. Following are the

. activities of the Corporatlon

1. Partlclpatlon in venture capltal ofmdustrlal pl‘OJCCtS meludlng underwrltmg ofequlty, .

20 Extendmg of term loans under IDB! Refinance Schemes -
3. Extending ef seed eapltai tofi rst generatton professmnal entrepreneurs :
: -4, __"ldennfymg of new projects and scope for hlgher techno]ogtes and
. - 5. Nursing of swk and undermanaged units; '
'I Services
© . - . The. APIDC helps the entrepreneurs by prowdlng varlous serwces The serwees of the |

Corporation include the followmg

N mqnitonng oflndustrlal prOJects

2. helpmg entrepreneurs in obta:mng all necessary clearances

3. adwsmg entrepreneurs in technical and fi nanelka§pects of pmjects and

b Working of the Corporatmn

P
e

4

y

"N

4. developmg pr0_|ect reports and proﬁles : i\

3

The total sanctions and disbursernents-of APIDC _daring 1996-97 t0 2000-01 can be séen from

' Table given below. As it can be observed from the table that total sanctions and-_distrsement
of the corporation remained constant at around Rs. 278 million and Rs. 227 million

“respectively.- In fact, the sanctions and disbursements of the Corporation declined drastically -

L

during the recent years. However, the: Corporatlon sanctioned more than 70 per cent 01 s -
a351stance to the Umts Iocated in backward areas. -

TABLE

134

APIDC SANCTIONS AND DISBURSEMENTS

(Rs. in rnl.lhon.) -

N Year . Sanctions Disbursements
LN 1996-97 1680 2390
N - [199798 214.0 T 177.0
- N 199899 251.6 173.9
N . [ 1999-2000 1641 215.7
[\ - [2000-2001 2780 227.4
l \ | Cumulative upto o . _
\ v {March2001 - 5,360.0 4,695.6
AU :
b '
\'\ \'\
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13.6 ANDHRA PRADESH INDUSTRIAL INFRASTRUCTURE

CORPORATION

~ Activities of the Corporatlon

 APIIC rdenttﬁes growth centres and estabhshes fully equip

“‘the end of March, 1987, the APIC has developed 1(

The Andhra Pradesh Industrial Infrastructure Corporation as'Regrstered in September 1973

with an Authorised Capital of Rs.10.00 crores and its paid Up capital is Rs.5.80 crores. It has

acquired or alienated 15,650 acres of land has under the control of 121 lndustrlal Estates (IEs)

Industrial Development Areas (lDAs_)

Objectives |

The main objectjves of the Corporation are as follows:
. fo identiﬁ; poten.tilal growth centres in the State

e to acqulre land for IDAs and IES

"~ to establish lEs and IDAs equrpp_ed with roads water, power supply and a]so to build

work sheds and develop plots.

‘e to arrange Vquntary Loan Contributions to Andhra Pradesh State Electricity Board on

behalf of entrepreneurs.

e to provide social infrastrﬁcture like industrial housi

1g near work place.

e ' to establish Ancillary Industrial Estates for large parent units' like BHEL and benefit

© both the ancillary and the parent umt

s 1o establlsh Autonagars to serve the tran\port mdustry This helps i in reducmg traffic

congestion and at the same time offer:s a single
' transport operators, tradesmen and hechmclans

s to construct Commercial Complexes to help smal

| umbrelia, multl facility kereel to

| traders, busmessmen banks and

~ other institutions with accomfmodation for their operatrons

Concessions

a) Entrepreneurs belonging to SC/ST categories are'g
for the allotment of land/shed.

b) Emrepreneurs comnussromng their pro;ects (regu

ar- ~production) within one year of

taking possessron of land are given 10% rebate on the land cost

development areas so that entrepreneurs can literally walk

nto his new, ready made premises.

The Corporanon proposes to develop land to an extent of 8,383 plots, construct 912 industrial

sheds and acquire land fo an extent of 7,155 acres by the
The activities of the APIIC are expected to create direct ¢

constructed 4 455 houses all over the state.

ven a reduction of 10% of the cost

ped mdustrtal estates and industrial ~ ~

end of the seventh five-year plan.”
mployment to 92,950 persons. Till.
,943 plots and 2,516 sheds and -



On the basis of the report of the infrastructure committee constituted by the State development
board, the APIIC proposes to develop an action plan for a total expenditure of Rs.160 crores in
the development of industrial townships, ungradation and establishment of new industrial
estates all over the states. The money would be raised with the assistance from the commercial-
~banks and the IDBI with the contributions by the State Government confined to the margin_
money only The Corporatmn has constructed 3,999 houses with the assnstance of HUDCO

Thus the APIIC is deing a tremendous service to the enthusmstlc entrepreneurs m the small
scale sector for settmg up thelr mdustrles in the State

- CHECK YOUR PROGRESS-2 - =~ '_ R

i) What are the main objectives of SIDC?

.........................................................................................................................
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' 13.7 SUMMING UP O~

~ The State level development banks viz., the 'S?FCs and SIDCs have been playing an important -
tole in the industrial development of their respective states. The sanctions and disbursements .
of these Corporations, particularly to the small scale industries and the units located in the” - .
backward areas, increased substantially in the recefit years.  However these corporations are .
facing certain problems. They include: the non-recovery of loans inadequate resources and -
increasing industrial sickness. The future of these Corporations depends mamly upon thelr‘- L
eﬂ"c:lency in the management of their resources. ~ : . -

13. 8 CHECK YOUR PROGRESS MODEL ANSWERS

- 1) i) SFCS are establtshed for the deve]opment of small and medlum mdustries in
their respective states. They aim at bringing about balanced regional development -
by wider dispersal of industries, catalysmg greater investment and generating
larger employment opportunltles

'11) In the case of proprletary and partnershlp concerns, the maximum assnstance for =

‘which they are eligible is Rs.30 lakhs and in the case of limited companles and .
co-operatwe societies, the maxunum hmlt is Rs. 60 Iakhs
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2. i) Themain objectwe of SIDCs is to act as catalyn

in their respective states. SIDCs prowde ﬁl‘lal‘l(:l‘[:;

of term loans’ underwntmg and. dtrect subscrt ptm

i) The APIDC prowdes the followmg services to the entrepreneurs

monttormg of industrial prOJects

helping entrepreneurs in obtaining all nece
advising entrepreneurs in technical. and.fi
developmg pl‘Qj ect, repo"

ewwr

m) APHC identifies growth centres and establls
.. industrial developmental areas, so that the
premises. - -

agents fer mdustrlal development
| assistance to industrial units by way
ns to sharesfdebentur_es_and guarantees.

h- fuzl_ll-y.' e_é[ui.pped"'__ind'txs_trial"est_'etes and
entnjept;e'n_'etirs can occupy readymade

13 9 MODEL EXAMINATION QUES’I

I Answer the followmg questtons m about 30 lmes

'.1_.

2. How far the APIDC ach;eved its obJecu ves‘7
- the Corporatlon’? _ o

Cntically examme the workmg of APSFC

ea:c_}t".: i

D:é.’c’_:Uss:"the' :prebt_efns andthe future of

II Answer the followmg questlons in about 15 Imes each

B
Expiam the management struc
What are the fu’nctions of SID

| What are the varlous promoti
What are the functions of AP

1.
iii.
i,

V.

Cs?_ :

pnal activities.of SIDCs?

What are the reasons for settlng up of SFCs? Dlscuss thetr functlons.

ture of SIDCs

IC?
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- 14 0 AIMS AND OBJECTIVES

:Thrs ‘Unit discuss the role progress performance and bank\serwces and facrllties to various .

- sectors of India economy, and the ro]e of commercral ban.ks in prowdlng industrial f‘ inance. .

Commerc:a[ Banks in India have come to play an lmportant role in the promotlon of country s
. economic growth. They accept deposits and finance trade, commerce and industry in meeting . .
their ‘short-term needs. Since the launching of five year plans, commercial banks ‘have. -

' By the end of thrs unlt you shouId be able to understand

e the role of' commerc]al banks in the deVeIopment of Indian economy
» . the fiinctions of commercial. banks

e the fi nancial assistance extended by commercral banks to varlous sectors of the

- company; and :
s therole of commermai banks in prowdrng mdustnal finance.

141 INTRODUCTIGN

progresswely adopted innovative approaches for the mobilization of deposits, promotion of
savings and provision of funds for growth oriented purpose. They have been-able to meet the

~demands of the complex and expanding economic activities. - There has been a phenomenal: _

increase in the number of branches of banks all over: the country

14 2 GROWTH ANB DIVERSITY

\ubstantral propomon of branch _expansion covered the' rural areas wh:ch were for Iong_\- - -
*d banking facilities. Thrs has resulted in the promotion of bankmg hablts among the
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been a sharp increase in the number of small deposit

public. The number of account holders increased enormously. -About 55 percent of bank
offices are estimated to be operating in rural areas. One of the results of mass banking has
accounts, particularly in the rural and -

semi-urban categories. - There has been a significant increase in“the number of borrowers
belonging to the weaker sections.” A substantial proportion of bank lending is done in the

priority sectors of the economy including agriculture and small business. Over 50 per cent of -

the savings of the house hold sector of the economy is

growth oriented sectors of the economy.

hands of a few. There were accusations that these

held in the form of bank deposits.

* Enactment of Banking Regulation Act of 1949, and nati onalization of Reserve Bank of Indiain
the same year brought about significant change in the qutlook of "commercial banks and their
- willingness to meet the growth needs of the country. - llil' the year 1955 the State Bank of India

- was set up in the Public Sector with a view to extending banking facilities, on a large scale, '
- more particularly, in the rural and semi-urban areas. ﬁfll

were later set-up, the State' Bank of India did considerable innovative and pioneering work in
- the development of banking habit and in _providing_?

| ong with its seven subsidiaries which

esource to the hitherto neglected but

- However, criticism persisted that many commercial 'bank_s, particularly in the Private Sector, .
were helping in creating industrial monopolies and concentration .of economic power in the
banks favoured a.preferred few with -

substantial advances, thus encouraging hoarding and spectllation.' Smalil businessmen, artisans

and other self-employed persons did not receive adequate attention with a view to correcting

this, a scheme of social control was introduced in 1968. Its aim was to ensure that banks

-developed into more effective instruments of economjic progress by widening their base of
- bank credit, and diverting a sizable flow .of resources tg the priority sectors. .

In order to give a further thrust to the speedy achievement of social purposes and to meét the

legitimate requi_rem'ents of the weaker sections of
commercial banks were nationlised in 1969. “This has

the community, 14 major scheduled
fled for drastic changes in the attitudes

in creating employment opportunities. - -

 and operations of banks. Loans to cl'ierpgé\i’\'were no longer-to be related to security and credit

worthiness of the borrowers. In the case of large borrgwers, the advances were to be confined
to the legitimate needs for produgtive use and grant of credit for speculative or unproductive
purpose was to be avoided. The nationalised banks had the responsibility to provide assistance

" for productive efforts of a wideGange of borrowers, irfespective of size and social \status, and

to help in the economic development of backward areas. They have to take particular interest

- in helping farmers, small traders and small industries and seif-employed professional groups, -

especially, those in the semi-urban and rural areas. Through a process of coordinated branch

_‘expansion, they are required to mobilize savings and raise deposits from all parts of the

country and from all sections of the people. -

Over the years, the advances portfolio of banks have become broad-based and diversified. The
end-use and viability are the criteria for bank loans now as against the erstwhile undue -
emphasis on security and credit worthiness. Banks have actively participated in promoting
* balanced regional development of the country. Banks are also providing medium term

advances for deserving schemes of national priority. Banks also invest in’ government

securities.: Thus they are directly participating in the efforts of national development. Through

active and large scale mobilisation of savings and thrcilugh-judi'cious allocation of credit to the
various segments of the economy, the banks have facilitated the economic growth and helped

. There are 28 public sector banks which account for over 90 per cent of _the_deposits' and about _J
- 87 per cent of the total branches of banks, Their dominant position and involvement in-the.
national development effort .and achievement of social justice is thus evident. Besides

expanding banking facilities, these banks extend credit facilities liberally and at concessionz’

——— ———



rates to prrorlty sector and the weaker sections of society. Thesc banks are closely assocrated '

with the government plannlng and deve!opment activities, .

The bank credit is mcreasmgly tied up with the planmng system of. the country The banks'
prepare quarterly credit budgets identifying the needs and the tinks for balanced development.”
They held discussions. with the borrowers from various sectors to ensure proper utilization of -~ -

the resources provided. As lead banks, banks take-the initiative in the formulation and

- implementation of credit plans for given areas or districts and thus are actwely involved in the :
country ] economlc plannlng and growth efforts. ' :

14 3 NATIONALISATION RATIONALE AN D OUTCOME

Wlth a view to ensunng socml Justlce and equalrty, the Government of India natlonallzed 14

‘major banks in 1969. The most vehement argument in favour of nationalization is that
. government ownership of banks is an essential precondition’ for the fulfillment of social .
- obligations. If banks are privately owned, the allocation of scarce resources will be influenced. .

by market factors and the preferences may not match the national priorities. In order to deploy _

- funds for productive purposes or otherwise socially justifiable schemes, for the neglected
- sectors and weaker sections of the society, at concessional rates, resource mobilizing agencies

should be owned by the government. Covering of these funds by a powerful small group of
monopolists firms and the attendant undue concentration of economic power and corrupt
practices can be checked only if the ownershlp and control of these funds are assumed by the

Government. Extension of banking facilities to remote and interior areas will: be possrble only

at the 1n|trat|ve of the Government as pnvate banks consnder thls evenue uneconomlcal

a very wide scale to rural and semi-urban areas and to regions which have:hither 1o beén

. poorly served: However, inadequate banking facilitiessand regional imbalances still persist
and there are séveral needy segments of the economy, thedeservmg claims of whrch are to be .

I:omptlymet o : . . S o ..__.‘:,

- 14.4 ROLE OF COMMERCIAL BANKS

o\ N

' Commercral banks play as rmportant role in'the economic deve!opment of a country Without
the existence of these banks, the underdeveloped countries cannot join the ranks of advanced. -
‘countries. More specral[y, the rmportance of commercral banks can be very clear from the

fo]lowrng points:

i)  Banks help: ‘trade and industry : Without the 1ntroduct10n of bank cheques and
drafts, it would be impossible to transact large-scale trade within the country and
also. between. the - countries. - Today .bank cheques, drafts, and bills of exchange
constitute an important source of money. - Without thése sources of money internal

trade and international trade could not have developed and wrthout such trade .

spec1al|zatlon and mdustrial deve]opment is not possrble :

i) Banks encourage rlght type of lndustrles Banks prowde funds in the shape of
' loans and advances to right type of industries. This is done in accordance with the -
national priorities. - These funds help the entrepreneurs to acquire materials, labour .

and other factors of production. However, banks provide funds to only those

entrepreneurs whose products are in great demand. Besides, _banks Ioans help the :

' manufactures to increase thelr productwe capacrty also

~In India, the natronallsed banks have done a remarkable job of extendrng banklng facilitics on *
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iv)

Banks Create Credit and help in business eipansiog : Ekpénsion of bar_nk credit
provides more funds to entrepreneurs. This echourages production and creates

‘Banks help in distribution of funds between regions : Through a wide network of Co
branches, the banks help the development of backward regions. This is possibleas -~
the banks transfer the surplus funds of one, place to the other places. Thus fundscan '
_ be utilized more effectively and efficiently in 1t ose places where they are really.

" needed. This encourages production and enhances national income. B

employment opportunities. Further, the increased bank credit certainly contributes

to the increased economic development..

v)  Banks promote Capital formation : Banks ent

ourage habits of thrift among the

people. - Thus, théy mobilize the idie and dorm
~ make it available for productive purposes. Thus

ant capital of the community and
there is a possibility of diverting

economic resources from consumption to capital formation. . A higher rate of savings
‘and investments, is therefore, what constitutes the real capital formation.

Thus, banks occupy an important place in the socio-économ

ic development of a nation.

- b) Granting loans and advances "; N -
] . o \../
1L Subsidiary Functions A 'Q
a) .Agency‘servi.ces | R,

1. Primary Functions

“accounts on which banks do-not pay any interest. But the

‘Customers can deposit their small savings in savings de

. Fixed depoéits “are accepted for a fixed peﬁo_d of time and
" the due date. Interest is paid on these deposits depending

145 FUNCTIONS OF COMMERCIAL BANKS

The importance of these can be uriderstood through the fungtions they perform. The funct

i - ) ) . - ) w R - . N ll .
Commercial banks play an important role in the socio-economic development of a cou:_-:tj/ !
‘\\.‘. _.’/!I

of commercial banks.can be classified as below:. -
L- Pfimary Functions

a) Acceptance of Deposits

b) General public utility functions
¢) Overseas trading functions
'd) Information and other services

a) Acceptance of Deposits : Banks accept deposits fro
custody of deposits and facilitate the transfer of money o

m the public. } T_hey providé_ safe -
f customers through cheques. The

deposits accepted by commercial banks can be of three types. They are' :(i) Demand deposits;
(ii) Savings deposits: and (iii) Fixed deposits.. ‘Demand déposits are also called current

deposit and withdraw any amount at any time.

amount of interest. But banks impose certain limitations
these accounts. L : S

customers can obtain loans from the banks against these de
subject to certain limitations they can cancel their deposits

!

Se account holders are permitted to. -

posits on which banks pay certain
on the withdrawals of money from -

vithdrawals are not permitted before .
on the period of deposit. However,
posits. Further, before the duedate,
and get back their money. -

bl



b) Granting of loans and advances : With a view to increasing the wealth. of the nation,
.banks grant loans and advances to business men, and investors out of the money mobilized
from the .pubic. Banks grant different types loans by _acéeptjn‘g the discounting of bills,
- ‘granting cash credit, and providing overdraft facility. In order to get back these- amounts banks.

- grant, the loans against the personal security, gold, silver and other fixed and .variable )
securities.. Usually, the rate of interest charged by the banks on the: loans’ and “advances ‘is -
_higher than the rate of interest offered on the deposits. cl e

¢) Credit Creating: The origin of this function is the mobilization of deposits and granting of

loans and advances. The amount of loans granted by the banks can be more-than the amount =
- of deposits they mobitize. That is why, Sayer opined that “banks are not merely purveyors of .

money but in an important sense, manufactures of money. T '

In a country, the total quantum of mioney in circulation includes the legal tender money issued
by the banker. Bank.deposits are also known as bank money.  While granting the loans,
instead of paying the amount in cash to the loanee, banks credit the amount to the accounts of
the customers. . Many of the customers use cheques and drafis’ for ‘making payments to
different parties. Thus, additional deposits are.also created on which banks get interest. -

~IL Subsidiary Functions

< In addition to the pfim_arjr functions, -banks also'rendef different kinds of services to'the
customets. These services are called subsidiary services. Banks collect nominal rate of -
interest on these services. Subsidiary functions can be classified as below: - E o
i) Reprehensive functions .
ii) General public utility functions S _
- i) Functions relating to interriational trade I R
“iv) Information and other-functions. NS I R
N L . . B \./ . - . . ) <
i) Representative functions: The transactionstperformed by the banks on behalf of their
~ customers are known as_representative funcgions. Commercial banks perform the following -

representative functions. -~ . . X

-~ a) On request from the customers, banks collect dividend, and interest on behalf of the . -
- customers and credit such amount to.their accounts. _ -
~b) On behalf of the customers, banks niake payments towards'in_surance- premiui_ﬁ’,-"'
- subscriptions, rent, cheques, bills, promissory notes ¢tc., and debit such amounts to -
their accounts. -~ .. o o :
¢) - Advising the customers regarding the purchase of shares, debentures and bonds and
purchasing them on behalf 6f the customers. .~~~ . - - T :
d) Transferring the am'ount__o'f‘ the customers from one place to the other as_ber the .
- instructions of the custemers. ' : - S R

¢} Actiﬁg as agents, cbrreSpondcn'tls, representatives, executors and trustees_' of customers. _
f) Acting as an administrator of the deceased account. holder if hef"d'ies..--without'_-
-administering. o e '
" g) Presenting the tax-retl._mis,- helping in assessing the tax “liability. of customers and
. collecting the excess tax paid by the customers, - : ' '
i) General Public utility functions: Commercial banks render the following services to the -
customers, - _ _ T : L :
235
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a)
)

9

aj. Discounting the bills drawn by the exporters on. the importers of foreigh_ c__i:)unt'ri_es'aﬁd

D

€)

iv) Information and Other Se
and foreign trade to the custom

)

b)

Thus,
working as nerves a human body which carry blood to

Walter Leaf opined
‘economy”

Issue of credit cards, traveler chedués and gift cheq ies.’ -
' 'Pr_ovidir_ig safe deposit- lockers for the -safe\custody of gold and silver ornaments, - i

ownership title deeds, agreement papers and other

'Providing eather wallets for the safe custody of money of the business ‘persons after .

the bank working hours.

Acting as referees of the customers.

iii) Functions relating to International Trade: To fasilitate the smooth. functioning.of |
international trade, banks render the following services to the customers: ' '

‘paying Indian currency to the customers.

-_Agreeing'to' pay the amount towards the bills drawn by the foreign exporters on Indian
. importefs. - R I : . o
Issuing letters of credit o importers and helping them in importing the goods and

services,

Publication of bulletins containing information regarding trade, commerce and ge_ner'al o ;
~.economic conditions of the country. - _ I T : '

Preparation of special reports ‘containing inform
~ goods and services within the country and also in

).

sending the details of the customers-t t € banke
visit. - \/ - .
Collecting secret *information_ ”regardin_g' -the

countries regarding the general economic ¢

rvices: Banks provide information regai‘ding the trade potential ;
eis. In this regard, they offer the following services: R

ation regarding the marketability of

Issue of letters of introduction to th'eﬁicpstomers; who visit foreign

valuables.

other countries.

countries and
rs of the places where the customers !

financial ~ position of the persons,

“institutions and companigs,of ether countries on behalf of the customers.. This typeof g
. . ‘S - . -
~ information helps the cust@mers in taking correct

e)

decisions regarding their investment, i

Provision of .information to the customers intending to set up branches in other

nditions, rules and regulations of

companies, foreign gxchange, insurance, local bank facilities, etc.

in the modern world, banks are rendering invaluab

that “banker is an intermediary w

e services to the customer. They are
the entire body. ' In this connection,
ho is acceptable to all in the world

CHECK YOUR'PROGRESS - 1

1) De_scribe th_é role of commercial banks in the develop

.......
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ment of Indian economy. . -
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- 2) Explain the =f"unc_ltions'of commercial banks.

L L R L R R I L L N I T

L R L D L L R L T e T T R T R T LT

L T

14,6 FINANCING VARIOUS SECTORS OF THE ECONOMY

. Commercial banks provide financial ‘assistance to various sectors. of economy such as,
agriculture, industry, commeérce and trade. * A brief description of bank financing to these

sectors is as. f'ol]ows

‘i) Fi nan'cing of Agr_icu_ltu ral Activities

Till 1967 commercial banks provided meager assistance to agricultural activities. “Cooperative
~ credit societies also received some assistance. Thus, very little was available for.agricuiturat
- production. - Banking at that time had a predominantly urban orientation and was mainly
concerned with- trade, commerce and industry. Singe 1967, the situation changed in view of

the Govérmnments determination to harness the commercial banking sector for rural finance.

" With the nationalisation of banks the commitment became all the more urgent and significant
and the banking system began to evolve a variety of schemes for the direct financing of ._
agriculture. - A number of schemes for promoting agriculture related activities such as "

distribution of fertilizers, pesticides, lmplements energtsatlon ofi |rr1gat|on wel]s construotron

Lof godowns were also 1ntroduced

i) Financing Commerce and Trade

Initially, Commereial ‘banks- Ia'rgely.'investe‘cl in ﬁna cing dornestic trade, wholesale
and retail. Later, when it was found that big traders were cornering funds from-banks
for anti-social purposes such as hoarding and specu}a‘tmg The Reserve Bank of India

introduced appropriate measures of credit ,control. The small tradels and retarl

business, have from the beglnnmg received, litdle assmtance

s".

Credit facilities to exporte‘rs are p_r_o.vided by author_ized banks dealing in forei.gn .exchahge. N

The Reserve Bank of India refinances short term export credit and the Industrial Development
Bank of India refinances medium term export credit. The efforts of commercial banks to

expand export credit have also been substantially . supported by the guarantee facrlltres o

provided to commercial banks by the Export Credit Guarantee Corporatron by: underwrrtmg a
major portion of the Iosses or risks arising from advances to exports '

iii}) Fmancmg of Neglected Sectors

The Cornmercnal banks now- prowde assistance for the furtherance of Ingher education. They
extend credit facilities to professional and self-employed persons. The government and the

Reserve Bank of India have introduced a nuimber of supporting- schemes to enable commermal _
: banks to provide assistance to the neglected sectors of the economy

lv) Fmancmg the Investment Actwltles of the Government

Commercral banks" support public programmes of development by mvestmg therr deposit
_resources in Government securities. Ini the investment portfolio of Commercial banks, the -
:_government secuntres have a very dommant pIace The' readiness of banks to invest in .
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-v) Contribution of Generation of Employmént . o ' . !

' financial assistance besides providing financial assistance and technical advice. Banks extend

. Service Agencies.

government securities leads to the repeated success of Go_y'erhmer_it-'s borrowing prog"rammes
and this has a stabilizing effect on the securities market. | - =~ "

Creation of employment opportunities is part of the ecbnomic growth process of a country.
The country’s resources.of skilled, educated and technical manpower have to be productively |
deployed. Commercial banks through their rapid expansion, have directly absorbed educated - *
youths in various parts of the country. Banks have assumed the responsibility to identify and |
assist employment oriented schemes. Potential entfepreneurs are given assistance for !
launching their schemes. Self-employed people like tailors, artisans, barbers, etc., are-given i

guidance in assessing market prospects arid aid in a varigty of other ways through their Multi-

147 COMMERCIAL BANKS AND INDUSTRIALFINANCE |

. assets. -

Banks provide finaricial assistance to industries in 2 variety of ways. They provide loans and [
advances, purchases shares and debentures. However, a bulk of the bank assistance is related -
to-cash credit and overdraft facilities. Term finance is also provided for purchases of fixed -|.

At the very outset it may be pointed out that the part pla yéd by cbmr_nercial ‘banks in financing :
industries is inadequate. Especially their share in the long-term. finance for fixed capital | .
purposes is undoubtedly negligible. They generally follow the theory of commercial banks i

~ . assets by confining their advances to short-term loans. In this context it is advisable for banks h
. with large resources, with their intimate contact with the industrial units in the sphere of short- -

term finance and their large branch network tgez;ten'd Ic|mg-term loans to industrial borrowers. ' |

Data on sectoral deployment of gros_sul;ank* credit relllating to select scheduled commercial
banks which account for 90-95 pet.cent of bank cred_ilt extended by all scheduled banks are
given in the following Table. Thé&dgiumber of banks covered was 49 for March, 1990, 48 for
March 1991 to March 1993, 47for March 1994 to March 1997 and 50 for March 1998 to -
Match 2000. - v _ ' ' ' _
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" scenario.

renewed on satisfactory conduct of the units.

Before taking a close analytical look at the table which by and large pbrtrays the data relat_ing

to the post-liberalisation period, it becomes imperative to capture the - pre-liberalisation -

A ‘major part of the growth in credit to industries was 3xtended to the _engineering_group (Rs.

926 crores) chemicals, dyes, paints etc., (Rs. 794 crores), cotton textiles (Rs. 335 crores),-other
textiles (Rs. 330 crores) and iron and steel (Rs. 309 crores) during the years-1986-88.

Credit to ‘other sectors’ comprising hire purchase agencies, leasing companies eic., accounted

for Rs. 1,913 crores,

An analysis of industry — wise deployment of Gross Bank Credit for a 10-year p.eriqd (1990-

- . 2000) reveals that total bank credit absorbed by the industry (all industries put together) has
. gone up from Rs. 63, 805 crores in 1990 to Rs. 1.99,112 crores in 2000. However, among the .

industries, the bank credit absorption by the all' Engineering Industries doubled to reach Rs.

© 23,069 crores in the year 2000 from Rs. 12,609 crores in 1990, of which Electronics accounted
for Rs. 5133 crores in 2000. The Chemicals, Dyes and |Paints industries together accounted for -
Rs. 23,440 crores in 2000 as against to Rs. 6,785 crores in 1990. One interesting feature of the

strucutre of Indian industry is the emergence of computer software industry. It garnered an
amount of Rs. 616 crores in 1998, and_has increased ta Rs. 1,022 crores in the year 2000.

Financing Small Scale Industries

The small industries sector is a high priority sector and banks'provide substantial assistance to
" the small scale units. The State Bank of India took the initiative in this regard. The Credit

guarantee scheme which is operated by the Reserve Bank of India on behalf of the
Govemnment of India provides automatic protection jto. eligible leading institutions against
possible Josses in respect of advances to small scale enterprises, The consultancy bureaus and
merchant Banking Division of banks provide r_:c')m’rprehensive commercial, technical and
managerial advisory services to the entﬁqg?;eneurs of small scale units. Some of the facilities
provided by the commercial banks tosmall scale industries are as follows: . :

i) Financing Working Capital péeds of small scale|industries: The working capital needs
of an industry are met by the/banks with facilities| such as Cash Credit, Overdrafts, etc.

Though, these short-term advances are sanctioned forj a period of one year, they are normally’

Cash Credit: This advance is grénted against the security'of faW-mat_eri"als and finished goods
which are stored under the lock and key in the godown approved by the banks. The keys of
' these godowns are held in: the custody of the banks. The raw-materials which are not

immediately required for processing, high value items of raw-materials which are critical in
nature, finished goods which -are not immediately réquired for sale may be kept under the
bank’s lock and key. Commercial banks also grant cash credit advances against the security of
raw-materials and finished goods which are stored under the effective custody of the

-borrowing unit. The units enjoying these facilities har:e to maintain proper stock registers and
submit stock statements once in a week. The drawing power is calculated on the basis of

stocks declared in the stock statement. . :

ii) Trust Receipt 'fac'ility': This type of facility is granted to smali scale industrial units against

the security of raw-materials, work-in-progress and finished goods. Under this facility, the . :
wer edged to the bank for sale or processing -
without payment of their value. However, the goods feleased for sale are adjusted either out of’

borrower is permitted to take delivery of the goods P

sale proceeds of goods or proceeds of the bills submitted and discounted. In cases where thy

goods are released for -undertaking job work/processing the borrower has to repledge tht

£
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goods, when they are re_céived back after processing. A letter of underlakiﬁg and declaration
. has to be obtained from the prbCessing__ﬁrms who are doing job works for the customers

financed by the banks.

iii) Packing Credit: Export packing credit is a working capital advance granted against a

specific letter of credit of prime overseas bank or firms which order for purchase, processing, -
‘manufacture and packing goods for export purpose. General ly, these advances are granted for -

a period not exceeding 180. days.

V) Demand..Draf'ts_ Purch_ase Limits (DDP): Th.is kind of facility is given to"selleré of goods
- against the demand bills drawn on customers (buyers) who reside at different places.

However, this facility is made available to the sellers who sefl the goods on cash basis. Since

the buyers are situated at some other p_'laces', there is a possibility of delay in the payments. As-
such, during such period, banks grant the. advances and meets the financial needs of the small -

scale units.

v} Overdraft (Sup_ply‘ Bills): This tybe'bf fgcility.ié gran_ted to small scale units who supply

their products to Government Departments on credit basis. According to this scheme, the units -
have to execute a power,of attorney in favour of the banks so that the banks get the power-of _'
- attorney registered with the Government Departments concerned. . L '

- vi) Overdraft (Bills in course of collection): This type of facility is given to'the small scale
" units which dispatch the goods to thé buyers without receiving cash or bills. However, the
. bills accompanied by LR/PR, Delivery challan and invoices dre submitted to the bank. On this-

~ basis, the bank gives drawing power to the seller of goods. T e e

vii) Bank Guarantees: Bank guarantee is a coitract agré‘ed by_é bank to perform the promises. "

“or discharge the liability.of a third person in case of his default. In recent times, there has been

substantial growth in the bank guarantee business of Cormercial banks, both in dimension and

i diversity. A guarantee provided by a bank constittites part of its contingent liabilities which |
do not involve immediate cash outflow, However,“l\)ahks have to undertake thé obligation of

I

payment int the event of default by its constituents

Normally, bank guarantees are issued'l:iytlr@ ‘tommercial banks in the following situations:

-_(a)‘_ Guarantees ,oﬁ__ behalf of SSI Units in.liew of ,Secu_rityféarnes.t_ money '_d_éposits for -

participating in tenders.

'(b)'Guarantees'in respect of raw-materials supplie‘d to -units or in respect of advances
received by such units form indenters. : p : _ L .

(c) Guaraniees to allow units to draw funds from time to time against part execution of

orders from the concerned indenters,

~ India for milling and due return of rice, ete. -

' .(‘d). Guarantees to units- to enable them to collect .p.add}’- fl‘o'm' the Food _CorPOrati'or'l_ of

- viii) Term Loans: Financing of term loans is a part of advances portfolio of commercial - . -
" “banks. The Government of India set up in 1978 a Working Group (Tambe Committee) for .

~ designing arrangements to ensure adequate flow of bank finance o weavers, artisans and other -

~ SSIs who are outside the cooperative structure. - Accordingly, the Working Group made
recommendations -for channelsing institutional credit on an increasing scale to the tiny and

village industries in rural areas. .

~ ix) Entrepreneur Scheme: Techhically qua[.iﬂe_d and _éxperienée&' entreprenéur's who have

worthwhile projects for setting up of new industries are eligible under this scheine for financial
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assistance to the extent of 100 % if necessary to set pp SSI units. Under -this scheme,
technocrats such-as Degree/Diploma holders in Engineering/Technology, having limited. orno -
resources are eligible for financial assistance. Under this scheme advances-are given to units
‘engaged in the manufacture, processing and/or preservation of goods. .

14.8 SUMMING UP

" Commercial banks in India have come to play-an important role in the promotion of country’s

“economic growth. They have been adopting innovative approaches to promote savings and
banking habits among the people. In India, the nationalized banks have done a remarkable job
-of extending banking facilities on a very wide scale t rural and semi-urban areas and to.
regions which have hitherto been poorly served. | anks help trade and industry, and -
distribution of funds between regions. They encourage right type of industries and create and
help business expansion.” They also promote capital formation. Banks accept deposits and

“grant loans and advances. They also perform certain subsqlidiary functions like agency services,
general public utility services, overseas trading functions and information and other services.

Banks extend financial assistance to various sectors of the indian economy like agriculture,
industry and trade and commerce. They help the crafismen and technocrats. Banks finance
the working capital needs of small scale industries througuth cash credit and overdraft facilities.

14.9 CHECK YOUR PROGRESS : MODEL ANSWERS

1 i) Banks help trade and industry
ii) Banks encourage right type of industries
iii) Banks help in distribution of funds between regiohs
iv) Banks create credit a{nd help in bu_si{iesg 6f;erati6n 5; and

T V) Banks promote capital formatiofim

2. A) Primary Functions: 5.

i) Accepatcne of deposi\ts

ii) Granting loans and advances

B) Subsidiary Functions :
i) Agency services
i) General utility functions
iit) Overseas facilities |
i\f) Information; and "

v) Other services

14.10. MODEL EXAMINATION QUESTIONS

' I Answer the following quesflons in about 30 lines each.
1. ‘What is the role of commercial banks as instruments of national economic progress? /
2. Explain the functions of commercial banks. ~ : . : /

w2 I S A




3. Explain the f nan(:lal asmstance extended by commermal banks to various sectors of
the economy. - : . : . :

IL A'n_sw'er ;he foIIOWi__ng questions in about 15 lines each.

1. - What are the prirnaly functions of Commercials Banks? :
What are the public utility functions perforrned by Commercial Banks?

Explam briefly the growth of Commercial Banks i in India.

S

What is the ratlonale of the natlonallzatlon of Commer(:lal Banks in lndla?

| 14 11 RECOMMENDED BOOKS

b2

5. K.P,M.S':undarém o

L RS Sayers o .Modern Banklng
Stemer and Shaplro ¥ Modern Banking- g
3. _S.C.Kuchhal : Corporatlon Fmance . |
4 _S.._k.'..'Basu - A Survey of Contemporary Bankmg Trends

: | Money, Bank__lng,_'_l'rnde and Finance

14.12 GLOSSARY .

leed DepoSlts

_ Dem_and D__eposus\ .
- Cash Credit

"’ Export Packing Credit -

: De‘posits accepted for a fixed period of time

. Demand depo\ts are those deposuts on whlch
mterest |s hot}pa:d .

It is a.facrhty prowded by the commercnal banks E -

agalnst raw—matenals and finished goods

G It isa Workmg Capital advance granted agamst a .
. spemﬁc letter of credit of prl me Overseas Bank
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The objective of tHi_s'Unit is to digChss the emergi_ﬁg trenids in the financing of the corporate

sector in India.

At the end of this Unit, you should able to:’

s know the various types of financial services _avail_able to the corporate sector in India;

e understand the main features of certain financial services; and

o explain the procedure to be followed to secure assistance from various financial

‘services.

15.1 INTRODUCTION

The corporate sector in India since indgpendence has b
sector in India earlier used to depend on shares and deben

-,

tures only for financing its activities.

een: deﬁeloping fast. The corporate

T FINANCE

15.2 MERCHANT BANKING - PROJEC

Merchant Banking is a much desired innovative step un

India. The need for merchant banking in India was vehemently stressed by the Banking
. Commission (1972). According to the Commission, merchant banking institutions are to offer .

ertakeh by the commercial banks in




services like syndication of financing, promotion of projects, investment management and.

advisary services to medium and small savers.and to provide funds and trusts of vanous types
[n fact, merchant banklng implies a W|der range of spec1al|st services, such as: -
a) Loan syndication;
- b) . Fmanc1a| and management consultancy,
| c) Prcgect counselhng,
“d) Portfolio’ management _
e) Formulatlon of schemes of rehabllatl on;
: fy Gunda_nce on foreign trade financing; and

) Guidance to non-tesiden;lnd-ians fon_-"'investment in India..

~ Growth of Merchant Banking in India

The history - of merchant banking services, as “understood in the modern context, is

_ comparatively short in India. “The National G'i'lndlays Bank was the first foreign bank-which -
*  obtained a licence from the Reserve Bank of India in 1967 to do merchant banking business in

India. It started its Merchant Banking Division in 1969. Subsequently more foreign banks like . -

First Natlonal City Bank entered the area in 1970. Amongst the Indian Banks, the State Bank -
of India was first to set up a Merchant Banking Division in 1972, Among the non-banking -
financial institutions, - the Industrial Credit and Investment Corporation of India (ICICI)}

extended merchant banking services since 1974. Afier that many other banks also started the,
~ service in late 70’s and early 80’s. These banks include:.Canara Bank, Bank of Baroda Bank -
_of India, Indian Bank, Punjab Nanonal Bank, Allahabad Bank '

~ More recently many other banks ]lke Umted Ccmmerc:a]‘Bank Indian Overseas Bank, Punjab '
~ and Sind Bank, Andhra Bank, etc., have also entered the field. Amongst the foréign banks

new entrants -are Standard, and Chartered Bank,, the Bank of -Credit and" Commerce_.'.

_ International United, Bank of America and Amerlcan Express. In fact, the buoyancy. in the
. investment climate in the country in the recgnt past has led to cultural scramble in the Indian " -
banking to capture increasing merchant banking market. “This is obvious from the entry of, .

Bank of America and American Express — who never had merchant banking division. Big

" brokers and financial consultancy fi irms/companies have not lagged behind.- Many of them like -
20" Century Finance and Consultancy Pvt. Limited, MJ P. Financial and Consultancy Private .

Limited, K.R, Consultants etc., have entered the field. Most of the Ieasmg compames are also

listing merchant banking services as one of their actwltles
Rele ofa Merchant Banker :

The Securities and Exchange Board of India (Merchant Bankers) Rules 1992 define merchant .
- -banks as— . o . .

_ ““A person who is engaged in Ihe business of issue management either by. makmg arrangements '

regarding selling, buying or subscrlbmg to securities as manager,’ consultant adwsor or

rendering coporate adwsory services in relation to such issue management”

The merchant banks plays a vital role in channeltsmg the f'nanelal surplus of the society into

productive investment avenues. The Merchant Banker has a fiduciary role.in relation to the

.~ investors. He has to ensure that only quality paper emanates from his firm. He is réquired to
- exercise due diligence to ensure the adequacy and- approprrateness of the disclosures made in
» the offer document. : :

.

245



246

merchant banking.

| Regulation of Merchant Banking. _

The Merchant Banker is the leader among all the intermediaries associated with the issue. He

issue, advertising agencies, printers, underwriters, brokers, etc. -

The Merchant Banker has to éndufe the compliance of all the laWé.and_ r_egil_l_g’tioﬁs go\égé_fnin g

the securities market: He may also be called -upon to assist the statu_tory'-auth'ori'z_in!g. in

#

developing a regulatory framework for orderly gr'o_wt’h of|capital marke_t& R

Merchant Banking Functions - :

The followin"g" are the functi ons of a merchant banking division of a bank:

1. To helpin obtaining' government consent for stagting new industrial projects.
To prepare economic, t'echnical'-'ancl ﬁnanci'él'feas;ibi;tity studies.. '

To manage capital issues, fixed deposits and un erwriting of sharés and debentures.

£ oW o

~To help in securing rupee finance from financial institufions like IDBI, ICICl, IFC,
- SFC’s etc. : I - _ - .
5. To assist the firms in deciding the scale of operations and the technical process to be

used. : : _ : R -

6. To arrange foreign currency loans for import of machinery, etc.

To advise various companies in their reconstruction through amalgamation and.

- absorption. _
8. To counsel in project planning and company law matters.
9. To maintain liaison with government an semi-gavernment bodies. '

10. To suggest Research and Developments
. ' L ) - . . .
In- general, however, the merchant bariking activities of the Indian banks have been largely

N 3

confined to the management of pubfig.issues and loan syandications. They have yet to develop
expertise in the fields of project, counselling, -corporate counselling, capital restructuring, -

~ - portfolio managemerit, management ‘consultancy, tax consultancy etc. Indeed, there is a vast:

scope for development in the merchant banKing act,ivit_i}es inIndia. The fast growing capital

* market will provide them with ample opportunities. There is little doubt that the future of the

commercial banks in Indian lies in their innovative seryices, which can be provided through

The activities of merchant banking are regulated by the Merchant Bankers Regulation of SEBI.
The regulations stipulate that any person or body proposing to engage in the business of
-merchant banking or presently engaged as managers, consultants or advisors to issue would.

‘need authorization by SEBI. The Merchant Banking Regulations ensure involvement of

Merchant Bankers in post issue management even whete those activities are handled by other

. intermediaries. They would be primarily responsible fo

. also been prescribed against the orders of SEBI.

-of securities to the investors and listing of the instrume
-Bankers have to submit to SEBI, whatever information,

ensuring timely refunds and allotment
nt on the stock exchanges. Merchant
documents, return and reports as may

©is required to guide and co-ordiriate the activities of the|Registrar to thc\i_SSue,_____bankers._:_t_o'f_h"g L

/
!
LA

be prescribed and called for Merchant Bankers have to adhere to a code of conduct prescribed /

by SEBI. The authorization of merchant bankers may
duration in case of violation of the guidelines. " A proc

odure for appeal to Govt. of India hay

.J/.;.
Y
/

!

be suspended or cancelled for suitable /



: The regmtrat:on norms wrth SEBI are not véry strmgent The low entry barrlers coupled wrth -
~lucrative opportunities lured many new entrants into this mdustry The market was soon -
. flooded with competitors, and improper diligence most of the small firms had to exit from the
: :busmess because of the sfiff competition and the shake-out in the industry, because of lack of . -~ -
" adeguate business. Subsequently, most of the top rank Indian merchant bankers, who had -
. ‘strong domestic base started entering into jOII’It ventures with the - Forelgn Investment Banks.
: Some ofthe successful tle ups are— T

) M. Fmance T o Morgan Stanley -

\'DSP Fmanual Consultants o '-_'r o Merill L}’“éh' -
) Kotak Mahmdl‘a _. T o : ..‘:.'_\"'. : .G_oldm'an'_SaChS
1 Ind, Global Fin, ’l‘rust - ~Salomon Bros .
.""'Crecht Capltal T Lazard Bros o

SBI Capltal Market : ._ -- Lehman Bros :

-'.-'4___._:_:":15 3 MUTUAL FUNDS

CA mutual fund isa common pool ofmoney into Wthh investors. place thelr contrlbutlons that-
" “are to be invested in accordance with a stated objectlve The ownershlp ot‘ fund is thus ]Oll'lt
“OF mutual’ and the fund belongs to. aII mvestors : :

The recent fi nancnal service that has pooled huge volumes of sawngs rnto both capltal markets
'and money markets is mutual funds. :

instruments such as debentures, bonds, or government securities. It is these assets which are.

owned- by the investors. in the same propomon as - thelr contrlbutlon bears to the total
- contribittions of all 1nvestors put together P N

N\ 3
B €

| . Since each owner is a part owner of a mutual fund, |t is necessary to. estabhsh the value of his
~part. In other words, each share or unit that an investor holds needs to the assigned a value

A mutua[ find uses the money collected from mvestors to buy those assets Wthh are'_'-_.
~ specifically permitted by its stated investment objectwe “Thus, an equity fund would buy
€quity assets — ordinary shares, preference shares war{ants etc. A bond fund would: buy debt

since the units held by an investor evidence the ownership of the fund’s assests, the.value of |

 the total assets of the fund when divided by the total number of untis issued by thé mutual fund
-giving the value of one un1t This is generally called the Net. Alsset Value (NAV) ofoneunitor =~
© one share.. - . _ _ _ .

" The mutual funds mdustry come to India almost-four decades ago It arrived.with the
establishment of the Unit Trust of India, in- 1964. For almost 25 years, the UTI was the sole: -
- player in the fund market. That was.the perlod when the capitat markets were still to take roots
~ and the financial institutions were the major suppliers of long term finance. Between 1947and
© . 1986, where the'UTI was a monopolist, the total investible funds flew from Rs; 25: ‘crores in ‘
. June 1965 to Rs. 4,564 by Junel987. In 1987; the first public sector mutual fund.was .
- established by SBI. Between 1987 and 1992 7 mutual funds were setup, 5 by public.sector
. banks, and 2 by the insurance corporations, viz., LIC & GIC. The investible funds -which
stood at Rs. 4,564 crores at the end of June 1987 grew to rs. 37,000 crores by the end of June
w1992, Between 1992 and December 1995 mutual funds ra:sed Rs 5? 530 through 113
schemes : . . . S '

" The number of mutual funds durmg this perlod have grown to 2? and the number of schemes

mcreased to. 196 thereby makmg the total -assets managed under them reached to Rs. 80,600 .2 47
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crores level. -

Begmmng with 1993, forelgn asset management companies began to set up

domestic asset management companies as jaint ventures with Indian firms. By 1999, the assets -
under management by the mutual funds reached close; to Rs. 87,000 crores and were Rs.

90,587 crores by March; 2001 —with a continuous rise,

industry were Rs. 1,00,594 crores by March 31, 2002.

Kinds of Mufual'Funds

Mutual funds-are of two kinds — open.end funds and close-end funds.
target amount of the fund is definite, it is called close-ended: Tf indefinite, it is called open-

ended. For instance, the unit scheme of UTI is open-e
well as target amount.

" The mutual funds may be income-oriented’ as well as growth orlemed’ The income oriented
_f'unds aims. at distributing income periodically -amengst investors.
investment strategy conforms to the fund objective by

fixed income yielding securities. 'On the other hand,

investor’s need for appreciation high risk bearing capac ity and ability to defes liquidity. As
- such, the investment by growth oriented funds are predominantly made in equities. The fund

the ‘total assets of t_he mutual fund-

If the period andfor - i'
nded fund both in terms of perlod as
Consequently, its

deployment of mvestor s monies into_
the growth oriented fund meets the. i

which partially meets the neecls fori income and growth are called ‘balanced’ or ‘Income-cum- i

growth’ fund.

_However,_ a broad classification of mutual funds is always done as ownership securities (or) |
-creditor ship security basis. They are- : ' ' .

&

i) Equity Funds: These are finds that priinarily invest|in equity stock. An illustrative list of

kinds of equity funds is given below-

¢ Growthfunds — -~

o Maximum Growth Funds
e . Income Funds E . o
. Equily-lric01ne Funds ":_‘ ‘
e Growth& .Inéo_me Funds °
s Balanced Funds -

o  Small Company Funds

i) Bond Funds:

o

These funds invest exclusively in fixed incomé securities like government

bonds, corporate debentures money market etc. An illustrative list of bond funds is given

below- o

. Corporate Bond Funds

; Convertible Securities. Funds
- s Government Bond Funds
_ . Municipal Bond Funds

» Zero-Company Bond .Fuﬁds

: oL
« International Bond Funds




- Future of Mutual Fund_s

The future of mutual funds is bright. The first trust, UTI has successfully launched a variety of -
schemes to meet the diverse needs of milliens of investors: With.a view to provide a wider
-choice to small investors, the government has now permitted bonus to launch mutual funds i, -
the country. . State Bank of India, Canara bank, Andhra bank and LIC have already launched
their mutual funds. The entry of banks and financial institutions in this vital field will provide,
in the first place, the much needed competition. . This will improve customer services and

<

widen his chmce

The basic requirements an investor-looks for in an investment are safety, returns _:i'r_lcl-liquidity. _
After observing the stock market crashes and scams, many savers are turning towards mutual -

funds. This is largely because, mutual fund embodies investment at its best and widely

addresses the savings component of safety to suit various risk tolerances. There are a host of

mutual funds run in India by both tndian and foreign players offering various schemes. Along

with a facility of starting with a minimum investment, there are many attractive features like.-

diversification, transparency, flexibility, etc. offered by mutual funds which are attracting more

-number of savers and investors into its fold. With the government and SEBF’s move of close
regulation with adequate. ﬂex1b1]11y to the mutua] fund players the industry is all set to grow in.
leaps and bounds. B - : :

1

15.4 LEASING

Alease represents a contract between lessor and the'lessee. - In this contract the lessor allows
. the lessee to use his asset on fent basis to bepaid periodically. While leasing of land, bulldmgs '

- and animals has been known from times immemorial, the leasing of industrial eqmpments isa

-relatively recent pheriomenon, particularly on the lndian scence. Lease fmancmg represents a

margmal source of Iong term f'nancmg in Indla . \
. ' . I
“Types of Lease Agreements : R o
Lease agreements may be broadiy dlwded mto o cate},orles ' -

\

1. Operatmg Lease : A
2. - Financial Lease

Operating LeaSe: An opera_t_ing']ease;or service leasé€, has the.fol]ow’ing features:

1. Itis a short term [ease The lease penod WI” be generally ]ess than the hfe of the

equipment. ..

" 2. The lease is not fully amortised. 'lt meahs the Iease rentals payable du'ring the lease
 period are not sufficient to cover fu]ly the cost of the equnpment along W|tF1 an .

acceptable return there on.
The Iease is usually cancellable ét.short notice.

4. The Iessor'is_responsible for maint'enance, insurance and taxes.

Manufactures interested in leasing the[r own products typlcally use operatmg !eases

computers, vehicles, copiers and furniture are examples of assets that are commonly leased
under operating lease arrangements The system is more popular in Western . Countnes

compared to India.

249"



250

_Financial Leases: A financial lease, or capital lease, is
followm g are the characterlstlcs of fi nancial lease:

L

-
3.

4.

It is an 1ntermedlale-term to Iong-term non-cancellable arrangement. During the initial

lease period, whlch is usually 3 years or 5 years or & yeal_'s, the lease cannot be

cancel]ed

The Iessee is responsnble for mamtenance insurance and taxes.

The Iease is fully amortised during the initial lease period. This means that durmg this

along W|th an acceptable rate of return.

The lessee usually enjoys the optlon of renewmg the Iease for further periods for very

nominal lease rentals

‘period the lessor recovers, through the lease rentais, his investment in the eqmpment

Characterlstlcs of Leasmg The followmg are the signifi uf' cant characterlstlcs of Ieasmg

-1

_that the asset is fully paid for during the lease p

-raising the reqmred resources,

“Since the lease rental can be paid out of the cash
company it is a self financing progress. Heavy initial cash outlay, through borrowmg, _

safeguard agalnst mﬂatlon

Leasing eliminates the need for a down'payment

thereby conveniently spread out; matching the inflows from operations.

Since lease can take the shape off-balance sheet
the borrowing capacity of the company. .

Where manufacturer lessors are involved,
obsolescence. In other cases, generally the renta

negotiating the lease terms and ensure\that the b

finance, it has the effect of-inc'reasing

‘ Leasing should in-most cases be costlier than borrowing.

leasing serves to reduce the risk of
‘payments are so decided as to ensure .

ariod. The lessee has to be careful in

For ' instance, where funds’ are needed for investment in current assets the existing
property of selected fixed assets of the company can be sold and leased back, thus

generations from the opetations of the

is averted and the company pays for the leased assets as it earns,

The lease rentals are t_ax.deductlble expenses.

But lease company-is not eligible to

claim the benefits of depreciation or investment hllowance on the leased assets

Leasing involves simp'le' and flexible procedufes
are facilitated and the company has also the 2
current costs with the payments being made on ¢

Lease fi nance is not prowcled for settmg up ne
diversification programmes It covers _maml
expendltures

. Urgent _non—budgedted a’oquisi'tions
dvantage ‘of having the assets as the
igreed dates in future thus _providing a

W projects or gross root expansion /
‘the ‘'modernisation / replacement

essentially a form of borrow_in g. The

in a majority of cases. Cash outlay is

bnefits of technological developments
‘or innovations - pertaining to the{ Iéased equipment are transfetred by the lessor
promptly. For this purpose, the; Iease periods sh

ould be relatively short, say 3 years to -
5 years, depending on the naty[e’of item. : '



‘Leasing _'in India

. Inlate 60°s and early 70°s hectic efforts were made by Citi Bank to.introduce leasing to Indian
“industry in a big way; but had to give it up as the response was poor. Computer leasing alone

"“made some headway. The first leasing company of India (FLCI) braved the odds and got

“started in 1973 but had to stay dormant for a long period. Till the advent of the 1980’s only a

- few finance companies reported occasional leasing transactions, but these were of marginal

nature. These initial leasors were looking for higher returns and the mtendmg lessees also

- ~ were not adequately fam1l1ar with the process of negotiation for gettlng a falr cleal It took -

years for professnona] awareness of leasmg to develop

 In the funds- starved énvironment that preva;led at the start of the 1980 s the eﬁ'orts of'the frst S

leasing company to forge ahead met with success. ‘The Indian industry saw the logic in getting
" equipment on lease without being required in fund substantial resources for intial investment in
capital assets but yet being able to obtain and use them for maintaining or expanding

" pperations. The 20" Century Leasmg Company started its operations ' in 1980 and found its

business. picking up rapidly in 1981 and more so in 1982. "The Industrial Credit and’
Investment Corporation of India-took, up leasing in 1983 and by virtue of its close involvement
in the promotion and growth of Indian Industry over decades; gave considerable credibility and - -
support to the concept of leasing. Since then. Ieasmg has caught on faverishly and-leasing .

companies have proliferated. - The Industrial Reconstruction Corporation of India, the Gujarat .

Industrial & Investment Corporation of Maharashtra also joined in. The commiercial banks

have also been permifted to set up subsidiares to carry on leasing business and some of them

taken the initiative in identifying opportunities.  In effect, this financial lnnovatlon has been -

effectlve in W|demng the base ofthe caplta] market in India.

- Thus, Ieasc ﬁnancmg- in ‘India has_ been a;wel_t:ome development as_' it-has widened and

" deepened the capital market. There is a significant scope far this business in the coming years.

However, the mushroomlng growth of leasing companies have also brought to the surface:
some unethical and harmful practlces particularly xarﬁong the smaller leasing companies. -

There are instances of the lessor fixing a low rentabfor fhe client and collecting thé difference

between the negotiated and the fair rental in cagh; This cash transaction is outside the records.” -

Or else the lessor only fix a very high r;:ntal “and pay back the difference ‘between the
ne;,otlated and the fair rental to the client in'éash. Such unscrupulous activities will tranish the

- image of the leasing industry which has a posmve ro[e to p]ay in the economlc development of ﬁ
+ the country. : . . _ :

. 15.5 FACTORING

Factoring, a sort of supplier_s. credit, is understood by the services an agent renders to its

principal by managing the latter’s sales register, realising the book debts or bills receivables |
against a pre- -determined commission known -as “Commercial Charge”,. The - factors’ .

responsibility is contractual with the privity of contract with the seller, Depending’ upon the

*_terms of the contract, the factor may assume risk for non-payment by the custorner also. The |

k ‘need for the factor services is felt in view of expanding sales by the manufacturer/suppliers so
" as to manage the sales realisation by minimising risk for non-realisation and without waiting
for realisation of book debts. The factoring firms have professionat skills and use complete

" system to handle sales Ieclger for dlfferent chents in different trade for betters credlt control.’ _

and management.

‘Credit sales generate the factormg busmess in ordinary course of busmess dealrngs

« Realisation of credit sales’is the main function of factoring services. Once sales transaction is

""-,_Icompleted theé factor come into picture and take course to realise the sales.. Thus the f’lCtOt‘
'works between the sel]er and the buyer and sometimes wnth se]ler s banks logether

—
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Main terms and conditions of Factoring

Following terms and conditions are generally covered in the agreement of factoring.

TYPES OF FACTORING (-

a)
b)

d)

A551gnment of debt i in favour of factor

Setting limits and the conditions W|th which the factor will have no recourse to the

supplier on non payment from the customer and f
turn to recourse to the suppller :

Settmg any detalls of the payment 1o the factor for his services known as service

in what circumstances the factor will

charge or commercial charge which is usually a percentage on turnover. -

Setting out details of the interest tc be allowed

to the factor on the accounts where

~“credit has been allowed or to be allowed to the suppller The rate of interest is to vary
depending upon the money market conditions and is commonly fixed at 2 % to 4% p.a.
above the base rate s0 as to give a better margin to the factor

e)

g)

h)

A

1)

interest to be charged by the factor on such overd

o handle accounts of different cus’ton:iers

" named therein.

‘recourse” arrangements.

The agreement must .set thc limit of any overdr
The agreement should specify that the amount tc
should be net of the service charge. -

The percentage of the amount of the invoice va
the supplier be specified in the agreement. Usua

the amount is provided by the factor to the suppl

Spec:f‘c scheclule be provided in  the. gEneement s

Domestic factoring

It is sub-divided into-following types: .-

aft_of by the suppher and the rate of*
rafts.

ue to be received from the factor by
er.

etling'out_ special terms for the factor

Disclosed factoring: Under this type of factori
and clearly mentioned in the invoice asking the b
The -supplier may- continue to |
buyer or without passing it on to the factor. In|
“recourse” to the principal.

hg the name of the factor is disclosed
uyer to make payment to the factor so
bear the risk of non-paymem by the
such cases the factor is said to have

Generally, the factors assume this risk ‘under “non-
The limit within which the factor works as NON-Trecourse is

- said down in an agreement beyond which the dea[lmgs are done on recourse basis.

2)

3

) be paid by the factor to the supplier

Ily about 80% of the invoice value of

" the supplier against the security in the form of a charge on the book debts of th/
suppller on a specific cash recewables

Undlsclosed factoring: Under this type of factormg the name of the factor is not

disclosed in the invoice although factor maintains the sales ledger of the supplier -

manufacturer. The whole realisation of the debits and recewables is done in the name
of the suppher company but control of all money‘s remain with the factor

Invoice Dlscountmg The factor could be a bank or the supplier of funds which

discounts the invoices of the suppher ata pre-agreed credit limit providing finance to,/




B. Export faetormg

Under this, banks play an tmportant role The export company obtams ﬁnance from the AR

bank by vurtually se]hng the export documents to itona reasonable basis. -

If the claims’ are not honoured by the rmporters bank the exporter Stl“ repay the bank thet..'

~ amount so received: The factor bank usually advances 75% to 50% of the export claims of

the suppher s exporter Thls advance is on both recourse as well on non-recourse ba51s

C. C ross border factormg

Export factormg is atso known as cross border f‘actonng when import factor at the debtor’s- .

place is engaged by export factor. Import factor has knowledge of local conditions and

provides help.in realisation as well as reduction of commercial risk. The export factor

- takes over the commerctal rlsk from the exporter as the assurances glven by tmport factor

Advantage of Factormg Servtces

l) Factonng make through dlscountlng the b1||s ‘The funds "avaiiable to business

. enterprlses ‘which do not carry legal strlngs .lke Ioans or fi xed dep051ts as the former *

one is nelther a loan nor a deposn

2) Since factorin g makes avallab]e to the firm short term money the firm’s needs of funds
is satisfied wnthout recourse to borrowmg Thus factorlng he!ps in avondlng mereased _

debts..

3) This services are helpful for imptoving ﬁnanmal pos;t:on of the concerned busmess' ;

and it avoids snckness due to want to realisation of debts.

4) Sirice the funds are made availabie by factors generally to the extent of 80% of the

invoices,- the firm can easily meet its liabilities\This enables the firm to reduce in
' Balance Sheet the reahsatlons from debto\erand also the ellmmanon of current -

liabilities to that extent - O

Advantages of Faetormg ;

Factofing has certain advantages that make it qurte attractive to many ﬁrms One advantage is

the ability it gives the firm to turn accounts receivable immediately into cash without having to

“ worry about repayment. When a firni receives an advance, it does not have to make.-

repayment. Once the factor collects the account or, his repayment obligation s that it merely

" retains the money. ‘A firm that factors its accounts knows that it will definitely receive the cash -

ﬂows from the accounts by a certam date “This simplifies the f'rm 5 cash flow plannlng

If factoring is undertaken on.a contmuous ba513 5o that all accounts are. sold to the faetor a.

couple of other advantages result. One is the ehmmatton of the firm’s credit department. The’ R

factor takes over the firm’s credit analysis function when it determlnes accounts are acceptable

credit risks. Another advantage is the climination of the firm’s collection department. Since . - |

the factor normally accepts alt crdit risks, it must pay any colléction costs. The net results of
continuous factoring is the elimination of thé credit function from the firm. With this t'unctlon
eliminated, many aclmmlstratlve and clerical costs may be redueed '

- Disadvantages of Faetormg

\ The disadvantages of factoring are considered to be its cost and the implication of financial
\ weakness associated with it. The stated costs of factoring are obvlous]y higher than unsecured -
borrowmg cost but in Ilght of the cost savmgs result:ng t'rom the elimination - of many :
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administrative and credit outlays the 'riet"'eest:hﬁay"he't._ be ’_hi‘gh-.fef.-t'he_ protection received. 'As
for the belief that may damage future business if the fifm(s ciistomers learn about it, it is quite

difficult to determine its vahd:ty Each factormg agregsment is unique, and the advantages and -

disadvantages of factoring for given firms can only be evaluated in light of the terms of the

specific agreements drawn up. In genetal, small firms that cannot afford. to carry professional

credit and collection employees often find factoring qmte fea31ble

15.6 VENTURE CAPITAL _

 Fedtures of Venture Ca pital

Venture capital implies an mvestment of long term equ;ty f'nance on high risk pmJects with
high return opportunities. It is investment in securities made dlrectly of new and unseasoned
enterprises by way of private placements while there is risk of total loss and also expectation of

higher reward. Risk is.involved with such capital -invcs'tmeh't and-as such it is termed as .

venture capital. It is also known as “risk capital”.

Investore of Venture Capital haﬁe no. liquidity for a peribd of'ti'_me. " Venture capitalists hope
that the company they are supporting will thrive and that after three or more yyears it will be
large and enough profitable to sell its shares in the public market. The venture capitalists hope

. to sell their shares fro many times what they paid for. If the unit fails the venture capitalists

loses everything. The probability distribution of expected return for most venture capital
mvestment is highly skewed to the right. The success rate IS about 18 to: 20 percent.
|

" The concept of venture cap:tal originated in USA durlng the- nmeteenth and ear]y lwentleth_
centuries when the European Investors along with American natives were uwolvmg in backing

of construction of new industries such as rail rods, steel, oil and gas etc, This concept was
formalised after world war Il with the involvement of a few American Wealthy family groups

" who made forturies in earlier new ventures. InUSA the venture capltal funds got a boost after
-the creation of small business investment company undet the small business investments Act

in. 1958. The venture capital funds are prn)ateiy owned and constitute the longest soutces of

.“

equity capital. The venture finances wer€ risky but carried opportunities of high return. The

- sources of venture capital in the USA 4re several, individuals make venture capital investments

directly or indirectly. In direct mvestment individual or partnershlp of individuals appraises

the proposal and in indirect approach the venture capitalist appraises the proposa] and presents -

his evaluation to the mvestors o o

The following are some of the features of venture capital z'igreements:

1. The venture capna firm is inctined to assume a hlgh degree of risk in the expectatlon
~ of earning a high rate of return. i

2. The venture capital firm m addition to prowdmg funds takes an active mterest in
guiding the assisted firm. i :

3. The financial burden for the aSSlSted f' m tends to be negligible in the first few years.

4. The venture capital fi firm normally plans-to liqmdate its investment in the assisted firm
after 3 to 5 years. Typicalily, the promoter of the assisted firm is gnven the first option
10 acqu:re the equity investment held by the venture cap:tal firm.

Promotion of Venture Capital i in lndla_

R_ealising' the importance of venture capital for the development of new technologies, the
Union Government in its long-term fiscal policy, proposed to establish, on an experimental.,




basis a venture capital fund wrth an 1nttlal capltal of Rs. 100 mlllton This fund wrll provide
equity capital for pilot plans, attempting coimmercial applications ofmchgenous technology and ;

to adapt prevlously nnported technologles to vvlder domestic appllcatlons

A venture capltallst 5. management approach d:ﬁ'ers sugmf’ cantly from that of a conventtonal—l
‘banker or’lender or a stock ‘market. investor. In fact, the venture capitatist combmlng the

: quaht:es of banker, stock market mvestor and entrepreneur in-one.

Venture capital recogmses dnff'erent stages of fi nanc:ng-development expansion and buyout
financing for the enterpnses whlch are. unable to raise: funds from the normal f‘nancmg :

. channels.

Venture Capital in India

Venture capttal f'nanclng 1ncludes technological development stlmulatlng creat|v|ty and g
innovation and nurtures entrepreneurshlp ‘For this, ‘concerted efforts are required by -the

government financial instititions, private sector and other agencles to create a conducive
: __envtronment tor the growth of venture capltal in lndla :

' IVenture cap1tal as a concept was frst 1ntroduced in Indla in the budget for 1986- 87. A 5%

cess was Iewed on all know-how :mport payments to create a venture fund by IDBI
.- The followmg are. the lmportant ventul e capnal schemes operatmg in Indta
IDBI Scheme

The venture capttal scheme of lDBl has been set up vvlth an lI‘IItlal fundrng of Rs 10 Crores
The salient features are - : . . :

- lt is de5|gned prtmanlv to assist pro_lects Wl’l]Ch }Jro’tnote commerclal appllcatlons of |
indigenous. techno]ogles The technology sl:lould be new and not tested in lndran.-

condltlons : _' L e L O

¥
~ 5

- The assnstance to a pro_ject ‘may vary bet\veen Rs. 5 Lakhs and Rs. 250 Lakhs and’ -
covers both capltal expendlture antkoperatmg expend|ture dunng the development '

phase.

- The assistance provlded normally covers 80% ot‘the prOJect cost. The ba]ance has to,' T

1. be contrlbuted by the promoters

- '_ The asmstance _may be in the form of equity and/or i in the form of‘ loan. The loan

: component carries an’ ‘interest of 6% during the initial development phase and - 14%

. thereafter. The toan component is repayable in 10 yeats, which includes a uuttal
' moratorlum of3 years : oo S

\-' . to another promoter designated. by it on mutual]y agreeable terms.

2y \\.\- B E-ICICI Venture Capltal '
Y,

tcompany Ltd. The salient featunes of ICICT venture tunds are as follows

-
-~

Ao - t, however the project does not succeed IDBI Wlll assist'in the transfer oftechnology

\ The venture capltal scheme of ICICI subsequently operated by Technology Development and o
\\ Investment Corporation of India (TDICI) was reorganised as ICICI venture funds management ‘
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-~ The condmonal loan can carry no interest durmg the d
would depend on the com mercral vrab:hty of the pI‘O] ect '

Other venture capltal schemes

1.' .

N BN

technologles ona commermal scale.

" The assistance to a pro;ect can go up to’ Rs 2 l'

“The equity in the pro_lec't wou]d be held for a per#
nate:d price-or can be disposed off in

 Indian Investment Fund of Grmdley 's Bank

with a view to achieve Iong term capital gain ICIC
start-up and growth stage of compames ina wrde

The funcl seeks to- a551st technocrats mvolved
technologies and products, |mplementnng ind

conditional loan w1th ﬂexlble mterest rates and re

the promoter, at a pre-determmed mutually nego
the secondary market on S :

s

-lClCl venture fund invests in companles w1th attractwe growth and earnings potentlal '

CI'venture capital is mvolved in seed
area of industrial sectors.

in developmg cornmerctally v1able

Crores’ in the form of eqmty and for
payment perlods '

od of 5 8 years and thereaﬁer sold to

IFCI Venture Capltal Funds Ltd;, (erstwhlle I'lSk. ca'p'i'tal'-'and - technology finance

corporation)

'SBI Capital markets
Credit Capital Fi mance Corporatlon |
Can Bank Financial Serwces has setmka Venture
20" Century Finance: '

\ .
lndlan Technology Venture Caplt%tl etc

Avon,

Capif_el Fund

genously developed yet interested

*ve':!opment phase. The interest rate

CHECK YOUR PROGRESS ‘l

a) What are the various types of ser\n vices oﬂ'"ered by meri‘chant banklng mstltutlons?




15.7 CREDIT RATING

: .Beneﬁts of Credlt Ratmg

.Defmitimi

not mdtcate market r[sk or pred:ct prnces%r ylelds of credn lnstruments
Scope of Credit-Rating

Evaluation under credit rating is limited to debt instruments only. The conipany which issues

. the debt instrument is not rated. It is thé instrument which is rated by Rating Agency. It- -

reflect upon the issuer’s strength and soundness of operations, management and organisational

behaviour: and expresses a view on its prospective composite performance and also the -

organisational behaviour based on the study of the past dues. In a way risk is partially defined

- or indicated through credit rating and the investors are left free to consider other re[aled
aspects which might affect the company’s willingness, capacity and ability.to repay its debts.- - -
The scope of rating is limited to the instrument rated. . Rating will differ for dlﬂ’erent__'

mstruments to be lssued by Ihe same company within the same time span

: '_ Need for credit Ratmg

It become necessary in view of the growing number of cases of defaults in.payment of interest
and repayment of principal amount borrowed by way of fixed deposits, debentures, preference

'shares etc. Defaults shatter the confidence of investol stn corporate instruments. Therefore, .
for judging creditability of the company well in advance before takirig decision about investing
valuable money of the investors. It become |mportant to make rating first, In lnd:a credlt o

rating covers only debts instruments andl no‘r equity shares

) \

' ..A) Benefits to, fnvesmls

-'Credlt Ratlng can be def'ned as an expressmn through use of symbols of the opinion about - .
credit quality of the issuer of securities with reference 10 a part:cular instrument. - [t only -
- indicates a representative character of a particular security whlch does not amount to any
" recommendatlon to purchase, sell or ho!d that securlty ' : '

- Credit rating is a measure of credit risk asspclated with a credit instrument. Credlt ratlng does'_' o

1) Safeguards agamst Bankruptcy Credit ratlng of an instrument lndtcates the degree o

of financial soundness of the issuer company. Hi ighly rated instrument of 2 a company _

gives an assurance to the investors of highly safe i investments.

-y

ii) .'Recogmtmn of I‘lSk Credit ratlug prowdes investors wn-h ratmg symbols backed by_-' o

the financial soundness of the company which is easy to understand for taking any.
investment decisions. Rating symbol gives them the idea about the l'lSk uwolved or

the ex pected advantages from the investment.

judiciously and attract 1|west01s

\ ~understood by any investor who needs no analytical knowledge on his part. Investor

\ securtty of a company

-iii) Credibility of Issuer: Rating symbol assigned to a credit instrument gives a clue to -
- the credibility of the issuer company who has .been assessed :mpamally and.

iv) 'Easy understandablllty of the mvestment proposal: Ratlng symbol can be.

can take quick decisions about the investment to be made in any pamcular rated
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i)

- viid)..

‘Saving of Resources e Energy-and time:

This relieves investor from the botheration of
company its actual strength fi nancral standmg

-Investors relies upon credit rating.

i . \
¥ 1

Independence of Investment decision: Through credit rating symbols investors

shall come to know about financial strength

investors can make direct investment decisions,

Choice of Investments:
for making investment in the capital market

of the comipany then on that basis

Several alternative ¢redit.rated instruments are available

and the investors can make cho:ce

depending upon their own risk profile and 'd_iverSIf'cat:on plan.

B) Benefits to company : ‘A company which had its credit instrument or securlty rated by a
credit rating agency is beneﬁtted in many ways as summarlsed below.

i)

'_ .ii) '

i)

. V)-.

vi)

knowing about the fundamentals of a -

Lower cost of borrowing: A company wurth highly rated mstrument has the_ .
‘opportunity to reduce the cost of borrowmg from. the public by quoting [esser
interest rate on fixed deposits or debentures of bonds as the investors with low risk

”Rat_ilng as marketin'g tool:
~ image and avail of the rating as-a marketing t

preferences. would come forward to-invest
marginally lower rate of return.

Wider audience for borro._Win_g: A compa

Investors in different strata of the society

in safe securities though yielding

hy with highly rated instrument can

. approach- the investors extensivly for resource mobilisation using the press media.

could be attracted by higher rated

" instruments as the investors understand the degree of certainty about tnnely payment o

of interest- and principal on-a debt instrument with better rating.

Companies with

with its customers and’con’stituentﬁ(]enders

y 3

rated instruments improve their own

and creditors.,

Self discipline by companieS: Rating encourages. the companies to come out with
more disclosures aboutdheir accounting systeny, financial reporting and management

pattern, etc. The company gets opportunity
existing practices to match to the competitive

' rating attained by it or make lmprovement upo

on media coverage conferences.-a:nd ‘other pub

standard and maintain the standard of
n the rating

' Reductlon of cost in publlc issues; A company with higher rated instrument is able = .
to attract the investors and with ]east efforts can raise funds.
company can economise and minimise cost of!

“Thus, the rated
public issues by controlling expenses
city stunts and.gimmicks. '

Motwation for growth Rating prowdes motwatlon to the company for growth as
the promoters of the company feel confident i |n their own efforts and are encouraged

to undertake expansion of their operations or new projects.
created through higher credit rating the compz-ﬁny can mobiles funds from the public .

and institutions or banks. °

With better image

|
Advent of credlt ratmg in Indla Credit rating emerJ;,ed in India with the blrth of Credit

Rating Information Services of India Ltd. (CRISIL). ﬁn January 1988.
‘enterprises have depended in India for funds to finance their projects or expansion of existing -
“projects upon the financial institutions and banks and it

Corporate sector

ool to create bétter image in dealings -
Even consumers feel -
confident in the utility productg lﬁanufacturecl by the companles carrymg hlgher
- rating for their credit instruments. .

and motivation to improve upon. its =

vas the name of these institutions and _~

Lt
SN
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banks: associated with the company’ that enhanced the image in lebIC estlmdtzon of the "
'company and of the public issues 100. The need for Credit Ratmg Agency has been felt much’
more now when the capital market is going to attain efficiency and the corporate enterpnses_ :

are ralsmg funds from the issue of securities and their dependence on-the capital market is

growing a move in the corporate sector from deb- -age 1o free-market finance age has further -
increased the chances for more Credit Rating  Agencies. This is the time for investors to

- measure risk as well as for the corporate units to use credit rating as a markettng tool. The
growth of the capital market ts discernible from the fact that there are 21 stock exchanges_ s
‘operating in India with over. 6500 listed - -companies and more than 1.5crores individual
© investors with increasing trend of investible funds and increasing demand for funds from the. - .
-industry. Investors have to rely upon rated instruments rather than following the advice of the
financial intermediaries. Ratlng has not been made compulsory in India for companies going’
public. - It is only for debt strument t.e., debentures, fixed deposits or money market-
instruments hke commercial paper or cemf'cates of dep05|ts for whlch ratmg is obhgatory'

© under the recent gmdelmes 1ssued in this regard '

.Regulators Requlrements

_'At present c[ebt :nstruments viz., Debemuresfbonds CPs, and CDS are (mly rated in Indta but. .
" not equity shares. . While any and' every issue of CP or CD has to be rated, the following

guidelines are applicable for the issue of fully convertble debentures (FCDS) Partly'-_' :

Converttble Debentures (PCDs)fand Non—Convemb[e Debentures (NCDs)
- Compulsory credlt rattng is requned if convetsmn is made for FCDs aﬂer !8 months

- - In case of NCD/PCD credit: 1at|ng is compuisory where maturlty exceeds ]8 months

- Bet‘ore roll over ofNCDs or non convertble purt\\'r'of PCDs fresh credit rat[ng sha[l
- be obtained within a period of 6 months ‘prior to the date of redemptlon and .

commumcated to debenture holders before roH over

'o..,

-The ratmg process of debf instruments. commences at the issuers’ request Based on the tenme _
- of the instruments, the rating agency will gﬂther the requisite data that based upon the key . -

parameters viz; industry evaluation,- “the company evalyation, technical evaluation, . financial

' Ratmg Pmeess o

The following step_s- indicate f'or process involved is -credit rating: -

I. The rating process commences when a cllent appmaches f'or credtt ratmg agents to -

analyse and prowde a ratmg symbolfreport toa seCunty;’mdlwdua!r’borrower etc.

- 2. The ratmg agency then a551mllates all the necessary information required. for this by"

" evaluation, statutory evaluation, management evaluatlon regu[atlons and competltwe' -
enwronment analysm and: fundemental analysis of the issuer. company S o

meeting the management of company;‘borrower The information provided for ratlng o

process will be highly conﬁdent:a] and w:l[ not be used for any other purposes

Based on, the analysis of the. report, the rati ng will be decided.

4. The rating will then be eommumcated to the client along w1th the reasons supportmg .

 therating. Ifthis rating is not agreeable, the client may appeal for’ rewewmg the rating
+ - for which additional/new information will have 1o be prowdec[

N5 Ifthe rating is accepted by the client it W|ll then by declarecl to the publlc by the credlt
Y, rating agency. . ' :
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6. Since rating is not a one time process, there will be a continuous monitoring of the
client’s performance and its operational environment. Based on this information, the

rating may be affirmed, upgraded or downgraded. Any changes will, however, be . E
informed to the publlc . : : -

The Rating Scale and Symbols

. Since the rating of the agencles will be used even by Iay investors, the outcome of the rating
should be delivered in an understandable’ manner.

To facilitate this, rating symbols are

provided. Difference rating agencies use difference symbols and distinct symbols will be

High Investment Grades o ' : | :

AAA
- Highest Safety

AA High Safety

Investment Grades

A :
Adequate Safety

BBB :
Modesty Safety

Speéula_t_iye Grades

BB

Inadequate Safety

B
High Risk

C

~ Substantial Risk

' margmal]y

hl gher rated categones

-~ assigned for difference securities. The following are the main symbols used with a preﬁx The
- scale of the corresponding rating is also given below.

ot I

-Debentures rated AAA are Judged to offer highest safety of fimel y

payment of interest and principal

Debt rated AA are judged to offer high safety of timely payment of
interest and principal. They chf fer in safety from AAA issue only

Debentures rated ‘A’ are judged to offer adequate safety of timely
payment of interest and | principal; however, -
circumstances can adversely affect such issues more than those in the

\J/

Debentures ratedi BBB are judged to offer moderate safety of timély _
payment of mtercst “and principal for the present; however, changing -

circumstanees are more likely to tead to a weakened capacity to pay
mterest and repay principal. Than for debentures interest hlgher rated
categor‘les :

Debentures rated BB are jud get%l to carry inadequate safety of timely
payment of interest and principal; while they are less susceptible to
default than other speculative gracle debentures in the immediate
future. The uncertainties that the issuer faces could lead to the
inadequate capacity to make timely interest and principal payments.
Debentures rated B are judged ! to have greater susceptibilities to

~ default; while currently mterﬁ:st and principal payments are met,

adverse business or economic ¢onditions would lead to lack of ab|hty
or willingness to pay interest of prmcupal

changes in

Debentures rated C are judged
them vulnerable to default. Titnely payment of interest ad principal is -

}0 have factors pressure that make

possible only if favourable circimstances continue.

Debentures rated are in default

and in arrears of interest or

PR
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In Defaultl ' prmcnpal payments or are expected to default on maturity. Such >
- T debentures are extremely speculative and returns: from these -
debentures can be realized only on reorganlzatlon or llql.ndatlon

: Further to reflect a comparative standlng within a category, one or more {+’ (plus) 51gn 01 one

or more * (mmus) srgn wrll be sufﬁxed or pref' ixed to the symbols glven above

: Indlan Credlt Ratmg Agencles

in India the credlt ratlng serwce is offered at present by four agenmes They are; |

The Credlt Ratmg lnformatlon Services ofIndla Ltd (CRISIL)

Credlt Analyms and Research Ltd (CARE) _ _
- Investment Informatlon and Credit Ratmg Agencies of Ind:a Ltd (ICRA)
- Duﬁ' and Phe]ps Credtt Ratmg India Pvt, Ltd. (DCR Indla)

Bow N

_ :Whule the first three are promoted by banks financial institutes and 1nvestment lnstltutlons -
- most of them being in public sector, the fourth one is a joint 'venture company set up by
' Ch:cago based credit rates and Alliance credit capltal company of India. This company though ~

is a late-entrant has made its persence felt in the Indian industry alongmde the above three - -

. agenm €s.

15 8 CREDIT CARDS

N A credit card is a card ora mechanlsm that enables an mdmdual to purchase anythmg, without )
- having to pay immediagely. - After purchasing the card holdes, instead of paying cash, presents.- N

his card at the cash counter In short, he makes his purcha%aga[nst his credlt card. -
i i

Credit cards can be contlnued as a good substitute for cash and cheque But these cards can be

accepted only by those establishments, whick/have consented- to: entertam them These

. estabhshments are known as merchant estabhshmenls

\

Credit card has its’ otigin in U.S. A Mr. Frank Mc Namara leadlng busmess man, once found :

himself'.in an embarrassing situation at a holiday resort without havmg money to pay for the

a big way. The VISA and the MASTER, the largest credit cards today, .appeared in the market

in 1966 These two international cards are very popular and are accepted and honoured all over -
the world in more than 170 countries. These two independent card companies not only placed. ~ . .
- banks all over a competttlve ground but have also led to latest mnovatlons in the credit card- .. [ . -
' busmess : : : o

-

_ln credit card ,system the i issuing bank $ name and embossed code numbers are gwen on the '
“card. It also bears specimen signature of the holder. The i issuing bank determines the amount
of credit of card-holder keeping in view his standing, means and credit worthiness. The buyer-
at the time of purchase presents the credit card to the trader, who enters the particulars of the -
-purchase price, card number etc., in a bill form made out in triplicate and has to be signéd by

the card holder.. These signatures must tally with the specimen signature given on the card.
The trader then submits the bills for collection to the concerned bankers, whé shall debit the

. amounts, t_o the card-holders account in appropriate monthly or periadical msta]me,_nts and give’

bills. His association with his friend Mr. Blooming Dey, started a credit card outfit. Franktin - '
National Bank of Long Island, New York followed suit and it became the first to issue credit - '.
cards in 1951, ‘'The business got momentum and in 60°s a number of banks entered the field in- "
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corresponding credit to the concerned seller. The recovi

“as to leave a cash margin in the holder’s accounl for his

: Advantages of credit cards -

The advamages of credlt cards are as follows

ery from the card-holder is 5o arranged .

r)ther needs.

a)y Credit card is treated as a sfatus symbol It fatrhtles spending by enabhng the card

. holder to avail soft credit.
cheques with him for his stay, dining, shopping

It helps him in traveling without risk of carrymg cash or

efc.

b) '.System of the credit cards are also 'usefu‘l very much to the dealers of goods ahd

services. _
“goodwill of card-issuing bank and enjoying guat

c)' _The bank gets commission from the dealers on

also gets interest on credrt offered to the customers

Credit cards enable the businessmeni to increase their sales by sharing the

tantee of prompt paymen’t.
| .
|the turnover for provrdm g serwces 1t

"0_ - Cash w1thdrawals of any of the branches of the ISSUCI'/ member af’ﬁhate of the

issuer.

. Makmg purchasmg / avarlmg of the
' establishmenis,

. e Cash withdrawal facility
‘@ Overdraft fac1hty

services at any of the'--merchant'

. Add-on facility - by virtue of being a car|d holder one spouse or children are

entitled to an add-on card, on, ﬁaymem of extra fee which varies according to -

banks. ThlS add-on card can be Jﬂsed by them for making purchases

‘e Revolving credit facrht},a Thls facility enébles a cardholder to pay only 10% of
the total amount due to{him. But, he is I’f‘qul‘Cd to pay. a service charge in the

outstanding credit évery month.

e Insurance covertoa specified extent.

| Growth of Credit Cards in lndla N

Credit cards are relatively new-to lndra Diners Club India (p) L:mrted with a franchise from .

Diners club International, a member of the:Citicorp groyp of companies, started the business in

Indian in 1961. Iis cards are-most popular among ‘el

1ites’. With over 7,000 establishments

honouring these cards, approximately 80,000 holders of] Diners cards can even get cash against

their cheques at the club’s offices in-India and Nepal.

issuing credit cards to their customers and non-account
to be launched by Central Bank of India, It came into scene in August, 1980. United Bank of -
India and Vysya Bank Limited are associate members of Central Card. Andhra Bank card

In Indian, at present, many banks are

initiated by Andhra Bank 1981 is in real sense a credit card. having linkage with VISA and

1985. It has its linkage with VISA International and A
State Bank Card identifies the customer who has been

with VISA International. Canara Bank has issued Go

- customers and also corporate cards to serve them better.

banks are now offering Green cards to farmérs to p

~ Japan Credit Bureau International (JCBI) cards. Banlk of Baroda [aunched BOBCARD in

lahabad Bank is its associate member.
ssued a special cheque book containing

prevalued cheques. CANCARD launched by Canara Bank in October, 1987 has.got its tie-up
d Card and Silver Card for its valued

Dena Bank and.a numb_er of* other
rovide them production credit ‘to buy

holders. CENTRAL CARD is the first -



agncultural inputs wrthout repeated visits to the bank branch. Corporat;on bank has come ot
with two rural cards, one for crop loans and other consumer spendmg The State Bank has also
Iaunehed Green cards recent]y

| Indlan Credlt card market is with both lndlan & Forelgn banks, that are tryrng to explon the .
_marKet, Standard chartered, city bank, Hong Kong Bank, HSBC, Bank of Baroda, Canara’ -

-Bank, State-Bank of India; and other players are waging a price battle against each other by '

.reducrng the registration. f‘admrssron l processrng fee for the Issuance ofcredlt cards

The future of credrt cards in India appears to be VETY . brlght Indran is potentlally the second
- largest market for credit cards in the world, next only to the United States. With various kinds
- of offers and various types of credtt cards in the market the actwlty is expected to grow of a
faster rate in near future.. . = : '

| 15.9 PARTICIPATING CERTIFIC’ATES E

' The partlcrpatron certlf‘ cate is'a nove[ scheme through which a bank, whlch has granted credit
- to its borrowers, can share with other institutions, having surplus funds, a part of the Credit. It

~“has great potentialities as an adjunct to the new bill market scheme partrcularly for reducmg o
. commercral banks rehance on refinance from the Reserve Bank . '

- A Partrcrpatron Certrﬁcate (PC) is.an instrument whereby a bank can sell to a thlrd party - -

.. (Tranisferee) a part or all of a loan made by the bank to its client (borrower). Legally speaking - -
-the PC is a deed of transfer. The bank transférs to the PC holder the loan it has made to its .
borrower against the security or hypothecation of good or book debts. After the transfer, since .

the loan becomes a joint ]oan by the bank and the PC holder the certificate has been named as

_the partrcrpatlon certrf'cate : : _ C .

. - N
-Kmds of Partlcrpatlon Certlficates _ - . *-\"\i_.. -

Partrcrpatron Certlf' cates are of two types (!) W]th t'ecourse and (2) Wrthout recourse. Wlth

recourse PC offers potential investors the security and expertise of the bank in a loan madetoa

borrower who has been deemed credit worthy\ "With recourse PC does not run until liquidation
of the loan, but for a predetermined period.” “Without recourse PC, on the other hand, runs

unitil liquidation of the participated loan. The PC schere is not open to the publlc and banks .~

. are permitted to enter into participation arrangements only with other.commercial banks, LIC, .
UTI, GCI and ICICI. The Reserve Bank has strpulated that the period of participation
~ cettificates should not be less than 30 days and not more than 180 days. Further, the rate of
interest to be offered by ‘the bank to the partlcrpatmg mstrtuuon should not exceed the -
. maximum of [0 percent; -

_ The fiest bank which designed and issued the participation certificate was the Flrst National
City Bank. Subsequent]y other-banks, Indian and Foreign, followed suit. At persent 43 banks_
are permltted by the Reserve: Bank to issue partre:patlon Certrf’ cates '

.-15 10 CERTIF ICATES OF DEPOSITS

A more recent credrt instrument avar]able for the corporate sector in mobrllzaron of t‘unds is
the negotiable certificate of deposit. ~Negotiable- dollar certificates of deposrts were first .

‘introduced in New York in 1961. The certificates of deposn are issued to attract more money E

.without ‘increasing the general ‘interest rates. The certificate can be. exchanged for a fixed
~ deposit until a stated future date. It is negotiable and the purchaser can, therefore sell rt to a -
~ third party at any time or can hold it untr[ it is redeemed at maturtty ’
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Recently some of the banks -and -'compani_es'in Ind.i-% are trying to attract funds through-
certificates of deposits. The certificates of deposits are also a popular form-of short-term

‘investment for companies or institutions with temporary, surplus funds.

- 15.11 COMMERCIAL PAPER

Commiercial paper is an unsecured, promissory note with a fixed maturity. Generally it is h

payable between 3 months and 6 months. It is issue'f:i on a discount basis. “The issuer of
" commercial paper, generally the highly rate:.di companies, promises to pay the buyer some fixed
amount on a future date. It enable companies to raise short term debt at attractive rates of

interest.

* The company issuing commercial paper need not.pledge any asset since it is an unsecured

instrument. Commercial paper is freely transferable dlso. In India, highly rated companies

 like Bajaj Auto, Ashok Leylabd, Hindustan Lever, Tube Investments have already launched -

the Commercial pa_per. May other companies are also trying to use this method.

Important Features of Commercial Paper

i

i “

The following are t_hé important features of Commerc.ia papef.'

1. The mamrity'. period of commercial paper mostly ranges from 3 to 270 days.

2. Commercial paper is'sold at a discount from its face value and redeemed at its face

value

3. Commercial papef is either directly placed with investors or sold through dealers.

N2 e
© 4. Commercial paper is usually bought\by investors who intend to hold it till its maturity.

Hence, there is no well developed‘secondary market for commercial paper.

@

Companies Eligible to Issue Comfiercial paper

Only the Comp'anies which satis\fy the following requirements are eligible to issue commercial

opaper. -

a) The tangible net worth of the company should

iatest balance sheet. -

not be less than Rs. 5 crores as per the

b) The Fund Based Wofking Capital facilities enjoyed by_the c¢ompany from the ba’nking

. system should not be less than Rs, 15 crores.

. . ] . _‘!'«,l : . y . ) ’ :
¢) Equity shares of the company should be listed in one or motre stock exchanges.
However, the government companies are exempted from this condition.

d) The company should obtain a credit rating from an agency approved by Reserve Bank
of India for the purpose from time to time. The Credit Rating information Services of

. India Limited (CRISIL) has been approaved by resercve Bank of India as the agency
for issuing the credit rating certificte. The minimum credit rating for issue of

~ commercial paper shall be Pl At the time of issue of commercial paper the rating” .
should not be more than 2 months old. ' :

e



e) The compani'es.hborrowed account should be classified urider the health code 1 as "per

the Reserve Bank of India: gmdehnes under Health Code System by the f'nancmg o

_ bank/ banks

f) As per the latest audited balance sheet, the- company should maintain a minimttm'
. current ratio of 1.33:1 based on the classification of current assets and current. '

liabilities as per the Reserve Bank of India’s gmdelmes lssued from time to time.

' g) The aggregate amount 1o be raised by the issue of commercial paper should not exceed .

20 per cent.of the company § fund based working capital ]m‘nt
Procedure for Issue of Commerc:al Paper

- Every company proposmg to issue commerelal paper’ shal] submtt in the prescrlbed form’an

~ - application to the banking company/the banking company -designated” as leader of the
consortium arrangement for workmg capttal fac:hty, together with the certlfcate issue by the .
: _crecht ratmg agency o : : ;

" On recetpt of the apphcatlon for issue of commermal paper from such company.. The banking
company if on verification is satisfied that the company is eligible for issuing commercial

paper, shall forward the application to the Reserve Bank of India withjn one week of the o

receipt of the application together with certificate issued by the credit rating agency. The
Reserve Bank-of India may, after considering all the apphcatlons for issue of commercial
~ paper received upto a specified date, allot to each eligible company such amount for issue of
~ commercial paper as may be decided having regard to the conditions in the monéey market. -

- The Reserve Bank of India will communicate the deeisi'on of allotment of the amount of
~ commercial paper to be issued, to the banking company in writmg mchcatmg other terms and

conditions, if any, to be complied with by the banklng Qompany / the i lssumg company wrth.

" regard to the approved is§ ue. :
.. \ 0

'Each company shall on recelpt of the: appr;ova’l to issue the “commercial paper }nake'
arrangements-for privately placing the issue ahd ensure that the issue of commercial paper as_"_ -

. approved, is complete within a- perlod ot‘ two*weeks from the date of Reserve Bank of lnd:a $
X approval : -

- Thus, com'inercial paper will be a wvery ideal and versatile tool for raising short term finance for
meeting occasional out flows of companies- like distribution of interim and f'nal dividends,
" pavment of income fax, higher seasonal requirements of many industries etc., commercial

~paper will contribute to the growth of money further if the rates of return on investment in -
conunercial papet prove to be attractive.. This instrument may play a vital role in the

proviston of short-term funds in India. This will ultimately relieve pressure on the banklng S

. sector for short term funds requirements of the corporate sector.

CHECK YOUR PROGRESS -_2

. What is a'CreditCard‘?_. |
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2. Whatisa Participation Certificate?

15.11 SUMMING UP.

The corporate sector in India has startedusing various

types of financial services. These

~ financial services are very much useful not only to the corporate sector, but also to the

investors and servicing institutions. Hence, efforts must be made o strengthen the qual:ty of

these services by the mstltutlons offering these facrlltles

15 12 CHECK YOUR PROGRESS MODEL ANSWERS

1L

I 1.

The term Venture Capital demtes the Capital u
areas which are risky but at,the.same time, having

A merchant banking 1nst|tut|0n genera]ly renders specialized services llke Ioan _

syndication; financial and management consultancy; project counselling; portfolio
management; formulation of schemes of rehabllrtatlon guidance on foreign trade
ﬁnancmg guldance to non-resident Indians for 1nvestment in Indla

The concept of mutual fund refers to mob:lrzatlpn on small and medium investors

funds for investing in a diversified portfolio securi
In other words a mutual fund i is a form;of colleetl

/)

A credit card-is a card is a card given by a bank or
ods “or services from the notified

credit card enables a customer to acquire go
organizations without paying diréct cash. He can
that bank when he goes to out station.

(a) The maturity perlod of Commercial paper mo

ties so as to spread and reduce risks,

ve mvestment

prof'tablllty of high retuns.

a credit agency to a customer. The

also draw money from the branch of

" It is-an instrument whereby a bank can sell to a third party (transferee) a part or ail.of
the loan made by the bank to its client (borrower) S ' ._

" The f‘ollowing are the important features of'a Com merc1al paper :

:.t]y ranges from 3 to 270 days.

(b) Commercial paper is sold ata dlscount from its face value and redeemed at its face

value

“(¢) Commercial paper is either directly pla_ced with i_nvestors‘_'or sold through dealers._

,ed to finance new ideas ‘in hr—tech :

Y,



15.13 MODEL EXAMINATION QUESTION S

1. Answer the followmg queshons in about 30 lmes each

“What are the f nanma! serwces‘? Ana[yse the growth of f' nancral serwces in India.

‘What is factorin g'? Discuss its advantages and dlsadvantages

Eal I -

Explaln the procedure to fo][ow for the issbe Commercral Paper
IL. Answer the follow-mg questlons m about 15 -llnes each o

5. Whatare the functlons of merchant bankmg mst:tutlons?

6. Howdo you class:fy mutual funds‘7 j '
7. Whati is operating lease'r’

8. Whatis factonng'? S

9 What are the features of Venture Cap:tal‘7 -

10. What are the advantages of credit cards‘? -

11 What are Certlf' cates of depostt" '

15, 14 RECOMMENDED BOOKS

<L Prasanna_ Chandra S T “Fmanclal Management Theory and practlce”
: e ' - Tata McGraw H|]! Publlshmg Co. Ltd '
New De]hl N :
- 2. Lawrence J. Gitman I B “Prrnclpies of Managenal F:nance
o S S Harper and Row Pubhshers New York
3 JUie‘sI_Bogen (ed) - " _' | “\Fmanclal Handbook” John W:ley and Sons, -
S B Vo - New York §
4, Chhalbra,' T.N. and._Taneja,. PL “Law and Practrce of Banking”, Dhanpat

S Ram & SONs, New Delhn

5. Kuchhal, 8.C. . “Financial Management” Chaltanya

Pub]lshlng House, Allahabad

'15.15 GLOSSARY

- Commercial Paper ' o Ai'unsecured, short-term promissory note issted -
' : ' ) 7 mainly by compames mostly on a’ d:scount bas:s o

‘Factor . o L °A ﬁnanclal 1nst1tut|on that purchases accounts

: 'recel vable at discount, frorn busmess f'rms

Financial Lease - B -. . ltisone where all the nsks and regards mmdent o

-+ - ewnership of an asset are substantially transferred.

- What are the charactensttcs of leasmg'v‘ D|scuss the f‘uture of Ieasmg busmess m Indla
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Leasing

Merchant Banking

. Mutual Fund -

. Opening Lease

Venture 'Capitél

: Itisa speual type of cpnlraét that requires - .
. ‘technical knowledge, marketing efforts and
skills. ' '

Merchant Bankmg comprises many non-bankmg
type of services rendered by banks to the industrial
and business firms.

- A mutual fund iis a form of collective investment.-

The mutual fund basically mobilises savings.of the

people and invest them in corporate and
: GOVernment securities..

lt is one where the risks and rewards incident to
ownershlp of an asset remam w1th the lessor.

Venture Capltal rcpresents financial - investment in
a highly risky proposmon in the hope of eammg a
~ high rate of return

.....



BLOCK IV

WORKING CAPITAL FINANCING-'_

Un[t - 16 Nature and Sources of Workmg Capita] '
- Unit - 17 Determmants of Working Capita] -
- Unit - 18 Estlmatlon of Workmg Caglml}{equ:rement
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., discusses the bank finan
¥ committees. - - C
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Contents S o . _
160 ~ Aims and Objectives
16.1  What is ,Worki'n.g Capital?
162 Cbnéepts' of Working Capitﬁl
16.3 Operating Cycl_e' o _
“164 * Sources of Working Capital =
165  Working Capital and Bank Finance N
“The Mechariic‘:s___iif ‘Lending-Tandon Committee Recommiendations
16.7 . Chore Committee Recommendgtions .
1638 Equity and Long-term Borrowings . =
169 Selective Discj'_eil;ipﬁ‘ D
16.10 - SummingUp |
U161 Check Your _Prdgfess: Model-'Ansv'\:."ers
16.12 Model Examination Ql.x'e_stion_s"' o
" 1613 Recommended Books =
1614 Glossary . :
T . _ )
' 16.0 AIMS AND OBJECTIVES .~ ()

P
V

. This unit covers the meaning, concepts andGéurces of financing working capital. Tt also
cing for working ¢apital along with the recommendations of various -

- By the end of this unit, j?ou should b_é"able to:

understand the meaning of working capital
various concepts of working capital - -~

different sources. of financing wprki_qg capital _

~ UNIT- 16 : NATURE AND SOURCES OF WORKING .

relevance of ':Ta'ndon Committee and Chore Committee _normS regarding the mechanics "

- of lending to finance working capital requirements

161 WHAT IS WORKING CAPITAL?

- Finance is an integral part of the over-all company management. ‘Tt is concerned with
obtaining of funds and also the wise and optimal use of these funds. A company needs funds®
for financing its long-term as well as short-term operations. The amount of investment needed
.. to finance the short term or day-to-day operations-is known as Working Capital. Thus -
~ Working Capital is the proportion of the Company’s total capital which is employed in short-

- .term operations.
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16.2 CONCEPTS OF WORKING CAPITAL

- The two concepts of working capital should nf)_t" be régarded as mul
its relevance in specific situations. - They represent two distinct -and important facets of

There are two concepts of Wor'ki'ng-_Céﬁitél,'-,'Th_ey 5are__"_i)_.'-“-?szjoés;.'f\_ﬁ{t)rk'ing Capital Concept”
and ii) “Net Working Capital Concept”. The “gross working capital”, also known as “current
capital” or “circulating capital” is represented by “the sum- total of all current assets of the

enterprise™. Current assets comprise items that €an be converted into cash in the short period,

say, within a year, or within the normal operating cycle-of the business. “These items are stocks

of raw-materiais and supplies, finished goods, semi-processed items or compoenents, sundry

debtors, short-term investments, cash and barik-balances.. - These items are also known as
components or elements of current assets or grow working capital. On the other hand, the ‘net

working capital’ is the difference between current assets and  current liabilities. Current

liabilities are those claims of outsiders which are expected to fall"due in a short-period, say,
within a year. - They represent short-term. sources of funds -which :include creditors, bills

payable, bank overdraft or cash-credit fa’(':ili_ties_'aﬁd-'q'utsf_alj_d_i'hg; expenses, of different types. -

These are called as components of cutrent liabilities. -

utually exclusive. Each has

working capital management.

The emphasis on gross workihg capital involves focussed attention’on two aspects of current

assets'management. They are:

i) it has to be. ensured that the investment in Current assets is optimal, and -

ii) it has to be ensured that the investment-in current assets is obtained through the lowest

cost of sources of finance.

Excessive investment in current assets shf)\utd be -avoided’ as it adversely affects- the.
* profitability. - However, whenever addjtional investment is needed, funds should be made

available promptly. - For this, a good khOwledge' of the available'avenues of investment for
short periods is very essential. S~ 7 . RIS '

e
7S

* The concept of ‘net working capital” représents a qualitative definition and highlights the long-
" term sourceés of funds which have been obtained to finance the net working capital. The net
working capital will be positive when thie current assets exceed the.current liabilities. I they.

exceed by a wide margin, the company’s liquidity or solvency position is:said to be sound. On

* the other hand, if the current liabilities exceed current assets, 4 situation of negative working

capital arises indicating a precarious financial position.. A part of the-working capital has to be

provided by the proprietors in the form of share. capital and a part has to be obtained from

external sources.in the form of long-term borfowings. Internal sources such as ploughing-back

- of profits can also be used to finance a portion of working capital. - . - -

. The finance manager: has to strive hard to maintain a sound-working capital position. While

excessive working capital leads to unremunerative use of scarce funds, inadequate working
capital interrupts. the smooth functioning of the business activity and impairs profitability. -

Permanent and Variable Working -Capifal_ '

Since a company’s production and sales activity is subject to seasonal factors of availability of -
- raw-materials or market demand, the level of investment in current assets aiso fluctuates.

However, there should be a bare minimum of investment in current assets which is absolutely

_necessary for all times. This minimum level is referred to ‘Permanent or Fixed Working
Capital’. The further requirements which vary with changes in the levels of production and .
- sales activity are known as ‘Variable Working Capital’. The finance manager of the company

S

P
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has to make,long-tenn_ arrangements for financing the permanent"working capital needs and - .
- should depend on flexible arrangements with the bankers for the variable working capital .

. requirements.

- Conscious management of working' capital, therefore, involves constant vigilance to ensure

that the right quantum and the right composition of working capital available on a continuing
basis to support and promote smooth management of the activities of the company.

-16.3 OPERATING CYCYLE .

The process of transformation of cash into raw materials and then work-in-process and the

conversion of the same into finished goods followed by credit sales and subsequent collection

of debts is referred as "Operating Cycle’. “Operating cycle is the time duration required to.

convert sales, after the conversion of resources into inventories-into cash”.

- The length of time which is required to convert cash into resources, resources intd the final B
~* product, the final product into receivables and receivables back into cash is known as operating:

cycle of an enterprise. The length of the Operating Cycle is a function of the nature of a
~business. 1t covers four. distinct stages, each of which requires a level of supporting

investment: The sum total of the stage-wise investment will be the total amount of working

‘capital required. R
.The four stages -of the Operating Cycle are: -

i} The raw-materials and stores invenior_\) stage -

i) The work—in-prdgress'st_age

iii) The finished goods inventory stage, and ' . .;\'\_Q’._

iv)- The book debts stage. - WV
‘The stages are sequentiat and can also be refo@nised as the Cash-to-Cash in the following . -
order: SR - s " T Sl

") Conversion of Cash into raw-material -
i) Conversion of raw-material into work-in-process
tii) Conversion of work-in-proces;s intﬁ) finished goods B ) _ S
iv) Conversion 6f ﬁni_shéd goods into debtors ‘and'- bills receivable throuéh sale; and _

v) Conversion of debtors and bills receivable into Cash.

The Operating Cycle of a manﬁfacthriné firm is shown 'Ii\'n-' Fig. 1,

> _ Ca.éh' ——® Raw-materials

. Debtors

T | _ _ '-Finished.gopds “‘_' Wo'rk-'in-process

Fig. 1. Operating Cycle of a manufacturing firm
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The working capital stream is a Imk up of ‘stocks’ and ﬂows It is a sequence of storages and

releases. The company needs cash initially to purchase raw-materials and pay expenses.
Further, it has to hold some cash to meet future exigencies. However, it would be wastefutdo
hold cash for Iong The idle cash dées not generate any income but:its value will be declined

due to_reduction in the purchasing power of cash based on the inflationary tendencies. The |

stocks of raw-material are essential for ensuring smooth production and for protecting against

the risk of non-availability of materials. To meet the demands of the customers on a sustained
: basns and to:cater to sudden 5purts in demands itis necessary to carry stocks of finished goods

In a competitive situation, the company has to extend credit facilities to customers in order to
promote sales. Thus to support a smooth and uniterrupted process of productlon and sales,
investment of funds in current assets is 1nescapab[e But through efficient management of the

- current assets, it is posmble to avoid excessive and unrproducllve investment in current assets.

k]

CHECK YOUR PROGRESS -1 1

I. What do you mean by permanent and variable working capital? B

A T T L LT L LTI T T T T Y PR R T T
\ /

16 4. SOURCES OF WORKING CAPITAL

Wh:le the permanent working Capll31“ requirements should be financed from. the Iong—term

sources, the variable working capltal requirements of an entcrprl se are to be financed from the
short-term sources of capltal funds’

The various sources of fi nanclng working capltal are as follows ' -

Sources of Workmg Capltal Fmancmg

Permanent Working Capltai R Variable Working Capital
1. Share Capital -1. Commercial Banks

2. Retained Earnings 2. Indigenous Bankers

3. Debentures -3. Trade Credits

4. Public Depasits : 4. Instalment Credit -

5. Loans from Financial Instruction - 5. Advances

A brief description of these sources of ﬁn:incing working capital is as follows:

Sources of Fmancmg Permanent Workmg Capltal

1) -Share Capital: This is the most 1mportant source for ﬂnancmg the Permanent Worklng
Cap|tal Share capital is raised by a company by issue of equity shares and preference
shares. Preference shares carry preferentlal rights regarding the payment of dividend and



-2)

repaymem of eapltal at the time of‘ Wt .tdll'lg up of the company However, equity shares do’

not enjoy these privileges. As far as possible, a company shou]d raise the amount of -

permanent workmg capltal by the issue of’ shares

Retamed Earnings This- source refers to the reinvestment of surplus eamlngs of a-

company in its business. As such, it is an important internal source of finance and is most

suitable for an established firm for fi nancmg its expansion, modernisation ard replacement
programmes. This source of finance enjoys certain benef‘ts as it does not mvolve dtlutlon :

[t of control. It ensures stable dwlded poltcy

- 3).

Y

Debentures A Company can raise funds by |ssumg debentures for financing its

permanent working capital requirements. A debenture is an instrumerit in writing given by

a company acknowledging the liability for the amount it has received. Companies have to . -

pay a fixed rate of interest on debentures. The firms issuing debentures may enJoy certam
benefit ts like tradmg on eqmty, retention of control, tax benef' s, etc.

Public Depns:ts These constltute a pro]n" ¢ source of easy f' inance in the early stages of - ..

~Indian. industrial development at a ‘time when modern banking facilitices were .not = -

~‘available. The textile mills of Bombay and Ahmedabad were particularly known for. their

.- 5)

1.

heavy dependence on this cheap source of working capital finance. Public deposits is a _

source of finance is simple, convenient and enjoy trading on equity and tax benefits. But

this source suffers from’ certain dangers as it is uncertain, unsound; and inelastic. The

Reserve Bank -of India has laid down certain limits® on public deposits. Non-banking

concerns cannot borrow- by way of pub]lc deposrts more than 25 percent of its pald up'- 3'
'capttal and free reserves ' '

Loans from Financial Tnstitutions: This source of finance is more suitable to meet the -
- medium-term requirements of working capital. These financial institutions: include -
Commercial Banks, Life Insurance Corporation, Indus\trlal Finance Corporation of India, -

State Financial Corporatlons State Industrial . Deyelopment Corporations, Industrial;-
' Development Bank of India etc. On these loans, nferest is- pald at a fi xed rate and the

amount of loan is repald in easy 1nstalments - ?.'- -

.Sou rees of Fmancmg Varlable Wo'rking Ga’p‘i’tal

Commercial Banks: Commerctal banks are the ‘most tmportant source of vartable" Co
. working capital. - As such, a major portion, of working capital loans are provided by S

commercial banks. Commercial banks provrde toans and advances ina number of ways as

deta|led below

a) Loans: Loans are granted to companles agamst some securtty The entlre amount of
loan is paid to the customer either in-cash or by a credit to his account. The borrower

can repay the amount either in instalments or in lumpsum. Interest is calculated at

quartely rates on the feduced balances. These loans are granted upto a penod ot one

year for meeting the workmg capital requlrements

.r.

- b) Cash Credit: A Cash’ Credlt is an arrangement by which a customer can borrow

A

money from a bank upto a certain limit against some tangible securities or guarantees.

The customer is allowed to withidraw amount from his cash credit limit and dep05|t_'

' any surplus amount with him. Interest is charged on the. dally balance

c) Overdraft:. It is arrangement wrth a bank by which a current account holder .can -

withdraw more than the balance to his credit upto a certam l:mtt Interest is c]1ar5ed
on datly ovérdrawn balances S . .
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2)

3)

4

5).

| d) Purchasmg ana' Drscounrmg of bills: Accord:ng to-this, banks lend money without

any collateral security. The bank purchases bills payable on demand‘and credits the
customer’s account with the amount of bill less discount. At the maturity of the bills,

bank presents the bill to its acceptor for payment. In case the bill is dishonoured, the.

bank recovers the full amount of the bills from the bills from the customer along with
' expenses mcurred by the bank in that eonnectlon

Indlgenous Bankers Indlgenous bankers mclude private money-lenders and other
country bankers. Prior to the establishment of commercial banks, this source constituted a
significant part of working capital financing. Indi genous bankers used to charge very high
rates of interest. Even today, some of the business houses depend upon 1nd1 genous
bankers for obtaining. ]oans to meet their working capltal reqwrements

Trade Credlt. In the modern busmess world trade eredlt plays an important role in
providing short-term finance to the business houses. It is a very convenient and flexible

method of finance. However, the loanees have to forego the benefit of cash discounts,

which are otherwise available.

Instalment Credit: Accordmg to this method, a busmess person can purchase assets and

take immediate possession of goods but the payment is made in instalments. Usually,
interest is charged on the unpaid amount. Thus, it prov1des funds for a short- per:od asa
source of short term workmg capital. .

AdvaneeS‘ These include the advances collected from customers and agents against

orders. This is a short-term source of finance and useful to the firms havmg long
_production cycle. It is a very cheap source of finance. '

16 5 WORKING CAPITAL AND BANK FINANCE

N

Banks in India have been’ prowdmg f'manee )to industry and trade on the basis of security.
Where adequate security was prowded n@‘t many questlons were asked -about the specific uses
to which the funds were applied. THg! banks provided asmstanee through cash credlt accounts
for the ostensible purpose of acq;urmg current assets.

Reactmg to spells of rapid crecllt expansion, the Reserve Bank of India had progresswely‘

introduced since May, 1973, a number of monetary measures. These measures are aimed at

. containing the expansion of commercial bank credit and directing to meet only the immediate

minimum needs of essentlal ‘productien. These measures 1nclude the following:

1) Curtailment of 1endable resources of commercial banks through enhanced statutory -

cash reserve requirements and liquidity requirements.

2) Making bank funds more costly through suitable re-adjustment of interest - rates on’

deposits and advances.

3) _thhdrawal of most of the concessional elements in the ref‘ nance systems of the
.Reserve Bank.

4) Tightening of the se]eetwe credit control to check the flow of credit; partlcu]arly, to
_ private trade against sensitive commodities. .

5) -'lncreasmg the margins on most of the advances to reduee the drawmg power.

6) A closer scrutiny of bigger accounts by banks to ensure justification of drawals in
‘terms of immediate end-use; and. :

=



ne T]ghtenmg of' credlt (including those for priority sectors such as exports) through '
higher rates of interest, reduction in' period of eligibility for concessionary rate of

interest and the extensron of Credit Authorisation Scheme to Packmg, Credlts

These measures caused further anxrety in industrial circles. It was in this context that the

Reserve Bank of India constituted in July, 1974, a Study Group to frame gmdellnes for follow- :

up. of bank credit now w1deiy known as Tandon Commntlee

As enunCIated by Tandon Study Group,/the new system shou]d mclude the followm g

i) Makea customer plan his credit needs in advance and observe a dlSCllene in uuhsrng it.

ii) Indicate to the banker the llkely demand for credit and thus enable hlm to plan hlS own-

deposit-credit function.

iti) Assure finance to mdustr_y for rts genuine producuon needs.

iv) Enable the banker on havmg provided finance to receive. from 1he customer adequate -

information on the use of credit, but with in- burlt flexibility to suit the changes in certain
circumstances, :

© 16.6 THE MECHANICS OF LENDING TANDON COMMITTEE
GUIDELINES

!

The new role assigned to the banker by the Study Group directs him to. supplement to'_

borrower $ resources in carrymg a reasonable productron requ:rement
He has now to understand

a_) The extent.of the -Work-ing capita] gap in borrower’s\business at any--given-.time and

b) The apprOpnate method of arrivi ng at the maxtmum perm|351ble ]evel of credrt for the

borrower. - _ _ ” X

L Ao

Three alternatwes whrch could-also be consrd\ered to be three sequentlaf stages were proposed .

. for dec1d|ng on the maximum perm:ss:ble level of bank credlt for any borrower.

Method 1: Determine the workmg capltal gap, i.e., reasonable level of total current ‘assets -
minus non-bank current liabilities.and reckon 75% of the working capital gap as -
'the permissible level of bank finance. The balince will have to be found by the

borrower from hlS own funds andlor from ]ong-term borrowings. .

.Method 2: The borrower will have to use his own resources and/or Iong-telm funs to finance

25% of total current assets and only then whatever is requrred to meet the working

-~ capital gap will be prowded by the banker.

. Method 3: Determme the core current assets. These have to be fi nanced out of its own funds -
and/of long-term borrowings. The reasonable level of total current assets less core
current assets will represent ‘real current assets’; 25% of “real current assets’ will ..

also have io be supported by borrowers’ own funds and/or long-term borrowing.:

- If the non-bank current liabilities are inadequate to cover the balance of 75 % of- E
real current assets, the ' requlred amount will be obtained by way of bank™

) borrow1 ngs.
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Computatlon of ‘maximum bank borrowmgs permusmble under the three alternatwe methods
- is shown wlth the help of the following iltustration.

" Rs..

* ‘Total current assets required . . . _ 1,060,000
" Current liabilities other than bank ' ' - 25,000
Core cuirent assets - - - _ 12,500
1" Method .. _
: o : _ - Rs,
Total current assets required - o , -~ 1,00,000 -
Less.: current liabilities - Co T 23,000
Working capital gap : o _ 75,000
- Less : 25% from long-term sources \ 18,750
Ma.x;murn perm:smble bank borrowmgs' - © _ 56,250
2"‘l Method o
L o Rs.
Current assets required S e 100,000
Less : 25% to be provided. . S S 25000 .
from long-term resources - S o 75,000 . S
Less ; current liabilities” = _ o 25,000 ' '
Maximum permissible bank borrowings L 50,000
3" Method _
. - ’ . \ 3 - Lo Rs.
-Current assets : o il 1,00,000
Less :core current assets .\ 12,500
o R 87,500
 Less : 25% to be provided fromflong-term funds 21,875
Sy o - 65,625
Léss : current liabilities . _ : 25,000
Max:mum permissible bank borrowmgs _ - 40,625

A Crmc of Tandon Report Obser.ves:

“The Report bases itself on two premlses the fi rst about norms for inventory holding and the _

*second about the capital structure. At times one would wonder whether two separate types of

controlling are necessary to. enforce financial discipline. If the banks imposed restriction in
regard to inventory holding by mdustry and trade; it would be superfluous to have another

control on the extent of bank ﬁnance in the total workmg capital.

' If norms are stipulated by banks for inventory holdmg, there. should be no other restriction

about the proportion of bank finance in total working. capital, of if the banks think that

- operating on a propottion of bank finance in the total working capital is more desirable, then it
. superfluous to have any norms with regard to mventory holding. . But unfortunately, both the

things are sought to be implemented. Banks have started imposing rigid inventory norms and-

. also restructuring capital so that it conforms to the recommendations of the study group. Thls

is going to have a very adverse effect on the pace of industrailisation in the country

"What will be the implication of either of the two ‘approaches advocated above? Inventory

norms alone, without any guidelines on capital structure, can hardly be useful. A company



"méy then confirm to the inventory and recé_ivable norms, and keep bank borrowings with in’
permissible limits and yet have the option to. contract substantial non-bank _ short-term-

liabilities, maintaining only a very slender current ratio. As already emphasised, the |

imposition of norms in such circumstances can only turnout to be a partial, il-conceived
- approach, threatening the company’s progress; simultancous attention to a satisfactory capital

structure has to be continuously supported. by-long-term and permanent sources of finance ;
~and if this is done, the current ratio will maintain -a reasonable level and provide a solid

framework for effective working capital management.

' Method 4 ‘Which sfi_pulateé that 25% of the reasonable level ‘of ﬁn_anée, has 'Strc'_)'n_g merits, '

from the point of view of warding of a situation of a negative working capital or a

slender current ratio. It provides a built-in—safé_ty-me(:_hanism for healthy working -

_capital management,

16,7 CHORE COMMITTEE RECOMMENDATIONS -

In March, '1979, Thie Reserve Bank of India appointed a study group uﬁdef the. chair.mansh._.ip' |
-of Mr. K. B. Chore to review the progress of implementation of Tandon Committee norms was -
slow and not satisfactory. With-a view to including better discipline and planning:

~ consciousness among the borrowers, the committee made the following recommendations:

-i)' The banks . should- obtain quarterly” statements m the--preééribed'format_' from all

. borrowers having working capital credit limits of Rs.50 takhs and above.

i) If a borrower fails to submit the (juairterly retirn in time, the banks may charge penal o '

interest of one per-cent on the total amount outstanding for the period of default.

- iii) The BOrrowe_fs should be disctaj:_raged-_froh approachi'ng the banks frequently for i
-~ adhoc or temporary.limits in excess of sanctioned limits. Banks may charge additional -

- one percent interest on these limits. o NJ

i#) Wh.i!e assessing the credit'requiremcnts,: whereverit is poséible, the banks should fix .

separate limits for the normal non-peak level éijd' peak level credit requirements;

~ v) Banks should ﬁnder'takéh'periodicai review of working capital crédit limits of Rs.10 -

\V$ .

V'

lakhs and above.

163 EQUITY AND LONG-TERM BORROWINGS

The concept of net working capital represented by current assets minus current liabilities, lays
emphasis on the extent of the financing of current assets through owners funds'and long-term-

borrowings. In other words, it is indicative of the state of the share holders and long-term.

lenders in respect of the investment.in current assets. The expectation is that at least 25% of -
current assets should be supported by share capital and long-term funds, However, in reality,

‘this has not been attained in a large number of cases, and Chore Comimittee has stipulated that
banker should insist on their clients falling in‘line with this:discipline at the earliest. . :

Companies with a good record of performance had no difﬁculty m raising substantial resources

- through issue of shares and debentures: 'The capital market showed a remarkable buoyancy, - |

and contrary to the expectation of poor response, the public savings were directly avaitable

through subscriptions to share capital ‘and debentures. Convertible debentures, as 4 mode of -

. financing working capital needs, soon became very popular. [t has thus.been found that
successful companies will be able to mop up. resources from the capital markets for genuine

requirements without much difficulty.
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169 SELECTIVE DISCRETION

The important thing to keep in mind is the spirit of the Tandon Committee’s recommendations, . _
namely, that a reasonable part of the working capital requirements should be found from long- ;
terrn resources including equity capital, while bank lending should be done with discretion,on .~ -+ |
case by case basis, there must also be some general guidelines without which the bankers
~would be put to unhealthy pressures by the borrowers. Therefore, some norms and some
guidelines become necessary and the Tandon Commiittee has done well to suggest them. They |
should be regarded as general guidelines, which have to be refined over the years in the lightof i
experience. Therefore, there can be no question of either swearing blindly by the Tandon
‘Group’s recommendations or of rejecting them altogether. They deserve full consideration
‘them altogether. They deserve full consideration and are subject to modifications on the basis
of relevant facts, - ' = ' PR '

16.10 SUMMING UP R .

The amount of investment needed to finance the short-term or day-to-day operations is known
as working capital. There are two concepts of working capital, namely, gross working capital . _
and net working capital. While gross working capital is represented by the sum total of all i
current assets, net working capital is the difference between current assets and current |
liabilities. Though, the level of investment in current assets fluctuates due 1o seasonal factors,

there should be a bare minimum of investment in current assets which is known as permanent o
working capital. The further requirements which vary with changes in the levels of production
and sales activity are known as ‘Variable Working Capital’. R C

The length of time required to convert cash into resources, resources into final product, the .
final product into receivables and receivables back into cash is known as operating cycle. The |
sum of the stage-wise investment in operating}ycl'e' will be the total amount of working capital --
required. - o L . ’ S '

. While, the permanent working cap_itﬁkrequir_ements should be financed from the fixed capital
sources, the variable working{dapital requirements may be financed from the short-term 7
“sources of capital. The sources” of permanent working capital include shares, debentures, -~ !
public deposits, ploughing back of profits and loans from financial institutions; where as, the - :
sources for Variable Working Capital include commercial banks, indigenous. bankers, trade .
credits, instalment credit and advances. - o S o .

© 16.11 CHECK YOUR PROGRESS: MODEL ANSWERS

"I." The bare minimum of investment in current assets which is needed at all times is :
“known as permanent working capital, On the otherhand, the further requirements ' i
which varies with changes in the levels of production and sales activity are known as
“Variable Working Capital”. o o :

2. The length of time which is icquired to-convert cash into resources, resources into the
' final product, the final product into receivables and receivables back into cash is
known as operating cycle. It covers four distingi stages each of which requires a level
of supporting investment.. The sum’ of the stage-wise investment will be the total

-~ amount of working capital required. o

S

R ]
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. 16.12 MODEL EXAMINATION QUESTIONS
L Answer the folloWing-questions in about 30 lines each
L Def’ ine workmg cap|tai and dlscuss the unportance of workmg capital management |n_
the present day context :

2. DISCUSS the |mportance of the Operatmg Cycle in management of workmg capital

' Mentlon the four stages of operatmg cycle and explam them w1th the help of' a
" diagram. . :

3. Discuss  the’ 1mp]|catlons of Tandon Committee’s’ and Chore Commtttees
‘recommendations on bank finance for 1ndustry :

4. Discuss the monhey measures adopted by the Reserve Bank of Indla in 1973 to. contam_
the expansron of‘commerclal bank credit. :

lI Answer the follomng questions in about 15 lines each

' What do you mean by Gross Workm&Capltal and Net Workmg Cap:ta]"’

5
6. What are the stages in Operatm g Cycle? .
7. What is permanent working capltal and how should it be provided for? .
8

Comment on significance of pubhc deposits. for ﬁnanclng workmg capltal-
reqmrements .

9. What propomon of current assets are expected to be fi nanced w:th long—term sources? )
- What are the prospects of this bemg realised? -

10. Exp]am the tmpllcatlons of negatwe w0rk1ngca}rtal
)

16. 3 RECOMMENDED BOOKS v

¥

. M.Y. Khan & P K Jaln - {Financial Management,
_ ; . Tata \McGraw Hill company, New Delhi.
2. James C. Vanhorne o N Flnanelal Management and Pollcy,
S - ~ Prentice Hall oflndla Pvt. Lid.,
'New Delhl '
S5 I.M.-Pandey_' . o o Fmanclal Management

Vlkas Publlshmg House, New Delht

4. Prasanna Chandra -~ - _: . Financial Management ' '
o . Tata McGraw Hill Cornpany, New Delha

16.14 GLOSSARY

Working Capital o "+ The amount of investment needed to finance the -
- ' ' -shori-term or day—to-day 0perat:ons is knowo as.
workmg capltal

* Gross Working Capital ' : The sum of frioney mvested in all current assets '
- : of the enterprlse : :
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Net Working Capital

k]

Permanent working capital

Variable working capital

Operating Cycle

Difference between current assets and current
fabilities. :

The bare minimum of investment in current
assets which is-absolutely necessary for all time.

The further req'uire'ments which vary with
changes in the levels of production and sales
activity, '

The length of time which is required to convert
cash into resources, resources into final product,
the final product into receivables and receivables
back into cash. -



UNIT-17: DETERMINANTS OF WORKING CAPITAL
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~ 17.0 AIMS AND OBJECTIVES

that determine the working capital needs. =

* [This unit discusses the various issues relating to planning of working capital and the factors

By the end of this Unit; you should be able to:
» understand the various issues involved in the planning of working capital; =
' " internal factors that influence the determination of working capital needs; and
* - external factors that influence the determination of working capit'ai needs. - |

\
£ N
: AW o
.

17.1 INTRODUCTION _

P
7

N

- Though a variety of funds are available for financing working capital requirements, the ever-
present prime source is the sales incéme which is particularly relevant to - short-run

management, A steady inflow of income from sales throughout the year is welcome, but some

- times it may fall short of cash expenses and costs for the period. - As such, the company has to

depend on external source, for atleast a part of its operationai needs. This necessitates a

- careful study of the sources of financing working capital requirements. )

17.2 PLANNING OF WORKING CAPITAL - SCOPE AND
SETTING . .. e

The-\short-run objective of the company may be fulfilled ._fhrough sales incomé but the Iohg'-_n"un'

objective may not be fulfitied. There may be draining out of resources in which case the

company has to seek expensive external support.

. The long-run cash flow objective can be viewed as the net addition to working capital from

operations, When the total sales income for the year exceeds the cash costs and expenses, the

- operations can be said to have generated a net working capital inflow.. However, one -

recognised aim is to improve the. shareholders networth, and- for. this, profits have to be

generated. If the net inflow for the year-exceeds the value of annual depreciation charges and

non-cash charges, the surplus will approximate to the profit for the year. Accepting the
premise that the portion of generated funds corresponding to the depreciation charges is to be
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- only a small addition to'_the working capital funds.

made available for replacemcnts and additions to equipme_ht_ and facilities, the profits emerge

as a potentially permanent source of working capital funds.

While, there méy be no difficulty in borrowing funds for addit_ional ‘working capital, these '

ioans with interest thereon, have ultimately to be repaid out of working capital. Therefore,
profitable operations are all the more essential. Planning for improved profitability in
operations is a positive step in the direction of attaining self-reliance in meeting working

gapital needs, cutting down dependence on borrowals and saving related costs. Net profits, -

i.¢., after deductions for tax and dividends may use up the bulk of the surplus and there may be

Occassionally, the sale of disposable fixed assets may bring funds, but this is an irregular and
sporadic source. Borrowing of funds, on short or long-t_e_rm'basis,' is a convenient method of
augmenting working capital funds. This source is amenable to planning as the amount and the
timing of borrowals can be determined to match the anticipated ‘needs. -, Similarly, the
repayments of the principal arid interest have also to be planned as these have to be effected
out of working capital. Issue of shares is another potentially permanent source of working
capital. But if the working capital needs are seasonal, this source proves to be expensive. Itis
useful as a source for permanent. working capital needs as there is no-obligation to return the
principal sum. o ' ' ' ' o

Intwition, experience, forésight and planning skills and will — all have to be combined in good
‘measure in planning the sources and uses of working capital. Even with careful planning, a

gap between the planned sources and planned uses is to be expected, and it is to cover this that

"~ stop gap funds df working capital balances have to be held. -Planning the cash inflows invelves
af g

anticipation of the quantity of the flows. as also their correct timing. Effective planning and
control of sources and uses will ensure that the need for unproductive stop-gap funds is the

“minimum.

\/

Care has to be taken to see that the plans a€ arried out as envisaged. Many factors such as

sales volume, price, product mix and othegg;ﬁ’ay move out of step in the short-run, but they can
mostly be corrected and set on the right course in the long-run. " ' :

17.3 DETERMINANTS OF WORKING CAPITAL _

There are rio specific rules to-determine the working capital réquirements the firm. A wide

variety of factors influence the total investment in the working capital of an enterprise. In

order to determine the amount of working capital needéd by a firm a number factors are to be.

considered by Finance Manager.. These factors can be categorised into two groups, Viz.,
internal factors and external factors. ' . : .

A. INTERNAL FACTORS

1. Pmmotionai and Formative Phase: The starting of a new project and the early years'of

its working constitutes the most crucial phase for planning,and provision of working capital

funds. In practice, however, this fact is generally overlooked and, as a result, many new
ventures run into financial difficulties in their early operating years. ' -

" The general tendency is to estimate the hurdles and set back that may arise in the formative

years of the company’s operations. Facile assumptions are made in regard to ready availability
of raw-materials, availability of operative skills, adherence to norms and manufacturing cycle,
overall competence to.manufacture quality products, ready marketability and prompt
settlement of dues by customers. Working capital needs are computed in broad terms. When

the assumptions miss the mark, and when the operational pace and efficiency lag behind

PR
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‘expectations, the fundé plans go aWay_ and severe shortage of ‘working capital funds is - )
experienced. And the period of operations following the commissioning of the plant is marked -
by avoidable struggle to find funds to match needs and repeated threats to the company’s”

solvency.

Generally the working capital requirements for a newly established company are initially

conceived in a very general and casual terms. They form the'basis;for funds projections in the
early years of the company. The inadequacy in planning gets exposed only when sdccession of
- funds problems arise because of the wide gap between sweeping assumptions and stark
realities. Any assessment of work-in-progress on the basis of the prescribed manufacturing.

nmight extend the manufacturing period involv'cd,

cycle may turn out to be an underestimate as the. 'initial technical problems _and'bottlepecks K

2, Nature of Business: . The nature of business ‘has an important bearing on its working

capital needs. Working capital requirements of a firm are basically influenced by the nature of

its business. For some ventures, such as, retail stores, tobacco manufacture and construction .

companies, the fixed assets become nominal or incidental and they require an abundance of
- working capital. At the other extreme, there are some public utilities such as electricity
generation and supply, where the fixed assetsconstitute the dominant segment, the current

assets playing a minor and secondary role. - Most of the manufacturing organisations have to

finance substantial .investment in current assets to support their operations. The refative * -
impoitance of current assets to total assets will indicate the required degree of planning and. -

control efforts in working capital management area.

3. Size of Business : The size of the business aiso has an important impact on its working

capital needs. Size may be measured in terms of the sale of operations. A small firm may
employ additional current assets as a cushion against cash flow interruptions. Small firms

Having cash inflows from relatively fewer services are'more affected by the defaults on the part
of customers to pay in time.. On the other hand, 'Iarger,ﬁ\r}lw with may sources of funds may .

require less working capital in relation to total assets orsales.

P

4. The Manufacturing Cycle : The manufactwfﬁlg”éycle starts with the purchase and usé of
- raw-materials and completes with the production of finished goods. An extended time interval

between the raw-material purchase and the completioin of the manufacturing process yielding
the finished product, will obviously mean a larger tie-up of funds in the form of enhanced

working-capital needs. Realisation of this aspect may make the managemnt attempt to redice -
the intervening period and effect economy in working capital needs. Most products have.

alternative processes’ of manufacture and if working capital is considered a critical area,
choice has to fall on those processes which have shorter manufacturing cycle. This is a
. technological choice having a bearing on working capital economy. o

Having selected the process of manufacture, care has. to be exercised in adhering to the normal
manufacturing cycle time. This calls for effective organization and coordination at all levels of
enterprise activity. Frequent changes in set-ups, waiting for materials, tools or instructions and
accumulations of work-in progress have the inevitable consequence of extending the cycle
© - time, and freezing up more funds, S

Certain policy steps concerning terms of credit for raw-materials and other supplies procured . '

can help reduce working capital requirements. Organized negotiations with suppliers for
attractive credit terms, and retention of their continued confidence by the settlement of bills on
agreed dates, can go a long way in releasing: the finaneial pressure, “Trade creditors. thus
constitute a convenient and economical source .of working capital finance for the.
knowledgeable manager. In fact, a part of the financial burden pertaining to the manufacturing
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cycle time is thus passed on the suppliers of goods and services. Some firms, ménufactu_ring_'

industrial products have a pelicy of asking for advance payments from their customers.

5. . Credit Terms to Customérs :  The credit lermé_granted to customers influence the’

working capital level by determining the level of investment in book debts. Conventions and
practices relating to specific industries very often dictate the nature, extent and duration of
credit to customers. But in most cases, managernent has the discretion to decide on suitable

credit rating of prospective or existing customers, in reépect of both the duration of credit and - -

the amounts involved. Slack collection procedures of permissive attitude in the matter of

collection of the outstanding can also lock up funds which would other wise be available for

operating needs. Hence the, the firm should foflow rationalized credit policies based on the
credit standing of customers and other relevant factors. - The firm should evaluate the credit

- standing of new customers and periodically review credit worthiness of the existing customers.

6. Production Policies : -While noting that companies which experience strong seasonal

'movements have special working capital problems, a strategy for maintaining a steady rate of
production thought the year as against a pronounced seasonal demand for manufactured goods.

has to be considered. The problem is one of finding funds to support the mounting inventory -

-~ levels. of finished goods until they get off-loaded in-the. peak season. However, some -

companies having versatile machines and varied opérative skills enjoy ‘the advantage of

resorting to diversified activities. -As such the fluctuating or seasonal pattern of demand for - o
some of its products need not necessarily lead to-major working capital problems. On the-

other hand, some companies may have the facility of curtailing activity during lean periods by

diversion of labour force to agriculture or related areas. In some cases, accumulation of -

inventories may create special risks and costs because of the inherent character of the products.
A close cost-benefit analysis might suggest a preference for varying the production schedules
in tune with the changing demands rather than maintaining steady production and enlarging

inventory levels manufactured items. - Prod ction policies will have to be formulated on the

basis of the individuals setting of each enterprise and the magnitude and dimensions of the

‘waorking capital problem will according'ly*var‘y. '

7. Growth and Expansion Prograif’nnies : As business grows, additional working c.apital has..

to be found. There is no simplé formula for establishing the link between growth in sales and

growth in working capital. Althofigh, there is no definite relationship between the volume of a.

company’s business and growth in its working capital, it is usually found in actual practice that
a growing firm requires additional funds to acquire additional fixed asssets 5o as to sustain its

growing production and sales. Besides, additional current assets will be needed to support

“increased scale of operations. Thus, the growing firm needs funds continuously.

8. Profit levels and dividend -policy: The magnitude of working-capital-in a firm is -
dependent upon its profit margin and dividend policy. As a matter of fact, d high net profit -
margin reduces the working. capital requirements of the firm as it contributes towards the
. working capital. pool. To the extent net-profit has been earned in cash, it becomes a source of |

working capifal. However, whole of the profit earned is not available for working capital

. purposes. The availability of net profits for. working capital purposes depends upon the

dividend policy pursued by the company. Distribution of larger sums of profits in the form of

_cash dividend results in a drain on cash resources and reduces company’s working capital to
that extent. If the management follows a conservative dividend policy, it can retain larger -

portion of net profits. As such, it can improve its working capital position to that extent.

9, Reserve Policy: One of the cherishecl goals of enterprise is to build up adequate reserves
“out of profits. Besides cash or funds position, the urge to retain or ploughing back of profits
~ often acts as a major constraint on the dividend policy. In concerns that function well, the built



up reserves constitute a strong base on which the corporate growth and expansion can be -

“sustai ned. -

Wherever the desire to build up reserves is dominant, the working capital or funds position. -

" receives priority of consideration and dividends a residual treatment. But this policy can.not

be over-played to the extent of making payment of erratic dividends year after ye'ar;_: .

10. Depreciation Policy: Depreciation policy centers around the determination of the amount
to be provided as depreciation- charge to make up the ultimate rescurce for replacement of
worn out or obsolete assets. There are diversified approaches to the quantum and the mode of
charging depreciation, itrespective of the stipulation of tax ‘administration favouring
diminishing balance method at prescribed rates. - These variations in approach are often
justified in terms of their impact on working capital position. The depreciation cahrges do not
involve any cash outflow. Enhanced rates of depreciation have the effect of reducing profits

correspondingly, which in turn helps in holding back distribution of dividends. By this

process, cash is conserved. Thus, the effect of depreciation policy on working capital is
. indirect. S - _ _ R s _

I.l_l.' Operating Efficiency: ' The operating efficiency of thle.-managélTient' is also an important _

determinant of the'_level of working’ capital. The managément can contribute to a sound

working capital position through operating efficiency. “There is an obvious relationship

- between the operating efficiency of a company and its working capital position. Aggressive
management [oses no time in finding ways to off-set the adverse effects of raw=material price

increases, increased labour rate$ and other factors outside the purview of corporate control.,
Waste ~limination, improved coordination to cut delays, higher efficiency in operations and
fuller utilisation of resources ‘are among the measures to be taken to prevent the. erosion of

- profits.  These measures have the effect of getting more out of a given volume of working
capital or obtaining the current levels of output with a reduced volume of working capital,

" Thus, the fevel of working. capital is determined by wide\variety of factors which are partly
- ‘internal to the firm and.partly external to it. Efficient’Working capital management requires -

efficient planning and constant review of the needs far‘.f}n’"hpprop'riate'working capital.

.

L7

. B. EXTERNAL FACTORS
" 1. Business Cycles: Movements of the bus

sales and increase in levels of inventories and book debts.. To cope.with increased demand and
“consequently ificreased production, the firm requires additional working capital. On the

otherhand, if the economy is experiencing recession, there will be decline in sales. As-such, °

production requirements decline and therefore. less working capital is needed. However,-the

. firm needs additional cash to meet operating expenses as the funds-are locked in i_nv.entor’ie_s. T
Thus, a business depression may give a misleading appearance of ihe financial position of the
‘enterprise.  With recovery, the cash position may decline and a shortage of working capital

may develop.

2. Tec'hnological' Developme'nt: Techhological developments in the area of productin bring
about changes in working capital requirements.. If a firm switches over to new manufacturing
process and instals new equipments, it may cut short the period involved in conveiting raw-

materials into finished goods. As such, the permanent working capital requirements of the -
~ firm may decrease considerably. Further, if the new machine utilises less expensive raw-

‘materials,. the inventory ajt_:eds" may also be 're_:duced._

~ 3. Change in Demand for Products: Some manufactured products are _sub‘j_ect to seasonal -
fluctuations in sales. There are obvious difficulties in ensuring that production tempo matches
s _ . . R o7

_ iness cycle bring about change in working capital
position. In the event of economic prosperity, the upward swing is associated with spurt-in-.
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the ebb and fiow of the seasonal demand pattem Pressurlsed production in peak penods will
be very expensive and relative inactivity in lean periods will be even more expensive as
employment and facilities” will have to be sustamed without bemg able to obtain the
corrgsponding output : : . :

~In the interest of full. utlllsatlon of resources, steady production will have fo be malntamed
- independent of change in demand for the finished products. This will result in progressive

accumulation of finished goods inventories during thé off season and their quick disposal
during the peak season. The rising stock levels during the perlods of productlon in excess of

_demand will requ1re increasing amounts of working cap[tal to be provided and these funds will

remain tied up-in inventories for some months. The fi nancial planning will have to incorporate

this pattem of funds requ:rements assocmted wnh steady product:on and seasonal sa]es

4. Taxation: Tax liability is an mescapable element and itisto be an integral parl of" workmg
capital p]annmg 1t is a short-term Hlability payable. in cash. . Advance tax may have to be
remitted in instalments, the computation being based on projected profits for the year. Tax is
the first appropnatlon out of profits and the amount of tax is determined by prevailing.tax
regulations. It is not left to the discretion. and convenience of the enterprise management.

Dividend can-be curtailed or postponed but not tax commitments. Periods of high taxation =

|mpose additional strain on working capnal

The finance manager who is well mformed of tax matters, has appreclable scope for tax
planning with a view to reducing the cash drain by way of tax. He can divert funds

_intelligently to internal operations with short as well as long-term benefits. To be able to° get '

the best out of available tax incentives, he has to. drain up the operating plans of the company
in advance and steer the resources towards research and development, exports or other

- directions which prom1se tax benef' ts or promote the earmngs of the company.

5. Price-Level Changes The changes |n\pr1‘ce levels over the year have always created

" problems for the finance manager. Tle \financial ‘experts, all over the world, are still

endeavormg to spell out right way to I‘ESQR'G the emgma of changing price leve!s

y 3

Rapid rising prlces create the need for obtaining more funds to mamtaln the present vo[ume of

_activity.. For the same levels of\iwentories, h:gher cash’outlays are needed. In an inflationary

set up, even cperating expenses will grow for a given level of activity. Wage increases have to
be financed and-for current levels of services higher costs have to be incurred. Replacements
of fixed assets at enhanced prices requ1re hlgher cash outlay than what has béen contermnplated
by ‘depreciation charges. A partial savings feature, however, is that the company can seek to
compensate these cost jumps by upward revision of its product prices. While some companies
are in the advantageous position of being able to effect more than compensatmg price increases
for their products others are not placed in-that fortunate position. So-the implications of
changing price levels on working capital posmon vary'from company to company depending
on the.nature of its operatlons its standmg in the market and other relevant considerations.

It is also true that not all prlces move at the same pace. Nor do they atl move in the same

_direction. - This diversity. in price changes creates contradictions. "It leaves some companies

relieved of their working capital problems and, at the same time, it aggravates or intensiftes the
working capital problems of others. '

6. Vagariesin supply of Raw-Materials: Certain raw- materla]s pose problems-in the matter

of procurement and holding. Their sources may be few and irregular. They may, therefore, be- -

less amenable to the discipline of planned inventory management. The enterprise may feel

" compelled to purchase and carry large reserves of these items to sustain smooth ﬂow of
- pI‘OdLlCtIOﬂ Inventory Ievels rise, as a consequence, usmg up more funds.
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Another problem, often confmﬁting the enterprise, pertains to the sporadic supplies of some

essential raw-materials such as steel in scarcity conditions. Where controlled commaodities are

involved, the buyer has very limited option as to the quantum and the timing of the purchase.

At a time when the company’s funds position is not too happy a bulk assignment may airive

and the finance manager may have to struggle to scrap up the required money and arrange for -

early clearance of the goods and save mounting demurrage- charges This clement of.
unpredictability of the amount and the timing of these surprise arrivals of some materials -

unsettles the financial plans of the. enterprise and causes. much_confusion. The cautious
_ manager finds it necessary to.carry a re]atwely, high level of cash- and near—cash assets.

Some raw-materials may be avallable only in'certain seasons so that these have to be obtamed _

and stored in advance for the lean months. The working capital requirements in such
cucumstances may reglster seasonal ﬂuctuatlons ' S

7. Compet:twe Condmons A company which enjoys a domlnant hold on its market feels
little obliged to strain beyond a mefsure in satisfying customer’s requirements. 1t can afford to
“restrict the variety of its products and thus reduce the aggregate levels of inventories. ‘It can
with equal facility, lighten up its credit standards and save on investments in book-debts. If
conditions favour, it can dispense with the pohcy of extending credit facilities and obtain ready

- cash for its sales, or it can even raise funds in advance of sale by 1nsrstmg on advance .

. payments- along with the purchase orders of customers

A company Wth]‘l operates ina hlghly compeutlve market has to attempt to win and retam the

customer’s satisfaction on a continuing basis. This involvers e&tra cost and creates a variety of
working capital problems. To offer the customers the benefit of choice, varied lines of

products will have to be manufactured and-stocked. The consequence is high levels of

inventories at raw-madterials, work-in- -progress and finished goods stages and. corresponding
need for additional working capital funds. To win and retain the confidence of customers, it is

necessary to extend generous credit terms in keepmg With competitor’s practices with very”

*limited direction in formulating its own credit pollgles The investment in book debts, thus

may need additional funds. Thus, the degree of, competltlen lS an |mp0rtant factor that

3

mﬂuences the working capital requlrements

8. Transport and Commumeatlon Déveiupments - In"a country, where the means of

- transport and communication are not well developed, industries may need additional funds to

. maintain [arge quantities of inventory. of raw-materials and other accessories, On the

otherhand, in a country where these facilities are well developed, the industries need not

maintain Iarge quantities of raw- matenals mventory

17.4 SUMMING upP

~ The mﬂow of income from sales lhroughout the year is not certain and not unlform the‘_
company has to depend on external sources for atleast a part of its operational needs. The neéd

for working capital arises from the operating or cash cycle of the firm. The operating cycle
refers to the length of time required to convert the non-cash current assets into cash. In other

words cash cycle refers to the lime involved in ‘completing the fol]owmg sequence of events;
‘conversion of cash into inventory, inventory into receivables and receivables info cash. If it -
were possible to complete these sequences mstantaneous]y, there would be no need for
',workmg capital. But since the nature of these activities is each that a perfect synchronization

is not p0331ble and a certain amount of workmg eapltal is necessary.

A wide variety of factors mﬂuence the total mvestment in the. workmg capital of an enterpr:se '

_ They can be categorlsed mto two groups viz, internal fac(ors and extérnal factors. Some of the
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- interna! factors include factors such as promotional and formative phase, nature of business,

size of business, manufacturmg cycle, credit terms to customers, production policies, growth

and expansion programmes, profit fevels and dividend policy, reserve policy, depreciation-
policy, and operating efficiency, on the otherhand external factors may include business cycle, . -

technological developments, shifts in demand for products, taxation, price-level changes

vagaries in supply of raw-materials, CO]TIPCUIIVC cond1t|ons and transport and commumcatlon _

development.

N

17. 5 MODEL EXAMINATION QUESTIONS

L. Answer the followmg questlons in about 30 lines each

. What do you mean by planning of working capltal needs? Explain the factors that
~should be considered while planning the working capital needs.

- 2. Explain the mternal factors that determme the workmg capltal needs of manufactunng
firm. : .

|75 )

Explain the external factors that determme the working capltal needs of a
manufacturmg organisation. . ' :

Il Answer the following questions in about 15 lines each

4. “List out the determmants of workmg capltal

Bring out the relationship between reserve pollcy and dividend policy.

6. What precautlons should be taken while plannmg the workmg the work:ng caplta]'

needs?

7. 'What are the sources of working capital ﬁlnds'?'

\

17.6 RECOMMENDED READINGS

1. S.C.I(nchhal - \ 5 ' Corporatmn Fmance

2. IM Paidey -+ | - _ . Financial Management '_ -
3. V.E.Ramamurty'. ' I Working Capital Msnagenient.
| 4. P.V.Kulkami - o : Finar’:_.ciel_ Management

5. 'Jemes C. Vanhorne _ . E_inancial Manegement Poliey

17.7 GLOSSARY

Manufacturing Cycle = & Anextended time interval between the raw- _
T B materials purchases and the completion of the .~
“manufacturing process yielding the finished
product is‘called manufacturing cycte'. '

a Working Capital Gap L 'Current assets. minus non- bank short- term
]:abilltes : : : _
Cash Credit : _' _ : Loans sanctioned by banks on morté.gage of

stocks through negotiations. -



Gross W_o"rking .Ca pital
Cu’r_r_e"nf Liahilities
lell're_.l"lt Ratio
Net Wor]iin’g Capifa_I“
_ Negative Net Workjng Capital

Permanent Working Capital

Tempo_rery Working C'apita'l'_' .

Working Capital -

Total investmeht in current assets.

:* All those Ilabtlltles for whlch payments are to be "

made within a per!od of one year or Iess

E "Current assets-divided by current Iiabiiilies.

: le’ference between current assets and current _
: Ilabllmes :

Excess of current liabilities over current assets. o

: - A bare minim current assets which are to be
“always maintained to called working capital.

lnvestment reqwred to f'nance the changmg

needs of‘ current assets.

3 Investment needed to finance the clay-to day
.operatlons ofa company
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| UNIT 18 : ESTIMATION OF WORKING CAPITAL
' | REQUIREMENT -

'Contents
180  Aims and Objectives
18.1 [ntroductlon
18.2  Approaches to Estlmate the Workmg Capital
- 18.3 - Working Capital Esumatton on the Basis ofOperatlng Cycle
184 Estlmatlon on the Basns of Percentage of Net Sales: )
18.5  Estimation on the Ba51s of Percentage of Total Assets toF |xed Assets _
186 Information reqmred for Working Capttal Estlmatwn
187  Proforma for Estlmatlon of ‘Working Capltal
18.8  Summing Up .
18.9  Check Your Progress: Mode] Answers
1810 Model Examination Questions
~18.11 - Recommended Books
. 18.12 ~ Glossary -

18.0 AIMS-AND OBJECTIVES

This unit.covers the need for estimation of\workmg cap:ta] reqmrement and dif‘ferent
approaches to estimate the workmg capltal ' .

By the end of this unit, you sho_uld bea’g]ﬁe ’to understand: .
e the need of estimation of werking capitai' -
. vanous approaches to estimate workmg capital; and

. procedure for esttmatlon of workmg capital.

18.1 INTORDUCTION

A firm must estimate in advance the requuremem of worklng capttal for smooth operations of
 the business.” The finance manager must consider the various factors to estimate the amount of
adequate working capital. No business can be successfully run without an adequate amount of
working capital. Therefore, to avoid the shortage of working capital every business firm has to
estimate its working capital requirements in advance so that the arrangements can be made to
procure adequate working:capital. But estimation of working capital requirement is not an
easy task and a large number of factors have to be taken in to account. A brief explanation
about each of the factors has already been given in Unit-17. A number of methods, in addition -
to the operatmg cyc]e concept, may be used to determme workmg capital needs in practice.

Cae



18.2 APPROACHES TO ESTIMATE THE WORKING CAPITAL
REQUIREMENT '

: The followmg d:fferent approaches are used to estlmato the workmg capltal requnrement of a
business f’ irm:’ : :
1. Estimation on the basis of operating cycle. _
2 Estlmatlon on the basis of percentage of net sales.

- 3. Estimation on the ba5|s of percentage of total assets to fixed assets.

- 183 ESTIMATION ON THE BASIS OF OPERATING CYCLE

Accordmg to this approach the requ:rement of workmg capital depends upon the operatmg
cycle of the business. The operating cycle begins with the acquisition of raw materials and

-ends with the collection of receivables. Broadly the operatmg stages can be cIassnﬁed ino the _

' foliowmg four types.

0 Ra‘w material and stores .storage' stage .

i) Work-in.-process stage - ' _ |

iii) Finished goods .inventory stage :

.iv')- Receivables colleotioo stage -
The duration of the .operating cycle for the estimation of workmg capntal requ:rcment is
equivalent to the total of the duration of each of these stages minus () the credit per:od

allowed by the suppliers of the firm. After computing the p,erlod of one operating cycle, the
total number of operating cycles that can be completed tiring a year can be computed by

dividing 365 days in a cycle. The total operatmg expenchture in the year when divided by the . =

number of operatmg cycles in a year w:li give the”average amount of the workmg caplta]
_requlrement . . Ve .

. 18.4 ESTIMATION ON THE BASIS or PERCENTAGE OF NET
SALES '

* According to this approach the estimation of working capital requirement is based on the fact _'

that the working capital for any firm is directly related to the sales volume of that firm.

Therefore, the working capital requirement is expressed as a percentage of expected sales fora -

particular period. It is noted that the estimation of working capital completely depends on

sales. This approach is based on the assumpuon that hlgher the sales Ievel the greater would

be the need for working capital,

' 18.5 ESTIMATION ON THE BASIS OF PERCENTAGE OF

_ TOTAL ASSETS TO FIXED ASSETS -

The estimation of workmg capltal requ1rement in this approach is based on the fact lhat the = |

total assets of the firm are consisting of fixed assets and current assets. “As per the past

experience, a relationship between total current assets (Gross Working Capital) and total fixed

assets or total assets of the firm is established. The firm will plan the future level of fixed -

assels m the capital budgetmg decmons In order to use these f‘xed assets in an eﬁ'ment and
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optimal ‘way the ﬁrm must have suff cient ‘working capital. Therefore the WOrkin.g capital '

requtrement depends upon the planned level of ﬁxed assets.

18.6 THE INFORMATION REQUIRED FOR ESTIMATION OF

WORKING CAPITAL

The following mformat:on is required for preparatlon of‘ working cap:tal forecast

I i~ The cost mcurred in matertal wages and overheads

ii. - . Length of time for which raw materlals are to remam in storage before they are
© issued for production. ' .

iii. Length of productton cycle or work -in- process :

v, Length of sales cycle denoting the perlod of time during which fi mshed goods are to

" be kept waltmg for sales.
~v.  The overage period of credit allowed to customers. _
vi. The amount of cash req uired to pay day to day expenses of the busmess
vii. The average amount of cash requ1red to make advance payments. -
viil. The average credit period expected to be allowed by suppliers.
_i x.  Time lagin payment of wage and other over heads -
The method of esttmatmg workmg capital requtrement based on above information is called

“Cash Cost Techmque” of forecasting working capital: needs. According to this method, all
transactions are shown i in workmg capital forlsca,sttng on cost ba5|s ~
\

The amount of current assets is estlmated\by addmg the sum of the first seven items and if the

. sum of the last two items i.e. the amount of current l1ab1llttes is deducted from it, the result’is .
networking capital requirement. Further, in order to provide for contmgenc:es “some extra:

amount as-a f' xed percentage ofthe workmg capltal may be added as a margin of safety

- 18.7 PR’OFORMA FOR ESTIM-ATION OF’WORKING CAPITAL

. Statement Showmg Estlmatton of Workmg Capital Requuement

- - ' ) Amount v
SINo. | - © Particulars .~ P " Rs. " Rs.
A | Current Assets ' ' o ' '
i} Stock of raw materials (for No. of months o - XXX
- gonsumption}) ' . _ R
n) Workmg process (for s months) o - XXX
a) - Raw-materials : : a XXX -
©b) Direct labour ' - XXX
¢) Overheads =~ : XXX _
m) Stock of finished goods (for ---- months) S XXX
iv) Sundry debtors or Acco_unts rece:vables_ _ 1 7 xxx
v) Payment in advance - '- ' b xxx




@

XXX

vi) Balance ofcash
-vn) Others (1fany) XXX
" | Total _Current Asgets- XXX
B ] Less:. Current Liabilities
i) Creditors (for months purchase ofraw | xxx
" materials) L | :
ii} Lagin payment of expensesfoutstandmg. ol xxx
expenses (for ---- months) ’ : '
iii). Others. (|fa_ny)__ B o xxx
Total Current liabilities i ' XXX .
C | Working Capital (A-B) _ XXX
Add: Provision for contingencies XXX

Net Working Capital Required

. . Notes

i) Whlle estlmatmg workmg capltal requ1rement prof' it must be lgnored because of the K

following reasons:

i) Profit. may or may not be used as workm g capntal

lll) If profit is taken into account such amount-of prof'l is to be adjusted for amoum of‘ .

mcome tax, drawings and dividénds paid etc.

1v) The calculat:on of work—m-progress depends upon its degree of completlon as regards i

material, labour and over heads. S )

e

v) The estimation ofthe stock of f'mshed stock a{ltﬁdebtors mush be made at cost

'4'

- XXX

188 SUMMING UP_~_ Q)

o\- N

- Thé amount needed to be mvested in current ¥ssets is affected by many factors and may
" fluctuate over a period of time. Manufacturing cycle, production policies, credit terms, growth
and expansion needs, and mventory turnover are some of t‘xe lmportant factors mﬂuencmg, the-

determination of workmg capltai

A ﬁrm must estimate in advance as to how much net WO[’](I ng capltal will be requnred for -

effective and eﬂ" cient operatlons of its business.

18. 9 CHECK YOUR PROGRESS MODEL ANSWERS

,\

Illustration - 1

A proforma cost sheet of a company provides the following partieui,arsﬁ'.

Elements of cost: . - _ _ T
Raw matenals . o ' _ " 80

Dlrectlabour c S "_ _ | ” o L 30 |

' "Amoun_t per urit -
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O‘vérheads . o | 60

Total cost - _ S 170
- Profit T _ : 30
Selling price S 2000

The following further particulars are given: "

‘Raw materials in stock, on an average - one month; Materials in process (completion stage, 50

percent), on an average, half a month; "F'inished goods in stock, on an avefage, one month.

Credit atlowed by suppliers is one month; Credit allowed to debtors is two months; average.
time —lag in payment of wages is 1.5 weeks and one month in overhead expenses; one fourth
of the output is sold against cash; cash in hand and at bank is desired to be maintained at Rs.

365000

“You are required to prepare a statement showing the working capital needed to finance a level

of activity of 1,04,000 units of production. You may assume that preduction is carriedon
evenly throughout the year, and wages and overheads accrue similarly.

Solution

Statement showing Determination of NétiWo_rking Capital
. _ Autt . == -
~A. - | Current Assets - o .
) Stock of materials for 1 month: (3,04,000 x Rs.80 x 4/52) 6,40,000
ii) Work-in-progress for 15 dgyr; - _ L
a) Material (104,000 XRs.80x 2512~ | 11,60,000
" b) Labour (1,04900x Rs.30 x 2/52)x 112 S e0000
" ©) Qverheads'(ﬂm,ooo;cRs.ﬁﬁxzfszjxlfz' ST 1,20,000
i) _Finiéh&d goods for 1 month: (1,04,000 XRs.170x 4/52) 113,60,000-
iv) Debtors for 2 months (78,000 x Rs.170x 8/52) - | 2,40,000
v) Cashin hand and at bank ST 365,000 )
Total investment _in current as’setsl f - | _ - 47,45,000
B. Cur_rent: Liabili.ties: |
i} Cre}:lit'(’)rs, 1__montﬁ’s purchase of raw méterials, (i.e
104,000 x Rs.80 x 4/52) 1 640,000
il) Average filne;lag:in payment of xpenses I | '
" a) --0verhea_ds(1,o4,ooo'x.Rs'.so x 4/52) - ' 4,80,000
b) Labour (1,04,000 x Rs.30 x 3/104) . | 90,000
Total current tiabilities T ] 712,10,000
C: Net workin'g capital = Cur.rent"'asset_s - Cur:rent liabilities (A-B) | 35,35,000



Illustratlon -2

Hi-tech Ltd. plans o sel[ 30 000 units next year. The expected cost of goods sold isas . L

-~ follows:
- Cost per unit
- Rs,
| '..Raw'msteria'! ' : - \ .. 100
Manufacturing expenses ' T S 300 -
Selling, administration and fnanma] expenses o 20 -
'Sellmg price . _ oo 200

The durat:on at various stages. of the operating cycle is expected to be as fo[low_s:

“Raw material stage _ o : " 2months
Work-in-progress stage ' S Lo 1 month
Finished stage = . ' I -+ Yo month

~ Debtor stage T e lmonth

' -Assummg the monthly sales level ‘of 2,500 umts estimate the £ross workmg capltal
requirement if the desired cash balance is 5% of the gross working capital reqmrement and.
- work -in-progress is 25% complete with respect to manufacturmg expenses

Note: - Selling, administration. and f'nancml expenses have not been mcluded in the valuatlon

ofclosmg stock

_-Illustration - 3

X & Y'Ltd., is desirous to purchase a busmess and has consulted you, and one pmnt on wh:ch B
you are asked to advise them, is the average amount of workmg captta[ Wthh w1[] be reqmred -

in the first year of working,

You are given the foltowmg estimates and are mstructed to add 10 per cent to your computed '

figure to allow for contingencies.

- Solution
Statement of Estlmatlon of Workmg Capltal Requlrement =
: : ‘Amount [ Amount
. . _ N\ (R} | (Rs).
Current Assets : o i\\§ ¥ o S
Stock of raw material (2,500 x 2 X 100) PR "_f", L T -5,00,000
i) Work-in-progress "ol B N
Raw materials (2,500 x 100y = - x"~‘~ ’ : - 2,50,000 .-
i) Manufacturing expenses 25% of(2 500 X 30) T 18,750 | 2,68,750 "
Finished Goods T T
iti) Raw material (2,500 x ¥4 x 100) e o L25000 o
iv) Manufacturing expenses (2,500 x Ve X 30) o b 37,5000 . 1.62.500. - -
- Debtors (2,500 x 150) =~ . T | .3,75,000 .
Total Current Assets. L I | 13,06,250°
Cash Balance (13,06,250 x 5/95) - = o - 68750
Working capital requirement C Y AU '_]3:75,000
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~ Particulars

Amount for

_the year (Rs)

iif)

Average amount backed up for stocks
a) Stocks of finished product
b). Stock of stores and materials -

~ Average credit given

a) Inland sales: 6 week’s credit
b) Export sales 1.5 week’s credit

Average time lag in payment of wages and other outgomgs_ -

a) Wages: 1/5 weeks -
'b) Stocks and materials: 1.5 months
¢) ‘Rent and royalties: 6 months. . .

- d) Clerical staff: 0.5 month

‘¢) Manager: 0.5 month B
f) M:sce!laneous expenses: 1. 5 months

Payment in advance
~a) Sundry expenses (paid quarterly in advance) _
b) Undrawn profits’ on an average throughout the year

15,000
8,000

312,000
78,000

 2,60,000
48,000

10,000
. 62,400

4,800
48,000

8,000
11,000

Solutioln

Set up your calculations for the average amount of working capital required.

A)

_ Statement Showing Determination of Net Working Capital for X &Y Ltd.

Current Assets P
i) Stock of stores and materials )
i} Stock of finished products O~
_iii) Debtors: . o N

Inland sales (Rs. 3 12 000)(6»’52)

Export sales (Rs.78, 000 %3/104)

| iv) Advance payment of sundry expenses (Rs.8, 000 x Y4)

B)

Total mvestment in current assets . -

Current liabilities
i} - Wages (Rs.2,60,000 x 3!104)

i) Stocks/materials (Rs.48,000 x 3/24)

iii) Rent, royalties (Rs.10,000 x 6/12)

- iv) Clerical staff {Rs.62,400 x 1/24)

C)

v} Manager (Rs.4,800 x 1/24)
vi) Miscellaneous expenses (Rs. 48,000 x 3/24)
Total estlmate of current llabllmes

Net working eapltal '

i} Current assets — Current liabilities (A-B)
ii) Add 10 per cent contingency allowance
Average amount of workmg capital required

. 36,000

2,000

_53.250

6,000
5,000
2,600

200
6,000

25,950

- 28,545

5000
8000

2,250 -

7500

27,300 .

2595 =

-



"Illustratron -4

Assump’tions

iy. A time _perﬁiod of 52 weeks or 12 months\"has been assurned in ycar."

' |1) Undrawn prof't has been 1gnorecl in- the worklng capital computatlon for the followmg

reasons:
‘a) For the purpose of detectlng worktng capital provided by net profit, it- is necessary to -
adjost net profit for income tax and dwrdendsfdrawmgs, and so on.
b) Profit need not always be a source of financing working capital. It may be used for .
other purposes like purchase of fixed assets, repayment of long-teri loans, and so on.

_ Since the firm does not seem to have such uses, Rs.11, 000 may be treated as source of -

‘working caprta] But the WwC WI" not change.

i) Actual worklng caprtal requ:rement would be more than what is estrmated here as the cash

component of current assets is not known

: Grow More Ltd is presently operatmg at 60% leve] producmg 36,000 units per annum, In’
7 view of favourab]e market conditions, it has been decided that from 1 .lanuary 2002 the
. company would operate at 90% capaclty The fol]owmg mformatlon is prowded :

R E Ex1stmg cost price structure per unlt

Rs. =

- Raw material ~ - _ - 4.00

© Wages ' S o 2,00
* Overheads (Vanable) . ' : A 2.00
Overheads (Fixed) = - NS 100
Profit - = T O i ¢
Selling Price - - . S O - 1000

ii) -It is expected that the cost of raw matenal wages expenses and sales per unit wrll B

remain unchanged in 2002. . 4

iii) Raw materials remain in stores for 2 months before these are 1ssued fo- productlon
These units remain in productlon process for 1. month

iv) Finished goods remain in godown for 2 months . _
v} Credit allowed to debtors is 2 months Cred:t allowed by credltors is 3 months

vi) Lag in wages and overhead payments is I'month. It may be assumed that wages and
overhead accrue. evenly throughout the productlon cycle :

You are required to calculate the workmg caprtal requrrement ‘on an estlmated basis to sustam B

the mcreased productton Ievel Assumpttons made if any, should be clearly 1nd|cated

299



300 -

Solution .

Statement Showing Determination at Worki|f1g-Capi_tal Requirement = !

Amount

Particulars Amount S :
. (Rs.) | (Rs.) L T o
A. Current Assets ' 1 !
Stock of raw material (2 months x4, 500 x Rs.4) 36,000 '
Work-in-progress: o \ ' i
Materials (1 month x 4,500 x Rs.4) 18,000 ] ST
~ Wages (172 month) : 4,500 ' SO
Overheads (1/2 month) 6,000 | 28,500
Finished Goods (2 months) -~ .. 78,000 - . :
Debtors [2 months x (4,68,000/123] - 78.000. . o
Total Current Assets | 2,20,500 (A) =

B. Current Liabilities : :

_ Sundry creditors (goods) - 3 months - 54,000

Outstanding wages (1 month) 9,000 :
Outstanding overheads (1 month) 12.000 =
Total current liabilities . 75,000 (B) |

Working capital reqmrement (C= A B)

_1.45,500 (C)

Illustratlon 5

Prepare an estimate of workmg capital requ1rement from the following mformatlon ofa .

“company.
’ oo \“'
i) Estimated annual sales QO
i1} - Selling price : ,
iii} Percentage of et profi it on sale_
iv) Average credit period allowed to customers
v} Average credit period alléwed by suppliers
vi) Average stock holding in terms of sales -
requ:rement 12 weeks :
vii} Allow 10% for contingencies

Solution

1,00,000 units

Rs. 8 per unit

- 25% _
8 weeks -

4 weeks

S'tatemen_t Showing Determination of Working Capital Requirement

Curreni Assets

- Debtors at cost (8 weeks) : - 6, 00,000 x 8!52

Stock (12 weeks) © 1 60,00,000 x 12/52
Total current assets - -

Less: Current liabilities: Creditors (4 weeks): 6,00,000 x 4/52

Net working capital
Add : 10% for contingencies
Networking capital required

- Working notes:

2) Sales = 1,00,000 x 8 = Rs.8,00,000

Rs. - o : |
92,308 :

138462 .

2,30,770

46,154

18,462 .

1,84,616 - : |

2,03,078



Profit = 25% of Rs.8,00,000 = Rs. 2 00 000
Cost of sales = Rs. 8, 00 000 - Rs 2, OO 000 = Rs 6, 00 000

b) Profits are i gnored for estlmation of workmg capital.

18, 10 MODEL EXAMINATION QUESTIONS

L Explam various 111eth0ds for estimation of working caplta! requirement.

Discuss the methods for estimation. of working capital‘requirements based on sales
Explain the concept and sngmt‘ cance of operating cycle.

What mf‘ormatlpn is needed to estlmate working cap_ltal __requirenient"? oo

Exf)lain the need for -work;_ing .c':apital estimation. . '

How.do you treat profit for estimation of working capital?

R

Draw a proforma statement of working capital_éstimatigﬁn. _
EXERCISES

1. The cost sheel. ofa compaﬁy provides the fo_lloWinQ data: o
' : oo Cost perunit -

_ _ . . o _ (Rs‘-)
Raw material ’ L o .50
- Direct labour o 20 -
" Overheads (including’ deprec:atlon of Rs. 10) ' 40
_Tota] cost R _ S 110
Selling price N\ 130

Average raw matertal in stock is for one month Ave'rage matenals in work-ln progress is for
half month. Credit allowed by suppliers; one mafith; credit allowed to debtors: one month, - _
Average time lag in payment of wages: 10 day$i.average time lag i in payment of overheads 30
days. 25% of the sales are on cash basis. Caslvbalance expected to be Rs 1,00,000. Finished
'goods I]E.' in the warehouse for one month

~ You are required to prepare_-a_statemen_t showmg the working capital needed to finance a level T
of the activity of 54,000 units of output. Production is carried on evenly throughout the year
arid wages and overheads accure 51mllarly State your assumptions if any, clearly.

(Answer Workmg capital reqmrement is Rs. 8 91 250)

2. Calculate the amount of workmg capltai requtrement for Siris Ltd., from the f‘ollowmg
information ; :

Cost per unit

R . - o (Rs)
Raw material E _ - _ 160
Direct labour e : o 60
* Overheads o S o 120
. Totalcost =~ = . . - : - 330
~ Profit : _ R 60
Selling price” o o400
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- Raw materials are held in stock on an average for one month. Materials are in process on an

average for half-a-month. Finished goods are in stock o an‘average for one month.

Credit allowed by suppliers is one month and credit aIlm@ved to debtors is two months. Time

lag in payment of wages 172 weeks. Time lag in payment of overhead expenses is one month. -

One fourth of the sales are made on cash basis. . .. |

- Cash in had and at the bank is exl:'rected.to' be Rs_.S0,00_O_;?_ expected level of productibn_is to be

1,04,000 units for a year of 52 weeks. :

You may assume that production is carried on evenly thﬁoughout the year and a'tir‘hc period of - '

four weeks is equivalent to a month.

- (Answer: Working capitél requirement is Rs:1,45,500) .

3. From the following information, prepare a statemeht_fshowirigesti mat'iOn of working capital
_requi'remem: ' I ' :

i) Projected annual sales _26,00.0 units. -
i) Selling pricé unit Rs.60
ii) Analysis of séll.i_ng price: material 40%; I_abour}io%; overheads 20%; profit 10%.

iv) Time lag {on average)

© Raw materials in stock 3 weeks \
‘Production process 4 weeks.
Credit to debtors 5 weeks ™ . .
Credit to suppliers 3 weeks _
Lag in payment of wages and overheads 2 weeks
Finished. goods are in stock 2 Weeks :

.v). Cashin hand is expéctqét Lp' be Rs.32,000
(Answer: _Working capital requirement is Rs.2,69,000):
4, From the following information presented by a maméjfactUring 'co.mpan_y,.preparc a working

capital réquirement forecast for the year 2003:- Expected monthl_y sales of 32,000 units @
Rs.10 per unit.. The anticipated ratios of cost to sellingiprices are: S

Raw materials o - S - 40%
Labour _ - - 30%
Budgeted overheads L o Rs.16,000 per week

* Overhead expenses include depreciation of Rs.4,000 per week \planned stock will include raw

materials of Rs.96,000 and 16,000 units of finished goods. .

. Materials will stay in process for 2 weeks
Credit allowed to debtors is 5 \#eqks
 Credit allowed by creditors is | mbnth .
~-Lag in payment of overheads is 2 weeks _ ._
25% of sales may be _asSume':d against" cash and cas§1 in hand is expected to be Rs.25,000.



Assume that productlon is. carned on. evenl y throughout the year and wages and overheads -
accrue s:mllarly Assume also 4 weeks ina month -

" (Answer: Workmg capltal requrrement for a weekly sales of 8,000 units is Rs 4 60 000 The

overheads cost per unit IS Rs.1. 50 i.€. [(16 000 4 000):’8 000] and cost of goods sold 15 85%:

: of'selllng prlce )

- 5. XYZ Ltd. sel[s its products ona gross proﬁt of 20% of sales The followmg mformanon is .
B extracted tfrom its-annual acCounts for the year endlng 31 Dec 1999 :

. . o . -Rs.
Sa!es {at 3 months credtt) o o - ' . ' 40,'0.0,..000 '
Raw materials =~ .~ ., - R _' - _12,00,000 .
Wages (15 days in arrears) S o 9,60,000 . ‘
-‘ Manufactunng and general expense {one month in arrears) -1'2 00,000 B
Administration: expenses (one month in arrears) R o 4, 80 000
Sales promotion expenses (Payable half yearly in advance) 2 00 000 -

e

The company enjoys one month credit from the supphers of raw materials and maintains 2

- months stock of raw materials and 1'% months finished goods. .Cash balance is maintained at
~ Rs.1,00,000 as a precautionary measure. Assuming a.10% margin, l' nd out the worklng

~ capital requlrements of XYZ ltd - . : S

| (Answer Workmg-capltal requlrement is° Rs 14,52 000)

R 1

6 You are supphed with the followmg 1nformat|on in respect of ABC Ltd ‘For the year 2002

() )
Production of the year, 69 000 umts \ ,\ '

'Ftnlshed goods in store- 3 months o RS

Raw material in store, 2 months consunmtton

- _Productnon process, 1 month -

: C_‘.redlt allowed by creditors, 2 months.
* Credit given to debtors, 3“months .
Selling price per unrt Rs 50.. -
Raw material, 50 per cent of selllng prtce -
Direct wages, 10 per cent of selltng price :
'.'Manufacturlng and admmrstratlve overheads, 16 percent of sellmg prtce o

Se[lmg over heads 4 percent of selltng price

There is a regular production, sales cycle and wages overheads accrue evenly Wages are paid

“in the next month of accrual. Material is iritroduced in the. begmmng of the productron cycle
: You are required to ascertain lts workmg capltal requ1rement '

_(Answer Net worklng caplta] requlrement is Rs I4 97 875)
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" UNIT — 19 : RETAINED EARNINGS
Contents B S .' o |
19.0 Ai_-:ms and Objectives

19.1 Introduction .

192 . Meanin'g. of Retained 'E'émin'gs.

193 Determinants of Retained Earniigs’ .~
19.4 ~ Whenis the policy of Retained e'a.rri.ings_ justified?
19 ,5 ' 'Advantag'es of Retained Earnings o
19.6 Dérherits of Repained Earnings '

. 197 ‘SummingUp | x

19.8° Check_Y-our Prqgress.: Model Answers

19.9 que}_Eﬁamination Questions -

19.10 Recommended Books

“ 1901 Glossary |

19.0 AIMS AND OBJECTIVES T

.The purpose of this Unit is to explain. the meqnihg,' determinants, -advantages ‘and.
- disadvantages of Retained Earnings. ' E R :
On coinpleting this unit, you should be able to: . N\ -

. T . o f y -
) ) ’ . » N/,
» explain the meaning of Retained Earningsys.

e identify the determiniants of Retai ned £dmings; and

* explain the advantages and disadvahtdges of Retained Earnings. - -~

'19.1 INTRODUCTION .

Retained earnings constitute a very significant internal source of funds for financing the -

corporate growth and expansion. Many companies, notably those in the field of
manufacturing, merchandise, banking and”insurance, have grown mainly on accéunt of their
reinvested earnings. - They act as a cushion in the capital structure of the corporation. They
enable the corporation to face business fluctuations arising. out of seasonal variations and _
business cycles. Retained earnings denote the profits reinvested in.the business after paying
dividends, if any. It improves the financial strength of the organization. We will explain the
-, meaning determinants, advantages and disadvantages.of retained earnings in this Unit. '

' 19.2 MEANING OF RETAINEDEARNIN_‘GS :

“ From the corporétion_pﬁint_ of view, it is desirable that a portion of _every year's profits is . -

saved to serve as a resource of fixed and working capital finance. That portion of profits -
which remains undistributed and which is tetained in-the business, after declaring and paying
- the dividends; in order to meet financial requirements of the .corporation is referred to as
- “retained earnings”. Such earnings can be retained i the business either in the form of credit
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halance of Profit and Loss Account or kept in General Reserve Account, etc.: Technically. °
_ speaking, the process of accumulating corporate profits out of their annual iscalled ‘ploughing

back of profits’. It is also known as “retention of earnings”, or “internal financing” or

“self-financing”. ' o ; S .

Retained earnings and the rate of dividend have an inverse relationship. A farge amount of ' |
retained earnings will lower the current rate of dividend which reduces the outflow of cash that l
accrue 1o equity shareholders. Conversely, no or low retention of earnings will enable the .

_ corporation to declare a high rate of dividend resulting in a significant outflow of liquid o
resources. On one hand, retained eamnings are desirable : for the purpose of expansion of S
business and on the other, dividend distribution is also desirable in the interest of stabilization
of market prices. These two, therefore, conflict with each other. Therefore, retention or no - N
retention of profits depends largely on the management’s! policy of expansion. . Substantial ol
reinvestment of earnings by the corporation will be a better step than the distribution of the
entire profits to the shareholders, because thete is an “papeal of growth stocks”. Guthman and |
Dougall state that the compounding rate of return on retained earnings at higher rate will' °
increase the intrinsic value of shares continuously. As such; the prices of the corporation in the -

stock exchanges will also increase steadily.

19.3 DETERMINANTS OF RETAINED EARNINGS S

The quantum of retained earnings is decided by the -compafhy by--lhk_ing into consideration the
following factors: o 5 . o .

I Earnir;'gs of the company

ity  Dividend policy of the industry
i) Taxationpoliey . ND i - T

iv). Govemmeht bolicy _ y \ ' a ' |

'v)  General state of economy o~ ¥

vi)  Liquidity O o o
" ¥ ' : A - f

y vii)  Ability to barrow : : : _ : |
viii) Repayment of debt - .

“ix) Desire of control among shareholders e : ) s ._ S I
i} Earnings of the company

The quantum of earnings that are to be retained in the business will depend vpon the size of the

total annual earnings of the company. A high growth rate of business enables the corporate 1o

earn iricreasing profits. It will ultimately lead to the dectaration of a hjghreturn on equity. _

investment. If the total earnings of the corporation are more, it can naturally afford to save . - i

more, and utilize the same retentions for earning higher returns. Conversely, when there areno = i

profits the guestion of retained earnings in the corporation does not arise. As a matter of fact, . !

. the volume of prefits is influenced by several other factors such as timely supply of stocks and et

" stores, demand for goods and services produced, cost of production and distribution, quality of i
. management’s attitude and political stabifity in the country. The stage of growth of company
“also determines the retained earnings. When a company is in a fast growing stage with

~ profitable and acceptable invesiment opportunities promising higher rates of return than what

the shareholders could earn by 1nvesting outside, the company prefers to retain a major portion
of its earnings rather than declaring more dividends. In brief, the greater the future need for
funds the greater is the likelihood of the company retaining the earnings. ' : o T
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~ii) Dividend policy of the industry

., Nodoub, the size of corporation s one of the important determinants of retained earrings, bat
it s not anexclusive factor. It is alse influericed by theé dividend. policy pursued by the -

 industry will encourage the realization of

i) Taxation policy of the Government -~

. are inversely rel'ate'd c

" of the devé
.. there has be
. higher rates-o

- Compulsory Deposit Sch

S,

, but
by the .
<carnings:. The extent to which the industry

industry to ‘which the company belongs. ‘A conservative dividend policy -adopted |
| ' retained

-

). Provision of safeguards by the. industry. ag
safeguards are meant 1o stabilize the rate of divi

" b) Thc_:'_ ém_duzi_t of sinking fund that__. is built u'p: for disch#rging' ling-term debts

S e) _The-anioun_t of service created to meet expansion requ_iremen_t's; __

Q) -_T'he'am'Ount_ of {:l_epre;éiation reserves that is _buili up to make up for the deﬁci:nc-i'eé. '
© v+ during the-edrlier period; - LA e LR s s el

) The expectations of shareholders regarding their car
The gencral economi ‘prevailing

TR

iscolirage
retention of eamiings. - Conséquently; thie” internal capacity of'to expaid ifs business Will be

versely affected. The retained carnings as a portion of total profits ard th

\
7

ritici

fro

to meet their  Plai

-effects on’ industrial, growth,
rathier thari’ long:term_benefit

> long-riiti will steadily incredse the profits as well as tax revenlie
ping countries differs from that of advanced countries. - For ‘example; in U.

1'a practice of imposing taxes at low-rates on undistributed profits, while levying” = = -

) f taxes-on distributed profits. The objective’ of :such policy is ‘to encourage .~ ..

corporate savings.  In Japan, the tax on undistributed profits has been abolished to encourage
“internal financing. “Apart from’ corporate fax, personal incomé-tax rates-also inflience ‘the -

ty

B 'D"if’férent taxes Tik__c: income-tax, 'Su"rcharge, etc., 'ii'npbse,d._by the Government dh'cq'rpdrfit:e'
. profits-distributed: as ‘wellas unidistributed: have a- great influence:on the: amount: of retained
.“earnings.’ ‘A" high-rateof incomme-tax ‘o ‘the corporate -earnings ‘wil - natisrally

& rate of taxation <

sm that the governments of developifigicountries like India in their searchfor .~ .
' o meet their _Plan obligafions are resorting 10 the imposition of . -

-1t appears that the ‘Government is =~
The sustained: industrial ‘growth = .~ | <.
entie, “This-approach .~ =

‘voluime of retained arnings. When thé tax is levied on dividends in the-hands of shareholders, -

_secutities. If the; d‘i'stﬁ'ﬁut'izdh"lax is levied ‘on the cotporate dividends, the companies may-
_ - Tetain and capitalize the earnings. : oo L T e T

-iv) Government attitude and control - L.l

they may pressurise the corporation to retain ‘4 latge portion of iis camnings.  Retention of
- .-.eamings by corporations incréase the intrinsic value of shares, thereby the market prices of .. .~

. Apart from the “taxation policy of the Government,. other aspects like. the attitude; approach, = =
. /ideologies and commitment of the Government to solve the. socio-ecoriomic problems also @ R
- influence the volume of earnings that can be retained by a company. . For instance; the -~
Scheme. which. was'in force from July 1965 till May 1977 affected the -~

- . capital formation capacity. of corporations 10 a large extent. - The public Companies (Limitation - - -
- of Dividends) Act 1949, upset the capital market and encouraged undesirable trends in'the
- private ‘sector.. Howéver, this Act was operative only for a’short period. The dividend
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 vii) Ability to borrow

distribution tax imposed -in the recent part on 'comﬁariies-.‘;has} led to non-declaration of
dividends by many companies in India. . T S S

v) State of economy " 3

" The state of economy toa g’reat'extent affects the managément’s decision to retain or distribute _
“earnings of a company. - In the periods of uncertain economic conditions, the management

would like to be retain the whole quantum of company’s earnings to build up reserves to
absorb ary unsuspectéd shock in the future. Similarly during the portion of depression, the

management may with hold payment of dividends to retain a large part of its earnings for

presenting the liquidity position..

vi) Liquidity

Liquidity is also an important factor which determines t1§1e retained earrings.. As payment of .

dividends results in the outflow of cash, the liquidity position “of the company may be

“impaired.. Though a company has sufficient profits, it may not be in a position to pay
dividends as it causes depletion of cash resources. in'such a situation the company would like

to retain its earnings. It also serves as a cushion to séfegt@ard_ against uncertainty.

‘The abilities of the companies to borrow funds also affects the retention of profits. For.
instance, New and Small companies with poor ﬁnancial background will find it difficult to -
borrow funds from capital market to finance its investment activities. Therefore, such firms

“tend to retain more and more of its earrings.
viii) Repayment of debt o \ \

A company with a heavy burden of indgb%edﬁess may prefer to retain a major portion of its

- earnings so that it can gradually unload {t$ debts. External financing through borrowing means
- debt servicing. Therefore, a firm fends to use more of internal resources than the external
sources. This seems justified wilen the available opportunitiés and profit potential are more.
within the company itself than outside., - o o o

ix) _Desi}r"e of control among share.hold'e_rs ..

' The retention policy is also influenced by the desire of the shareholders to retain control lover |

the company. The issue of additional equity shares for procuring funds diluted the control to

‘the determent of the existing equity sharcholders. At the same time, recourse. to long-term-

1oans may entail financial risks and may prove disastrous to the interests of the shareholders in

terms of financial difficuities. - Therefore, companies resort to internal financing by retaining

the earnings..

CHECK YOUR PROGRESS -1
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'19.4 WHEN IS THE POLICY OF RETAINED EARNINGS
_JUSTIFIED? ., - .

E

.- The corporate management is-now faced with problem of choosing between the retention of

. earnings for. growth and the payment of the maximum cash dividend leading to an increase in -
-, market prices of thé securities. - In taking a decision. in this regard the management should

con_s_idert'h'e;folldWing'aSpeCts:_ L IR T T

1. Newcom panies which will not be‘able to sell their securities should build up their own
' " -resources by ploughing back profits to meet their. expansion requirements. S

2. The corﬁo.ré'ti(j)g_'s'-_\.ﬁrhi;ﬁh enjoy. good credit-worthiness may depend upon the sale of
. securities for rdising funds rather than on the retained earnings. ~ .

‘3. Even the existing corpdrations may also prefer the ploughing back of profits to the sale -
- of securities ‘in the open market as a further issue of securities dilutes the power of
-control of the existing shareholders. Further, such a fresh issue of securities may bring

down the eamnings per share. .-~ -0 o T

‘- 4 The corporati'ons'Wh'c')"se"'sécilri_ti'es"arélp_bptﬂar can opt for the issuing of new securities
~because the company will be able to sell the securities at higher prices, which in turn

A .~ will enhance the investment and earning power of the enterprise. -

5.. Retained.carnings will hélp the corporation to increase its short-ténn"borrowing power.

Thus, .thére;_“ are possibilities of reducing the cost of borrowings. R

" There are instances where corporations engaged in'manufacturing, merchandisin g bankingand .
_insurance are benefited to.a large.extent by resorting to the retention of earnings. However, - -

~ public utilities will be. highly benefited by public ﬁna%ing-rather than_by the retention of

- eamings. ' As a matter of fact; in public utilities the qga_ntmﬁ of profits will be just-sufficientto.

-.meet depreciation and interest obligations. Thus, the retention of earnings will offer maximum . -
benefits to the corporation only when:. D™ B :

7N

) tis difficult t6 sell a fresh issue dPsecurities in the market; _
i) it creates undue risk for the equity shareholders with regard to their control overthe =
B affairs of the corporation; -~ =~ . ' I

s iii) . the earnings per sh_élre_ are 'high_-as_'fco'mb'ared' to th_dse of _other units in the field and -
' - profits are sufficient to meet the required expansion; - - I
iv)  the additional equity shares are to be sold at prices less thari the face value of shares o
- to the present holders. TR o R
v)  the tax obligation ‘of the sharcholders is going to be high on account of cash’
dividends; I SR IR
vi) the Sharéholdérs prefer & rising market price for their shares to liberal dividend
© . payments; T N . o
o i) the additional issue of debenture or resort to borr'owing impose 2 heavy burden of
o ' - - interest payment, amortization provision and charge on the assets of company.

' S 19.5 'ADVANTAGES._OF- RETAINED EA_RNINGS'.
~ Retention of eamings has many advantages to many parties. These advantages accrue from the
Ly - . utilization of retained earnings. They can be considered from the points view of the foll owing::
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s
_ tu)

i)

...'..ﬁnanctal posrtlon of'.the corporatron “will' be- stab:lrzed

" shareholders equit

: ._,_:.ERettremen of long-term debts .hur‘den . :
~ retiring the debemuresfpreferences shares and for reclucmg the long-term deb whtch; a
impose a fixed burden of < {nterest charges on the corporation. On retirement the

_corporation will be relieved of the fixed: charg '

_ rrent debt or heavy long-term debt or: preferred

w1t Stock oﬁen ‘makesiit désirable-toretain a part of th 1earntng b

Increased Eff‘ clency Retentlon of earnin
" the company. These retamed earnings can b
. 'deprec:atron, depletton_ a

Shareholders, and

Soaety

i) -"-The cheapest sonrce of ﬁnance Uttltzatton of retarned eammgs is the easrest and
cheapest Wayiof fir nancmg the“expansion programmes ‘of the ¢ompany.” There would
__not, be any immediate pressure on. the company to pay.a. Jdividend on this, portlon of
.\, Moreover the costs assocrated wrth the fresh 1ssue of securmes .

like underwrm 'rig, Brokerage etc., cou!d be avorded

. ..4\-..- R

-Stable dwulend pollcy .Retamed earnmgs help the corporatlon R pursue ‘a stable .
.- dividend:policy.: - During the. surplus profit: periods. it: can. retain its’ proﬁts in the
‘business and the accumulated surpluses can

used 10 /meet: the deficiency when
there_are insufficient profits or losses. Thus, the company can pay a:uniform
_wldend “The “tétention of earnmgs act ‘aé’ 4 'shock absorber i Tacing’ business
hizards, - Reétained ‘€arnings provide the ssary’ finahcial strength to the

corporation to- “face the - hazards resultmg from trade cyelés llke reeessrons and-,
:-_.;zdepressrons e T o

Increased credltworthmess : Retatned;:earnrngs crease the credrtworthl ness of the

- _Gorporation, (the. firm _s_ablllty to. borrow) as they increase the: equity. base of the
- sharel :

' purposes Borrow:ng CQsts also, tend t\o decline as the common equity § base increase..

. They .assist the company- i for/workmg caprtal.

Thus the profit; ts of the: corporatron

will go on increasing. A heavy

0 olescence of plant 'machmery, equipment and other

Boosts up. the. morale of. management The slarge accumulated proﬁts ina -
- corporation will boost up the morale of the management and help itto take bold and
L beneﬁcra] decrslons relatmg to expansrons replacements etc

- mcreases the .operatmg efﬁcnency of -
p.the deficiencies of.

It wtll ‘raise the: prtces f‘f"- -
¢ of the? ncreased mtrmsw value Thosc___-




" equity through the process of capitalizat

of pt'ofts This 'will increase the equlty. o

holdmg of shareholders. The increased equity base’of the corporation will in- ‘torn” g
give them security, agamstl the business hazards. As a matter of fact, this enlarged ..~

- eq_mty base ‘of the ‘corporation ‘enhances " its “credit worthmess
,,shareholders miay also benef' ted in the forr of large dividends

o resultlng from large accumulaled profits will benefit the sharetiolders in another way

: ;the bOl‘l‘OWI ng: terms ultlmately

shareholders. Even when these shares ire sold the résultant Iong—term cap:tal gams
e w:II be taxed ata much !ower rate than the tax rate on ordmary incomes.

"_.:'-_"_'lncreasmg'the capllta ferma ion.

‘Consequently, ;

Increase in“the’ market Va]'ue' of shares. )

© alsol As the valué 6f shares in ‘market i mcreases they wull be accepted as a‘collateral - -
security to the borrowings. of the shareholders They will be i m a posmon to dlctate

et any country. Tnadequate cap _fortnatlon pamcularly in deve]opmg countnes_
~ has been a stumbling block in: theit development “The 'ability ‘of the’ company to

~expand its busmess actmtles wﬂL largely depend_ pon_ the amount of retamed‘:f-. R

o '.earnmgs ’

supply ‘of goods and sefvices. They make themselves ‘available to th" ]

_dtlstnalist'
for investment in the most desirable areas. Increased stpply ‘of goods and services

Cowill. brmg down the pnces _Consequently, the purchasmg power ¢ of the consumers-__: o

.7 willincrease.
o _'goods and ser\nces

o develOpmem Stablllle Bre owth-‘.and eXPa"S'O“ SRS

CHECK YOUR PROGRESS 2

What are the advantages of retamed .earnin gs to the cornpany’? .

_ "'account of all these favorable aspects the'standard of lwmg_' .
... oftl the peop]e W|ll lmprove ‘which is the ulttmate objectwe of econdmic planmng in. .
" the developmg counties, Thus, it contn_butes tow ds t_i'onal ec0norn1c .



- 19.6 DEMERITS OF RETAINED EARNINGS

Retention of earnings is not free from Ii'mit_ation's. . When the eamings are. retained

indiscriminately a few.evils occur in business. Some of the important demerits that result from
the excessive retention of earnings are°given below: .+~ C a

3

.,iii)

vi)

314

~ Creation of MonopolieS: Thé pc').li_cy of retained .éarnin'gs helps the big firms.to. grow'\
* bigger on account of continuous ploughing back of profits, while the smaller or new

ones will be discouraged for want of finances. At times they may go out of business

on account of the monopoly power exercised by the big firms. Moreover, the retained '

earnings may tempt the corporations to invest them in those ventures which promise

higher returns. - Thus they may ignore industries, with a low profit margin, though ‘

essential for rapid economic development.

Fear of over-capitalization: Indiscriminate accomulation of profits and 'their

capitalisation in the course of time may result in‘over-capitalisation of a corporation.
An over-capitalised corporation cannot make efficient and economical use of capital.

Consequently, the earnings per share may declineileading to the creation of an adverse

environment for the free sale of shares in the stock exchanges. Of course, a higher rate

-of dividend can be expected during inﬂationar_y periods. But during normal periods it -

is not possible to pay similar dividends. .

Fraudulent practices of managément_:' The a\,;aiil'abi'lity of large accumulafed profits

in the corporation may induce the management ‘to indulge in certain fraudulent "
 practices which are detrimental to the interests; of shareholders. For example, the
management may declare a Tow rate of dividend by retaining a large portion of profits

in the business in order to bring down the market value of the shares, thereby creating

conditions for the heavy disposal of shares by the sharcholders. Again, the promoters

or-owners after purchasing all the §I_‘rare§'or the fequired number of shares at a lower

rate, may again declare a higher rate-of dividend with the help of the retained earnings.
in order to raise the market valge of shares. They may sell these shares and make
money at the cost of innocent@hareholders. : - S g

¥
S

Misutilisation of funds? At times the ret'ehtioﬁ of- éarﬁings may tempt the

‘management to use the funds in such a manner that only a few individuais are.
- ‘benefited. Instead of using the retained earnings for the growth of the company, the

management may divert them to the corporations in which a few shareholders are

interested. Thus the retention of earnings will not lead to the growth of the company, |

if they are not utilized properly. o

Inefficient capital market: An‘indiscriminate policy concerhing retained earnings

~ may render the capital market irrelevant. Industry comprises different sectors with. . '
different needs and different prospects. Proper distribution of the available. surplus -
resources is possible only through the efficient functioning of capital market. It

ensures that funds are used only where capital Esh'ould be invested and not where it
should not be-invested. If a large proportion.of profits are retained by the corporations

“the other companies in need of funds will be starved of funds needed for meeting their . ~

“tesource requirements. Prof. Pigou has also opined that excessive retained earnings

entail social waste because the money is not made available to those who can use it to

* the best advantage for the community but is retained by those who have earned it.

Restriction on the freedom of shareholders: . The policy of retained earnings will
restrict the freedom of the shareholder tol invest his portion of profits in

LN .



 venture/industry in which he is interested, since they may -,be'-.i'nves_te_d' ina -

_venture/industry.in which the management is interested.

197 SUMMINGUP

Retained carings is that portior of Proﬁts"_leﬁ-:wit'h the firm after declaring and paying the o

~dividends. This forms.a major internal resource to expand the business activities. The factors
determining the retained earnings includé earnings of the corporation, dividend policy of the

industry, taxation. and Government policy, general state of the economy, liquidity of the . -

_companies, ability of the companies to borrow, repayment. of debts, desire of control among

shareholders, etc. The reténtion of earnings is justified when the company is in.a position to’

" earn a higher rate of return-than the expected rate. of return of the shareholders: ‘A company-

may resort to retention of earning when it is difficult for the company to sell a fresh issue of

~ “securities in the market. Retention of earnings has many advantages to many parties. The -

- main beneficiaries of retained earrings are: (i), company; (i) shareholders; and (iti) society.

The amount of retained earnings: is very useful for meeting the requirements of expansion, -

- replacement of fixed assets and repayment of fong-term debts. -

'19.8 CHECK YOUR PROGRESS: MODEL ANSWERS
1. The tfollowi.ngaare the __factoré'détetmining the r'etéihe__i:l__ eaﬁihgs; ; -'
HEE _.Earn'i_ngs of the compény;_ SR L
i) * Dividend policy of the industry; - o
TR Takation‘po_li'cy_of_the government;
o iv}  Government attitude and control;
. V) State of the 'cconqm)_}; - :._ o
.vi) : Liquid'i:t-y of.lhe'cogr'ﬁpany.;j
i) Ability of the company to borrow; . <
- viil‘i _Re'pa.yment of debt; 'a.nd B ' ~\ B
ix)  Desire of comrc:jl_-a:mofrig shh’rehdlders.-: o
. .2'_’..‘- The followin g advaﬁtagés: ac_c’ryfe.to the c.o'mpany_ bn éicco'unt of _fetentio’n_ of ea'rhingé,_f 3
S i}y - worksasa .c'h_eap sOur'c_e'of finance to invest th_e.expaﬁsioh. prograﬁilﬁes;_ '
if) -'l'lfel.[I:;S'thé.'cpmpanies to follow a st:{tble divi_dehd 'pb_]i'c&; N
i) iﬁgréasgs.f__he creditwdrthiﬁess' of tﬁe cbmpanie_s; o
iv)  long-term debts cén be .n':paidé- |
v) _' increases the obe"rating efficiency of th@ company; B

- vi)"  boosts up the morale of management of the company.

19.9 MODEL EXAMINATON QUESTIONS
L Afls._#ver_ the following qﬁestﬁdh__s in _a\\bbut 30 tines each.

1. When is the policy of retained earnings justified? o

.2, What are the factors of that determine the quantum of retained_eéfnirigs_?"
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- -4, - Whatare retained eammgs? Explam the. dements of retamed eammgs

P |

; 3What are; the advantages of retamed eammgs fro '_ he pomts of \new (1) Company and

- (ii) Shareholders?

5. ‘Why do the companies retain earnings? -

2. LM. Pandey

3. V.E. Ramamurthy

19.11 GLOSSARY

L Dividend o _ ~ A Proﬁts dlstrlbutedto'th ':shareholders

| Retained earning's “ % The ;iomon oifprof ts wit _cl‘i'i:emains;

- undigtributed, and which is retained in the o

T _ ' f;bllgmess

y
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20.0_AIMS AND OBJECTIVES
The aim of this Unit is t0 expi..ain_‘ meaning, i'mportzincé', advantages of Bonus S_hafés. o

- After studying the Unit, you should be able to:

. e{p]ain the meahihg' of bohus shéres;_' - ;\‘; o

. list oﬁt the objébtives of bonus _shére.s;' . , ' | |

. 'di_s'cuss the ad_v_aﬁtage's' and disadvgmég'égof' _is$uihg- bonus shares;
* explain the Iegai.'aspe_ct's of the issue’of bonus shares; and -

» _ étét_e’ the g_uid_elj'ﬁés for the issue of bonus shares. -

201 INTRODUCTION-- |

Companies issue shares in lieu of consideration. The consideration may be in. the' form of = .

~either cash or kind. The bonus shares are issued to the _exisling'shareholders_.’without payfncnt
of any consideration. . Bonus shares are issued by converting the reserves and surplus of the
company into shares. These shares are also known as “stock dividend’. It forms an important

. part of the dividend policy of & corporation. A company can distribute the dividend in the U

form of cash dividend or stock dividend. Of these forms, the issue of bonus shares of stock
- dividend is preferred by shareholders. If a company retains a major portion of incoine, it
-~ cannot declare a high rate of dividend. In such a case, the sharcholders may feel dissatisfied -
- with the management of the company. Further it may lead to the reduction of the market value - .
- of shares. - Thus the purpose of the ploughing back of earnings will be defeated.” If the -

~ company needs resources from internal sources, it can issue bonus shares. This will raise the

. prestige of the company.and the market value of share will go up. Keeping all these'in view

- the corporation should adopt a long-run dividend payouit ratio. (Dividend pay out ratio means

- the percentage of earnings distributed as dividends to shareholders).:
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| . . . . - ) : E |

In this Unit we will explain the meaning, advantages: and. _cl'isaidvantage.s_ of bonus Sha.feg_. and -
legal aspects to be considered for the issue of bonus shares. At the end, the latest guidelifes -
issued by Securities and Exchange Board of India for the issue of bonus shares are also .

presented. : -

202 MEANING OF BONUS SHARES

Kl

The issue of bonus shares is a form of payment of dividend to shareholders by which the
~ accumulated earnings or surplus of a corporation are retained and transferred to the capital '
accounts of shareholders. Obviously, bonus shares can be issued only by companies which
have accumulated large free reserves ie., reserves not’ created for any specific purpose and
~ which can distributed as dividend. However, bonus. shares can be issued out of balance in the

share premium account. Thus it avoids depletion of cash from the company. According to the

provisions of Companies Act, Capital Redemption Reserve Accounit (Section 80, sub section -
5)and Share Premium Account (Section 78, subsection 2) can be applied to the issue of bonus -
shares, Therefore, the issue of bonus shares is also known as ‘capitalisation of undistributed.

profits’.

In brief, the bonus share means the payment of dividend in the form of shares instead of cash.
. Bonus shares may be issued by following either of the meghods mentioned below:’

a) Making- the part]y'paid equity shares fully pfaid_ without asking for cash from
shareholders. This method is not invogue in '_Indiz_i,'as it is not equally permitted.

b) Iséuing and allotting e.quity shares to the shareholders in a predetermined propértion_

without receiving cash. With the issue of bonus shares the shareholding in absolute
. terms of the shareholders in the company will increase. In. other words, the ratio of
" shareholding among the members will et -chanéé. Even though the issue of bonus
shares is regarded as dividend distibution, it will not cause any cash payment. As

will be strengthened. P&

- such, the liquidity position of the Sompany will '}:)c intact 'and the financial condition

@

" 203 OBJECTIVES OFiSSUE OF BONUS SHARES

The folldwing are the important objectives of the issue 'oF; bonus shares to the shareholders: ..

a) To conserve cash: The primary objecti\}e of bonus shares is to conserve cash for the -

' corporation so as to secure a comfortable working capital position. But a corporation
can declare bonus shares even though its, earnings are sufficiently large. By issuing
the bonus shares the corporation will be able to avoid the dissatisfaction among the
shareholders. This will also help in preventing the falling of the prices of shares in the
Stock Exchange. Further, the corporation will be -able to share its earnings, with the
shareholders without any changes in its assefs structure. ' - -

- b) To solve the problem of under-capitalisation: ‘Undercapitalisation in any enterprise
results in high rates of earnings on capital | employed. This will attract new
entrepreneurs into the field and create competition in the market. To solve this
problem bonus shares ar¢ issued to the existing shareholders of company. 'It means

" that the number of shares will increase thereby bringing down the rate of dividend per

_share. Thus it stops potential entrepreneurs -from entering the field. Further the

demand-for higher wages by workmen and price reductions by consumers wili not be . -

induced. -



. ¢) To control the speculative activities: There should be ‘accumulated reserves in the .' '_

- corporation’ for the issue of bonus shares. If such reserves are not used- for bonus . .

shares; the corporate management may be tempted to indulge in speculative activities.
* Further, the management’ may manipulate the value of shares in"the capital market.

Through the issue of bonus shares, these speculative activities will be reduced to-a -
minimum, as the reserves are capitalized, and it provides a.true picture of the earning

capacity of the company. . - |

d) To evoke a better response in the capital market: Issué of bdnug. shares will .

- increase the credit worthiness and status of the company in the eyes of its creditors as. -
the equity basé of the company is enlarged. 1t helps the companies to borrow large
.amount at a reasonable cost. In the capital market, Securities of the company will have . -

a good response. "

e} To ﬁnanc_e 'th.e_-.éxpansion' programmes: Since the declaration of stock dividend’

{(bonus shares) does not result in cash outflow, the corporation will be able to ei;pand
its business, because the accumulated reserve becomes permanent part of the capital

. structure of corporation.  Thus the expansion and modernization- programmes can

“easily be financed.

) To widen the capital market: The declaration of stock dividend will bring down the

- rate of the dividend creating sense of loss in the minds of the existing shareholders.
.Therefore, they may prefer to dispose off their holdings. ‘This unexpected release of
shares will reduce their market value which the middle class investors can afford..

Thus it leads to a wider ownership of shares,

- g) To obtain tax advantage: Bonus shares are also issued by cc_).'mp_an)-r' to avoid the
- payment of distribution tax. If the companies_dis{ribhte_ dividends they have to be pay -

tax as per the provisjonis of the Finance Act. fa
. ) N R B N
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20.4 ADVANTAGES AND DISADVANTAGES OF ISSUING
BONUSSHARES .~ - . 7

‘Advantages of bonus-shé:re's ‘may. be dis_cussed from the _ﬁoim of."'view of (a) The ‘issuing. . ©

company; (b) Shareholders; and {c) Creditors. '
: __a) For the Issuing company ‘

_The issuing company will get the following advantages on account of issue of bonus shares:

iy Mainfenancé of l_iquidity'position:_ 'by‘issu‘ing bonus shares the issuiné c":o:ﬁpahy can

‘maintain . its ]iqﬁ_idity position, as there is no outflow of cash. This -enables ‘the

- -company to satisfy its creditors through prompt payments. Thus it creates confidence

in the creditors. -~
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i)

i)

iv)

“matter of fact, assets are expanded on account of retained earnings and they are used

' to actual assets is more realistic than to consider!it in proportion to-the unchanged
~share capital. Apart from the above mentioned advantages the prestige. of the

| l;) For

~ The following advantages accrué to shareholders:

i)

- the controlling power of the shareholders.

if)

i)

Sﬁtisfy{i’ﬁg the: sharehiolder: By issuing the bonis sf_hares; the shareholders can also-be

satisfied, as their desire to have large amounts of dividends is indirectly met. Though

the rate of dividend may fall, the amount accruing to them;, as dividend will increase.
Further, their equity base in the company will also increase. S

of securing funds than that of issuing debenture bonds.

True position of _earnings: If the accumulated -_eén‘ningshre”not. cap_ifalizcd,'a_ fa_lée
impression about the rate*of profits is created. Profits continue to-be high- as the.

earnings are retained because of which the capital base remains -unchanged.

Consequently, the apparent rate of earnings on the old share capital will be high. Asa
for the purpose of business. In such a case to exprefss earnings qr.div'iden_ds in relation
company, its credit worthiness, status and-.sol-vehéy will be enhanced in the eyes of
lending ‘institutions, Internal programmes of expansion and modernization of the

companies can also be undertaken without any difficulty.

the Shareholders -

Tncrease in equity: With the i_'s'_sue' of bonus ?shares;- the “equity- of the existing -

shareholders in the company will increase. It also'helps in maintaining the status and

N\

Ticrease in income: As a conseqliénce of the lissue of bonus shares-the rate of

dividend will come down, but the: otal income: accruing to the shareholders will -
increase. : Y & g = - _

Q Ao

Favourable psychblogicﬁi:éffect: Generally th_eé issue of bdhus_ shares indicates the |
growth of the company. However, the dividend may decrease and the management

may-expect earnings to continue to grow. Thus the decreased rate of returns is offset

by the total increased earnings for the shareholders. Consequently, it increases the -

confidence of the investors in the financial soundness of the company.

Increased marketability of shares: When a company issues. bonus shares, some of

“the shareholders may be tempted to selt their shares so as to obtain-cash. On account

. Therefore, a number of potential investors may be tempted to purchase shares. Thus

of sudden release of shares, the market price for the shares may come down.

" the sale of sharés in the Stock market for the l;rokérs will beconie easy. -

" ¢) For

The is's_ué of bonus ‘shares will i_nstill"}conﬁdence in the credit'ors._ Conservation of cash .

the Creditors - - I

resulting from the issue of bonus shares will increase the margin of safety for the creditors.
But if the corporation continues to declare the-old high rite of dividend, there will be 4 great
‘drain on the cash resources because the share capital on :which the dividend is to be paid is

enlarged-on account of the bonus issue. In such a case the creditors will be adversely affected.

Economy in raisiug funds: The issue of bonus shares is a more economical method



DISADVANTAGES

- The. diéadvahtagés of issue of' bomus shares can also be _diséussed from the point of view ('i)'
Companies; and (ii) Shareholders. . - BN I

a) F_or Company

' _T.he. following are the disadvantages of bo:jué issue from the point of view of the issuing N

‘company: : _ .

. The issue of bonus shares is not justified unless there has been a proportionate increase

- in the earning capacity of the company, since liability in respect of future dividends of -

the company may increase. -
ii. It is more expensive than the cash dividend to admi_nister. '

i Owing to the fal in the prices of the company’s shares in capital market, new-investors

may come forward to buy the shares. This may result in the dilution of the controlting -

- power of the existing shareholders.

‘iv.  Bonus shares with low face value may tend to distoﬁ the company’s perceived growth
in earnings. S : N

v. - There are cost implications such as stamp duty, printing and stationery, etc.

. b) For Shareholders

The shal_-ghdl.d'e'rs may be in a di_sédvantﬁgéous positi(_)n'\ﬁ_r_i\h. the issue of bonus shares inthe

following: e .

Ny If earnings per share are not adjusted after \thef‘l‘s'isue of the bonus shares the growth in
terms of earnings per share will be less tiad the true increase in earnings. Thus, it may .’

lead to reduction in earning per'share.o\: y
ii) The shareholders who prefer cash dividends will get disappciir)tec’i.'
Consideration for the i_séue of Bonus Shi;res ' |

Generous and liberal declaration 6f bonus shares will create many problems for the company.
The issue of bonus shares entails. expansion of the capital base of the company and this can.

only be justified by a proportionate increase in the earning capacity of the corporation,.
Companies with uncertain earnings or with fluctuating income are likely to take a great risk by

eclaring stock dividends. As a matter of fact, every stock dividend carries-an implied promise

‘that the future cash dividends will be maintained at a steady level. Unless this is satisfied there '
- is no justification for issuing bonus shares. The mere existence of accumulated reserves does.
not warrant the issue. There should be other considerations for the issue-of the stock dividend.

They are:

i) The issue of bonus shares should not lead to contentration of economic power, _

D) The capital market will be d'éprived'_of *Secondary’ funds which would otherwise have -

flowed into more widely dispersed investment. Secondary funds means the investible
surpluses available with corporations, institutions,'e__tc. R o
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i) The bonus shares deprives the companies of the! use of the undistributed profits for -
their own purpose such as increasing the wages of labour or reducing the prices forthe

. consumers, IR S

In-view. of the above mentioned factors the company has to consider whether it is appropriate

-to issue the bonus shares or not. .

i)

~ 20.5 LEGAL ASPECTS OF THE ISSUE (é)F'B'ONUS SHARES

Before deblaring.the bonus shares, the issuing company shouid ensure that:

I
_ _ii)

i)
o iv)

v}

sufficient undistributed profits are available in the company;

“the Articles of Association of the'Companypefhits such an issue;

as per the l_i'stin’g agréement,'at I_éast_ 7 days prior to the 'Board meeting in which
bonus will be considered, a notice has been given about the declaration 6f bonus
shares to each stock exchange where securities ‘of the company are listed. '

a resolution to that effect has been passed by the Board to approve the bonus ratio,
fixation of record date or book closure notice, etc; o i

" the result of the board me’eti_'ng' on the same day immediately after the closure (_if the
" market hours has been intimated to such stock exchanges; - Lo

intimation, at least 42 days in édvanée has been sent to such stack exchanges about” -

the closure of register of members or fixing of record date for allotting bonus shares

1o the shareholders;

vii)

viil) -

Memorandum, Articles of Association to increase authorized capital and capitalize

ix)

‘meeting; ™\

at least 21 days clear notice has been Sent to :;tll the shareholders about the general
. a \”} : .. . -
general- body meeting has \been convened; to ‘pass resolutions for -amending

the reserves; On . \ -

form No. 23 has been filed with the Registrar of Companies (ROC) regarding the
amendment made in memorandum and articles of association along with certified

~ true copy of the resolutions passed, explanatory statement and prescribed fee;

x)

| xi).' .

~all the transfers received before the closure of register of members or record date

have been given effect;

-after the issue of share_ccrtiﬁcates,-Form No. 2 has been filed with the ROC withthe

list of shareholders.

it is very important Iégal aspect to be noted that bonus shares have to be issued within a period

of 6 months from the date of board meeting at-which the b_onusissue_ was declared.

20.6 GUIDELINES FOR ISSUE OF BONUS SHARES

' Securities and Exchahge Board _of" India (SEBI) is plafying a vital role in regulating capital
markets in our country. Offer documents/prospectus for almost all types of issues are tobe -
~ sent for its clearance. SEBI framed guidelines for all types of issues inc_luding Bonus issue.
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“In case of Bonus shares issue; there is no offer doc'u_méht_' as there - will ,I'no_t.b_e,_ any
consideration. - Therefore, companies are applicable to the existing listed companies. - While -

making a

0

iii)

vf)_

vii)

vii) -

bonus issue, companies should ensure the following conditions:

" Bonus shares cannot be issued if 'the.cor_np'any has come out with any public/rights
issue during the past 12 months., That means, no bonus issue shoitld be made wi thin.

a period of 12 mohthgof_‘.aﬁy:pub]ic_ or rights issue.

* Bonus shares cannot be issued in lieu of dividend. -

No bonus iséue-shéuld be made which would di[u_te the rights of .deb:enturéholders;, o
convertible, fully or 'partl}_/::__ ' LS I

Bonus shares can be issued only out of free resefves built out of the genuine profits

or share premium collected in cash only.

‘Bonus shares cannot be issued out of the reserves created by revaluation of fixed . .
assets, . - , ST = . _

If the existing shares are partly paid up,.the company cannot issue bonus sharés. - It

will be appropriate to first make the shares fully paid up before issuing bonus shares.

Bonus issue cannot be made if the company has defaulted in the payment of interest
- or principal, with respect. to fixed deposits and interest oOn existing debentures or .
principal or'redemption thereof. Bonus issue cannot also be made if the company |

has defaulted in payment of statutory dues of the employees, such as provident fund,

- gratuity-and bonus. .

" viii)

ix)
X

" xii)

"xiii)

If the company has é!r%ady'_'_.issued either fuﬂyﬁlconvertibleﬁ debenture or partly .

convertible.debentures; the company is requited 16 extend similar benefits to such

holders of securities through reservation ef shates in proportion to their holding or in- -

....

N/

proportion to such convettible part: The bénus shares so reserved may be allotted to
such holders at the time of conversion™(™ . o '

L N .

It should be checked ‘whether A

It should be checked whether the post bonus capital is within the limits of authorized

share capital. If it is not so, steps should be taken to increase the authorized: share
capital by amending-Memorandum and Articles of Association. - s

The issuer company shall fdfward to the SEBI, a certificate duiy cduntersig’ri}ed by .its .

auditor or company secretary-starting that the guidelines have been complied with,

After the épprovél of the bonus. by the board of directors, it should be implemented
within six months. . e : o A,

All the shares iSs_;_ued by way of bonus will rank pari-passu with. existing shares. The

company cannot create any other rights for the bonus shares;

rticles of Association contains the provision of
capitalization of reserves. If no such provisions are contained steps should be taken o
1o alter the Articles of Association by the consent of the members of company. -
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CHECK YOUR PROGRESS -2

~ What are the reserves which can be used for the pur_'pose-_iof issuing bon'us_.-shhr-es?_

..... e T L T T R AR R T LI LT PR TR R R T

The shares which are issued to the existing shareholders ﬁrithd'q\t payment of any consideration” o

“are known as bonus shares. These are issued by converting the reserves and surplus of the .
‘company into shares.- The issue of bonus shares has certain objectives like, to conserve cash,
to solve the problem of under capitalisation, to control: speculative activities, to finance.the

“expansion programmes, etc.. The issue of bonus shares has certain advantages. These are.
discussed from the point of view of the issuing company, shareholders and the creditors.”

There are many leg.ﬁl aspécts'to be considered at the tlme of issuing bonus shares. The lisje‘d_
‘companies have to issue bonus shares as per the guidelines issued by the SEBL. The following
are some of the important conditiens to be satisfied by the companies: L

i) No bonus issue should be made within 12 monthis of any public/rights issue.” o

ii) The bonus issué can be made only _ouf of free reserves built out of genuine profits or
~ _share premium collected in cash only. S L '

iii} Reserves created out of revaluation of fixed assefts-'aré not to be capitalized. .

'iv). Bonus shares cannot be declared in lieuwof dividend.

v) After the _appro'v_a'l. of bonus -i_ssuc\’_‘tiy the board, it should be implemented within 6 :
months. N S S

I
N, H

vi) Capitalisation of reserves shiduld be provi_de_d' foi‘r in the Articles of Association and if .'
- not, 4 resolution should e passed by the general body for its provision. : S
: : . \ 4 Lo Lo T

1. T'he /dﬁlj,;:tivés of issue of bonus shéres'ére:' -
- I)/ to-conserve cash; S .
/i) _to solve the problem of undercapitalisation;
iii) to control speculative a(_:iivities;_\ ' ' :
Civ) 1o evoke better re_sb_onse in thé_ capital market; _
V) to finance exparision programmes; i
: _\."vi) to \_a{iden'the éapit_él market; and -
vii) to obtain tax advantage. ~ -
. 2. Bonus shares can be issued only out of frée_'_r_eser;/e's _i.e.,":rese_i'_vés.not- set apaf_t. for any
specific purpose, built out of the genuitie profits orishare premium ¢ollected in cash-only.
“Reserves created by revaluation of fixed assets cannot be used for the purpose of issuing

bonus shares. The effect of issuing bonus shares will be reduction in the free resprvcs__and
- increase in the share capital. o o S
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219 MODEL EXAMINATION QUESTIONS L

L Answer the i‘ollowmg questlons in about 30 lmes each
1. What are the different advantages of issue of Bonus Shares‘?

- 2. What are the guldellnes |ssued by the Securltles Exchange Board of lnd:a wnh regard R

- t0 issue of Bonus Shares‘? o . .
3 Explam the legal aspects to be consndered for lssumg bonus shares '

'lI Answer the followmg questmns imabout 15 lines each.

4, What is the impact of bonus issue-on the economic position of the company?

5. Whata are the matters to be considered in the i issue of Bonus Shares'r‘

6 Explam the. statutory requarements for the issue of bonus. shares'? _
ST What are the advantages of issue of bonus shares to the shareholders‘7 '

8 'Explam the dlsadvantages of i |ssumg bonus shares to the company |

21 10 RECOMMENDED BOOKS

L. SC. Kuchhal -~ .. Corporation Finance

_ 2, [.M. Pandey_ o - : Financial Manageménf
3. VE Ra_mamunhy o : Working Capital Management
2111 GLOSSARY o 5 \
Bonns Shares - o o -'The payment of dwldend in the form of shares -
. : : ' mstead of cash :
Free Reserves - - - : Reserves wh:ch are not set apart f'or any spemf ic
Stock Dividend =~ Di__vidends distributed in the f_orm of stock.

N
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'SYLLABUS
- B.Com. I YEAR
'BUSINESS FINANCE

BLOCK -1 : INTRODUCTION TO BUSINESS FINANCE

Unit—1: Business Finance : An Introduction’
© Unit=2: Finance Function . e E
Unit—3:  Financial Planning —Nature and Scope . :
Unit—4: Capltalisatlon Ovcr Capltahsatlon and Under Capltallsatlon

BLOCK -1I : FINANCIAL INSTRUMENTS AND MARKETS

Unit—5:  Corporation Securities

Unit-6:  Capital and Money Markets -
Unit-7: Guidelines for Capital Issues :

- - Unit-8: Functions of Stock Exchange I
Unit—-9: Regulatlon and Control of Stoek Exchange

Unit=10:" - Foreign Capital and Collaboration - S
\ 4 . : e T
BLOCK ~ 1L FINANCIAL ]NSTITU’F{O‘NS : o

' Umt— e Dcvelopment Banking
Unit—12: Major lnvestmcm Institutions S
Unit - 13:  State Financial Dcvelopment Corporatlons
Unit - 14 : Role of Commcrc1al Banks in. lndustrlal Finance
Unit—=15: Financial Scmces o

BLOCK -1V WORK]NG CAPlTAL FINANCING

- Unit-16: Nature and Sources of Workmg Capltal
S Unit—17: Determinants of Working Capital
Unit— 18 : Esn_matlon of Working Capital Requitement

BLOCK - V : INTERNAL FINANCING ~-

Unit=19:  Retained Earnings
Unit-20: -~ Bonus _S_hal_"cs
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Dr. B.R. AMBEDKAR OPEN UNIVERSITY

UNDER GRADUATE COURSE - III YEAR

B. Com., PROGRAMME
SUBJECT : COMMERCE

COURSE : BUSINESS FINANCE
- ASSIGNMENT - I

Note:
1. Do not copy the answer directly from any of the books. .
2. As far as possible try to answer the questions independently in your own words.
3. Ifitis necessary to quote from any source, give the correct reference.
4. Use your own foolscap pages for writing the assignment.
5. Leave sufficient margin for the comments of the evaluator.. _ _
6. Completion of this assignment normally should not take more than two hours time. _

SECTION - A
L A_nswar the following questions in about 30 lines each.

y
w -

I. Explain the various steps in company promonon
2. Discuss the different types of underwntmg, ~
3. Whatis over-capltallsation'? Explam the' tauses and effects of over- capltahsatlon

o

N\

£
N\

SECTION-B
1L Answer the following questions in about 15 lines each.

1. How does the modern concept of finance function dlffer from the tradltlonai concept'?
2. Explain different kinds of promoters. -

3. What are the factors determlnmg capital structure of a company?

327
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" Dr. B.R. AMBEDKAR OPEN UNIVERSITY"
'UNDER GRADUATE COURSE - IIl YEAR |
~ B. Com., PROGRAMME
SUBJECT : COMMERCE
COURSE : BUSINESS FINANCE
ASSIGNMENT -1

Note_:

" Do not copy the answer dlrectly from any of thc books S L ""}\\_
As far as possible try to answer the questions mdependenlly in your own words. )
- Ifit is necessary to quote from any source give the correct reference.
~ Use your own foolscap pages for writing the asmgnment
. Leave sufficient margin for the comments of the evaluator

Completlon of this: assngnmem normally should not take more than two hours time.

: SECTION - Ai

I Answer the followmg questlons in about\§0 lines each. _
i .

~ What are the serwces that stock x:xchange renders to commumty, mvestors and company?

2 - Discuss the nnportancc of capital market in the' economlc developmerit of a country

3 Discuss the functlons arrd growth of the Unit Trust of India. :

“SECTION - B S

IL Answer the following questions in ab_out 15 lines: each.

L Explam the criteria for hstmg of securities,
N ‘What are the objectives of development banks’?

3. Explain the defects of money market in India. -



Dr. B R. AMBEDKAR OPEN UNIVERSITY

UNDER GRADUATE COURSE Il YEAR

. B. Com., PROGRAMME
SUBJECT COMMERCE

COURSE BUSINESS. FINANCE
"ASSIGNMENT - III

i

. Note:

~ Do not copy the answer dlrectly from any of the books .
' As far as possuble try to answer the questlons mdependentiy in your own words
- Ifitis necessaly to quote from any source, give the correct reference.
Use your own foolscap pages for writing the asmgnment.
Leave stifficient margin for the comments of the evaluator. T ]
-Completion of this assignment norma[ly should not take more than two hours time.

Do e —

F

SECTION A

1 Answer the followmg questlons in about 30 lmes\each
4 ; B
N

What is Iease fi nancmg‘? Explal n ItS charastenstlcs |
Explain the factors: mﬂuencmg thc wor‘kmg capltal needs ofa company

What do you mean by “ploughmgxback of profi 5”7 -

Explain the recent guidelines for the issue of bonus shares.

o SECTION B
_II. Answer the folluwmg questlons in-about lS hnes each

- What are the sources of workmg cap:ta]"’ o :
2. What are the legal aspects’ that govern the dlwdend demsmns‘? :

3, What are the objectrves of' natlonahsanon of commeraal banks
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Dr. B.R. AMBEDKAR OPEN UNIVERSITY

FACULTY OF COMMERCE

B.Com. 3rd Year 3Y.D.C)
Sllb_]ECt Code No. & Name : 09-COMMERCE, Group 'B'
~Course Code No. & Name: 4 - _B.usmess Finance

Time :-3.H0_ur'sl | . [Max. Marks. 100

[Min. Marks. 35
MODEL QUESTIN PAPER

'SECTION - A -
[Marks : 4x 15=60]

Instructions te the candidies :

1)

2)

Iy

2

3)

4)

5)

9

Answer any four of the following quem'ons in about 30 lines each.
808 PHOS* I TYoIET w8 E,EIE Hdrwd 30 Dofost aarmen (@Fbod.

Each question carries 15 marks. "/
8 BHio 15 Sedoyen U

R N
.,'

Define the concepts of workmg c’a‘{pltal Explain the factors influencing worki ng capi-
tal needs of company. . ()

&ldogmsa Saredsd arddeod Jdidosod. nf s'_o‘ab e Sorodd bIdTe
Berddo Srh FEFel JBsoHod. '

What is over capitalisation ? Explain the causes and effects of over capitalisation.
wd%re $DE6n BSTIN? TR FoErod, L;:ap‘a"wm DEBoBoA.

What are pnmary and secondary markets? Explam different methods of issue of
securities in the primary market.’

PE0E, Bk 3378y e-:s.snv;iaa'» DA ;’acSe:ﬁUé‘ @ves:mé S0y, dnoes® owgaéo
=62 DHBoood.

Critically examine the role of LIC in the economic developement.
6Qs ©HIRS" 208 Hir Sog FEH DG For d5008ed

What is a Debenture 7 Explain the features of convertible debentures.
ABoBdh SSTIN? §555mS BBosy wiaros I5soos.

What is factoring ? Discuss its advantages and disadvantages.

iﬂséboﬁ wIrIN? T PIraTed wPdrasol $gosed. '



7

8)

Whatis a foreign capital ? Explain the various sources of foreign capital in India.
D88 BorogSo wol DABITESEon® e fo 06 S56%os 580808,

What are the stock exchanges? Explai.n their objectives, functions and limitations,
5 Qﬁaoéofm‘ﬁm? T8 alred, dded, Hhdodr HS5b0E0a,

SECTION -B
[Marks : 5 x 8 =40]

Instructions to the candidates =

By
_2-).
9)
10)
1)
“12)
13)
14)
15)
16)
' )

18)

' aredag T OFID DQSJE?;)?

Answer any five of the fo!lowing-';QUestions in about 15 lines each. S
Bod BHos® D sacdis 2B)8), T B> 15 Jofed® Sirmrare oSS0,

Each question carries eight marks.

. ©6 P 8 Srdiyen.

Explain the various steps in the company promotion.
Eond THSS® DD e DHbood.

What are the various sources of working capital?
QT Saredans BY) G I-BS $56HBD?

Explain different kinds of underwriting agtreements |
DG EBS Solipd BT IS580eE.

. . . . ) ,,}
What ae the defects of capital market in !ndia.;\’ N
TISTIS" &) SrodS SeTtn SFBBL

What are the functions of comiherciqi”ﬁa{nks,
N

What is lease financing? What are its advantages?
dor DPROR woll DWEB? D BRreeBE?

What are the advantages of listing of securities.
RErgE8 DROR HarnrB0eT|

Explain the relationship betweeii reserve policy and dividend policy.
Badyg s &Daocé._u AFTIL Ko éoaaoc?é()&l ‘D5BoSod,

Discuss the stages of operating cycle. |
538l WEswn .65'50953. $O0ued.

Discuss the role ofSEBI in the regulation of Indian capital market.
TEEDT Korerds SrT) 82 DoSoee® SEBRI @S SHoSod.
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