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7.1 Learning Outcomes
After studying this module, you shall be able to understand the role and the functions of the
RBI and the RBI’s role with respect to the government in addition to its impact with regard to
foreign exchange control.
7.2 Introduction: Role and Functions of Central Bank
The regulatory frame work or device for the financial sector mainly comprises of the Ministry
of Finance of the Govt. of India which administers the Companies Act, 1956, and the Securities
Contracts (Regulation) Act, 1956; the RBI and the Board of Financial Supervision (BFS) in its
aegis; the SEBI, Insurance Regulatory Authority; the Governing Boards of various stock
exchanges and the apex financial institutions like the IDBI, SIDBI, NHB, NCB. Among these,
the RBI and SEBI have special role and responsibility.
Organization & Management
The Reserve Bank of India, as the central bank of the country, is the centre of the Indian
financial and monetary system. Like a prominent institution, it has been guiding, monitoring,
regulating, controlling & promoting the purpose of the Indian Financial System from the
beginning. It is quite new in comparison to central banks such as the Bank of England,
Riksbank of Sweden and the Federal Reserve Board of U.S. It is perhaps the oldest between
the central bank in the developing countries. It began its operation from April 1, 1935 on the
terms of the RBI Act 1934. It has been a private shareholders institution upto Jan 1949, later
on which became a State owned institution under the RBI (Transfer to Public Ownership) Act
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1948. This Act empowers the Central Govt, in consultation with the Governor of the Bank, to
provide such guidelines to it as they might consider it mandatory in the public interest. Further,
the Governor and all the Deputy Governors of the Bank are employed by the Central
Government.
The ultimate control of the Bank confers in the central board that consists of the Governor, 4
Deputy Governors, & 15 Directors chosen by the Central Government.
The internal organizational set up of the Bank has been modified and expanded from time to
time in order to cope with the increasing volume and range of the Banks activities.
7.3 Functions of the RBI
The RBI functions inside the structure of a mixed economic system. With respect to setting of
various policies, it is necessary to continue close & uninterrupted collaboration between the
government and RBI. In the event of a difference of opinion or conflict, the government view
or position can always be expected to prevail.
Main Functions of RBI

1.To maintain monetary stability so that the business and economic life can deliver welfare gains of a
properly functioning mixed economy.
2.To maintain financial stability and sound financial institutions so that monetary stability can be
safely pursued.
3.To maintain stable payment systems so that financial transactions can be safely and efficiently
executed.
4.To promote the development of financial infrastructure of markets and systems and to enable it to
operate efficiently.
5.To ensure that credit allocation by the financial system broadly reflects the national economic
priorities and societal concerns.
6.To regulate the overall volume of money and credit in the economy with a view to ensure a
reasonable degree of price stability.
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7.4

Role of RBI

Note issuing Authority/ Issuer of Currency.
From the commencement of the RBI the single right or authority or monopoly of issuing
currency notes other than one rupee notes or coins, and coins of smaller denominations. The
fundamental purpose of RBI is issue of currency notes. Though one rupee coins & notes, and
coins of smaller denominations are issued by the GOI, which are put into flow only by the RBI.
These currency notes issued are a legal tender universally in India without any limit. Currently,
the Bank issue notes in the mentioned denominations: Rs.2, 5, 10, 20, 50, 100 and 500. The
responsibility of the Bank is to put currency into or withdraw it from circulation and also to
exchange notes & coins of one denomination into those of other denominations as required by
the public. The Issue Department conducts all affairs of the Bank concerning to note issue.
The notes can be issued by the Bank against the security of gold coins & gold bullion, foreign
securities, rupee coins, Govt. of India securities, & such bills of exchange & promissory notes
as are appropriate for buying from the Bank. Until 1956, minimum 40% of the assets were to
comprise of gold coin & bullion & sterling/foreign securities. In other words, the proportionate
reserve system of note issue existed in India till 1956. Afterwards this system was abolished
and a minimum value of gold coin & bullion & foreign securities as a portion of total approved
assets came to be adopted as a cover for note issue.
Government Banker
The banker to the Central & State Governments is the RBI. It provides to the government all
banking services such as acceptance of deposits, withdrawal of funds by cheques, making
payments & receipts and collection of payments on behalf of the govt. RBI manages its deficit
or surplus in the Central Govt a/c by the creation & cancellation of treasury bills (known as ad
hoc treasury bills).
Ways and Means Advances
As a banker to the govt, the Bank can make “ways & means advances” (WMA) (these are
short-term loans made in order to reduce the temporary gap between receipts & payments) to
both the Central & State Govts. The maximum maturity duration of these loans is three months.
However, in practice, the gap between receipts & payments in context of the Central Govt is
usually met by the issue of ad hoc treasury bills, while the one in respect of the State
Governments is met by the ways and means advances. This has changed in recent times and
there is a greater amount of independence with the Central Bank. The agreements signed on
September 9, 1994 and March 6, 1997 between the GOI and the RBI with regard to elimination
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of the ad hoc treasury bills and the introduction of the scheme of WMA by the RBI to the GOI,
have been projected as indicators of the RBI having become more independent now. The
system of WMA in the place of that of issuing ad hoc treasury bills has been regarded as a
significant development in the direction of a desirable and better fiscal policy – monetary
policy synchronization. The consensus between RBI and the government reached in 1994
eliminated the automatic monetization of the Central Govt fiscal deficit through the issue of ad
hoc Treasury Bills by April’97. Under WMA, the RBI gives ways & means advances to the
Central Govt in mutually agreed amounts at market linked interest rates. Under this system,
since the RBI has the right to generate floatation of new govt loans when the actual utilization
of WMA crosses 75% of the limit, the WMA does not attain the cumulative character of the ad
hoc. Thus, the RBI can now direct the govt at its will, and can impose market discipline on
fiscal profligacy. However, the new system notwithstanding, the fiscal dominance has
continued to persist as reflected in the growing volume of government borrowings.
Overdrafts
Apart from the Ways and Means Advances, the State Govts have made heavy use of overdrafts
from the RBI in excess of the credit (Ways & Means Advances) limits granted by the RBI. In
other words, overdrafts are unauthorized WMA drawn by the State Govt on the RBI. At present,
overdrafts up to & inclusive of the seventh day are charged at the Bank rate and from the eighth
day onwards at 3% more than the the Bank rate. The management of the States overdraft has
progressively become one of the main accountabilities of the RBI on account of the existence
of large amounts of those overdrafts.
The main role of RBI as the banker to the govt is the issue, management & administration of
the public (Central & State Govts) debt. The Bank charges a commission from the governments
for rendering this service.
Bankers’ Bank
The RBI, like all central banks, can be named as bankers’ bank as it has a very distinct
association with commercial and cooperative banks. The volume of reserves of commercial
banks is controlled by the Bank and thus determines the deposits/credit generating ability of
the banks. The banks hold a share or all of their reserves with the RBI. Likewise, in times of
need, the banks borrow funds from the RBI. It is thus known as the bank of last resort or the
lender of last resort. On the whole, in India, the ultimate source of money & credit is the RBI.
Supervising Authority
The RBI has huge powers to supervise & control commercial and cooperative banks with a
vision to develop an adequate and sound banking system in India. It has, in this field, the
following powers:
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(a)to issue licenses for the establishment of new banks;
(b)to issue licenses for the setting up a bank branches;
(c)to prescribe minimum requirement regarding paid up capital and
reserves, transfer to reserve fund, and maintenance of cash reserves
and other liquid assets;
(d)to inspect the working of banks in India as well as abroad in respect
of their organizational set up, branch expansion, mobilization of
deposits, investments, and credit portfolio management, credit
appraisal, region-wise performance, profit planning, man power
planning and training and so on;
(e)to conduct ad hoc investigations from time to time, look into
complaints, irregularities and frauds in respects of banks;
(f)to control methods of operations of banks so that they do not fritter
away funds in improper investments and injudicious advances;
(g)to control appointme
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In keeping with the recommendations of Narasimham Committee (1991), the RBI function of
bank supervision was alienated from its customary central banking function by the formation
of a distinct Department of Supervision (DOS) from 22nd November 1993. The Board of
Financial Supervision (BFS) was set up on 16th November 1994 under the aegis of the RBI to
supervise the Indian Financial System (IFS). But it has been found that quite often the
Department of Supervision (DOS) does not take action on inspection reports, that banks
continue to repeat their mistakes, and that they continue to lend to defaulting parties even when
they are blacklisted.
Exchange Control (EC) Authority
The crucial function of the RBI is to retain the stability of the external value of the rupee. It
follows this objective by its domestic policies & the regulation of the foreign exchange market.
When the external sector is considered, the job of the RBI has the following dimensions:

(a) to administer the ‘foreign exchange control’;
(b) to choose the exchange rate system and fix or manage the exchange rate between
the rupee and other currencies;
(c) to manage exchange reserves; and
(d) to interact or negotiate with the monetary authorities of the Sterling Area, Asian
Clearing Union, and other countries, and with international financial institutions such
as the IMF, World Bank and Asian Development Bank.

6

EC in terms of FERA and FEMA
The RBI administers the ‘exchange control’ in terms of the Foreign Exchange Regulation Act
(FERA), 1973, which has been substituted by the Foreign Exchange Management Act (FEMA).
The role of the RBI is to improve & regulate the foreign exchange market. Its role is to simplify
external trade & payment & provide or orderly development & maintenance of foreign
exchange market within the framework of the FEMA. The custodian of the country’s foreign
exchange reserves is the RBI. It is consigned with the obligation of managing the investment
& deployment of the reserves in the maximum beneficial manner. Its role as the stabilizer of
the foreign exchange market has become all the more important with the introduction of the
floating exchange rate system and convertibility of the rupee on trade and current accounts.
The RBI has the power to enter into foreign exchange transactions, both on its own as well as
on behalf of the government. It deals in foreign exchange transactions on its own account and
on behalf of the govt. It deals in foreign exchange with the public via the authorized dealers
(Ads). It supervises, monitors and controls the foreign exchange market with a view to creating
an active market with wide participation by the Ads and the exporters/importers so that the
various currencies are actively traded, facilitating customers to obtain fine quotations, with rate
variations being kept to the minimum. The objective of the RBI in respect of the foreign
exchange forward market is to make it a useful tool for covering all exchange risks of the
importers/exporters. Its regulations aim at ensuring that the forward market facilities are need
based and are not used for speculative purposes.
Promotional Functions
The promotional/developmental functions of the RBI refer to its efforts to strengthen the
financial system. It has played a highly commendable role in diversifying the institutional
structure of the financial system in India. The financial institutions were formed by it or it
advised & provided help in setting them up. Included in the category of these financial
institutions are; IDBI, IFCI, SFCs, SIDCs, SIICs, IIBI, EXIM Bank, UTI, SIDBI, NABARD,
and so on. Moreover, by providing concessional financial support to the various financial
institutions, the RBI enabled the financial system to deploy resources in conformity with the
planning priorities. With the exception of the SIDBI and NABARD, concessional financing
was phased out and the financial institutions geared up their resource mobilization strategies
according to the capital market related arrangements. In the post-liberalization phase, the RBI
has completely dissociated itself from the financial institutions.
7.5 Issue Department
A stylized account of asset and liabilities of the Issue department is presented in Table 1. The
liabilities of the Issue Department comprise the vault cash in the Banking Department & the
notes issued to the public, banks and treasuries under Section 22 of the RBI Act, 1934, which
accords the Reserve Bank the sole right to issue bank notes. The assets eligible to back the
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issuance of notes, under Sec. 33, comprise gold coin and bullion, eligible foreign securities,
GOI Rupee securities, Rupee coins and eligible internal BoF & other commercial paper (not
yet held)1. The amount of foreign securities & gold is restricted at a minimum of Rs.200 cr,
with minimum Rs.115 cr in gold. As the RBI acts as the mediator of the Central Govt in issue,
distribution & handling of Rupee & small coins as per Sec 38, inventories are held in the Issue
Department (with a minor amount held as vault cash in the Banking Department).
7.6 Banking Department
The balance sheet of the Banking Department imitates the Reserve Bank’s purposes as banker
to the Govt & banks as can be seen from Table 2. The balance sheet effects of monetary policy
actions, in context of changes in investments in government paper and foreign assets span both
the issue and Banking departments. Encumbered securities, such as government securities
acquired under reverse purchase agreements or foreign currencies held under swaps can,
however, be accounted only in the investment portfolio of the Banking Department as they are
not eligible for backing note issuance.
(a) balances with the bank which is the major foreign currency organization of the foreign
country & other balances or securities kept with or issued by the IMF, IBRD, IDA, IFC, ADB,
BIS & any other banking or financial institution informed by the Central Govt in this behalf
that is repayable within a period of 10 yrs.
-----------------------------1 Foreign securities comprise:
(ii)BoE bearing 2 or more good signatures & drawn on or payable at any place in a foreign
country which is a member of the IMF and having a maturity not more than 90 days, &
(iii) Govt securities of such a foreign country maturing in ten yrs.
7.7 Asset and Liability table of issue and Banking Department
T able 1 Assets and Liabilities of the Issue Department of the R
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7.8 Summary

Functions
• Maintain monetary stability
• Maintain financial stability
• Maintain stable payments
• Promote development of financial infrastructure
• Credit allocation by the financial system
• Regulate overall volume of money and credit in the economy
Role
• Note issuer of currency
• Government banker
• Banker’s bank
• Exchange Control
• Supervising Authority
• Promotional Role
• Regulator of Money and Credit.
• Balance Sheet of Issue Department
Balance Sheet of Banking Department
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UNIT 8 GOALS AND TARGETS OF MONETARY CONTROL
Structure
8.1 Learning Outcomes
8.2 Introduction
8.3 Goals and Targets of Monetary Control
8.3.1 Targets and Instruments
8.3.2 Monetary Policy Goals or Targets
8. 3. .3 Monetary Policy Instruments
8.3.4 Variations in Reserve Requirement
8.3. 5 Changes in the Cost and Availability of Reserve Bank Credit (RBC)
to Banks.
8.4.

Bank Rate Policy

8 5. The Statutory Liquidity Ratio
8.6 Moral Suasion
8.7.

Selective Credit Controls

8. 8 Summary
8.1 Learning Outcomes
After studying this module, you shall be able to
•
•
•

Know about the goals and targets of monetary control
Identify different instruments of monetary control
Comprehend different ratios used for monetary control

8.2 Introduction
In India the RBI, as the designated monetary authority, has no control over the deficit financing
of the Central Government and only limited control over its foreign exchange assets. We will
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discuss the instruments of control wielded by the RBI. We will also focus on the instruments
of policy and the goals of policy.
8.3 Goals and Targets of Monetary Control
8.3.1 Targets and Instruments
We need to define the term policy instruments, targets, intermediate targets and policy regimes.
Macroeconomic policymaking can involve several variables such as government spending,
taxes and transfers, in addition to the money supply. Government actions to change any of the
first three variables are called fiscal policy actions, to distinguish them from actions to change
the
money supply which are monetary policy actions. We will consider only monetary policy and
hence look only at changes in the level or growth rate of the money supply or changes in
variables that will in turn lead to these changes.
We distinguish variables the policymaker can control from variables that represent the
policymaker’s goals. The former are called policy instruments, the latter policy goals or targets.
The distinguishing characteristic of policy instruments is that they are under the direct control
of the policymaker (the central bank of a country in the case of India, the RBI), whereas policy
targets are goals for variables the policymaker cannot directly control. One useful analogy is
getting to a dinner party to which you are invited. It is across town, and your goal (or target) is
to get to the dinner party by 8:00P.M. The instrument you use is your automobile. We can get
into even finer detail and say the instruments are the steering wheel, the brakes, and the
accelerator. You must manipulate these instruments to get to the dinner party. Notice that there
is randomness in the link between your instruments and targets. You face the possibility of
road construction, traffic accidents, and possible mechanical problems that will influence the
success of your efforts.
Instead of directly aiming instruments at a target, the RBI might adopt an intermediate target.
The term intermediate target comes from the fact that it lies between the instruments of policy
and the final target. The RBI sometimes finds it convenient to control instruments to achieve
an intermediate target, which is set that hitting it helps to achieve the final target. The
intermediate target need not to be a desirable policy goal in and of itself, but is a means of
achieving the final target more easily.
In our automobile analogy, the final target is to arrive at the dinner party, and the instruments
are the steering wheel, brakes, and accelerator. We can introduce an intermediate target into
this analogy as follows. In planning your trip, you decide on a route from your house to the
party. You will follow this route very carefully, and by doing so you will get to the party. This
route is an intermediate target. Achieving this intermediate target, following the route, will help
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you to get to your party, but following the route will not in and of itself make you better off. It
is only a device that will help you get to the party that you desire to follow this route.
In the monetary policy discussions, the instruments are often such variables as the sale or
purchase of government bonds via open market operations, while the final target might be a 4
percent unemployment rate, a 3 percent rate of output growth, or a 5 percent inflation rate. The
linkage between instruments and final targets is long and complex, making it convenient to
describe policy via an intermediate target such as the money stock.
Why would the RBI use an intermediate target? The answer is that it may aid in achieving the
final target, but this is a matter of some controversy. We examine the intermediate targeting
issue in more detail later in this chapter.
Finally, we will look at operating procedures, also known as operating or policy regimes. An
operating procedure is a combination of intermediate targets and procedures for using the
policy
instruments to achieve the targets. For example, the RBI might choose a particular level of a
money supply, M1, as an intermediate target and use certain open market operations to achieve
it. We examine several recent operating procedures later in this chapter. First, we turn to a
discussion of policy instruments.
8.3.2 Monetary Policy Goals or Targets
There are many possible goals of monetary policy. We will narrow out consideration to those
that are both feasible and in the proper domain of monetary policy. Also, we will use the terms
policy goal and policy target interchangeably. Policy target, or just target, means the final target
or goal and should be distinguished from intermediate target.
We will characterize monetary policy goals in two different ways. There are macroeconomic
goals-for the entire economy- and there are goals for the financial sector, since the RBI is
charged with maintaining stability in this sector. This second goal is more microeconomic in
nature. In this section, we focus on the macroeconomic goals of policy. However, the goal of
financial market is sometimes interpreted as that of maintaining some type of stability in
interest rates, and hence even this goal has macroeconomic implications.
We consider four categories of macroeconomic goals. The first is economic growth, which
might be measured as the growth rate of real GDP, real personal income, or even the size of
investment in capital structures and equipment that will lead to future growth. The government,
and hence the RBI, benefits from a growing economy and wants to stimulate growth.
The second goal is price stability and might be measured by the stability of the inflation rate
and by the amount by which inflation exceeds a target level. Thus, price stability entails both
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a low inflation rate- perhaps zero- and a stable inflation rate so that inflation rate is not jumping
from 2 to 4 to 6 percent and back to 2 percent in successive months.
A third category of macroeconomic goals is stabilization of the business cycle. The RBI wants
to counteract the effects of the business cycle, especially the rise in unemployment and the fall
in output during recessions. Policy actions aimed at counteracting business cycle influences on
the economy are called countercyclical policy and are a major concern of the RBI.
The fourth category is a set of all other goals not contained in the first three categories. We
already mentioned one such goal, interest rate stability. This might be desirable as an
intermediate target for helping to achieve one or more of the first three goals, but it may also
be a goal in and of itself, perhaps motivated by considerations of financial sector stability as
described above. Another variable the RBI might consider is the exchange rate. Because the
exchange rate influences exports and imports and hence the trade balance, the RBI may have
as a goal of stability of the exchange rate or even a target level of the exchange rate. This is
especially true because wide fluctuations in the exchange rate can also contribute to financial
market instability. It is important to point out, however, that the U.S. Treasury takes first
responsibility for direct intervention in the exchange market. The Federal Reserve System’s
role is less direct. It stands by
to counteract domestic money supply influences of Treasury actions in the foreign exchange
market, and these monetary actions can have an indirect influence on the exchange rate.
8.3.3 Monetary Policy Instruments
What are the instruments of monetary policy- the tools the central bank can use to achieve its
target? The answer depends on the institutional setup of the central bank. For the RBI, the
instruments of policy are fourfold: (1) open market operations, (2) the discount rate and
discount window policy, (3) the required reserve ratio, and (4) selective credit controls.
Changes in these instruments will change either the monetary base or the money multiplier and
hence change the money supply. Thus, while the RBI has four instruments, they all affect the
money supply.
The term ‘open market operations’ refers to the purchase and sale of government securities by
the RBI from/to the public and banks on its own account. In its capacity as the government’s
banker and as the manager of public debt, the RBI buys all the unsold stock of new government
loans at the end of the subscription period and thereafter keeps them on sale in the market on
its own account. Such purchases of government securities by the RBI are not genuine market
purchases, but constitute only internal arrangement between the government and the RBI
whereby the new government loans are sold ‘on tap’, not directly by the government, but
through the RBI as its agent.
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The theory of open market operations as an instrument of monetary control is quite simple.
Every open market purchase by the RBI increases H (H being the high powered money) by
equal amount; every sale decreases it. Thereafter, the money-multiplier process takes over and
affects the supply of M in the standard way. It matters little whether the RBI buys or sells
securities from/to banks or the non-bank public except that in the former case the reserves of
banks are affected directly, in the latter case indirectly. We are, of course, assuming that the
banks remain fully loaned up all the time; that is, that their actual excess reserves are always
equal to their desired excess reserves. There are side effects, too, via changes in the government
bond rates of interest. But in India, because of the captive nature of the government bond
market and the RBI’s monopoly position, these effects are rather small. These features of the
Indian gilt-edged market will be explained a little later in the section.
In India the open market operations of the RBI have not been a powerful instrument of
monetary control. For such a role, at least three conditions must be satisfied : (i) the market for
government securities should be well organized and developed, that is broad, deep and resilient;
(ii) the central bank should have enough capacity to buy and sell securities and (iii) the central
bank in its conduct of these operations should not be weighed down by weightier considerations
than monetary control. Of these, only condition (ii) is well satisfied.
8.3.4 Variations in Reserve Requirement
Banks always keep a certain proportion of their total assets in the form of cash, partly to meet
the statutory reserve requirement and partly to meet their own day-to-day needs for making
cash payments. Cash is held partly in the form of ‘cash on hand’ and partly in the form of
‘balances with the RBI’. All such cash is called cash reserves of banks. They are usually divided
under two heads: (a) required reserves and (b) excess reserves. Required reserves are cash
balances which a bank is required statutorily to hold with the RBI.
Besides required reserves, banks also hold excess reserves, which are reserves in excess of the
required reserves. It is only these (excess) reserves which banks as a whole can use to meet
their currency drains (i.e., net withdrawal of currency by their depositors) as well as clearing
drains
(i.e., net loss of cash due to the cross-clearing of cheques among banks). A large part of the
excess reserves banks hold in the form of ‘cash on hand’ or ‘vault cash’ with themselves. The
remaining small part they hold as excess balances with the RBI. Excess reserves are very much
a behavioural function of banks. Banks always try to so adjust their asset portfolios that their
actual excess reserves are equal to their desired excess reserves. This simple but key point can
explain much of the behavior of banks and the money-supply mechanism.
The control measure of variable reserve ratio attempts to affect the stock of money via the
impounding or release of bank reserves. When the average CRR is revised upward, banks are
required to hold larger reserves or balances with the RBI than before for the same amount of
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liabilities. This amounts to leaving the required reserve ratio unchanged but impounding of
additional reserves by the RBI. In the opposite case when the CRR is lowered or the
incremental CRR withdrawn, this amounts to releasing of reserves.
8.3.5 Change in the Cost and Availability of Reserve Bank Credit (RCB) to Bank
In terms of traditional central banking theory as well as practice, the caption of this section
should have been “Bank Rate Policy’. But the conditions governing the RBC to banks, an
important source of change in H, in India are much more complex than what the simple theory
of bank rate policy implies. These are explained along with the traditional theory of bank rate
policy in the present section.
The RBI provides credit to banks in two forms : (a) as advances against eligible security, such
as government securities and ‘other approved securities’ and (b) as rediscounts of eligible
usance bills under its Bills Rediscounting Scheme of November 1970. Credit is provided to
banks partly in fulfillment of the traditional central banking functions and partly for promoting
certain new
policy objectives. Under the former, we may place the ‘lender of last resort’ function and the
provision of busy – season finance; under the latter, we may place refinance facilities and
rediscounting under its Bills Rediscounting Scheme. As the ‘lender of last resort’ a central bank
always stands ready to come to the rescue of a bank or banks in temporary need of cash when
other sources of raising cash are practically closed or have become prohibitively costly. The
RBI also lends to banks to help them provide busy – season finance to the economy during the
months of November to April when the demand for funds traditionally increases to finance the
marketing of major (kharif) crops and banks are subjected to currency drains as the public
moves out of deposits into currency.
The RBI also uses its lending power to banks (a) to influence their credit allocation and (b) to
develop a genuine bill market in India. It does the former under its refinance facilities to banks
and the latter under its Bills Rediscounting Scheme, and both at concessional rates of interest.
Refinance means providing finance to banks partly or wholly against credit extended by them
to designated priority sectors.
8.4 Bank Rate Policy
Let us now study the traditional theory of bank rate policy. Formally, the bank rate is the rate
at which the RBI should be prepared to buy or rediscount eligible bills of exchange or other
commercial paper.
In actual practice, however, it is extremely difficult to predict precisely the effect of a change
in the bank rate on the amount of bank borrowings, let along on M. For, this effect will depend
on several factors such as (a) the degree of banks’ dependence on borrowed reserves, (b) the
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sensitivity of the banks’ demand for borrowed reserves to the differential between their lending
rates and borrowing rates, (c) the extent to which the other rates of interest have already
changed or change subsequently, (d) the state of the demand for loans and the supply of funds
from other sources, etc. Much will also depend on the refinance facilities made available by
the RBI at concessional rates and the extent to which borrowing by banks is treated as a right,
not a privilege, freely available to banks on specified terms.
8.5 The Statutory Liquidity Ratio
The Statutory Liquidity Ratio (SLR) for banks is yet another tool of monetary control in the
hands of the RBI. For aggregative monetary control, it works indirectly rather than directly.
Therefore, its role as a tool of monetary control is not fully understood. The chief direct role of
the SLR is to govern, howsoever imperfectly, the allocation of total bank credit between the
government and the commercial sector. The indirect role of monetary control is played through
this direct role.
There are two distinct ways in which the SLR operates as an instrument of monetary control :
one is by affecting the borrowings of the government from the RBI; the other is by affecting
the freedom of banks to sell government securities or borrow against them from the RBI. In
both the ways the creation of H is affected and thereby variations in the supply of money.
8.6 Moral Suasion
Moral suasion is a combination of persuasion and pressures which a central bank is always in
a position to use on banks in general and errant banks in particular. This is exercised through
discussions, letters, speeches, and hints thrown to banks. For example, the RBI issues
periodically letters to banks making clear its policy positions and urging banks to fall in line.
Moral suasion can be used both for quantitative control of credit and money supply and for
qualitative control of credit, i.e., control over the distribution of bank credit. In respect of the
former, moral suasion can be used by the RBI to urge banks to keep a large proportion of their
assets in the form of government securities, lend their helping hand to develop a broad and
active market in treasury bills and other government securities, and not borrow excessively
from the Bank when it is engaged in fighting the forces of inflation. It is also a standing practice
of the RBI to advise banks at the beginning of the slack reason (May-October) each year to
reduce gradually their indebtedness to the Bank over the slack-season period. All these actions
are different ways of controlling the expansion of H, and so of M. But it is very difficult to say
how far such advice is heeded by banks. Nor can we measure its contribution to monetarycontrol mechanism. Nonetheless, it cannot be denied that moral suasion measures do offer
some scope for the RBI to exercise control over money supply.
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8.7 Selective Credit Control
The instruments of control discussed so far are commonly known as general or quantitative
methods of credit control, while the regulation of credit for specific purposes is termed as
selective or qualitative credit control. Whereas the general credit controls relate to the total
volume of credit (via changes in H) and the cost of credit, selective credit controls operate on
the distribution of total credit. The latter can have two min aspects: positive and negative. On
the positive front, measures can be used to encourage greater channeling of credit into
particular sectors, as is being done in India in favour of designated priority sectors. On the
negative side, measures are taken to restrict the flow of credit to particular sectors or activities.
Most of the time, the term selective credit controls is used in this latter sense.
Thus stated, the degree of success of SCCs will depend upon several factors, discussed below.
1.The extent of effective credit restrictions. Since SCCs are generally security-oriented and not
purpose-oriented, influential borrowers can manage to escape the bite of these measures by
borrowing against the security of other collaterals and using the funds so borrowed for
indulging in the speculative holding of stocks. Therefore, the effectiveness of SCCs is likely to
improve if they are fully supported by general credit controls.
2.The availability of non-bank finance. To the extent traders do not depend upon banks for
financing their inventories and have other sources of finance (their own and of the unregulated
credit markets), they will again escape the constraints of the SCCs. With ‘black money’ rapidly
multiplying in the economy, this factor is becoming more and more important over time so that
even if the bank credit is effectively restricted in particular directions, speculative hoardings
may not be curtained much. Obviously, much will depend on the cost and availability of nonbank finance to the parties concerned.
3.The degree of shortfall in supply in relation to normal demand. The greater this shortfall, the
more willthe speculative fever rise. In cases of acute shortages, credit controls should be
imposed well in time without waiting for the prices of sensitive commodities to actually rise.
From the above brief discussions it can be inferred that SCCs can, at best, serve as useful
supplements to general credit controls and will be more successful in company with the latter
than without them.
8.8 Summary
In the module we discovered the goals of the RBI which is the central bank of India and
discussed the goals that it had to achieve according to the state of the economy and further
delved into the instruments that it had at its disposal. We looked at how effective these were
given the state of penetration of various instruments that the RBI had at its disposal.
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UNIT 9 PROBLEMS OF MONETARY POLICY MAKING
Structure
9.1 Learning Outcomes
9.2 Introduction
9.3. Problems of Monetary Policy Making: Intermediate Targets
9.3.1 A Money Aggregate as an Intermediate Target

9.3.2 An Interest Rate as an Intermediate Target
9.3.3 The Choice Between Interest Rates and Money as an Intermediate Target
9.3.4 The Case for an Intermediate Interest Rate Target
9.3.5 The Case Against an Intermediate Rate Target
9.3.6

The Case for an Intermediate Money Target

9.3.7 The Case Against an Intermediate Money Target
9.3.8 Other Suggested Intermediate Target
s
9.4 Summary
9.1 Learning Outcomes
After studying this module, we shall be able to
•
•

Learn how to differentiate between the various policy instruments, operating targets,
intermediate targets and final targets.
Understand different problems of monetary Policy Making

9.2 Introduction
In this module we try and analyze the various intermediate targets e.g. money stock, interest
rates, commodity price targets, nominal GDP targets for short run and long run and how the
RBI attempts to achieve them under certain assumptions.
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9.3 Problems of Monetary Policy Making
9.3.1 Intermediate Targets
Intermediate targets are targets that the RBI attempts to achieve because doing so will help
attain the final targets of policy. But if the final target is the goal of policy, why have
intermediate targets? That is, why aim at an intermediate target when the final target is the true
goal? You might think the only reason for aiming at an intermediate target is to assure you of
your best chance of hitting the final target, but we will see that this is not always the case.
The answer to the question of why the RBI adopts intermediate targets has several parts. One
is that intermediate targets change the monetary policy debate from a debate over difficult
issues like the unemployment rate goal, the output growth goal, or the inflation rate goal to a
debate over the goal for the intermediate target. It is easier to discuss whether the money supply
growth rate should be 2 or 4 percent than whether the RBI should try to achieve an
unemployment rate target of 6 or 10 percent. In this view, then, the RBI adopts an intermediate
target to make discussions of monetary policy less of a political and ideological contest.
Another view is that intermediate targets provide timely information on the state of the
economy, and the RBI’s success or failure at achieving those targets is useful information for
the RBI. According to this view, it is no surprise that the RBI’s choices of intermediate targets
have been variables such as the interest rate (observed every few seconds) and the money
supply (observed every week). The final goals of policy are variables observed monthly in the
case of the unemployment rate and the consumer price index and quarterly in the case of real
GDP or the GDP deflator. Since the intermediate target is observed more frequently, the RBI
can collect more timely information on how well it is achieving its (intermediate target) goals.
Instead, it is prolonged changes in the growth rate of the money supply that eventually translate
into the expected movements in the price level or nominal GDP. Thus, observing the money
supply every week or interest rates every few seconds does not make it desirable to respond to
every change in one of these variables.
What properties does the RBI look for in selecting a variable to serve as an intermediate target?
First, achieving the intermediate target must be consistent with the RBI’s final goals for policy.
Second, the intermediate target must be accurately measurable on a timely basis. This provides
the RBI with quick and accurate information about which monetary policy actions are needed
to achieve the intermediate target. Finally, the intermediate target must be controllable so that
the RBI can actually hope to achieve it, or at least move in the direction of achieving it.
9.3.2 A Money Aggregate as an Intermediate Target
Consider a situation in which the RBI wants the inflation rate to be 4 percent and expects real
GDP to grow at 3 percent. In this case, nominal GDP would grow at 7 percent. The RBI might
expect the nominal interest rate to be fairly stable at 6 percent, a 2 percent real interest rate,
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and a 4 percent expected inflation rate. Real money demand would grow at the rate of real GDP
growth, 3 percent, and
demand for nominal money balances would grow at the rate of nominal GDP growth, 7 percent.
If all this worked out as expected, velocity would be stable, showing no growth or decline over
the year.
With these goals and expectations, the RBI might decide to adopt an intermediate money target.
Using the quantity equation in its growth rate formulation, the RBI reasons that 7 percent
nominal GDP growth and 0 percent velocity growth means money growth should be 7 percent.
Thus, the RBI might adopt an intermediate money target of 7 percent more money than last
year. This target level of the money supply is labeled MT in Figure 6, where the economy is
initially in equilibrium at point A. Notice that the money demand and supply curves are drawn
with the nominal money stock on the horizontal axis. In this graph, increases in the price level
will shift money demand to the right, and vice versa for decreases in the price level.
Once the RBI adopts an intermediate target, it manipulates its policy instruments to keep the
money supply at the intermediate target level. Thus, if money demand increases, from Md to
Md1, the equilibrium tends to change from point A to point B, with a higher equilibrium money
stock. The RBI will counter this by reducing money supply to MS1, changing the equilibrium
to point C. Notice that the RBI keeps the money supply at its intermediate target level, but
doing so entails a rise in the interest rate from i* to i1. Thus, the RBI keeps the money stock at
target by accepting an interest rate above the level it expected would occur.
Again starting at point A, if money demand decreases, the equilibrium shifts to point D, with
a lower money stock, the RBI counters this by increasing the money supply to MS2 , which
moves the equilibrium to point E. This restores the money stock to target but causes a decline
in the interest rate from i* to i2.
The key result in Figure 1 is that an intermediate money target can be achieved, but only if the
RBI gives up control of the nominal interest rate. Thus, when the RBI chooses an intermediate
money target, there will be greater interest rate variability than otherwise. Notice too that
Figure 6 illustrates Tinbergen’s point once again. The RBI can control only the money supply
and therefore cannot hit both an interest rate and a money stock target.
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Figure 1
9.3.2. An interest Rate as an intermediate Target
Now consider the same situation outlined above for the case of an intermediate interest rate
target. In particular, the RBI wants 4 percent inflation, expects 3 percent real GDP growth, and
expects the nominal interest rate to be 6 percent. Again money demand is expected to grow at
the rate of nominal GDP growth, 7 percent. Instead of worrying about money growth, the RBI
decides to adopt an intermediate target of a 6 percent interest rate. As long as the RBI’s forecast
of money demand is accurate, this interest rate will result in a quantity demanded of money
that is 7 percent greater than last year’s money stock. How does this result differ from an
intermediate money target?
By choosing an intermediate interest rate target, the RBI has decided to manipulate the money
supply to keep the interest rate at 6 percent. This is illustrated in Figure 2. If money demand is
as expected, equilibrium is at point A; the intermediate interest rate target will achieve an
interest rate of iT and a money stock of M0. However, if money demand increases to Md1, the
equilibrium will tend to shift from point A to point B, with a rise in the interest rate. In response
the RBI will increase the money supply,
moving the equilibrium to point C, where the interest rate is iT but the nominal money stock is
M1. Thus, the intermediate interest rate target is maintained at the cost of an increase in the
money stock. Similarly, a fall in money demand to Md2 would require a decrease in the money
supply to Ms2 to maintain the interest rate at the target level at point E, but as a result the
money stock would fall to M2.
We conclude that an intermediate interest rate target can be achieved only at the cost of losing
short-run control of the money stock. Of course, in the long run the intermediate interest rate
23

target can be adjusted so that the expected level of the money stock is again M0 if that is still
a desirable level. But until the intermediate target is adjusted, money stock control is lost.
9.3.3 The Choice between Interest rate and Money as an intermediate Target
We have seen that by choosing an intermediate target, the RBI confronts a choice of achieving
either a money target or an interest rate target. Which is better? The answer depends on various
aspects of the economy.

9.3.4 The Case for an Intermediate Interest Rate Target
One important effect of interest rates is that on consumption and investment demand, two large
components of aggregate demand. Increases in the interest rate affect these components and
hence lead to shifts in aggregate demand, resulting in changes in the short run to both the price
level and the level of real output. Intermediate interest rate targets hold the interest rate constant
and tend to reduce variations in consumption and investment due to interest rate changes. In
addition, keeping the interest rate stable reduces the impact of changes in money demand on
real GDP and the price level. A change in money demand leads to a change in the interest rate,
and this in turn shifts aggregate demand. Thus, variations or instabilities in money demand
translate into movements in the price level and real GDP. An intermediate interest rate target
can eliminate this problem, since the RBI counters the shift in money demand with a shift in
the money supply to keep the interest rate at its intermediate target value. With a stable interest
rate, the economy is insulated from any variations in money demand. In fact, the more volatile
money demand is, the greater is the case for an intermediate interest rate target.

Figure-2
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9.3.5 The Case Against an Intermediate Interest Rate Target
The case against intermediate interest rate targets is threefold. First, if consumption or
investment demand increases for reasons other than interest rate changes (such as a change in
tax rates), the intermediate interest rate target will actually exacerbate the effect on aggregate
demand. To see this, consider an increase in investment demand, which also shows up in the
loanable funds market as an increased demand for loanable funds. This raises the interest rate,
and the RBI responds by increasing
the money supply, which reduces the interest rate. By doing so, investment demand increases
even further than previously, as does aggregate demand. Some blame the inflation rates of the
interest rates in the last 1960s, when aggregate demand was high as President Johnson tried to
fight the Vietnam War and expand domestic transfer payments.
The second argument is a political one that is Intermediate interest rate targets tend to take on
a life of their own, becoming a final target instead of an intermediate target
The third argument is that interest rate targets cannot be maintained indefinitely. Basically the
argument is based on the Fisher equation and the idea that in the long run, the real interest rate
is determined by real factors in the economy that the RBI cannot control. Because the nominal
interest rate equals the real rate plus the expected inflation rate, any successful long run
intermediate interest rate target must imply a stable expected inflation rate at a rate implied by
the interest rate target and the real interest rate. Economists are very much divided on the issue
of whether this is practical, especially in the long run.
9.3.6 The Case for an Intermediate Money Target
The argument favoring an intermediate money target builds on the case against an intermediate
interest rate target. First an intermediate money target allows the interest rate is rise in response
to shifts in investment demand or consumption demand not caused by interest rate movements,
thus reducing fluctuations in aggregate demand from those causes. For example, suppose
consumption demand decreases due to an unexpected widespread increase in thriftiness. This
will reduce aggregate demand and lower both the price level and real GDP. If there is an
intermediate money target, the reduction in real GDP will lower money demand, decreasing
the interest rate, stimulating consumption and investment demand, and countering to some
extent the initial decline in aggregate demand. Thus, the more volatile the components of
aggregate demand are, the stronger is the case for an intermediate money target.
In addition, an intermediate money target is less likely to take on aspects of a final target,
because voters are not very concerned about the size of the aggregate money stock. Finally,
there are no reasons to think the RBI will be unable to achieve an intermediate money target
even in the long run.
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9.3.7 The Case against an Intermediate Money Target
There are two arguments against an intermediate money target. The first concerns choosing
among the alternative money aggregates. The RBI defines a monetary base, M1, M2, and M3
and even these definitions change over time. We have seen that economists differ over which
is the best. Thus, there is considerable debate over which should be chosen as the aggregate to
target. This is a particular concern because, as we have seen, the various measures often do not
indicate that policy is moving in the same direction. The second argument against intermediate
money targets is that they can lead to much interest rate variability. This is particularly true if
money demand is itself variable, as shown earlier in Figure 6. Variability in interest rates leads
to variability in both investment demand and consumption demand.
9.3.8 Other Suggested Intermediate Targets
Two suggestions for intermediate targets that the RBI has not tried are commodity price targets
and nominal GDP targets. We discuss these briefly here.
A Commodity Price Target. Some proposals call for the RBI to adopt an index of commodity
prices as its intermediate target. Others have a single commodity price in mind, usually the
price of gold. All of these proposals have in common a desire for a greater focus on price
stability. The idea is that by targeting a price index of some kind, the RBI will better maintain
a low and stable inflation rate.
If the RBI adopted a commodity price target, it would use the instruments under its control to
adjust the money supply to offset deviations of the commodity price from target. This is easiest
to do with a single commodity. For instance, the RBI could target the price of gold by offering
to buy or sell gold at an announced price. If the target price is below the market equilibrium
price, there is an excess demand for gold at the target price, and the RBI ends up selling gold
to the public. In the process the RBI accumulates rupees which are removed from circulation,
reducing the monetary base and hence the money supply, and this leads to a decline in the
overall price level. The decline in the overall price level shifts the demand for gold to the left;
that is, at every price of gold, demanders want to buy a smaller amount of gold when the overall
price level declines. The fall in the price level also shifts the supply of gold to the right, as
suppliers are willing to supply more gold at every rupee price of gold. The net effect is to
eventually reduce the amount of gold the public buys from the RBI to zero.
Figure 3 illustrates this scenario. The initial equilibrium is at point A, where the price of gold
is P0gold. Suppose the RBI’s target price is P0gold . The excess demand, D0 - S0, is the amount
of gold the RBI sells to the public to satisfy demand. These gold sales, like open market sales
of bonds, reduce the money supply and eventually the price level, and this leads to leftward
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shifts in demand for gold and rightward shifts in supply until the equilibrium price of gold is
equal to the target price at point B.
A disadvantage of targeting the price of gold is that any change in the demand for or supply of
gold will lead to a change in the equilibrium price, which in turn will lead to changes in the
money supply and the overall price level to restore equilibrium to the target price. For example,
a large gold discovery would lead to a large increase in the supply of gold, shifting supply to
the right. This would reduce the equilibrium price of gold below the target price. An excess
supply would occur at the target price, and the RBI would buy gold, causing an increase in the
monetary base and hence in the overall price level. Thus, a gold discovery would be
inflationary.

Figure 3
What about more complex price targets? Various types of commodity price indexes have been
proposed. The advantage of a larger group of commodities is that the money supply will not
have to adjust as much to changes in the demand for or supply of any one commodity. If the
index consists of gold, silver, and other metals, a large gold discovery will have less of an
impact than it would if just the price of gold were being targeted. The disadvantage of such
targeting is that it would involve the RBI in buying and selling a bundle of commodities. This
process is more complex than buying or selling a single commodity such as gold. Another
disadvantage of targeting commodity prices is that the link between changes in commodity
prices and changes in the final targets of policy, such as the overall price level or the level of
real GDP, is poorly understood. Indeed, this is the primary problem with targeting commodity
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prices. If we don’t know how commodity price changes get reflected in the unemployment rate
or the overall price level, it is difficult to know how we should set the intermediate target.
A Nominal GDP Target. Another proposal is to target nominal GDP, a strategy sometimes
called nominal income targeting. In some ways, this proposal is related to that of targeting an
overall price index. However, the nominal GDP target might be best thought of by recalling
the equation of exchange MV = PY. The right-hand side of that equation is nominal income or
nominal GDP, and the left hand side is the product of the money supply and velocity. The basic
idea is for the RBI to adjust the money supply to keep nominal GDP at a targeted level. If
velocity is constant, the RBI can do this as long as it can control the money supply.
There are several benefits to nominal GDP targeting. One is that by targeting nominal GDP,
the RBI is able to promote some stability in the price level. Recall that the growth rate of
nominal GDP is simply the growth rate of real GDP plus the inflation rate. If the RBI targets a
nominal GDP growth rate of 5 percent and real GDP is forecast to grow at 3 percent, the RBI
is implicitly targeting an inflation rate of 2 percent.
A second benefit is that nominal GDP targeting provides a certain amount of built-in
stabilization against changes in aggregate supply. Monetary policy is directed at controlling
aggregate demand, and most policy advice is directed, at least implicitly, at keeping aggregate
demand at some desired level. However, this will achieve a price level and/or real GDP target
only if aggregate supply is stable. If aggregate supply shifts, both the price level and real GDP
will change.
Nominal GDP targeting can partially stabilize the economy in the face of shifts to short-run
aggregate supply while also stabilizing aggregate demand. We can best see this with the aid
of Figure 9. The nominal GDP target is the curve drawn so that the product of the price level
and real GDP P X Y , equals a target value, T. By adopting a nominal GDP target, the RBI is
saying it wants the economy to be somewhere on the curve P X Y = T, but it doesn’t care
where on that curve.
Suppose the economy is in equilibrium at point A, where SRAS and AD intersect. The initial
price level is P0 and real GDP is Y0. This equilibrium satisfies the nominal GDP target, since
it lies on the curve P X Y = T. What happens if aggregate demand increases to AD1? The
equilibrium price level and real GDP both increase to point B, causing the nominal GDP target
to be violated. The RBI responds by reducing the money supply, shifting aggregate demand
back to AD, which restores the economy back to the initial equilibrium at A. Thus, under a
nominal GDP target, the RBI will attempt to completely offset any changes in aggregate
demand.
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Figure 4
What about changes in aggregate supply? If aggregate supply shifts right, the equilibrium price
level will fall and the equilibrium level of real GDP will rise. In Figure 5, this effect is shown
as the movement from equilibrium at point A to point B. However, at point B the nominal GDP
target is violated. The RBI responds by increasing the money supply and aggregate demand to
achieve equilibrium at point C, where nominal GDP is restored to the target level, T. In this
case the RBI moves to generate a greater increase in real GDP and a smaller decline in the price
level than would have occurred had aggregate demand remained constant. Notice too that the
nominal GDP target moves the short-run equilibrium closer to its eventual long-run
equilibrium, which will be at an even greater level of real GDP. Thus, the nominal GDP target
encourages quicker short-run adjustment toward the long-run level of real output.
Nominal GDP targeting has much to recommend it. It stabilizes aggregate demand and hence
the price level if aggregate supply is stable, and it helps the economy adjust more quickly to
changes in aggregate supply.
In figure 5, Starting at Point A, a rightward shift in aggregate supply causes the price level to
decline and real GDP to rise. The new short-run equilibrium at point B violates the nominal
GDP target and calls for the RBI to increase the money supply and hence raise aggregate
demand to AD1. The result is point C, which satisfies the nominal GDP target and results in
higher real GDP and a smaller decrease in the price level than at point B. Note too that the
equilibrium at point C is closer to the new long-run level of real output (Y1) than is the
equilibrium at point B. Nominal GDP targeting speeds the economy’s movement toward the
new long-run equilibrium level of output
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Figure 5
However, nominal GDP targeting has several disadvantages. First, nominal GDP is announced
only every quarter; other variables are known at much more frequent intervals. Second, it is
difficult for the RBI to control nominal GDP; that is, changes in the money supply do not
immediately show up as changes in nominal GDP. In fact, only in the long run are changes in
the money supply reliably linked to equal percentage changes in nominal GDP. In the short
run, the link is much more tenuous. Thus, there are problems with nominal GDP targeting that
echo those with price level targeting, and these difficulties may continue to preclude the RBI’s
use of nominal GDP as an intermediate target.
9.4 Summary
In this module we have looked at various intermediate targets e.g. money stock i.e. MT and
interest rates and that the intermediate interest rates can only be achieved at the cost of losing
short run control of the money stock.
The other intermediate targets that have been considered are commodity price targets and
nominal GDP targets. All these have been considered in a two-dimensional diagram and we
have seen that the impact that these have on real GDP.
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UNIT 10 FINANCIAL MARKETS: FUNCTIONING &
REGULATION OF MONEY MARKET
Structure
10.1. Learning Outcomes
10.2. Introduction
10.3. Credit Control Instruments
10.3.1 Quantitative Credit control instruments
10.3.2 Qualitative Credit control instruments
10.4. LIQUIDITY ADJUSTMENT FACILITY (LAF)
10.5. REPO
10.6. MARKET STABILISATION SCHEME (MSS)
10.7. Summary
10.1 Learning Outcomes
After studying this module, you shall be able to
•
•
•

Know various credit control Instruments
Learn about Liquidity Adjustment Facility (LAF) •Know the REPO rate and Reverse
rate
Study the market Stabilisation Scheme(MSS)

10.2 Introduction
Money market is a market for short-term instruments varying for a period less than or equal to
one year. RBI regulates money and credit through its monetary policy. The monetary policy
uses various techniques of monetary control at the disposal of central bank for achieving price
control, stability, controlling and regulating liquidity in the market.
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10.3 Credit Control Instruments:
The reserve bank uses various quantitative and qualitative tools for managing liquidity in the
market.
10.3.1 Quantitative Credit control instruments:
1.Bank Rate (BR) – It is the rate of interest charged by RBI from the banks on the loans and
advances given to them. As per section 49 of RBI Act 1934, “Bank rate is the standard rate at
which the bank is prepared to buy or rediscount bills of exchange or other eligible paper.”
This technique is used to regulate the cost and availability of refinance. On April 4, 1935, RBI
fixed 3.5% bank rate. Till the year 1951, RBI did not use bank rate as an instrument of monetary
policy. In all these years, RBI adopted cheap money policy. During the first plan, BR raised to
3.5%, then raised to 4% in the second plan. During the third plan, bank rate raised to 6%, then
to 7%, 9%, 10% and 12% in fourth, fifth, sixth and seventh plan consectively. Therefore it is
clear that RBI changed its policy from cheap money to dear money policy. In the tenth plan, it
has been reduced to 6%. Therefore again RBI is following cheap money policy.
Normally as an instrumrnt of control, BR is expected to lead to appropriate changes in all the
market rates of interest helping to achieve the objective of monetary action. Earlier RBI fixed
all the deposit and lending rates and these rates were normally changed along with change in
bank rate therefore enforcing direct alignment between BR and other rates of interest. However
after 1975, other rates have often changed without changing the BR, because within the overall
framework of administered interest rates, the authorities partially deregulated certain interest
rates in 1985 and completely deregulated after 1991.
2. Open Market Operations (OMO) – OMO means sale and purchase of government
securities in the open market by banks. This technique is used to expand credit by selling G
secs to RBI and to control the credit by buying G-secs from RBI. In the past, OMO had been
used as an important means of credit control, but now-a-days with the introduction of liquidity
adjustment facility (LAF), OMO purchases and sales are taken over by LAF instrument.
3. Reserve Requirements- CRR and SLR are the reserve requirements used by RBI to
control credit.
a. Cash Reserve Ratio (CRR) as Primary Reserve Requirement: It is the cash that banks have
to maintain with RBI as a certain percentage of their demand and time liabilities. Section 42(1)
of RBI Act requires every bank to maintain an average daily balance with RBI, the amount
which shall not be less than 3% of total demand and time liabilities. The CRR varied from 3%
to 15%. CRR is usually used to tackle inflation arising out of too much
liquidity in the system. CRR is an effective credit control instrument that can be used in both
directions for liquidity management.
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b. Statutory Liquidity Ratio as Secondary & Supplementary reserve requirement: It is the
mandatory investment in government securities. According to Indian Banking Act 1949, a bank
is legally bound to keep 20% of its deposits in the form of liquid assets such as gold, approved
securities and G-secs; that was amended in 1962 and raised SLR to be minimum 25%. This
ratio is used as a technique of liquidity management that is raised to control inflation and
reduced to increase money supply. SLR reached its peak of 38.5% in April 1992 that is reduced
to 25% in phased manner.
10.3.2 Qualitative Credit control instruments:
These are selective controls with specific areas meant for certain specific objectives. They do
not directly affect the quantity of credit rather qualitatively or selectively control the credit.
The purpose of SCC is to change the composition of credit by reducing the supply of credit in
certain areas and encouraging in desired directions.
a. Fixation of Margin Requirements- RBI directs banks to change their ceilings and margin
requirements from time to time depending upon the purpose, state, security and time
dimensions of credit, e.g. the margin requirement for wheat was fixed at 40% in 1957, it was
raised to 80% in 1958 and reduced to 40% again in 1970. There are multiple differentiated
margins i.e. margin requirements varied regarding various commodities from time to time.
b. Fixation of Minimum Lending Rate- RBI also fixes minimum lending rates in order to
control the cost of credit rather than availability of credit.
c. Fixation of Maximum limit of loans- RBI sometimes imposes limit of loans by commercial
banks in order to check speculation. No scheduled commercial bank is allowed to grant loans
exceeding 1 crore to any single borrower without the prior permission of RBI.
d. Credit Rationing- Under this selective credit control, RBI fixes credit quota for member
banks and their limits for payment of bills. If member banks seeks more loans than their fixed
quota, they will be charged high interest rates than normal rates.
e.Moral Suasion- This is the most actively and consistently used technique of monetary control
since the nationalization of banks. RBI can morally influence the member banks by writing
letters and holding discussions about trends in economy in general and in money and credit
particularly. It advises them to expand credit in priorty sectors only. Here the basic purpose is
to seek cooperation from commercial banks to effectively control the monetary system and the
economy.
f. Direct Action- RBI can also resort to direct action against any banks in case of defiance of
its orders. RBI can take any measure of action like stop giving advances, closure of banks etc.
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10.4. LIQUIDITY ADJUSTMENT FACILITY (LAF)
LAF mechanism has been introduced as one of the most innovative technique of monetary
control on the recommendations of Narsimham Committee on banking sector reforms 1998.
The committee recognised that RBI support to the market should be through LAF “under which
it would periodically if not necessarily daily, reset its repo and reverse repo rates which would
in a sense provide a reasonable corridor for market play”.
LAF provides a mechanism for injection and absorption of liquidity available to banks in order
to overcome demand-supply mismatches in the monetary system. LAF is a policy instrument
to adjust the market liquidity on a day-to-day basis.
First the interim LAF was introduced in April 1999 with the following provisions:
i.Banks could avail of a collateralised lending facility (CLF) upto 0.25% of the fortnightly
average outstanding aggregate deposits available for 2 weeks at the bank rate.
ii.Additional CLF for an equivalent amount of CLF would be available at bank rate plus 2%.
iii.CLF and ACLF for periods beyond two weeks subject to a penal rate of 2% for an additional
period of two weeks.
iv.PDs were provided liquidity support against a collateral of government securities.
The interim LAF was gradually converted into full-fledged LAF w.e.f. 5th June 2000.
LAF works through the repo auctions and reverse repo auctions. Repo auctions mean sale of
government securities from the RBI portfolio for absorption of liquidity. Reverse repo auctions
mean buying of G-secs for injection of liquidity on daily basis. The interest rates in both repos
and reverse repos are decided through cut-off rates from auctions on a uniform price basis.
LAF helps to control both the quantum and cost of liquidity through buying and selling of
repos. Here RBI periodically if not daily sets its repo and reverse repo rates. Repos absorb
liquidity and reverse repo infuse liquidity at a given rate. However the quantum of adjustment
and the rate are flexible in response to the needs of the market.
10. 5. REPOs:
Repos means repurchase of securities. It refers to a transaction in which the party on one side,
sells some securities to get immediate funds and on the other side, a simultaneous other
agreement to repurchase the same or similar securities after a specified time at a specified rate.
The repo transactions enable the parties with collateralized short term borrowing and lending
through sale or purchase of securities. It is a ready forward transaction as it is a means of
funding by selling a security held on a spot basis and repurchasing the same on a forward basis.
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The return on repos is in the form of market determined difference between sale price and
repurchase price.
REVERSE REPOs:
Reverse repo is exactly the opposite of a repo. It refers to a transaction in which a party buys a
security from another party with a view to sell it back to the latter at a specified date and price.
Therefore a transaction is a repo for one party and a reverse repo for the other party. This type
of transaction is entered into to earn the additional income on idle funds.
Importance of Repos & Reverse Reposi.It is a short-term money market instrument.
ii.It is a risk-free measure because it is a full collateralized transaction because it is backed by
securities. No repo transaction is feasible without the securities in the investment portfolio of
the borrowers.
iii.The repo rate and related terms are negotiated by the parties and are independent of coupon
rate of securities. But the rates are linked with liquidity conditions in the market.
iv.Repo transactions are prevalent only amongst specified parties and only in specified
instruments.
v.The Repos serve as a good hedging tool because the repurchase price is locked in at the time
of entering into the contract.
vi.The Repos are used by RBI as an indirect
instrument of money control for absorption or
injection of liquidity. It is a versatile and most popular money market instrument.
vii.The repo and reverse repo rate has become akin to a signalling rate along with the bank rate.
Repo rate is like a floor rate, bank rate is like a cap or ceiling for the money market and the call
rate is somewhere in between or like the middle rate.
Thus bank rate and repo rate have emerged as key indicators of movements in interest rates in
money market and other money market rates like call rates respond to these rates.
10.6. MARKET STABILISATION SCHEME (MSS)
There has been sharp appreciation in the value of rupee against U.S dollar, so RBI had to
manage exchange rate of Indian currency. RBI had released rupees for buying dollars while
intervening in the foreign market. The rupees so released added excess liquidity in the system.
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To mop up this excess liquidity, RBI used stock of G-secs. But the stock of securities with RBI
came down causing shortage of G-Secs.
Therefore on the recommendations of RBI’s internal working group on instruments of
Sterilisation on Feb 23, 2004, RBI had launched MSS and formally signed a MOU with
government. The scheme is effective from April 2004. Under MSS, the government would
issue T-bills and dated securities for absorbing liquidity from the system. These will be issued
by the way of auctions to be conducted by RBI. Government in consultation with RBI will fix
an annual aggregate ceiling and that ceiling will hold good till further revision. For 2005-06,
the ceiling shall be Rs. 80000 crore (raised from Rs.60000 crore as per Oct 26, 2004 policy).
The intention of introducing MSS is essentially to diffentiate the liquidity absorption of a more
enduring nature by the way of sterilisation from day-to day normal liquidity management
operations. Therefore the liquidity absorption from the system will get apportioned among the
instruments of LAF, MSS and normal Open market operations.
10.7.Summary
•Money market is a market for short-term instruments varying for a period less than or equal
to one year.
•Credit Control Instruments: The reserve bank uses various quantitative and qualitative tools
for managing liquidity in the market.
A. Quantitative Credit control instruments:
Bank Rate (BR) – It is the rate of interest charged by RBI from the banks on the loans and
advances given to them. As per section 49 of RBI Act 1934, “Bank rate is
the standard rate at which the bank is prepared to buy or rediscount bills of exchange or other
eligible paper.”
Open Market Operations (OMO) – OMO means sale and purchase of government securities in
the open market by banks. This technique is used to expand credit by selling G secs to RBI and
to control the credit by buying G-secs from RBI.
Reserve Requirements- CRR and SLR are the reserve requirements used by RBI to control
credit.
Cash Reserve Ratio (CRR) as Primary Reserve Requirement: It is the cash that banks have to
maintain with RBI as a certain percentage of their demand and time liabilities.
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Statutory Liquidity Ratio as Secondary & Supplementary reserve requirement: It is the
mandatory investment in government securities. According to Indian Banking Act 1949, a bank
is legally bound to keep 20% of its deposits in the form of liquid assets such as gold, approved
securities and G-secs; that was amended in 1962 and raised SLR to be minimum 25%.
B.Qualitative Credit control instruments: These are selective controls with specific areas meant
for certain specific objectives. They do not directly affect the quantity of credit rather
qualitatively or selectively control the credit.
•Fixation of Margin Requirements-

•Fixation of Minimum Lending Rate- •Fixation of Maximum limit of loans-. •Credit
Rationing•Moral Suasion- Direct ActionLIQUIDITY ADJUSTMENT FACILITY (LAF)
LAF mechanism has been introduced as one of the most innovative technique of monetary
control on the recommendations of Narsimham Committee on banking sector reforms 1998.
The committee recognised that RBI support to the market should be through LAF “under which
it would periodically if not necessarily daily, reset its repo and reverse repo rates which would
in a sense provide a reasonable corridor for market play”.
REPOs:
Repos means repurchase of securities. It refers to a transaction in which the party on one side,
sells some securities to get immediate funds and on the other side, a simultaneous other
agreement to repurchase the same or similar securities after a specified time at a specified rate.
The repo transactions enable the parties with collateralized short term borrowing and lending
through sale or purchase of securities. It is a ready forward transaction as it is a means of
funding by selling a security held on a spot basis and repurchasing the same on a forward basis.
The return on repos is in the form of market determined difference between sale price and
repurchase price.
REVERSE REPOs:
Reverse repo is exactly the opposite of a repo. It refers to a transaction in which a party buys a
security from another party with a view to sell it back to the latter at a specified date and price.
Therefore a transaction is a repo for one party and a reverse repo for the other party. This type
of transaction is entered into to earn the additional income on idle funds.
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MARKET STABILISATION SCHEME (MSS)
On the recommendations of RBI’s internal working group on instruments of Sterilisation on
Feb 23, 2004, RBI had launched MSS and formally signed a MOU with government. The
scheme is effective from April 2004. Under MSS, the government would issue T-bills and
dated securities for absorbing liquidity from the system. These will be issued by the way of
auctions to be conducted by RBI. Government in consultation with RBI will fix an annual
aggregate ceiling and that ceiling will hold good till further revision. For 2005-06, the ceiling
shall be Rs. 80000 crore (raised from Rs.60000 crore as per Oct 26, 2004 policy).
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UNIT-11 FINANCIAL MARKETS IN INDIA
Structure
11.1. Learning Outcomes
11.2. Introduction
11.3. Structure of Indian Money Market
11.4 Money Market Instruments
11.5. Defects of Indian Money Market
11.6. Measures to improve the Indian Money Market
11.7. Meaning of Capital Market and Instrument
11.8. Capital Market Intermediaries
11.9. Summary
11.1 Learning Outcomes
After studying this module, you shall be able to
•
•
•
•

Learn the structure and instruments of Indian Money Market
Understand the defect of Indian Money Market
Know the meaning and instruments of Capital Market
Know about the intermediaries of Capital Market

11.2 Introduction
FINANCIAL MARKETS IN INDIA
The Financial markets in India are one of the oldest in the world & is regarded to be the fastest
rising and the best among all the markets of the emerging economies. Indian capital history
originates 200 years ago i.e. around the end of 18th century when India was under the
governance of the EIC.
In India, the growth of the capital market primarily focussed around Mumbai where around
200 - 250 security brokers were active throughout the second half of the 19th century. Today,
financial market is much more advanced than many other sectors in India as it was structured
39

long before with the securities exchanges of Mumbai and Ahmadabad and Kolkata were settled
in the 19th century.
By 1960s the total no. of securities exchanges rose to 8, containing Mumbai, Ahmadabad &
Kolkata except from Madras, Kanpur, Delhi, Bngalore and Pune.
In addition to the centralized NSE (National Stock Exchange) & OTCEI (Over the Counter
Exchange of India) there are 21 regional securities exchanges today in India. Although, the
stock markets widely remained stagnant due to excessive controls on the market economy that
permitted only a few monopolies to dominate their respective sectors.
Till early 1990s, the corporate sector was not permitted into many industrial sector, which was
mainly under the state control leading to stagnation of the economy. Thereafter with
liberalisation when the Indian economy began to open up and the controls began to be
dismantle or eased out, the securities markets saw a flurry of IPOs that were launched. This led
many new companies across different industry segments to come up with innovative offerings.
In recent years, a noteworthy feature of the growth of the Indian economy has been the role
played by its securities markets in assisting and stimulating the money progress in economy.
This was similar to the initial phase of growth in many of the fast-growing economies of East
Asia that observed huge doses of FDI enhancing the growth in their initial days of market
decontrol. During this period, the financial markets did an all-inclusive role in supporting
financial resource mobilization which led to high growth in organized sector. Many PSUs that
consented to divest part of their equity were also helped by the well-organized securities
market.
The introduction of the NSE & the OTCEI during the mid-1990s by the government of India
was meant to bring about an easier and more transparent form of trading in securities. The NSE
was considered as the market for trading in the securities of companies that belong to the largescale
sector & the OTCEI for companies that belong to the small scale sector. In India, while the
NSE has led to the growth and has evolved the virtual backbone of capital markets the OTCEI
is still struggling and is yet to display any sign of growth & development. Due to the country’s
world class IT industry in India the amalgamation of IT into the capital market infrastructure
has been smooth. This has resulted in operational efficiency of stock market of India to the
global standards and as a result of which India can now capitalize on its high growth and attract
foreign capital.
After the capital markets witnessed some disorder in 1990s, the regulating authority for capital
markets in India known as SEBI came into existence. It had to take radical actions to fill several
gaps that were exploited by certain market forces to advance their interests. After this early
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stage of struggle, SEBI has developed as the regulator of India’s capital markets & the
country’s most significant institutions.
Next, it is important to discuss the elements of Indian Money and capital Markets to
comprehend the significance of Indian Financial Markets.
MONEY MARKET IN INDIA
It is the key segment of the financial system of India. This market deals with short term
monetary assets in order to raise short term requirements of funds and to park short term
surpluses. The main feature of this market is its liquid nature. The transactions in this market
ranges from overnight to 1 year. It has least transaction cost.
PARTICIPANTS
Following are the institutions which can take part in money market:
a. Central and State Government
b. Public sector undertaking
c. Private sector companies
d. Non-banking financial institutions
e. Mutual funds
f. Insurance companies
g. Primary dealers
11.3 Structure of Indian money Market
The Money Market is considered as an alternative for money for short term time span stretching
from overnight to a year. It consists of both the organised and the unorganised segment.
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11.4 Money Market Instruments
Money Market instruments essentially includes Government securities, securities issued by
private sector & banking institutions—
1. Government Securities: RBI issues securities on behalf of the Government known as
Government Securities. It includes Central Govt Securities, State Govt Securities and Treasury
Bills. The various form of this Securities are given as following—
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The Government dated securities can be bought for a minimum sum of Rs. 10,000/- and the
Treasury bills for a sum of Rs. 25,000/- & in multiples thereafter and the State Govt
Securities may be bought for a min. sum of Rs.1, 000/-.
2. Money at Call and Short Notice: Call money or call deposits is the amount of money that is
advanced on condition to repay on call. Notice money indicates the money that is advanced
and repaid on a certain day’s notification from the lenders. There are various reasons for this
borrow such as: to maintain their CRR, heavy payments etc. Money at short notice is meant
for a maturity of up to 14 days. RBI has permitted banks and all India FIs as the main
participants.
At least a sum of Rs.20 crores for every transaction allowed the participation of the corporate
in the call money market. The DFHI upgraded the activity of Call Money Market and Shortterm Deposit Market. It allowed lending and borrowing of funds. Banks are the essential
borrowers. It can function outside the provision of the ceiling rates fixed by the Indian Banks
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Association. GIC, IDBI, NABARD etc are the various participants along with the private
Mutual Funds that lends fund in the market. The DFHI determines the settlement among the
lender and the borrower about the accessibility of funds and the sum required for exchanges. It
also provides an advice regarding the interest rates appropriate to them.
Here, the call rates are highly unstable as they are estimated by the demand and supply of funds
in the market which is based on the maintenance of CRR by the banks. There are 2 call rates
sustained in India namely Inter-bank call rate & the lending rates of DFHI.
3. Bills Rediscounting Scheme: Under this scheme the banks may advance funds by issue of
issuance from issuing notes in appropriate lots and maturities matching the authentic trade bills
discounted by them. It promotes liquidity in the market. Here the seller draws a BoE and the
buyer accepts it. Suppose, Mr. X(seller) sells on credit and he wants money in the meantime,
he may approach the bank for discounting the bill and he acquires the money.
Now, the bank who has discounted the bill may need to get it ‘rediscounted’ with some other
bank to acquire the funds. This is referred to as ‘bill rediscounting’. The bank can rediscount
the bills with the RBI and other sanctioned institutions like LIC, GIC, etc.
4.Inter-Bank Participation Certificate: These are allotted by scheduled commercial banks only
to increase funds or to deploy short term surplus. It is issued as per the RBI guidelines on 2
basis:
a. on risk sharing basis
b. without risk sharing
Under risk sharing, the lender bank shares losses with the borrowing banks by conjointly
assessing the interest rate. The tenure in this case may be for 90 to 180 days.
There is a tenure of 90 days in case of Inter-Bank Participation without risk sharing where the
issuing bank is borrowing and the sum is lent by the participating banks.
5. Money Market Mutual Funds (MMMFs):
MMMFs gather the small savings of a large no. of savers and invest them in the capital market
to provide safety, liquidity and return. This concept is prolonged to money market. Hence, the
MMMF are coming up. The managing principle on MMMFs are revised from time to time by
SEBI relating to maximum limit of investment.
6. Treasury Bills: These are discounted securities issued at a discount face value as per the
short term requirement of the GOI. These are issued on a fixed day and at a fixed amount by
RBI. There are 4 types of TBs:
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14-day Tbill maturity is in 14
days

91-day Tbill maturity is in 91
days

182-day Tbill maturity is in 182
days

364-day Tbill maturity is in 354
days

hese money market instruments are extremely liquid and are zero default risk bearing paper.
It assists in placement of the idle funds for very short periods as well.

7. Certificates of Deposits:
This is issued as per the guidelines of the RBI in dematerialized form or Usance Promissory
Note for the funds deposited at a bank or other financial institution. This is a negotiable
instrument where the deposit should be at least of Rs.1 lakh and in the multiples of Rs. 1 lakh
thereafter. The maturity period should not be less than 15 days and exceed 1 year. But, for the
financial institution it should not be less than 1 year and not more than 3 years.
8. Inter-Corporate Deposits:
These are unsecured loan lent by 1 of the corporate to another. As the cost of funds for a
corporate is higher than a bank, the rates in this market are higher than those in the other market.
9. Commercial Bills:
These are the bills accepted by the buyer for those goods and services that are on credit from
the seller and these can be kept till the due date and encased by the seller or may be endorsed
to a third party. These bills can be discounted with the banks or financial institutions or can
again be rediscounted at the bank.
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10. Commercial Papers (CP):
This instrument is meant as a source of short term borrowing. It is issued in the form of a
promissory note or dematerialized form. An Issuing & Paying Agent (IPA) is appointed for
every issuer for the issue of commercial papers and only a scheduled bank can act as an IPA
for issuance of CP. For crediting the CP into the investor’s account with a depository, the
investor are given the IPA certificate as well as issued physical certificates. The CP is issued
for a maturity period of minimum 7 days and till 1 year from the date of issue in the
denomination of Rs. 5 lakh or multiples thereof.
The main purposes of introducing CP are—
1.To allow the high levels of corporate borrowers such as leasing and financing of
companies, manufacturing and financial institutions etc.
2.To diversify the sources of short term borrowing
3.To provide tools for bank and financial institution in the money market.
11. Gilt-edged (Government) Securities:
These securities have huge demand by the banks to maintain the Net Demand & Time
Liquidities (NDTL) through its buying and selling. Govts such as Central & State Govts, SemiGovt Authorities, and Municipalities etc. issues these securities which are dated long before
and are with RBI. These issues are notified a few days before opening for subscription and
offer remains open for two to three days. The rate of interest is lower but it is payable on semiannually basis.
12. Repo Market:
This tool helps in collateralised short- term borrowing & lending through purchase or sale
operation in debt instruments. The securities here are sold by the holders to the investors with
a promise to buy them again at a pre-fixed rate and date. Alternatively, under the reverse repo
transactions, the securities are bought with a promise to resell them at a pre-set rate and date.
11.5 Defects in Indian Money Market
A well-built money market signifies the operation of sound monetary policy. But the money
market in India suffers from many weaknesses.
1.Lack of integration: The Indian Money Market is separated into 2 sectors namely, the
organised and unorganised money market. But both the markets are completely separate from
one another. They are working independently and have little effect on each other.
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RBI has been fully operative in monitoring the organised sector. But, in the unorganised
sector it has very less control.
2.Lack of rational interest rates structure: In the Indian Money Market there prevailed several
interest rates e.g. the deposit & lending rates of commercial banks, the borrowing rate of
Government etc. Formerly, these led to creation of excess demand for credit and RBI had to
depend on CRR. However, RBI has made effort to generate rationality in the interest rates but
the situation is not effective.
3.Existence of Unorganised Money Market: Due to the existence of the unorganised sector in
the Indian Money Market the banker makes no difference between short term and long-term
finance. They have no coordination with one another and have no link with other banking
sectors. They do not follow any sound banking regulations. There is no control by RBI on these
bankers.
4.Absence of an organised bill market: There is no sufficient bill market in the Money Market
in India. There is lack of commercial bill market or a discount for short term commercial bills.
The factors responsible for the underdeveloped bill market are (i) relying more on cash
transaction, (ii) cash credit of commercial bank, (iii) seller’s limited use of bills, (iv) imposition
of heavy stamp duty, (v) absence of acceptance houses etc.
5.Shortage of funds in the Money Market: A shortage of fund is created in the money market
due to the lack of banking habit and banking facility, little saving habit, etc. On the other hand,
the growing demand for loanable funds in the money market results in inadequate supply.
6.Inadequate banking facility: Now-a-days, many new branches of banking facilities are
opened by the commercial banks. But, a much wider scope is available for further development.
In country like India which is still developing, there are people who live below poverty line
and have less saving habit as a result of which their savings are small and they do not have
much exposure to banking facilities till now.
7.Seasonal Stringency of Money: During some part of the year mainly from October to June,
the interest rate rises due to the rising demand for funds in the money market for the even
working of the agricultural sector.

11.6 Measures to improve Indian Money market
The major problem of India Money Market is its high instability. Gradually the money market
transaction is growing. But, on the commendation of the Sukhmoy Chakravarty Committee (on
the review of the working of the Monetary System) and the Narasimham committee (on the
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Report on the working of the financial system in India, 1991), RBI has introduced change in
Indian Money Market. The following are some of the measures undertaken1.Introducing new money market instrument: Many new money market instruments are
introduced like Commercial Papers, Certificates of Deposits, 182-day Treasury, 364-day
Treasury etc. The Discount & Finance House is also established. These ensure various short
term borrowings to various borrowers to collect fund when required to preserve their financial
position.
2.Relaxation from interest rate regulations: RBI controls and regulate all types of interest rates
like lending as well as deposit rates of the banks and financial institution. But,
progressively the interest rates of the bank loans are regulated by the market forces which result
in decontrolling it.
3.Remitting the stamp duties: In Aug 1989, Govt remitted the stamp duty. But, it is not effective
until it reduces the cash credit system in favour of using the bill system.
4.Sector specific refinance: There are 2 refinance schemes namely export credit refinance and
general refinance that are active in the current financial system. The refinance is used by the
central bank to control credit conditions & the liquidity positions in the system. But if the
excessive funds supplies into the system do not result in any development then it could be
highly distorted one.
5.Introduction of repo: This is utilised by the banks for short term liquidity through sale or
purchase of debt instruments. It is an arrangement to re-buy them at a pre-set rate & date
between the RBI & commercial banks.
6.Introducing Money market Mutual Funds: These were announced in April’91. The pool of
the small savings invested generate short term avenues to the various investors.
7.Setting the Discount & Finance House in India: It equated the surplus of fund & the deficit
amounts of the banks. The DFHI assists in lending & borrowing of funds to several banks
and financial institutions.
11.7 Meaning of Capital Market and Instruments
Capital Market in India
Capital market instruments in India
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a) Equity or Ordinary Shares:
It represents the ownership capital. It is of several types:
Authorized equity share capital: The maximum sum of share capital that a company can raise
is its authorized share capital.
Issued capital: It is that portion of the capital which offered by the company to the investors.
Subscribed capital: It is the part of issued capital which is subscribed by the investors.
Paid-up capital: It is the capital that paid by the shareholders.
he main features include limited liability, residual claim to income, right to control, preemptive rights.
b) Preference Shares:
It has certain characters of equity share and debentures. It has a fixed rate of interest. It has
preferential right to get dividend in comparison to equity share. The preference shareholders
can get cumulative dividends i.e. all unpaid dividend are payable. They have no voting right.
But, if the preference shares are not paid for more than 2 years with regard to cumulative shares,
the preference shareholders permitted to vote.
c) Debentures or Bonds or Notes:
The debenture holders are long-term creditors. The debenture holders get a predetermined rate
of interest and the principal sum is refunded at specified time.
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Three types of debentures are found presently in India as:
i. Convertible debenture after 36 months,
ii. Optionally convertible debenture within 36 months,
iii. Compulsorily convertible with 18 months

d) Innovative Debt or Instrument:
The debenture may be compulsorily, optional or convertible. Call option gives a chance to the
company to redeem the bonds prematurely. The firms issue su0236590c214\75h bonds and in
favourable condition, they refund it.
A warrant gives the right to subscribe the equity shares at a certain period. The zero coupon
bonds do not carry any coupon rate and sold at discount from their maturity value.
The deep discount bond issued at discount over its face value far below the yield to maturity.
Floating rate bonds are bonds whose interest rate are not predetermined and it is the percentage
point more than the benchmark rate. The benchmark rate is interest rate on treasury bills, bank
rate, and maximum rate on term deposit.
e) Forward Contracts:
It is the contract based on specified price to buy or sale at a definite future date of an asset. The
buyer assumes a long position and decides to buy at a definite future date at a definite price to
buy and the other party gets short position to sell the asset on the same date at specified price.
These are traded outside the stock exchange.
f) Futures or Future Contracts:
It is a contract between 2 parties to buy or sale an asset at a definite time in the future, at a
definite price. It solves the different issues related to the forward market. It reduces the counter
party risk as seen in forward contract.
The future contracts are traded in an organized stock market while forward contract are traded
in OTCEI. The future contracts are standardized contract which follow daily settlement. The
forward contracts are customized contract terms and settlement done at the conclusion of the
period.
g) Options or Option Contracts:
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In forward contract and future contract, the parties dedicated themselves to do something
whereas in case of option contract the parties get option the right to do something. The forward
contract and future contract does involve any charge any cost. But the option contract requires
an up-front payment. The option contracts are of two types, call option and put option. In case
of call option the holder get the right not obligation to buy an asset by a definite date for a
definite price. In case of put option the holder gets the right not the commitment to sell an asset
on a pre-set date for a pre-set price.
11.8 Capital Market Intermediaries

PRIMARY MARKET INTERMEDIARIES
The primary market deals with the sale of new securities. The following are the primary
market intermediaries:
A.MERCHANT BANKER OR LEAD MANAGERS:
Merchant bankers are corporate body who involve in issue of securities. It acts as manager or
advisor or consultant to issuing company. A merchant banker needs a mandatory registration
under the regulation 3 of SEBI (Merchant Bankers) Regulations, 1992. These activities broadly
involves defining the composition of capital structure, compliance with procedural formalities
, appointment of registration , listing of securities, organisation of underwriting , selection of
brokers & bankers, publicity & advertisement agent , private placement of securities, advisory
services, etc. The merchant bankers are responsible to make all attempts to safeguard the
interest of investors. Due diligence, high standards of integrity, dignity has to be applied by the
merchant bankers. The merchant
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bankers are also accountable in giving sufficient information without misleading about the
applicable regulations and guidelines. Now, it is obligatory for all public issues to be managed
by merchant bankers working as the leading managers.
B. UNDERWRITER:
An underwriter may be an individual, broker, merchant banker, financial institution or banks.
The underwriting is an arrangement among the issuing company & the assuring party via an
agreement to take up shares or debentures or other securities to a definite extent in case public
subscription does not amount to the expected level. Thus, in case of any shortage, it has to be
made sufficient by underwriting arrangements by the underwriter as per the agreement.
C. DEBENTURE TRUSTEES:
The issuing company has to make appropriate arrangements and fulfil the legal necessities for
the investor. The company provides these amenities to the investors for a fee under a plan
implementing as trust deed with the trustee who are mainly banks and financial institutions and
file the similar with the Registrar of Companies. The chief responsibility of the debenture
trustees is mainly the ownership of trust property in agreement with the trust deed, taking
periodical report from the body corporate, enforce security of interest, protection of the
debenture holders, inspect books of a/c, notify SEBI if any breach of trust deed etc.
D. REGISTRARS AND SHARE TRANSFER AGENTS:
These are very significant intermediaries in organizing new capital, keeping records,
determining the basis of allotment etc. for the investors. They are very suitable in case of share
transfer, sale, as it supports in liquidity to the investors of their investment. They also offer this
service to the existing companies. But this responsibility decreases as depository system comes
into play. But the share transfer agents will have to work unless the old system is entirely
abolished and the shareholding completely switch over to dematerialized system, The
‘Registrar to an issue means, any individual appointed by the company or group of individuals
transmit out such activities on its behalf i.e. collecting applications, maintaining records,
determining the basic for allotment of securities, finalizing the list from the same, process &
dispatch of allotment letters etc.
The ‘Share Transfer Agents’ means, any person who keep records of holder of securities on
behalf of any corporate. They manage all matters linked with it, like redemption, transfer of
securities etc. It can be a unit of a body corporate performing the activities at any time the
total no. of holders of its securities issued is greater than one lakh.
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E. BANKERS TO ISSUE:
The Chapter I of SEBI (Bankers to an Issue) Regulations, 1994, deals with Banker to an
issue.
The Banker to issue means a schedule bank performing on all or any of the following
activities:
A. Acceptance of application and application money.
B. Acceptance of allotment or call money.
C. Refund of application money
D. Payment of dividend or interest warrant.
SECONDARY MARKET INTERMEDIARIES
The trading of securities that are initially offered is dealt by the secondary market. The below
mentioned are the secondary market intermediaries:
A. PORTFOLIO MANAGER:
The word ‘portfolio’ refers to the total sum of holdings of securities owned by any person and
the portfolio manager is the person who under an arrangement with the client, instructs or
guides the management and administration of such portfolio of securities. The portfolio
manager has to move into an agreement on behalf of a client and it contains:
1. The investment objectives,
2. Area of investment,
3. Type of instrument,
4. Custody of securities,
5. Procedure of client’s account etc.
B. STOCK BROKERS:
Stock brokers are members of known stock exchanges who buy and sell or deals in securities.
For a broker to transact in the securities on a recognized stock exchange, it is mandatory that
he must be registered as a stock broker with SEBI. They simplifies transaction of securities in
the secondary market. The stock broker has to engage into an agreement with his client before
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buying & selling of securities. Person should have a client account with a registered broker or
sub- broker to buy or sell securities and will have to do the transaction through such broker or
sub-broker. A brokerage commission is charged by the broker or sub-broker for enabling
transaction.
C. CUSTODIAN:
It means any individual who delivers custodial services with respect to securities of a client or
safe keeping of gold or gold related instrument. They run their purpose by opening custodial
account which is an account of a client preserved by a custodian of securities. Any individual
who recommends to move such business as custodian of securities will have to give an
application to SEBI for grant of a certificate for registration. The applicant satisfies the capital
requirement specified under regulation 7(1), a net worth of at least rupees 50 crore. The
applicant should have the essential infrastructures and should follow all rules and regulation
approved under any law for the time being in force relating to securities, gold or gold related
instrument. The applicant should be skilled person and the grant of certificate is in the interest
of investor. Custodian has the duty to examine their affairs through the inspecting officer such
as books, securities etc.
11.9 Summary
•
•
•
•
•

•
•

•
•
•

Money Market is a market for short term funds. Money is raised and deployed for
short term in this market.
The Money Market is the close alternative for money with the short term till 1 year.
A minimum sum of Rs. 20 cr. for each transaction was allowed in the participation of
the corporate in the call money market.
The maturity period of CODs must be minimum 15 days & not more than 1 year.
As per the suggestion of the Sukhmoy Chakravarty Committee and the Narasimham
committee, RBI started a series of reform in Indian Money Market.
MMMFs are formed to provide safety, liquidity and return.
The capital market instrument can be bifurcated into three classes as pure, hybrid and
derivatives.
Convertible debenture after 36 months, optionally convertible debenture in 36 months
and compulsorily convertible in 18 months are the 3 types of debentures
The option contracts are of 2 types, call option & put option.
The capital market involves 2 parts, the securities market & other forms of lending
and borrowing.
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UNIT-12 SEBI & ITS REGULATIONS
Structure
12.1 Learning outcomes
12.2. Introduction
12.3 Objectives of the sebi
12.4 Constitution of SEBI
12.5 Functions of SEBI
12.5.1 Protective functions
12.5.2 Regulatory functions
12.5.3 Development functions
12.6 Powers of SEBI
12.7 Institutional trading platform
12.8.The eligibility criteria for the company
12.8.1 Regulatory criteria
12.8.2 Exchange criteria
12.9. Investor protection
12.10 Investor education
12.11 Investor grivenance
12.12 Insider trading
12. 13 Summary
12.1 Learning Outcomes
After studying this module, you shall be able to:
•
•
•
•
•
•

Understand the concept of Secondary Market.
Learn about Stock Exchange in India with its Functions.
Know various Intermediaries in Secondary Market.
Process of Trading in Secondary Market
Concept of Margin Money
Know the Development of Secondary market.
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12.2 Introductions
The SEBI of India was established in April 1988. It has been functioning the full administrative
control of the Government of India. It works under the guidance of Ministry of Finance. It is
the agent of the Central Government in capital market. It is established for the regulation and
orderly functioning of the stock exchanges. It also works for protecting the investor’s rights,
prevents malpractices in security trading and promotes healthy growth of the capital markets.
It was granted statutory status in 1992 under SEBI Act. It has the full authority to control,
regulate, monitor and direct the capital markets. It is the watchdog of the securities market. It
is the most powerful organ of the Central Government in the capital market. After the repeal
of the Capital Issue Control Act and abolition of the CCI the SEBI was given full powers on
the new issue market and stock market. It has been issuing guidelines since April 1992 for all
financial intermediaries in the capital market. The guidelines have been issued with the
objective of investor protection. The guidelines also include the obligations of merchant
bankers in respect of free pricing, disclosure of all correct and true information and to
Incorporate the highlights and risk factors in investment in each issue through the prospectus.
It has been established for the healthy development and regulation of the capital market.
12.3 OBJECTIVES OF THE SEBI:
The main objectives of the SEBI are
• To save the rights and interests of investors particularly individual investors and to guide
and educate them.
• To prevent trading malpractices like rigging the price, insider trading, misleading
statements in prospectus, etc.
•To regulate stock exchanges and the securities market to promote their orderly functioning.
•To registering and regulating the working of stock brokers, sub-brokers etc
•To promote the development of Securities Market;
•To Promoting and regulating self-regulatory organizations.
12.4 CONSTITUTION OF SEBI
The Central Government has been constituted by a Board by the name of SEBI under Section
3 of SEBI Act. The head office of SEBI is in Mumbai. SEBI may establish offices at other
places in India. SEBI constitutes of the given members, as follows :
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(a) Chairman
(b) Two members which are selected from the officials of the Ministry of the Central
Government. These people are dealing with Finance and administration of Companies Act,
1956;
(c) One member from the officials of the Reserve Bank of India;
(d) five other members of which at least three will be full time members. These are appointed
by the Central Government.
The management , general supridentant and direction of the affairs of SEBI lie in a Board of
Members. It exercises all powers and do all acts and things which may be exercised or done by
SEBI. The Chairman also has powers of general superintendence and direction of the affairs of
the Board and may also exercise all powers and do all acts and things which may be exercised
or done by the Board.
The SEBI is a very powerful and important organ in the capital market. It represents the Central
Government. It is a statutory body in the capital market. It leads, monitors, regulates and
controls the activities of the capital market. The organization has divided its activities into the
five operational
departments. The each department will be headed by an executive director. The Legal
department and investigation department also are headed by the executive directors. The
following are the main departments which are functioning in the organization
1. Primary Market Department: The Primary market department is the most important division
in the organization of the SEBI. It deals with the new issue market activities. It is headed by a
division chief with specific responsibilities. It relates to the policy matters of the public issues.
It looks after all the regulatory issues for the primary market in India. It also involve in
regulatory matters with regard to the financial intermediaries. It also looks after the investor
grievances. It deals with the investor complaints for refund of application money for nonallotted refund of excess money, non-receipt of dividends, non-receipt of share certificates etc.
Therefore, it has the full authority with reference to the public issues.
2. Issue Management and Intermediaries Department: This particular department will take care
about the critical examination of offer document. The offer document is the most important
paper in public issue. It is the tool for attracting the investors. It is the basic document which
is promised by the company to the newly becoming shareholders. The offer document should
contain only facts and a right
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projection about the future. Some companies can misguide the investors by creating a gloomy
picture about their product and company. Therefore, this department shall closely monitor the
contents of the offer documents. This department also involve in the registration of the financial
intermediary. It also monitors the activities of various financial intermediaries.
3. Secondary Market Department: It occupies a vital role in the regulation of the capital market
operations. It takes into account framing the policy matters regarding stock exchange activities.
It controls the secondary market activities. It also guides and monitors the stock exchange
administration. It continuously monitors the price movements in the stock market. It involves
in the development of new investment products. It closely observes the market movements and
gathers information through market surveillance. It also looks about the insider trading
practices. It makes the policy and also develops the regulatory matters. It is basically done for
the secondary markets in India. Also it gives directions to the administration of stock exchange
authorities on various matters. It also takes into the affairs of stock exchanges administration
inspection by making inquiry towards financial intermediaries. It also regulates the sub-brokers
activities.
4. The Institutional Investment Department: This department makes various the policy matters
in regard to the institutional investors. These are more important in the capital market. They
will keep the higher amount of investment in the stock markets. They are involved in the buying
and selling of shares
with crores o investment. The following members will be treated as institutional investors:
(a) Mutual
(b) FII( Foreign Institutional Investors).
(c) Corporate investors
(d) Institutional investors.
It takes care of mergers and acquisitions in the corporate sector. It also concentrates on research
and publications. It also maintains international relations in the process of globalization. It
makes the policy matters for investors who are institutional. The education of the investor has
also emerged as a important part of SEBI’s efforts to protect the interest of the investors in
securities market.
5. Legal Department: The legal department undertakes the job of providing legal advisory
services to the organization. It also handles all litigations and other legal issues.
6. Depositories Department: This department regulates and promotes the market for derivative
instruments.
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7. Takeover department: This department takes care of the substantial acquisition of shares and
takeovers of companies.
12. 5 FUNCTIONS OF SEBI
SEBI has the responsibility to safeguard the
interests of the investors in securities and to enhance the development of, and regulation of
the securities market by such measures as it thinks fit. The measures referred to therein may
provide for:12.5.1 Protective Functions:
•It stops and bans unfair trade practices in the securities market, e.g., price rigging, market
misleading statements in prospectus manipulations etc.
•It controls insider trading and imposes penalties for such practices. •It undertakes steps for
investors protection
•It promotes fair practices and code of conduct in securities market.
12.5.2 Regulatory Functions:
•It involves regulation of the business in security markets and other stock exchanges;
•It involves registration and regulation of the working of a variety of agents such as stock
brokers
share transfer agent, bankers and sub brokers to a given issue, trustees belonging to trust deeds,
registrars for a particular issue, underwriters, merchant bankers, portfolio managers,
investment advisers and many other intermediaries who may be associated with securities
markets in any manner;
•Registration and regulation of participants working, depositories, custodians of securities,
FNIS, credit rating agencies and many other intermediaries for example SEBI may, by
notification, specify in this behalf;
•Registration and regulation in the working of venture capital funds and collective investment
schemes which includes mutual funds; regulating substantial acquisition of shares and takeover of companies;
•promoting and regulating self-regulatory organizations;
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12.5.3 Development Functions:
•Promotion of the education of investors' and their training of intermediaries of securities
markets;
•Banning any company to issue prospectus, any offer document, or advertisement soliciting
money from the public for the issue of securities,
•For conducting research and publication of information that is useful to all market
participants.
12.6. POWERS OF SEBI:
The Powers of SEBI: The powers have been given to the SEBI with the enactment of SEBI
Act, 1992
1. Regulating the business activities in the capital market
2. Power to grant registration to financial intermediaries.
3. Register and regulate how the depositories work. Working of custodians, FIIs, credit rating
agencies is also seen
4. Registering and regulating the working of venture capital funds and mutual funds.
5. Power to grant approval to bye-laws of recognized exchanges.
6. Power to prohibit insider trading.
7. Power to compel listing of securities by public companies.
8. Power to control and regulate stock exchanges.
9. Power to call for any information or explanation from recognized stock exchanges or its
members
10. Power to levy fee.
11. Power to regulate substantial acquisition of shares and takeover of companies.
12. Power to promote and regulate self regulatory bodies.
13. Stopping fraud and unfair trade practices which relate to the securities markets.
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14. Promotion of investors, education and training
15. Performing any other functions as may be assigned by the government from time-to-time
SME IPO’s – Regulatory Background
In one of the board meetings of SEBI held on November 9, 2009, a decision was made by SEBI
. It stated that an SME exchange should be established and developed. SEBI released a circular
on May 18, 2010 .It prescribed the framework for setting up of SME exchange or an SME
platform for BSE/NSE .In the year September 2011, SEBI made amendments in the ICDR
Regulations to enable IPO’s for listing on SME Exchange/ platform. Dedicated platform have
been created at BSE & NSE for SME. The BSE launched its platform on March 13, 2012. NSE
has branded its SME platform as EMERGE & launched it on March 13, 2012.
Eligibility Criteria
One common factor : Maximum paid up equity capital
should be Rs.25crs

BSE

NSE

Important Regulations for SME IPO's
•Underwriting of IPO is compulsory
•Merchant Banker must underwrite at least 15% of IPO •Minimum number of allot tees is 50
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•Minimum application size is Rs.1 lac
•Market making is compulsory for three years.
•Filing DRHP or Prospectus with SEBI is not required
12.7 INSTITUTIONAL TRADING PLATFORM
In the budget speech, the finance minister made an announcement that start up business and
SME’s can get themselves listed on the bourses without an IPO. Stock exchange bureau has
also made the provision in ICDR guideline. It has introduced introducing Chapter XC in which
listing on the Exchange is made possible without bringing IPO. SEBI has given notice on the
same on 8th October 2013 and also issued a detailed circular on 24th October, 2013. The
benefits of listing on ITP are as follows:

12.8 The Eligibility Criteria for listing:
12.8.1 Regulatory Criteria:
•

The company and its promoter and the group company and the director of the
company will not appear in the list of defaulters of RBI as maintained by CIBIL

•

No option is given for closing up of the petition against the company which was
admitted by a competent court.

•

The company and all its group companies and the subsidiaries are referred to the
Board for Industrial and Financial Reconstruction. It is done in a time period of five
years before the date of application for list.

•

Regulatory actions are not taken against the company, the promoter of the company or
director, by the Board, Reserve Bank of India, Insurance Regulatory and Development
Authority or Ministry of Corporate Affairs within a period of five years prior to the date
of application for listing
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12.8.2 Exchange Criteria:
•

•
•
•

The Company will satisfy at least one of the criteria as on date of application:- Net
Tangible Assets of minimum Rs. 1 Crore. (Net Fixed Assets plus Net Current Assets)
OR
Net income* (excluding extraordinary and other income) of Rs. 50 Lacs as per the
latest audited financials. *(Net income = Sales – Purchases)
There has been no change in the promoters of the Company in preceding one year
from date of filing application to BSE for listing on ITP segment.
Mandatorily signing tripartite agreement with both the depositories

12.9 INVESTOR PROTECTION
Keeping in view the importance of investor protection for the growth of securities market SEBI
had introduced several provisions in the form of various rules and regulations in the primary
market and secondary market to ensure fair and smooth trade in securities.
Under section 11A of the SEBI Act, 1992, SEBI, for protection of investors, may
• Specify the manner in which the matter relating to issue of capital, transfer of securities and
other matters shall be disclosed by the companies
•Prohibit any company from issuing prospectus, any offer document or advertisement for
issue of securities
•Specify the requirement for listing and transfer of securities

•No company can make an issue of securities unless a draft prospectus has been filed with
SEBI.
•No company shall make an issue of securities unless it has made an application for listing of
securities at a stock exchange
•No company shall make a public issue of shares unless all existing shares are fully paid.
•An unlisted company can make issue of share if (a) it has not tangible assets of at least Rs. 3
cr.
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In each of the three preceding year (b) it has a track of distributable profit for 3 years out of 5
preceding year, (c) it has net worth of at least Rs. 1 cr. In 3 out of 5 preceding years.
•The lead merchant banker is required to exercise due diligence as a pre- issue obligation.
•No company to make issue of debt instruments unless a credit rating of not less than
investment grade has been obtained for the debt instrument.
•In public issue by an unlisted company, the promoter shall contribute at least 20% of the
post-issue capital.
•An issue advertisement shall be truthful, fair and clear not contain any statement which is
untrue or misleading.
12.10 INVESTOR EDUCATION
SEBI constituted a working group on investors’ education to advise SEBI on matters relating
to investors' education. The objective of this is to make an investor aware of:
(i) The right he has as a shareholder.
(ii) The responsibility of the investors.
(iii) The risk which is assumed by an investor.
(iv) The procedures relating to trading and transfer of securities.
(v) The remedies for problems that he may encounter.
Right of investor
• To receive the share certificate, on allotment or transfer as the case may be, in due time.
• To receive copies of Director’s Report, Balance sheet and P & L A/C and the Auditor’s
Report.
• Participation and voting in general meeting. It can be done either personally or through
proxies.
• To get dividend in the given time once it is approved in general meeting
• To receive corporate benefits like right, bonus, etc
• To apply to company law board to call or direct the annual general meeting
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• To proceed against the company by way of civil or criminal proceedings
• To receive the residual proceeds.
12.11. INVESTORS’ GRIEVANCES
In order to provide better and transparent system of redresses of grievances of investor the
SEBI (ombudsman) regulation, 2003 have been issued. The ombudsman shall have the
following power and functions:
(a) To receive complaints specified in regulation 13 against any intermediary or listed
company or both.
(b) To consider such complaint and facilities resolution thereof by amicable settlement.
(c) To approve a friendly or amicable settlement of the dispute between the parties.
(d) To adjudicate such complaints in the event of failure of settlement thereof by friendly or
amicable settlement.
A person may lodge a complaint on any one or more of the following grounds either in the
board or to the ombudsman concerned
•Non-receipt of refund orders, allotment letter in respect of a public issue of securities of
companies or units of mutual funds or collective investment schemes.
•Non-receipt of share certificates, unit certificates, debenture certificate, bonus shares.
•Non receipt of dividend by shareholders unit-holders.
•Non-receipt of interest on debentures, redemption amount of debentures or interest on
delayed payment of interest on debentures.
•Non-receipt of interest on delayed refund of application monies.
• Non-receipt of annual reports or statements pertaining to the portfolios.
•Non-receipt of redemption amount for a mutual fund or returns from collective investment
schemes.
•Non-transfer of securities by an issuer company mutual fund collective investment
management company or depository within the stipulated time
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•Non-receipt of letter of offer or consideration in takeover or buy-back offer or delisting.
•Non-receipt of statement of holding corporate benefits or any grievances in respect of
corporate benefits
•Any grievance in respect of public, right or bonus issue on a listed company.
•Any matter covered under section 55A of the companies act, 1956
•Any grievance in respect of issue or dealing in securities against an intermediary or a listed
company
12.12 INSIDER TRADING
Insider trading is the trading of a public company's stock or other securities (such as bonds or
stock options) by individuals with access to non-public information about the company. In
various countries, insider trading based on inside information is illegal. This is because it is
seen as unfair to other investors who do not have access to the information. The insider trading
in a broader sense includes any attempt to:
(i) Benefit the individual or other agency indulging in such practice.
(ii) Benefit the company through such action, by using price sensitive information.
Insider trading may benefit some persons at the cost of others. As a part of investors’
protection, SEBI has taken necessary steps to prohibit insider trading by checking and
curbing unhealthy and manipulative practices by persons who have more access than others
of the information about a company.
Price sensitive information means and includes any information which relates directly or
indirectly to a company which, if published is likely to materially affect the price of securities
of the companies. Price sensitive information includes:
(i) Periodical financial results of the company.
(ii) Intention to declare dividend.
(iii) Issue or buy-back of securities.
(iv) Expansion plans projects merger amalgamation.
(v) Disposal of whole or part of undertaking
(vi) Significant changes in policies, plans of the company
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12.13 Summary
•The Securities and Exchange Board of India (frequently abbreviated SEBI) is the regulator
for the securities market in India.
•It was established in the year 1988 and given statutory powers on 12 April 1992 through the
SEBI Act, 1992.
•In the budget speech, the Honorable Finance Minister, announced that the start ups and
SMEs can get listed on the bourses without IPO
•The basic functions of the Securities and Exchange Board of India as to protect the interests
of investors in securities and to promote the development of, and to regulate the securities
market and for matters connected there with or incidental thereto.
• SEBI has three functions rolled into one body: quasi-legislative, quasi-judicial and quasiexecutive. It drafts regulations in its legislative capacity,
• It conducts investigation and enforcement action in its executive function and it passes rulings
and orders in its judicial capacity. Though this makes it very powerful, there is an appeal
process to create accountability.
•Insider trading is the trading of a public company's stock or other securities (such as bonds or
stock options) by individuals with access to non-public information about the company
• In order to provide better and transparent system of redresses of grievances of investor the
SEBI (ombudsman) regulation, 2003 have been issued
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