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ABSTRACT 
The financial markets in India have undergone phenomenal metamorphosis during the 

last two decades. Initial teething troubles followed by buoyant growth and transforming 

through teenage pauses, umpteen topsy-turvy was witnessed during the span. 

Unsurprisingly, such pangs are quintessential of a free economy which is jostling for a 

suitable position in the global financial markets. The fastest free market economy is now 

straight-jacketing with the challenges and opportunities to opt for either slow and steady 

or fast and furious growth, in the decade to come. In perspective of such imperative 

developments in the financial sector that exhibited immunity to the global financial 

turbulence through a proactive response to the challenges, the paper aims to explore the 

future milestones of prospects. Indeed, a robust regulatory framework only ignites the 

development of financial markets to keep pace with innovations in the market structure. 

Timely measures mandated by the appropriate authority checks on the performance of 

financial institutions, shielding them from vulnerability and unexpected fluctuations. 

Increased volatility and constant upheavals in financia markets enable potential for good 

governance and a well designed macro prudential framework to ensure stability and 

growth.  
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CURRENT CHALLENGES OF 

CHANGE 

Fundamental challenge for financial 

institutions today is functioning and 

retaining their efficiency in turbulent 

periods. Business models are 

undergoing a structural change to 

accommodate the changing 

regulations and foster growth. It can 

be said that there needs to be a well-

defined framework which will 

withstand disruptions and lead the 

financial markets towards growth 

and progression. Core elements like 

efficiency, stability, transparency, 

inclusion and sustainability play a 

vital role in determining the growth 

trajectory of India. Standardising and 

harmonising the regulatory norms 

and support our financial markets on 

the global pedestal. The banking 

sector continues to be one of the 

prime drivers of economic growth. 

Strong fundamentals in the banking 

sector, supported by increased credit 

and growth of assets have resulted in 

increased profitability. The global 

banking landscape is changing 

rapidly, and our domestic banking 

system needs to gear up in order to 

keep pace with its global 

counterparts. To sustain itself amidst 

fierce competition, the Indian 

banking industry had over the period 

undergone transformation from a 

strategic viewpoint, focusing on 

aspects of scale, scope, prudence and 

knowledge. Banks today, have 

increasingly realised the need to 

outgrow plain vanilla offerings, and 

deliver products which are cost-

effective, flexible and tailored to the 

needs of the rural customer. 

Moreover, a focus on inclusive 

growth has taken centre-stage 

involving huge investments in 

technology. Another major area to 

boost the economic growth is that of 

infrastructure financing. The rapid 

pace of economic growth has led to 

an even higher unfulfilled demand 

for infrastructure development. Long 

term funding for building 

infrastructure is a big challenge 
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considering the dormant corporate 

bond market and poorly developed 

debt market which needs to be scaled 

up to a great extent to match its steps 

to the economic growth momentum. 

Banking Sector: In Sync with 

Capital Markets 

The banking sector continues to be 

one of the prime drivers of economic 

growth. Strong fundamentals in the 

banking sector, supported by 

increased credit and growth of assets 

have resulted in increased 

profitability. Banks today, have 

increasingly realised the need to 

outgrow plain vanilla offerings, and 

deliver products which are cost-

effective, flexible and tailored to the 

needs of the rural customer. 

Moreover, a focus on inclusive 

growth has taken centre-stage 

involving huge investments in 

technology. Infrastructure financing 

has been identified as a growth 

engine of the financial markets. The 

rapid pace of economic growth has 

led to an even higher unfulfilled 

demand for infrastructure 

development. Long term funding for 

building infrastructure is a big 

challenge considering the dormant 

corporate bond market and poorly 

developed debt market which needs 

to be scaled up to a great extent to 

match its steps to the economic 

growth momentum.  

Over the last few years, SEBI has 

announced several far reaching 

reforms to promote the capital 

market and protect investors’ 

interests. Reforms in the secondary 

market have focused on three main 

areas:  

 Structure and functioning of 

stock exchanges 

 Automation of trading and post 

trade systems 

 Introduction of surveillance 

and monitoring systems 

Computerized online trading of 

securities, and setting up of clearing 

houses or settlement guarantee funds 
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were made compulsory for stock 

exchanges. Stock exchanges were 

permitted to expand their trading to 

locations outside their jurisdiction 

through computer terminals. Thus, 

major stock exchanges in India have 

started locating computer terminals 

in far flung areas, while smaller 

regional exchanges are planning to 

consolidate by using centralized 

trading under a centralized structure. 

Online trading systems have been 

introduced in almost all exchanges.  

 

Trading is much more transparent 

and quicker than in the past 

Since 1992, there has been 

intensified market reform, resulting 

in a big improvement in securities 

trading, especially in the secondary 

market for equity. Most stock 

exchanges have introduced online 

trading and set up clearing houses / 

corporations. A depository has 

become operational for non-script 

trading and the regulatory structure 

has been overhauled with most of the 

powers for regulating the capital 

market vested with SEBI. The Indian 

capital market has experienced a 

process of structural transformation 

with operations conducted to 

standards equivalent to those in 

developed markets. It was opened up 

for investment by foreign 

institutional investors (FII) in 1992 

and Indian companies were allowed 

to raise resources abroad through 

Global Depository Receipts (GDRs) 

and Foreign Currency Convertible 

Bonds (FCCBs).The primary and 

secondary segments of the capital 

markets expanded rapidly, with 

greater institutionalization and wider 

participation of individual investors 

accompanying this growth. 

However, many problems, including 

lack of confidence in stock 

investments, institutional overlaps, 

and other government issues, remain 

as obstacles to the improvement of 

capital market efficiency 

In 1994 the Bombay stock exchange 

(BSE) was subject to nationwide 
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competition by two new stock 

exchanges- the National stock 

exchange (NSE) and over the 

counter stock exchange of India 

(OTCEI), The National Securities 

Clearing Corporation (NSCC) and 

National Securities Depository 

Limited (NSDL) were set up in April 

1995 and November 1995 

respectively for improved clearing 

and settlement and dematerialized 

trading. The Securities Contracts 

(Regulation) Act, 1956 was amended 

in 1995-96 for introduction of 

options trading. Moreover rolling 

settlement was introduced in January 

1998 for dematerialized segment of 

all companies. With automation and 

geographical spread, stock market 

participation increased. In1996 the 

National Stock Exchange of India 

launched S&P CNX Nifty and CNX 

junior indices that make up 100 most 

liquid stocks in India. CNX Nifty is a 

diversified index of 50 stocks from 

25 different economy sectors. The 

indices are owned and managed by 

India Index Services and Products 

Ltd (IISL) that has a consulting and 

licensing agreement. In 1998, the 

National Stock Exchange of India 

launched its web-site and was the 

first exchange in India that started 

trading stocks on the internet in 

2000. 

In 2000 BSE used sensitive index, 

i.e. Sensex to open its derivatives 

market, trading sensex future 

contracts. The development of 

Sensex options along with equity 

derivatives followed in 2001 and 

2002, expanding the BSE’s trading 

platform. The introduction of rolling 

settlement system in all scrips and 

electronic fund transfer in 2003 

reduced the settlement cycle to t+2. 

During 2005-06, Indian corporations 

mobilized over Rs.1237 trillion from 

the markets of which close to 78% 

was Debt all of which was privately 

placed. Of equity issues amounting 

to over Rs. 273 trillion, about 40% 

were IPO’s and remainder seasoned 

offerings. Close to 25% of these 
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latter were right offerings. 

Qualitatively, these proportions have 

remained more or less stable over the 

years. Indian capital market in 2007-

08 features a developed regulatory 

environment, a modern market 

infrastructure, a steadily increasing 

market capitalization and liquidity, 

better allocation and mobilization of 

resources, a rapidly developing 

derivatives market, a robust mutual 

fund industry, and increased issuer 

transparency. However in the last 

quarter of 2008 and up to the first 

quarter of 2009, the capital market 

went through a phase of downsizing 

due to the direct impact of global 

financial crisis that originated from 

the USA sub- prime mortgage 

market. Indian capital market has 

seen its worst time with the global 

financial crisis. The most popular 

stock index, i.e., Sensex declined to 

its level attained in December 2005. 

Similar decline has also been noticed 

for S & P CNX Nifty index. Despite 

the scale down of popular capital 

market indices up to the first quarter 

of 2009, Indian stock market now 

provides the evidence of strong 

resistance to global financial 

contagion. This infers a strong 

investor confidence and well risk 

diversification in Indian capital 

market 

 

RISK MANAGEMENT SYSTEM 

SEBI has taken several measures to 

improve the integrity of the 

secondary markets. Legislative and 

regulatory changes have facilitated 

the organizing stock brokers. Capital 

adequacy norms have been 

prescribed and are being enforced. A 

mark-to-market margin and intraday 

trading limits have also been 

imposed. Further the stock 

exchanges have put in place circuit 

breakers, which are applied in times 

of excessive volatility. The 

disclosure of short sales and long 

purchases is now required at the end 

of the day to reduce price volatility 
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and further enhance the integrity of 

the secondary market. 

 

DERIVATIVE MARKETS 

Risk is a prima-facie feature of most 

commodity and capital markets. 

Variations in the prices of 

agricultural and non-agricultural 

commodities get induced, over time, 

by demand and supply dynamics. 

The last two decades have witnessed 

many fold increase in the volume of 

international trade and business due 

to the wave of globalization and 

liberalization sweeping across the 

world. This has led to rapid and 

unpredictable variations in financial 

asset prices, interest rate and 

exchange rates, and subsequently, to 

exposing the corporate world to an 

unwieldy financial risk. In the 

present highly uncertain business 

scenario, the importance of risk 

management is much greater than 

before. The emergence of derivatives 

market is an ingenious feat of 

financial engineering that provides 

an effective and less costly solution 

to the problem of risk that is 

embedded in the price 

unpredictability of the underlying 

asset. In India, the emergence and 

growth of derivatives market is 

relatively a recent phenomenon. 

Since its inception, derivatives 

market has exhibited exponential 

growth both in terms of volume and 

number of traded contracts. The 

market turnover has grown from 

Rs.2, 365 crore in 2000-2001 to 

Rs.11, 10, 482.20 crore in 2008-

2009. Within a short span of eight 

years, derivative trading in India has 

surpassed the cash segment in terms 

of turnover and number of traded 

contracts. 

The first step towards introduction of 

financial derivatives trading in India 

was the promulgation of the 

Securities laws (Amendment) 

Ordinance, 1995. It provided for 

withdrawal of prohibition on options 

in securities. Around the same 

period, national electronic 
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commodity exchanges were also set 

up. Derivatives trading commenced 

in India in June 2000 after SEBI 

granted the final approval to this 

effect in may 2000 on the 

recommendation of L.C. Gupta 

committee. SEBI permitted the 

derivatives segments of two 

exchanges, NSE and BSE and their 

clearing houses/ corporation to 

commence trading and settlement in 

approved derivative contracts. 

Initially SEBI approved trading in 

index futures contracts based on 

various stock market indices such as, 

S&P CNX, Nifty and Sensex. 

Subsequently, index based trading 

was permitted in options as well as 

individual securities. 

Equity derivatives market in India 

has registered an “explosive growth” 

and is expected to continue the same 

in the years to come. NSE alone 

accounts for 99 % derivatives trading 

in Indian markets. Trading in 

derivatives gained popularity soon 

after its introduction. In the due 

course, the turnover of the NSE 

derivatives market exceeded the 

turnover of the NSE cash market. 

For example, in 2008, the value of 

NSE derivative markets was Rs.130, 

90477.75 Cr. whereas, the value of 

the NSE cash markets was only Rs. 

3,551,038 Cr. If we compare the 

trading figures of NSE and BSE, 

performance of BSE is not 

encouraging both in terms of volume 

and number of contracts traded in all 

product categories. In sharp contrast 

to NSE, the situation at BSE is just 

the opposite: its cash segment 

outperforms the derivatives segment. 

Among all the products traded on 

NSE in F&O segment, single stock 

futures also known as equity futures, 

are most popular in terms of volume 

and number of contracts traded, 

followed by index futures with 

turnover shares of 52 % and 31 %, 

respectively. In case of BSE, index 

futures outperform stock futures. If 

we compare the turnover- wise 

performance of the derivatives 
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segment over the last five years, it 

may be noticed that the Indian 

segment has expanded phenomenally 

as compared to the global segment. 

The turnover of the NSE derivatives 

segment in 2003-2004 stood at 

Rs.21, 30, 610 Cr. It grew at an 

astonishing level of Rs.130, 90, 477 

Cr. during the year 2007-08, 

displaying a more than six- time 

increase over the five year period. In 

marked contrast, at the global level 

the increase was less than even two 

fold: the turnover was $ 8163 million 

in 2003 and $ 15, 187 million in 

2007. 

 

FOREIGN EXCHANGE 

MARKET 

Foreign exchange system in world 

economy was formed over a long 

period of time. In 1867 a "gold 

standard" was introduced. This 

standard allowed exchange national 

currency for the gold exclusively.  

After World War II, up to year 1971 

well-known Bretton Woods 

Agreement had been applied. 

According to this agreement national 

currency was exchanged for a US 

dollar using fixed exchange rate. US 

dollar was compared to gold: 1oz of 

gold was equal to 35 USD. The 

Bretton Woods system finally 

crashed in August 1971. By the year 

1973 currency of most economically 

developed countries turned out to be 

convertible currency and its 

exchange rates were determined 

mainly demand to supply ratio. 

Foreign Exchange Market (FOREX) 

was created on 8th of January, 1976. 

From that moment free floating 

exchange rate became the only 

method of currency exchange. With 

the new monetary system currency 

of new agreement federates got rid of 

official gold content. During 

currency exchange on a free market 

uncontrolled prices were applied. 

That principle gave birth to freely 

convertible currency term. For many 

years only central banks and big 

financial corporations had access to 
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international currency trading. Free 

currency trade became accessible to 

individual traders around the 

seventies. In 1978 the government 

allowed banks to trade foreign 

exchange with one another. Today 

over 70% of the trading in foreign 

exchange continues to take place in 

inter- bank market. In 1990 wide 

ranging reform measures aimed at 

widening and deepening the foreign 

exchange and liberalization of 

exchange control were started. A 

credible macroeconomic, structural 

and stabilization programme 

encompassing trade, industry, 

foreign investment, exchange rate, 

public finance and the financial 

sector was put in place creating an 

environment conducive for the 

expansion of trade and investment. 

As a stabilization measure, a two 

step downward exchange rate 

adjustment by 9% & 11% between 

July 1 and 3, 1991 was resorted to 

counter the massive drawdown in 

foreign exchange reserves, to instil 

confidence among investors and to 

improve domestic competitiveness. 

A two-step adjustment of exchange 

rate in July 1991 effectively brought 

to close the regime of a pegged 

exchange rate. After the Gulf crisis 

in 1990-91, the broad framework for 

reforms in the external sector was 

laid out in the report of the high level 

committee on balance of payments 

(Chairman: Dr. C. Rangarajan), 

following the recommendations of 

the committee to move towards the 

market-determined exchange rate. 

The Liberalized Exchange Rate 

Management System (LERMS) was 

put in place in March 1992 initially 

involving a dual exchange rate 

system. Under the LERMS, all 

foreign exchange receipts on current 

account transactions were required to 

be surrendered to the Authorised 

Dealers (ADs) in full. The rate of 

exchange for conversion of 60% of 

the proceeds of these transactions 

was the market rate quoted by ADs, 

while the remaining 40% of the 



   International Journal of Scientific and Innovative Research 2013; 167-189 
1(2):97-101,P-ISSN 2347-2189, E- ISSN 2347-4971  

www.ijsir.co.in 177 

 

proceeds were converted at Reserve 

Bank’s official rate. The dual 

exchange rate system was replaced 

by a unified exchange rate system in 

March 1993, whereby all foreign 

exchange receipts could be converted 

at market determined exchange rate. 

The unification of the exchange rate 

of the Indian Rupee was an 

important step towards current 

account convertibility, which was 

finally achieved in August 1994, 

when India accepted obligations 

under Article 8 of the Articles of 

Agreement of the IMF. With the 

rupee becoming fully convertible on 

all current account transactions, the 

risk bearing capacity of banks 

increased and foreign exchange 

trading volumes stared rising. The 

Sodhani committee set up in 1994 

recommended greater freedom to 

participating banks, allowing them to 

fix their own trading limits, interest 

rates on FCNR deposits and the use 

of derivative products. 

 

DEBT MARKETS 

The development of these markets 

started in 1992, the year of glasnost 

(openness) and perestroika 

(restructuring) for India. The 

financial systems underwent changes 

as the country began its journey from 

a regulated to a free market 

economy. There were steps taken to 

de-regulate India’s financial system 

and as a result interest rates would be 

increasingly determined by the 

market forces and decreasingly the 

reserve bank. The government began 

to borrow from the markets at rates 

determined by the market forces by a 

system of auctions. Previously this 

was being done at pre-announced 

rates. Other reforms instituted by the 

RBI, in close coordination with 

Government of India, included 

introduction of new instruments such 

as zero coupon bonds, floating rate 

bonds and capital index bonds, 

introduction of Treasury Bills of 

varying maturities, conversion of 

Treasury Bills into dated securities, 
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and setting up system so that trading 

in debt instruments could be 

facilitated. This included the 

establishment of specialized 

institutions such as DFHI (Discount 

and Finance House of India) and 

STCI (Securities Trading 

Corporation of India) as primary 

dealers in government securities. 

When the government auctions the 

debt instruments through the RBI, 

primary dealers are allowed to bid. 

The debt market plays a very critical 

role for any growing economy which 

needs to employ a large amount of 

capital and resources for achieving 

the desired industrial and financial 

growth. The Indian debt market is 

today one of the largest in Asia and 

includes securities issued by the 

Government (Central & State 

Governments), public sector 

undertakings, other government 

bodies, financial institutions, banks 

and corporate. The Indian debt 

markets with an outstanding issue 

size of Government securities 

(Central and state) close to 

Rs.13,474 billion (or Rs. 1,34,7435 

crore) and a secondary market 

turnover of around Rs 56,033 billion 

(in the previous year 2007) is the 

largest segment of the Indian 

financial markets.(Source RBI & 

CCIL). 

The major reforms in the debt market 

are: 

 The system of auction 

introduced to sell the 

government securities. 

 The introduction of delivery 

versus payment (DvP) system 

by the Reserve Bank of India 

to nullify the risk of 

settlement in securities and 

assure the smooth 

functioning of the securities 

delivery and payment. 

 The computerization of the 

SGL. 

 The launch of innovative 

products such as capital 

indexed bonds and zero 
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coupon bonds to attract more 

and more investors from the 

wider spectrum of the 

populace. 

 Sophistication of the markets 

for bonds such as inflation 

indexed bonds. 

 The development of the more 

and more primary dealers as 

creators of the Government 

of India bonds market. 

 The establishment of the 

powerful regulatory system 

called the trade for trade 

system by the Reserve Bank 

of India which stated that all 

deals are to be settled with 

bonds and funds. 

 A new segment called the 

Wholesale Debt Market 

(WDM) was established at 

the NSE to report the trading 

volume of the Government of 

India bonds market. 

 Issue of ad hoc treasury bills 

by the Government of India as a 

funding instrument was abolished 

with the introduction of the Ways 

And Means agreement. 

The debt-market in India comprises 

of two segments, namely, 

government securities market and 

corporate debt market, but the size of 

the latter is currently very small, at 

about 14 % of the total debt market. 

This is reflective of both, the 

relatively high recurrent fiscal 

deficits and the underdeveloped 

status of the corporate debt market. 

 

GOVERNMENT SECURITIES 

MARKET 

Before the 1990s, the government 

securities market was featured by 

administered interest rates, high 

Statutory Liquidity Ratio (SLR) 

requirements that led to the existence 

of captive investors in banks, and the 

absence of a liquid and transparent 

secondary market. The coupon rates 

offered on government securities 

were not market related. Reforms in 

the government securities (G-Sec) 
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market were undertaken as a part of 

the overall structural reform process 

that was initiated in 1991-92 and 

were aimed at redressing many of 

these infirmities. The early initiatives 

in the reform of the G-Sec market 

were aimed at creating an enabling 

policy environment and included  

 the elimination of automatic 

monetization;  

 transition to market-related 

interest rates and  

 reduction in SLR requirement to 

the then statutory minimum level 

of 25 % 

The second phase of reforms in the 

G-Sec market was directed towards 

institutional development to enhance 

market activity, settlement and 

safety. These reforms included  

 establishment of a Delivery 

versus Payment system, to 

reduce settlement risk; 

 institution of the system of 

Primary Dealers (PDs), and  

 formation of market bodies such 

as Fixed Income Money Market 

and Derivatives Association of 

India (FIMM, DAI) and Primary 

Dealers Association of India 

(PDAI).  

Instrument persification was also 

seriously attempted during this phase 

of reforms. Prior to the 1990s, most 

of the government bond issuances 

were in the form of plain vanilla, 

fixed coupon securities. In order to 

meet the per se funding and hedging 

needs of participants, various types 

of instruments such as zero coupon 

bonds, capital indexed bonds, 

floating rate bonds and bonds with 

call and put options, were 

introduced. 

The third phase of reforms in the G-

Sec market is aimed at enhancing 

liquidity and efficiency. Some of the 

important initiatives that were taken 

during this phase are:  

 introduction of repo/ reverse repo 

operations in government 

securities to facilitate participants 
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to manage short-term liquidity 

mismatches;  

 functioning the Negotiated 

Dealing System (NDS), an 

automated electronic trading 

platform;  

 establishment of the Clearing 

Corporation of India Limited 

(CCIL) for providing an efficient 

and guaranteed settlement 

platform;  

 introduction of trading of G-secs 

in stock exchanges;  

 introduction of OTC and 

exchange-traded derivatives to 

facilitate hedging of interest rate 

risk;  

 introduction of Real Time Gross 

Settlement System (RTGS) 

which addresses settlement risk 

and facilitates liquidity 

management;  

 adoption of a modified Delivery-

versus-Payment mode of 

settlement which provides for net 

settlement of both funds and 

securities legs; and  

 announcement of an indicative 

auction calendar for Treasury 

Bills and dated securities  

Several other initiatives have been 

taken further in the recent past. First, 

initiatives have been taken to widen 

the investor base for the government 

securities. Traditionally, commercial 

banks and insurance companies have 

been the largest holders of 

government securities. Major part of 

the holdings of these investors is 

generally in the nature of statutorily 

mandated investments. The entry of 

mutual funds and non-banking 

finance companies in recent years 

has broadened the base. In addition, 

the entry of 100 % Gilt Mutual 

Funds has broadened the potential 

for retail investor base. To enable 

small and medium sized investors to 

participate in the primary auction of 

government securities, a “Scheme of 

Non Competitive Bidding” was 

introduced in January 2002, which is 
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open to any person including firms, 

companies, corporate bodies, 

institutions, provident funds, trusts, 

and any other entity prescribed by 

RBI. The scheme provides for 

allocation of up to 5 % of the 

notified amount at the weighted 

average rate of accepted bids. With a 

view to further promoting liquidity 

in the secondary market and to 

strengthen the emergence of a 

benchmark yield curve across 

maturities, re-issuances of 

benchmark securities have been in 

place for quite some time. In 

furtherance of the objective, a 

scheme of active consolidation of 

government securities through buy-

backs was finalized. This is expected 

to be implemented during the current 

financial year. 

The settlement system for 

transactions in government securities 

was standardised to t+1 cycle with a 

view to provide the participants with 

more processing time at their 

disposal and therefore, to enable 

better management of both funds as 

well as risk. In order to provide 

banks and other institutions with a 

more advanced and more efficient 

trading platform, an anonymous 

order matching trading platform 

(NDS-OM) was introduced. The 

NDS-OM is an additional facility 

available to the participants and the 

participants continue to have the 

option of using the current 

telephone-trading platform. The 

settlements of both types of 

transactions are, however, integrated. 

Recently, in 2006, short sale was 

permitted in dated government 

securities to provide an opportunity 

to market participants to manage 

their interest rate risk more 

effectively. This measure is expected 

to further improve liquidity in the 

secondary market.  'When Issued' 

(WI) trading in Central government 

securities was also introduced in 

2006. This is expected to contribute 

significantly to distributional 

efficiency in primary issuance, in 
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addition to permitting PDs to 

manage their auction risk more 

effectively.  

As a result of the gradual reform 

process undertaken over the years, 

the Indian G-Sec market has now 

become increasingly broad-based, 

characterized by an efficient auction 

process, an active secondary market 

and a fairly liquid yield curve up to 

30 years. An active Primary Dealer 

(PD) system and electronic trading 

and settlement technology that 

ensure safe settlement with Straight 

Through  Processing (STP) and 

central counterparty guarantee 

support the market now. The 

outstanding stock of G-Secs is about 

fourteen times the level in 1992. 

Outstanding stock of G-Secs as a 

ratio to GDP has nearly doubled to 

around 26 % over this period. 

Annual turnover of G-Secs has been 

placed at nearly 300 % of GDP in 

recent years as against 34 % in 1996. 

The weighted average maturity of 

outstanding stock has increased 

consistently from 6.5 years in 1997-

98 to 10.4 years in 2007-08. The 

elongation of maturity profile has 

been made possible largely on 

account of increase in market 

appetite from non-bank market 

participants, particularly insurance 

companies and provident funds and 

improved market maturity. It is 

notable that despite substantial 

increase in the weighted average 

maturity, between 1997-98 and 

2003-04, the weighted average yield 

of the dated securities issued during 

the period declined from 12.01 % 

(1997-98) to 7.9 % (2006-07). 

However, in the subsequent years the 

weighted average yields have been 

increasing with increasing weighted 

average maturity. In 2006-07, the 

weighted average maturity of new 

loans was 14.7 years with a range of 

4 to 30 years and the weighted 

average yield of new loans was 7.9 

%. 

The Reserve Bank's efforts to 

elongate the maturity profile resulted 
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in a smooth and reliable yield curve, 

which acts as a benchmark for the 

other markets for pricing and 

valuation. Market liquidity today 

compares well with other emerging 

economies with bid-offer spreads in 

benchmark securities at 1-2 bps.  

 

CORPORATE DEBT MARKET  

The development of a corporate 

bond market in India has lagged 

behind in comparison with other 

financial market segments owing to 

many structural factors. While 

primary issuances have been 

significant, most of these were 

accounted for by public sector 

financial institutions and were issued 

on a private placement basis to 

institutional investors. The secondary 

market, therefore, has not developed 

commensurately and market liquidity 

has been an issue. The Government 

had constituted a High Level 

Committee on Corporate Bonds and 

Securitisation (Patil Committee) to 

identify the factors inhibiting the 

development of an active corporate 

debt market in India and recommend 

necessary policy actions. The 

committee made a number of 

recommendations relating to 

rationalising the primary issuance 

procedure, facilitating exchange 

trading, increasing the disclosure and 

transparency standards and 

strengthening the clearing and 

settlement mechanism in secondary 

market.  The recommendations have 

been accepted in principle by the 

Government, RBI and SEBI and are 

under various stages of 

implementation. The two stock 

exchanges, namely, the Bombay 

Stock Exchange (BSE) and the 

National Stock exchange (NSE), as 

well as the industry body Fixed 

Income, Money Market and 

Derivatives Association of India 

(FIMMDA) have since made 

operational respective trade reporting 

platforms. While all the exchange 

trades in corporate bonds get 

captured by concerned exchange’s 
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reporting platform, OTC transactions 

can be reported on any of these 

platforms. The aggregated trade 

information across the platforms is 

being disseminated by FIMMDA on 

its website.  BSE and NSE have also 

started order driven trading platforms 

in July 2007. In practice, however, 

trading still continues to be largely 

OTC.  

SEBI has also implemented 

measures to streamline the activity in 

corporate bond markets by reducing 

the shut period in line with that of G-

sec, reducing the size of standard  

lots to Rs. 1 lakh  and standardising 

the day count convention. Further, to 

streamline the process of interest and 

redemption payments, Electronic 

Clearing Services (ECS), Real Time 

Gross Settlements (RTGS) or 

National Electronic Funds Transfer 

(NEFT) are required to be used by 

the issuers. Further progress is 

anticipated in regard to rationalising 

the primary issuance procedures, 

which is a critical step for moving 

away from the pre-dominance of 

private placements.  

To reduce the settlement risk and 

enhance efficiency, the Patil 

Committee has also proposed setting 

up of a robust clearing mechanism. 

The settlement was proposed to be 

initially on DvP I basis (i.e. trade by 

trade basis) to address the 

counterparty settlement risk and 

gradually migrate to DvP III (net 

settlement of funds as well as 

securities) to impart enhanced 

settlement efficiency. The delivery 

versus payment (DVP) modules can 

be broadly classified into three broad 

categories viz. DVP I, DVP II and 

DVP III. Under DVP I, the funds lag 

as well as the securities lag are 

settled simultaneously on a contract-

by-contract basis. Under DVP 2, 

while the securities lag is settled on a 

contract-by-contract basis, the funds 

lag is settled for the net amount. 

Under DVP III, both the funds and 

the securities legs are settled for the 

net amounts.  
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MUTUAL FUNDS 

The formation of Unit Trust of India 

marked the evolution of the Indian 

mutual fund industry in the year 

1963. The primary objective at that 

time was to attract the small 

investors and it was made possible 

through the collective efforts of the 

Government of India and the 

Reserve Bank of India. Unit Trust of 

India enjoyed complete monopoly 

when it was established in the year 

1963 by an act of Parliament. UTI 

was set up by the Reserve Bank of 

India and it continued to operate 

under the regulatory control of the 

RBI until the two were de-linked in 

1978 and the entire control was 

transferred in the hands of Industrial 

Development Bank of India (IDBI). 

UTI launched its first scheme in 

1964, named as Unit Scheme 1964 

(US-64), which attracted the largest 

number of investors in any single 

investment scheme over the years. 

UTI launched more innovative 

schemes in 1970s and 80s to suit the 

needs of different investors. It 

launched ULIP in 1971, six more 

schemes between 1981- 84, 

Children's Gift Growth Fund and 

India Fund (India's first offshore 

fund) in 1986, Master share (India's 

first equity diversified scheme) in 

1987 and Monthly Income Schemes 

(offering assured returns) during 

1990s. By the end of 1987, UTI's 

assets under management grew 10 to 

Rs 6700 crores. The Indian mutual 

fund industry witnessed a number of 

public sector players entering the 

market in the year 1987. In 

November 1987, SBI Mutual Fund 

from the State Bank of India became 

the first non-UTI mutual fund in 

India. SBI Mutual Fund was later 

followed by Canbank Mutual Fund, 

LIC Mutual Fund, Indian Bank 

Mutual Fund, Bank of India Mutual 

Fund, GIC Mutual Fund and PNB 

Mutual Fund. By 1993, the assets 

under management of the industry 

increased seven times to Rs. 47,004 

crores. However, UTI remained to be 
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the leader with about 80% market 

share. The permission given to 

private sector funds including 

foreign fund management companies 

(most of them entering through joint 

ventures with Indian promoters) to 

enter the mutual fund industry in 

1993, provided a wide range of 

choice to investors and more 

competition in the industry. Private 

funds introduced innovative 

products, investment techniques and 

investor-servicing technology. By 

1994-95, about 11 private sector 

funds had launched their schemes. 

The securities and Exchange Board 

of India (SEBI) came out with 

comprehensive regulation in 1993 

which defined the structure of 

Mutual Fund and Asset Management 

Companies for the first time. An 

arm’s length relationship is required 

between the fund sponsor, trustees, 

custodian and asset management 

team of the company. This is in 

contrast to previous practice where 

all three functions, namely 

trusteeship, custodianship, and asset 

management, were often performed 

by one body, usually the fund 

sponsor or its subsidiary. The 

regulations prescribed disclosure and 

advertisement norms for mutual 

funds, and for first time, permitted 

the entry of private sector mutual 

funds. FII registered with SEBI may 

invest in domestic mutual funds, 

whether listed or unlisted. SEBI 

(Mutual Funds) Regulations, 1996 

was introduced by SEBI that set 

uniform standards for all mutual 

funds in India. The Union Budget in 

1999 exempted all dividend incomes 

in the hands of investors from 

income tax. Various Investor 

Awareness Programmes were 

launched during this phase, both by 

SEBI and AMFI, with an objective 

to educate investors and make them 

informed about the mutual fund 

industry. The 1993 Regulations have 

been revised on the basis of the 

recommendations of the Mutual 

funds 2000 Report prepared by 
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SEBI. The revised regulations 

strongly emphasize the governance 

of mutual funds and increase the 

responsibility of trustees in 

overseeing the functions of the asset 

management company. Mutual funds 

are now required to obtain the 

consent of investors for any change 

in “fundamental attributes”, of a 

scheme, on the basis of which unit 

holders have invested. The revised 

regulations require disclosures in 

terms of Portfolio composition, 

transactions of schemes of mutual 

funds with sponsors or affiliates of 

sponsors, with the asset management 

company and trustees, and also with 

respect to personal transactions of 

key personnel of asset management 

companies and of trustees. In 

February 2003, the UTI Act was 

repealed and UTI was stripped of its 

special legal status as a trust formed 

by an Act of Parliament. The 

primary objective behind this was to 

bring all mutual fund players on the 

same level. UTI was re-organised 

into two parts: The Specified 

Undertaking, and The UTI Mutual 

Fund. 

Presently Unit Trust of India 

operates under the name of UTI 

Mutual Fund and its past schemes 

(like US-64, Assured Return 

Schemes) are being gradually wound 

up. However, UTI Mutual Fund is 

still the largest player in the industry. 

The industry has also witnessed 

several mergers and acquisitions 

recently, examples of which are 

acquisition of schemes of Alliance 

Mutual Fund by Birla Sun Life, Sun 

F&C Mutual Fund and PNB Mutual 

Fund by Principal Mutual Fund. 

Simultaneously, more international 

mutual fund players have entered 

India like Fidelity, Franklin 

Templeton Mutual Fund etc.  

 

CONCLUSION 

In a nutshell, financial markets in 

India have gone through a seasoned, 

measured, gradual, cautious and 

steady process of transformation and 
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have become more transparent, easy 

to trade on net, facilitating investors 

to access from any part of world. 

This has attracted lot of NRI 

investments in financial markets. 

Indian financial markets have grown 

significantly supported by foreign 

flows, growth of Indian mutual 

funds, investor friendly environment 

and transparency in transactions. 
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