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MARKET
Market is the place where buyers and sellers meet together for the purpose of exchange of goods or services

FINANCIAL MARKETS
They are markets in which funds are transferred from people who have an excess of funds to those people who have a shortage of funds.

WHY MARKETS MATTER?
Markets help in channelizing the funds from those who have it in excess to those who are in shortage of funds. So it helps to put the funds in productive uses 
It increases production activities or business in the economy, thereby increasing profits
Availability of quality products and services
Key factor in accelerating the economic growth of the country
Improves the standard of living of the society.

WHAT MARKETS DO
The financial markets do the main function of transferring the funds from the savers or lenders to the borrowers or spenders
 
TYPES OF FINANCIAL MARKETS
DEBT (BOND)& EQUITY MARKETS
The main two methods of raising money in the market is by the issue of 
	 Bonds/debentures

 Equities

BONDS /DEBT
It’s a debt instrument in which the issuer promises to pay a fixed amount (interest) regularly to the buyer for a specified period of time.

Bonds can be short term (less than a year) and long term (more than a year)
The bond holders of a company are known as the creditors of the company. They will be paid first at the time of liquidation.

EQUITIES (STOCK )
Another main method of raising money by the corporate is by issuing the equities.
It is a claim of share in the profit of the company. The company annually an amount known as dividend. Equity holders are considered as the owners of the company

PRIMARY & SECONDARY MARKETS
Primary market is the place where a security is issued for the first time (IPO ‘s)
Secondary market is the financial market where the securities which are already issued can be traded. The other name for secondary market is the stock exchange.
The main securities in this market is the bonds and equities.

Secondary markets are again divided into two 
	 Money markets (where short term funds are available)

 Capital markets (where long term funds are available)

FOREIGN EXCHANGE MARKET
For funds to be transferred from one country to another, it has to be converted from the currency in the country of origin to the currency of the country in which it is invested. The market where this conversion takes place is the foreign exchange market

FINANCIAL INSTITUTIONS (intermediaries)
Financial institutions are what make the financial markets work. The smooth flow of fund is possible because of the existence of the financial institutions.
An institution providing various financial services is called as financial institutions.
The main financial institutions are
	 Depository institutions (commercial banks)

 Finance companies
 Mutual funds
 Insurance companies
 Pension funds

INTERNATIONAL BANKING
Banking transactions crossing the national boundaries are known as international banking.
Its also known as the offshore banking.
An offshore bank is a bank located outside the country of residence of the depositor, typically in a low tax or no tax jurisdiction that provides financial and legal advantages.

WHY BANKS GO INTERNATIONAL?
The main reasons for banks going international are
 To follow their clients when they move abroad
 To reap benefits of operating on a narrow spread
 To take advantage of varying cost of capital
 To reap diversification benefits
 To reap the ownership / location benefits
 To grab the opportunities of custodial service
 Freedom from rigid regulations

MODES OF INTERNATIONALISATION
The different ways in which a bank go international are
	 Setting up of representative offices abroad

 Establishing network of correspondent banking system
 Setting up of foreign branches
 Interest acquisition in a foreign bank
 Participation in the equity of foreign banks
 Setting up of bank consortia

PRODUCTS/SERVICES OFFERED BY INTERNATIONAL BANKS
They are as follows
	 Deposit taking

 Credit
 Electronic fund transfer
 Foreign exchange
 Letter of credits
 Investment management
	 Trustee services
	 Corporate administration


METHODS OF SETTLING DEBTS IN INTERNATIONAL TRADE
Any of the following methods will be used for making payment in international trade
	ADVANCE REMITTANCE: In this method the exporter will despatch the goods or manufacture the goods only after receiving the full payment from the importer. This is the most beneficial term of payment for the exporter but at the cost of the importer.
	OPEN ACCOUNT: This method is just the opposite of advance remittance. In this the goods are despatched by the exporter to the importer without receiving the payment. The payment will be made on a predetermined future date, say for example after two months of shipment.
	CONSIGNMENT SALE: In this method the exporter has selling agents abroad to whom the goods are despatched . They receive the goods without any payment. The goods are sold by the selling agent on behalf of the exporter and as and when the sales proceeds are received from the importer it is remitted to the exporter.
	BILL FOR COLLECTION: In this method the exporter draws a bill of exchange on the importer for the goods exported. The goods are despatched to the importer’s country but the documents are sent through a bank for collection. The bank hands over the documents to the importer only on receiving the payment. 
	LETTER OF CREDITS: Letter of credit is an undertaking by the importer’s bank that if the exporter exports the goods and produces documents as stipulated in the letter, the bank would make the payment to the exporter.

Thus the obligation of the importer I the contract is supplemented by a superior obligation of a bank to make payment. The exporter now looks to the bank which opened the letter of credit for payment instead of relying on the importer.

MECHANISM OF LC

ADVANTAGES OF LC
TO THE EXPORTER
 The LC provides an assurance to the exporter that the amount will be paid even if the importer makes a default
 The exporter is relieved from the botheration of knowing the exchange control regulations
 The LC eases the financial position of the exporter
TO THE IMPORTER
He can purchase the goods without making full payment
Bank may release the goods to importer on full credit

DISADVANTAGES OF LC
The exporter will receive the payment only when the goods sent are as per the agreement. Otherwise the bank can withheld the payment
	The importer cannot ensure that the goods which he is receiving are as per the specific conditions mentioned in the agreement
 
RISKS IN INTERNATIONAL BANKING
Risks in international banking can be defined as the unexpected loss from operations due to the changes in the operating conditions and changes in the rates of foreign currencies .There are two components in risk – the uncertainty and the exposure to uncertainty
The different types of risks are
	Foreign exchange risk

Credit risk
Operational risk
	Legal risk

Settlement risk
Liquidity risk
Systematic risk
Regulatory risk/ Reputational risk

FOREIGN EXCHANGE RISK
Foreign exchange risk is the risk arising from a foreign currency exposure due to the changes in the value of currencies. It may be defined as the risk that a bank may suffer losses as a result of adverse exchange rate movements during a period. Foreign exchange risks occurs both in forward and spot transactions.

	Banks dealing in the foreign exchange market, in the course of their dealing with exporters, importers and others, buy and sell currencies and build up open positions in various currencies.

An open position arises when a bank buys or sells currency outright and does not square it up by undertaking an offsetting opposite transaction. There arises one risk.
Spot forex risks arises when the total present value of the assets in any currency does not equal the present value of liabilities in that currency. This mismatch leads to risk of a negative financial impact from exchange rate fluctuations.
	Forward forex risks arise when the maturity profile of forward purchases differs from the maturity profile of forward sales. 

If the counter party doesn’t not make the payment that leads to settlement risk.
The time lags in the settlement of payment in two different currencies of two different countries with different time zone leads to Time- zone risk / Herstatt Risk. 
Forex transaction with parties from another country leads to country risk / sovereign risk.

MANAGEMENT OF FOREIGN EXCHANGE RISK
Forex risks can be managed by 
	Setting appropriate limits for open positions
	Monitoring the maturity and position (MAP )
	Monitoring interest rate sensitivity (SIR)

Proper IGL and AGL
	Proper limits fixed for open positions

Daylight limit- the limit on the open position given to a dealer dealing during the business hour
Overnight limit – the amount of open position at the closing business hours.
Aggregate limit- maximum holding of open position for all currencies together.

CREDIT RISK
Credit risk is the likelihood of a borrower’s failure to perform an obligation in full value at the time when due. It can arise because of the inability or unwillingness to perform by the counter party. This is a major risk faced by the banks on account of their business activity of granting credit to corporates, individuals, other countries, other banks etc.

Credit risk involves
Counter party risk
Portfolio Risk

MANAGEMENT OF CREDIT RISK
The credit risk can be managed by 
	Proper selection of borrowers through sound credit granting process 

Sound credit policies
	Proper risk assessment systems

Proper loan review mechanism
	Imposing limits on customers 


OPERATIONAL RISK
Operational risk is the possible loss caused by the failure of internal controls, break down in the information & processing systems, human errors, technological problem etc. in the organization.

MANAGEMENT OF OPERATIONAL RISK
 Segregation of major functions relating foreign exchange transactions accounting, audit etc.
 Implementation of proper information and other support systems.
	 Proper selection, training of the personnel

 Implementation of continuous system of audit
 Prompt investigation into losses and problems.
 Adoption of well documented manual of instructions and ensure that instructions are complied

LEGAL RISK
Legal risks arise from the legal enforceability of contracts. The best way to manage this is to insist on internationally accepted master agreements and also supported by relevant documentation.

SETTLEMENT RISK
This is the risk of the counter party failure during settlement, because of time differences in the markets in which cash flows in the two currencies have to be paid and received.
To manage this the RTGS (REAL TIME GROSS SETTLEMENT) system was adopted. In this system each payment instruction is executed as soon as it is received and is not clubbed together with other transactions during the day on a batch processing basis.

LIQUIDITY RISK
This risk arises when the market turns illiquid and the positions cannot be liquidated. The only way to balance it is to limit the open positions.

SYSTEMATIC RISK
This is the possibility of a major bank failing and the resultant losses affecting the counter parties and thus moving on to a banking crisis. 
E.g. USA banks July to November 2008 
The BASEL COMMITTEE norms aimed at reducing systematic risk

REGULATORY/ REPUTATIONAL RISK
This risk arises because of less transparent transactions. The only solution for this is to enter transaction with eligible customers.

CENTRAL BANKS
RBI (RESERVE BANK OF INDIA )
The RBI is the apex financial institution of the country’s financial system entrusted with the tasks of control, supervision, promotion and development.
RBI came into existence in 1935 under the RBI Act of 1934 under the recommendation of the Hilton Young Commission.

OBJECTIVES OF RBI
 To maintain the internal value of nation’s currency
 To maintain the external value of currency
 To secure reasonable price stability
 To promote economic growth 

FUNCTIONS OF RBI
 Bank of Issue - Issue of currency notes
 Banker to the government
 Serving as Banker’s bank and lender of last resort
	 Controller of credit 

 Custodian of foreign reserves
 Monetary and data publication

	Supervisory Functions – 

	Issue of licenses to start  banking business
	Licensing of branches

Approval of capital, reserves and liquid assets
Control over management and their methods
Control over amalgamation and liquidation
Training and banking education to the personnel.
	 Promotional functions


FED ORGANISATION
The Federal Reserve System (FED) is the central bank of United States.
	During the late 1800 and 1900 several banking panics occurred leading to a major crisis in 1907. This motivated the establishment of a central bank.
	Accordingly in 1913 the Federal Reserve Act was passed establishing reserve requirements for those commercial banks that desired to become the members.
The FED earns most of its income in the form of interest on its holdings of US government securities. It also earns some income from providing services to financial institutions. Most of its income is transferred to the treasury.

The FED consists of Five major components
 Federal Reserve District Banks
Each of the 12 Federal reserve districts has a separate district bank and branches. The NEWYORK district bank is the most important. Commercial banks that become the members of the FED are required to purchase stock in their Federal Reserve District Bank

	 Fed Member Banks
Commercial banks can become member banks in the FED if they meet the specific requirements of the Board of Governors. All national banks compulsorily has to become member banks.


	 Fed board of governors
The Board of governors (Federal Reserve Board) is made up of seven members with  office in Washington D.C. Each member is appointed by the president of US and serves for a period of 14 years( non renewable term). The main two roles of the board are 1) regulating commercial banks 2) controlling monetary policy


	Federal Open Market Committee (FOMC )
It consists of Seven members from Board of governors, Presidents of FED district banks (New York district ) and four members from other FED district banks (rotating basis). The main aim of FOMC is to promote high employment, economic growth and price stability.


	Advisory committees
The advisory committee consists of 12 members each from the FED districts banks. The council meets the Board of Governors in Washington D.C at least 4 times a year and makes recommendations about economic and banking issues.


MERCHANT BANKS
Merchant banking is a fee based business. Merchant Banks are issue houses rendering services like floatation of new issues, preparation and planning of new projects, consultancy services etc.
SERVICES OF MERCHANT BANKERS
	Issue management

Project counseling
	Acting as managers or advisors to an issue

Underwriting of public issue
Portfolio management
Off shore financing
Restructuring strategies
Non resident investment
	Loan syndication
	`Corporate counseling


