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PREFACE TO THIRD REVISED EDITION

The present revision is a thorough updating of all facts and figures, keeping the basic framework intact.
In all discussions, the conceptual side was kept in mind, before setting out the practical and operational
aspects. The coverage is comprehensively wide from the Basics to High Tech Services in the 21st century.

The Financial Services, including banking and non-banking services are the fastest growing sectors now.
The recent boom of 2004-08 and in I.T. on the stock market was led by banking sector, followed by other
services. The economic and financial reforms are continued with renewed vigour with emphasis on infrastructure,
which is the backbone of the economy. For this and other reforms, the role of financial services cannot be
overemphasised.

This book is sweepingly wide, covering as it does, the financial architecture including the Regulatory
Authorities like RBI, SEBI, IRDI, etc., financial and non-financial intermediaries in the financial markets, along
with a discussion on the markets, ranging from the call money market of one day, to insurance market of
lifetime saving and investments and the players in the markets and the retail investors who are all covered
in this book.

The theory and practice are juxtaposed to be useful to students in the real world. The analysis is kept
simple and lucid for the average students to grasp the basics of the subject. As the reforms are a continuous
process and developments in policy changes are taking place daily, the Daily Financial Press is an added
advantage to the students of this subject.

The coverage of the book is so wide that it can be adopted for many subjects in Finance and Commerce
streams and for both graduate and undergraduate courses in universities and colleges in India. Both domestic
and foreign markets are covered as also banking and non-banking financial services and the related markets.
The Financial Services, Financial Markets and marketing of these services have all found a place in this book.
It can be used for many competitive examinations in the area of finance at the Central and State level.

The revised book is more student friendly and hopefully it continues to receive the patronage of the
students and faculty alike for many subjects in the finance area. It has to be admitted that there are many
repetitions and overlappings in many chapters which was necessitated to make each chapter self-contained
and it is to the advantage of the readers to concentrate only on chapters in which their interest lies.

The author gratefully acknowledges the help and co-operation of Faculty and the Himalaya Publishing
House, in this venture.
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INTRODUCTION

The objective of this introduction is to provide an overview of the book and throw light on the inter-
linkages of Parts and the subjects covered. Sequentially, the book sets out the treatment of the whole gamut
of financial activities from the short end of the spectrum to the long end of the financial system and the foreign
sector and its inter-linkages to the domestic sector.

The ongoing reforms in the economy and in the financial system emphasise two things, among others
— firstly there is need for an integrated teaching material in the finance area suitable to the Indian context
and secondly there is greater need now than ever before for giving the material a practical bias. Such a book
should satisfy the majority of the universities in their effort to revise the syllabuses for a strong applied
component in them. Accordingly, I started by referring to the syllabuses in the Finance area of most of the
Universities in South India, which were easily available to me. In trying to adopt these topics, the present
book became a comprehensive compendium covering both the short end and the long end of the financial
system in India, encompassing the RBI and its area of hegemony and the SEBI and its tutelage. The object
of this book is to integrate various sub-sectors of the financial system in the treatment on the one hand and
on the other, present a coverage of the finance area suitable to both the Finance and Marketing students. Thus,
there will be a proper and much needed synthesis of the finance and marketing streams in the Business
teaching in Management schools. The design of this book is such as to give a comprehensive coverage of
financial markets and marketing; it will encompass finance markets, financial institutions, financial systems,
comprising both banks and non-bank financial institutions, financial services and marketing of financial services.

Accordingly, Part I deals with the financial system and its linkages with the real system which includes
production and marketing of production or output. RBI as the leader of the financial system finds a place in
this part along with the genesis of the system, namely, savings and investment and their multiplier role for
the growth of the economy and the financial system, which are inter-linked. Finance is seen as an input in
the productive process here.

Part II starts with the RBI as the watchdog of the economy and the financial system and deals with RBI
as the central bank of India and its role and functions, its organisations and structure, etc. RBI is the currency
authority which provides cash which is the source of all liquidity and constitute the brick-layers of the
financial system. RBI is also the banker to banks and as such, this part deals in two separate chapters —
Commercial Banking and Banks as Intermediaries. The latest trends in banking such as, Telebanking, electronic
funds transfer, e-banking,  etc., find a place in this part which also discusses the credit cards as a supplement
to cash and as an important component of the financial system in India.

Part III analyses the non-bank finance companies, which have grown in importance since the reforms
started in 1991-92 and now constitute a major component of the financial system, posing serious threat of
competition to the banking system. First, an overview of the NBFCs is given, followed by trends and growth
of NBFC services. This part also deals with some of the major financial organisations like merchant banks,
mutual funds and venture capital funds.



The core part of the book is contained in Part IV, which presents an analysis of the financial services
provided in India. It should however be noted that the services of stock brokers and security firms are dealt
with in Part VI and those of portfolio managers in Part VII and of foreign exchange dealers in Part VIII. The
more important financial services covered in Part IV are lease, hire-purchase and housing, creding rating,
registrars’ functions, underwriting services, marketing of new issues, custodial services, factoring and forfaiting
and insurance services.

SEBI and its reforms are covered in Part V. This part deals with SEBI and Investor protection, Functions
of SEBI, Institutional Structure of the capital market and reforms and the state of the capital market in India.
Here emphasis is on the developmental and regulatory role of the SEBI and its area of jurisdiction, namely,
the capital market.

Part VI deals with the second important core part of the book, namely, the financial markets in India,
their operations and institutions. The markets covered in this part are the New Issues market, Money market,
stock market and Government securities market. Among the stock markets, the regular stock exchanges,
OTCEI and the NSE are covered. Trading in the money market, stock market and Government securities
market are discussed in more detail. Securities trading regulations, instruments of issue and trading and
functional aspects of these markets also find a place in this book. The theme of this part is to unveil the
instruments of trading, trading operations, institutions involved, mechanics of operations, etc.

Part VII is an adjunct to the Part VI which deals with major financial markets. This part deals with the
market indicators, yields, and returns on various instruments in the market, investment and portfolio management
and the services related to the portfolio management in India. In particular, this section contains security
market indicators which help investment activities, interest rate theory and structure which reflect the yield
pattern on the basis of which trade take place in the markets, and basics of the portfolio management services
in India.

In the fast changing scenario of the Indian economy, with deregulation, competition, free market orientation,
and globalisation, inflows and outflows of funds increased and FFIs and FIIs have started operations in the
Indian financial markets. As such, the importance of the foreign sector has grown in its role and its activity.
With the adoption of the current account convertibility in 1994, Indian funds started flowing out subject to
some limits and foreign funds increased in their inflow for direct investment and portfolio investment in India.
It is in the above background, that the importance of PART VIII dealing with the International markets has to
be visualised. This part discusses the operations in the Foreign exchange markets and Euro-currency markets
and the instruments and institutions involved are set out with particular reference to trading activities, covering
the export and import trade, investment and hedge operations, forward trade and trading in the derivatives.
This part also covers the exchange risk management which has grown in operational importance due to freer
trade and payments and larger risks. Lastly, the remaining exchange controls operated by the RBI and ADs
are set out in this part.
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PART I

FINANCIAL SYSTEM





Economic Activity
The object of all economic activities is to promote growth of income and output leading to rising

standards of living. Basically, economic activity involves production, consumption, saving, accumulation and
distribution and the productive process constitutes the axle of the wheel of economic activity. The productive
process involves pumping in of inputs to produce certain outputs. The relationship between the inputs and
outputs is called technology. Given the state of technology, the actual relation between any given inputs and
outputs can be represented by an input-output matrix. Broadly, these inputs can be categorised into (a) factoral
inputs such as labour, land, capital and entrepreneurship, (b) physical inputs which include the supply of raw
materials and spare parts and (c) financial inputs such as money and near money assets. The payments to the
factorial inputs for the services rendered are in the form of wages, rent, interest and profit made out of the
value added which is equivalent to the value of output minus the value of material inputs. Thus in any
productive system, we can increase the output by increasing either inputs or improving the state of technology,
viz., the input-output relation.

Accounting of Economic Activity
Under the modern system of accounting of all activities in the economy, viz., wealth, income, production,

consumption, saving, investment and financial flows, etc., there is again admixture of the real variables with
money variables. These are explained in terms of what is called social accounting which comprises the
National Income Accounts (current account) dealing with output and income, the National Balance Sheet
(capital account) comprising the national balance sheet of assets and liabilities, which in turn leads to the Flow
of Funds Accounts relating to the financial flows between the sectors, and lastly the input-output relations (real
productive process). The basic objective of social accounting is to explain the inter-relationship between
different sectors of the economy in terms of current and capital account, in real sector and in the financial
sector.
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Financial Inputs
It is the inter-relationship between the real sector and the financial sector that is an important part of

the productive process because finance is an important input and many times a scarce input. Traditionally,
finance was not considered a separate input until finance theory became well developed. Today, in the
subject of Financial Management, finance occupies an important place as an input in every economic activity.
The forms which financial inputs take are money and near money assets including deposits with banks,
investments in shares, debentures and Government securities etc.

In the traditional theory, finance was supposed to take the form of either circulating capital or fixed
capital and the concept of finance as distinct from capital was not well conceived and developed. In modern
theory, finance is different from capital. While the former relates to money and near money assets which have
separate identity and marginal satisfaction to the holders, capital relates to the physical plant and capital goods
such as machinery, etc., which are capable of further production. In the portfolio approach of Tobin and
others, economic units are found to hold some amount of money and near money, which implies that they
yield some satisfaction. The satisfaction or utility arises out of the Keynes’ famous theory of motives for
transactions demand, precautionary demand and speculative demand for money. The so-called Friedman’s
monetarist theory postulates that money and near money assets are part of the asset portfolio of the economic
units, constituting the asset demand for money.

Growth in incomes can take place through growth in investment which in turn depends upon savings
in the economy. Bulk of the investment takes place, particularly in India in the business sector and the
Government sector which are mainly the deficit sectors. The surplus sectors which have some savings are the
household sector and the foreign sector. The role of the financial system comes in here for the purpose of
mobilising the surplus savings of the household and foreign sectors for channeling them into deficit sectors,
viz., the Government and business sectors. The business sector comprises a number of sub-sectors, viz.,
corporate business, non-corporate business, financial institutions, etc. The flow of savings into investment is
aided by the Financial System comprising financial institutions. Savings can be converted into circulating
capital and fixed capital — circulating capital for the purpose of operations of the company or business and
fixed capital for the purpose of producing further output.

Interactions between Real and Financial Sectors
The operations in the real sector would produce the real output of goods and services leading to real

incomes depending upon the three categories of inputs referred to earlier: (a) factoral inputs (b) physical input
or material inputs and (c) financial inputs.

While the factoral inputs come from various sectors in the economy and mostly from the household
sector, physical inputs come from the real system and the financial inputs from the financial system. The real
output is equal to the real income and this provides necessary physical inputs in the productive process.

In the process of production, goods and services are produced and the total value of this output is the
Gross Domestic Product. It has two aspects, viz., income and expenditure. The income aspect shows that a
part of the output is used for consumption purposes and a part is saved. Savings are used for further
investment or hoarding. The expenditure side shows the spending on investment and on the real goods and
services consumed. The savings component from the income side is equal ex-poste with investment on the
expenditure side. The equality is brought about through the intermediation of the financial system which also
brings about the transformation of savings into investment. This is supply side of the financial inputs, referred
to earlier. Whether spent on consumption goods or spent on investment goods, the expenditure side has to
be equal to the income side as they are two sides of the same coin and what is saved is disposed of in two
forms, viz., hoarding and investment. If we discard the possibility of hoarding and deal only with inventories,
all savings will equal investment either in inventories or fixed capital assets.
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Inventories are here understood in the sense of desirable holding of stocks for the purpose of further
production. In a closed economy, excluding the foreign sector, the interaction between the real sector and
the financial sector can be represented in the following diagram:

Expenditure
Aspect

C+1
Factoral
Inputs

Material Real I F.S. (Money and
Inputs Sector S Money Assets)

Finance C+S
Inputs Income

Aspect

Fig. 1.1

In the real world, inter-connections between the two sectors are so intimate that it is difficult to distinguish
them. We are so used to expressing everything in money terms that the distinction between real and money
goods and services is lost. Once this distinction is borne in mind, at least conceptually, it is not difficult to
see their inter-connections. Briefly the financial system provides money and monetary assets and transforms
the savings into investment for the real sector, while the real system provides the savings to the financial
system. There is a demand for and supply of physical goods and services in the real sector, which in turn
depends on the demand for and supply of financial assets in the financial sector. The equilibrium in one rests
on the other. The demand for money as a medium of exchange and a measure of value competes with the
demand for any physical commodity in the real sector, as money is like any other commodity. Secondly, this
demand is inter-dependent on the demand for real goods in the sense that the latter are measured and
exchanged through money. Similarly, money in its function as a store of value equally competes with either
physical assets or financial assets representing the real sector and financial sector respectively.

Functions of the Financial System
This leads us to the questions: what is the financial system and what are its functions? The financial

system regulates dealings between various economic units including individuals and institutions in money and
money assets including all I.O.U.s (Promissory notes). Before the introduction of money as medium of
exchange, the economy ran on a barter basis, i.e., exchange of goods for goods. It was only with the use of
money as an intermediary in the transactions that the financial system emerged in the modern sense.

The financial institutions constituting the financial system have normally two important functions in
money economy, viz., (1) to act as intermediaries for the mobilisation of savings through offer of financial
assets of various maturities and qualities and allocation of these savings in various channels of investment,
and (2) to arrange for the creation and distribution of money and credit.

In developing countries, the financial system has another and more important function of promoting
growth in the economy. Investment in an economy takes the form of either inventories or fixed capital assets.
The growth of fixed capital formation is necessary for the development of the economy. The types of financial
assets provided by the financial system would influence the types of capital formation in the economy and
vice versa. Thus, the economic development of a country depends inter alia on the growth of the financial
system. The larger the proportion of financial assets to real assets, the greater is the scope for development
because, as referred to earlier, growth in the economy requires, adequate investment which only the financial

C = Consumption
I = Investment

S = Savings
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system can facilitate. Finance is an important input in the productive process and as such developed financial
system is an important pre-requisite for economic growth.

The financial system should have proper width and resilience so that the rate of growth of the financial
assets and their structure are in tune with the optimal characteristics of the real capital stock needed for
growth. The optimal composition of wealth in an economy is achieved by the promotion of such financial
assets as provide incentives to savers and the public to hold a growing part of their wealth in financial form.
The rate of savings and the rate of growth in the economy are highly correlated with the proportion of savings
held in the form of financial assets relative to non-financial assets.

Economic Growth and Financial System
The economic development of a country depends, inter alia, on the growth of the financial system. The

larger the proportion of the financial assets (money and monetary assets) to real assets (physical goods and
services), the greater the scope for economic growth in the long run. For growth to take place, investment
is necessary which flows from the financial system. Besides, as a scarce factor of production in the less
developed countries (LDCs), finance has a crucial role to play in these economies.

The growth objective of the financial system is to achieve the structure and rate of growth of various
financial assets and liabilities in consonance with the optimal characteristics of real capital stock. The more
efficient composition of real wealth is obtained through the promotion of such financial assets which provide
incentives to savers and the public to hold a growing part of their wealth in financial form. Increasing rate
of savings correlates well with the increase in the proportion of saving held in the form of financial assets
relative to tangible assets.1 There is a direct correlation between growth of the economy and the growth of
the financial assets. Investment in the real sector depends on the functioning of the financial sector, as the
latter collects and channels savings into investment which is necessary for growth. It would be pertinent to
note here that economic growth is a function of the level of investment, capital-output ratio and the state of
technology. Given the state of technology and capital-output ratio in each activity of productive process, the
level of investment determines the increase in output of goods and services and incomes in the economy.

There is another aspect of the financial system which is relevant to growth, namely, the absorption of
liquidity and its use for productive purposes. A well developed financial system with adequate institutions
would not only promote savings but encourage these savings to flow into financial assets as against physical
assets. The flow of liquidity into physical assets such as gold, silver, real estate and commodities — particularly
the sensitive commodities of a speculative nature — would feed inflation while the same flowing into financial
assets is not only non-inflationary but would aid growth in the economy and reduce inflationary pressures.
In LDCs with inadequate and underdeveloped financial systems, increasing government deficits and growing
liquidity could not be absorbed in the financial system and this leads to the well known phenomenon of
money chasing goods and to investment in unproductive physical goods and assets feeding further inflation.

Financial System in the LDCs
The introduction of money as a medium of exchange has involved the substitution of money economy

for barter economy. Increasing monetisation in the economies of LDCs notwithstanding, there is still a
subsistence sector, where money does not enter into transactions. Within the monetised sector of the economy,
money and monetary assets play an important part and constitutes the elements of the financial system.

The monetised segment of the economy in the LDCs is covered by the financial institutions which are
either in the organised sector being controlled and regulated by the Central Bank of the country, or in the
unorganised sector which is more or less outside the purview of the Central Bank. The Central Bank as the
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head of the financial system, is a regulator and controller of the financial system. But in some countries,
monetary institutions such as the indigeneous bankers and moneylenders and some non-monetary financial
institutions such as Chit Funds, and Nidhis fall outside the control of the Central Bank. Thus, in most less
developed countries, there is some component of the unorganised sector in the financial system. One of the
problems of the Central Bank in the LDCs is to integrate both the organised and unorganised segments of the
financial system.

Components of the Financial System
The financial markets have two components — the short-term and the long-term — called the money

market and the capital market respectively. Money and near money assets traded in financial markets are of
varying degrees of liquidity. The money market comprises the group of connected sub-markets, which deal
in money and monetary assets of short-term nature and of more liquid character, such as call money, treasury
bills and bills of exchange. The capital market consists of a number of term lending institutions which borrow
and lend for long-terms and deal in near money assets of lower liquidity, such as equity, debentures,
Government debt, and private debt. The nature of the financial system is determined by such variables as the
nature and the number of financial assets, the volume of trading in these assets, etc.

Types of Financial Institutions
The money and capital markets have two types of institutions: (i) monetary institutions, which include

the Central Bank, commercial and co-operative banks, etc., and (ii) non-monetary institutions which comprise
the savings banks, savings and loan associations, development banks, mutual funds and investment companies,
etc.

The liabilities created by former category constitute money either in the form of currency or deposit
money. These institutions are not only intermediaries; their liabilities are in the form of time deposits, shares,
bonds, debentures, etc., which constitute the near money assets. While the former influences the quantity of
money (M) as well as the velocity of circulation (V) the latter influences only the velocity.

The distinction between money and near money assets is getting blurred, as they are increasingly
substituted one for the other. There is a wide spectrum of liquid assets which are dealt with in the financial
markets. It is overall liquidity in the economy, and not just money supply which is important for the purpose
of monetary policy and the impact on the economy.2 It is being increasingly realised that non-monetary
financial institutions influence the purchasing power through their effect on the velocity of circulation of
money.

Classified by the nature of their activities, these financial institutions fall broadly under the following
heads:

1. Carry institutions, which earn their income from carrying their assets. Examples are commercial
banks, co-operatives banks and development finance companies.

2. Turnover institutions, which are intermediaries earning their income from buying and selling financial
assets. Examples are investment companies and mutual trust companies.

3. Brokerage institutions, which do not carry or purchase and sell on their own account, but act simply
as agents for the buyers and sellers of the financial assets. Examples are the various brokers’ firms
in the stock exchange and commodity exchange.

Role of Financial Institutions in the LDCs
The major function of the financial institutions, whether short-term or long-term, is to provide the

maximum financial convenience to the public. This can be done in three ways: (i) promoting the overall

2. Radcliffe Report on Monetary Policy in U.K. (1959).
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savings of the economy by deepening and widening the financial structure; (ii) purveying the existing savings
in a more efficient manner so that those in great need, from the social and economic point of view, get priority
in allotment; and (iii) creating credit and deposit money for facilitating the transactions of trade, production
and distribution in the economy.

Gurley and Shaw3 have argued that during the past century and a half, there is a secularly rising ratio
of financial assets to real assets, and this is directly correlated with the development process. This is a
corollary to the extension of the principle of division of labour to investment and financial intermediation.

There is also a felt need for diversification of financial instruments based on the principle of product
differentiation to cater to varying tastes and habits of saving and investment groups. Diversification is one of
the ways of promoting saving and investment in the economy. Not only should the funds available for
development increase to cater to the growing needs of industry, trade and agriculture but there should also
be an increasing variety of forms that the savings can take to satisfy the varying asset preferences of different
classes of savers. The former relates to the supply aspect and the latter to the demand aspect.

The argument that it is not economical for the LDCs to set up a number of institutions to specialise in
various functions is valid up to a point, particularly in the initial stages of growth. After this point, the
advantages gained outweigh the diseconomies of scale.

This is not to argue, however, that institutions should be set up without the felt need for them. There
are two schools of thought in this connection. One school believes that such institutions would grow on
account of felt needs, called demand following institutions. The other school believes that such financial
services are to be made available in the hope of generating or anticipating a demand for such services.
Patrick4 believes that in actual practice, there is likely to be an interaction of supply-leading and demand-
following phenomena in many LDCs before sustained industrial growth gets under way. Supply-leading may
be able to induce real innovation and new entrepreneurship and as the process of real growth gets under way,
supply-leading forces are replaced by demand-following financial responses.

As noticed above, in the LDCs, there is a need for a sound financial infrastructure comprising diverse
financial institutions and assets for promoting development. The financial institutions raise the level of savings,
by activating the idle funds and allocating the scarce capital more efficiently among the various alternative
investments. They do ensure that no worthwhile project suffers for lack of funds, if found feasible on all other
grounds. This is known as the finance function. Secondly, they have a developmental function in that they
tend to promote the spirit of enterprise and risk taking, by encouraging the managerial and entrepreneurial
talents in the economy. They have a third function in furnishing the technical consultancy services to the
entrepreneurs. This is called the technological function.

In addition to the three main functions referred to above, they help the special needs of particular
geographical areas or certain segments of the economy. Actually it is only for the purpose of catering to the
special needs of certain geographical areas or particular segments of the economy or of industry that specialised
financing institutions are more desirable. These institutions help the process of shifting resources away from
certain sectors to others and encouraging some activities and discouraging others on the basis of national
priorities.

Burdened with such diverse functions these financial institutions find it hard to grow on their own. It
would therefore be necessary for the Government or the Central Bank of the country to take the initiative and
develop these institutions. Besides, in early stages of development, the low incomes of people lead to low
voluntary savings, necessitating the bulk of capital formation to take place in the Government sector.
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In addition to budgetary surpluses and profits of the public sector undertakings, the Government can
mobilise additional savings for investment through intermediation of its financial institutions. It would therefore
be necessary to encourage or set up even the supply-leading type of financial institutions in the developing
countries, on top of the demand-following pattern of institutions. These financial institutions are variously
called development corporations, development banks, development finance companies, etc. These institutions
have taken forms so diverse in ownership, management, resources and functions that despite frequent similarity
of the formal titles, they have very little resemblance to each other.5 The degree of specialisation or diversification
varies from country-to-country and institution-to-institution.

Long-term financial institutions may be basically of two types: primary and secondary. Primary financial
institutions raise the bulk of their resources from the original savers, viz., households, business, etc. In India,
Unit Trust of India and Life Insurance Corporation are examples of this type — the former raising funds by
sale of units and the latter through insurance premiums. The secondary institutions depend for the bulk of their
resources on the primary institutions, banks, the Central Bank and the Government. Examples of this category
in India are Industrial Finance Corporations, SFCs, etc. The main function of this category is to purchase
primary securities from ultimate lenders.

The financial system has to perform the basic function of matching the needs and preferences of the
lenders and borrowers in the market. These will affect the saving and investment activity of all sectors in the
economy. The households are the net savers, either voluntarily or involuntarily.

Business borrows more than it lends, not only for fixed capital investment, expansion, diversification,
etc., but also due to lags between expenditure and receipts. Intermediation should ensure that business and
the Government who are net borrowers would get their requirements in right amounts and at the right time.
Business has sometimes an excess of idle balance which financial institutions attract and utilise profitably.
Governments borrow not only for their developmental work but also to meet the time lags between payments
and receipts as their inflows and outflows do not synchronise in quantity and time.

Promotional Role of the Financial System
These mutual interactions between the financial and real system may take promotional or developmental

forms. It is in this context that the development role of the financial system is to be emphasised.

This role assumes two forms: innovation and promotion, which are inter-related. The innovatory role
relates to the creative activity of these institutions. Thus, dynamisms as well as creative imagination can be
in both the assets and liabilities side of the activities of financial institutions. This takes the form of improving
the quality of assets as well as showing new and more profitable activities or keeping pace with the
developmental priorities of the Government.

This creative element in the case of commercial banks can be seen in the Lead Bank Scheme, financing
of neglected sectors, opening of branches in the rural areas, etc. The creative role in the case of development
banker takes the form of a critical examination of the appraisal and follow-up actions including the application
of social cost and benefit analysis. The development banker follows sound appraisal techniques including the
economic and financial tools both from the point of view of the company as well as the economy. The
industrialist finds a contractive partner in the banker who will help him in improving his project plan and
prospects of investment.

The financial institutions by virtue of long experience, expertise and information, which they acquire
during the course of their project appraisal are in a better position to play the promotional role in the
economy. Firstly, they can share their expertise with their clients and improve the project preparation, plug
up the loopholes in their schemes and advise them on improving project prospects as well as on the new areas
they can explore. Secondly, these institutions have established their own training institutions or schools as in
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the case of IFC (Management Development Institute) and ICICI (Institute of Financial Management) etc.
Thirdly, they are instrumental in setting up consultancy companies, accounting firms, leasing companies and
industrial estates, etc. The I.D.B.I. with the help of other institutions have set up at State levels various
consultancy service centres. Iran and Greece have also set up similar institutions. Fourthly, development
bankers can share their experience with the Government in the formulation of their financial policy as their
experience with projects and project implementation would help the Government. Their day-to-day market
knowledge about the demand pattern, export market, etc., would also enable the development bankers to
advise the Government.

Financial institutions can also undertake what William Diamond calls “directed efforts” in the sense that
the efforts are directed toward achieving the specific objectives of the Government which of course change
from time-to-time. Thus, when the Government’s intention was to encourage small and cottage industries,
development bankers geared themselves to this task. When development bankers are directed to give priority
to development of backward areas, concessional finance as well as special efforts are made to encourage
entrepreneurship in the backward areas.

The creation of enterprise is, no doubt, costly and expensive and the return will be delayed and meagre.
But these are the risks which are to be undertaken along with the financial and moral implications of it. The
banks will have to carry in its capital structure such burdens of risks sometimes unrewarding until they reach
a stage when they can be passed on to the public. This is the cost of promotion which the development banks
have to undertake.
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