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Preface

It gives us immense pleasure to introduce this book on ‘Introduction to Financial System’ to
the teachers and students of First Year B.Com. (Financial Markets), Semester I. The book fully cover
the syllabus, as prescribed by the University of Mumbai.

This book is thought-provoking and accessible in approach. An updated version, written in lucid
language with elaborated way of explaining important concepts in a simple way. This book on An
Introduction to Financial System provides a user-friendly introduction to the subject, Taking a clear
structural framework, it guides the reader through the subject's core elements. A flowing writing style
combines with the use of illustrations and diagrams throughout the text to ensure the reader
understands even the most complex of concepts. This succinct and enlightening overview is a
required reading for basic graduate-level students.

The authors thank all those who enabled in realising the book in the present form and more
specifically Dr. (Mrs.) Usha Mukundan, Principal, Ramniranjan Jhunjhunwala College, Mumbai and
host of well-wishers, friends and colleagues and the publishers, M/s Himalaya Publishing House
Pvt. Ltd.

In conclusion, we invite readers’ suggestions and feedback, if any, as it would offer us an
opportunity to enrich this work further.

Dr. P.G. Gopalakrishnan
Mrs. Nandini Jagannarayan
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Objectives of the Chapter
 To familiarise students with the basics of Indian Financial System

Chapter Contents
 Introduction to Indian Financial System
 Financial System
 Role/Functions of Financial System
 Components/Constituents of Indian Financial System
 Financial Institutions
 Financial Markets
 Financial Instruments
 Financial Services
 Pre-reforms Phase
 Financial Sector Reforms in India
 Review Questions

INTRODUCTION TO INDIAN FINANCIAL SYSTEM

Economic growth and development of any country depends upon a well-knit financial system.
Financial system comprises, a set of sub-systems of financial institutions financial markets, financial
instruments and services which help in the formation of capital. Thus a financial system provides a
mechanism by which savings are transformed into investments and it can be said that financial system
play a significant role in economic growth of the country by mobilising surplus funds and utilising
them effectively for productive purpose.

The financial system is characterised by the presence of integrated, organised and regulated
financial markets, and institutions that meet the short term and long term financial needs of both the
household and corporate sector. Both financial markets and financial institutions play an important
role in the financial system by rendering various financial services to the community. They operate in
close combination with each other.

(1)

1Chapter

Indian Financial System
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FINANCIAL SYSTEM

The word “system”, in the term “financial system”, implies a set of complex and closely
connected or interlinked institutions, agents, practices, markets, transactions, claims, and liabilities in
the economy. The financial system is concerned about money, credit and finance-the three terms are
intimately related yet are somewhat different from each other. Indian financial system consists of
financial market, financial instruments and financial inter mediation.

ROLE/FUNCTIONS OF FINANCIAL SYSTEM

A financial system performs the following functions:
 It serves as a link between savers and investors. It helps in utilising the mobilised savings of

scattered savers in more efficient and effective manner. It channelises flow of saving into
productive investment.

 It assists in the selection of the projects to be financed and also reviews the performance of
such projects periodically.

 It provides payment mechanism for exchange of goods and services.
 It provides a mechanism for the transfer of resources across geographic boundaries.
 It provides a mechanism for managing and controlling the risk involved in mobilising savings

and allocating credit.
 It promotes the process of capital formation by bringing together the supply of saving and the

demand for investible funds.
 It helps in lowering the cost of transaction and increase returns. Reduced cost motives people

to save more.
 It provides you detailed information of the operators/ players in the market such as individuals,

business houses, Governments etc.

COMPONENTS/CONSTITUENTS OF THE INDIAN FINANCIAL SYSTEM

The following are the four main components of the Indian Financial system
1. Financial Institutions
2. Financial Markets
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3. Financial Instruments/Assets/Securities
4. Financial Services.

Financial Institutions

Financial institutions are the intermediaries who facilitate smooth functioning of the financial
system by making investors and borrowers meet. They mobilise savings of the surplus units and
allocate them in productive activities promising a better rate of return. Financial institutions also
provide services to entities seeking advices on various issues ranging from restructuring to
diversification plans. They provide whole range of services to the entities who want to raise funds
from the markets elsewhere. Financial institutions act as financial intermediaries because they act as
middlemen between savers and borrowers. These financial institutions may be of Banking or Non-
Banking institutions.

Financial Markets

Finance is a prerequisite for modern business and financial institutions play a vital role in
economic system. It's through financial markets that the financial system of an economy works. The
main functions of financial markets are:

1. To facilitate creation and allocation of credit and liquidity;
2. To serve as intermediaries for mobilisation of savings;
3. To assist the process of balanced economic growth;
4. To provide financial convenience

Financial Instruments

Another important constituent of financial system is financial instruments. They represent a claim
against the future income and wealth of others. It will be a claim against a person or an institutions, for
the payment of the some of the money at a specified future date.

Financial Services

Efficiency of emerging financial system largely depends upon the quality and variety of financial
services provided by financial intermediaries. The term financial services can be defined as “activities,
benefits and satisfaction connected with sale of money, that offers to users and customers, financial
related value”.

The services sector has been a great stimulus to the Indian economy accounting for 56.9 per cent
of the Gross Domestic Product (GDP), wherein the financial services segment has been a major
contributor. The growth of the financial sector in India at present is nearly 8.5 per cent per year.

Dominated by commercial banks which have over 60 per cent share of the total assets, India's
financial sector comprises commercial banks, insurance firms, non-banking institutions, mutual funds,
cooperatives and pension funds, among other financial entities.

The last two decades have seen the sector developing a more contemporary outlook. The
Government of India has helped in this development, introducing reforms to liberalise, regulate and
enhance the country’s financial services. Today, India is recognised as one of the world’s most vibrant
capital markets. Notwithstanding challenges, the sector’s future seems to be in good hands.
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Insurance

Digital channels will influence nearly 75 per cent of the insurance policies sold by 2020 during the
pre-purchase, purchase or renewal stages, according to a report titled ‘Digital@Insurance-20X By
2020’ by Boston Consulting Group (BCG) and Google India. According to the report, insurance sales
from online channels will be 20 times what it is today by 2020, with overall internet influenced sales
expected to be around ` 300,000-400,000 crore (US$ 50.31-67.06 billion).

Indian insurance companies will spend ` 12,100 crore (US$ 2.01 billion) on Information
Technology (IT) products and services in the current year, a 12 per cent increase over 2013, according
to Gartner Inc. This forecast takes into account spending by insurers on internal and external IT
services, software, hardware and telecommunications. The software segment is predicted to be the
fastest developing external segment, which is increasing at 18 per cent in 2014 overall, driven by the
growth of insurance-specific software.

Banking

Indian banks operating overseas saw higher credit growth in comparison to their foreign
counterparts operating in India, according to Reserve Bank of India's (RBI) survey on international
trade in banking services. The survey for 2012-13 showed growth of credit extended by Indian banks’
branches operating overseas to have increased by 31.7 per cent to ` 585,570 crore (US$ 98.18 billion).

Increased growth in agriculture and services sectors as well as in the personal loans segment,
helped bank credit grow during the April - November period of 2013 by 7.2 per cent; during the same
period of 2012, bank credit growth stood at 6.6 per cent. “Higher growth in credit to agriculture may
be attributed to the expected better kharif crop which has been announced by the Ministry of
Agriculture,” stated the report by credit rating agency CARE Ratings.

Mutual Funds Industry

More than 80 per cent of Indian investors are satisfied with their mutual fund schemes, according
to a survey by Financial Intermediaries Association of India (FIAI). The survey also stated that 60 per
cent of the mutual fund investors were satisfied with services of advisers and distributors of
investment schemes.

Capital Market

The Indian capital markets have witnessed a transformation over the last decade. India is now
placed among the mature markets of the world. Key progressive initiatives taken by the Indian market
institutions has been the depository and share dematerialisation systems that have enhanced the
efficiency of the transaction cycle, replacing the flexible, but often exploited, forward trading
mechanism with rolling settlement, to bring about transparency, corporatisation of stock exchanges etc.

Indian capital markets have rewarded Foreign Institutional Investors (FIIs) with attractive
valuations and increasing returns. Many new instruments have been introduced in the markets,
including index futures, index options, derivatives and options and futures in select stocks.

Venture Capital

Technology and knowledge have been and continue to drive the global economy. Given the
inherent strength by way of its human capital, technical skills, cost competitive workforce, research
and entrepreneurship, India is positioned for rapid economic growth in a sustainable manner. The
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Indian venture capital sector has been active despite facing a challenging external environment in last
decade and a competitive market scenario.

According to a survey conducted by Thomson Financial and Prime Database, India ranked as the
third most active venture capital market in Asia Pacific at the start of 20th century.

There is an increased interest in India. The amount has grown nearly twenty fold in the past five
years. Today the VC funds that operate in India with the total assets under management are nearly
worth about US$ 6 billion. Most VCs believe that this decade will be driven by a relatively stable
economy and new initiatives that will boost the e-commerce sector, particularly online trading and
e-banking sectors. To realise the potential, there is a need for risk finance and Venture Capital (VC)
funding to leverage innovation, promote technology and harness knowledge based ideas.

Private Equity, Mergers & Acquisitions in India

Mergers and acquisitions (M&A) activity between India and the European Union is poised to
grow in FY 2014-15, according to Mumbai-based investment bank Avendus Capital. The IT and
Business Process Outsourcing (BPO) industry are expected to lead the way in scouting for acquisitions
in Europe.

Private Equity (PE) firms invested US$ 2.27 billion in the period of January-March 2014, a 93 per
cent increase from the investments (US$ 1.18 million) made during the same quarter of 2013. There
were five investments of US$ 100 million or more in the quarter against one in the corresponding
period of 2013.

Foreign Institutional Investors (FIIs) in India

Non-resident Indians (NRIs) and FIIs will now be allowed to invest in the insurance sector, within
the overall 26 per cent cap on Foreign Direct Investment (FDI). The Department of Industrial Policy
and Promotion (DIPP) in a press note confirmed that apart from insurance companies, the relaxation
would also cover insurance brokers, Third-party Administrators (TPAs), surveyors and loss assessors.

FIIs were gross buyers of debt securities valued at ` 30,266 crore (US$ 5.07 billion) and sellers of
bonds worth ` 11,450 crore (US$ 1.91 billion) in the period January 1-24, 2014, which resulted in a
net inflow of ` 18,816 crore (US$ 3.15 billion), according to data released by the Securities and
Exchange Board of India (SEBI). Also, during the same period, FIIs invested ` 3,473 crore (US$
582.21 million) into the equity market, making their total investment in debt and stocks to be around
` 22,289 crore (US$ 3.73 billion).

Foreign investors invested about ` 371,342 crore (US$ 62.25 billion) into India's stock market in
the four years ended December 2013. This figure surpasses the investments in the boom years of
2005-08.

Investments by FIIs in the Indian stock market crossed the ` 1 trillion (US$ 16.77 billion) mark in
December 2013 the third time this has been achieved since FIIs' entry into the capital market in
1992-93 or 1993-94.

Financial Services in India: Recent Developments

American Express Co. has bought a minority stake in Bengaluru-based payment device maker
Ezetap Mobile Solutions. In February 2014, Ezetap had received venture funding of ` 49.8 crore (US$
8.34 million) from a group of investors headed by venture fund Helion Venture Partners. “This
investment is a validation about what we are doing and the potential of the market,” said Mr Abhijit
Bose, cofounder of Ezetap.
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Non-banking Financial Company (NBFC) Manappuram Finance Ltd (MFL) has entered into an
agreement to acquire Milestone Home Finance Company from Jaypee Hotels. The transaction is
MFL's strategy to broaden its business by venturing into the profitable lucrative housing finance space,
as per a press statement released by the company.

Financial Services: Government Initiatives

Given the growth of the Indian film industry, Third Eye Cinema Fund (TCEF), a SEBI-registered
alternative investment fund, is set to enter the Indian market. Those not connected with the Hindi film
segment will now soon be able to reap the benefits of the sector's growth. TCEF aims to generate
about 25 per cent returns.

In an effort to give impetus to bilateral ties, India and South Korea have decided to strengthen
cooperation in many key sectors, including trade, investment and defense. Nine pacts in different
fields, including one in Cyber space cooperation, were inked following talks between the Indian prime
Minister and the South Korean President.

Challenges

The financial services industry is in a period of transition globally, not only in India. Regular
market shifts, fierce competition, and technological developments are ushering in unprecedented
changes in India and in the global financial services industry. Organisations in this highly competitive
and increasingly regulated industry will especially need to focus on making themselves more:

 Adept to face increasing transaction volumes, regulation and the integration of previously
disparate global markets

 Agile at identifying and managing risk
 Optimised in both business and technology, operationally efficient
 Financial professionals with knowledge of Business or/and Industry and technical competence

To enhance their competitive advantage in this changed environment, financial services
institutions are increasingly harnessing senior executives with right knowledge of business/industry
and technical competence, who can spearhead new business initiatives with better IT Technologies to
provide superior customer offerings and streamline internal processes. Today's dynamic marketplace
demands that financial services sector emphases on technologically advanced, feature-rich solutions,
that can operate in real-time and with the highest degree of precision and reliability.

Road Ahead

India is one of the top 10 economies in the world, helped in no small part by its strong banking
and insurance sectors. It is expected to become the fifth largest banking sector in the world by 2020
and the third largest by 2025, according to a joint report by KPMGCII. The report expects bank credit
to grow at a Compound Annual Growth Rate (CAGR) of 17 per cent in the medium term leading to
better credit penetration.

The insurance sector also has bright times ahead. Life Insurance Council, the industrial body of
life insurers in India, has estimated a CAGR of 12.15 per cent over the next few years for the segment,
with the country's insurable population projected to touch 750 million by Financial Year 2020.

Financial services can also be called financial intermediation. Financial intermediation is a
process by which funds are mobilised from a large number of savers and make them available to all
those who are in need of it and particularly to corporate customers. There are various institutions
which render financial services. Some of the institutions are banks, investment companies, accounting
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firms, financial institutions, merchant banks, leasing companies, venture capital companies, factoring
companies, mutual funds etc. These institutions provide variety of services to corporate enterprises.
Such services are called financial services. Thus, services rendered by financial service organisations
to industrial enterprises and to ultimate consumer markets are called financial services. These are the
services and facilities required for the smooth operation of the financial markets. In short, services
provided by financial intermediaries are called financial services.

Functions of Financial Services

1. Facilitating transactions (exchange of goods and services) in the economy.
2. Mobilising savings (for which the outlets would otherwise be much more limited).
3. Allocating capital funds (notably to finance productive investment).
4. Monitoring managers (so that the funds allocated will be spent as envisaged).
5. Transforming risk (reducing it through aggregation and enabling it to be carried by those

more willing to bear it).

Characteristics or Nature of Financial Services

From the following characteristics of financial services, we can understand their nature:
1. Intangibility: Financial services are intangible. Therefore, they cannot be standardised or

reproduced in the same form. The institutions supplying the financial services should have a better
image and confidence of the customers. Otherwise, they may not succeed. They have to focus on
quality and innovation of their services. Only then they can build credibility and gain the trust of
the customers.

2. Inseparability: Both production and supply of financial services have to be performed
simultaneously. Hence, there should be perfect understanding between the financial service
institutions and its customers.

3. Perishability: Like other services, financial services also require a match between demand and
supply. Services cannot be stored. They have to be supplied when customers need them.

4. Variability: In order to cater a variety of financial and related needs of different customers in
different areas, financial service organisations have to offer a wide range of products and services.
This means the financial services have to be tailor-made to the requirements of customers. The
service institutions differentiate their services to develop their individual identity.

5. Dominance of human element: Financial services are dominated by human element. Thus,
financial services are labour intensive. It requires competent and skilled personnel to market the
quality financial products.

6. Information based: Financial service industry is an information based industry. It involves
creation, dissemination and use of information. Information is an essential component in the
production of financial services.
Financial service institutions render a wide variety of services to meet the requirements of

individual users. These services may be summarised as below:
1. Provision of funds:

(a) Venture capital
(b) Banking services
(c) Asset financing
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(d) Trade financing
(e) Credit cards
(f) Factoring and forfeiting
2. Managing investible funds:

(a) Portfolio management
(b) Merchant banking
(c) Mutual and pension funds
3. Risk financing:

(a) Project preparatory services
(b) Insurance
(c) Export credit guarantee
4. Consultancy services:

(a) Project preparatory services
(b) Project report preparation
(c) Project appraisal
(d) Rehabilitation of projects
(e) Business advisory services
(f) Valuation of investments
(g) Credit rating
(h) Merger, acquisition and reengineering
5. Market operations:

(a) Stock market operations
(b) Money market operations
(c) Asset management
(d) Registrar and share transfer agencies
(e) Trusteeship
(f) Retail market operation
(g) Futures, options and derivatives
6. Research and development:

(a) Equity and market research
(b) Investor education
(c) Training of personnel
(d) Financial information services

Scope of Financial Services

The scope of financial services is very wide. This is because it covers a wide range of services.
The financial services can be broadly classified into two: (a) fund based services and (b) non-fund
services (or fee-based services).
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Fund Based Services

The fund based or asset based services include the following:
1. Underwriting
2. Dealing in secondary market activities
3. Participating in money market instruments like CPs, CDs etc.
4. Equipment leasing or lease financing
5. Hire purchase
6. Venture capital
7. Bill discounting.
8. Insurance services
9. Factoring

10. Forfeiting
11. Housing finance
12. Mutual fund

Non-fund Based Services

Today, customers are not satisfied with mere provision of finance. They expect more from
financial service companies. Hence, the financial service companies or financial intermediaries
provide services on the basis of non-fund activities also. Such services are also known as fee based
services. These include the following:

1. Securitisation
2. Merchant banking
3. Credit rating
4. Loan syndication
5. Business opportunity related services
6. Project advisory services
7. Services to foreign companies of NRIs
8. Portfolio management
9. Merger and acquisition

10. Capital restructuring
11. Debenture trusteeship
12. Custodian services
13. Stock booking
The most important fund based and non-fund based services (or types of services) may be briefly

discussed as below:

[A] Asset/Fund Based Services

1. Equipment leasing/Lease financing: A lease is an agreement under which a firm acquires a right
to make use of a capital asset like machinery etc. on payment of an agreed fee called lease rentals.
The person (or the company) which acquires the right is known as lessee. He does not get the
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ownership of the asset. He acquires only the right to use the asset. The person (or the company)
who gives the right is known as lessor.

2. Hire purchase and consumer credit: Hire purchase is an alternative to leasing. Hire purchase is
a transaction where goods are purchased and sold on the condition that payment is made in
instalments. The buyer gets only possession of goods. He does not get ownership. He gets
ownership only after the payment of the last instalment. If the buyer fails to pay any instalment,
the seller can repossess the goods. Each instalment includes interest also.

3. Bill discounting: Discounting of bill is an attractive fund based financial service provided by the
finance companies. In the case of time bill (payable after a specified period), the holder need not
wait till maturity or due date. If he is in need of money, he can discount the bill with his banker.
After deducting a certain amount (discount), the banker credits the net amount in the customer’s
account. Thus, the bank purchases the bill and credits the customer’s account with the amount of
the bill less discount. On the due date, the drawee makes payment to the banker. If he fails to
make payment, the banker will recover the amount from the customer who has discounted the bill.
In short, discounting of bill means giving loans on the basis of the security of a bill of exchange.

4. Venture capital: Venture capital simply refers to capital which is available for financing the new
business ventures. It involves lending finance to the growing companies. It is the investment in a
highly risky project with the objective of earning a high rate of return. In short, venture capital
means long term risk capital in the form of equity finance.

5. Housing finance: Housing finance simply refers to providing finance for house building. It
emerged as a fund based financial service in India with the establishment of National Housing
Bank (NHB) by the RBI in 1988. It is an apex housing finance institution in the country. Till now,
a number of specialized financial institutions/companies have entered in the field of housing
finance. Some of the institutions are HDFC, LIC Housing Finance, Citi Home, Industrial Bank
Housing etc.

6. Insurance services: Insurance is a contract between two parties. One party is the insured and the
other party is the insurer. ‘Insured’ is the person whose life or property is insured with the insurer.
That is, the person whose risk is insured is called insured. Insurer is the insurance company to
whom risk is transferred by the insured. That is, the person who insures the risk of insured is
called insurer. Thus insurance is a contract between the insurer and the insured. It is a contract in
which the insurance company undertakes to indemnify the insured on the happening of certain
event for a payment of consideration. It is a contract between the insurer and the insured under
which the insurer undertakes to compensate the insured for the loss arising from the risk insured
against.

According to Mc Gill, “Insurance is a process in which uncertainties are made certain”. In the
words of Jon Megi, “Insurance is a plan wherein persons collectively share the losses of risks”.
Thus, insurance is a device by which a loss likely to be caused by uncertain event is spread over a
large number of persons who are exposed to it and who voluntarily join themselves against such
an event. The document which contains all the terms and conditions of insurance (i.e. the written
contract) is called the ‘insurance policy’. The amount for which the insurance policy is taken is
called ‘sum assured’. The consideration in return for which the insurer agrees to make good the
loss is known as ‘insurance premium’. This premium is to be paid regularly by the insured. It may
be paid monthly, quarterly, half yearly or yearly.

7. Factoring: Factoring is an arrangement under which the factor purchases the account receivables
(arising out of credit sale of goods/services) and makes immediate cash payment to the supplier or
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creditor. Thus, it is an arrangement in which the account receivables of a firm (client) are
purchased by a financial institution or banker. Thus, the factor provides finance to the client
(supplier) in respect of account receivables. The factor undertakes the responsibility of collecting
the account receivables. The financial institution (factor) undertakes the risk. For this type of
service as well as for the interest, the factor charges a fee for the intervening period. This fee or
charge is called factorage.

8. Forfaiting: Forfaiting is a form of financing of receivables relating to international trade. It is a
non-recourse purchase by a banker or any other financial institution of receivables arising from
export of goods and services. The exporter surrenders his right to the forfaiter to receive future
payment from the buyer to whom goods have been supplied. Forfaiting is a technique that helps
the exporter sell his goods on credit and yet receive the cash well before the due date. In short,
forfaiting is a technique by which a forfaitor (financing agency) discounts an export bill and pay
ready cash to the exporter. The exporter need not bother about collection of export bill. He can
just concentrate on export trade.

9. Mutual funds: Mutual funds are financial intermediaries which mobilise savings from the people
and invest them in a mix of corporate and government securities. The mutual fund operators
actively manage this portfolio of securities and earn income through dividend, interest and capital
gains. The incomes are eventually passed on to mutual fund shareholders.

[B] Non-Fund Based/Fee Based Financial Services

1. Merchant banking: Merchant banking is basically a service banking, concerned with providing
non-fund based services of arranging funds rather than providing them. The merchant banker
merely acts as an intermediary. Its main job is to transfer capital from those who own it to those
who need it. Today, merchant banker acts as an institution which understands the requirements of
the promoters on the one hand and financial institutions, banks, stock exchange and money
markets on the other. SEBI (Merchant Bankers) Rule, 1992 has defined a merchant banker as,
“any person who is engaged in the business of issue management either by making arrangements
regarding selling, buying or subscribing to securities or acting as manager, consultant, advisor, or
rendering corporate advisory services in relation to such issue management”.

2. Credit rating: Credit rating means giving an expert opinion by a rating agency on the relative
willingness and ability of the issuer of a debt instrument to meet the financial obligations in time
and in full. It measures the relative risk of an issuer’s ability and willingness to repay both interest
and principal over the period of the rated instrument. It is a judgement about a firm’s financial and
business prospects. In short, credit rating means assessing the creditworthiness of a company by
an independent organisation.

3. Stock broking: Now stock broking has emerged as a professional advisory service. Stock broker
is a member of a recognised stock exchange. He buys, sells, or deals in shares/securities. It is
compulsory for each stock broker to get himself/herself registered with SEBI in order to act as a
broker. As a member of a stock exchange, he will have to abide by its rules, regulations and by-
laws.

4. Custodial services: In simple words, the services provided by a custodian are known as custodial
services (custodian services). Custodian is an institution or a person who is handed over securities
by the security owners for safe custody. Custodian is a caretaker of a public property or securities.
Custodians are intermediaries between companies and clients (i.e. security holders) and
institutions (financial institutions and mutual funds). There is an arrangement and agreement
between custodian and real owners of securities or properties to act as custodians of those who



12 Introduction to Financial System

hand over it. The duty of a custodian is to keep the securities or documents under safe custody.
The work of custodian is very risky and costly in nature. For rendering these services, he gets a
remuneration called custodial.

Thus custodial service is the service of keeping the securities safe for and on behalf of somebody
else for a remuneration called custodial charges.

5. Loan syndication: Loan syndication is an arrangement where a group of banks participate to
provide funds for a single loan. In a loan syndication, a group of banks comprising 10 to 30 banks
participate to provide funds wherein one of the banks is the lead manager. This lead bank is
decided by the corporate enterprises, depending on confidence in the lead manager.

A single bank cannot give a huge loan. Hence a number of banks join together and form a
syndicate. This is known as loan syndication. Thus, loan syndication is very similar to consortium
financing.

6. Securitisation (of debt): Loans given to customers are assets for the bank. They are called loan
assets. Unlike investment assets, loan assets are not tradable and transferable. Thus loan assets are
not liquid. The problem is how to make the loan of a bank liquid. This problem can be solved by
transforming the loans into marketable securities. Now loans become liquid. They get the
characteristic of marketability. This is done through the process of securitisation. Securitisation is
a financial innovation. It is conversion of existing or future cash flows into marketable securities
that can be sold to investors. It is the process by which financial assets such as loan receivables,
credit card balances, hire purchase debtors, lease receivables, trade debtors etc. are transformed
into securities. Thus, any asset with predictable cash flows can be securitised.

Securitisation is defined as a process of transformation of illiquid asset into security which may be
traded later in the opening market. In short, securitisation is the transformation of illiquid, non-
marketable assets into securities which are liquid and marketable assets. It is a process of
transformation of assets of a lending institution into negotiable instruments.
Securitisation is different from factoring. Factoring involves transfer of debts without
transforming debts into marketable securities. But securitisation always involves transformation of
illiquid assets into liquid assets that can be sold to investors.

Challenges Faced by the Financial Service Sector

Financial service sector has to face a lot of challenges in its way to fulfil the ever growing
financial demand of the economy. Some of the important challenges are listed below:

1. Lack of qualified personnel in the financial service sector.
2. Lack of investor awareness about the various financial services.
3. Lack of transparency in the disclosure requirements and accounting practices relating to

financial services.
4. Lack of specialisation in different financial services (specialisation only in one or two

services).
5. Lack of adequate data to take financial service related decisions.
6. Lack of efficient risk management system in the financial service sector.
The above challenges are likely to increase in number with the growing requirements of the

customers. However, the financial system in India at present is in a process of rapid transformation,
particularly after the introduction of new economic reforms.
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PRE-REFORMS PHASE

Until the early 1990s, the role of the financial system in India was primarily restricted to the
function of channelling resources from the surplus to deficit sectors. Whereas the financial system
performed this role reasonably well, its operations came to be marked by some serious deficiencies
over the years. The banking sector suffered from lack of competition, low capital base, low
productivity and high intermediation cost. After the nationalisation of large banks in 1969 and 1980,
the Government-owned banks dominated the banking sector. The role of technology was minimal and
the quality of service was not given adequate importance. Banks also did not follow proper risk
management systems and the prudential standards were weak. All these resulted in poor asset quality
and low profitability. Among non-banking financial intermediaries, development finance institutions
(DFIs) operated in an over-protected environment with most of the funding coming from assured
sources at concessional terms. In the insurance sector, there was little competition. The mutual fund
industry also suffered from lack of competition and was dominated for long by one institution, viz.,
the Unit Trust of India. Non-banking financial companies (NBFCs) grew rapidly, but there was no
regulation of their asset side. Financial markets were characterised by control over pricing of financial
assets, barriers to entry, high transaction costs and restrictions on movement of funds/participants
between the market segments. This apart from inhibiting the development of the markets also affected
their efficiency.

FINANCIAL SECTOR REFORMS IN INDIA

It was in this backdrop that wide-ranging financial sector reforms in India were introduced as an
integral part of the economic reforms initiated in the early 1990s with a view to improving the
macroeconomic performance of the economy. The reforms in the financial sector focused on creating
efficient and stable financial institutions and markets. The approach to financial sector reforms in
India was one of gradual and non-disruptive progress through a consultative process. The Reserve
Bank has been consistently working towards setting an enabling regulatory framework with prompt
and effective supervision, development of technological and institutional infrastructure, as well as
changing the interface with the market participants through a consultative process. Persistent efforts
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have been made towards adoption of international benchmarks as appropriate to Indian conditions.
While certain changes in the legal infrastructure are yet to be effected, the developments so far have
brought the Indian financial system closer to global standards.

The reform of the interest regime constitutes an integral part of the financial sector reform. With
the onset of financial sector reforms, the interest rate regime has been largely deregulated with a view
towards better price discovery and efficient resource allocation. Initially, steps were taken to develop
the domestic money market and freeing of the money market rates. The interest rates offered on
Government securities were progressively raised so that the Government borrowing could be carried
out at market-related rates. In respect of banks, a major effort was undertaken to simplify the
administered structure of interest rates. Banks now have sufficient flexibility to decide their deposit
and lending rate structures and manage their assets and liabilities accordingly. At present, apart from
savings account and NRE deposit on the deposit side and export credit and small loans on the lending
side, all other interest rates are deregulated. Indian banking system operated for a long time with high
reserve requirements both in the form of Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio
(SLR). This was a consequence of the high fiscal deficit and a high degree of monetisation of fiscal
deficit. The efforts in the recent period have been to lower both the CRR and SLR. The statutory
minimum of 25 per cent for SLR has already been reached, and while the Reserve Bank continues to
pursue its medium-term objective of reducing the CRR to the statutory minimum level of 3.0 per cent,
the CRR of SCBs is currently placed at 5.0 per cent of NDTL.

As part of the reforms programme, due attention has been given to diversification of ownership
leading to greater market accountability and improved efficiency. Initially, there was infusion of
capital by the Government in public sector banks, which was followed by expanding the capital base
with equity participation by the private investors. This was followed by a reduction in the Government
shareholding in public sector banks to 51 per cent. Consequently, the share of the public sector banks
in the aggregate assets of the banking sector has come down from 90 per cent in 1991 to around 75 per
cent in 2004. With a view to enhancing efficiency and productivity through competition, guidelines
were laid down for establishment of new banks in the private sector and the foreign banks have been
allowed more liberal entry. Since 1993, twelve new private sector banks have been set up. As a major
step towards enhancing competition in the banking sector, foreign direct investment in the private
sector banks is now allowed up to 74 per cent, subject to conformity with the guidelines issued from
time to time.

In India, A Healthy Financial System is Essential for Progress

The Indian economy is at a critical juncture in its growth trajectory. It is benefiting from market-
oriented reforms that started in earnest 20 years ago. Now, after a decade of blazing growth, the
economy is at an inflection point. Today’s policy choices will determine whether this growth surge
remains sustainable or fizzles out.

Finance holds the key to achieving India’s long-term growth potential. As the economy becomes
larger, more complex and market-oriented, the financial sector will play a crucial role in underpinning
growth by channelling domestic and foreign capital into productive investments. Increasing access to
the financial system is also a priority for making growth more balanced and sustainable, from both
economic and social perspectives.

A system that provides credit, savings instruments and insurance to a broad swathe of the
population is essential for distributing the fruits of growth more evenly.

Progress on financial reform has been uneven and slowed by the global crisis. Like many other
emerging markets, India weathered the crisis far better than the advanced economies, with only a
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modest dip in growth. This has spawned two dangerous notions. First, that it is desirable to keep much
of the banking system under state control as that makes the economy resilient to crises. Second,
relatively insulated financial markets will protect the economy from outside shocks.

It is true that state-owned banks did better during the crisis, with stronger deposit growth and
more credit expansion. A different interpretation is that, during a period of turmoil and uncertainty,
deposits fled to banks that had implicit government backing and these banks were in turn emboldened
and indeed encouraged to keep lending.

What is missing from the calculus are the long-term economic and social costs of a banking
system that is inefficient and narrow.

Despite all the strictures they operate under, some government-owned banks have managed to
compete effectively, holding their own against domestic and foreign private banks. It is time to cut
these banks loose from government control and reduce barriers to the entry of new private banks.

As India continues to deepen its integration into world trade and finance, it will be more exposed
to external shocks. Rather than going into a defensive crouch, the right approach is to manage the
process of globalisation to the country’s benefit while containing the risks.

Dependence on foreign capital certainly leaves an economy at the mercy of the whims of foreign
investors. Despite India’s sizeable war chest of foreign exchange reserves, the current account deficit
of more than 3 per cent of gross domestic product is a serious concern.

At the same time, India has enormous financing needs, especially for rectifying its woefully
inadequate physical infrastructure.

So, foreign capital is welcome but the question is whether the financial system can absorb these
funds effectively rather than just fuelling asset bubbles and adding to macroeconomic volatility.
Controls to limit surges in capital inflows are a seductive solution but they are largely ineffective.

Besides, the last thing India needs is policy uncertainty that frightens away foreign investors and
causes financing problems.

Here again, financial market development is the answer. A broader set of markets can help absorb
foreign funds and channel them towards more productive uses. For instance, the development of
corporate bond markets would help channel foreign capital (and domestic savings) into long-term
financing for infrastructure projects.

Opening up sectors such as the retail trade to foreign direct investment would also bring in more
stable funds, along with technology transfers and the ancillary benefits of greater competition.

To the government’s credit, financial reforms continued even during the crisis period. India has
introduced currency derivatives, interest rate futures and even credit default swaps in a cautious
manner with tight regulations.

The Reserve Bank of India has wisely resisted the introduction of capital controls and made it a
priority to increase financial access. These steps are welcome but the broader financial reform agenda
remains vast.

Moreover, finance does not operate in a vacuum. Institutional reforms and good macroeconomic
policies are essential for a financial system to work well and deliver high growth. In addition to its
corrosive effects, rampant public corruption scares away long-term foreign investors and shifts the
composition of inflows towards more short term and less stable forms of capital.

Large budget deficits and the high level of public debt constitute another source of vulnerability.
Roping in banks to help finance deficits by forcing them to buy government bonds makes a bad
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problem worse by imposing a huge cost on the banking system and crowding out lending to the private
sector.

Unless the government can tackle these problems, they will erode India’s growth potential.
Eswar Prasad is a professor of economics at Cornell University and a senior fellow at the

Brookings Institution. He is the co-author (with M. Ayhan Kose) of Emerging Markets: Resilience and
Growth Amid Global Turmoil (Brookings Institution Press, December 2010).

(I) Review Questions

Q.1 Explain the Indian Financial System
Q.2 Write a note on Pre-reform phase of Indian Financial Sector

(II) Fill in the Blanks

1. _____ assets are mostly useful for consumption.
2. The market for new issues is called _____ market.
3. Loan against the security of immovable property is called _____ loan.
4. _____ guarantee cover the payment of earnest money, retention money and advance payment.
5. The SHCIL was set-up in the year _____.
6. The market for extremely short period loans is called _____.
7. _____ are drawn by contractors on the government department for the goods supplied them.
8. The bill which does not require any acceptance is called _____.
9. _____ has been set-up mainly to provide a secondary market in government securities.

10. The discount and finance house of India was set-up in the year _____.
[Ans: 1. Physical; 2. Primary; 3. Mortaged; 4. Performance; 5. 1987; 6. call money
market; 7. supply bills; 8. Treasury bill; 9. STIC; 10. 1987]

(III) Choose the Best Answer from the following

1. The following one is financial asset:
(a) Gold (b) Silver
(c) Share (d) Land

2. Which one of the following is a cash assets?
(a) Deposit created out of loans (b) Share
(c) Bond (d) Post office certificate

3. The component of a capital market is:
(a) Treasury bill market (b) Government securities market
(c) Commercial bill market (c) and (b) together
[Ans: 1 - (c); 2 - (a); 3 - (b)]
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