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PREFACE

Banks play a crucial role in the economy by mobilising savings and allocating them for
productive uses, bringing in the process a win-win situation for the depositors (savers) and
borrowers (expenders) of money. Banking system is called lifeblood of the economy. Banking,
as a discipline, has evolved over centuries the world over, forming its theories and principles;
developing its practices of soundness and prudence; and has been given a statutory form
through legislations. It is a branch of monetary economics, and is a distinct and highly
developed field of study. Banking sector forms a major sector of the economy, always
growing and diversifying. It occupies a place of prominence in the economy of a country and
in international economic order. The kinds and functions of banks have diversified greatly,
catering to the credit needs of the whole gamut of sectors of the economy, thus playing a
vital role in the economic development. It is a highly documented sector.

India has had its own banking institutions for long. Origin of banking on modern lines
started in India in the 18th century, when seven banks were established between 1720 and
1788. The 19th century saw addition of more banks and entry of foreign banks. The progress
of banking development picked up some pace in the early 20th century. Banks then had
fragile existence, as failure of banks was not uncommon. Cooperative institutions also came
up during this phase as solutions to the rural indebtedness and exploitative conditions
which the peasants were going through for long in the predominantly agricultural economy.
Later cooperative banks showed their relevance in urban areas too. Till the first three
decades of the 20th century, the functions of central bank were spread among some selected
banks. Establishment of the Reserve Bank of India in 1934, as the central bank of the country
was a milestone, which paved the way for regulated development of banking. Independence
of the country, making of a bright Constitution for the new republic, federal democracy as a
form of governance and planning as a means for economic development were the historic
landmarks for the nation. The time had come for realisation of the vision of a free India that
was made during the freedom struggle. The first two tasks of the government relating to
banking were to find solutions to credit needs of agriculture and allied sector, and check
failure of banks, which continued unabated till then. The enactment of the Banking
Regulation Act, 1949 brought into force provisions for bringing banking on sound footing
and its orderly development. In the decade of 1950s, amalgamations and mergers of weaker
banks were accomplished. However, it was a fact that commercial banks were alienated from
the credit needs of key sectors of the predominantly agricultural and rural economy. They
were catering to the needs of the businesses and industries, and were concentrated in major
cities. A watershed step in the form of nationalisation of major banks in 1969 and further in
1980, was found as a solution, which oriented the banks to the meet the varied credit needs
of the economy and made for expanding their outreach. The policy directions from the
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government along with a series of measures by the Reserve Bank turned banking in India
from class banking to mass banking.

The period from 1969 to 1990 was a phase of consolidation and extending outreach
across the country, particularly in the rural areas, semi-urban areas, towns and cities, and
some banks found good footing abroad. This was the phase when various innovative
practices in the form of priority sector lending, differential rate of interest, lead bank scheme,
setting up of regional rural banks and development finance institutions took place. During
this phase, automation in banking sector banks was introduced. In 1991, around 91% share in
the banking business was in the hands of public sector banks. It was their golden era and
they contributed to development of banking in a substantial way. Then the economic reforms
of 1991 endowed a new spirit in the outlook of the Indian economy and broadened the
horizons of economic policy. The Reserve Bank appointed two committees under the
chairmanship of M. Narasimham (in 1991 and 1998). These developments were ushering in a
new era of banking in India as what follows thereafter was a transformative phase for banking
in India. Name of M. Narasimham will always remain in golden words in the history of
banking in India for the veritable recommendations he made. One of his recommendations
that he made for consolidation of public sector banks has been acted upon till as late as in
2017, 2019 and 2021, by merging many of them with the other PSBs. On account of this, the
number of public sector banks has come down to 12. The process is further on. What
happened during the three decades from 1990 is an ascending journey when new reforms,
new banking practices tumbled one after the other, and are continuing and enriching
banking in India. New private banks (from 1990s) have brought a spirit of competition and
vibrancy. New banking technology has instilled speed in the banking industry. It is during
this phase that the Government of India enacted several legislations, for diversifying banking
in the forms of local area banks, small finance banks and payments banks. Passing of the Payment
and Settlement Systems Act, 2007, setting up of the National Payment Corporation of India,
along with a host of initiatives by the Reserve Bank and technological developments by the
banks, paved the way for a revolution in payment and settlement systems inclusion of debit
cards, credit cards, prepaid systems, mobile banking, internet banking, NEFT, RTGS, cheque
truncation system to name a few. Through the Government policy and RBI’s strategies,
financial inclusion was given a big push. Banking has never been so easy. This amounts to
great progress, as well as challenges, e.g., rise of non-performance assets, frauds, etc. These
challenges were tackled with the appropriate legislations passed by Government and
regulations issued by RBI. Some of them still persist, but there is a mechanism to reduce
them. Over the decades, cooperative credit network has expanded greatly and credit to
agriculture and rural sector, MSME is consistently increasing. This book is an attempt to capture
and record this glorious journey of banking in India. Financial systems of India and the world
faced some major crisis in between. But the Indian banks showed resilience to withstand
them. Major examples are the global financial crisis of 2008 and recent COVID-19 pandemic.
Worldwide Basel norms (I, II and III) have come up to safeguard banks from any crisis.



(v)

Under the directions of the Reserve Bank, the Indian banks are well above those norms. The
last chapter of the book is on ten best global banking practices. In this chapter, the norms of
best practices as taken from a research work are mentioned, and assessment of Indian banks
in that context has been recorded. It is visible from there that Indian banks score well on
those parameters.

The data from the Reserve Bank bears out this transformation of banking sector in India.
To quote, a few glaring facts and figures are as under:

(a) In 1952, there were just 4,061 branches of commercial banks in India, whereas by
the end of 2019-20, there are 1,45,632 branches.

(b) In 1952, there was one bank branch for a population of 1,36,000. This figure has now
come down to less than 10,000 and has lost some relevance because many banking
services are at fingertips (on mobile now).

(c) There are as many as 5,41,175 Banking Correspondents working in villages and
6,35,046 BCs are in operation in urban areas greatly contributing to financial
inclusion.

(d) In 1952, the total deposits and credits of all scheduled commercial banks were ` 800
crore and ` 500 crores respectively. By the end of FY 2020, they were ` 135.11 lakh
crore and ` 105.58 lakh crores respectively.

(e) While the digital payment systems were unknown till 1990, the turnover of digital
payment systems (other paper transactions) during 2020-21 were in the order of the
` 14,14,85,173 crores. Introduction of FinTech is now revolutionising banking
further.

(f) There are 6,28,15,482 credit cards and 90,60,08,227 debit cards in the hands of bank
account holders. There are 6,07,621 ATMs and 45,93,265 Point of Sales machines
now.

(g) Indian banks have now (2021) 235 crore bank account holders out of which the
number of total PMJDY accounts stood at 43.04 crore. Of 43.04 crores, 55.47 per cent
(23.87 crore) Jan-Dhan account holders (belonging to economically weaker sections)
are women and 66.69 per cent (28.70 crores) holders are in rural and semi-urban
areas. What a remarkable feat in terms of banking outreach and financial inclusion.

All these make an amazing story of the progress of banks and banking in India. It can be
aptly said that banking in India is now new age banking. This book is an attempt to capture
this story – the origin and development of banking in India with all its vivacity, its
challenges and achievements, its glory as well as issues. It elaborates this narrative in a
simple and lucid style, supported by statistics from authentic sources, substantially from the
vast database that the Reserve Bank of India has placed and keeps on placing in the public
domain.
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A Few Words for Students, Candidates for Competitive Examinations, and Aspirants for
Probationary Officer’s Post, Researchers and Academicians.

This book is meant for the students of banking at graduate and postgraduate level,
candidates for various competitive examinations – Civil Services examination, CA and CS
examination, MBA, examinations for Probationary Officer, examinations of Banking Services
Recruitment Board, Reserve Bank recruitment examinations, etc. Researchers and
academicians will also find the book useful. It goes without saying that banking subject
requires the students to write their answers and substantiate them with data. An answer
substantiated with statistics makes for high scoring. Researchers also need facts and figures
on various aspects of banking. They will find information and substantial data on banking in
India from the commencement, during its various phases and the present phase of 1990
onwards, till 2020-21. Academicians also need a handy reference book for data. Financial
institutions, banking training colleges, etc. need a book for the trainees. All these people will
find this book with wide coverage of the subject in 43 chapters with lucid explanation and
extensive statistics (83 statistical tables).

Authors
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1 Indian Financial System

ECONOMY
A nation consists of a society, polity and economy. These are the three broad divisions,

inseparable from each other. They have their own set of institutions and dynamics. When we talk
of an economy we mean the sum total of all forms of resources, all factors of production working
in a coordinated manner and the dynamics provided by the economic forces that keep the giant
wheel of the economy turning. Real economy which is the sphere of the production, distribution,
exchange and consumption of goods, of employment and growth, is intricately linked to the
financial sphere of the economy. The financial side of the economy plays the crucial role in
mobilising resources and allocating them between savers and spenders in order to enhance
productive capacity of the economy, through market mechanisms.

Sectors of an Economy
An economy has primary sector relating to agriculture and allied activities i.e. farming,

horticulture, fisheries, animal husbandry, dairy, etc.

Secondary sector consists of industry, manufacturing – making finished goods by using raw
material, production of energy, etc.

The Tertiary sector also called service sector includes intangible services like trade, business,
banking, transport, I T services, entertainment, etc.

Quaternary sector is a recent addition which broadly consists of advances in knowledge in
various fields, education including higher and technical education, science and arts, technology,
research, etc. This sector has made a world of difference to all the above sectors.

FINANCIAL SYSTEM
Funds are needed by individuals, industries, business units, traders, government, etc. to meet

the needs of their consumption, investment, entrepreneurial initiatives, businesses, etc. Money or
funds, with regards to its lending and repayment period is classified into two categories, viz.
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short term funds (lent for a period of less than a year), which is provided by the money market.
Funds provided for medium term or longer term is called capital, which is catered to by the
capital market of the financial system.

The Financial system is a segment of the economy which includes financial markets –
divided into money market and capital market – banking companies, non-banking financial
companies, insurance and pension sectors. Financial markets have their range of instruments,
players, intermediaries, facilitators and regulatory infrastructure. Each of these markets consists
of institutions, instruments, services and mechanisms to mobilise savings, promote capital
formation, facilitate flow of funds and provide channels for investment leading to growth. In other
words, a financial system provides a whole set of mechanisms for allocation of resources from
savings to investments, to satisfy the needs of funds for the various sectors of the real economy. It
is a well-integrated and dynamic system. All of them make great contribution for the wheel of the
economy to keep moving.

The Committee on Fuller Capital Account Convertibility of the Reserve Bank (May 2007), in
its Report inter alia, stated that “realising the importance of financial sector development for
high and steady growth and development, policy makers in emerging market economies and
developing countries have been making efforts to provide appropriate regulatory environments
for financial markets that –

(i) encourage competitive forces;
(ii) facilitate the use of a variety of instruments;
(iii) promote the growth of different kinds of institutions offering a wide range of

financial instruments and services to potential savers and investors;
(iv) protect the interests of savers by reducing their risks; and
(v) promote the development of instruments that help in risk management.
Broadly speaking, the objective of regulation is to protect depositors’ and investors’ interests

(safety and conduct of business), promote financial inclusion, ensure monetary1 and financial
stability and achieve sustained economic progress.”

RBI’s Take on the present position of Indian Financial System
The Reserve Bank of India Governor Shaktikanta Das, in an address at the 48th convention

of All India Management Association (23/9/2021), said that India’s financial landscape is
becoming more dynamic and resilient as assets of non-banks and mutual funds have been growing.
India’s financial system he said, has transformed rapidly to support the growing needs of the
economy. “While banks have been the primary channels of credit in the economy, recent trends
suggest an increasing role of non-banking channels, the growth of assets of non-banking financial
intermediaries, including non-bank lenders and mutual funds, along with higher funding via
corporate bonds has helped India’s financial system to move away from being bank-led. This is a
sign of a steadily maturing financial system moving from a bank-dominated2 financial system to a
hybrid one,” he added.
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In the context of understanding financial system of a country and its fiscal policy, it is
necessary to know a few terms, which are briefly touched upon here.

NATIONAL INCOME: A general definition of national income is that it is the value of
goods and services produced by a country during a year. Thus, it is the net result of all economic
activities of any country, i.e. the sum total of monetary value of all the goods produced and
services rendered in the economy in a financial year. Calculation of National Income is a very
complex work involving huge data collection and processing and for this purpose a number of
methods are used for estimation of the total production of goods and services.

GROSS DOMESTIC PRODUCT: Gross Domestic Product has emerged as a universally
used measure of assessing income of a country, or region and for having comparison of different
countries and regions. Economic texts define it is a sum total of monetary value of all the end
products i.e. goods produced and services rendered in a country during a financial year. It has
now become a comprehensive indicator, a reliable yardstick of a country’s status as regards its
economic health. In India, it is calculated by the Ministry of Statistics and Programme
Implementation. Likewise, in the States, it is calculated by the Department of Economics and
Statistics. In the country’s budget, which is the snapshot of the economy, GDP growth is the most
watched figure.

GDP is effectively the sum total of the following:

(a) All the private consumption, i.e. all the money spent by Indians,
(b) Total government spending,
(c) Total money spent or invested by businesses and
(d) The net effect of exports (money spent by foreigners on Indian goods) and imports

(money spent by Indians on foreign goods) – Exports minus imports (NX).
GDP is now a buzzword in economics and financial literature as growth rate of the economy

is assessed on the basis of GDP. Growth rate of real GDP indicates the health of the economy and
the rate at which it is growing. Government of India, Ministry of Finance releases economic
growth data periodically and make policy changes as needed.

GDP is of two types, namely Nominal GDP and GDP adjusted for the impact of inflation.
In the above definition we have seen that GDP is the monetary or market value of all the goods
produced and services rendered. But an economy is highly dynamic and prices always keep on
changing. Hence, GDP estimated at current market value is the Nominal GDP. When it is
adjusted for the impact of inflation it is called GDP adjusted for the impact of inflation. It is also
called Real GDP. It is expressed in terms of base-year prices.

GDP (PPP based): Every country has a different currency with different values. However, a
question arises how the GDPs of two or more countries can be compared and given a reliable
ranking? This question can be solved by taking into account the purchasing power in a country
and comparing it with others called Purchasing Power Parity. A unit of currency can buy certain
amount of goods (food items).
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A few examples: Six top ranking countries in terms of GDP3

1. United States: $20.89 trillion
2. China: $14.72 trillion
3. Japan: $5.06 trillion
4. Germany: $3.85 trillion
5. United Kingdom: $2.67 trillion
6. India: $2.66 trillion
(Reference: https://globalpeoservices.com/top-15-countries-by-gdp-in-2020)

Five top ranking States in India:

Rank State Nominal GDP Trillion INR or lakh crore Data year

1 Maharashtra 32.24 lakh crore (US$430 billion) 2020-21

2 Tamil Nadu 22.44 lakh crore (US$260 billion) 2020-21

3 Uttar Pradesh 17.05 lakh crore (US$250 billion) 2020-21

4 Gujarat 16.48 lakh crore (US $230 billion) 2020-21

5 Karnataka 16.29 lakh crore (US$240 billion) 2020-21

References: Ministry of Statistics and Programme Implementation, Government of India,
Department of Economics & Statistics of State Governments and International Monetary Fund.
Compiled data is taken from Wikipedia which mentions the above sources4. (Retrieved on 2 May,
2022).

Broad Objectives of an Economy: Before discussing the fiscal policy and the monetary
policy, it is necessary to note the broad goals of any economy, which are (i) to ensure economic
growth, (ii) to ensure optimum level of employment, (iii) to maintain price stability, etc. In order
to achieve these goals, the economy is constantly monitored, for controlling inflation, avoiding
recessionary conditions to grow and to promote growth. Fiscal policy and Monetary Policy of the
central bank are aimed at achieving these objectives.

FISCAL POLICY: A simple definition of the term says that fiscal policy is the set of
actions that relates to the policies of the (Central) government with regards to taxation and
spending. Every country levies certain taxes on its citizens and on economic transactions
(production, exchange, sale, etc.). At the same time, the government keeps on spending on a
whole range of items, including salaries to its hundreds of thousands of staff, maintenance of its
buildings, developing infrastructure, spending on healthcare, education, defence, foreign relations
and welfare. These thousands of people who receive income from the government through
salaries and welfare, in effect receive the purchasing power for living their lives. This in turn
would generate demand for goods and services, resulting in more production, thus contributing to
the movement of the wheel of the economy. Thus, taxation gives money to the government, and
spending by the government of a country has a huge influence on the condition of the economy.
An economy is highly volatile and dynamic. Recessionary of inflationary situations do creep in

Latest Position (September 2022)

India has overtaken the UK to become world’s fifth
largest-economy according to IMF projections —
widely reported in medias.
Economic Times, 9/9/2022 Mumbai.
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from time to time. In order to tackle these situations, expansionary fiscal policy or restrictive
fiscal policy is resorted to depending on the conditions. Economies are constantly monitored and
suitable policy measures are taken so that the conditions are controlled.

FISCAL DEFICIT: In addition to taxes, a government has many more sources of income
like royalty on the products of mines and minerals, returns on the capital assets it has created, etc.
It is normal and logical for an uninformed person to think that the government of a country will
spend to the extent of the income it earns. However, considering the huge size of population and
numerous activities, commitments of the government, unseen contingencies, etc., the reality is
different. The Governments’ spending in a year does go beyond its income. Another important
reason for fiscal deficit is lesser collection of taxes than anticipated. With this preface, Fiscal
Deficit can be defined as the difference between the total income of a government (taxes and non-
tax) and its total expenditure (which is on the higher side in the equation).

Fiscal Deficit is Expressed in Percentage of GDP
Ideally, 2% to 3% of GDP is considered as an optimum level of the deficit; many a times it is

higher than this.

Taking an example, as for the Budget 2020-21, the Finance Minister informed that “the
fiscal deficit in the Revised Estimates of FY 2020-21 is pegged at 9.5% of GDP. Originally, i.e. in
the Budget Estimates for FY 2020-21 they were pegged at 6.8% of GDP. It has been funded
through Government borrowings, multilateral borrowings, Small Saving Funds and short term
borrowings.” The reason for this increase related mainly to the unseen new expenditure because
of Covid-19.

Reference: Press Information Bureau5,
(https://pib.gov.in/PressReleseDetailm.aspx?PRID=1693900)

Fiscal management is intimately related to ensuring macroeconomic stability. Over the years,
serious thought has been given to these things and accordingly, THE FISCAL
RESPONSIBILITY AND BUDGET MANAGEMENT ACT, 2003 been passed. The long title
of the Act explains its objectives succinctly.

An Act to provide for the responsibility of the Central Government to ensure inter-
generational equity in fiscal management and long-term macroeconomic stability by removing
fiscal impediments in the effective conduct of monetary policy and prudential debt management
consistent with fiscal sustainability through limits on the Central Government borrowings, debt
and deficits, greater transparency in fiscal operations of the Central Government and conducting
fiscal policy in a medium-term framework and for matters connected therewith or incidental
thereto.

Rules have been framed under the Act in 2004 which inter alia, specified reduction of fiscal
deficit to 3% by 2008-09 with an annual reduction target of 0.3% of GDP per year by the Central
Government. In every budget, Finance Minister has to explain the reasons and mention corrective
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measures taken to achieve the target. In compliance of these provisions the Government of India
has to place certain statements before Parliament. The FRBM Act made it mandatory for the
government to place the following items along with the Union Budget documents in Parliament
annually:

(i) Medium Term Fiscal Policy Statement, (ii) Macroeconomic Framework Statement and
(iii) Fiscal Policy Strategy Statement.
MONETARY POLICY: While Fiscal Policy lies in the domain of the Central government

of a country, the Monetary Policy implying credit control, is laid down by the central bank of the
country. The Central bank of a country is the monetary authority and one of its goals is to manage
supply of money circulating in the economy. Like Fiscal Policy it is either contractionary or
expansionary. In order to control inflation from rising, the supply of money circulating in the
economy is curtailed; vice-versa in order to give push to the economic conditions, supply of
money circulating in the economy is increased. Sometimes, it is applied to a sector rather than the
whole economy for the desired changes in the conditions. The broad measures to control inflation
or to give push to the economic condition through monetary policy include the following:

(i) Cash Reserve Requirements with Commercial Banks: The banks are directed to keep
with the central bank a certain proportion of money. As the total money with the banks
for lending business is decreased through this measure, commercial banks will have
reduced capacity to lend and to give credit to its customers. Vice-versa when economy
needs a push, the reserve requirement is reduced, which keeps more money in the
commercial banks to lend, and credit expands.

(ii) Open Market Operations: In order to reduce money supply, central bank sells bonds
and other securities. This will bring more money with the central bank and bring down
the level of money with commercial banks and public. Vice-versa in order to increase
the money supply it purchases these securities, which results in injecting more money
into the banks to augment their lending.

(iii) Policy Rate: Policy rate refers to the rate at which commercial banks borrow money
from the central bank. In India, these refer to Repo Rate, Reverse Rate, Bank Rate and
Marginal Standing Facility Rate. (These topics are discussed in the book in a separate
chapter). If the policy rate is high, then the commercial banks will keep their borrowing
from the central bank low; which means they have lesser money to lend. Vice-versa if
the policy rate is low then the cost of borrowing is less and consequently they would
borrow more to lend more.

(iv) Price Stability with objective of growth in mind: The primary objective of monetary
policy is to maintain price stability while keeping in mind the objective of growth. It is a
necessary precondition for sustainable growth.

(v) Inflation Targeting: The amendment to the RBI Act made in 2016, with respect to
making provision for the Monetary Policy Committee, inter alia, provides for the
inflation target to be set by the Government of India, in consultation with the Reserve
Bank, once in every five years. Accordingly, the Central Government notified in the
Official Gazette 4 per cent Consumer Price Index (CPI) inflation as the target for the
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period from August 5, 2016 to March 31, 2021 with the upper tolerance limit of 6 per
cent and the lower tolerance limit of 2 per cent. This has been continued for the next
five years.

FINANCIAL MARKETS
Financial markets are important segments of the financial system. These are the markets

where, on one side, there are suppliers of funds consisting of individuals, businesses, industry and
governments and on the other side there are receivers of funds comprising the same set of people.
They play a pivotal role of allocating the resources in an economy and work according to the
regulations ensuring transparency. In financial markets, assets such as equities, bonds, debentures,
currencies and derivates are bought and sold. The market forces bring about equilibrium of
demand and supply and determine the prices of securities. They are classified in different ways,
on the basis of nature of assets as equity market or debt market; on the basis of maturity of assets
into money market and capital market and on the nature of assets they are classified into primary
and secondary markets, etc.

Money Market in India
Money market is a market for short-term funds of less than one year. In this, on one side

there are individuals and institutions with surplus funds who desire to invest, whereas on the other
side there are individuals and institutions that need funds. Financial instruments with high
liquidity and short-term maturities (of one year or less) are traded in the money market.
According to the Reserve Bank – “By definition, money market is for a maximum tenor of up to
one year.Within one year, money market is classified into:

(i) Overnight market: The tenor of transactions is one working day.
(ii) Notice money market: The tenor of the transactions is from 2 days to 14 days.
(iii) Term money market: The tenor of the transactions is from 15 days to one year6.”
Money market plays a significant role in the financial system by providing capital formation,

aiding trade and industry by meeting their needs of short term funds. It is also a source of finance
to the government. It aids the monetary policy.

The instruments include Repos, Call/Money, Treasury Bills, Term Money, Certificate of
Deposit, Commercial Papers, etc.

Players in the money market include Reserve Bank of India, Government, commercial banks,
financial institutions, primary dealers, corporate firms, etc. The Reserve Bank plays many roles
and is the merchant banker to the government. It issues Treasury Bills and other securities to raise
funds for the government. It also ensures that the levels of liquidity and short term interest rates
are maintained at optimum level to facilitate price stability.

Government is also an important player as it is the largest borrower to bridge the budget
deficit by raising money through the Treasury Bills and government securities.
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Commercial banks make use of money market to meet their day-to-day needs of liquidity.
This constitutes a large volume.

Financial institutions undertake lending and borrowing of short-term funds. They also lend
money to banks by rediscounting Bills of Exchange.

Corporate firms make use of the money market for raising short-term funds to meet their
working capital requirements. They issue Commercial Papers with a maturity period of 7 days to
1 year. These papers are issued at a discount and redeemed at face value on maturity.

Money Market Mutual Funds have become a major player in money market. They invest
solely in money market instruments. These MMFs are considered very safe and yield returns.

The money market in India has a large unorganised sector also, consisting of the following:

Indigenous bankers: These are the financial intermediaries which operate as banks, receive
deposits and give loans and deal in hundies (Hundi is a short term credit instrument akin to a bill
of exchange). Interest rates of these entities vary from institution to institution.

Moneylenders: They are the oldest moneylending professionals. Their rates are high and
they are found more in rural areas.

Other unregulated non-bank financial intermediaries include Chit Funds and Nidhis. They
take deposits, on which they give returns, and they give loans to earn interest.

Capital Market in India
Capital market is a market for medium and long-term funds. Like money market, in this

market also, on one side there are individuals and institutions with surplus funds who desire to
invest, and on the other side, there are individuals and institutions that need funds for their
entrepreneurial activities, setting up business units, etc. Financial instruments with medium and
long-term maturities (of one year or more) are traded in the capital market. They are divided into
debt market and equities market. Debt instruments include bonds issued by the Central and State
Governments (including local authorities) G-Securities, public sector undertakings and debentures
issued by the private corporate sector. Another component of capital market is the equity market,
also called as Securities Market. Walter Bagehot, in his classic work, Lombard Street: A
Description of the Money Market (1873) highlighting the importance of capital market drove
home the point that it was England’s efficient capital market that made the industrial revolution
possible.

The Securities and Exchange Board of India (SEBI) is the regulatory authority of the
securities market, equity and debt raisers, listed companies, mutual funds, merchant bankers,
underwriters, foreign institutional investors, venture capital funds, brokers and portfolio managers.

The Stock exchanges play a pivotal role in listing of companies, providing a platform for
initial public offers, and trading facility in the secondary market. They provide a set of facilities
including netting and delivery of securities. Dematerialising of securities and introduction of a
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nationwide, on-line, fully automated screen-based trading system has greatly facilitated securities’
sale and purchase. The online trading platform for purchase of equities, mutual funds, bonds, has
brought great ease. Brokers, (broking firms) are the intermediaries in the securities market
through whom sale and purchase of securities take place and transactions are honoured.

Investment bankers (also called merchant bankers) provide the services of undertaking the
issue of stocks and other related advisory services.

Foreign Exchange Market in India
The Foreign Exchange Management Act, 1999 (FEMA), provides the statutory framework

for the regulation of foreign exchange derivative contracts. Residents can hedge their foreign
exchange exposures through various products, such as, forward contracts, options involving rupee
and foreign currencies, currency swaps and cost reduction option structures in the over-the-
counter market (OTC) market. Foreign investors can also hedge their investments in equity and/or
debt in India through forwards and options. In addition, trading within specified position limits is
permitted on exchange traded currency futures in four currency pairs and in USD for currency
options. Residents are also permitted to hedge their commodity price risk, as per specific
guidelines, in the overseas OTC markets and exchanges. Over the years, the foreign exchange
spot as well as forward market has expanded quite significantly. The average daily forex market
turnover has grown from about US$ 16 billion in 2005-06 to nearly US$ 55 billion in 2014-157.

SERVICE PROVIDING AGENCIES/FACILITATORS IN FINANCIAL
MARKETS

Primary Dealers: Primary Dealers play an intermediary role. They were introduced by RBI
for developing an active secondary market for Government securities. They are either subsidiary
of commercial banks/All India financial institutions, or of registered companies. They also
underwrite Government Securities. The system of Primary Dealers was introduced by the Reserve
Bank in 1995, which also supports by providing them with certain facilities to enable them to play
their role effectively. This includes Current Account facility with the Reserve Bank and access to
Subsidiary General Ledger Account facility for Government securities. They have permission to
borrow and lend in the money market and trade in market instruments.

Depositories provide a great facilitating role in holding securities in dematerialised form
(demat) as opposed to physical form, and maintain accounts of depository participants, which, in
turn, maintain accounts of customers. At present there are two depositories in India, National
Securities Depository Limited (NSDL) and Central Depository Services (CDS). This sector is
regulated by the Securities and Exchanges Board of India (SEBI).

Clearing Corporation of India: The Clearing Corporation of India Ltd. (CCIL) was set up
in April, 2001 to provide guaranteed clearing and settlement functions for transactions in Money,
G-securities, foreign exchange and derivative markets. The introduction of this corporation led to
significant improvements in the market efficiency, transparency, liquidity and risk management/
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measurement practices in these markets along with added benefits like reduced settlement and
operational risk, savings on settlement costs, etc. CCIL also provides non-guaranteed settlement
for Rupee interest rate derivatives and cross currency transactions through the CLS Bank. CCIL’s
adherence to the stringent principles governing its operations as a Financial Market Infrastructure
has resulted in its recognition as a Qualified Central Counterparty (QCCP) by the Reserve Bank
of India in 2014. It has also set up a Trade Repository to enable financial institutions to report
their transactions in OTC derivatives8.

National Payments Corporation of India9

National Payments Corporation of India (NPCI), an umbrella organisation for operating retail
payments and settlement systems in India, is an initiative of Reserve Bank of India (RBI) and
Indian Banks’ Association (IBA) under the provisions of the Payment and Settlement Systems
Act, 2007, for creating a robust payment and settlement Infrastructure in India. It has played a
remarkable role in the digital revolution of payment systems in India from 2009 till date.

From September 24, 2009 NPCI has been given an in-principal approval to issue
authorisation for operating various retail payment systems in the country and granted Certificate
of Authorisation for operation of National Financial Switch (NFS) ATM Network with effect
from October 15, 2009. NPCI has taken over NFS operations from December 14, 2009.
Membership regulations and rules have been framed for enrolling all banks in the country as
members. This was done so that when the nation-wide payment systems are launched, all would
get included on a standardised platform. Wide range of innovations of NPCI is suitably discussed
in the chapter on Payment and Settlement Systems, in the book.

SEGMENTS OF INDIAN FINANCIAL SYSTEM
The Indian financial system has four segments in the form of (i) Banking sector, (ii) Non-

Banking sector, (iii) Insurance sector and (iv) Pension sector.

Banking Sector
Banking sector in India in modern times has had a chequered history with its teething

problems for long in the beginning, then ups and downs for long ultimately to gain stability,
growth and dynamism. This system constitutes a predominant segment of the financial system.

The banking sector consists of commercial banks (public and private sector), foreign banks,
cooperative banks, development finance institutions, niche banks in the form of local area banks,
regional rural banks, small finance banks, payment banks, etc. The banks are regulated by the
Reserve Bank of India – the central bank and monetary authority of the country. There are some
specialised banks which cater to the needs of specific sectors. Generically, they are named as
development finance institutions which include NABARD, NHB, EXIM Bank, SIDBI, etc. This
book is on explaining and analysing the whole banking sector. Banks are discussed in detail in
this book.
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Development Finance Institutions (DFIs) and NBFCs, etc.
According to the RBI’s report on Trend and Progress of Banking in India 2020-2110, the

number of these institutions (as on 30 September 2021) is as under:

 All India Financial Institutions (4) – NABARD, SIDBI, EXIM Bank and NHB
 Non-Banking Financial Companies (9617). They include:

 NBFCs (Non Deposit taking) 9425
 NBFC-(Deposit taking) 64
 Asset Reconstruction Companies (28)
 Housing Finance companies (100)

 Primary Dealers (21)
 Bank PDs (14)
 Standalone PDs (7)

Non-Banking Financial Companies (NBFCs)
The ‘Non-Banking Financial Companies’ (NBFCs) is a generic term. It is a heterogeneous

group of institutions, about eleven by types of activities, performing a variety of roles like
accepting deposits, giving loans and advances, leasing, etc. Under the Reserve Bank of India Act,
1934, they are defined as: “(i) a financial institution which is a company, (ii) a non-banking
institution which is a company and which has its principal business as the receiving of deposits
under any scheme or arrangement or in any other manner, or lending in any manner, (iii) such
other non-banking institution or class of such institutions, as the bank may, with the previous
approval of the Central Government and by notification in the Official Gazette, specify.”

They raise funds from the public, directly or indirectly, and lend them to the ultimate
consumers. They give loans to wholesale and retail traders, small-scale industries and self-
employed persons. They have broadened the range of products and services. They have now been
recognised as complementary to the banking sector due to their customer-oriented services,
simplified procedures, and attractive rates of return on deposits, flexibility and timeliness in
meeting the credit needs of specified sectors. They are regulated by the Reserve Bank and require
a registration with it. Chapter III-B (containing 19 sections) is added to the Reserve Bank of India
Act, 1934, through amendment made in 1963, to provide for regulation over NBFCs.

Insurance Sector
Like banking, insurance sector i.e. life insurance, general insurance and health insurance, etc.

has a long history dating back to early 19th century. The first life insurance business was started
in 1818 in Calcutta. During the 19th century there were Indian and foreign insurance companies.
The Indian Life Assurance Companies Act, 1912 was the first statutory measure to regulate the
life insurance business. Subsequently, there have been other legislations. In January 1956, the life
insurance business was nationalised and the Life Insurance Corporation of India (LIC) was set up,
which absorbed 245 Indian and foreign insurers. LIC had the monopoly of life insurance business
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till late 1990s, when the sector was opened for private players. General insurance also started in
India way back in the 19th century. With the passing of the General Insurance Business
(Nationalisation) in 1972, the general insurance was also nationalised from 1 January, 1973, with
the amalgamation of 107 insurers into four companies. The General Insurance Corporation started
its business from 1st January, 1973. This business is also opened to private players. The insurance
industry of India consists of 52 insurance companies of which 24 are in life insurance business
and 32 are non-life insurers.

Out of 32 non-life insurance companies, there are six public sector insurers – the four
subsidiaries of the General Insurance Corporation and two specialised insurers namely
Agriculture Insurance Company Ltd. for Crop Insurance and Export Credit Guarantee
Corporation of India for Credit Insurance. Moreover, there are 5 private sector insurers registered
to underwrite policies exclusively in Health, Personal Accident and Travel insurance segments.
Insurance penetration of India i.e. Premium collected by Indian insurers is about 3.76% of GDP in
FY 2019-2011.

The Insurance Regulatory and Development Authority of India (IRDA), set up in April, 2000
is an autonomous body to regulate and develop the insurance industry.

Pension Sector
Pension sector is a recent and valuable addition to the Indian financial system. National

Pension Scheme was launched through the Budget speech of the Union Finance Minister for the
budget of 2003-04. The reason for the launch of the NPS was that provision of pension on
retirement to all government and semi-government (except the Armed Forces) was done away
with from 1st January, 2004. In such a situation, with a view to provide adequate retirement
income on cost effective basis, this scheme was introduced for the abovementioned employees
and officers. From 1 May, 2009, it is made open to public on voluntary basis. Its aim is welfare of
the subscribers after retirement. In this scheme, subscribers keep on making contribution to it over
a period of time. On maturity of the plan, pension is given to them from the corpus so built. Along
with these, various insurance companies also formulated various pension plans.

This is made open to all citizens. For the unorganised sector it is called Swavalamban Yojana.
A person desirous to join the scheme has to open an account related to the scheme. There is a
minimum contribution amount.

Pension sector is regulated by the Pension Fund Regulatory & Development Authority
(PFRDA).

Insurance & Pension – Social Security Schemes12

In order to move towards creating a universal social security system for all Indians,
especially the poor and the under-privileged, three ambitious Jan Suraksha Schemes or Social
Security Schemes pertaining to Insurance and Pension Sector were announced by the Government
in the Budget for 2015-16. The schemes were launched on 9th May, 2015, for providing life and
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accident risk insurance and social security at a very affordable cost. These schemes are the
following:

(a) Pradhan Mantri Suraksha Bima Yojana,
(b) Pradhan Mantri Jeevan Jyoti Yojana and
(c) Atal Pension Yojana.

MICROFINANCE
With 69% of its population living in rural areas, India is still predominantly a rural nation,

generally marked by poverty and lack of opportunities in villages. Migration to urban areas is
adding to urban poverty. The rural or urban poor families have scarce capital, labour surplus and
by and large bereft of proper knowledge and management skill. Emergence of self-help groups is
a vehicle for change for this marginalised section of society, by bringing them together, arranging
microfinance for them and providing them with managerial support and skill development to find
self-employment.

Today, microfinance has emerged and is receiving government support. Noble-laureate
Mohammad Yunus of Bangladesh who founded the Grameen Bank in Bangladesh in 1970s, is the
modern day exponent of microfinance. Enactment of the Micro, Small and Medium Enterprises
Development (MSMED) Act, 2006, priority sector lending by banks and recent launching of
Mudra Bank and Mudra Yojana are the major efforts of the Government as its emphasis on
microfinance.

View of the World Bank President on the Indian Financial System: An extract from the
speech of the World Bank Group President David Malpass as a part of NITI Transforming India
Lecture in New Delhi, India on 26 October, 2019.

“In recent decades, India has made impressive progress in building a financial sector that
fits its unique development needs. Yet, in a world where payments can be sent with a click of a
button from the basic cell phone, it’s crucial that countries have financial sectors that ensure
stability while offering deep, well-regulated markets and being agile enough to respond to rapid
innovation in the industry.”

https://www.worldbank.org/en/news/speech/2019/10/26/a-strong-financial-sector-for-a-
stronger-india
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Model Questions
1. What is meant by an economy? Mention its sectors.
2. Define and discuss financial system.
3. Explain GDP.
4. What is a fiscal policy and what is a fiscal deficit? Mention this in the light of the provisions of

the Fiscal Responsibility and Budget Management Act, 2003.
5. Describe Money Market structure in India.
6. Describe Capital Market in India.
7. Briefly mention segments of Indian Financial System.
8. Write a note on Microfinance.
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