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ABSTRACT

The objective of this. paper 1is to provide a concise
description of the Indian Financial System from macro-
economic perspective. The study analyses the evolution
and interrelations of the financial system using the flow
of funds framework and other tools of financial planning.
The Financial intermediation by the banking sector waned
a little as other financial companies gained importance
in the economy. However, net assets, deposits and
credits outstripped the growth rate of the economy.
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| by
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The objective of this paper is to provide a concise description of
' the Indian Financial System from macro-economic perspective. The
| study analyses the evolution and interrelations of the financial
.~ system using the flow of funds framework and other tools of

financial planning. It is an analysis at a high level ol
) aggregation of the flow of funds from sectors having financial

surplus to those in deficit. At the most aggregate level in India
‘ (which considers the personal sector, the public sector, the
corporate sector and the overseas sector), the personal sector
' always has a surplus and the public sector a deficit, while the
position varies from time to time in the other two sectors. The
inclination is to comprehend the process by which savings have
been channelled to investors through the financial system in the
last decade. 1t especially focuses on money as it finds its way

from savers to investors through financial institutions and
markets.

Various measures of financial development show an increase in the
importance of financial institutions in the economy and of
financial flows relative to economic activity (table 2.1). The
financial sector has played a very important role in transferring
‘ funds from the surplus to the deficit sectors of the economy. As
noted earlier, the main surplus sector remained Household and Rest
‘of the World (ROW), while the Government and private corporate
business remained deficit sectors. One of the main features ol
‘the eighties was a marked increase in the fiscal deficit of the
government sector. The financial deficit of the government
‘increased from 6.7 per cent in 1977-81 to 8.8 per cent in 1985-86
and was brought down to 6.2 per cent in 1991-92 as the economy
underwent stabilisation policies since July 1991 (table 2.2).
Table 2.2 shows the flow of funds in the 1980‘s through the major
sectors in the Indian economy. The rest of the world which was in

deficit in the late seventies turned into a surplus scctor in the

1980's but the government and private corporate buginess roamained
in deficit.




The two deficit sectors, namely, the corporate sector and the
government sector, complement their funding requirements by direct
borrowing from households and ROW, and indircectly through
financial intermediation (table 2.2). The Houschold nector, which
recorded very high financial surpluses in the 1980s, lent Lo Lhe
deficit sectors in the form of currency and deposits, contractual
savings, small savings and trade debt.

One of the reasons for high savings 1in the economy 1is the
elasticity of gross domestic savings with respect to real income
which is estimated Lo be approximately 2.0 [Morris (1985)). ‘The
rise in real income in the eighties sustained the saving rate at a
relatively high rate. Higher saving rates in the Indian economy
have been accompanied by higher 1levels of financial savings.
Household savings in the form of financial assets and physical
assets have increased. Financial assets especially saw a rise of
9.7 per cent of NDP in 1990-91 from a comparatively small figqure
of 3.8 per cent of NDP in 1970. Net deposits, in absolute term,
in the household sector portfolio, continued to show an impressive
increase in the 1980s, but as a proportion of net household
financial savings declined from mid-eighties as a result of
increase in net claims ‘on government (table 2.2). Bulk of these
deposits went to the banking sector which increased their role in
the financial system [Jadhav (1988)].

Another important feature of the 1980's has becen a sharp jump in
the holdings ol uhares and debentures as a propottion ot financial
assets of the household sector. It is our contention that

investors were mainly encouraged by the market yield of these
instruments.

The government directs commercial banks to 1lend to priority
sectors. The public sector uses a large proportion of banking
system resources bocause, in addition to lending, Lhe banks also
invested about 34.7 per cent on average of total deposits in
government and government approved securities in the eighties as
in 1980-81. The reserve requirement, known as Statutory Liquidity
Ratio (SLR) remained the major channel for directing bank
resources to the government. Together with Cash Reserve Ratio
(CRR), required to be maintained by the scheduled banks, the
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flexibility o! Lhe banking system was further reduced as the
scheduled banks were required to maintain these along with SLR.

The Credit Authorization Scheme (CAS) came into existence in 1965,
and was reviewed by the Marathe Committee in 1983. ‘'he CAS schemo
was modified following the recommendations of the "Tandon (1975)
and Chore (1979) Committee. The allocational objective of scarce
credit lost much of its meaning as the priority secLor lending waan
introduced from 1969 onwards and vigourously implemented.
However, the scheme has been kept to discipline the large
borrowers and not allow them to misuse credit. It is a moot
question whether credit available at high cost was misused by
large borrowers in general or not, but it certainly made the banks
inflexible in the changing economic environment and has put. extra
burden on RBl, which acted as a clearing house tor all Lhe banks
[Morris (1985)). 1lits effect, however, at macrocconomic level was
minimal in the eighties as new instruments were used by large
borrowers. In fact, it introduced certain amount of inefficiency
in the Banking sector.

The pre-~eminence of public sector banks in the commercial banking
system of the country remained in terms of total anaclsr, deposits
and credits. About 91 percent of commercial banks annols belony
to public ‘sector banks. In the last decade public sector banks
have lost ground to commercial sector banks marginally.
Nevertheless, the compound growth in assets, deposits and credits
which was roughly 15%, has outstripped the growth rate of nominal
GDP of 10.8% in Lhe eiqghties. The table 2.3 suggests a conlinuous
growth in number ol offices, aggregate deposits and ¢rediL. But

credit-deposil. 1atio declined from about 67% in 1979 Lo about 59%
in 1991.
Commercial banks, however, constitute the largest proportion in

the composition of financial assets of financial institutions and
banks. There has been a gradual increase in the financial assets
owned by the development banks over the last one decade (table
2.4)'

Table 2.5 shows a remarkable shift in allocation of financial
savings of the household sector directly going to the corporate
sector either as securities or as company deposits. This can be
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explained in terms ol attractiveness of the insLruments Lo savers,
reduction in the costs of intermediation, floatabtion of  new

issues, improvement. in productivity and financial pertormance ol
the corporate sector.

Further {inancial deepening of the economy Look place in the
1980's. Assets to GDP ratio of {inancial inatitutionn increased
from 103 percent in 1980 to 255 percent. in 1990 (table 2.4 and
table 2.6). To a greal extent social control ol commercial
banking is responsible ftor this improvement and increase in

foreign private remittances also contributed positively.

Table 2.7 gives the selected ratios to measure the {inancial
'development of the country. These are used by Morris (1985) and
RBI (1985) to quantify the financial development. The Finance
Ratio indicates the relationship between financial development and
economic development and is a ratio of total financial claims Lo
national income. ‘'The Financial Interrelation Ratio is measured by
the ratio of total financial claims to net physical capital
formation. It is an indicator of funding of investment in the
economy. The New Ilssue Ratio is a ratio of primary issues to net
physical capital formation indicating the extent Lo which non-
financial sector directly finances investment. The Inteoermediation
Ratio is measured as a ratio of issues of financial iuslLitutions
to insuen of non-financial institutions. It indicates  thoe
comparative performance of the financial and the non-financial

institutions in the financial development of the country.

The finance ratio has increased by 17 percentage points over the
decade which suggests that the financial sector is tast catching
up with the econowmic development and hence indicales the rapid
pace of {inancial deepening in the economy. The new issue ratijo
over the years has not improved significantly. The intermediation
ratio increased at a rapid pace during the years of banking
expansion, the reverse trend in recent years signifying that the
private corporate borrowers approach the investors directly. It
shows a phenomenal increase over the previous years in 1982-83 and

1986-87 as a result of upward revision in debenture interest

rates. -
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Table 2.8 gives the flow of funds by major type of instruments for
government, private corporate business and household sector. The
governmeni. sector deficit was increasingly financed by treasury
bills and other securities indicating a gradual build up ol
domestic debt. in the 1980's, In case of private corporate
business interesting developments occurred in the 1980's.
Although, institutional borrowing remained the largest source of
fund, its pre-eminence was gradually eroded by debenLures and
deposits. Trade credit has been decreasing as poer the flow of
funds table. Paid up capital declined in the early eighties but
increased phenomenally in the late eighties.

The household sector cash balance remained stable in 1980's and
bank deposits also hovered around 50 percent mark. Eighty percent
of the loanable funds of the household sector continued to go into
cash, bank deposits and provident fund. Government sccurities and
small savings and direct loan/deposit to private corporate sector
showed an improvement as return on these investments were more
attractive than bank deposits. Shares/debentures, tLoo, gainoed
momentuim, suggesting a gradual conversion ol depositors into
investors; a positive sign of growth in income with middle income
group people ready to t?ke risk for a higher rate of return.

Table 2.9 gives a financial instrument-wise analysis ot household
sectors savings. This gives a clear picture of the movement of
the sector’s savings as well as suggesting probable rcasons for
their movement. The household's demand for liquidity, for
transactional, speculative and precautionary molives, gets
satisfied by holding cash. However, the single largest form of
financial savings are in the form of deposits and commercial banks
take the 1lion’s share of these deposits. Other substantial
proportion of savings are done in the form of accretions to Life
Insurance funds and provident funds. Claims on government under
small savings, special bearer bonds and direct. investment in
government. securitics remained very small in the eighties. Other
savings of the household in the form of units of the Unit Trust of
India, shares and debentures increased gradually in the 1980°'s.

The 1980's saw somec change in the public aversion Lowards risk.
The growing economic development and enhanced income with people

changed the public perception and also prepared them Lo take risk.
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Certain amount of public awareness about corporate securities too
helped the household sector, especially in cities, to go for
riskier assets.

The . assertion is supported by data on financial gavings which
shows gradual change towards more risky instrument and away from
bank deposits. 'I'his becomes clearer when we take 1980/81, 1985/86
and 1990/91 fiqgures. The largest percentage incrcase in shares
and debentures corroborate our predilection that in the eighties
depositors were turned into investors. The factors which may have
been helpful in this conversion are: (a) the deepening of the
financial system, (b) attractive returns on debentures and shares
compared with bank deposits, and (c) as industrial growlh
acceleratoed in the eighties, the savers were lured Lowards capital
gains rather than just yield of different instruments.

The share of deposits on commercial banks remained at about 85
percent indicating that commercial banks were able to capture the
increasing amount of growth in total deposits, especially through
a vast network of branches throughout the country. Also, compared
with other financial assets, returns on bank depositn remained
competitive in 1980°'s (table 2.10 and 2.11). The Lax concessions
granted on small saving instruments had positive impact in
attracting the household savings to the saving instruments like
Indira Vikas Patra and Kisan Vikas Patra. Government had to make
them attractive to finance higher investment expenditures and
government deficits.

The revival of company deposits is explained by the large spread
between bank borrowing and lending rates which allow well
established big companies to take deposits directly from the
public by paying higher returns than banks and still reduce their
cost of funds. The large spread is a direct result of pre-emption
of funds by the qovernment through SLR and a pressure on the
commercial banks Lo show profits. The lengthy procedures of
financial institutions to borrow funds has also contributed
significantly to this phenomenon. Another important rcason had
been the improved liquidity of debentures, as these could be
traded in the secondary market, which made them more attractive
than term deposits.
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A large proportion of savings continued to be caplureod by bank
deposits, in spite of losing the charm ot higher retornn, due Lo
wide and extended network of branches. Industrial securities
yield remained comparatively poor which were more than adequately
compensated by capital gains. But in markel towns and small
cities absence of network of brokers and professional advice has
kept town folks away from investing in securitios. Atlor Lhe
‘Securities Scam’ ol 1992 the scepticism towardn thisee ot rumentos

has increasod.

Indian government intervention in the allocative process both by
directing the commercial banks to lend to priority scctor and
special development banks to make priority loans has a direct
bearing on the profitability of the banking sectlor. Indian
banking system’s term 1lending, about 40% of total credit
outstanding remained skewed towards priority scctors —-
agriculture, transport, small-scale industry. And term leading Lo
trade and large industries remained marginal.
e

The advantage of priority sector allocation of credit at
concessional terms and conditions including interest rates
conflicts with monetary policy objective of controlling inflation.
As the priority sectors®do not get atllected during credil squoeeze,
the burden of adjustment falls totally on medium and larqoe
industry. Not only this, it also weakens the effecliveness of the
monetary policy.

Reserve Requirements

The two reserve requirements, namely, cash reserve ratio and the
statutory 1liquidity ratio are principle instruments to control
liquidity and to allocate resources between the public and private
sector respectively. The CRR is a minimum cash balance which the

banks have to hold with the RBI. The SLR is an asset requirement

to be held by each bank against its liabilities. I'hese assets

include ‘approved’ securities as well as liquid assets such as
gold, cash etc.

The SLR has clippced the power of the banks to provide credit to
the private sector in the eighties as noted earlier. It became an



instrument to provide resources to the govornmenl. at  a
significantly lower cost than the prevailing markel rate. Thus,
SLR affected credit creation by reducing the amount available ftor
lending but did not have a deflationary impact on Lhe money
supply. The CRR, on the other hand, had deflationary impact on
the money supply as a certain proportion of bank liabilities had
to be kept with RBI as cash balancc.

Interest rate policy

The interest rate policy was fixed by the government through the
Ministry of Finance and the Reserve Bank of India, and follows

somewhat conflicting objectives.

These objectives are: mobilisation of financial savings by
offering positive real rate of interest to depositors, lending to
particular sectors at preferential interest rates, financing the
governments fiscal deficit as cheaply as possible and provide
macroeconomic stability. This has resulted in a complex interest
rate structure and given rise to inefficient financial
intermediation. The existence of detailed credil. allocation

system along with the Complex interest rate policy has rendered

the latter a blunt instrument to comtrol credit. in Lhe system
[Morris (1985)]. 'I'he interest rate policy providoed the government
cheap source of fund. Nevertheless, allocation of scarce

resources between alternative investments was performed by the
mechanism of priority sector 1lending and hence, overall credit
policy is less efficient for this purpose.

During the eighties, interest rates had been moving upward and
only in 1992 they bhave been brought down a little. ‘The reason
behind this upsurge in interest rate is the rise in inflation and
to keep real intercst rates positive. RBI has followed a policy
of keeping real interest rates positive for depositors and given
the cost of priority sector lending etc and servicing costs to
banks, the difference between deposit rate and lending rates have
differed by 6 percent to 7 percent. The eighties, therefore, saw
the lending rates being in double digits all the timoe.
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As noted earlier, in the eighties, the level and structure of
interest rates were fixed by the government in Lhe aightices.

These were determined by government policy and not by compeltitive

market forces. Tables 2.11 and 2.12 give the structure of
interest rates which are diftferentiated on the basis ol Lhe size
of loans, maturity source of funds, purpose of the loan and the

sector to which the loan is being given. 1In the eighlLies, nominal
rates showed a tendency to increase indicaling scarcity of capital
and higher inflation rate. In order to encourage depositors to
lend at longer maturities the short-term rates on deposits were
kept lower than the long term rates. On the other hand, term
lending 1rates were lower than those for short-term rates to
promote long-term investment. This has created the shorLages of

fund to lend to industries for long-run investment.

During most of the period of our study deposit and lending rates
were subject to either floor or ceilings, but a significant spread
between ceilings was maintained. However, since the SLR
requirement gave a captive market for the government securities,

government could get away by paying less than privatce seccurilies.

The empirical evidence ‘suggests a positive relationship between
real rate of interest and savings. In the eighties, lending rates
have been positive in real terms, deposit rates too morce or less
stayed positive. Government securities yielded negative interest
rates except in tLhe early nineties. In general, qgovernment
followed the policy of changing nominal interost rates
infrequently and has relied on attacking inflation by dircct means
especially when inflationary expectations had their germination
and growth in the failure of agriculture production as a result of
natural calamities.

VIRRAM SARABHA! USRAIY
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TFable 2.§- Private Corporate Capital Issues to Public (in Rs. million)

Year Equity & Dcbentures Total Total as % ol Now=
preferences Financial Savinge
1980 D12 727 1639 2.8
1981 2821 1960 4781 34
1982 2493 3007 65(0) iR
1983 3432 42060 77014 2.9
1984 3833 4542 8375 3.2
1985 3634 6933 10567 35
1986 8904 8433 17327 5.4
1987 10008 15597 250605 4.1
1988 11036 6589 17625 2.1
1989 10355 21369 31724 4.6
1990 12267 52464 64731 3.9
1991 12608 29410 42018 43

Note: 1980-1983 -- Data as ol Dec.
1984-1991 -- Data as of April 10 March
1989,1990,1991 provisional data

source : "Report on currency and finance” RBI, various issucs.

-

Table 2.8 - Assets of Financia! Institutions

Year Rescrve Bank Comm. Banks Co-op. Banks Post Office Savings ~ Devpt. Banks
1980 228.38 180.66 20.83 58.39
1981 265.66 446.31 146.39 75.45*

1982 320.20 526.45 193.15 23.20) 78.94*
1983 370.65 626.77 214.67 24.86 R6.22¢
1984 472.52 740.06 236.21 26.14 107.33*
1985 544.42 RI4.16 266.06 27.76 148.85"
1986 630.95 1036.50 284.03 20.62 180.54*
1987 718.17 1225.43 321.94 203 220.84*
1988 819.29 1407.83 392.26 3402 255.20
1989 937.) 1685.33 493.62 37.30 320.84*
1990 1102.70 1964.37 554.45 39.92 3R3.63*

Sources:1. IFS 1987 and 1991

2."Report on trends and progress ol banks",RBLvarious issucs
- 3."Report on Cursency and Finance”,RBI.

* -~ Variation in financial ycar.
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Tuble 2.10 - Return on Selected Financinl Assets

Avg. of Months GOl Sccurilics Industrial Scc. Commercial Bank Company
Redemption yield Avg.yicld Dcposit rales Dceposits
Short-term med.-lerm ord. shares (103 ys) (B ym)
1979-80 5.R7 n.a. S.83 7.00 10.5-15.0
1080-81 4.74-6.01 5.80-6.75 S.88 7.50-8.50 13.0-15.5
1981-82 6.70 n.a. 5.51 R.00-0.00 13.0-15.5
1982-83
1083-84 4.50-7.08 0.67-9.04 5.18 BAX)-OUK) 14.00-15.40)
1084-85 4.20-8.31 6.47-9.4 4.56 KO0-9.00 14.00)-15.40)
1985-86 5.42-9.84 6.49-9.50 3.2l 8.50-9.00 13.00-15.00
1986-87 5.09-11.60 6.50-10.86 3.64 8.50-9.00 13.00-15.00
1987-88 6.86-15.78 6.51-11.73 4.32 9.00-10.00 13.50-14.00
1988-89 7.03-23.88 6.76-13.77 316 9.00-10.00 13.50-14.4%)
1089-90 7.56-18.36 7.09-15.06 318 9.00-10.00 13.50-14.00
1990-91 7.04-21.70 9.44-12.70 2.59 9.00-10.00 13.50-14.06

__Source: Report on Currency and Finance, 1986-87, 1987-88 (Statement no. 49), and 1990-91 (Statement no. 53)
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Table 2.12 - Interest Rates - Long Term Rates (in per cent)
1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88  1988-89  1989-90 1990-91

Term Lending Institutions
Prime Lending Rates

IDBI 140 14.0 14.0 14.0 14.0 14.0 14.0 14.0 14.0 140 14.0-15.0
ICICt 140 14.0 14.0 14.0 14.0 14.0 140 14.0 14.0 14.0 14.0-15.0
IRB! 9.15 9.15 12,5 12.5 12.5 125 12.5 14.0 140 140 14.0-15.0
SFC 12.0-16.0 11.3-14.0 12.5-17.0 14.0-18.0 14.0-20.0 11.5-16.5 11.5-16.5 11,5-16.5 11.5-16.5 11.5-16.5
Rates charged 10 85] 12.0-16.0 11.3-14.0 12.5-17.0  14.0-180 14.0-20.0  11.5-16.5 11.5-16.5 11.5-16.5 11.5-16.5 11.5-16.5
UTI dividend rates 11.5 12.5 135 14.0 , 1425 15.25 160 16.5 180 18.0 195
Cotperate borrowing rates
-Preference - Ceiling 11.0 13.5 13.5 135 . 15.0 150 15.0-10.0 14.0-10.0 14.0-10.0 14.0-10.0 14.0-10.0
-Debentures - Ceiting 13.5 13.5 135-15.0 13.5-15.0 13.5-15.0 135 13.5-15.0 12.5-14.0 12.5-14.0 12.5-14.0 12.5-14.0
-1 year 9.0-13.5 9.0-13.5 90-15.0 10.0-15.0 9.0-15.0 100-150  10.0-150  10.0-14.0 10.0-14.0 10.5-14.0 10.5-14.0
-2 year 10.0-14.5 10.0-14.5 95-150 11.0-15.0  11.0-150  12.0-150 12.0-150  12.0-140 12.0-14.0 12.0-14.0 12.0-140
-3 year 13.0-155 13.0-15.5 10.5-15.5 14.0-15.0 14.0-15.0 13.0-150 13.0-15.0 13.5-14.0 13.5-140 135-14.0 13.5-14.0
-5 year* 150-16.0  15.0-160  14.0-150
Industrial securities
ordinary shares 5.88 5.51 5.86 - 4.56 321 364 432 3.76 318 2.59
Government securities
~Shert-term (1-5 yrs.) 4.7-6.0 5.3-6.4 5.0-85 4.5-7.1 42-83 5498 5.1-11.6 5.1-11.6 7.0-23.9 7.6-184 7.0-21.7
-Med.-term (5-15 yrs.) 5.86.8 5.8-70 6.3-7.8 6.67-9.0 6.5-9.0 6.59.5 6.5-109 6.5-109 6.8-13.8 7.7-15.1 94-127
-Long-term (>15 yrs.) 64-7.5 6.5-80 6.59.0 6.5-10.0 7.9-10.5 B.4-11.5 8.9-11.5 89-115 9.4-11.7 10.1-11.8 109-120

Source: Report on Currency and Finance Vol.11, 1986-87, 1987-88, and 1990-91 (Statement no. 49) )
Note : * The acceptance of deposits for periods more than 3 years has been prohibited w.e.f. Apr,1978 in terms of the "Companies{Acceptance of Deposits) Ruies, 1975 but Cos. are permitted to re:
such deposits accepted priot to Apr 1,1978 till maturity.
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