Overview of the Financial System

Introduction and overview of the Financial System

The Indian financial system is a complex network of financial institutions, markets, instruments, and services that facilitate the flow of funds between savers and investors. It comprises of various entities such as banks, non-banking financial companies (NBFCs), insurance companies, stock exchanges, mutual funds, pension funds, and other financial intermediaries.

The Indian Financial System plays a crucial role in mobilizing savings, allocating capital, and facilitating economic growth and development in the country. It is made up of various components that work together to facilitate the flow of funds between savers and investors. The structure of the Indian financial system can be broadly divided into two parts: the organized sector and the unorganized sector.

The organized sector includes formal financial institutions such as banks, insurance companies, NBFCs, mutual funds, stock exchanges, and pension funds. These institutions are regulated by the Reserve Bank of India (RBI) and other regulatory bodies such as the Securities and Exchange Board of India (SEBI), the Insurance Regulatory and Development Authority of India (IRDAI), and the Pension Fund Regulatory and Development Authority (PFRDA).

The unorganized sector, on the other hand, includes informal financial intermediaries such as moneylenders, chit funds, and other unregulated entities that cater to the financial needs of the unbanked and underserved sections of society.

Broadly the organised sector may be classified into several sections :

1.	Banks:	Banks are financial institutions that accept deposits from customers and provide loans and other financial services. In India, banks can be classified into public sector banks, private sector banks, and foreign banks.
2.	Non-Banking Financial Companies (NBFCs)	:NBFCs are financial institutions that provide banking services without holding a banking license. They offer a wide range of financial services, such as loans, leasing, hire purchase, and investment advisory services.
3.	Insurance Companies	: Insurance companies offer a range of life and non-life insurance products, including health insurance, motor insurance, and property insurance. They are regulated by the Insurance Regulatory and Development Authority of India (IRDAI).
4.	Capital Markets: The capital markets in India comprise the stock exchanges, such as the Bombay Stock Exchange (BSE) and the National Stock Exchange (NSE), and other capital markets intermediaries such as brokers, depositories, and registrars. They provide a platform for companies to raise capital through the issuance of equity and debt instruments.
5.	Mutual Funds: Mutual funds are investment vehicles that pool money from various investors and invest in a diversified portfolio of stocks, bonds, and other securities. They are regulated by the Securities and Exchange Board of India (SEBI).
6.	Pension Funds	:Pension funds in India offer retirement solutions to individuals and are regulated by the Pension Fund Regulatory and Development Authority of India (PFRDA)

Functions of the Indian Financial System

The Indian financial system has several functions that help to meet the financial needs of individuals and businesses. Here are some of the key functions of the Indian financial system:
Mobilization of Savings: The Indian financial system helps to mobilize savings from various sectors of the economy and channel them towards productive investments. This is achieved through various financial intermediaries such as banks, mutual funds, and insurance companies.
Allocation of Credit: The Indian financial system also plays a key role in allocating credit to different sectors of the economy. Banks and other financial institutions provide loans and credit facilities to businesses and individuals to help them meet their financial needs.
Payment System: The financial system provides a safe and efficient payment mechanism to facilitate transactions between different individuals and businesses. This is achieved through various payment systems such as NEFT, RTGS, and IMPS.
Risk Management: The financial system helps to manage risks associated with financial transactions. Financial intermediaries such as insurance companies provide risk management products such as life insurance, health insurance, and property insurance.
Price Discovery: The Indian financial system also helps in the discovery of prices of financial assets such as stocks, bonds, and commodities. This is achieved through various financial intermediaries such as stock exchanges and commodity exchanges.
Economic Development: The financial system plays a critical role in the economic development of the country. It provides financial resources for investment in infrastructure, industries, and other productive sectors of the economy.
Financial Inclusion: The Indian financial system also strives to promote financial inclusion by providing access to financial services to individuals and businesses in remote and underdeveloped areas of the country



Evolution of Financial Systems

The first phase of evolution can be traced to the late 19th century, when the Bombay Stock Exchange (BSE) was set up in 1875 as the first organized stock exchange in Asia. The BSE was followed by other regional stock exchanges such as Calcutta, Madras and Ahmedabad. The stock market activity was largely confined to a few British and Indian companies, and the investors were mostly wealthy individuals and institutions. The regulatory framework was minimal, and the market was prone to speculation and manipulation.
The second phase of evolution coincided with the independence movement and the post-independence era, when the Indian economy embarked on a path of planned development and industrialization. The capital market played a crucial role in financial planning of the public sector enterprises and infrastructure projects, as well as providing an avenue for private sector participation. The government introduced various measures to regulate and develop the capital market, such as setting up the Securities Contracts (Regulation) Act 1956, the Controller of Capital Issues 1947, and the Industrial Development Bank of India 1964. The market also witnessed the emergence of new instruments such as debentures, preference shares and convertible bonds.
The third phase of evolution began in the late 1980s and early 1990s, when the Indian economy underwent a process of liberalization, privatization, and globalization. The capital market underwent a radical transformation, with the introduction of new players, products, and technologies. The government abolished the Controller of Capital Issues and allowed market-determined pricing of securities. SEBI was established in 1992 as an autonomous regulator of the capital market. The National Stock Exchange (NSE) was set up in 1992 as a modern, electronic, and nationwide stock exchange. The market also saw the entry of foreign institutional investors (FIIs), mutual funds, depositories, credit rating agencies, derivatives, and online trading platforms.
Technological evolution
The advent of technology to the markets has been largely attributed to the National Stock Exchange (NSE). NSE introduced the screen based trading and settlement system, supported by a state-of-the –art technology platform. To fulfill the commitment to adopt global best practices and bring about more transparency to the capital markets functioning, SEBI also assumed the responsibility of monitoring the markets and stock exchanges. A significant step towards that initiative was the launch of the Integrated Market Surveillance System (IMSS) in 2006. The IMSS equipped the regulator to identify doubtful market activity. The IMSS’s primary objective is to monitor the market activities across various stock exchanges and market segments including both equities and derivatives. IMSS collects and analyses data not only from the stock exchanges but also from National Securities Depository, Limited. (NSDL), Central Depository Services (India) Limited. (CDSL), clearinghouses, and clearing corporations. The RBI introduced the electronic funds transfer system, “The Reserve Bank of India National Electronic Funds Transfer System" (referred to as "NEFT System" or "System"). The objective of the system is two-fold. First, is to establish an electronic funds transfer system to facilitate an efficient, reliable, secure and economical system to funds transfer and clearing in the banking sector throughout India. Second, is to relieve the stress on the paper based funds transfer and clearing system.

Financial systems in developed nations vis a vis India

	Sl No
	Developed Nations
	India

	1. 
	Banking systems based on Non Fund income
	Banking systems primarily dependent on loans and interest income

	2.
	Capital markets highly developed having no restrictions on inflow and outflow of money
	Restrictions on participants

	3
	Advanced derivative markets
	Nascent derivative markets

	4
	Companies less dependent on fund raising from bank loans
	Companies dependent on bank loans for fund raising

	5
	Pension funds are large domestic institutions
	Pension funds in the evolving stage

	6. 
	Private Banks are dominant in the banking sector
	Public sector banks are dominant in the banking sector

	7. 
	Insurance sector is dominated by private sector
	Insurance sector is dominated by the public sector

	8. 
	Priority of central banks is stability and inflation control
	Priority of central banks is growth, inflation control , stability and employment



Financial systems in India vis a vis developing nations

	Sl No
	India
	Developing nations

	1.
	Government domination in finantial sector decreasing  through privatisation
	Government is dominant player in financial sector

	2.
	Priority of central banks is growth, inflation control , stability and employment
	Priority of central banks is growth, inflation control , stability and employment and exchange rate control

	3. 
	Capital markets larger in size with large number of players
	Capital markets are evolving with dominance by few players

	4
	Private sector is playing important roles
	Government is playing major role

	5
	Lending rates are lower
	Lending rates are higher

	6
	Size of the economy and financial sector is huge
	Size of the economy and financial sector is large



Components of Financial System
1. Financial Assets:
The financial assets or near-money assets are the claims to money and perform some functions of money. They have high degree of liquidity but are not as liquid as money is. Financial assets are of two types: (a) primary or direct assets, and (b) secondary or indirect assets.
Primary assets are the financial claims against real-sector units created by real-sector units as ultimate borrowers for raising funds to finance their deficit spending; they are the obligations of ultimate borrowers.
The examples of Primary assets are bills, bonds, equities, book debits, etc. Secondary assets are financial claims issued by financial institutions against themselves to raise funds from the public; these assets are the obligations of the financial institutions.
The examples of secondary assets are bank deposits, life insurance policies, Unit Trust of India units, etc.
2. Financial Markets:
The financial system of a country works through the financial markets and the financial institutions. The financial markets deal with the financial assets of different types, currency deposits, cheques, bills, bonds, etc.
Financial markets perform the following functions: (a) They create and allocate credit, (b) They serve as intermediaries in the process of mobilisation of saving, (c) They provide convenience and benefits to the lender and borrowers, (d) They promote economic development through a balanced regional and sectoral allocation of investible funds.
Financial markets are credit markets which cater the credit needs of individuals, firms and institutions. Since credit is required and supplied for short period and long period, the financial markets are broadly divided into two types: (a) money market and (b) capital market.
Money market deals with the short-period borrowing and lending of funds; in the money market, the short term securities are exchanged. Capital market deals with the long period borrowing and lending of funds; in the capital market, long-term securities are exchanged.
Financial market may also be categorized into: (a) primary market, and (b) secondary market. Primary market is a market in which newly issued credit instruments are sold and purchased. Secondary market, on the other hand, is market in which previously issued credit instruments are bought and sold.
3. Financial Institutions:
Financial institutions or financial inter-mediaries act as half- way houses between the primary lenders and the final borrowers.
They borrow funds (or accept deposits) from those who are willing to give up their current purchasing power and lend to (or buy securities from) those who require the funds for meeting the current expenditures.
Financial institutions are generally divided into two categories (a) banks, and (b) non-bank financial intermediaries. The main difference between banks and non bank financial intermediaries is that the former possess, while the latter do not possess the demand deposits or credit-creating power.

Interrelationships between components of the financial system

1. Modern business environment is very dynamic and complex
2. There is growth of payment systems owing to growth of number of transactions.
3. Investment options are growing leading to investments being transferred from one market to another.
4. Rising transactions with foreign countries are making forex markets more voluminous. The foreign currencies are flowing in add to the liquidity in the domestic market
5. Banking channels are being used for all investment purposes
6. Cost of investment is falling due to rise in volumes.
7. Mutual funds are becoming popular investment avenues for Indians
8. Insurance companies, mutual funds, pension funds are becoming important contributors to equity market as institutional investors
9. Since people are becoming more conscious of investment options, dependence on bank FD are decreasing and banks are increasingly being used for depositing in savings account. As a result cost of deposit is reduced.
10. Banks are looking for non fund non interest income. Hence it is becoming increasingly being used s corporate sales agents of mutual funds and insurance products.
