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The Financial System:
An Introduction

INTRODUCTION

A financial system plays a vital rolc in the cconomic growth of a country. It intermediates
between the flow of funds belonging to those who save a part of their income and those who
invest in productive assets. It mobilizes and usefully allocates scarce resources of a country.

A financial system is a complex, well-integrated sct of sub-systems of financial insti-
tutions, markets, instruments, and services which facilitates the transfer and allocation of
funds, efficiently and cffectively.

Formal and Informal Financial Sectors

The financial systems of most developing countries are characterized by coexistence and
cooperation between the formal and informal financial sectors. This cocxistence of these two
sectors is commonly referred to as ‘financial dualism.’ The formal financial sector is char-
acterized by the presence of an organized, institutional, and regulated system which caters
to the financial needs of the modern spheres of economy; the informal financial sector is an
unorganized, non-institutional, and non-regulated system dealing with the traditional and
rural spheres of the economy.

The informal financial sector has emerged as a result of the intrinsic dualism of economic
and social structures in developing countries, and financial repression which inhibits the
certain deprived sections of society from accessing funds. The informal system is charac-
terized by flexibility of operations and interface relationships between the creditor and the
debtor. The advantages are: low transaction costs, minimal default risk, and transparency of
procedures. Due to these advantages, a wide range and higher rates of interest prevail in the
informal sector.

An interpenetration is found between the formal and informal systems in terms of opera-
tions, participants, and nature of activities which, in turn, have led to their coexistence. A high
priority should be accorded to the development of an efficient formal financial system as it can
offer lower intermediation costs and services to a wide base of savers and entrepreneurs.

The Indian Financial System

The Indian financial system can also be broadly classified into the formal (organized) finan-
cial system and the informal (unorganized) financial system. The formal financial system
comes under the purview of the Ministry of Finance (MoF), the Reserve Bank of India
(RBI), the Securitics and Exchange Board of India (SEBI), and other regulatory bodies. The

Jinformal financial system consists of:

« Individual moneylenders such as neighbours, relatives, landlords, traders, and
storcowners. '

« Groups of persons operating as ‘funds’ or ‘associations.’ These groups function under a
system of their own rules and use names such as ‘fixed fund,’ ‘association, and ‘saving
“club.

» Partnerslup firms- consisting of local brokers; pawnbrokers, and non- -bank financial

V1_ntcrm_ed_1,ar1es such as finance, investment, and chit-fund companies.
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financial markets

Financial Institutions

ili i ilitate the allocation of funds jp, an effjg;
These are intermediaries that rg(o:b;ll:azszisf?:‘lnag: l‘;ggkflf‘:; and non-banking financial i.nstituti():;t TZTIT“
Fm@tnal institutions c;n urveyors of credit while non-banking financial Institutiong are qu% in
v cftl?f‘tl‘:_‘lsit?:s (ff banis are part of the money supply, this may not be trye of nop DE o
credit. \\‘!nle_th‘{ ia lIn India, non-banking financial institutions, namely, the d‘?"elopmental anc{]g
xf:xns:nncx]t?(’ml.?s (]t;u}:;lsf)ms a;qd non-banking financial ;om;zhz}?ies (NBFCs) as well ag housing finance c°mpanili
jor instituti of credit.
(ml:’xctfznagalthi;slgggg;zs:atst;?:)a:)g‘g:gi(f)ir:d as term-finance institutions §uch as th.e Industri, De
ment Bank of India (IDBI), the Industrial Credit and Inves@ent Corporation oBf India (ch]), the Indy,
trial Financial Corporation of India (IFCI), tl;;: Small Industries Development Bank of India (SIDBI)) %
: i of India .
theénininus;?lmln;mzt ?ailnll()e special(ilzlii finance institutions like the Export Import B
(EXIM), the Tourism Finance Corporation of India (]?F C?), I.CICI Venture, the Infrastryc
ment Finance Company (IDFC), and sectoral financial institutions such

ank of Ingj,

ture Develop
as the Nationa] Bank for Agrigy,

- tural and Rura] Development (NABARD) and the Nationa] Housing Bank (NHB).

8 participants to deg] i financial claims. The markets also

Provide a facility in which their demands and Tequirements interact to set a price for such claims,

- The main organiized financia) markets in Indjs are the money market and the capital market. The ﬁfs‘
is 2 market for short-term securities while the second s 5 market for long-term securities, i.e., securities
having a maturity period of one year or

' more,
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in the exchange-traded market, trading
€ derivatives market (exchange traded).
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Typrs of Financint Différent types of financial instruments can be designed to suit the risk and return Preferey,
Securities difierent classes of investors. % o

{hrough a wide variety of complex financial instrume

¢ Primary Sovings and imvestments are linked 2 o nts |
* Secondary | s “secunitiss” Securities are defined in the Secunties Contracts Regulation Act (SCRA), 1956 0 innqwn.
B - ing sharex, sorips. stocks, bonds. debentures, debenture stocks or other markcl.a'blc seeurities g, sic‘ud‘
- Dietind Roatove .m;‘ e or of any ihcorporated company or body corporate, government sccuritics, dcnvativcs of ”“'ap

ceipts, interest and rights in sccuritics, o, an‘ Ceyy;.

fies, units of collective investment scheme, security re
G

anstrurnents so declared by the central government. . 25 e o o
Financial sacurities are financial instruments that arc negotiable and tradeable. Finangiq) ey

T
may be priman or secondary securities. Primary securities are also termed as direct securities g ‘her""&w a
Firectly issued by the ultimate borrowers of funds to the ultimate savers. Examples of primary o Yag,  f
sacuritics include equity shares and debentures. Secondary securities are also referred to as indireg, Ire
rittes, as they are issued by the financial intermediaries to the ultimate savers. Bank deposits, Muty,) ﬁf:d

units, and insurance policies are secondary securities. A o
Financial instruments differ in terms of marketability, liquidity, reversibility, type of Option.

& Markrishiz
= Tradeable
» Talar-made

return. risk. and transaction costs. Financial instruments help financial markets and financiy inte, ;
mediaries to perform the important role of channelizing funds from lendt.:rs‘to bor.rowers. Avai]abg;': )
itv of different varietics of financial instruments helps financial intermediaries to improve the;; OWI;' f
risk management. C
d
; i
Financial Services
- Need ol Finuncial These are those that help with borrowing and funding, lending and investing, buying and selling secus, :
Serviees for ties, making and enabling payments and settlements, and managing risk exposures in financial markey
< Borrowingand The major categories of financial services are funds intermediation, payments mechanism, provision o
- funding” : Jiquidity. risk management, and financial engineering. f
» Lenting aad investing. Funds intermediating services link the saver and borrower which, in turn, leads to capital form, i
* Buyingand selling tion. New channels of financial intermediation have come into existence as a result of informatiy
securities technology. Payment services enable quick, safe, and convenient transfer of funds and settlement l
»-Mziingendenabling  transactions. }\
* Fayment and Liquidity is essential for the smooth functioning of a financial system. Financial liquidity of financy ¢
- sediements claims is enhanced through trading in securities. Liquidity is provided by brokers who act as dealersh i
o Heneging sk assisting sellers and buyers and also by market makers who provide buy and sell quotes. E:

Financial services are necessary for the management of risk in the increasingly complex global eco S
omy. They enable risk transfer and protection from risk. Risk can be defined as a chance of loss. Ry
 trznsfer of services help the financial market participants to move unwanted risks to others who wi I
accept it. The speculators who take on the risk need a trading platform to transfer this risk to other spece !
Iators. In addition, market participants need financial insurance to protect themselves from various typs
of risks such as interest rate fluctuations and exchange rate risk. !
Growing competition and advances in communication and technology have forced firms to lookfi '
innovative ways for value creation, Financial engineering presents opportunities for value creation. The :
- services refer to the process of designing, developing, and implementing innovative solutions for unig¢ i
- needs in funding, investing, and risk management. Restructuring of assets and/or liabilities, off balant e
sheet jtems, development of synthetic securities, and repackaging of financial claims are some examptl
of financial engineering, L
... The producers of thesc financial scrvices are financial intermediaries, such as, banks, insurance 0% |
* . panies, mutual funds, and stock exchanges, Financial intermediaries provide key financial services sud
- 48 merchant banking, leasing, hire purchasc, and credit-rating, Financial services rendered by the fit? t
~ cial {ntcrmcdiaries bridge the gap between lack of knowledge on the part of investors and the increast ¢
sophistication of finanicial instruments and markets. These financial services are vital for creatio?! T
- firms, industrial expansion, and economic growth, |
g Before investors lend money, they need to be ‘reassured that.it is safe to exchange securifie bt
AT lf::;sto gi :zfe"sza; :25:’;::‘:}’] }Yh" I ‘?gulates the conduct bfthe market and 'intermed.iari es to proiicr'i ] f
| et s e e et
Seikety e which. in tur'n'I; o 1:;»»'“3"93»?5 9,f Investors in securities and _increasesr their co i o
< Heteksary ot ouly to devilon 4 cots gg)_wth and development o the financial sysem. Re87 Uy
 regulatesthe money market and 1 sy Y Siem once developed needs to be regulated: iy
LA ;;yi arket and the SEBI-_rcguIatcs the capital market, The securities market 18 7"
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CHAPTER 1

—

by the Dcpartmcnll of Economic {\ﬂ'airs (DEA), the Department of Company Affairs (DCA), the RBI,
and the SEBLLA high-level committee on capital and financial markets coordinates the activities of these

agencies.

|nteraction Among Financial System Components

The four ﬁnancia] system components discussed do not function in isolation. They are interdependent
and interact continuously with cach other. Their interaction leads to the development of a smoothly
functioning financial system.

Financial institutions or intermediarics mobilize savings by issuing different types of financial
jnstruments which are traded in the financial markets. To facilitate the credit-allocation process, these
institutions acquire specialization and render specialized financial services.

. Financial intermediaries have close links with the financial markets in the economy. Financial institu-
tions acquire, hald, and trade financial securities which not only help in the credit-allocation process but
also make the financial markets larger, more liquid, stable, and diversified. Financial intermediaries rely
on financial markets to raise funds whenever the need arises. This increases the competition between
financial markets and financial intermediaries for attracting investors and borrowers. The development
of new sophisticated markets has led to the development of complex securities and portfolios. The evalu-
ation of these complex securities, portfolios, and strategies requires financial expertise which financial
intermediaries provide through financial services.

Financial markets have also made an impact on the functioning of financial intermediaries such as
banks and financial institutions. The latter are, today, radically changed entities as the bulk of the service
fees and non-interest income that they derive is directly or indirectly linked to financial market-related
activities.

Moreover, liquid and broad markets make financial instruments a more attractive avenue for sav-
ings, and financial services may encourage further savings if the net returns to investors are raised or

increased.

FUNCTIONS OF A FINANCIAL SYSTEM

One of the important functions of a financial system is to link the savers and investors and, thereby, help
in mobilizing and allocating the savings efficiently and effectively. By acting as an efficient conduit for
allocation of resources, it permits continuous upgradation of technologies for promoting growth on a
sustained basis.

A financial system not only helps in selecting projects to be funded but also inspires the operators to
monitor the performance of the investment. Financial markets and institutions help to monitor corporate
performance and exert corporate control through the threat of hostile takeovers for underperforming
firms.

It provides a payment mechanism for the exchange of goods and services and transfers economic
resources through time and across geographic regions and industries. Payment and settlement systems
play an important role to ensure that funds move safely, quickly, and in a timely manner. An efficient
payment and settlement system contributes to the operating and allocation efficiencies of the financial

~ system and thus, overall economic growth. Payment and settlement systems serve an important role in the
~economy as the main arteries of the financial sector. Banks provide this mechanism by offering a means

. of payment facility based upon cheques, promissory notes, credit and debit cards. This payment mecha-
* nism is.now increasingly through electronic means. The clearing and settlements mechanism of the stock

markets'is done through depositories and clearing corporations.
One of the most important functions of a financial system is to achieve optimum allocation of risk

. bearing. It limits, pools, and trades the risks involved in mobilizing savings and allocating credit. An

 efficient financial system aims at containing risk within acceptable limits. It reduces risk by laying down
rules governing the operation of the system. Risk reduction is achieved by holding diversified portfolios
.and screening of borrowers. Market participants gain protection from unexpected losses by buying

.- financial insurance services. Risk is traded in the financial markets through financial instruments such as

(derivatives, Derivatives are risk shifting devices, they shift risk from those who have it but may not want

it to those who are willing to take it. ;
~ A financial system also makes-available price-related information which is a valuable assistance to

: -those who need. to take' economic-and financial decisions. Financial markets disseminate information
. for enabling participants to develop an informed opinion about investment, disinvestment, reinvestment,
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KEY ELEMENTS OF A WELL-FUNCTIONING FINANCIAL SYSTEM ‘
Basic Elements of The basic elements of a well-functioning financial system are (i) a strong legal and regulatory eny; :1]
a Well-function; ronment, (ii) stable money, (iii) sound public finances and public debt Mmanagement, (iv) a centry
Financia] System bank, (v) a sound banking System, (vi) an information System, and (vii) a well~functioning Securitje
* Astmnglgga[‘ market.
and regulatory Since finance js based on contracts strong legal and regulatory systems that produce and Strict]
- envitonment enforce laws alone can protect the rights and Interests of investors, Hence, a strong legal system 1S the
- * Stablemoney _ most fundamenta] element of a sound financial system.
* Spund Pubbic finances Stable money is an important constituent as it seryes as a medium of exchange, a store of valye
and public dept (a reserve of future purchasing power), and a standarq of value (unit
.- M2nagement i

_ Services we might wish to trade in. [
. * Acentral bank i

arge fluctuations ang depreciation in the value of money lead
: - financial crises ang impede the growth of the economy, -
e SQ_Und bafnhngsystgm Sound public finance includes setting and controlling public expenditure prioritjes and raising rey
: ‘I:efltl,-rf‘in::z: :_i):tem enues adem to fund them efficiently. Historically, these ﬁnancmg needs of the governments world over
sécufities — egt led to the Creation of financig] Systems. Developed countries have sounq public financeg and public deb
ek g management Practices, which regy]t in the development of a good financia] system
centra] bank gy
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IS, assessing the expected risk
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