Financial  System  
Financial system  are of  crucial significance to capital formation.  That  adequate  capital formation is indispensable to a speedy economic development is universally  recognized phenomena.   The main  function  of  financial  systems  is the collection of savings and their  distribution for industrial  investment,  thereby  accelerating the process of  economic  development of our country.  

In the words of Van Horne, “financial system allocates savings efficiently in an economy to ultimate users either for investment in real assets or for consumption”.
According to Prasanna Chandra, “financial system consists of a variety of institutions, markets and instruments related in a systematic manner and provide the principal means by which savings are transformed into investments”.
Van Horne defined the financial system as the purpose of financial markets to allocate savings efficiently in an economy to ultimate users either for investment in real assets or for consumption. Christy has opined that the objective of the financial system is to "supply funds to various sectors and activities of the economy in ways that promote the fullest possible utilization of resources without the destabilizing consequence of price level changes or unnecessary interference with individual desires." 
According to Robinson, the primary function of the system is "to provide a link between savings and investment for the creation of new wealth and to permit portfolio adjustment in the composition of the existing wealth."
Role and Importance of Financial System in Economic Development
1. It links the savers and investors. It helps in mobilizing and allocating the savings efficiently and effectively. It plays a crucial role in economic development through saving-investment process. This savings – investment process is called capital formation.

2. It helps to monitor corporate performance.

3. It provides a mechanism for managing uncertainty and controlling risk.
4. It provides a mechanism for the transfer of resources across geographical boundaries.

5. It offers portfolio adjustment facilities (provided by financial markets and financial intermediaries).

6. It helps in lowering the transaction costs and increase returns. This will motivate people to save more.

7. It promotes the process of capital formation.

8. It helps in promoting the process of financial deepening and broadening. Financial deepening means increasing financial assets as a percentage of GDP and financial broadening means building an increasing number and variety of participants and instruments.
In short, a financial system contributes to the acceleration of economic development. It contributes to growth through technical progress.  The word "system", in the term "financial system", implies a set of complex and closely connected or interlinked institutions, agents, practices, markets, transactions, claims, and liabilities in the economy. The financial system is concerned about money, credit and finance -the three terms are intimately related yet are somewhat different from each other. 
Indian financial system consists of 
· financial market, 
· financial services

· financial instruments 
· financial institutions and 
· financial intermediation.
Structure of Indian Financial System
Financial structure refers to shape, components and their order in the financial system. The Indian financial system can be broadly classified into formal (organised) financial system and the informal (unorganised) financial system. The formal financial system comprises financial institutions, financial markets, financial instruments and financial services. 

The Regulatory  bodies  of  Indian  financial system comprises of :

· Ministry of Finance, 
· RBI, 
· SEBI and 
· other regulatory bodies. 
The informal financial system consists of: 

· individual money lenders, 
· groups of persons operating as funds or associations, 
· partnership firms consisting of local brokers, 
· pawn brokers, and 
· non-banking financial intermediaries such as finance, investment and chit fund companies. 
The constituents or components of Indian financial system may be briefly discussed as below:
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The  evolution  of  the  Indian  financial  system  falls into  three  distinct  phases. 

i. Upto 1951,  on the  eve of the  initiation of planned  economic development.

ii. Between 1951  and  eighties  reflecting the imperatives of planned  economic  growth  and 

iii. After  the  early  nineties  of  liberalized /deregulated / globalized  economic  environment. 

Phase  I  -  Pre  1951  
At the time of independence in 1947, there was no strong financial institutional mechanism in the country. The industrial sector had no access to the savings of the community. The capital market was primitive and shy. The private and unorganised sector played an important role in the provision of

liquidity. 
After independence, the government adopted mixed economic system. A scheme of planned economic development was evolved in 1951 with a view to achieve the broad economic and social objective. The government started creating new financial institutions to supply finance both for agricultural and industrial development. It also progressively started nationalizing some important financial institutions so that the flow of finance might be in the right direction.
Phase  II -  1951  to  eighties

During the post-1951 period  there evolved  a  planned  economic  development.  The introduction of planning had important implications for the financial  system.  With the  adoption of mixed economy  concept  as the pattern of industrial  development, in which  public and private  sectors will  be  given  due importance.   In other  words,  planning signified the distribution of  resources  by the financial  system  to  be in conformity with the priorities of the  five-year plans.  

The  main  elements  of the financial organisation in planned economic  development  could be  categorized  into four  broad  groups: 

i. Public Sector /Government  ownership  of financial institutions.

ii. Fortification of  the institutional  structure

iii. Protection  to investors   and 

iv. Participation  of  financial  institutions  in  corporate  management.  

The formation of RBI  marked  the  beginning  of  transfer of  important  financial  intermediaries  to  government control.  This was followed by  setting  up  of  SBI in  1955 and in 1956,  245  life insurance companies were nationalized and merged into the  state owned  Life Insurance Corporation of India  (LIC) .  The  year  1969  was  a landmark  in the  history of  Indian  with  the nationalization  14  private  sector  banks in our country and  subsequently  in  1980  with  further  nationalization of  6 more commercial banks. In  1972  General  Insurance  Corporation (GIC)  was formed. 

Phase  III -  Liberalisation Of The Financial System
A radical restructuring of the economic system,  trade liberalisation and financial sector reforms have been initiated in 1991-92.The  reforms  in the  economic and  financial sector consisting of :

· industrial deregulation, 
· liberalisation of policies relating to foreign direct investment, 
· public enterprise reforms,
· reforms of taxation system 
Financial sector reforms in the area of commercial banking, capital markets and non-banking finance companies have also been undertaken. 
The focus of reforms in the financial markets has been on removing the structural weaknesses and developing the markets on sound lines. The money and foreign exchange market reforms have attempted to broaden and deepen them. Reforms in the government securities market sought to smoothen the maturity structure of debt, raising of debt at close-to-market rates and improving the liquidity of government securities by developing an active secondary market.
In the capital market the focus of reforms has been :
· on strengthening the disclosure standards, 
· developing the market infrastructure and 
· strengthening the risk management systems at stock exchanges to protect the integrity and safety of the market. 
Elements of the structural reforms in various market segments are :

introduction of free pricing of financial assets such as:  
a. interest rate on government securities, 
b. pricing of capital issues and exchange rate, 



c. the enlargement of the number of participants and 
d. introduction of new instruments. 

In the area of capital market, the Securities and Exchange Board of India (SEBI) was set up in 1992 to protect the interests of investors in securities and to promote development and regulation of the securities market. SEBI has issued guidelines for: 

a. primary markets, 
b. stipulating access to capital market to improve the quality of public issues, 
c. allotment of shares, 
d. private placement, 
e. book building, 
f. takeover of companies and 
g. venture capital. 

Secondary markets  reforms  consists  of :
measures to control volatility and transparency in dealings by modifying the badla system,
laying down insider regulations to protect integrity of markets, 
        -     uniform settlement, 

        -     introduction of screen-based online trading, 

        -     dematerialising shares by setting up depositories and 

        -     trading in derivative securities (stock index futures). 

There is a sea change in the institutional and regulatory environment in the capital market area. 

Improving financial soundness and credibility of banks is a part of banking reforms undertaken by the RBI, a regulatory and supervisory agency over commercial banks under the Banking Companies Regulation Act 1949. The improvement of financial health of banks is sought to be achieved by capital adequacy norms in relation to the risks to which banks are exposed, prudential norms for income recognition and provision of bad debts. 
Economic development of a country  to a large extent depends upon the development of financial system of that  country. Globalisation of  economy  has changed the shape of Indian banking industry.   The changes introduced in  1991-92  with the opening up of the Indian economy and removal of controls on banking sector has started new era in banking sector which has given freedom  in bank’s operations. 

In regard to Non-Bank Finance Companies (NBFCs), the Reserve Bank of India has issued several measures aimed at encouraging disciplined NBFCs which run on sound business principles. The measures seek to protect the interests of depositors and provide more effective supervision, particularly over those which accept public deposits. 
Since the liberalisation of the economy  and the initiation of reform measures, the financial system is getting market-oriented. Market efficiency would be reflected in the wide dissemination of information, reduction of transaction costs and allocation of capital to the most productive users. Further, freeing the financial system from government interference has been an important element of economic reforms. 

The financial  system  in  our country  has undergone  structural transformation under the influence of globalisation, deregulation, technological advancement, and institutional and legal reforms.  Despite  considerable expansion  of the banking system  in India,  large segments  of the country’s population  are  not adequately  served. 
Globalization,  deregulation and advancement  in  Information  Technology (IT)   have brought  about significant  changes in  the  operating  environment  for banks and other  financial  institutions.   These  institutions  are faced with increased competitive  pressures  and changing customer  demands.  These, in turn,  have engendered a rapid  increase   in  product  innovations  and changes in business  strategies.     Financial intermediaries  have  gone  through significant changes all over the world under the impact of deregulation, technological up gradation and financial innovations. Indeed, the traditional face of banking is no longer as it was even a few years ago. The way financial services are provided are changing dramatically. 
FUNCTIONS OF THE FINANCIAL SYSTEM

Provision of Liquidity

The major function of the financial system is the provision of money and monetary assets for the production of goods and services. There should not be any shortage of money for productive ventures. In financial language, the money and monetary assets are referred to as liquidity. The term liquidity refers to cash or money and other assets which can be converted into cash readily without loss. Hence, all activities in a financial system are related to liquidity – either provision of liquidity or trading in liquidity. In fact, in India the RBI has been vested with the monopoly power of issuing coins and currency notes. Commercial banks can also create cash (deposit) in the form of ‘credit creation’ and other financial institutions also deal in monetary assets. Over supply of money is also dangerous to the economy. In India the RBI is the leader of the financial system and hence it has to control the money supply and creation of credit by banks and regulate all the financial institutions in the country in the best interest of the nation. It has to shoulder the responsibility of developing a sound financial system by strengthening the institutional structure and by promoting savings and investment in the country.

2. Mobilisation of Savings

Another important activity of the financial system is to mobilise savings and channelize them into productive activities. The financial system should offer appropriate incentives to attract savings and make them available for more productive ventures. Thus, the financial system facilitates the transformation of saving into investment and consumption. The financial intermediaries have to play a dominant role in this activity.

3. Size Transformation Function

Generally, the savings of millions of small investors are in the nature of a small unit of capital which cannot find any fruitful avenue for investment unless it is transformed into a perceptible size of credit unit. Banks and other financial intermediaries perform this size transformation function by collecting deposits from a vast majority of small customers and giving them as loan of a sizeable quantity. Thus, this size transformation function is considered to be one of the very important functions of the financial system.

4. Payment function 
The financial system offers a very convenient mode of payment for goods and services. The cheque system and credit card system are the easiest methods of payment in the economy. The cost and time of transactions are considerably reduced.

5. Maturity Transformation Function

Another important function of the financial system is the maturity transformation function. The financial intermediaries accept deposits from public in different maturities according to their liquidity preference and lend them to the borrowers in different maturities according to their need and promote the economic activities of a country.

6. Risk Transformation Function

Most of the small investors are risk-averse with their small holding of savings. So, they hesitate to invest directly in stock market. On the other hand, the financial intermediaries collect the savings from individual savers and distribute them over different investment units with their high knowledge and expertise. Thus, the risks of individual investors get distributed. This risk transformation function promotes industrial development. Moreover, various risk mitigating tools are available in the financial system like hedging, insurance, use of derivatives, etc.

7. Other functions
 It assists in the selection of projects to be financed and also reviews performance of such projects periodically. It also promotes the process of capital formation by bringing together the supply of savings and the demand for investible funds.
GROWTH AND DEVELOPMENT OF INDIAN FINANCIAL SYSTEM

The following developments took place in the Indian financial system:

1. Nationalisation of financial institutions: RBI, the leader of the financial system, was established as a private institution in 1935. It was nationalized in 1949.  One of the important mile stone in the economic growth of India was the nationalisation of 245 life insurance Corporation in 1956. As a result, Life Insurance Corporation of India came into existence on 1st September, 1956. Another important development was the nationalisation of 14 major commercial banks in 1969. In 1980, 6 more banks were nationalized. Another landmark was the nationalisation of general insurance business and setting up of General  Insurance Corporation in 1972.

2. Establishment of Development Banks: Another landmark in the history of development of Indian financial system is the establishment of new financial institutions to supply institutional credit to industries. In 1949, RBI undertook a detailed study to find out the need for specialized institutions. The first development bank was established in 1948. That was Industrial Finance Corporation of India (IFCI). In 1951, Parliament passed State Financial Corporation Act. Under this Act, State Governments could establish financial corporation’s for their respective regions. The Industrial Credit and Investment Corporation of India (ICICI) were set up in 1955. It was supported by Government of India, World Bank etc. The UTI was established in 1964 as a public sector institution to collect the savings of the people and make them available for productive ventures. The Industrial Development Bank of India (IDBI) was established on 1st July 1964 as a wholly owned subsidiary of the RBI.  On February 16, 1976, the IDBI was delinked from RBI. It became an independent financial institution. It co-ordinates the activities of all other financial institutions.   

In 1971, the IDBI and LIC jointly set up the Industrial Reconstruction Corporation of India with the main objective of reconstruction and rehabilitation of sick industrial undertakings. The IRCI was converted into a statutory corporation in March 1985 and renamed as Industrial Reconstruction Bank of India. Now its new name is Industrial Investment Bank of India (IIBI). In 1982, the Export-Import Bank of India (EXIM Bank) was set up to provide financial assistance to exporters and importers. On April 2, 1990 the Small Industries Development Bank of India (SIDBI) was set up as a wholly owned subsidiary of IDBI. The SIDBI has taken over the responsibility of administrating the Small Industries Development Fund and the National Equity Fund. 
Presently  IDBI  is a  public  sector  commercial  bank and  ICICI  is  a  new generation private  sector  bank. 

3. Establishment of Institution for Agricultural Development: In 1963, the RBI set up the Agricultural Refinance and Development Corporation (ARDC) to provide refinance support to banks to finance major development projects, minor irrigation, farm mechanization, land development etc. In order to meet credit needs of agriculture and rural sector, National Bank for Agriculture and Rural

Development (NABARD) was set up in 1982. The main objective of the establishment of NABARD is to extend short term, medium term and long term finance to agriculture and allied activities.

4. Establishment of institution for housing finance: The National Housing Bank (NHB) has been set up in July 1988 as an apex institution to mobilise resources for the housing sector and to promote housing finance institutions.

5. Establishment of Stock Holding Corporation of India (SHCIL): In 1987, another institution, namely, Stock Holding Corporation of India Ltd. was set up to strengthen the stock and capital markets in India. Its main objective is to provide quick share transfer facilities, clearing services, support services etc. To investors.

6. Establishment of mutual funds and venture capital institutions: Mutual funds refer to the funds raised by financial service companies by pooling the savings of the public and investing them in a diversified portfolio. They provide investment avenues for small investors who cannot participate in the equities of big companies.

Venture capital is a long term risk capital to finance high technology projects. The IDBI venture capital fund was set up in 1986. The ICICI and the UTI have jointly set up the Technology Development and Information Company of India Ltd. in 1988 to provide venture capital.

7. Reforms in  / New Economic Policy of 1991: Indian financial system has undergone massive changes since the announcement of new economic policy in 1991. Liberalisation, Privatisation and Globalisation has transformed Indian economy from closed to open economy. The corporate industrial sector also has undergone changes due to delicensing of industries, financial sector reforms, capital markets reforms, disinvestment in public sector undertakings etc. Since 1990s, Government control over financial institutions has diluted in a phased manner. Public or development financial institutions have been converted into companies, allowing them to issue equity/bonds to the public. Government has allowed private sector to enter into banking and insurance sector. Foreign companies were also allowed to enter into insurance sector in India.

Weaknesses of Indian Financial System

Even though Indian financial system is more developed today, it suffers from certain weaknesses. These may be briefly stated below:

1. Lack of co-ordination among financial institutions: There are a large number of financial intermediaries. Most of the financial institutions are owned by the government. At the same time, the government is also the controlling authority of these institutions. As there is multiplicity of institutions in the Indian financial system, there is lack of co-ordination in the working of these institutions.

2. Dominance of development banks in industrial finance: The industrial financing in India today is largely through the financial institutions set up by the government. They get most of their funds from their sponsors. They act as distributive agencies only. Hence, they fail to mobilise the savings of the public. This stands in the way of growth of an efficient financial system in the country.

3. Inactive and erratic capital market: In India, the corporate customers are able to raise finance through development banks. So, they need not go to capital market. Moreover, they do not resort to capital market because it is erratic and inactive. Investors too prefer investments in physical assets to investments in financial assets.

4. Unhealthy financial practices: The dominance of development banks has developed unhealthy financial practices among corporate customers. The development banks provide most of the funds in the form of term loans. So there is a predominance of debt in the financial structure of corporate enterprises. This predominance of debt capital has made the capital structure of the borrowing enterprises uneven and lopsided. When these enterprises face financial crisis, the financial institutions permit a greater use of debt than is warranted. This will make matters worse.

5. Monopolistic market structures: In India some financial institutions are so large that they have created a monopolistic market structures in the financial system. For instance, the most of  life insurance business is in the hands of LIC. The weakness of this large structure is that it could lead to inefficiency in their working or mismanagement. Ultimately, it would retard the development of the

financial system of the country itself.

6. Other factors: Apart from the above, there are some other factors which put obstacles to the growth of Indian financial system. Examples are:

a. Banks and Financial Institutions have high level of NPA.

b. Government burdened with high level of domestic debt.

c. Cooperative banks are labelled with scams.

d. Investors confidence reduced in the public sector undertaking etc.,

e. Financial illiteracy.
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