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Financial system 

“The financial system is the system 
that allows the transfer of money 
between savers and borrowers.” 



In other words, a financial system is 
defined as a set of institutions, 

instruments and markets which foster 
savings and channel them to their most 
efficient use. The system comprises of 

individuals (savers), intermediaries, 
markets and users of savings.
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Components of Financial System in 
India 

 Financial Institution: - Financial Institution can be 
classified as banking and non banking institutions. 
Banking Institutions are creators and purveyors of credit 
while non banking financial institutions are purveyors of 
credit.

 Financial Markets: - Financial Markets can be classified as 
primary and secondary markets. A Primary Market deals 
with new issues and secondary markets is meant for trading 
in existing securities. 

 Financial Instruments: - A financial instrument is a claim 
against an institution or a person for payment at a future 
date of a sum of money in the form of dividend.

 Financial Services: - Financial services are those , which 
help with borrowing and funding, buying and selling 
securities, lending and investing, making and enabling 
payments and settlements and managing risk exposures in 
financial markets. 



Financial Institutions

 Regulatory 

(i) RBI
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 Intermediaries
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 Non-intermediaries



Financial markets
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 Capital market
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FINANCIAL SERVICES
Financial services cover a wide range of 
activities which are divided into two 
categories:-

Traditional activities 

(i) FUND BASED ACTIVITIES

(ii) FEE BASED ACTIVITIES

Modern activities



TYPES OF FINANCIAL 
SERVICES

 Merchant banking
 Leasing
 Forfaiting
 Custodial services
 Corporate advisory service
 Mutual funds
 Venture capital
 Credit cards
 Derivatives



ROLE OF FINANCIAL 
INSTITUTIONS

 Role as a financial intermediary

 Role as a catalytic agent

 Role as a creator of money

 Role as a promoter

 Role as a counselor



FINANCIAL SYSTEM

AND 

ECONOMIC DEVELOPMENT



Economic development of any 
country cannot be thought of without 
the involvement of finance. The role  
of finance in any country depends on 

its financial structure. A strong 
financial system can  bring about an 

all round planned economic 
development.



Financial system is bridge 
between savers and investors.

INVESTORSSAVERS



Theories  of Economic 
development on savings and 

investment

 Prior savings theory

 Credit creation theory

 Theory of forced savings

 Financial regulation theory

 Financial liberalisation theory



Prior Savings Theory

The PST regards saving as a prerequisite
of investment and it holds that all saving
in the economy can find investment
outlets. It stresses the need for
appropriate monetary policy and fiscal
policy for promoting and mobilising
saving voluntarily for investment and
growth.

“It is believed that Investment is an
alternative to consumption.”



Credit Creation Theory

According to CCT, the  contribution of a 
financial system to growth goes beyond 
increasing prior saving based investment. 
Financial system plays a positive role by 
providing finance or credit  through 
creation of credit in anticipation of 
savings.

“Credit creation refers to expansion of bank 
deposits by giving loans and advances.”



 Let us assume the Bank A has deposits of 
Rs. 5,000.Let us also assume that the 
bank carries a reserve of 10 %.The bank 
will, therefore, the balance of Rs.4,500 in 
profitable manner.



Theory of Forced Saving
Forced saving refers to an involuntary
reduction in consumption which arises
when an economy is in full employment
and when it has an excess supply of
loans.

According to Tobin and Keynes,
“Investment is determined by savings, it
is savings which are determined by
investment”.



Financial Liberalisation Theory

Financial liberalization implies greater
access to international capital, facilitated
in part through an expanded role for
foreign banks and non-bank financial
institutions. This definition of financial
liberalization goes beyond mere domestic
financial reform.



Financial Regulation Theory

Regulation may be defines as action that 
'command and control' the individual 
decisions of firms, in an effort to prevent 
private decision-making that would take 
inadequate account of the 'public interest'. 
Regulation may be self-imposed, or as is 
usual, by a third party.



Indicators of Economic 
Development

 Financial Ratio
Total financial claims (primary + secondary)

= -------------------------------------------------------
National Income

 Financial Interrelation Ratio
 New Issue Ratio
 Intermediation Ratio



Cont…

 The well developed secondary markets in 
all financial securities are essential for 
calling a financial system a developed 
system.

 The lower the transaction cost and 
information cost, the higher the economic  
development. 



FINANCIAL MARKET





FINANCIAL MARKET
Financial market facilitates
transfer of funds from surplus
sectors lenders or investors to
deficit sector borrowers or users
of fund. Households are the main
investors, they have excess of
funds i.e. savings which they lend
or give for investments to
industrialists or government.



FUNCTIONS OF 
FINANCIAL MARKET

The term `financial market’ refers to the 
means through which buyers and sellers are 
brought together to transact the financial 
products. The Major Functions Performed 
by the Financial Markets : -
o Price Discovery
o Liquidity
o Lower Transaction Costs 



Price Discovery 

 Financial markets provide a centralized 
place for trading in financial products. 
This `place’ need not be physical. It may 
be virtual such as the online trading 
system of the National Stock Exchange.

 This feature enables the prospective 
buyers and sellers to discover the going 
price and take appropriate decisions 



Liquidity 

 Financial markets also provide a 
mechanism for the investors to sell their 
financial assets.

For example, if an investor wishes to sell 
his shares, the equity markets offer an 
easy exit 



Lower Transaction Costs 

 Financial markets save a market player 
the cost of locating counterparty to his 
transactions. The counterparty can be 
readily found by going to the appropriate 
market. 



Types of market

Money market

Capital market



Money market
 The money market is a component of the 

financial markets for assets involved in short-
term borrowing and lending with original 
maturities of one year or shorter time frames. 
Trading in the money markets involves 
Treasury bills, commercial paper, bankers' 
acceptances, certificates of deposit, federal 
funds, and short-lived mortgage-backed and 
asset-backed securities.

 It provides liquidity funding for the global 
financial system. 



Types of capital market

 Capital markets may be classified as primary 
markets and secondary markets

 In primary markets, new stock or bond issues 
are sold to investors via a mechanism known 
as underwriting.

 In the secondary markets, existing securities 
are sold and bought among investors or 
traders, usually on a securities exchange, over-
the-counter, or elsewhere.  



INDIAN FINANCIAL 
SYSTEM 

(An overview)
An institutional framework existing in a country to
enable financial transaction.

There are three main parts of this-

*Financial assets (Loans, deposits,bonds,equities etc.)

*Financial institutions (banks, mutual funds, insurance 
companies etc)

*Financial markets (money market, capital market, 
forex market)

*Regulatory environment of financial system (RBI,SEBI)



FINANCIAL ASSETS AND 
INSTRUMENTS

 *Enable channelising funds from surplus 
unit to deficit unit

 *There are instruments for savers such as 
deposits equity mutual fund units etc.

 *Instruments for borrowers such as loans 
overdrafts etc.

 *Like business, government too raise funds 
through issuing of bonds treasury bills etc.

 *Instruments like PPF,KVP are available to 
savers who wish to lend money to the 
government.



FINANCIAL INSTITUTIONS

Includes institutions and mechanism which

*Affect the generation of savings by the community

*Mobilisation of saving.

*Institution are banks insurance companies,mutual 
funds-promote/ mobilise the savings.

*Individual investers industrial and trading 
companies borrowers.



FINANCIAL MARKETS

 A market is a place where buyers and sellers come 
together to exchange something.

 Financial markets are where financial 
instruments/products are exchanged.

 A financial market is known by type of product 
traded in it.



DIFFERENT FINANCIAL MARKETS

 Money market 

 Debt market

 Forex market

 Capital market



Money Market

 Money market for short term
 Borrowing
 Lending

 Instruments
 Call money market 
 Bill market
 Treasury bills
 Commercial papers

 Certificate of deposit (CD)
 Market Repo



Call Money Market

 Part of National money market
 Day to day surplus funds mainly of banks are 

traded
 Short term in nature
 Maturity varies from 1 to 15 days
 Lent for 1 day: call money
 Lent for more than 1 day and less than 15 

days;Notice money
 Lent for more than 15 days:Term money
 Highly liquid loan repayble on demand



Bill Market

 Treasury Bill Market-Its also called T-Bill market.

 Bills are short term liabilities(91-364 days)

 Issued by RBI on behalf of government of India.

 Issued at discount to the face value and at the end 
of maturity the face value is paid.

 Bills are freely transferable.

 Consider as safest investment.



Commercial Papers

 First introduced in India in 1990
 Unsecured promissary note.
 Issued by well known companies with strong and 

high credit rating.
 Sold directly by issuers to investers or through 

agents like merchant banks and security houses.
 Less interest rates with compared to banks.
 Maturity 7 days to 1 year and high flexible 

maturity.
 Issued subject to minimum of Rs. 5 lac and in 

multiple of Rs. 5 lac after that



Certificate of Deposits

Defined as short term deposit by way of promissary 
notes.

Greater flexibility to investers in the deployment of 
surplus funds.

Permitted by RBI to banks.

Maturity of not less than 3 months and up to 1 year.

Transferable in nature.



Market Repo

 Repo (repurchase agreement) instruments enable 
collateralised short term borrowing through the 
selling of debt instruments.

 A security is sold with an agreement to repurchase 
it at a predetermined date and rate.

 Average daily turn over of repo transaction 
increased from Rs. 11311 crore during April 2001 
to Rs. 42252 crore in June 2006 



Debt Market

 Debt
 Contract
 One party lends to another party.
 Predetermined interest rate and term.
 Participant
 Banks
 Financial institutions
 Mutual funds
 Insurance companies
 Instruments
 Government security
 Public sectors/units bond
 Corporate security



Foreign exchange Markets

 Foreign goods

 Payment in foreign currency forex market

 Participants

 Government payment for imports repayment of 
loans.

 Importers

 Exchange rates-1 currency in terms of other

 Eg, $1=Rs.45 



Capital Market

 Long term funds raised by

 Government

 Corporate

 Traiding instruments used

 Shares

 Derivatives

 Units of mutual funds



Primary Market

 Intruments issued for first time

 Used by government/ corporate/ PSU’s

 IPO (initial public offer)

 Secondry market

 Trading of already used 

 Stocks

 Bonds

 Stock exchange



Indian banking system

 Central bank (Reserve Bank of India)
 Commercial bank
 Co-operative bank
 Banks can be classified as 
 Scheduled (second scheduled of RBI act 1934)
 Non-scheduled
 Scheduled banks can be classified as
 Public sector banks (28)
 Private sector banks
 Foreign banks
 Reagional rural banks



Development oriented banking

 Close association between banks and some 
traditional industries.

 Banking has not been mere acceptance of deposit 
and lending money included development 
banking.

 Lead bank scheme-opening bank office in all 
important locality 



Progress of banking in India

 Nationalisation of bank in 1969- 14 banks were 
nationalised

 Population served per branch has come down 
from 64000 to 16000 

 At present only 32180 villages out of 500000 
covered

 Expansion of bank credit

 Growing at 20% to 30% thanks to rapid growth in 
industry.



Stock and Shares

 Stock-capital raised by corporation 

 Through issue and distribution of shares

 Shares-signifies ownership in company

 Which company issued shares for the first time in 
the world?

 The Dutch East India Company 1602



Stock Exchange

 Place where share traded
 BSE
 NSE
 BSE-Bombay Stock Exchange
 Oldest in India
 Sensex-sensitive index
 NSE-National Stock Exchange
 Incorporative in 1992
 NIFTY




