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Chapter: 1

Introduction

1.1 Introduction

The primary function of financial system is to nma@ savings and to allocate
those funds among competing users/investors omdbkes of expected risk-return.
This function is carried out by financial intermades through intermediation
process. Financial intermediaries are primarily owrcial banks, which provide
credit in the form of loans and also other insiial investors such as insurance
companies, pension funds and venture capitalisishmprovide financing in the
form of debt and equity. The role of commercial ksnn this intermediation
process is very significant because of their ovetwimg control over the entire
financial assets of the economy and more becaugkeotinder development of

capital market in most of the developing econornikesindia and many others.

The three distinguishing characteristics of baniestheir ability to provide credit
for those projects which otherwise cannot be funidpather sources; which they
fund from their liabilities called deposits thatnmeore of non-contingent and liquid
in nature; and finally, the bank capital acts asushion for meeting other fixed
interest obligationsBernanke & Gertler, 1985)Their role as intermediaries arises
during saving-investment process where they emdrgiveen the ultimate
borrowers and lenders. They accept deposits irfidime of money. Such deposits
are simply 10Us (I owe youlritten in the books of banks on which they promise
to give a rate of return in the form of interestcAptability of cash here depends
on their ability to produce the same on demand dpoditors, the only exception
being time deposits, whereby withdrawal is possiny after a specified time
period.This ability to pay back on demand is called ligtyief the bank which will
be of great size if the bank maintains all its ts#e cash. But cash does not earn
any income; whereas the banks have a prefereneartoa return as they have to
pay a certain additional amount to deposit holderthe form of interest as well.
And for this purpose deposits are converted to nwatggories of assets of which

loan to different borrowers is the most promineng,oagainst which they charge
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appropriate rate of interest for their intermediangrventions. Thus to simplify, it
may be said that banks accept money in the formepbsits which are used for
lending and investment operations to earn prdiits, a part of these funds are also
kept in the form other liquid assets, mostly cdstenable them to fulfil their legal
requirements as well as to meet the obligationatds/ithe depositors. In allocation
of funds for various purposes, such as income egsnithey are guided by
statutory requirements like central bank’s diressiv and similar other

considerations.

Another distinguishing feature of banks is thatytiean create as well as transfer
funds, while other financial institutions can trearsfunds only. This aspect has
been variedly expressed, and banks are said ttecde@osits or credit or money,
or it can be said that, every loan given by baniksates a deposit, and this has
given rise to the important concept of deposit iplér or credit multiplier or

money multiplier. The importance of this is thahka add to the money supply in
the economy; and since money supply is an importeterminant of prices,

nominal national income, and other macro-econormitables, banks can become

responsible in a major way for changes in econ@uiivity.

But, in an economic system, other institutions likeitual funds, non-banking
financial companies also function in the same lmgn banks, although their way
of accepting deposits as well as investment pati@r@ different. Hence,
intermediation is, “to have middle-man (intermeg)abetween borrowers and
lenders, rather than borrowers and lenders dedinegtly to each other{financial

dictionary, anz.com)it is not meant for banks alone but arises with soyrce of

indirect finance. However, the basic philosophydois development of diversified
financial system with banks and non-banks is toaenh the risk poling and risk
sharing opportunities by investors and borrow&rse role of financial institutions
in the capital intermediation process has changgtdfieantly over the years. In the
past, funds were intermediated through banks ahdraavings institutions. The
savings of individuals were deposited in theseturtgdns, which subsequently lent
the funds, as business and consumer loans. Thatadivdirect market financing
for large borrowers, technigues such as securidisaand the institutionalisation of
savings has led to the disintermediation of finahaistitutions. Over the years,

financial intermediaries have been steadily losmgrket share in the global
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financial intermediation business to capital magkdthis is known as ‘financial
disintermediation’ — that is, the bypassing of fin&l institutions. Usually the term
‘financial disintermediation’ is used to refer tbetflow of funds directly from
surplus to deficit sectors of economy without amtgivention of middle-man; but
here the scope of study has been widened to indtres non-commercial banking
institutes in addition to direct market mobilisatiof funds. Further, as has been
stated by Goodhart (1992), “disintermediation notyarefers to those instances
where financial flows are constrained by intervemtio pass more directly from
saver to borrower (than in unconstrained contdéxiy,also where such flows pass
through different, and generally less efficientashels than would otherwise be the

case”.
1.2. Disintermediation: a theoretical exposure andverview

The term ‘Disintermediation’ means the “cutting ofiddle-man, so that the
borrowers and lenders can deal with each othecttijfelt occurs when a customer
is able to interact with the primary supplier ofogs or services, without requiring
the services of a previously essential intermedi@gmons et.al, 2002and so is
not only applicable for financial service industipne but for any service industry
where intermediary service is involved between Sappnd recipientHowever, in
the context of financial services is properly defined as a move from the
intermediated provision of financial services venks to direct financial relations
between borrowers and lenders. In a world of cotapiearkets, this process would
lead to a situation where there would be no needfif@ncial intermediaries
anymore. As a result of the existence of transadiad information costs, however,
financial intermediation is unlikely to become redant. Hence, disintermediation
can more properly be defined as a loss in impoetaot traditional banking
activities, such as, the collection of depositsrfroouseholds and the provision of
bank loans to companies. In this scenario, thegbleancial institutions shifts to
the provision of financial services on a fee ba$iss development, which could
rather be characterised as 'bank disintermediatim@s not necessarily imply that

there is an overall decrease in financial interragain.

The term ‘disintermediation’ is used to describ&taation which takes place with
the development of alternative sources of investrttgreby giving investors and

~3~



borrowers a wide variety of options. But in relatito banks, it describes what
happens when money is moved out and invested ier giburces. In such direct
financing, borrowers and lenders directly deal vadth other. Although this term
is not directly related with deregulation as disintediation was already in place
much before deregulatioffRBSF, 2002and is mostly because of the availability
of alternative instruments of savings and borrowinghere can also be certain
other explanations for bank disintermediation inthbdeposit and loan segment.
Some of them highlighted by other authors in thrks are as follows:

Using a moments approacHprvath (1988)has shown that disintermediation is
also likely to occur when the distribution of incenthanges relative to the
variance. And a continuous receipt of informatioraymeventually trigger a

reallocation of funds from intermediary depositsatternatives that is possible if

interest rates were rising and volatile.

In another model, suggested bjamond & Rajan (1999)there are three reasons
for disintermediation happening through run by dgfoo. Firstly, any attempt by a
banker to extort rents and not passing through mawa collections directly to
depositors will disintermediate the banker alonghwdriving the rent to zero.
Secondly, deposit contract allows the investor itthdvaw money at any time and a
failure to honour the same bestows right upon #goditors to seize bank assets
and negotiate with entrepreneur for direct paymetich again disintermediates
the banker. Thirdly, a direct lending to firms fersanks to finance more intangible
projects that make some deposits uninsured and lbynaninsured depositors

would still lead to some disintermediation.

Mayers & Rajan (1995)have shown that starting with core liquid assets i
beneficiary for firms as external financing canused for less liquid projects. And
those with unusually liquid core business are be#ed to channel the financing to
other firms. This also leads to the theory of imtediation; and alternatively can
explain the cause of increase in disintermedia@onl banks concentration in

illiquid segments of loan market.

According toFingleton (1997)in the process of disintermediation, intermediate
trade is replaced by direct one, whereupon a nmdale who first develops a
market but later on faces risk of being replaceddivgct trade. He analysed the

~4 ~



whole situation in three phases. In the first,reditrade is not viable which, in the
second phase, replaces with a situation where @epdisintermediation is
possible with buyers and sellers collectively maging their joint surplus. In the
third phase, in addition to drastic disintermediafi there exists a partial
disintermediation which would ultimately improveetlwelfare by both increasing
volume of trade and also disciplining the middlelaamarket power. Further,
according to the author, this disintermediation fimancial market causes re-

regulation.

Another improvement is deregulation, leading to elepment of new and
innovative market instruments, which has contridut@ore towards banking
disintermediation. Development of technology, i&gilities like ATM, Phone
Line Banking, Internet Banking, etc., allows cus&mto avail banking services
without visiting the banks. This can be referred & ‘technological
disintermediation’. Nevertheless, with this devehgmt, even the non-financial
companies have entered into financial service itmgu3his is particularly true in
case of Continental Europe. Elsewhere in the USAWK, banks are merging with
non-banks and with securities and insurance fiMdkereas in Central European
Economies, Australia, Japan and Latin American traes) the reason for banking
disintermediation respectively are investment funmnsion funds, postal saving
schemes and tax by government on bank withdrawalsgher capital regulations
have helped to preserve the funding advantagestitae large companies have in
accessing international capital markets on thein.ofnd the growth so far can be
seen with the declining share of banks depositshé global finance from 45
percent in 1980 to 30 percent tod@usiness India, 2005with corresponding
increase in the debt and equity securities. Soptnks have been forced to find
additional sources of revenue including new waystdrmediating and fee-based

businesses.

Over the last twenty-five years or so, a seriesl@felopments have contributed
towards financial deregulation. There were episodidanking crises in both
developed and developing countries since 1980 ardbthe reasons for this was
excessive state regulation. The other reasonsei@gdlation can be technological
development as well as pressure on World Bank Bty the UK and the USA

to encourage other countries to deregulate. Inalnfthancial deregulation was the
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initiation of government in response to the crigiat surfaced during 1991, thus
bringing it closer towards failure to meet its im&tional payment obligations. So,
in order to strengthen the system, decision wasntafor financial sector

restructuring. Based on the recommendations obuarcommittees, importantly
Narsimham committee 1991 and 1998, the focus shiftavards promoting

infrastructure; and over a period of time the systvolved with four segments,
viz., banking, insurance, capital and money markatd specialised institutions of
lending, thus deepening the financial system andadening the sphere of

competition for banks and disintermediation.

Disintermediation in India started from 1980s wilkvelopment of capital market
as well as initiative from government towards taxeession policy and permission
to Public sector undertakings to accept deposittAer factor was the introduction
of new tax concession schemes by LIC and Smallnga@ichemes by Postal
Department. All these led to reduction of banksrsha household savings. With
liberalisation of economy, capital is moving freeiynd, good credit worthy

borrowers are trapping cheap source of finance frdomestic as well as

international market. Before 1990, there was onfy &nd GIC in insurance sector,
but the post-liberalisation gave rise to privatet@e where even the MNCs have
entered Indian market in collaboration with dome&tms. The banking industry

in response to the challenges thrown up by thentgignediation is increasingly
taking the form of developing specialised serviepability to meet the rapidly

changing customer preferences, and in recent yeare turned increasingly to
non-interest income deployment of funds. During year 2004, it consisted of 17
percent of the total incom@&®amasastri, Samuel & Gangadaran, 2Q04)

1.3. Literature Review

With a general background of disintermediation amks, presented in the previous
section, the present literature review proceeds isequence. The evidences in
developed countries are presented first, followgditdings from the developing

economies. The Indian research works are reviewttand of this section.



1.3.1. Developed economies

In industrial countries with highly developed firtsel markets, the greater use of
indirect instruments requiring commercial banksddd a part of public deposits as
cash or reserve can lead to financial disinterntesiaas people may opt for
investing money in unregulated markatgxander, Tomas & Enoch, 199€&apital
market has gone through dramatic changes all dvemtorld with bond market
developing to meet the requirements of the longrtereditors; and government
and corporations are moving to market as well db mvestors diversifying their
portfolio internationally and also NBFCs competiwith banks(Dicky & Fan,
2005; Business India, 2005; Hauslre, 200Zhis is leading to shift away from
banks to market, with a decline in bank’s sharglabal stock from 45 percent in
1980 to 30 percent todqfBusiness India, 2005Although banks, non-banks and
stock markets are active in richer countries, ithe stock market that is more
efficient than banks in market based economiesvaredversa for underdeveloped

economiegKunt & Levine, 1999)

Other reason for financial disintermediation isiacrease in the rate of financial
innovation. Most emerging capital markets have barmgng equity markets, with
barely existing debt markets (with relatively shthors) and mildly controlled
foreign exchange markets. And one of the majoreonaropelling capital markets
towards higher level of ‘emergedness’, in additita deregulation and
securitisation; is financial disintermediation. tBhis is not a hew phenomenon
with financial markets having traded stocks anddsofor the last 150 years; what
is relatively new is the rise of commercial papgmdower cost alternative to bank
loans, and also securitisatiqdacque, 2001)Developing the credit derivative
market, that provides a non-transparent liquid sdaoy market for bank assets,
can also become the cause of disintermediatiotiyeasntrepreneurs who otherwise
have to rely on bank certification to raise finafien market, may go for issue of
lower grade bonds to obtain finan¢Morrison, 2001).Yet in another work
Caballero & Krishnamurthy (2000)n their model suggested for emerging market
crises has shown two collateral constraints. Threytlae firms’ limited borrowing
capacity in both international and domestic markése of the consequences of
interaction among these two constraints is dismégliation that is a fire sale of



domestic assets causing banks to fail in their tfancof reallocating resources

across the economy leading to wasted internaticitdteral.

For those countries where governments rely on r@okmation to identify taxable
entities and measure the amount of their taxabtwigc a high tax rate is a
sufficient cause for firms to disintermediate bards transaction to avoid taxes.
This threat may be of little importance in the ragduntries, but in poorer countries,
this may be a key factor both limiting tax collectiand shaping government policy
more generally. For those countries where bankviggomodest value added
forecasts, shows that tax revenue as a share of @WiDbe less and entry of
foreign banks will lead to shift of accounts by destic firms to abroad in order to
hide their activities. Further, anything that uralgs the value of financial services
can also undercut the fraction of tax revenue irPGibaddition to loss of financial
intermediation(Gordon & Li, 2005) Cotter (2005)has recommended for removal
of unnecessary intermediaries in order to get bettevice from the remaining
ones, but at the same time agrees that this iamefsy task as no intermediary is
entirely capable of functioning with complete aamy.

In developed countries like the USA, the growtreraf banks in terms of both
deposit and lending capacity declined due to shifireferences for borrowing by
companies as well as investors’ preference shifttogzards market based
instruments. They had to face tough competitiomfigpcoming new instruments
of savings as well as non-banks having the advarmégetter technology, reduced
service price, etc., among others; and so stadedeltl alternative investment
products(Boczor, 1978; Lipp, 1982; Friedman, 1982; Barngrd1987; Ghosh,
1991, Kehrer, 1997; Maloney, 2001; Allen & Santome2001; Allen & Parwada,
2002a; Allen & Parwada, 2002bAnalysis of early period shows that in 1966,
there was a temporary disintermediation due tot shifsavings towards credit
market instruments effecting both commercial bamtsdl savings and loan
association. This, however, returned to originaifian with a shift back to savings
instruments by the end of 19@Hester, 1969).

Disintermediation in savings and loan (S&L) indysduring 1960s was due to rise
in interest level in alternative (market) assetsaome side with restrictions and
interest rate ceiling on the S&L industry on thehest (Halloran, 1979;

Hendershott, 1971; Kane, 1988 rise in the interest rate of alternative asséts a
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1965 saw a significant level of withdrawal from tb&vings and loan association
resulting in drop of savings growth rate closeaoozthat occurred twice, which the
casual empiricism disagree that a hike in the asfterate was the cause of
disintermediation, and the evidence suggests @nhgs account drains are not
large enough to lead to desired mortgage liquidgtitendershott, 1971)Further,
according toKane (1981),t was the inflation that induced declines in tled
value of mortgage which brought down the levelh&it net worth. It is the Federal
savings and Loan Insurance Corporation guarantesskept the S&L industry
alive; whereas the deposit rate ceilings had bedangorary source of help.
Further, freeing their way to raise funds througititicates of deposit in one hand
with restrictions on their lending opportunities tre other is attributed as the

cause of disintermediation they suffered aftertthginess peak in1965.

The period from 1966-69 also saw the life insuranompanies experiencing a
rapid increase in their policy loans ensuing desimtediation in the net inflows of
mutual savings bank and savings and loan assatiat®chott, 1971).
Disintermediation as a matter of fact has turned thS. financial services
industry's strong mix of suppliers and competitwith new waves of technology,
new ways for suppliers and users of funds to bymddsmodels and functions
(Diogo, 2000). Boyd & Gertler (1995)have concluded that the share of
commercial banks in total intermediation has natlided rather have grown in the
last four decades. And a slight loss of markehenlate 1980s and early 1990s was
mainly a transitory response to a series of shdlc&s occurred over this period.
The present growth of commercial paper marketefastan the loan provided by
commercial banks, has caused disintermediatiorhair traditional role leading
many into new market position such as asset-baleketing and other off balance-
sheet activitiegLamb, 1996)A group of regional banks by promoting the market
for asset-backed commercial paper is deliberateyndssing the process of
disintermediation. But commercial banks do not #@e as a replacement of
commercial loans market and no one is also prawgniinem from creating a
competing arrangeme(fbtreeter, 1992).

Monetary transmission in Canada has changed marisgute the late 1980s and
financial disintermediation has contributed to ttieanges in the sensitivity of

aggregate demand to real interest rates. Moreot@anges in the ratio of direct to
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indirect finance, that is a measure of disintermgalin, contribute to explain the
changes in the interest rate elasticity, and suggesincreased effectiveness of
monetary policy associated with a larger use ofketapased sources of finance in
the 1990s. This could be attributed to the lowetergst rate sensitivity of

relationship-based lending compared to the moreegsensitive direct or market
funding (Roldos, 2006).

The recent years’ decline in US traditional bantermediation is progressing in
Europe too accompanied by a rise of other finanniakrmediaries. But this cannot
be considered as financial disintermediation, aighothis has altered the earnings
structure of banks towards fee-based income wittve@ence towards integrated
financial firms(Freedman, 2000De Swaan, 2000)Another study was conducted
by Szilagyi, Batten & Fetherston (200@jth respect to the nature and problems
associated with intermediated financing through ganson of the three major
forms of debt financing over the period from 196%he first quarter of 2001, i.e.,
international bank financing, securities issuesioimestic markets and securities
issues in international bond markets. Overall tesugjgests that although financing
structures are converging towards the Western Eampnodel, but they remain
underdeveloped by international standards. Andrtbst significant factor limiting

the growth of corporate debt markets is the nairoxgstor base.

Building societies in the UK have privileged pasitiover banks and hold 5 percent
of total outstanding government stocks and 12 pers®ck of less than five years
maturity. And this may affect the latter in therfoof losing deposit, lending and
profit. Nevertheless, banks will gain deposit, las increased deposit on societies
shall be invested in public deposits that will ket be deposited in bank. So banks
will not lose deposit because of building societieg mostly due to monetary

policy (Llewellyn, 1979)

In Germany, the share of bank deposits in housebBaldngs declined by 16

percent points after 1980 and that of insurancesased to 20 percent, but more
shifts is towards fixed assets. Over the past tacades, though the share of equity
has doubled, but bank financing in companies atitiounts for 45-55 percent since
the past five decadg8uch & Goldor, 1999)But conclusion based on data for
intermediation ratio and financing patterns of Srimetween 1970 and 2000 is that

disintermediation in assets side of banking seistoiot visible as they are still the
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major financier for enterprises (60 percent finaggj but a fall in interest margin is
possible due to improved customer awareness arghsifiging competition
(Hackethal, 2003)Again another conclusion on the basis of flow afds data for
the period from 1982 till 1995 is that banking istly has not declined in Germany
and the United Kingdom and that the trend towandsrmediation is almost
non-existent, while in France they are losing ia dissets side which in due course
may threaten the existence of their entire busii®sbmidt, Hackethal & Tyrell,
1998).

In Australian market, due to the growth in compugspension scheme, bank
deposits have fallen from 62 percent in 1990 topéBcent in 2001, whereas
superannuation assets have risen from 27 perceé8 peercent in this period, thus
requiring alternative to bank depositallen & Parwada 2002a)But it is the
retirement funds that directly compete with no sison effect between
traditional deposits and managed fu@ben & Parwada, 2002b)

With implementation of financial sector reform ma@s since 1996, Japan
economy has evidenced gradual disintermediatioh witlecline in the bank loan
portfolio, although bank intermediation still remsithe major channel. The factors
responsible are shift of private corporate sectorsoond and money market
(revealing disintermediation), banker’s reluctantdéending to small and medium
sized companies and decline in the credit demanduayity corporate borrowers
(Batten & Szilagyi, 2002).

Again, in Japanthe Postal Saving System (PSS) and the Fiscal timeed and
Loan Program (FILP) form the system of governmemnérmediation. PSS is a
source of disintermediation from private bankshesihvestors consider the deposit
as direct govt. debt and the private banks depasihsured upto ¥10 million (as
the limit of DIC to insureFRBSF, 2002)But a lesser is known about how the
banks perform when their boundaries extend to nasiness areas such as the
provision of monitored finance (like venture capitavhere the individual owner-
manager funds are also functioning equally (a sourof financial
disintermediation). Data for 127 Japanese privafeitg funds show that more
financial intermediation is associated with lessveggoance in comparison to
individual owner-manager funds, whereby smalletfpbo per manager is directly

associated with more governance and monitoring afagement with a greater
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scope of advice to the portfolio compan{€imming, Fleming & Schwienbacher,
2005).

1.3.2. Developing economies

Cash shortage has been observed in many econamiiesrier Soviet Union, and
this manifests financial disintermediation as thslcflows from the household to
the banks and further to government, which retdonkousehold again in wages
form, which is deposited again in banks. So if ehwadds deposit in banks is
reduced, they will not be able to provide enougbhcto government and further

will affect government’s expenditu(€onway, 1994)

In Czech Republic, banks are still in leading positwith 80 percent of the assets
under them and the non-banking sector is still wheleeloped. But the corporate
sector borrowings is being supplemented with icteporate debts, foreign

investments and other alternative sources of baaik &nd in the field of consumer
credit they are facing competition from financiaidacommercial companies
providing varied and innovative servicéSNB, 2002).In addition, as the CEE

economies (i.e., Czech Republic, Hungary and Pglanel growing, most of the

monies are going from bank to investment funds, fixeed income, cash and mixed
funds(Bledowsky, 2002)

The Middle East and North African (MENA) region figcing the challenge of
financial liberalisation due to reduction in bounda between banks and non-
banks as well as financial innovation. The threejomalriving factors are
liberalisation, technical changes, and market iation. And disintermediation
being one of the four trends is still in early ®adue to slow emergence of
securities markef(Grais & Kantur, 2003).Financial disintermediation in Uganda
that occurred with economic liberalisation with destic credit falling in overall
between 1993 (by 8 percent) and 1995 (by 47.3 pércie to fall in claims on
central government in contrast to 1980s that formddrger chunk of domestic
credit(Kararach, 2002).But for Tunisian commercial banking system the ltezo
the basis of panel data regression for the per@8D-2000 show that the move
towards a more market based financial structurgrdafitable to the banking
industry and disintermediation is favourable to thenking sector profitability
(Naceur & Goaied, 2005).
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However, since 1988 in some Latin American cousirizgank debit taxes have
contributed to disintermediation as people optrfmre of direct cash transactions
or through offshore banks. It is found that disintediation rate is 28 percent, 41
percent and 47 percent in Venezuela, Colombia anddor respectively and not
significant in Brazil with tax rate ranging betwe@2 and 2.0 percelirilenko &
Summers, 2002)But for a sub-sample of seven countries viz.,efftqha, Brazil,
Colombia, Chile, Mexico, Peru and Venezuela; onthefresults of analysis is that
there does not seem to be bank "disintermediattthbugh after reform their role
has change@Walker & Lefort, 2000).

1.3.3. India

Indian financial market saw changes taking plaaamfr1980s. And with the
introduction of the new instruments of savings iarket there was a decline in the
rate of bank savings. So it could be said thatnitrel disintermediation was
already in place from the first half of 1980durthy, 1984; Jadhav, 1988gsulting
to 33 percent decline in bank savings in 1981-&Infr53 percent in 1980-81
(Murthy, 1984).Again analytical framework made adhav (1988})o study the
variations in the ratio of M1& M3, C&TD, DD&TD rewaed declining trend in

three ratios, thus revealing that financial disimediation has set in.

Further, due to liberalisation of Indian economyl avith increased importance of
capital market during 1990s the share of bank tr@xipecially to commercial
sector) decreased. This is due to new investmeirgpavailable in the market
(EPW, 1991; RBI, 2000; RBI, 2002)hough there is no evidence to support the
view of large scale disintermediation; but thereame decline visible on aggregate
deposit growth rate requiring banks to guard théveseagainst future threat of
financial disintermediatiofKrishnamurthy, 1994)Further,a revival of the capital
market would encourage households to turn to eguitycorporate bonds for better
return, as there is little incentive to put moneyaibank for a return of 5-6 percent
(Sabnavis, 2003).

Finally, based on the selected data of Indian banlsector from 1980-8%en
(1991) has concluded that an increase in SLR requireméhbe detrimental to
growth of banks as the private firms on the facereflit crunch will offer bonds
and shares at attractive rates to tap funds dyrdtin households resulting in
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financial disintermediation. This also means a ifalflhe amount of funds available

to the government from the SLR requirements of cencial banks.
1.4. Research Problem

The phenomenon of disintermediation has occurreabighout the world, in both
developed as well as developing economies, somevdaly and somewhere later.
Capital market has also gone through changes, gatternment and corporations
opting for direct market borrowings and investolgedsifying their portfolio
internationally; thus leading to reduction of baskare in global stock. Study has
been made in almost all the economies where disnatdiation affected the

banking sector.

Several studies has been made in USA context whioharket based economy, to
see the effects on banks due to new investmenbrgptihat came up due to
development of pension funds, mutual funds, finaswapanies in market. Studies
have been conducted there for the early perioccetie disintermediation till the
current period effecSimilar studies have been made in European cosrasevell
as Latin American to see the different forms ofirdeymediation and the effect
they have in their economies. Even in countries (Bermany and Japan which are
bank-based, study has been made to see if therbdemsany shift in investment

pattern and the effect that it made on banks.

But speaking in context to Indian economy, it mag Istated though
disintermediation is already in place, whose ewigehas been found in the works
during 1980s; the beginning for the process ofntismediation (as mentioned
beforehand) could be linked with the developmentapital market instruments
and other saving instruments as well as changeowergment policy from 1980
onwards that was taken as a step after the reqoont the committee to Review the
Working of the Monetary System (Chakravarty Comeeijt During that period
some studies have been conducted through empdatal investigation but that
may be said to see the initial effect, as at tlitog the term ‘disintermediation’

was only introduced to Indian economy.

With liberalisation process being brought into effEom 1990 onwards, the Indian
financial system saw a beginning of the new phase upcoming of new

institutions and instruments to give diversifiediops to investors and borrowers.
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After the report from the high level Committee andncial System set up by the
government under the chairmanship of Shri. M Namhaim to examine all aspects
relating to the structure, organisation, functiansl procedures of financial system,
the authorities introduced a large number of charfgeforms) in financial system.
These have taken the form of opening several stbrseof the financial system to
the private sector, deregulation of interest rate$ a greater market orientation for
financial institutions as regards both source alatgments of funds. All these,
especially the opening up of alternative sectorscfannelising funds, may impact
banks ability to do the same. But a few works hbeen done in the field of
disintermediation which again were theoretical iatune with no significant
empirical analysis done in this field. Also in manmgrks this fact is being reported
as a part, without much highlight with regard te tinpact on banking system.

Except for some comparative studies made in intermal context where some
cross country comparisons have been made, there &vidence for analysis of
performance and profitability of commercial banlkxdept for one in Tunisian
commercial banks). The earlier works conducted $ é¢onomy were to see the
impact on deposit taking and loan giving ability dymmercial banks and savings
and loan association. But again these works donchide any interpretation about
impact on their performance and profitability. Ttegem ‘disintermediation’ has
been used to mean the shift of investors preferémee savings in the form of
bank deposits to capital market only and not tceothlternative institutions of
savings. The liberalisation of financial systems lea to development of new and
innovative instruments which in aggregate can afflee intermediary role of these
commercial banks. But the recent works have conataat over the impact made as
a result of development of one alternative instmihsich as commercial paper or
development of mutual funds, or even the impadiagfon bank deposits. In this
work the overall impact on banks due to the develemt of alternate financial
institutions as well as the growth of Indian calpitearket, both as possible sources

of disintermediation, has been studied.

In methodological issues, wherever empirical ansllgas been made the statistical
tools that have been used are the ratio analysaphgal display of trend and the
regression and correlation analysis in additioedme tests of significance such as
‘T’ test. Through the use of these tools and teghes it is not possible to capture
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the disintermediation phenomenon comprehensivetierathey indicate some
change or show some relationship among variableis. groblem is addressed here
by capturing the disintermediation through a singldex. Two disintermediation
indices have been developed which were not appheother previous research

works.
1.5. Significance of Study

As has been mentioned above, the impact of dismgdiation was visible since
1980s whose effect after liberalisation during 18860 be expected to be more far-
reaching. With the development of capital markedré¢hcan be a shift in the
preference of the investors to invest in the new Bmmovative instruments like
mutual funds, insurance (those paying additionéirns along with insurance
benefit) and such other instruments that are giletjer return than banks and so
are more attractive, thus withdrawing from banksntgest in other sources. Even
on the borrowing front there have been many chaagethe corporate as well as
the government are now going towards market inggtntsmwhere they can raise
funds easily and at cheaper rate. Corporate @aohave the option to raise funds
from international capital market with overseaspooate bodies now allowed to
invest directly in Indian ones. This gives them pinevision to go for owned capital
thus avoiding banks for loaned source. Even in dwiméront, the growth of debt
market as a source of finance is another factdrmtagy affect banks’ own ability to
lend to the companies especially the blue chip @mgs who instead will prefer to
go for direct market financing if they can raisends at a cheaper rate that may
include instruments such as commercial papershortgerm funding purpose. So
the banks have now to compete with these new amovative instruments and
institutions as against the pre-reform period whitvey had to compete mostly
among themselves. This, however, are likely teafthem with regard to their
profitability and performance; and ultimately magadl to further disintermediation.
Hence a study is required to see the effect oktinesv institutions and instruments
and specifically the impact of a growing capital rked on commercial banks
during the post-liberalisation phase and also ffier averall period from 1980 till
present for which no such work could be found. Aeotessential reason to take up
this work is that the studies taken up during the-lfperalisation phase did not
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consider the impact of disintermediation on prdilisy and performance of
commercial banks i.e., whether there has been ahynfthe profit or any other

related variable, the fact which needs to be exadin

This study is likely to fill up the void in the ad@mic research on this particular
area. Post-liberalisation study assumes more gignide and this will help bankers
to chalk out their future strategies to competénwither intermediaries and remain
relevant in the financial system. Academicians amdearchers would be
immensely benefited because of the wider coverdgthe study period which

provides a long term prospective about disinteragah in India.

1.6. Objectives

While pursuing the work of disintermediation impaxt bank performances and
profitability the following objectives are undertak

a. To review the growth and composition of financialtermediaries and
instruments.

b. To study the changes in household investment patter

c. To examine the disintermediation impact of capitarket growth on the
performance of bank.

d. To examine the overall financial disintermediatiorpact on bank’s business

and financial parameters.

1.7. Hypotheses

To arrive at the conclusions about the third anartfo objective two hypotheses

that have been used are states as follows:

a. Capital market growth is a significant disinternagdin variable for banking in
India.

b. There is significant impact of overall financial sohitermediation on the

performance of banks.
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1.8. Methodology

The study is exploratory in nature. It is an engairiresearch work based on
aggregate data and is meant to provide informatiorany negative impact on
commercial bank’s deposit taking and loan givingclions due to the development
of alternative means of savings and loan, which bietter known as
‘disintermediation’. For this purpose, to beginhyian examination for growth and
development of financial institutions and instrunsem Indian Financial System
has been made. This is followed by an evaluatiaderfor any shift in the pattern
of household sectors’ savings. Since householdeslargest savings sector in
Indian economy and any shift out of bank deposit®ther alternative source of
savings will lead to a reduction in the capacitydeposit taking by banks. Analysis
here has been in the form of ratio analysis anddtranalysis with respect to
household savings in both financial and physicaings as well as for different
forms of financial savings including deposits withmmercial banks. One of the
important sources for banking disintermediationapital market, a means through
which companies tap the investors directly for theguirement of funds which
they would otherwise have raised as loan from coroimlebanks. Again shift by
the borrowers from commercial banks to other namklvey sources of credit is also
a cause for bank disintermediation. So, in ordeset® the impact of capital market
and other non-banking credit sources on commerbaiks’ loan disbursal
segment, indices have been developed for depoditlisation and loan disbursal
by both commercial banks and non-banking institgias well as for mobilisation
of funds through capital market; and analysis efdr has been made for the same
in relation to time. Finally, the impacts on prddihd performance of commercial
banks have been analysed. For this purpose impanidocators of profit have been
identified and analysed for shift in trend followdxy regression analysis to

determine if disintermediation has impacted thedfipability and performance.

1.8. a. Period of Study

This study covers a period of twenty six years fro880-81 till 2005-06 that is
divided into two phases of pre-liberalisation ama$tgiberalisation. The phase of
pre-liberalisation here is from 1980-81 till 1992-8nd that of post-liberalisation is
from 1993-94 till 2005-06. Reason for starting frdr880-81 is that during the
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phase of 1980s a relaxation was made on econoniicyp@aken place with a
number of new policy initiatives introduced by tBevernment of India in order to
make the financial system a competitive one. Tinttuided relaxation of norms for
issue of non-convertible bonds, introduction of @letive Convertible Preference
Shares, warrants and Employees Stock Option Schante,allowing corporate
sector to accept deposits from public on one hamgreas, on the other side, there
was introduction of new means of savings by pofiteflike National Savings
Certificate, Monthly Income Scheme, Kisan VikasrRawith attractive rates of
return. All these posed a challenge to commercaaikb and also could lead to

disintermediation.

Similarly, after the recommendation of the NaraamhCommittee in November,
1991, the government introduced a number of measwith an aim to infuse
competitiveness in the financial system. Thus gteoto allow liberalisation to take
its course, the year 1992-93 has been includeddHilgeralisation phase whereas
the year 1993-94 has been considered as the begigear of post-liberalisation

phase.
1.8. b. Data Source

The work is based on secondary source of data usedgregate form for all
scheduled commercial banks in India as well asotber sectors like savings of
household and capital market mobilisation. Databiasenostly collected from
various publications issued by Reserve Bank ofdriitie Handbook of Statistics
on Indian Economy, Report on Trend and Progres®8aking in India, and
Statistical tables relating to banks in India. bidiéion, another source has been
Handbook of Statistics on the Indian securitieskeiapublished by Security and
Exchange Board of India. Data series for the puepok aggregate economic

savings is from new series base, i.e., 1999-2008sse
1.8. c. Data Limitations

In some cases the data for commercial banks ara falsother non-banking
variables are not available in a detail, specifjcalith respect to pre-liberalisation

phase. Similarly data for capital market mobilisatis not available from one
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source and so multiple sources have been refesreldtain the same. Following are

the limitations encountered while collecting dadtatthas impacted the study.

a) Data on cooperative banks both for deposit acceptamd loan giving are
collected only for State Co-operative Banks, Cén€a-operative Banks and
Urban Co-operative Banks. So the data set for qatipe banks excludes other
types of cooperatives such as State Co-operativeicdiire and Rural

Development Banks, Primary Co-operative Agricultared Rural Development
Banks, Primary Agricultural Credit Societies, etc.

b) Disbursements by AlFIs are inclusive of other typésissistance provided by
these institutions like subscription of bonds. 8some cases this data does not

reflect the actual loan provided by them to indastoncerns.

c) Similarly, data with regard to private placementrkef and also for funds
raised through commercial papers have been inclérded the years 1995-96 and

1992-93 respectively, as their data are not availaly the previous years.

d) Data for interest income of banks includes intergetn both loan and
investment. As there is no separate disclosuredéda with regard to interest
received on loan given and that from investmentcheno segregation could be

made. This is more pronounced during the periodipegalisation phase.

e) Data for interest expenses include interest paidleposit and also on others
like borrowings form RBI and inter-bank borrowindgut here also no segregation
could be made on account of non-availability mongectically for pre-

liberalisation phase.

f) Data for capital of commercial banks does not idelany detailed break-up for
equity and debt and for this reason all capitalllieen assumed as equity capital.
g) Data for market capitalisation is not available tioe years 1980-81 and 1981-

82; and hence are estimated through interpolation.
1.8. d. Variables Used

Identification of the factors responsible for disirmediation in Indian financial
sector is the primary task. The impact of capitadrket and of the overall
disintermediation on the important banking varialdee identified with the help of

regression technique. Factors are identified foe trowth/decline of these
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variables through trend analysis and other stedilstanalysis like correlation
analysis etc. Some of the important variables ifledt are: i) number of
instruments in the market, ii) number of institm$oin the market, iii) amount
mobilised through domestic capital market, i.esues of equity and debt, iv)
amount mobilised through domestic money marketamnpunt mobilised through
other financial institutions other than banks. ddiicing any variable into the
regression models depends on the trend analysighendtrength of correlation
coefficient with the dependent variable.

Specifically, the study covers two aspects of desimediation impact, firstly on the
primary operation of banks viz. deposit taking émah disbursal, and secondly on
the overall financial parameters of the banks. Tieen indicators of the latter
identified are interest income, interest expensesthe net interest spread. Other
financial parameters have also been consideredeaghe need of the study.
Analysis is made on the trend of deposit accephedi@an given by banks as well
as for other sources of investment and borrowirglalvle in the market, through
tabular and graphical presentation. Comparativéysiseof deposit mobilisation as
well as credit disbursal by other intermediarieals made. The tools applied for
analysis are ratio analysis, trend analylsnear growth ratecorrelation analysjs
multiple linear regression modehutoregressive model or GLS model for
regression. In addition some tests have also bpplied like the Durbin-Watson
test for autocorrelatiomMulticollinearity TestF-test T- test and Chow’s ‘F’ test. A

brief explanation for each of these tools and tepkes is given as below.
1.8. e. Statistical tools for analysis

i. Ratio analysis:Overall disintermediation in the financial systean be studied
through the analysis of different ratios. They ua#® i) Household Savings to Gross
Domestic Savings, ii) Household Investment in Fgilah Assets to Total
Household Savings, iii) Household Investment in $itBl Assets to Total
Household Savings, iv) Bank Deposits to Gross Hiatsavings of Household, v)
Investments in Other instruments to Household limest in Financial Assets, vi)
Net annual deposit with commercial banks / Totgbadt with all intermediary
institutions, vii) Net annual deposit with non-bark financial intermediaries /
Total deposit with all intermediary institutions,iiiy Net annual credit by
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commercial banks / Total credit by all intermediangtitutions, ix) Net annual
credit by non banking financial intermediaries /talocredit by all intermediary
institutions, x) Credit-deposit ratio, xi) InvestnteDeposit ratio, xii) Capital of
banks/ Total assets of Banks, xiii) Overhead/ Tassets of Banks etc. Many other
ratios have been used as per the requirement oarthlysis. In addition to this
growth rate has been calculated for different comepds like Gross Domestic
Savings, Net Domestic Savings, Savings of Househ8lavings of Private
Corporate Sector, Savings of Public Sector, Savihgsugh bank deposits and
alternative instruments of savings both instituslorand market, Credit by

commercial banks and other alternatives, bothtirtginal and market, etc.

il. Index number:Index number is used as a device of comparisonelaited
variables (such as price, quantity or group ofckes) in different situations, for
example, certain place or period of time. Indicasehalso been created here (in
chapter 4) to see whether there is any trend aftdisnediation visible in Indian
Financial System. For this purpose, eight indicagehbeen developed in all, out of
which first four are intermediation indices and tlest four are disintermediation
indices. For all these eight indices, the year 188(has been considered as the

base year.

ii. Linear Growth:Linear growth technique is being used to see theement of

trend (upward or downward) for each of the varialdelected. This technique uses
"least squares" method to calculate a straight tive best fits data, and then
returns a value that describes the line. Heredtita has been converted to log

before calculating the same

iv. Correlation AnalysisWhen an analysis is performed to determine theegegf
association between two variables, it is refere@g correlation analysis and the
resulting measure is called the correlation coific It has been used as an aid to
regression analysis carried out to know whethetwmevariables are correlated. It
is denoted by ‘r' and the formula is

(= nFxy— (Tx)(Ty)
V[mEx®—~(Fx)? ] [mEy>-(Ey)?]

v. Trend analysis of indextrend represents movement of indices with undeglyin
direction and rate of change when allowance has beade for the other

components. It is a method of time series analysitinvolves comparison of the
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same item for over a longer period to detect géneattern of a relationship
between associated factors or variables. Out ofiiffierent types of trend analysis
the two methods used are given below.
a. Quadratic Trend : ¥ a + bx + cX
b. Cubic Trend: Y = a + bx + éx dx®
vi. Multiple linear regression modeMultiple regression analysis is an extension
of simple regression equation and involves anafyswo or more independent
variables with a determinant variable in orderital fthe factors affecting the latter.
For simple linear regression equation having omnkependent variable denoted by
‘X', and the regression coefficient is denoted by Whereas in the case of multiple
linear regression involving two variables;and ‘xy’, the regression coefficients
are ‘b’ and ‘b’ which when expressed in equation form gives

Y=a+ hxi+ X
This may be expanded with ‘n’ number of independemtns that gives the
equation which is

Y=a+hXi+bXo+.ooiiiiiii + bXn

vii. Autoregressive model or GLS moddéh case where the result of linear
regression does not give a satisfactory result tdupresence of autocorrelation
problem or even in case of non-decisiveness fosgoree or absence of the same
(discussed next) the model used is the autoregeesse that involves regressing Y
on X in a transformed manner obtained by subtrgctinproportion (rho) of the
value of a variable in the previous time periodroie value in the current time
period used under iterative method. And the eqonatqY;— pY+1) = B1 (1- p) B2
(At— pAt1) B3 (Bi— pBi1) + & But in this procedure the first observation is Jost
and since the data set is a small one where losiig data point may make
substantial difference in result, hence they wested under “a la prais-winsten
iterative procedure”, that is a generalised legstases model for regression. The
reason for selecting this model is that it doessodfier from the limitation of losing
out the first observation as it happens in casetloér methods such as Cochrane-

Orcutt model. The formula to calculate first obsdion for dependent variable is

Y141 — p?, and that for independent variable is X1 — p? .
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1.8. f. Other statistical tests

In addition to the above-mentioned tools for analysome tests have also been
applied as well. They have been used as suppotbeks for finding out the
statistical significance of the results derivede3é tests are mentioned here-under:

i. Durbin-Watson test for autocorrelatiorin case of time series analysis, the
presence of autocorrelation in regression makestr@son-reliable one, and so the
assumption of no autocorrelation needs to be te3ted analysis has been made
through Durbin-Watson test for autocorrelation. Fardinary least squares

regression the test is ‘d’ test; whereas in casautdregressive model it is the ‘h’

test that has been applied. The formulas for botkd are given as under.

a. Durbin-Watson d test

_Z0? 4302, —250,0.,

d —
2U;
Or
N ) YO0
d= 21 —Eﬁ% ]
b. Durbin-Watson h test
— n
h—P l—nluarEEJ

ii. Test for multicollinearity: Multicollinearity means existence of linear
relationship between two or more independent vigaln a regression model.
Although its presence does not violate the assumpif OLS, but in case of near
or high multicollinearity the following consequescean be encountered:

a) Large variances and co-variances make precise asgtimdifficult.

b) Wider confidence intervals can lead to the accegar zero null hypotheses.
c) Insignificant T-ratio, although an be very high.

d) The greater the multicollinearity, the greater stendard errors.

Variance Inflation Factor (VIF) has been used asndicator for the presence or
absence of multicollinearity, in addition to theedinetical justification for

correlation between variable8s a rule of thumb VIF of 10 or higher may be
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reason for concern, and the same has also beeredpmEré. As a remedial
measure (as applied in Chapter 5) when two varsadnie showing high correlation,

one of them has been dropped out of the regressialysis.

ii. F-test: This test has been conducted to test the ovegalif&iance of regression
analysis, that is, whether the model fits well ot.Mhe formula to calculate f value
is
_ ESS Jaf
RSS/df
If the computed F value exceeds the tabulated kevalt a percent level of

significance we reject the null hypothesis.

iv. T- test:It is a statistical hypothesis in which the testtistic has a student’s t
distribution if the null hypothesis is true. One it uses for which it has been
applied here is a test of whether the slope ofgaession line differs significantly
from zero. Or that there exists a significant datien between independent

variable and the dependent one. The formula isngagebelow:

v. Chow’s F-TestWhen regression tests involve time series dat tihere is
every possibility for a structural change betwdenregressand and regressor as the
values of parameter does not remain the same thootighe entire period of time.
Here the Chow’'s F Test can become a determinantttesee whether the
coefficients in a regression model are the samseparate sub-periods also. The

formula for Chow’s F test is given as follows:

_ 55 /K o _
"= S4 / (N14+Nz2-2k)’ d.f. = (k, NtN2-2K)

Where; §, S and S are the specified residual sum of squares obtdiroed the
above trend analysis. And

=S+

S=S-S

K= number of coefficient estimated including théencept.

!See Gujarati (2006), Pp: 362
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There are some other tools and statistical teclesiquave been applied like the
calculation of average, variance, etc. It is furtmeportant to mention here that
since these analyses have been performed throughutational software, that is,
MS excel and SPSS, hence not much importance lemsdieen to the calculation

steps.
1.9. Limitations of the study

Apart from the earlier mentioned limitations in tth@ta source, there are two more
problems that have been encountered while analydatg for chapter-4. First is
disclosure with regard to the amount raised thrawagital market instruments i.e.,
equity and debt that is available only for the antaaised through issues made for
these instruments. Any redemption made out of thesteuments will eventually
reduce the amount mobilised by capital market. Bwe same could not be
considered as there is no such disclosure. Segamejbosits mobilised by NBFCs
have not been included in trend analysis as tlsea® inconsistency in data system
due to a change in their reporting pattern sinc®/198. Earlier system of reporting
comprised of data relating to regulated depositsvfoch public deposit formed a
part) and exempted deposits; that has now beengelaio disclosure made for
public deposits only and hence cannot be compaittdearlier part. Likewise data

for any loan given by them could not be included ttunon-availability.

In addition to the above, there are certain denpigcavariables which are found
impacting the savings pattern of household like, aggucational qualification,
dependency ratio etc. But these have been kepteutse scope of study. So, only

financial variables are considered as determinanables.
1.10. Chapterisation

The study is spread over six chapters.

Chapter-1:IntroductionThis  provides the conceptual background to
disintermediation phenomenon and presents a literaeview pertaining to several
works undertaken in various economies. The reseproblem, objectives and
hypotheses are presented in this chapter. Witldéal methodology to the work

this chapter includes the significance of the staslyvell as the study limitations.
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Chapter-2: Review of Indian Financial Systefrhe phase-wise development of

Indian financial institutions and instruments aagrated in this chapter.

Chapter-3: Analysis of Household Investment Pattd@ims chapter highlights the
change in preferences for savings of householddiffarent instruments over a

period time. The pre and post-liberalisation phasesanalysed in detail.

Chapter-4: Deposit and loan disintermediation indieBn Commercial Banks-
Growth of capital market in both pre and post-lddsation phases and its impact
on the deposit taking and loan provisioning functad the banks are analysed in

this chapter.

Chapter-5: Impact of disintermediation on commedrdanks’ performance and
profitability- The overall impact of disintermediation on theb@erformance and
profitability is presented in this chapter.

Chapter-6: Findings and Conclusion
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Chapter: 2
Review of Indian Financial System

2. 1. Introduction

India has a long history of financial intermediatiand with the passage of time
could develop a striking network of financial instions, instruments, markets and
services to fulfil the requirements of wide-rangisggments of economy, which
later on motivated by socio-economic consideratioas developed under a strong
government regulation with high degree of contrekroentry and expansion
(referred to as repression by various authors)1980s, the monetary policy
witnessed a break when the monetary authoritidtedhtheir preferences towards
explicit monetary targeting with feedback basedhef recommendations made by
the Committee to Review the Working of the Monet&ystem (Chakravarty
Committee, 1985). The underlying rationale wasettuce the rigidities and delays,
improve flexibility and diversification and bringbaut a more competitive

environment in the financial systeialhotra, 1989).

In 1991, again the financial system received spattantion as a part of the New
Economic Policy when on the basis of recommendatfdngh level Committee on
Financial System, the government introduced a latgaber of changes (reforms)
with objective to correct or eliminate financiapression. The reforms have taken
the form of opening several sub-sectors of thenftied system to the private sector,
deregulation of interest rates and a greater madtentation for financial
institutions as regards both source and placenwnfisnds (Jena, 2003)andthe
key words to describe reforms in concise manneeberalisation, deregulation,

privatisation and globalisation.

With an objective to review the growth and composif financial intermediaries
and instruments, this chapter concerns itself \phlse-wise development of the
Indian Financial System beginning from pre-indemerad. For this purpose the
overall development of financial intermediaries anskruments has been divided
into four phases, i.e., pre-independence, postp@cddence till 1980, 1980 till
liberalisation, and post-liberalisation phase. Aaberate discussion of all these

phases is presented in the following sections.
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2.2. Pre-Independence Phase

During pre-independence period, the financial systeat was largely dominated
by unorganised sector consisting of money lendedsimdigenous bankers has also
witnessed an initiation towards development of niged financial sectorin
banking sector, this period saw an initiation ta¥garmodern banking whose
foundation was laid through establishment of tHPeesidency Banks which were
merged in 1921 to form the Imperial Bank of Indtaunctioned as a quasi-central
bank and later on with the establishment of ResBewgk of India it was acting as
an agent in places where the latter did not haweaddiice of its own. The early
years of the twentieth century were also charasdriby the continuous official
attention to the provision of rural cre@f¥ohan, 2004a)Between 1915 and 1935
different committees were set up whose reports eatea for a well developed
cooperative credit structure. Prominent amongstmthwas the Maclagan
Committee on Cooperation in India, whose reporuadgsin 1915 led to the
establishment of cooperative banks in all provintlesreby giving rise to a 3-tier
cooperative credit structure by 1930.

Within non-banking institutional sector, it was tBenall Savings and Insurance
whose development was prominent. The schenfenadll Savings was introduced
by company government with motive to encourage [gedp save through
government-run savings banks attached either wigsiéency Banks or District
Treasuries or Post Offices. This business was nulisggl in 1896 when post
office took it over from other agencies. Similarbgmmencement of insurance in
its modern form coincided with the arrival of Eueams. The passage of Indian
Life Insurance Companies Act in 1912 marked thaldsthment of life insurance
business in India in official manner followed byspeng of the Indian Insurance
Companies Act in 1928 and Insurance Act in 1938eftective control. In 1926,
the Royal Commission on Indian Currency and Finar{eBlton Young
Commission) proposed the formation of a centrakidanbe called as the Reserve
Bank of India. Subsequently with passing of thesdRee Bank of India Act in
1934 that the Reserve Bank of India (RBI) came @éxistence on®*1April 1935 as

a shareholders’ institution.
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So to conclude here, the financial system duringripdependence was largely
dominated by the informal sector. But this peritgbasaw an initiation towards the
development of formal financial intermediary ingtibns setup, marked by the
establishment of both banking and non-banking tutstins of savings meant to
augment savings in economy. The existence of JBmick Companies and
establishment of a few stock exchanges (e.g., Bgrdiback Exchange established
in 1875) bear out the fact that there was someéatidh towards capital market
development even during pre-independence periothleTd.1 below gives an
overview of the development of financial systemoprio independence. An
important feature of this phase is that the devalaqts took place mostly in private

sector.

Table 2.1- Institutional and Instrument development duiing pre-independence

Sectoral Development Year Institution / Instrument
Central Bank 1935 | Reserve Bank of India established
Commercial Banking 1806 | Bank of Bengal established

1840 Bank of Bombay established

1846 Bank of Madras established

1921 Imperial Bank of India formed

Capital market 1887 | Bombay Stock Exchange established
1908 Calcutta Stock Exchange established
1908 Madras Stock Exchange established
1930 Indore Stock Exchange established
1943 Hyderabad Stock Exchange established
Instrument development 1896 | small Savings Scheme monopolised by Post offite
1917 Treasury Bills issued for first time

2.3. Post-Independence till 1980

Financial policies of the government (after indegerce) were of three types -
creating markets and financial institutions, regothem and providing rewards
such as subsidieghen priority activities are undertak@éd’'Souza, 2000)Some of
the steps taken during this phase were towardsneiqgraof banking infrastructure,
creation of development banks both at state andnatlevels to support industrial
development and creation of other institutionsadfisgs such as LIC in insurance,
UTI in mutual funds, etc. But the most importargpstaken in this field was the
nationalisation of Reserve Bank of India iff January 1949 under the Reserve
Bank of India (Transfer to Public Ownership) Acd48. In line with the theory of
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mixed economic policy adopted for independent IndigRBI) also began to
operate in a new concept of promotional and devetyal role. A clear objective
behind this was to raise the savings ratio in otdegnable the higher investment
necessary for growth, in the absence of efficiemrfcial intermediation and of a
well developed capital mark@ohan, 2006).

In 1954, some major institutional changes werega@dor in the All India Rural
Credit Survey Report. In the aftermath of this Répoth a clear recognition of the
need for public sector commitment to the provissbreredit to the rural sector at a
reasonable cost, that the Imperial Bank of Indias vimought under major
ownership of Reserve Bank of India in 19&%ha, 1988).During the early 1960s,
it was realised that credit flow from banks wer¢ inaa right direction since a large
part of the country (particularly rural and semam part) were either sparely
banked or not banked at all. Consequently to aehaewider spread of banking
facility and to make banks an effective instrumeheconomic development, the
Government introduced a scheme of social contrdl968, and this marked the
transitory stage. Commencement here was made throatgonalisation of fourteen
large banks in 1969 followed by six more in 1980t Be initial period effect after
first phase of nationalisation was not a satistgctone since the business of
banking was still concentrated to a fewer stateth vimore of commercial and
industrial activitie This, howeverproved to be fruitful one in the long run as
there was an increase in the number of commereaiak ffices by around four
times from 8,262 in 1970-71 to 32,419 in 1980-8h nprovement was also
visible in the trend of both deposit taking andnlahisbursal by commercial banks.
The figures of deposit and credit which were R825,crore and Rs. 4,692 crore
respectively in 1970-71, could reach up to Rs. 36 ,&ore and Rs. 29,688 crore in
1980-81 thus showing an increase of more than tiimes. So, 1970s has been

regarded as a decade of growth and expansion kirfgafiRangarajan, 1983)

But by the middle of the 1970s, it was felt thag tlask of providing agricultural
credit on the requisite scale could not be met tayroercial banks, unless they
acquired specialised knowledge of the rural setfMghan, 2004b)Consequently,
following the recommendations of Banking Commisséooheginning was made in
the latter half of 1970s when nationalised bankaldished 196 Regional Rural

?For details refer Tyagrajan & Ramachandraf74
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Banks (Grameen Banks) between October 1975 and 1888&. In addition, a
comprehensive branch licensing policy was formulate1978 to correct regional
imbalances and also accelerate the pace of ecorgyowth. This was followed by
nationalisation of six more banks in 1980 with dapbase over Rs. 200 crore.

With the beginning of national economic planning India, cooperatives were
made an integral part of the institutional framekvor community development
and extension services. They also remained the agencies of dispensing credit
for rural development. But this sector has beenptingcipal sufferer as a result of
artificial lowering of interest rates to agricukuand has been afflicted by various
reasons such as politicisation and excessive bara@aation (Venkitaraman,
1992. Their deposit rates were also regulated since ;18id in this respect the
rate prescribed by RBI for commercial banks wenesgtered as the minimum to
be offered by cooperatives also. During 1970s &9®D4, their growth remained
constant except for PACs whose deposits have @ettinastically. Thus following
recommendations of the “Committee to Review Arrangets for Institutional
Credit for Agriculture and Rural Development (197%he National Bank for
Agriculture and Rural Development (NABARD) was sgtin 1982 for providing
credit for promotion of, among others things, agtiore (Mohan, 2004a).The
NABARD since its inception has taken over the entindertaking of ARDC and is
also administering Rural Infrastructure Developnfamid (RIDF).

During this phase All India Development Banks walso established with a reason
to extend credit facilities for industrial developnt and render advisory services in
order to develop backward regions as well as saml new entrepreneurs. In this
direction, the first step was setting up of theulstial Finance Corporation of India
in 1948; followed by the establishment of othertitnsons like Industrial Credit
and Investment Corporation of India in 1955 andubtdal Development Bank of
India in 1964. Passing of the State Financial Cafpon Act in 1951 marked the
beginning for establishment of Development Bankstatte level. By 1955-56, the
State Governments established 12 State Financigdo€aiions that went up to 18
by 1980.

During the decade of sixties and also in early sees, State Industrial
Development Corporations were set up either as Iwlened bodies of state

governments or as statutory autonomous corporatindsr State Acts or as public
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or private limited companies. Over the periodiofet these DFIs (both at state and
national levels) could develop a variety of progdueind services to meet the
growing needs of the corporate sector. Their rdspecharters enjoined them to
support issues of industrial securities through emwiting and/ or direct
subscription; and with a view to mobilise privatvisgs into capital market they
are expected to promote healthy growth of the sddneing 1970-71 the overall
assistance sanctioned by these DFIs was Rs. 252 whoch went up to Rs. 2,926
crore in 1980-81 with the share of SFCs and SID&gjing between 20 and 30
percent A brief highlight of AlFIs established during thghase is presented in
Table 2.2 below.

Table: 2.2 — Establishment of DFIs (1947 to 1980)

Year| Development Financial Institutiohs Objective

1948 | Industrial Finance Corporation of IndiMedium and long term credits to industries
1954 | National Industrial Development Provide services related to project
Corporation implementation, consultancy and rehabilitatjon
1955 | Industrial Credit and Investment Private sector industrial development
Corporation of India

1955 | National Small Industries Corporatign  Prongtawth of small scale industries

1958 | Refinance Corporation of India Refinance afksdoans granted to small and
medium industries

1963 | National Cooperative Development | Plan and promote programmes relating to
Council cooperative development

1964 | Industrial Development Bank of India  Indugtiimance and Development

1971 | Industrial Reconstruction CorporatignReconstruction and rehabilitation of sick
of India industries

Other important developments that took place dutiig phase in the field of non-
banking were with respect to insurance and mutwadl$ industry. By the end of
1955, there were 245 insurance companies and molviiind societies out of
which 16 were non-Indian compani@3esai, 2002).They all were brought under
the state control in 1956 through an ordinanceltiaguin creation of the ‘Life
Insurance Corporation of India’. Insurance has besionalised because the whole
mechanism of finance had to be fitted increasimgliy the pattern of development
that the government now visualises for the econgBgonomic Weekly, 1956).
After nationalisation the growth of life insuranbasiness has been a remarkable
one marked by a constant increase in amount offlifels, assets, number of

policyholders and premium income (Table 2.3).
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Table: 2.3 — Growth of life insurance business dung 1947-1980

Year Life Fund Assets New Business Business In force

(in Rs. (in Rs. No of Sum No of Sum Assured

Crore) Crore) Policies Assured Policies | (in Rs. Crore

(in Lakh) (in Rs. (in Lakh)
Crore)
1958 410.40 463.0 9.30 337.45 59.74 1,523.67
1970 1,611.08 1,771.79 13.97 1,025.8 139.39 5,781.2
1980 5,818.09 6,176.93 20.96 2,733.11 220.39 17,234.24
(14) (13) (2.25) (8.11) (3.68) (11)

Data source: Sadhak, 2006
Note: Figures in bracket represent numbemnoés increase in 1980 over 1958

General Insurance was also nationalised after pgssi the General Insurance
Business (Nationalisation) Act in 1973; and the cpss began with the
amalgamation of 107 insurers which were then grdup& four subsidiaries of
General Insurance Corporation of India viz., Nagioimsurance Company Limited,
New India Assurance Company Limited, Oriental Faed General Insurance

Company Limited, and United India Insurance Complamyited.

Unit Trust of India (UTI) was established in 19&}apublic sector institution. Its
objective was to mobilise savings from small ancediified investors of lower and
middle class and make them available for productigetures. It made several
pioneering efforts in the industry and secured mngt place in the Indian
investment universgSethu, 2006). Launched in 1964, its Unit Scheme 64
popularly known as US 64 is the oldest scheme dmaland commands a size of
Rs. 12,778 crore as on June 2001 accounting fqoet8ent of the entire Indian
mutual fund industry(mutualfundsindia.com)it also has implemented various
schemes of investments in order to satisfy the :@¢d/aried sections of society
like Money Market Fund, Children’'s Career Plan, €anFund, Unit Linked
Insurance Plan, etc. Table 2.4 gives an overvievthef important institutional

developments during the post-independence petid®80.

Apart from the above-mentioned segments, some dewents also took place in
the media of small savings scheme. Two new savihgrees introduced during
1970 were the post office time deposits with ddfdryears of maturity and post
office recurring deposit. In addition, there weheee issues of National Savings
Certificates introduced during this year of whietotwere discontinued later on.
The rates of return on small savings have alsongote some changes after 1970

and were made more attractive than bank deposits.
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Table: 2.4 - Institutional Development (1947-1980)

Year Institutional development Objective
1948 | Reserve Bank of India (Nationalisation Goweent control over functioning
1955 | State Bank of India Nationalisation of ImpkeBank
1956 | Life Insurance Corporation of India Governmamttrol over life insurance
1963 | National Cooperative Development Strengthen and develop agriculture, and
Council allied activities in cooperative sector
1964 | Unit Trust of India established Channelising public savings to productive
Ventures
1969 | Nationalisation of commercial banks ) : . .
Fulfil socio-economic responsibility
(Phase-I)
1975 | Regional Rural Banks Provide credit to rueaksr in country
1980 | Nationalisation of commercial banks | Fulfil socio-economic responsibility
(Phase-I1)

2.4. 1980s till liberalisation

Since the mid 1980s, many far-reaching changes taien place in the Indian
financial system. Liberalisation though vigoroustgrted in post 1990 years, some
initial reforms had taken place during the eighti€®h one hand, many banks
floated specialised subsidiaries, thereby ententg other related activities, such
as, merchant banking, mutual funds, hire purchasandée, housing finance,
venture capital, equipment leasing, factoring, sées booking and trading.
Whereas, on the other side, the scheme of Serviea Approach was introduced
with an aim to expand the networks of bank bran@mekalso improve the quality
of credit disbursal in rural areas. A system oficactplan formulation was also
introduced by RBI in 1985 that required covering af important areas like
organisational structure, human resource developmemduction, efficiency,
technological upgradation, etc. Implementationheise action plans was monitored
at the highest level of banks as well as by RBIkemarkable improvement has
been noticed in the performance of commercial banks the period from 1980-81
till liberalisation. The figures for deposit takirgnd investment have grown by
more than 4 times whereas credit disbursal figaeshgrown by around 3 times.
But a marked improvement was seen in the brancharestpn in rural area
(Appendix table 2.1).

A few more development banks were set up during thhase. These were

specialised in nature thus catering to the needpecific industries like shipping,
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foreign trade, tourism etc (Table 2.5). Their tosaisistance (both in terms of
sanctions and disbursements) was improved remark@his fact is visible from

the rate of growth (Appendix table 2.3) that hasrbmore than the overall growth

rate.
Table: 2.5 - DFIs established since 1980s
Year DFI Objective
1982 Export Import Bank Financial support to expmtand importers
1985 Industrial Reconstruction Bank of IndjaContinue with earlier role of reviving sick
(IRCI renamed) industries
1987 Stock Holding Corporation of India L{dProvide quick share transfer and other relgted
facilities
1987 Shipping Credit and Investment Development of shipping, fishing and related
Corporation of India industries
1988 Risk Capital and Technology Finance Venture capital finance
Corporation
1989 Tourism Finance Corporation of Indial Assistance and development of conventional
Ltd as well as non-conventional tourism projects
1990 Small Industries Development Bank gf Administration of Small Industries
India Development Fund and National equity Fupd

Few more changes were also seen in the medium af savings. Schemes which
include Kisan Vikas Patra (KVP), National Savingsri@ficates (NSC), postal
savings and public provident funds (PPF) have @tthinvestors’ interest ever
since the RBI pursued a soft interest rate policgcisely due to the higher interest
rates offered on these instruments combined withdaive tax concession(&EPW,
2004a).

A rapid expansion of Non-Banking Financial Compar(ldBFCs) took place in the
decade of eighties thus providing avenues for depssto hold assets and for
borrowers to enhance the scale of funding of taeiivities (RBI, 1999-00)On the
basis of the data, being collected by Reserve Bdridia, it has been found that
the number of such companies had increased fromir2aA®83 to 412 in 1986
(Ojha, 1987).Various factors are responsible for such markeawtr which
includes more customer-oriented services, absehcenoprehensive regulation in
opposition to their presence in banking systemthedike. It is very important to
note that two-third of the aggregate resources chora deposits alon€Ojha,
1987).

~41 ~



But capital market remained dormant with long-terapital requirements still met
by the Development Financial Institutions. So irdesr to bring diversity in
investor’s options and to widen the capital mabate, the government introduced
several innovative instruments that included CumnedaConvertible Preference
Shares, Warrants and Employees Stock Option Schienaeldition, the corporate
sector was also allowed to accept deposits fromliQuidnother significant
development in the Indian capital market (durinig fphase) is the emergence and
growth of private placement markgthiripalraju, 1993). All these brought about
an unprecedented change in Indian Capital Markée Pprimary market has
witnessed a phenomenal progress in quantitativestéor number of issues and
amount as well as in qualitative and structuramteby way of establishment of
specialised institutions and introduction of innibv@ instruments to attract more
investors(Rangarajan, 1994)The amount of capital raised from market increased
from Rs. 310 crore in 1980-81 to Rs. 9,895 cror&9A0-91, that is an increase of
around 32 times. Further when compared betweentyegud debt capital, it is
found that a major portion of mobilisation took g#athrough debt capital that
increased by around 62 times (from Rs. 139 crorB0-81 to Rs. 8,609 crore in
1990-91) as compared to 7.5 times growth in eqeagital (from Rs. 170 crore in
1980-81 to Rs. 1,286 crore in 1990-81fapital raised by non-government
companies through equity shares, preference shamdsdebentures increased
substantially with a bulk of the new issues madéhm form of non-convertible
debentures that happened due to relaxation in tarmdsconditions of their issue.
This followed a marked shift towards convertibldeétures noticed during the end
of decade. The rise in (amount of) capital raidedugh debentures came largely
on account of certain favourable policy changeshim guidelines for debenture
issue(Ojha, 1984).

Prior to mid 1980s, the money market was a heaeidplated one characterised by
an insufficient number of instruments with no setamy market to trade on. In

1985, the Committee to Review the Working of thengtiary System (Chakravarty

Committee) was the first to make several recommigmaafor the development of

money market, followed by the Working Group on MgpnKlarket (Vaghul

Committee) in 1987. Pursuant upon the recommenuatd both these committees

3
For data source see end note
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a number of measures were initiated by RBI to wided deepen the market.
Beginning made here was through the establishmémiscount and Finance
House of India (DFHI) in 1988 in order to provideuidity and develop secondary
market for instruments. This followed the introdant of several new financial
instruments and services like 182-days treasurlg, bihter-Bank Participation
Certificate, Certificates of Deposits, CommerciapBr, development of active bills

market, Repo, Money market Mutual Funds, factoand stockinvest.

Table: 2.6 - Developments during 1980’s

Sector Year Developments
1985 Guidelines issued for issue of PSU bonds
1985 CCPS introduced by government

1989 Partly convertible debentures introduced
1988 Inter Bank Patrticipation Certificate reintrodd
1989 CDs came into existence

Capital Market

Money Market
1990 CPs came to existence

1986 Indira Vikas Patra introduced
1987 Post Office Monthly Income Scheme introduced

1988 Kisan Vikas Patra introduced
1989 NSC VIl issue introduced

Small Savings
Schemes

Another significant development visible was thegass of disintermediation which
means to bypass banks and other financial ingiatas intermediaries and invest
through direct market instruments. All these alenth inter-bank competition had
forced banks to improve upon their customer sergio@ also diversify into other

areas of non-banking and non-funded business célhedhcial services’.
2.5. Post-liberalisation

Financial sector reforms launched after the recondagon of the Committee on
Financial Systems (Narasimham Committee-I) in 188ie aimed towards making
the financial sector more viable and more efficidiite basic premise has been to
create an efficient and stable financial system smdemove the cobwebs of
inefficiency. While the main emphasis of the first phase of mrwas on
improving the efficiency of financial sector as aoke and turning it into towards
global integration of financial services; the seatophase of reforms was
concentrated on banking sector. Approach here éas to consistently upgrade the

financial sector by adopting the international h@sictices through a consultative
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process (Leeladhar, 2007).The key words describing reforms have been

liberalisation, deregulation, privatisation andlzbsation.
2.5. a. Regulatory development

In line with deregulation of financial institutiorend financial instruments, there
has been a shift in the role of RBI from directpraidential system of regulation
thereby granting more of operational flexibility darfinancial autonomy to
commercial banks and other financial institutiomgler its control. Some of the
measures include deregulation of interest rataémnaisation of CRR and SLR,
phasing out ofad hoc treasury bills, eliminating the system of automatic
monetisation and replacing it with a system of Waysl Means Advances,

activation of Bank Rate and reduction in the ret@nn refinance.

A high-powered Board for Financial Supervision vedso constituted in 1994 to
exercise the powers of supervision and inspectiorrelation to the banking
companies, financial institutions and non-bankingmpanies. Currently, the
function of supervision of banks, financial instituns and NBFCs rests with RBI.
However, the promotion of the institution of Pripadealers and Clearing
Corporation of India Ltd. supports the fact thaemevn post-liberalisation period it
has continued its efforts towards improving finahanfrastructure of varying

degrees of involvement.

The Securities and Exchange Board of India (SEBd} wetup as a regulatory
authority under the Ministry of Finance in 1988. w&ver it was granted an
autonomous status in 1992 with statutory powersirigestor’'s protection, and
promotion and development of securities market.uBaneously, the office of the
Controller of capital issues was also abolishedh wepeal of the ‘Capital Issues
(Control) Act'.

SEBI has imposed a greater degree of constrairtherfreedom of the existing
exchangegThomas, 2005)It regulates and supervises the functioning ofitabp
markets and several other institutions such assthek exchanges, mutual funds,
securities dealers and brokers. With an objecovwegulate and promote securities
market, certain range of powers from Securities ttaah (Regulation) Act and
Companies Act has also been delegated to it. tigeraf authority includes power
to issue rules, regulations, directives and norpmieable for both the primary and
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secondary market. It has full autonomy and authddatdevelop and regulate the
securities market, and can conduct enquiries, suatitl inspection, and panellise
the market intermediaries in case of any violatidagrthermore, with an aim to

facilitate mobilisation and allocation of resourcidhas put a standard set of rules

to be followed by all participants in market.

As a follow up of the recommendations of Malhotran@nission, the Insurance
Regulatory and Development Authority (IRDA) was stiuted on 19 April 2000
as an autonomous body under the Insurance Regul&atBevelopment Authority
Act with the key objective to promote market e#iccy and ensure consumer
protection. Its function, duties and powers ardestan section 14 of IRDA Act
1999 which states: “Subject to the provision oktAct and any other law for the
time being in force, the Authority shall have thetydto regulate, promote and
ensure orderly growth of the insurance businessreidsurance busines§fRDA,
1999).During the year 2000 it opened the insurance niddteprivate companies
to register with maximum foreign equity participati of 26 percent. The main
objective behind all these is to infuse competiiiomarket.

2.5. b. Banking Development

The very objective of the reforms were to createeamironment in which banks
will be compelled to improve productivity and reducosts so that they can act as
autonomous business units fully responsible forirthewn performance
(Rangarajan, 1993)On the eve of reforms, the SLR and CRR togethendd
about 63.5 percent of the banks’ deployable ressu(see Mohan, 2004b).
Consequently measures were taken for their gradedliction and boost the
loanable funds of commercial banks. Some othersstegye also designed by the
government for deregulation with emphasis to prewadfree hand functioning. A
few to mention amongst these are the reductiomterest rate subsidy to priority
sectors, deregulation of interest on both depe@sitsloans, liberalisation of policy
for branch licensing etc.

Development of new and innovative services in maedeng with technology,
have had their impact on banks. They have expattugd arenas into uncharted
areas like consumer finance, project finance anctha@t banking services. But a
key issue that needs to be abridged for improvemenprofit level is the
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management of the level of non-performing loans L@®Pwhich during March
1998 was as high as 14.7 percent of total advancssmparison to a figure of 5 to
10 percent for other emerging economies in LatineAoa and AsigHawkins &
Mihaljek, 20019. While several measures have been taken to reitheckevel of
NPLs like setting up of the Debt Recovery Tribupdlek Adalats and Asset
Reconstruction Companies; the most prominent hasn béhe enactment of
Securitisation and Reconstruction of Financial Assed Enforcement of Security
Interest (SARFAESI) Act in 2002 that empowers sedurreditors to enforce any
security interest credited in its favour withouyantervention of court or tribunal.
Speaking in terms of performance, it is seen tHathe three measures i.e.,
deposits, investments and credit although haveaowgat in figurative way, but the
rate of growth for credit have shown a minor dezlin this phase. Although the
number of urban, semi-urban and metropolitan bramdtas increased resulting in
increase in overall number of branch during pdst+alisation phase, but there has
been a clear decline in the number of rural bramchehis phase (Appendix table
2.1). This can be linked with the changing banksegnario where private banks
more specifically foreign banks who have been atldwo operate since 1993 have

concentrated their business in urban areas.

With a host of new players entering into the scéime ,competitive scenario is also
changing very fast. The entry of developmentalrfgial institutions in commercial
and investment banking have challenged the domemahcommercial banks. With
the dilution and reduction in government share, tnaditional theory of
protectionism in the name of nationalisation is more valid. Continuing
consolidation of banking sector taking place thtougerger has reduced the
number of scheduled commercial banks to 82 as atiM&007, with the number
of RRBs coming down from 196 to a current number96fas on this dafe.
Someone has even gone to the extent of calling mda@nking, marked by the
changing and competitive environment, as ‘DarwirBamking’, in which only the

fittest will survive Rangarajan, 1993).

In Cooperative banking, the financing for agrictdluand rural development has

reduced over the years. Some of the factors refipgensare excessive

* As seen in Mohan 2004 ¢
> RBI Report on trend and progress of banking in India,2007
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bureaucratisation, artificial lowering of intereates, etc. Several steps have been
taken to remove these anomalies like setting upCobperative Development
Funds, deregulation of lending and deposit rated, feeedom to invest surplus
funds in equities, bonds and similar other instmatseand the establishment of
National Cooperative Bank of India (NCBI) promotbyg National Cooperative
Union as a multi-state cooperative society in 19%8r the recommendations of
Marathe Committee (1993), the RBI has also replateeéarlier dictum of ‘one

district one bank’ with liberal licensing policy.

For those Cooperatives maintaining accounts witH, Riiere has been a slight
improvement in their performance both in terms @jpakit taking and loan
disbursal (Appendix table 2.2), but that is negligi However, their

bureaucratisation, weaknesses in performance, latkprofessionalism in

management and ineffective internal control andtaydgtem has still remained the
cause of concern. In addition, the questions dirtegical upgradation and code
for corporate governance have also assumed impertam the backdrop of

financial sector reforms.
2.5. c. Non-Banking Institutional Development

Till 1991, the development banks have been funcigpnn a highly regulated
environment, thereby enjoying a comfortable sprddweir cost of borrowing has
been considerably lower than their return on fimag.cBesides, they have also
diversified into newer fee-based array of servisesh as banking, debenture
trusteeship, forex services, etc. However, sinaegldation they are competing
with each other for good business. After easingadutheap SLR funds from the
government, they have become increasingly cons@btise need to improve the
quality of their portfolio. They are adopting prundi@l norms and classifying their
assets into standard, sub-standard, loss and ddutitfis following international
norms of loan classification. Another feature he tshift in their identity from
government corporation to a company under the CampaAct. The first amongst
them was the IFCI which got converted into a conypan1993, followed by IIBI
(earlier IRBI) in 1997. These DFIs have now enteir@d the banking business
also, and as a result, the gap between banks anblanks are getting blurred with
time. The merger of ICICI in 2001 and that of IDBI 2004 has led to the
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development of another concept of ‘Universal BagkiBut in total, the assistance
granted by these DFIs have declined over the pediaihg post-liberalisation
resulting into a negative linear growth (Appendikle 2.3), and one of the reasons
for this is the above-mentioned factor, that igjtlconversion into universal banks
in addition to the fact that now even commerciaiksaare allowed to grant long-

term project loans to corporate sector.

Over time, the distinction between banks and NBFR@ge also blurred due to
overlapping of functions and also a gradual crossefpration of markets that
happened in the field of both deposit mobilisataord credit disbursal. After the
enactment of Reserve Bank of India (Amendment) A897, all NBFCs are now
regulated by RBI (except Housing Finance Compamibgh are regulated by
National Housing Bank). For this purpose, RBI haseparate department referred
to as Department of Financial Companies. The categmf NBFCs and their
nature of activities are currently being reguldbgdhe RBI and are very similar to
the ones discussed by the working group of findraoanpanies, better known as
Shah Working Group. This group was of the view thathriving, healthy and
growing non-banking financial sector is an esséfdiapromoting the growth of an
efficient and competitive financial system. In tharly phase of the post-reform
period, certain categories of NBFCs were givendoee to determine their own
interest rates but with a view to preventing adeesslection by households, the
free interest rates on public deposits of NBFCsewegulated again with a cap of

16 percent since January, 1998.

In recent years the NBFC sector has seen a signifthange mainly on account of
regulatory changes that have been taking plackisnsector. With the tightening
of regulations for raising deposits, many NBFCshwinitsufficient capital base have
been weeded out resulting in significant condeosadif this sector. On the other
side, their performance with regard to deposit nsddion from public have also
declined (Appendix table 2.4ith a corresponding rise in the amount of
borrowings that include borrowing from banks, markerrowings, borrowings

from the Government and inter-corporate borrowihgs.

® This is based on RBI report on currency and fin&2Q@1-02
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Until the beginning of 271 century, the two segments of insurance business

remained within the domain of public sector. Thmonopoly was broken amid the

government’s decision (as a follow-up of Malhotran@nittee’s report) to allow

private sector participation. Creation of Insuraf®egulatory and Development

Authority (IRDA) as a statutory body for regulatimgnd supervising this sector
marked the beginning in this direction. During {fgar 2000, it (IRDA) opened the

insurance market for private companies to registién maximum foreign equity

participation of 26 percent.

Liberalisation of entry norms in the insurance segtrhas brought about a sea

change in product compositidiMohan, 2000h) Till June 2001, the number of

private companies entering life insurance and gdnesurance business was nine

and five respectively which has gone up to fiftead nine in 2005-06. This growth

has also been accompanied by a number of prodogvations whose benefits are

also attached with delivery mechanisms that calinked with external marketing

tie-ups.
Table-2.7: Premium Underwritten by Insurers (Rs. Crore)
LIFE INSURERS NON-LIFE INSURER$
Public
sector Private Public Private
Year (LIC) Sector sector Sector GIC
2000-01 34,892.02 6.45 10,491.88 7.14 2,551.28
2001-02 49,821.91 272.55 11,917.59 467.65 3,008.48
2002-03 54,628.49 1,119.06 13,520.44 1,349.8 3,186.32
2003-04 63,533.43 3,120.33 14,284.65 2,257.83 3,991.78
2004-05 75,127.29 7,727.51 14,948.82 3,507.62 4,373.68
2005-06 90,792.22  15,083.54 15,976.44 5,361.53 4,458.84
Linear Growth Rate 17.61 142.42 8.11 113.38 11.83

Data source: IRDA Annual Report, Various Esu

Opening up of insurance market to the private plyms not been able to cause

any intensive penetratioiiSadhak, 2006).Although these new players have

widened the scope of insurance activities with @apse to challenge some of the

basic paradigms of the state owned insurance pdbay their concentration has

been in particular segment. For instance, life iasce has concentrated more in

the pension and group insurance whereas for nendd#gment has mostly

concentrated in corporate sector insurance as waellfire and engineering

portfolios. It is also clear that health and rusatctors have not really benefited

from the entry of private players in the marketthalgh they present huge
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opportunities to mobilise savinggEPW, 2004b)The four subsidiaries of GIC were
delinked and given the status of four independentpanies with GIC as national
re-insurer. The main objective has been to pronuapetition and enhance
customer satisfaction. Further, as may be seenabileT2.7, that although these
public companies (both in life and non-life) aréll gdhe major mobilisers of

premium, but the rate of growth maintained by pevplayers are much better
(142.22 and 113.33 percent) which if continues rbagome a future cause of

worry for the earlier players (17.61 and 8.11 patk

Mutual funds industry was opened in 1993 for pevséctor participation. Initially
there was regulatory restriction on the minimunesand tenure of investment as
well as minimum lock-in period of investment, whithe RBI implemented on

recommendation of Basu Committee; but the samedesegulated later on.

Table-2.8: Net resources mobilised by Mutual FundéRs. Crore)

Year UTI Bank- Fl- Private Total
sponsored sponsored sector

1980-81 52.1 - 52.1
1985-86 891.8 - 891.8
1990-91 4,553 2,351.9 603.5 7,508(4
1995-96 -6,314 113.3 234.8 133 -5,832.9
2000-01 322 247.8 1,272.8 9,292|1 11,134.7
2005-06 3,472.5 4,278.2 2,111)9 40,811.3 50,673.9

Data Source: RBI Handbook of Statistics on Indianriomy 2006

In recent years the range of products has beenmnettieo include schemes which
are more attractive in comparison to direct equityestments. As a result, the
number of households owning units of MFs exceedsnthmber of households
owning equities and debenturdsISE, 2004).A comparison among the four
categories i.e., UTI, Bank sponsored, Financiatitutgon Sponsored and Private
Sector mutual funds show that, at present, theaf@igector mutual funds is able to
mobilise the maximum amount of funds in comparisorother three categories.
UTI, on the other hand, has lost its dominance arket to private sector mutual
funds (Table 2.8). The Mutual Fund Association, gesation of Mutual Funds in

India (AMFI), has perhaps the largest role to playhelping retail investors

overcome their lack of awareness of MFs and MMM#garticular(Roy, 2005).

At this point, AMFI is also encouraged by the SHBIbring industry inputs in
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framing better regulations of mutual funds indus®Byt in order to have deeper

impact, there has to be more innovation both irdpets and approaches.

Gross collections from small savings schemes hayergat a phenomenal rate of
17 percent per annum as compared with bank depgpsigh of around 13 percent
(Majumdar, 2002) Among the certificates, Kisan Vikas patras werestypopular
accounting for the 50 percent to 73 percent ofl t&teeipts and may be assessed
from the fact that around 25 percent of savingseurttiis scheme have been
mobilised from marginal farmers, economically theopest among the farming
community(EPW, 2004a). A profile of various schemes in operation isegivn
Table 2.9.

Table-2.9: Small Savings Schemes in force

Amount
outstanding
Year of Interest Rate sincg¢ as at end march
Schemes Introduction March 1, 2003 2006 (Rs. Crore)
Post office Savings bank accounts 1896 3.5% 86,47
Public Provident Fund 1979 8 % 16,376
Post office time deposit account 1970 6.25 % 50 Pb 36,861
Post office recurring deposit
account 1970 7.5 % 49,957
Post Office Monthly Income
Scheme 1987 8 % 1,82,540
NSC VIl issue 1989 8 % 58,507
Kisan Vikas Patra 1988 8.41 % 1,46,348
Senior citizens saving scheme 2004 9% 14,974

Note: Data on Public Provident Fund up to 1992-@ate to State Bank of India
transactions only and from 1993-94, they relatedst office transactions only

Data Source: RBI Handbook of Statistics in Indiamoomy 2006

One important feature is that, it is still an adistered form of saving organisation
where the rate of return has not been dereguldteere has been a rationalisation
of interest rate of different instruments undergh®ll savings schemes in the post-
liberalisation phase. It is thought that the poptyaof these schemes is because of
the element of tax exemption attached with thewirggs that is available as
deduction under section 88 of Income Tax Act. Butcontrast most of these
schemes do not have such benefit. For instanceaKi¥ikas Patra does not have
any tax deduction benefit attached to it, but gti$ the most famous instrument of

savings.
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2.5. d. Financial Market Development

The main components of Indian financial market eapital market (equity and
debt), money market, G-sec market, derivatives starand foreign exchange
market. Since the beginning of reforms, the finahmiarket has begun to respond
in a favourable way. As part of the overall refgpnocess, the agenda has included
structural transformation of the capital markebtmg it at par with their developed
counterpart{Mohan, 2004b)Some of the important steps taken for this purpose
include market pricing of public issues, introdoatiof proportional allotment of
shares, guidelines for corporate governance, rewivaccounting standards at par
with international norms, opening market for Fli€.eThere has also been an
increase in the share of retail investors from 28cent to 35 percent in the
allotment process through book building. In thi®gass, various intermediary

institutions have emerged and are in associatidh both the segments of capital

market.
Table: 2.10 - Financial Instruments introduced
Instrument Feature
Non-voting Shares Absence of voting rights
Detachable Equity warrants Issuable with other delgtquity instruments
Participating Preference Shares Quasi equity imstni; payeuts linked to equit
dividend and also eligible for bonus
Participating Debentures Unsecured corporaiebt participating in profit ¢
companies

Convertible Debentures with options A derivative of CD with an embedded option, promig]
flexibility to exit from terms of issue
Third party convertible debentures Warrant allowingestors to substré to the equity ¢
third firm

Mortgage backed securities/ SecurityA synthetic asset for securitisation of asset
backed asset
Convertible Debentures redeemablg Issued at face value with put option entitling istegs tg

at premium sell back to issuers at premium

Debt-equity swaps An offer from the issugf debt to swap it for commg
stock (equity)

Zero-coupon convertible note Converts into common stock at investors optionc@ad

all accrued and unpaid interest

The passing of Depositories Act in 1996 followedtbg establishment of Central
Depository Services Limited (CDSL) and National @@es Depository Limited
(NSDL) as depositories marked the beginning foditrg of dematerialised
securities. This resulted in improved settlemerihwpeed, accuracy and security.
Another important feature is the shortening of dedtlement period with the

introduction of rolling settlement system. Thetlsgtent system that was started at
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T+5 basis since July 2001 was brought down to Tyssesn on April 2002 and to
T+2 since April 2003. Establishment of Clearing Hesl and Trade and Settlement
Guarantee Funds, along with mechanism for on-linergms and positions
monitoring and implementation of risk managemerdtay, have improved the

quality of trading in terms of safety, transpareaog efficiency.

Table: 2.11 - Transactions in Equity Market (Rs. Crore)

Primary Market Secondary Market
Equities Market
Year At Par At Premium| CCPS Others | Capitalisation| Turnover
2000-01 818 2,408 142 36 7,68,863 28,80,990
2001-02 151 1,121 0 670 7,49,248 8,95,8[18
2002-03 143 1,314 0 13 6,31,921 9,68,909
2003-04 360 18,589 0 0 13,18,79% 16,20,932
2004-05 420 23,968 0 16,98,428 16,66,896
2005-06 372 27,000 0 10 30,22,190 23,90,103

Source: SEBI handbook of Statistics on the Indiacusities Market, 2006 and
NSE-ISMR, 2008

India’s capital market has made a commendable pssgsince the inception of
SEBI (Damodaran, 2005)In response to liberalisation measures, the secgnda
market too has witnessed a period of continuousmbaluring 1991-92. The
establishment of National Stock Exchange of In8i&E) marked the beginning of
on-line screen based trading followed by other erges. Another important
happening was the demutualisation of Bombay Stox&h&nge (BSE) and its
conversion into a limited company. Although, at gemet, there are 22 stock
exchanges in India, the NSE and BSE together atsdan around 99 percent of
the total market turnover.

Corporate bond market, on the other hand, is a souda source of financing in
India (and in most other less developed econonffas3human, 2004 hough its
existence can be traced since independence, butdhdevelopment started in the
decade of eighties. The market is still laggingibeéland is smaller in comparison
to the government securities markigtany new and innovative instruments have
been issued over a period time like partly conbéstdebentures, fully convertible
debentures, deep discount bonds, zero coupon bbadds with warrants, floating
rate bonds and secured premium notes, with matpetiod varying between one
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to ten years and coupon rates depending upon temarecredit rating. However,
corporate prefer private placement more than thdipissue. This may be verified
from the fact that there has been a continuousinsgercent of amount raised
which for the past five years have increased byemitran 300 percent in
comparison to the growth rate in the public issierdy about 80 percent (Raju,
Bhutani & Sahay, 2004). This is on account of exsaperation and lower cost of

raising funds.

Table: 2.12 - Overview of Indian Bond Market (Rs. Core)

Year Debt Issued by Corporate sector Bonds issued by PSUs
Public Issues Private Placemeni&ax-Free Bonds Taxable Bonds
2000-01 2,740 67,836 662 15,969
2001-02 6,271 64,876 274 14,162
2002-03 2,613 66,948 286 7,243
2003-04 4,324 63,901 - 10,169
2004-05 3,867 83,405 - 18,671
2005-06 0 96,368 - 27,636

Source: SEBI handbook of Statistics on the IndiacuBties Market, 2006

Secondary market trading in India for corporate tdelstruments takes place
mostly in Wholesale Debt Market (WDM) segment oftidi@aal Stock Exchange
popularly known as NEAT (National Exchange for Autted Trading). NEAT is
a fully automated screen based order driven tragiystem, and provides two sub-

types market viz:-

a) Continuous Automated Market- Buyers and sellerdhout direct contact put

their best buy and sell orders; and order matctesglts into trade.

b) Negotiated Market- Buyers and sellers through tlicentact negotiate outside

and report the exchange through broker on completidrade.

Commencement of this segment by NSE has broughttatransparency and
efficiency to the debt market, along with effectivnitoring and surveillance to
the market (Raju, Bhutani & Sahay, 2004). Table€ Zafhove gives an overview of
the development of debt segment in capital markahd post-liberalisation phase.
However, an important reason for non-developmembgborate debt market is the
lack of large and diverse institutional investossveell as lack of understanding

among investors about the principle of risk-returcapital market.
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Another development was the introduction of denxex that took place in 1995
when Securities Contract Regulation Act was amendedthdraw the prohibition
on option trading. Subsequently, a committee wetsup by SEBI under the
chairmanship of L. C Gupta to suggest approprig@gulatory guidelines for
introduction of derivatives. The committee suggedt® introduction of exchange
traded derivatives to be declared as securitieshab framework for securities
trading could also be made applicable for derivatrading purpose. This followed
the setting up of sub-committee under J. R Verm&9®8, who suggested for risk
containing measures in derivative trading. It wabky @fter the report submitted by
these two committees that SEBI allowed BSE and N&Ktart with trading of
index futures. BSE commenced trading on Index Rgturom June 9, 2000
followed by NSE on June 12, 2000. Now, there aneraber of derivatives that are
traded in the form of futures and options which bogh index based as well as
stock specific (Table 2.13). Trading for these daives also takes place in ICSE
along with that in BSE and NSE. And for this purpawserall guidelines have been
provided by SEBI. These guidelines have enabledettthanges to do overall
supervision and guidance while SEBI has actedasdtjulator of last resort for the
trading in derivatives mark¢ESEBI, 2006)

Trading mechanism of derivatives has been keptragp&om that of cash segment
with a clear mechanism for clearing and settlemé@nbroker of cash segment

cannot become a member of derivatives by automagans.

Table — 2.13: Financial Derivatives in India

Year Derivatives introduced

2000| Index Futures based on Sensex of BSE
Index Futures based on Nifty of NSE

2001| Cash settled European Style Index Options

Cash settled American Style Stock Options

Stock Futures

Interest rate derivatives

2003| Futures on long bond (10 year notional G Secs)T®dwl (92 days notional
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Table: 2.14-Turnover in derivative rarket  (Rs. Crore)

Trading
exchange Derivative| 2000-01| 2001-02| 2002-03 2003-04 2004-05 2005106
Index
futures 1,672.62 1,276.3| 1,810.99 6,571.5P 13,599)66 5
Index
options 0 78.3 1.98 0.03 2,297.23 3.2
Stock
futures 0 451.6 644.3 5,171.05 212.85 0.49
Stock
options 0 115.51 21.17 331.61 2.58 0.09
BSE Total 1,672.62 1,921.71| 2,478.44 12,074.2116,112.32| 8.78
Index
futures 2,365 21,482 43,952 5,54,446 7,72,147 1B5B3
Index
options 0 3,766 9,247 52,816 1,21,943  3,38,469
Stock
futures 0 51,516 2,86,532 13,05,9394,84,056| 27,91,697
Stock
options 0 25,163 1,00,133 2,17,207 1,68,836 1,80,25
Interest
rate futures 0 0 0 202 0 0
NSE Total 2,365 1,01,927 4,39,864 21,30,61@5,46,982| 48,24,174

Source: RBI Handbook of Statistics in Indian Emary, 2007

Money market is a composition of various sub-marketich as, call/notice market,
Treasury Bills market, repo market, CertificateDadposit (CDs) and Commercial
Paper (CPs) market and commercial bill market. &ithe initiation of reforms,

there has been a concerted effort by RBI towardeldpment of a money market
with efficiency, liquidity and stability as a distitive character. In order to widen
and deepen the money market RBI has taken severs $ create a favourable
policy environment by way of appropriate institum# and instrumental

development, technological enhancement and alsogimbetter market practices.

Some of the important developments are statedllasvio

* The traditional refinance support on fixed terms baen replaced by a full-
fledged Liquidity Adjustment Facility (LAF) which a&s introduced in 2000.

» Development of the payment system infrastructure steengthened with the
formation of the Clearing Corporation of India L{@€CIL) in 2001, introduction of

the Negotiated Dealing System (NDS) in February22@dd the implementation of
Real Time Gross Settlement (RTGS) system in Ma@é2
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* In order to ensure efficiency and transparency mney market operations
measures have been taken to make various otherymuariet instruments such as

CDs, CPs, etc., freely accessible to non-bankqpaints.

* A major initiative pertains to Collateralised Boning and Lending Obligation
(CBLO), which was operationalised as a money mankgtument through CCIL
on January 20, 2003.

Table: 2.15- Money Market transactions (Rs. crorg

Year Average Daily Turnover Outstanding
amount
Call Market CBLO Term Total CPs CDs
money REPO money
market (outside market
the LAF)

2000-01 32,157 10,500 — — 42,657 6,751 1,199
2001-02 35,144 30,161 — 195 65,500 7,927 949
2002-03 29,421 46,960 30 341 76,762 8,268 1,224
2003-04 17,191 10,435 515 519 28,660 7,835 3,212
2004-05 14,170 17,135 6,697 526 38,528 11,723 6,052
2005-06 17,979 21,183 20,034 833 60,034 17,285 987|2

Source: Mohan, 2007

Table: 2.16 - Money market development during poslkiberalisation

Segment Year Development

Call Money | 1991 | RBI allowed entities with bulk resources to operaselenders throug

Market DFHI with prior permission

1996 | RBI allowed primary dealers to participate both lasrowers an

lenders

2002 | Prudential limit stipulated omhe exposure of scheduled commer
banks (SCBs) in call money market in two stages:
In the first stage, SCBs daily lending in the caltice money marke
on a fortnightly average basis, not to exceed 5@gmé of their owne
funds as at the end of March of the previous fir@near;

In the second stage, SCBs fortnightly average fendi the call/ notic

money market not to exceed 25 percent of their oWanads;

2005 | The process of converting call money markét & pure inteank

market was completed

2005 | All nonbank entities except for primary dealers were ceteaty

phased out

Commercial | 1990 | New types of institutions were permitted to papate in billg

Bills Market rediscounting scheme
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2003

Banks were given freedom to decide tha&wn guidelines fo
assessing/sanctioning working capital limits of rbamrers while
purchasing/  discounting/ negotiating/  rediscountingyenuing

commercial/trade bills.

Treasury 1992 | 364-day Treasury Bills introduced
Bills Market | 1992 | 182-day Treasury Bills discontinued
1993 | Fixed rate discount system ondHlys TBs replaced by flexible re
system
1997 | 91-day tap Treasury Bills discontinued
1997 | l4day treasury bills issued in two types (first versicalleg
Intermediate treasury Bill replaced the 91-daysue bill)
1999 | 182-day Treasury Bills were reintroduced
1999 | State governments were allowed to put bidsosrcompetitive basis i
the auctions for 182 days and 364 days TBs
2001 | 14-day and 182-day Treasury Bills discontinuétth effect from 14
May
Commercial| 1990 | CPs came to existence through RBI issuanckeljues
Papers 1998 | The CPs would be issued for maturities betweenays énd more, b
(CP) less than one year
1998 | Every issue of CP including renewals will temted as a fresh issue
2000 | CP allowed to be issued as 'stand alone' ptodu
2001 | CP to be issued only in dematerialised form.
Certificate off 1998 | The minimum lock-in period for CDs reducedir80 days to 15 days.
Deposits 2000 | The minimum maturity of CDs was reduced fromdhths to 15 days
(CDs) 2002 | Issue of certificate of deposits (CDs) by banks &sl only in the
dematerialised form effective June 30, 2002.
2005 | The minimum maturity period of certificates of dspqCDs) reduce
from 15 days to 7 days with immediate effect.
MMMFs 1992 | RBI allowed banks and Fls to start MMMFs
1993 | Private sector MMMFs were allowed to be set up
1999 | MMMFs were permitted to offer cheque writiagifity
1999 | MMMFs were allowed to be set up as a separtity in the form of &
trust only
2000 | MMMFs were brought within the purview of SERBbulations.
2006 | Gold Exchange Traded Fund schemes permitted
REPO 1992 | Repo auctions were conducted for varied periodgingnbetween 1t
14 days
1995 | The auctions were discontinued due to ladeofand
1997 | Auctions were re-introduced on a 3 to 4daje
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2000 | The repo market was expanded to cover bamk entities holdin

current and SGL accounts with banks

2003 | Guidelines were issued for uniform accountihgepo transactions.

2004 | RBI reintroduced overnight fixed rate reverse repations under th

LAF, discontinuing 7 days and 14 days reverse repos

2004 | The nomenclature of repo and reverse repo hasibesnhanged as p

international usage.

With the increased market orientation of monetasljcy along with greater global
integration of domestic markets, the Reserve Baakiphasis has been on setting
prudential limits on borrowing and lending in thalanoney market, encouraging
migration towards the collateralised segments areleldping derivative
instruments for hedging market risgdohan, 2007)In this connection steps have
been taken over the period of time for developnoér@ach of the sub-sectors also
(Table 2.15) that could ultimately result in modéiion of existing instruments,
introduction of new instruments as well as new maeas that could add to depth
and liquidity in market. New instruments such asorand CBLO (collateralised
borrowing and lending obligations) have increaseirtshare in the annual average
market turnover in comparison to the earlier emgstinstruments such as call
money market whose share has rather declined (Bab&. Guidelines for issue of
many instruments such as commercial paper (CPraridicates of deposit (CDs)
as well as their maturity profiles have also beesdified over time to widen the

participation base.

Till the middle of 1991-92, the government secastimarket remained almost
dormant and was characterised by a passive intdaidlmanagement policy with
borrowing at pre-announced interest rates, targedircaptive group of investors
(Rangarajan, 1997)Hence, the reform was initiated with a primary chkje to

move from an administered system to market detexthmate of interest. Some of
the important developments included change in pohaking for better regulatory
system, expansion of trading, diversification atraments and participants, and

introduction of new technology.
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Table: 2.17- Reforms in Government securities Marke

Year Measures Initiated
1992 | Commencement of auction for Central Government S#esiat market determined ratgs.
1993 | 91 day Treasury Bills offered through auctions atket determined rates
1994 | Issued Zero coupon Bonds for the first time.

Securities Trading Corporation of India (STCI) ecuenced operations
1995 | Guidelines and procedures for enlistment of Prineglers were issued
Delivery-versus-Payment (DVP) in G-secs was intoedl

Floating Rate Bonds (FRBs) was introduced
Historical agreement between Government and RBhtet-alia, discontinue ad-hoc
1997 | T-Bills

FIMMDA was established; Repo was permitted in ab&&s to SGL a/c holders
Flls were permitted to invest in G-secs
Capital Indexed Bonds were issued; PDAI was formed

2000 | Introduction of Liquidity Adjustment Facility (LAF)
2002 | Negotiated Dealing System (NDS) (Phase 1) @f@ring Corporation of India Ltq
(CCIL) were operationalised

Compulsory holding of G-secs in demat form by R&julated entities
G-secs with call and put option was introduced

2003 | Trading of G-secs on stock exchanges

Eligibility to participate in the repo market was@nded to non-banks
Interest Rate Derivatives (IRD) have been introduce

Government Debt Buy-Back scheme was successfufijeimented

Source: Mohan 2004(c)

Instruments introduced during this phase include Z&oupon Bonds, Tap Stocks,
partly paid stocks, REPO (Repurchase AgreementRIBS (Separate Trading for
Registered Interest and Principal of Securities) emnversion of auction Treasury
Bills into term security. But Plain Vanilla Bondslisremain the most preferred
constituting 97 percent of the total outstandingdsoas on February 20Q¥lohan,
2004c).All these have resulted in transformation of théidn G-Sec market into a
broad based and well diversified one. Now the ditparticipants also include
primary dealers, 100 percent gilt mutual fundspooate bodies, provident funds,
trusts, individuals, foreign institutional invesso(Flls) and non-resident Indians
(NRIs) in addition to the existing ones mentionde\ee. Some of the important
developments are given in Table 2.17.

For foreign exchange transactiorise exclusive authority to deal is vested with
RBI. It deals both in its own account as well asdbehalf of the government, which
it does through Authorised Dealers comprising aiksa During the period 1975-
1992, the exchange rate of rupee was officiallgeined by the RBI in terms of a
“weighted basket of currencies” of India’s majoading partners and there were

significant restrictions on the current accountnsections (Udeshi, 2004).
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However, with the introduction of economic reformsl991 and in order to sustain
competitiveness of exports, an alteration was madbée exchange rate of rupee
through downward adjustment to place it at appegerievel in line with inflation
differential. Consequently, following the recommatidn of the High Level
Committee on Balance of Payments, a dual exchaatgemechanism called the
Liberalised Exchange Rate Management System (LERM&) introduced in
March, 1992 that was made effective in March, 1988 ultimate unification of
the dual rates (known as modified LERMS), that radrkhe beginning of a new
era of market determined exchange rate regime. olReendations of Expert
Group on Foreign Exchange (Sodhani Committee, 18®%)evelop, deepen and
widen forex market acted as a pointer for develagnoé Indian Forex Market.
With the transition to a market-determined excharage system in March, 1993
and the subsequent gradual liberalisation of &ins on various external
transactions, ensuring orderly conditions in theefomarket in India has become
one of the key objectivefGopinath, 2005)It is also an important step in the
progress towards current account convertibility,icvhwas finally achieved in
August 1994 by accepting Article VIII of the Arted of Agreement of the
International Monetary FundUdeshi, 2004).The post-liberalisation era has
witnessed several significant changes in the eatgyalicy of RBI towards macro
management with greater emphasis on transparenata chonitoring and
information dissemination. Keeping in view the retness of this sector, far
reaching changes have been incorporated in phasedanfrom current account
convertibility to capital account liberalisation.ti@r steps include allowing
corporates to borrow under automatic route up t& 830 million per year that is
subject to certain stipulations. Banks were alsowadd to fix their trading limits,
borrow and invest funds in the overseas marketwgpecified limits, determine
interest rates on FCNR deposits within ceilings asé derivative products for
asset-liability management purposes.

So to conclude here, it may be said that as aqdatie overall New Economic
Policy the financial system also received specidendion in 1991. The
recommendation of Narasimham Committee-I provides duideline for the first
phase of reforms. Focus during this phase has treeleregulation of the banking

industry, strengthening of the institutional frantely improvements in payments
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and settlement systems, and strengthening the \8sper framework. Further,
keeping in view of the international changes, theosd Narashimham Committee
on banking sector, SH Khan Committee on univeraaking, Birla Committee on
corporate governance-where all gave their repari®b8, R.H Patil working group
in 2001 and Naresh Chandra Committee on corporatergance in 2002 etc. have
made an array of recommendations for best practibevelopment Financial
Institutions have been the major institutional supgor investment in the private
sector.

The last decade has also witnessed considerabdesdivation of the money and
capital markets. New financial services and instnota have appeared on the
scene. Financial deregulation, freeing of interatts on debentures, bank lending
rates and their practices etc. - all these haveedelhe growth of financial sector.
Some other measures were also initiated in capi@ket as a part of overall
financial sector reform. A few to mention are markeicing of public issues,
introduction of proportional allotment of sharespidglines for corporate
governance, revival of accounting standards at \iin international norms,
opening market for Flls etc. In 1992, SEBI was madestatus of statutory
organisation for regulating the functioning of dapimarket. In addition, the
secondary market also withessed a period of comtisitboom during 1991-92, in
response to the liberalisation measures announgedebgovernment. The policy
of RBI is now focused mainly on dismantling contrid enable liberalised
environment whereupon procedural formalities araimised. Its role is being
characterised by a shift towards macro managemdt gveater emphasis on
transparency, data monitoring and information drgsation.
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Appendix table-2.1: Progress of Commercial Bankingn India at a glance

Year Linear growth rate

© < ©

slelg[8]8 e[ g8

o o o o o o N — N

@ © oy o o o ) ' :

(o)) (<3} (<2} (o)) o o go' go' <

SCBs —
Deposit (Rs. Cr) | 37,988| 85404 | 1,92,541| 4,33,819| 9,62,618 | 21,09,049 16.05 16.46 | 15.34
Investment (Rs. Cr) 13,186 | 30,553 75,065 | 1,64,782| 3,70,159| 7,17,454]16.49 |17.72 |16.10
Credit (Rs. Cr) 29,682 56,067 | 1,25,592| 2,54,015| 5,11,434 | 15,07,077 15.37 14.48 16.84
Total Offices 32,419 51,385 59,752 62,367 65,412 68,355 2.05 4.03 0.87
Rural 15,105 | 30,185 34,791| 33,004 32,734 32,082| 1.35 4.92 -0.47
Semi-Urban 8,122 9,816 11,324 | 13,341 14,407 15,403| 2.40 2.55 1.30
Urban 5,178 6,578 8,042 8,868 10,052 11,500( 2.88 3.67 2.53
Metropolitan 4,014 4,806 5,595 7,154 8,219 9,370| 3.43 2.74 3.17

RRBs

Deposit (Rs. Cr) 232 1,314 4,560 13,370 35,995 64,195| 22.23 26.81 16.31
Investment (Rs. Cr 0 1 16 1,826 7,489 19,050| 53.56 |50.09 |26.93
Credit (Rs. Cr) 285 1,465 3,497 7,289 15,211 36,050 17.31 |[21.45 |15.99

Source: RBI Handbook of Statistics iniamdEconomy 2006

Appendix table-2.2: Deposits and Advancéxy Cooperatives (Rs. Crore)

SCBs (maintaining accounts with RBI)
year Deposit Investment Credit
1980-81 623 244 757
1985-86 1029 504 1539
1990-91 2153 1058 2553
1995-96 4286 2408 6318
2000-01 9682 7537 12822
2005-06 15665 16472 15589
Linear Growth Rate
1981-2006 14.00 17.79 13.21
1981-1994 13.43 15.02 13.06
1994-2006 14.58 18.08 11.26

Data Source: RBI; Handbook of StatisticdtmIndian Economy 2006
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Appendix table-2.3: Financial assistance sanctioneghd disbursed by selected DFls

YEAR (Figures in Rs. Crore) Linear Growth Rate

s [8 [ 8 [ 8 [8 [8 | & & 8

o Lo o [Te] o Lo N - N

[ee] [ee] (o2} ()] o o ' ' !

DFls o o o)} o S o b b S
— — i i N N > > S

- - -
1,691.3| 3,655.6| 6,278.3 | 16,476.4| 26,832.6 - 9.01 14.45 -10.88

IDBI| S

D| 1,258.6| 2,798.0| 4,501.1| 10,695.2 | 17,476.9 - 8.92 13.84 -7.17
IFCI| S| 206.6 | 499.2 2,429.8| 10,300.3| 1,766.5 - 11.21 24.22 -24.63
D 108.9 | 403.9 1,574.3| 4,563.3| 2,156.8 187.0 6.00 23.55 -33.66
ICICI| S| 314.1| 708.2 3,744.0| 14,594.9| 55,815.2 - 26.6p 26.64] 19.95
D 185.3 | 482.2 1,967.5| 7,120.4| 31,664.6 - 26.0p 24.01] 23.13
SIDBI| S| - - 2,408.7| 6,065.6| 10,820.6| 11,942.4/ 10.32 10.17| 6.14
D| - - 1,838.5| 4,800.8| 6,441.4| 9,049.6 9.0% 11.79 4.85

Bl | S 194 75.2 234.7 897.3| 2,102.3 - 19.38 18.95 8.97
D 16.9 67.8 153.9 528.6| 1,709.8 - 20.25 17.98 15.17

SFCg S| 3705 1,009.1 | 1,863.9 4,188.5| 29114 - 6.81 13.17| -9.28
D| 248.0| 608.5 1,270.8 2,961.1| 1,979.0 - 7.71 1472 -8.75

SIDCs| S| 216.4 527.0 823.7 1,951.2| 2,080.1 - 11.19 11.29 251
D| 1246 364.0 598.3 1,188.7| 1,664.4 - 12.81 12.67| 8.98

Total| S| 2,926.9| 6,532.6| 19,202.4| 64,162.7| 120,548.] 27239.2 12.85 20.64 -7.86
D| 1,847.9 | 4,940.0| 12,810.1| 38,649.5| 75,363.6| 20,521.813.12] 20.46 -5.76

Source: RBI Handbook of Statistics onamdEconomy 2006

Note: 1. S — sanction; D — Disbursement

2. Total represents total of all DFIsnte does not match with total of rows
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Appendix table-2.4: Aggregate Deposits of Non-Bankg

Companies (Rs. Crore)

Year NBFCs NBNFCs/ RNBCs Total
1980-81 1,476 2,712 4,188
1985-86 4,960 13,113 18,072
1990-91 17,236 26,837 44,074
1995-96 1,01,672 1,86,909 2,88,582

2000-01* 6,459 11,625 18,085
2005-06 2,667 20,175 22,842
Linear Growth Rate

1981-06 3.47 4.45 4.37
1981-97 28.45 26.53 27.14
1998-06 -18.02 8.27 -0.03

Data Source: RBI Handbook of Statisticsndidn Economy 2006 and 2007

Note: 1) Data format has changed after 1996h9% to new reporting format
following changes in the regulatory framework irD89

2) NBFCs — Non banking Financial Compani@BNFCs — Non Banking
Non Financial Compnaies, RNBCs- Residuary norkim@nCompanies
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Chapter: 3
Analysis of Household Investment Pattern

3.1. Introduction

Aggregate savings for any economy is the sum tdtaaivings arising from various
sectors. The three sectors into which an economgivigled and from which
savings contribution flows are; the household sedize public sector and the
private corporate sector. The sum total of savimgfsof these three sectors forms
the gross domestic savings (GDS). Again, gross dbmesavings include
consumption of fixed capital by these three seamdreh when deducted from the
same gives net domestic savings (NDS).

Among all the above-mentioned sectors, householthesmost prominent one
contributing maximum towards domestic savingss k iresiduary sector consisting
of individuals, non-profit organisations and theorganised sector including
agriculture, small industry and all types of uninmrated business. The surplus of
this sector is available to finance other defigtters of economy comprising of
government and corporate, who invest more than Hase. Household sector
savings (HHS) is in the form of both physical amdahcial assets. Savings in
Physical assets comprise of investments in cortgtryanachinery and equipments
and changes in stock, whereas financial saving dsversified one that include
bank deposits, savings in post office deposit s@snmvestment in insurance and
provident fund in one hand (a connotation towarsks aversion) and investment in
units of mutual funds, purchase of bonds and shafreesmpanies, and trading in
stock exchange on the other (a connotation towaskgaking).

Every household tries to maintain a portion of sgsiin the form of liquid assets
which can be used for immediate transactions. Atséime time, it also has a desire
to maintain saving in the form of investment inafitial instruments where some
amount of risk taken is compensated with equal oiteeturn. Each of these
financial instruments has also got some built-indfigs within them. For instance,
life insurance is a financial cover in the eventdefth; provident funds provide

financial security upon retirement; and shares sewlirities offer opportunities for
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capital gains. So, savings by household in an asseit merely guided by the rate

of return attached to it but also by other builaoivantages.

But among the different intermediaries operatiandinancial system, banks have
been placed as one of the important mechanismsn@dnilisation of savings in
financial system. They have the ability to mobili@sources and invest them in
efficient manner within the different segments cb@omy. But the most important
role played by them is towards capital formationvilgy of accepting deposits in
varied form. This encourages the habit of savimggdonomy especially for the
household sector which is a surplus one. On therddide, they have restrictions in
the number of withdrawals that indirectly encouralges spending, thereby
inducing the habit to save more. Again, the charastic of liquidity is also
provided by the banking system that provides wdlkadl facility to customers in
addition to some rate of return. In the words @frdteswaran & NatarajdR001),
‘banks can be compared with rivers as they colleetsmall surplus and scattered
savings of the people and make them available fodyctive purposes in large

sums of finance’.

In India, the process of financial sector reformslertaken since the beginning of
nineties have led to the deregulation of finansitem with a more of private
sector participation in economy. At the same tithere has also been a gradual
reduction in the interest rate all over the finahanarket. This includes decrease in
the rate of banks’ term deposits, and also a cuheninterest rate of government
administered small saving schemes. On the othed, e financial institutions
have also been given freedom for managing theetassd liabilities, to determine

guantum of resources and also fix rates of interest

Household saving is a two-stage decision thatesltad the amount of savings and
the form in which these savings is to be held,firmncial and physicalOnce this

is determined, the next step is to distribute tharfcial savings among alternative
assets. A number of factors influencing househaldngs have been identified by
Reddy (1997)They are:

e growth in income,

» distribution of income,

* macro-economic stability and inflation rate in parar,

« efficiency of financial intermediation,
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* rapid improvement in government savings,

* higher proportion of working population to totalqusation,

» strong social influences, such as, the role ofreded family and societal values
in terms of inter-generational obligations,

 availability of insurance and tax benefits, and

» contractual saving, mainly provident fund and ottmmtributions.

Further, as has been observedReddy (1997)hat amongst the above-mentioned
factors, a rapid improvement in government saviugs an increase in the rate of
inflation beyond a certain point does have a nggathpact on household savings.
A household will, in general, invest some of thieinds out of savings that will
involve certain risk but can be compensated bycpralerate of return. At the same
time, it will also desire to have some proportidnits savings in a very highly
liquid form that can be used for immediate transast These two factors
determine the amount of long-term and short-terminga of a household jointly
with the degree of reliability on financial interdiaries. The voluminous literature
on the determinants of savings identifies a br@adye of factors, grouped around
the conceptual pillars of consumption smoothingl precautionary savings in the
face of credit market imperfections impeding smowhof adverse shocks
(Denizer, Wolf & Ying, 2000)As instances in history have shown, a loss of
confidence in country’s financial intermediaries ¢aduce households to re-deploy
their savings, possibly converting to cash andérdigoods- with all the attendant
implications of destabilising runs on banks or ediepossibly converting those

savings to uses outside the courfivicdonough, 1997).
3.1.1. Forms of Savings: Concepts

HHS is measured as a sum of savings in the forfimnahcial and physical (non-
financial) assets. While the latter is not classifin any form and has been taken as
an aggregate figure, the former is classified sub-groups comprising currency,
bank deposit, non-bank deposit, life insurance fyehsion and provident fund,
claims on government, investment in shares andrdetss, investment in units of
UTI and net trade debt. However, for the purpdsanalysis, the above-mentioned

sub-groups are classified into six components csimgy.
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a) Currency It includes notes of different denominations eslby the Reserve
Bank of India and one-rupee notes and coins isbydtie Government of India in

circulation with public as at the end of March egelr.

b) Bank depositdDomestic bank deposits are classified as cursawing and fixed
deposits; and household share in each categorstimated on the basis of RBI
annual survey on ownership of deposits. Howeveraaount of non-availability
of the share of household savings under each dfass, pertaining to household
savings has been considered in an aggregate gsast from deposits with
commercial banks, data also include a share ofdispwith cooperative non-credit

societies.

c) Non-bank deposisApart from above-mentioned deposits with bankse t
household also saves in the form of deposits watl-lmanking companies (NBCs).
The classification of the term NBC prior to 19974i88luded non-banking financial
companies and non-banking non-financial compariesvever, due to change in
classification, this now comprises of non-bankinganhcial companies and
residuary non banking companies. Hence, due togdsaim coverage, data of

1997-98 onwards are not strictly comparable withséhprior to 1997-98.

d) Contractual financial asset§&avings in the form of contractual financial asse
include savings with pension and provident fund &fedinsurance funds. Such
savings are like commitment on the part of subscsibbhat is guided not merely by
rate of return but also other in-built charactérsstof security and precaution

attached to them.

e) Claims on governmenfhis include household investments in small sgwin
schemes and in other government securities. Inwggnin small savings are
estimated by deducting investment out of provideant contributions and deposit-
linked insurance funds from the receipts; whereasestment in government
securities is made on estimation basis by applyireg proportion of securities
purchased by household on total sale of securities.

f) Capital market investment$iousehold investment in capital market has been
estimated as a sum total of investments in sharéslebentures, units of UTI, and
net trade debt; whereby net trade debt is the astinchange of trade dues in

respect of sundry creditors minus change in loansaalvances to sundry debtors.
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3.2. Composition of Savings

As already mentioned, savings flows from three ascti.e., household, private
corporate and public sector, the aggregates oflwisimeasured by GDS and NDS.
The analysis of the growth and pattern of savisgmportant for understanding the
behaviour of the saveré&long with the growth over the entire study perite

following tables and graphs portray the pre and-pbsralisation phenomenon.

In terms of the composition of savings in econothg, Table 3.1 shows that there
has been a constant increase in the figure of GRBs6 Domestic Product) over
the years by 3.09 times with a linear growth of85p&rcent. But since it is not a
proper representative of inconjgee Branko, 1999NNP (Net National Product)

has been considered as an indicator of nationaleg that has increased by 3.67
times (linear growth of 5.37 percent), thus reveglan increase in the income of
nation by the same number of times. Gross domsattings on the other hand,
have grown in aggregate and also as a percenthodP and NNP over the years

from 1980-81 till 2005-06, revealing that there hagn an increase in the savings

of economy.
Table: 3.1 — Composition of savings in economy
GDP NNP GDS Sectoral savings (as % to GDS)
(Rs. (Rs. (Rs. | (% to| (% to Private | Public
Year billion) billion) | billion) | GDP)| NNP)| Household corporate sector
1980-81 6,954 6,367 269 3.8¢ 4.22 69.6p 8.70 21.64
1985-86 8,940 8,115 534 5.9¢ 6.8 69.1P 10.16 20.64
1990-91 11,937 10,737 1,300 10.89 12,11 80.60 11.66 7.74
1995-96 15,295 13,72( 291p 19.p03 21121 69.08 20.33 10.6(
2000-01 20,309 18,101 4,972 2448 2747 88.92 18.13 -7.05
2005-06 28,425 25,332 11568 40./0 45.6768.91 24.93 6.16
Average 14,685 13,174 3,036 20.68 | 23.05 77.71 18.22 4.07

Data source: RBI handbook of statistics in Indiaofomy, 2007

And among all the three contributing sectors, hbakkis the most important one
contributing more than 75 percent. The share ofSHk$ a percent to overall
savings has increased over the years from 69.@@piein 1980-81 to 80 percent in
the 1990-91 and further to 89 percent in 2000-®lhals also remained as the

predominant source of the gross domestic savings.it8 contribution to total
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savings after 2000-01 has come down with that ofape corporate and public
sectors showing improvement in their share (Grafh ¥ we compare the figure
of 1980-81 with 2005-06, the HHS has almost rensdhifiat, rather private

corporate sector has been able to triple the stfai®80-81 i.e. 8.7 percent to 25
percent in 2005-06. This simultaneously brought midfae public sector savings to
almost one third of the 1980-81 figures, i.e., 2deBcent to 6.2 percent for 2005-
06. So the swings in the composition of GDS over2h years of the study period

remain confined to these two sectors.

Graph: 3.1 —Fluctuations in Composition of Savings
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Graph: 3.2 - Savings growth in economy (Pre & Podiberalisation)
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Table: 3.2 —Means and variances of Savings in ecang

Period Gross Sectoral Savings
Domestic
Savings Household Private Public
Corporate Sector
1980-81 Mean
till (Rs. billion) 756.03 564.77 82.80 108.47|
1992-93
cV 0.60 0.65 0.78 0.29
1993-94 Mean
il (Rs. billion) | 5,316.23 4,154.11 1,023.81 138.3]
2005-06 cVv 0.55 0.51 0.73 2.67
1980-81 Mean
fill (Rs. billion) | 3,036.13 2,359.44 553.30 123.39
2005-06 cvVv 1.02 0.99 1.28 2.08

Data source: RBI handbook of statistics in Indiamonomy, 2007

However, the linear growth rate (Graph 3.2) rewbal the growth of savings in
economy has declined over the years from pre to-lgmsalisation phase because
of the decline in growth rate of savings by all gextors (including household).
There is a fall of 2-3 percent in growth rates asrthe sectors except public sector
which has turned to be zero in the second phasereTls, however, a more
consistency in savings in the post-liberalisatiomage as compared to pre-
liberalisation phase. Among the three sectors,ip@gictor which has shown better
consistency in pre-liberalisation phase has tummédto be highly inconsistent in
the next phase. For the other two sectors, saviage been smoother in the second

phase (Table 3.2) i.e. showing a lesser coefficdénariation.
3.2.1. Composition of household savings

HHS constitutes the major source of savings in@@memy. In India almost two-
third of the savings comes from this source. Savwfghousehold takes place either
in the form of physical assets or financial assét® movement of the share of
these two constituents reveals the shift in prefegeof the individuals and also
their risk and return choices. More savings inkbamd post office deposits
generally signifies a lesser risk-return appetitelee part of the individuals. On the
other hand, more savings in market based instrusriget mutual funds, shares and
debentures indicate otherwise. The following tabkesd graphs provide an
overview of the changes in composition of houselsakings since 1980-81.

As observed from the Table 3.3 the HHS as percentagsDS hovers around 75
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percent over the years. HHS expressed as a pe&DS has increased over the
years from 69.66 percent in 1980-81 to 80.60 peraerl990-91 which again
declined to 69 percent in 2005-06. The share adnfomal savings (FS) in HHS
ranges between 43 to 53 percent and for physiealga(PS), it ranges between 47
to 57 percent (Table 3.3). Higher range revealbgatshigher preference towards
PS among the households. However, a shift in preter is marked towards
financial assets. The share of physical assetstah household savings that was as
high as 57 percent in 1980-81 has declined to 48epé in 2005-06 with a
corresponding increase in financial savings frompé8ent to 52 percent during
the said years. This structural phenomenon of Gi@rsavings superseding the
physical one is due to the increasing impact adiritial intermediation, widening
and deepening of the financial system with a lamgnu of available financial
assets as well as improvement in the relative rate®turn for financial assets
(RBI, 1999-00).

Table: 3.3 —Change in HHS

Year HHS/GDS FS/HHS PS/HHS
(In percentage )
1980-81 69.66 43.34 56.66
1985-86 69.19 46.58 53.42
1990-91 80.60 47.37 52.63
1995-96 69.08 52.59 47.41
2000-01 88.92 48.68 51.32
2005-06 68.91 52.25 47.75
Average 77.71 50.10 49.10

Data source: RBI handbook of statistickgian Economy, 2007

Table: 3.4 — Means and variances within HHS

Period Statistics Financial Physical Household
Savings savings Savings

1980-81 Mean 287.01 277.75 564.77
till (Rs. billion)

1992-93 Ccv 0.67 0.64 0.65

1993-94 Mean 2,123.88 2,030.23 4,154.11
till (Rs. billion)

2005-06 Ccv 0.45 0.58 0.51

1980-81 Mean 1,205.45 1,153.99 2,359.44
till (Rs. billion)

2005-06 cv 0.96 1.05 1.00

Data Source: RBI handbook of statistics indndeconomy, 2007
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Graph: 3.3 - Growth of HHS (Pre & Post-liberalisation)
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On an average financial savings as well as physaaings, both have increased
almost by seven times during the post-liberalisapbase (Table 3.4). However, in
both the phases the average shares of FS in tét8l idmains little more than the
share of PS. This clearly shows the importancenaintial assets in the household
portfolio. Again, this increase of financial assk&s been more consistent in post-
liberalisation phase. The overall growth of HHS th&®n visibly declined by 3
percent in post-liberalisation phase (Graph 3Ba)s is mainly attributable to the

slow rise in financial savings.

3.2.1. a. Household savings in financial assets

It has been already mentioned that each of thadiahinstruments has some built-
in benefits; and savings by household in an assett solely guided by the rate of
return attached to it but also by other advantaghese instruments are classified
into six types, i.e., currency, bank deposits, tehpnarket investment, non-banking
deposits, contractual financial assets and claimgavernment. The shares of each
of these components are shown against both GDSelisaw Gross Financial
Savings (GFS).
Table: 3.5a- Composition of HHS (as % to GDS)

Year Currency Bank Capital Non Contractual Claims
Deposits market Banking financial on Govt
investment | deposits assets
1980-81 6.05 20.65 3.04 1.41 11.30 2.65
1985-86 4.16 19.86 3.63 2.67 11.18 6.39
1990-91 4.81 14.44 6.12 0.99 12.89 6.06
1995-96 5.68 13.73 3.04 4.54 12.45 3.29
2000-01 3.14 19.05 2.09 1.39 16.44 7.85
2005-06 4.49 23.75 2.51 0.53 12.64 7.54
Average 4.72 18.94 2.31 1.76 14.13 7.56

Data source: RBI handbook of statistics in Indiamonomy, 2007
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Table: 3.5b- Composition of HHS (as % to GFS)

Year Currency Bank Capital Non Contractual | Claims on
Deposits market Banking financial Govt
investment | deposits assets

1980-81 13.41 45.80 6.73 3.12 25.06 5.89
1985-86 8.68 41.48 7.57 5.57 23.34 13.3b
1990-91 10.61 31.88 13.51 2.18 28.44 13.38
1995-96 13.29 32.12 7.12 10.61 29.14 7.71
2000-01 6.29 38.13 4.19 2.78 32.91 15.70
2005-06 8.73 46.15 4.88 1.03 24.57 14.64
Average 9.54 38.33 4.68 3.56 28.59 15.30

Data source: RBI handbook of statistics in Indiaoiomy, 2007

Table: 3.6 — Means and variances within householdasgings in financial assets

Period Currency Bank Capital Non Contractual Claims
Deposits| market Banking | financial on
investment deposits assets Govt

1980-81 Mean

till (Rs. billion) 41.03 130.70 42.30 16.41 96.74 36.81
1992-93 cv 0.58 0.51 1.12 0.85 0.66 0.57
1993-94 Mean

till (Rs. billion)| 245.33 1,019.5] 98.00 90.42 761.14 422.17
2005-06 CvV 0.51 0.63 0.80 0.66 0.48 0.79
1980-81 Mean

till (Rs. billion)| 143.18 575.10 70.15 53.42 428.94 229149
2005-06 Ccv 0.95 111 0.99 1.06 0.99 1.32

Data Source: RBI handbook of statistics in Indi@oomy, 2007

Since the nationalisation of major commercial bafiks 1969 and 1980), the
geographical coverage of the banking system hasiderably widened and the
functional coverage of the system has also enlaf@gth, 1986) As a result, there

has been an increase in the banking habit of pewitthea major portion of savings
going to bank deposits that averagely form aroungércent of GDS (Table 3.5a)
and 38 percent of GFS (Table 3.50his is followed by contractual savings
comprising of savings in life insurance and pens@nmd provident funds that
represent savings meant for future security andagutgon as well as the benefit of
tax savings attached with them (14.13 percent 08@0d 28.59 percent of GFS in
average). Non-bank deposits have declined aftes-889 but this cannot be said to
the exact trend since there has been a change tan disclosure pattern. A

comparison of mean figures (Table 3.6) reveals #flatomponents of financial

savings have improved on an average over the ykansg the post-liberalisation.

However, the savings in the form of bank deposit$ @aims on government have

been more volatile than others during the postilisation phase.
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The capital market investment by household settat increased during the pre-
liberalisation phase has been followed by a radobatline during the post-

liberalisation.

Graph: 3.4-Growth in alternative financial assetqPre & Post-liberalisation)
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Data Source: RBI handbook of statistics in Indimonomy, 2007

This has happened due to loss of investors’ confeeaking place as a result
unethical practices adopted by many companies tikeating hype and then
defrauding the investors during the beginning odtgiberalisation. Stock market
scams also brought a bad name to the Indian bssaooesmunity(Vajpayee, 2003)
All these are also visible in Graph 3.4 where tinedr growth for deposits with
commercial banks (from 12.72 to 14.35 percent) e as claims on government
(15.09 to 22.64 percent) show that these two ingtnts have been able to attract
more of savings over the period from pre to pdsgsalisation (Graph 3.4). But the
growth of latter is more than that of the formerami@g a shift in the preference of
savers towards claims on governm@rBI, 2002) Alternatively growth of capital
market investment and non-bank deposits both hawed into negative during the
post-liberalisation phase. This shows lack of faithong households to park their

savings in risky investments.
3.3. Shift in Household savings

Before going further to determine the componentshafisehold savings, it is
required to see whether there has been any signifishift in the mode of
household savings from pre to post-liberalisatiblage. For this purpose a trend
analysis has been made for the two componentsistiatancial savings as percent

to total household savings and bank deposits agpeto total household financial
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savings. And both have been taken as dependerablesiin relation to time. A
graphical analysis of both these components foltbwg trend analysis is given

below for the aggregate period as well as for piee@ost-liberalisation phases.

Graph: 3.5 — Change in composition of HHS (1980-8illt2005-06)
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Data Source: RBI handbook of statistics isidn Economy, 2007

Graph: 3.6 — Change in composition of HHS (Pre-libmlisation)
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Graph: 3.7 — Change in composition of HHS (Post-ligralisation)
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Graph 3.5 does not provide any indication regardiegtrend of savings for overall
period for both financial savings as well as baagakits. But when segregated into
two phases, in the pre-liberalisation phase (G/aph, there is a clear decline in
the bank deposits of household which is a signisihttrmediation. But during
post-liberalisation phase, this trend has turnesltipe meaning more of financial
savings parked in bank deposits (Graph 3.7). Hagever, is not true for financial
savings as there is no clear indication for theaion of movement of savings in
financial assets of household (Graph 3.6), butrduthe post-liberalisation phase

there has been a downfall in the same.

This is also evident in the trend analysis preskinteTable 3.7 below where the
slopes for overall period are not significant (Hues being 0.11 and 0.91). But
when divided into two phases of pre and post-lilation, there is a significant
decline in the bank deposits as a proportion tal tiancial savings in the first
phase followed by an increase in the same in thterJawhereas for financial
savings expressed as a percent to total househwidgs, the shift is significant
during post-liberalisation.

Table: 3.7 — Trend of HHS

Dependent Period Constant Slope R’ F
variables (significance
in bracket)
Bank deposits/ Overall 53.72 -0.40 0.10 2.80
Financial (0.112)
savings Pre-liberalisation 65.37 -2.05 0.56 13.76
(%) (0.00)
Post-liberalisation 36.24 1.33 0.45 9.16
(0.01)
Financial Overall 52.40 -0.02 0.00 0.01
savings / (0.91)
Household Pre-liberalisation 50.82 0.01 0.00 0.00
savings (0.98)
(%) Post-liberalisatior]  62.67 -1.33 0.62 18.32
(0.00)

Table:3.8 — Chow’s ‘F’ test

Dependent Variable Computed F| Tabulated F value at 5 % level o
value significance
Bank deposits/Financial savings (%) 11.4y7 3.44
Financial savings /Household Savings (%) 6.79 3.44
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From the above analysis, it is clear that there basn a shift in both the
components of savings over the years. Hence, towdesther the shifts are
significant or not, Chow’'s ‘F’ test has been applitor both the dependent
variables. This shows (Table 3.8) that the compwaldes are more than their
respective tabulated values, which confirms thatehas been a structural shift in
savings in both the form of total financial savings well as bank deposits of

households from pre to post-liberalisation andgsificant.
3. 4. Factors affecting household savings

Savings in financial assets has become one of niy@rtant components of
household savings in Indian economy. The housetietides about its allocation
among various competing assets on the basis adusassets available and their
respective rates of return, exception may be contahfinancial assets whose rate
of savings is determined not merely by rate of rretbut also other in-built
characteristics of security and precaution attadieethem. Among the different
components of household savings in financial assatengs in bank deposits is the
most important one. Analysis of the pattern on kbofl savings in the above
section demonstrates that bank deposits are élinbost important component.
Besides the aggregate savings of household sestareth as savings in physical
assets and alternative financial assets whichlacegaowing, there are also certain
other factors that can become important factorrdetent for savings. They are
the income of the household, the interest rate gilieg in the economy and the
rate of inflation as macro level systemic varialdesl number of bank branches as
a bank related variable. Each of these factorstlagid importance in determination

of household savings is explained as hereunder:

Income (INC): The household sector is a residual one, i.e.; thgienditure is less
than their income and so their savings are infledrzy distribution of income. The
Relative Income Hypothesis put forward by Keynescefes that there is a positive
relationship between income and savings, and atesothanges in income
(although not proportional) are responsible fornges in saving for the reason of
diminishing marginal utility of present consumptiddimilarly, according to the
permanent income hypothesis put forward by Friedraaconsumer will base his
consumption and, therefore, savings on the baspewhanent income, and not on
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transitory income as the latter is temporary irurgtand he has to cut down his
expenditure as soon as the effect disappears.esobiberved positive relationship
between saving rates and permanent income sugipest®oth the level and the
distribution of income are important determinantshousehold savingéBhalla,
1980).

Over the years, studies have also shown that oasavings to income is higher in
case of upper income groups in comparison to tlafskower income groups,
representing an unequal income as a cause towawisgs promotion. A Non-
uniformity in the temporary income components, Wheeans an uncertainty about
income prospects, is also a cause for increadeeinged for savings against urgent
situation. Different authors in their work have Hiighted the impact of personal
income distribution and its importance in savinggedmination. As has been
observed by Chase {r969), “the most obvious factor explaining the long — run
growth of household savings deposits is the grosftthe nation’s total wealth”
(See Leff & Sato, 1975)ence, per capita income (net national productcpgita)
has been taken as a measure of income in econoy ¥$ growth rate indicates
that the growth rate of real national income is entbran the growth in population;
whereas, in many empirical works, gross domestidpet (GDP) has been used to
symbolise income. For instance, Ghosh & R&@05)in their work to determine
factors that determine savings in India have us@&P Go represent income of
nation. Similarly, according to Brank@999) many of the international studies,
made earlier for income distribution, have used GRE#? capita to represent
income. This, however, is not a perfect indicatmgd in the words of Branko
(1999), “GDP is an imperfect indicator of household disgade income or
expenditures, both because it fails to accounthome-consumption which is
particularly important in poor countries, while includes (e.g.) undistributed
profits or increase in stocks which do not diredlyect current welfare of the

population”.

Rate of Interest: It is generally recognised that savings and isterate have a
positive correlation and the former increases wittrease in real rate of interest
because of rising opportunity cost of present conion. One would expect
interest yields on savings deposits to figure ingaty in the demand for them

(Chase Jr, 1969)The rate of interest is considered to have an rmapbinfluence
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on household savings. A rise in interest rate alsceases the savings and at the
same time decreases the current consumption gwitieeratio between present and

future goods depends upon the rate of intereseapdcted price.

Coming to the choice of assets between financidl pimysical assets and also
between the different components of financial a&sgbe possibility for influence of
interest rate factor cannot be ignoredtses rise in real interest rate would change
the form of savings from hoarding, jewellery andrency into deposits, bonds and
debenturesException may be the contractual financial assas$ is regarded as
regular expenses and is linked with employmentseudirity. Even then, the rate of
return can be the determining factor of amountaeirgys in these instruments; and
an increase in real interest rates on contractuangial assets in the form of
provident funds and life insurance could promotegragate savings. This,
however, has been kept outside the scope of tlg ssiour concern here would be
to study in aggregate the impact in financial assetd its substitution with bank

deposits.

Other things being equal, one would expect an asgen the rate paid on savings
deposits to increase total holdings of savings hat éxpense of both market
instruments and money balan¢€hase Jr, 1969) And a change in the current rate
of interest shall influence the decision of subsequuture period investment. Or
alternatively, the investment decision of curreeti@d will be on the basis of
interest rate that has been set earlier. So, bateklagged by one ye@NTbr ;)
has been used as a measure of interest rate fadtoe equation to determine the
factor affecting bank deposit #sat brings about changes in the structure of éster
rate and is considered an indicator to determing-term rate in India. Similarly,
weighted average rate of interest on central gawent securities, lagged by one
year (INTgs.1) has been used as a representative rate to degethenfactors

affecting financial savings of household.

Inflation Index (INFL): Inflation, which means a fall in the value of mgraand an
increase in the general price level, is also a lo$spurchasing power.
Theoretically, it can be argued that inflation poies savings as well as
discourages the same. In the first place, withrenease in price level, there is a

fall in real value of cash balance and in an eftortoffset this decline, people
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reduce the consumption expenditures leading t@eain savings. Secondly, with
inflation development, a redistribution of inconre favour of the higher income
groups is possible. This will boost the natioralisgs ratio as people belonging to
upper income groups have a higher marginal propettsisave than lower income
ones. Alternatively,as the price increases without equivalent incraaseeal
income, the purchasing power parity of consumedirte leading to a decline in
their capacity of savings also. That is to sayibiher way, an increase in price of
the consumable goods, which increases the consoimexipenditure, also reduces
the savings capacitythis theory may be significant for a developing oy like
India where the vast majorityf population have low income level and thus their
consumption expenditures remain at minimgklitra, 1986) Thus, confronted
with inflation, people find it extremely difficulto reduce their consumption
expenditures, and try to maintain the level eitbgr curtailing savings or by
increasing dis-savings. The overall impact couléloecline in voluntary savings.
In addition, since inflation lowers the real ratereturn on money fixed financial
assets, non-financial assets are likely to be pexle So the inflation index, which
denotes a change in the expenditure capacity amdasa module towards decision
for the type of savings, can also be considerednasnportant determinant of the
savings. It can be argued that saving will be erficed by the expected rate of
inflation in such a way that a higher rate of expdcinflation will result in

increased consumption and reduced sagitickersgill, 1976).

In India, the Wholesale Price Index (WPI) is uss@aneasure of inflation index as
against the wide use of Consumer Price Index (@R3)her economies. The reason
for non-use of consumer price index is the exisgeoicmultiple indices, namely,
CPI for Industrial Workers, CPI for Urban Non-Mahuamployees, CPI for
Agricultural labourers, and CPI for Rural labouhigh makes the use of latter an
unmanageable affair. The WPI is published in a \webhsis; but for the purpose
of analysis here, an annual average index on 128dr8es has been considered.
Since the beginning period of our study is 1981482ce to find an impact of
change over the period in a consistent way, the senes starting from 1993-94

onwards have also been converted at 1981-82 prices.

Bank branch: The expansion of financial institutions like bantslens the choice

of asset and stimulates saving in terms of findreagings(Pandit, 1991) As has
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been mentioned above that since the two phasestainalisation in 1969 and
1980 respectively, the area coverage by bankintpséas increased with bank
offices raising by more than five-fold. As a restiiere has also been an increase in
the banking habit of people with almost half of #a¥ings going to bank deposits.
So, increase in bank branch can make a direct imipdlce savings in form of bank
deposits and is assumed for the purpose of andlysist will increase the same.
However, the expansion of branch does not makememediate impact; but it is
only after a branch is opened it will mobilise datdhal resources in that particular
place. So, an increase in bank deposits can becexp& take place only in the
future period after branch expansion or else gihencurrent period savings in the
form of bank deposit, the same will be an impacb@nch expansion in the past
period. Hence, in analysing the factors affectiagkbdeposits, the data related to
bank branch expansion is taken as one year la@@fed-1). For overall financial
savings, it is not only the bank branch alone branbhes of other financial
institutions like LIC, Post Office, Mutual FundsdahlBFCs in economy that play
an equally important determinant role. However,acnount of non-availability of
data for these institutions, the factor ‘branchs eeen left out of the analysis of

financial savings.

In addition to the above mentioned factors, theseadso certain other economic
and demographic factors which determine savingeconomy. On the basis of
review of earlier theoretical and empirical litena on the determinants of savings
of developing economies, Mikesell & Zinsgr973) have revealed that there are
also certain other factors that affect savings tioncof developing economies, viz.,
taxation, imports and exports. The findings by atghreveal that there is both a
positive and negative correlation between savinghwexport and import

respectively; but effect of taxation is not poredy The variables mentioned are to
determine the savings of the economy as a wholedard not reveal the savings
nature of households. However, Ghosh & P@05) have concluded that with

respect to Indian household “tax incentives matbethe extent of changing the

savings basket”.

As has been observed in RER005-06), “demographic variables like life
expectancy, literacy rate and dependency ratios kawerged as key determinants

of savings in addition to traditional variablesdikeal interest rate, growth, per
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capita income, spread of banking facility and ratenflation”. Amongst them,

first is the life cycle hypothesis, which stateattthe proportion of income saved
shall also be dependent upon the age compositidneaming span of the saver.
Another factor is head of household whose age isimportant factor in

determining the savings, as the size and composiio household as well as
consumption need changes with the increasing afpead. The level of education
effects both income and savings. On one handtérehénes the nature of work and
earning capacity of an individual that ultimatelgtermines the savings. On the
other hand, it redesigns the value system and fesslaf individuals that effects his
decision to save. Lastly, it is also presumed gahethat savings per household
will increase with the number of working memberattimay be stated alternatively
as “the average propensity to save increases witease in number of earning

members”.

These above-mentioned factors also play an importéa in the determination of
savings. They also have been considered by othkomsuin their work as savings
determinant in economy. But since this study camgettself with financial
variables, hence, these variables have been keégideuthe scope and only those
financial factors that have been found to mostfeafthe savings in economy are
included in the analysis. They are income, ratentdrest, rate of inflation and

number of branches.
3. 4.1. Analysis of correlation

From the concept of correlation, one may assumetltigge exists a relationship
between correlation and regression concepts; art the given correlation
coefficient it may be anticipated as to how wek tthata will fit into regression
equation. Hence, before carrying out the regrestast) it is better to test whether
any correlation exists among the variables selecldus can aid in deciding
whether a particular variable can be selected asndapendent variable for

regression analysis.

The correlation co-matrix given in Table 3.9 shawat income and inflation are
highly correlated with each other (0.99) and baliéhgrown in a similar pattern.
Again both have a significant positive correlatianth household savings in
financial assets (both at 1 percent significanelpvAlternatively, the two other

~ 89 ~



variables selected, that are physical savingsnantiial saving ratio (PSFS) and
interest rate, do not show any significant corretgtwhereas in case of bank
deposit, there is a negative correlation with ieséron government securities,
which means that with an increase in the returotber assets (interest) will reduce

the savings in bank deposit.

Table: 3.9 - Correlation co-matrix

FS | INC INFL PSFS | INTh; | BDFS BR | INTgs
FS 1
0.99
INC | (0.00)] 1
0.97 | 0.99
INFL | (0.00)| (0.00) 1
013 012 | -0.22
PSFS | (0.54)| (0.55)| (0.28) 1
-0.74| 072 -0.62 -0.41
INTbr .| (0.00)| (0.00)| (0.00) (0.04) 1
-0.07| -013| -0.25 0.44 -0.28
BDFS | (0.76)| (0.54)| (0.23) 0.02) | (0.17) 1
0.76 | 0.79 0.86 -0.29 -0.33 -0.48
BR | (0.00)| (0.00)| (0.00) (0.16) | (0.10) (0.01) 1
-022| -015| -0.01 -0.41 0.53 058 | 0.37
INTgs..| (0.28)] (0.45)| (0.97) (0.04) | (0.01) (0.00) | (0.07) 1

Note: Significant correlations are highlighted a8djnificance level for all are
mentioned within bracket

However, contrary to our assumption, the corretatietween bank deposits and

income, and correlation between inflation and edgérate both are not significant.
3.4.2. Regression Model

In this section, the regression equations for hioolskesector tested under ordinary
least squares (OLS) assumption is stated in twmgeione for measuring the
impact on aggregate savings of household sectinancial assets and the second
one is to measure the impact on bank depositssineiquation, financial savings is
considered as the dependent variable which isrdigpe on income, inflation
index, savings in physical assets and interest véetereas in the second equation,
bank deposit as percent to total assets is depemaemcome, inflation index,
interest rate and branch expansion. Before goargrégression analysis, it is
important to make the following assumptions abotdgreerm.

a) They have similar distributions for each value miiependent variables, each
with same zero mean and same variance.
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b) They are unrelated to independent variables drecetrors of other classes

c) They are normally distributed.

It is also important to state here that the sammton has been applied to find the
variables affecting the respective dependent ongmgl both the pre and post-

liberalisation phases. Since stepwise regressisrbban used so only the important

explanatory variables that affect each of the ddpets have been reported in each

case.

3. 4.2.a. Total Financial Savings

The equation to determine the variables that imibeethe growth of household

savings in financial assets is stated hereunder:

FS = f (ING, INFL;, PSFg INTgS.1)

Table- 3.10: Factors determining financial savingsf household

Period Overall Pre-liberalisation Post-liberalieati
Coefficients
© © ©
[} ()] (0]
(%) © (D] © %2} ©
° 3 ° 3 ° 3
3 S 3 = 3 =
c © c S c &
g = S g S g
2 S 2 s 2 S
D ) - ) - %)
Variables Slope Beta Slope Beta Slopge Beta
44420.525 -36299.002 -25810.57
Constant | (2.75) (-11.971) (-1.55)
25.775
19.59
INC (13.67) 1.628 (18.38) 1116
-579.768
451.882
INFL (-5.39) -0.639 (22.279) 0.989
-290.238 -790.32
e (-2.88) 0056 (-2.95) | -0.179
R’ 0.99R? 0.98 R? 0.98
R? 0.99 R? 0.98| R? 0.98
F 1109.18 F 496.33 F 292.3P
D-W 1.69 D-W 1.36| D-W 1.5b

Note: T-values for slope are given in bracket, diich significant ones are

highlighted
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In all the three models (Table 3.10), almost thé&renvariation in dependent
variable can be explained by independent variai@seing 0.99 in overall and
0.98 during pre and post-liberalisation phasesg Darbin-Watson value is lying
between du and 4-du and hence cannot be rejectedhéo first order serial

correlation in both the positive and negative wayst the t-values at 5 percent
level of significance shows that out of the fouriables chosen, the first three
variables, i.e., income (INC), inflation index (INFand PSFS are significant as

aggregate determinant of financial savings.

Amongst them income is the prime determinant ofrgmas expected and the beta
coefficient (standardised) is 1.628 meaning forhe&cstandard deviation point
increase in household savings, the income will h@aveaise by 1.628 points of
standard deviation. The inflation index and PSF# laxt as negative force in
determining financial savings of household (t gndicant at 1 percent level); and
as per the beta coefficients at this point, forrgvk standard deviation point of
increase in the inflation and physical savings eeipely, the savings in financial
assets will decrease by 0.639 and 0.056 standardt@ points (Table 3.10). The
result for the pre-liberalisation phase shows tbaly inflation is the factor
effecting financial savings; whereas in the pdsédalisation period income and

PSFES have surfaced as important determinants.
3. 4.2.b Savings in bank deposits (as percent tméincial assets)

The regression equation to identify the factorg #ftect the household savings in
the form of bank deposits is given as hereunder:
BDFS = f (INTbk.y, INC;, INFLg, BRi1,) =--=mmmmmmmmmmmmmmmmmmmmmmmceeeee 2)

According to Table 3.11, 54 percent of the variatio dependent variable can be
explained by the independent variables for the tweaix years period of study;
whereas for pre and post-liberalisation phases,akplained for 75 percent and 51
percent respectively for variation in dependentiatde (BDFS). The Durbin-
Watson value is lying between du and 4-du and soatsbe rejected for first order
positive or negative autocorrelation. However, wsial with the individual
independent variables in terms of the t-values sti@t out of the four variables
selected income (INC) is the most important deteami. Inflation index (INFL) is

also another significant factor making a negativgpact on the savings in bank
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deposits, and its beta coefficient shows that fiditaindex has reduced household
savings in the form of bank deposits during theegiperiod.

For both the pre and post-liberalisation phasds,abserved that income has been
an important determinant of bank deposits; but mparison of the two phases
shows that during the pre-liberalisation phase,skbald savings has shifted to
some other non-bank deposits (beta coefficient.is6), which is an indication of
bank disintermediation during the eighties. Bartk ia also found to be one of the
important variables affecting bank deposit. Durihg post-liberalisation phase,

income is the only factor effecting savings in baelposits.

Table: 3.11 — Factors determining household savings bank

Period Overall Pre-liberalisation Post-liberalieati
Coefficients
o o) o
5] © [«] © [«] ©
2 0] 0 @ 0 @
o 2 ke} 2 o 2
S ° 3 ° S °
° 5 © 5 ° ©
[ © c © c ©
[ c ] cC © c
7] 8 D 8 © 8
5 a 5 a 5 a
Variables Slope Beta Slope Beta Slope Beta
Constant 78.97 - 0.17 - 29.59 -
(12.88) (0.00) (6.02)
0.01 4.26 -0.01 -1.16 0.00 0.72
INC, (4.87) (-5.12) (3.42)
-0.33 -4.45 - - - -
INFL ; (-5.09)
- - 7.97 0.52 - -
BR 11 (2.31)
R’ 0.34R? 0.75R? 0.51
R? 0.80R? 0.70R? 0.47
F 13.37F 14.9F 11.71
D-W 1.60D-W 1.84D-W 1.92

Note: T-values for slope are given in bracket, dfick significant ones are
highlighted

The results here for both household savings imfired assets as well as savings in
bank deposits (stated as a percent of total fimhrsavings), are similar to the

results of Nain2006)and Ghosh & Pai2005) whereby they also found income
as the prime determinant of savings for householddia. Another study made by

Leff & Sato (1975)for five of the developing economies, viz., Brafilosta Rica,

Israel, Philippines and Taiwan, found that aggregsavings in economy is
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significantly responsive to income growth in fountcoof five countries except

Israel.

Inflation index that has been found as a signifidactor determinant of financial
savings and savings in bank deposits by houselsolitbi something commonly
found in India. Nair(2006),who in addition to some financial factors has alsed
the demographic ones did not find an importantdiatd determine savings. And
according to authofNair, 2006),“excluding inflation or real interest rates hag no
caused much change in the estimated coefficientitansign”. Alternatively, this
factor has been found significant during fortiedJiBA, where Lansing and Maynes
(1952) observed that “consumers in 1949 improved theirwmth position, but
they did so by building up their stocks of goodslehon balance, reducing their
liquid assets (bank deposits and government banu)claims and increasing their
debt”. Expansion of bank branches could not be doas an important factor for
determining bank deposits, a result which is simiaPandit(1991) It appeared as
a significant in the initial analysis of bank dep®$ut later on got excluded from
the stepwise regression analysis suggesting thar otwo factors are more

important.
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Chapter: 4

Deposit and Loan Disintermediation in
Indian Commercial Banks

4.1. Introduction

Financial intermediaries emerge in the saving-itmest process to intermediate
between the ultimate borrowers and ultimate lendéhgir main objective is to
mobilise resources from the individual savers fbe tpurpose of onward
deployment, for which they make two contracts: anin the lender and another
with the borrower. Among all the financial interniles operating in market,
commercial banks are the oldest ones known andpgcatpivotal position in the
entire economic system. They are the financialitutgins who accept deposits
from people, on promise to pay a rate of interath deposits are then converted
to many categories of assets, out of which the nposminent one is loan to
different borrowers, on which they charge apprdpridanterest for their

intermediary interventions.

The role of commercial banks in the intermediatpmocess is very significant
because of its overwhelming control over the erfiirancial assets of the economy
and more because of the under development of tap@aket in most of the
developing economies like India and many oth&tt in an economic system,
other financial institutions like mutual funds, Rbanking financial companies also
exist and function in the same line with bankshaligh their way of accepting
deposit as well as investment pattern may be @ifiterHence, intermediation as a
term meaning, “to have middle-man (intermediaryjMeen borrowers and lenders,
rather than borrowers and lenders dealing diretdlyeach other”(financial
dictionary, anz.com)is not meant for banks alone but arises with soyrce of

indirect finance.

Over the years, the role of financial institutioms the capital intermediation
process has changed significantly. The adventrectdmarket financing for large
borrowers and techniques, such as, securitisatisrigd to the disintermediation of
financial institutions. They have been steadilyingsmarket share in the global

financial intermediation business to capital maskehis is known as ‘financial
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disintermediation’ — that is, the bypassing of fio@l institutions. While the term
disintermediation is used to describe a varietydefelopments, it is properly
defined as a move from the intermediated provisibfinancial services via banks
to direct financial relations between borrowers Emdlers. But in relation to banks,
disintermediatiordescribes what happens when money is moved away bemks
and invested. This development, which could rathercharacterised as 'bank
disintermediation’, does not necessarily imply ttnetre is an overall decrease in

financial intermediation.

Over the last three decades or so, there has beecliae in the share of bank
deposits in global finance with a correspondingease in that of debt and equity.
This has taken place due to deregulation of thenfiral markets in both developed
and developing nations. Deregulation was also Msib Indian Financial Market
since the 1980s due to development of capital maakewell as initiative from
government towards tax concession policy and peionsto Public sector
undertakings to accept deposit. However, the botatowards establishment of
non-banking financial intermediaries was taken safter independence with a
motive to serve the financing needs of industrie®oe hand and also the needs of
small and scattered investors on the other. Wiihrdlisation of economy (since
1992-93), country’s financial structure is itselidergoing a process of widening
and diversification(Bandhopadhyay, 1992 apital is moving freely and, good
credit worthy borrowers are trapping cheap soufdaance from domestic as well
as international market. This also provides thesaarers with benefits of product
innovation, increased competition and price reducti Therefore, this chapter
focuses on the impact of the development of alteradinancial institutions and
also the development of equity and debt marketerfed to as capital market) on
commercial banks’ deposit taking and loan disburBaictions. The basic
assumption here is that if these alternative fir@nastitutions and also capital
market are well developed to influence the decisafninvestors as well as
borrowers to attract towards them, then this caoive a cause for reduction in the
banks’ traditional role of accepting deposits freorplus sector of economy and
channelising them to the deficit sectors in themfasf loan. This is termed as
“banking disintermediation”- meaning a significdonss of intermediary role by

commercial banking industry.
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4.1.1.Concepts

In addition to the bank deposits, there are otlwantial institutions that also
accept deposits in economy; but they may not béegesubstitutes for bank
deposits. Hence, the under-mentioned instituti@&also been considered as they
mobilise deposits in Indian economy and so can fineca source of commercial

banking disintermediation.

a) Cooperative Banks’ Cooperative banks perform all the main banking
functions from deposit mobilisation to supply oédit that is similar to commercial
banks. But the range of services offered is narroavel the degree of product
differentiation in each main type of service is mmuless as compared to
commercial banks. They are characterised by funatiepecialisation business
only in the agricultural and rural sector. Howeveertain types of cooperative
banks, viz., UCBs, SCBs and CCBs operate in sebaryrurban and metropolitan
areas also resulting in growth of urban and noieatjural business over the years.
It is also said that the cooperative banks haveotstnated a shift from rural to

urban, while commercial banks from urban to rural.

b) Small savings:Different schemes of small savings are run by th&t pffices
in India who mobilise deposits from vast and scattesmall savers from both rural
and urban areas. Their instruments include depdbitsh savings and term
deposits), savings certificates and also provifiemds. Their function is similar to
banks when it comes to mobilisation of depositse Tmall savings organisation
mobilise the largest volume of savings next to caruial banks. This is because
of the important characteristics attached with tmede of savings. A few to

mention here are:

i. Good substitutes for other investment media, sutbank deposits from the

point of maturity, liquidity and safety.

il. Post-office Savings are as liquid as bank depaaitd, can be withdrawn with

no restrictions on the number of withdrawals.

iii. Finally, for tax payers, small savings carry exaetltax benefits.

7 Cooperative banks have been treated as non-banking institute as the term bank has been used to
strictly mean commercial banks
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c) Insurance: Insurance companies are financial intermediarie webllect
premiums for policies taken up by investors agawtsth they offer protection and
also provide means for accumulating savings anchredlesing them to other
sectors. They are contractual saving agencies etwive a steady inflow of funds
in the form of premiums mostly without fail. The jmapart of insurance business
is life insurance, whose premium is also considaedavings and at the same time
carry excellent tax benefit for tax payers. Genaralirance policies, on the other
hand, are not financial claims as their essendfascollective pooling of risks
happening from fortuitous occurrences. Also, gdnengurance policies, in
comparison to life insurance policies, do not mebilsavings, but they collect

funds from the premiums paf{&amuel, 2003).

d) Mutual Funds: A mutual fund is a pure intermediary which perforanbasic
function of buying or selling securities on behaflits unit holders, which the latter
may not be able to perform efficiently and profitabThe functions of mutual
funds are similar to those other financial interragds. However, its special ability
is that it provides investors of small and moderagans the opportunity to realize
high and secure rate of return on their savingst ttusts enable a small investor to
hold a share in large and diversified portfolioassets which reduces the risks of
investment. Similarly, it makes possible for smialvestors to have benefit of
professional management of portfolio which in theips them to earn a relatively

higher rate of return.

e) Capital market: The institution of capital market consisting obtand equity
segment is the most important source of disinteratieth in any economy where
banks have seen a reduction in their intermede/due to the impact of financial
disintermediation. While the term ‘equity’ has baesed here to represent issue of
equity shares, preference shares and also cunailatiwertible preference shares
(CCPs); the term ‘debt’ represents bonds and cowialepapers issued by
companies plus bonds issued by Public Sector Ualdags (PSUs) through public
issues. The instruments of equity and debt are temg source of finance, only
exception being commercial papers which are skeonttsource and issued to

finance current transactions and seasonal needs.

These instruments serve as a means of disintertmedias they bring the

borrowers and investors in direct contact with eattter. It is generally argued that
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capital market facilitates the process of disintdmation by establishing a direct
relationship between the savers and users of f(pds, 1992).According to the
concept of financial disintermediation, wheneves tompanies are raising funds
directly from market, they are in direct contacthwihe investors and bypass the
intermediary institutions, also referred to as siésation. But financial
intermediary here means the commercial banks, andapital market is also a

source of banking disintermediation.

f) All India Financial Institutions : The term AlFIs comprise of the development
banks, specialised financial institutions and itwvest institutions at the national
level and the state industrial development corpamat and state financial
corporations at the state level. These institutagehbeen set up to provide
assistance to the industrial houses and other éssiastablishments in different
forms like consultancy, technical and financial gonp; where the latter consists of
assistance in the form of underwriting and subsompof issues, leasing, hire
purchase assistance, etc., but the most promineati term loan provided to
industrial houses and is approximately 50 percéne total assistance disbursed
by them (both long and short term). But it is tlgeife of total assistance disbursed

by these institutes that has been considered here.

4.2. Fund mobilisation through Institutions and Markets

As mentioned beforehand that in addition to commeéteanks, there are certain
other financial institutions and also instrumentsfinancial market that mobilise
savings in an economy. Hence, before making anyysisawith respect to the

impact of these alternative savings institutionsdeposits of commercial banks, it
is here necessary to see whether there is any lgrowany of these mode of
savings (together with the net annual deposits witinmercial banks). The table
below followed by the three graphs give a brieflinat of the growth and

development of alternative savings mode in Indiaariemy.

According to the Table 4.1; commercial bank depasithe most important source
of savings that has increased in a constant marwleereas contribution of
cooperatives in terms of deposit mobilisation hasmained meagre, lesser than

even one percent of GDP thus bringing out theifféoéiveness. But when
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represented as a percent of GDP, it is found thanhg the years 1990-91 and

1995-96 there was a minor decline in the figureahmercial bank deposits (4.97

and 4.33 percent) with a simultaneous increasedrket mobilisation. However,

the same has picked up during the period after, thas revealing an increased

interest of savers towards bank deposits duringtinent period.

Table: 4.1-Savings mobilisation through institutiors and market

Data Source: Varied sources

8
For sources of data refer end note
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Year — — — — [qV} [qV}
1.Commercial (Rs. Cr) 6,229 13,16( 25,58 46,960 1,49,274308,851
Bank Deposits | (% to GDP)| 4.70 5.17 4.97 4.33 7.75 12.58
2_Cooperative (RS. CI’) 1,018 1,713 3,341 9,391 15,346 15,562
Bank Deposits | (% to GDP)| 0.77 0.67 0.65 0.87 0.80 0.48
(Rs. Cr) 52 892 7,508 -5,838 11,135 52,482
3.Mutual Funds| (% to GDP)| 0.04 0.35 1.46 -0.54 0.58 1.6]
) (Rs. Cr) 1,266 4,412 8,545 10,391 37,577 69,879
4.Small Savingg
Schemes (% to GDP)| 0.96 1.73 1.66 0.96 1.95 2.15
. (Rs. Cr) 888 1,609 4,777 12,094 34,808 1,05,872
5.Life insurance
premium (% to GDP)| 0.67 0.63 0.93 1.12 1.81 3.264
6.Total Non-
banking (Rs. Cr) 3,224 8,626 24,17 26,043 98,956 2,43(794
institutional
(2+3+445) (% to GDP)| 2.43 3.39 4.6 2.40 5.14 7.50
7 Equity market (Rs. Cr) 170 899 1,286 14,830 3,368 27,372
Investment (% to GDP)| 0.13 0.35 0.25 1.37 0.17 0.84
8. Debt market (Rs. Cr) 139 1,199 8,609 21,702 93,0p4 1,14)047
investment (% to GDP)| 0.11 0.47 1.67 2.00 4.83 3.5]
9 Total market (Rs. Cr) 310 2,099 9,895 36,532 96,4p2 1,41)419
(7+8) (% to GDP)| 0.23 0.82 1.92 3.37 5.01 4.35
10.Total |
mobilisation (Rs. Cr) 3,534 10,724 34,066 62,575 1,95,832335,213
(6+9) (% to GDP)| 2.67 4.22 6.61 5.78 10.11 11.85
11.Overall
mobilisation (Rs. Cr) 9,763 23,884 59,648 1,09,533,44,651 7,94,064
(including
banks) (10+1) (% to GDP) 7.37 9.39 11.58 10.11 17.90 24.43
12.Non-banking
institutional (as % to
mobilisation total 33.02 36.11 40.52 23.78 28.71 30.70
13.Market mobilisation)
mobilisation 3.17 8.79 16.59 33.35 27.98 17.81



On the other hand, it is also interesting to nb& although deposit taking capacity
of different non-bank intermediary institutions hasproved, but none have
developedo an extent so as to influence the savings of ceram banks neither
individually nor jointly; rather their share to GDRs remained less in comparison
to commercial banks which again strengthens thietifieat savers have shown more

of interest in bank deposits as compared to others.

The capital market, that was growing since 1980s tduthe growth of both debt
and equity instruments that also include the nesvianovative instruments such as
commercial papers, has declined during the cumpbase, mainly after the year
1995. Equity market, on the other hand, has notvehany credible growth during
the overall period of study. Rather, this overalbwth in capital market has
declined during the current year and the reasonfispurse, a decline in money

raised through both debt and equity instruments.

Graph: 4.1- Growth of savings means in economy (Oval)
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Graph: 4.2-Growth of savings means in econon{fre-liberalisation)
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Graph: 4.3-Growth of savings means in economfPost-liberalisation)
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Linear growth rate of savings presented in the gy graphs reveal that the
growth rate of net deposits with commercial banks hemained almost similar
during both pre and post-liberalisation phases, Batan average, the quantum of
deposit is much higher during post-liberalisatiencampared to pre-liberalisation
phase (Table 4.2). The other two institutional d&yso i.e., small savings and
insurance have shown high improvement in termshefr tgrowth during post-

liberalisation and are above the figure of ovepaltiod growth in contrast to pre-
liberalisation phase. Small savings deposits caulintain a level of growth

similar to commercial banks for the entire peribdf in post-liberalisation phase,
its growth is more than that of the commercial Izrkis shows a clear preference
towards safe instruments with low return. In othwards, this also indicates less
risk appetite of the Indian households. Despiteetinghoria of the capital market in
recent years, investors are not attracted in & latgnber. This non-response to risk
taking can be explained through a lack of informratat the hand of the investors,
asymmetry of information between large and smalkestors and may be poor
financial knowledge. A decline is also visible etgrowth rate, for the sum total
of deposits intake by all non-commercial bankingtitations from pre to post-

liberalisation which can be linked with a drop hetgrowth of savings with co-

operative banks and mutual funds. Without consigdethe negative figures, the

growth rate$calculated for them are as follows:-

? Linear growth rate could not be represented in graphs due to presence of negative figures during
post-liberalisation.
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Cooperative bank deposits:

Overall = 14.86, pre-liberalisation = 12.69, pabetalisation = 6.85
Mutual funds savings:

Overall = 20.87, pre-liberalisation = 45.68, pabetalisation = 8.90.

Table: 4.2- Variations across the saving channels

Period
Saving Chan Overall Pre-liberalisation  Pistrhlisation
Mean
1 Commercial (Rs.Cr) 79,895.77 18,216.38 1,41,575.15
Bank deposits CcVv 1.16 0.61 0.69
Mean
2. Cooperative (Rs.Cr) 9,333.92 2,420.92 16,246.92
Bank deposits CcVv 1.00 0.62 0.54
Mean
(Rs.Cr) 8,506.70 3,743.80 13,269.61
3. Mutual Funds Ccv 1.60 1.20 1.34
Mean
(Rs.Cr) 20024.35 4151.54 35897.15
4. Small Savings CV 1.16 0.61 0.67
Mean
5 Life insurancd (Rs.Cr) 20,584.04 2,776.00 38,392.08
Premium Ccv 1.36 0.74 0.80
6. 'tl)'otelt(l non- Mean
inasr:itutional (Rs.Cr) 58,449.02 13,092.26 1,03,805.77
mobilisation
(2+3+445) CV 1.12 0.70 0.64
Mean
7. Equity marke (Rs.Cr) 6,226.23 1,831.53 10,620.92
mobilisation Ccv 1.31 1.64 0.88
Mean
8 Debt marke (Rs.Cr) 34,103.21 3,990.60 64,215.82
mobilisation Ccv 1.16 1.01 0.56
9. Total market Mean
mobilisation (Rs.Cr) 40,329.43 5,822.12 74,836.75
(7+8) CcVv 1.10 1.12 0.51
10. Total Mean
(6+9) Ccv 1.10 0.82 0.58

Data source: varied sources

The rate of growth for capital market decreased tive period from pre to post-
liberalisation illuminating a decrease in investopseference towards market
investment during the post-liberalisation. The raié growth during pre-
liberalisation phase was more than that of the alvgrowth. But the same has

declined in post-liberalisation phase because d&bas& in fund mobilisation
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through public issues that has happened since ittt @90s that is from 1995-96
onwards(EPW, 2001)

There is an indication that growth rate of aggregatstitution and market
mobilisation has declined during the post-libestl®n phase, along with a decline
in the net deposit mobilisation by commercial bari{ss is also an indication that
a portion of savings is going to certain other @exthat has not been represented

here (like deposit with NBFCs, savings in phys&sdets, etc).

While mobilisation through all instruments indivally and in aggregate have
improved from pre to post-liberalisation phase (€ah2) i.e. almost 9 fold for the
aggregate figures, the coefficient of variation atérg consistency with respect to
mobilisation by individual institutions and markeétstruments is not very
comprehensible. The mobilisation through mutuabfisimost inconsistent during
both the phases. But the aggregate figures showthibee is more consistency in
mobilisation of funds by various instruments durthg post-liberalisation phase as

compared to pre-liberalisation.
4.3. Fund disbursal by Institutions and Markets

Like fund mobilisation, institutions-both bankingcanon-banking- are engaged in
disbursing funds to the deficit sectors. Apart frmstitutions; borrowers also raise

money from the capital market through equity aniok destruments.

Akin to bank deposit, credit by commercial banks maproved over the years in
terms of both aggregate figures and as percentiB @specially after the year
1995-96 which has happened due to the fact thardftem process has led to
decline in the rates of CRR and SLR to a combinadeat level of almost 30
percent, thereby increasing the proportion of resesl available for lending
towards non-governmental sectors. Though, the aoedbrcredit by cooperative
sector and assistance by All India Financial Ing$ (AIFIs) was more than the
commercial banks, but that did not make any redsleriempact over the growth of
commercial bank credit. In fact, the share of coaipees has decreased during the
current years with a corresponding increase in ghare of commercial banks
including RRBs. Some of the reasons are the rbrahch expansion by
commercial banks including those of RRBs and géniilure of cooperative
banking in India in recent years. Whereas in cds@lBls, this decline can be
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linked with blurring of gap between them and thenotercial banks on one hand,

and the conversion of two of the important DFIsoinmiversal banks (a term

similar to commercial banks) after merger on theegtwhereupon the ICICI bank
(after merger) forms the third largest b&hk India after SBI and PNB.

Table: 4.3- Funds disbursed through Institutios and Markets

Year 5 | 2 3 g = g
o O o oy o o)
[ee] (o] (o] (o)) o o
(o)} (o] (o] (o] o o
— — — — [qV} [qV}
1. Bank credit
(Rs. Crore) | 3,834 7,114 14,848 42,455 75,476  4,06,649
(% to GDP) | 2.89 2.80 2.88 3.92 3.92 12.51
2.Creditby
cooperative (Rs. Cr) 261 1,593 2,106 10,317 13,672 13,182
(% to GDP)| 0.20 0.63 0.41 0.95 0.71 0.41
3.Assistance
by AlFls (Rs. Cr) 1,848 4,940 12,810 38,650 75,364 38,656
(% to GDP)| 1.39 1.94 2.49 3.57 3.91 1.19
4.Total non-
_ banking (Rs.Cr) | 2,109 6,533 | 14,916 48,967 89,035 51,838
institutional
credit
(2+3) (% to GDP)| 159 257 2.90 4.52 4.67 1.59
5.Equity market  (Rs. Cr) 170 899 1,286 14,830 3,368 27,3[72
(% to GDP)| 0.13 0.35 0.25 1.37 0.17 0.84
6.Debtmarketl oo o | 139| 1100| 8604 21700 93,054 1,14047
(% to GDP)| 0.11 0.47 1.67 2.00 4.83 3.51
7. Total market
mobilisation (Rs. Cr) 310 2,099 9,895 36,53P 96,422 1,41419
(5+6)
(% to GDP)| 0.23 0.82 1.92 3.37 5.01 4.35
8.Total non-
banking and (Rs.Cr) | 2,419 8632 | 24811 85499 1,854581,93,257
market
mobilisation
(4+7) (% to GDP)| 1.83 3.39 4.82 7.89 9.63 5.94
9.O0verall
Mobilisation i
(including (Rs. Cr) 6,253 15,746 39,659 1,27,9542,60,934| 5,99,906
banks
(8+1)) (% to GDP)| 4.72|  6.19 7.70 11.81 13.56 18.45
10.Non-banking (as % to tota
credit mobilisation)| 33.73| 41.49 37.61 38.27 34.12 8.64
11.Market (as % to total
mobilisation | mobilisation)| 4.95 13.33 24.95 28.55 36.91 23.57

Data source: Varied sources

1% Based on data from statistical tables relating to banks in India, RBI
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As has been already highlighted, both the instruseh capital market i.e., debt and
equity have grown over the years during 1980s,ltiagun enhancement of the value
of overall capital market both in figure and as excent to GDP. A comparison
between the two instruments (debt and equity) shdwet debt market is the
contributing factor for overall growth in market bilisation. But, during the recent
years, resource raised by corporate sector thrtwoagin the instruments has declined
both in figure and as a percent to GDP whereas aial banks have gained their
share by disbursing more credit. So, to concludenfthis table, it is the commercial
banks that are presently dominating the credit etaBesides the other credit granting
institutes and market instruments, those acting sabstitute for credit either
individually or in aggregate way have not grown w@gio to challenge the credit
disbursal capability of commercial banks, and tisfiare that was increasing since

1985-86 have declined during the current period.

Graph: 4.4-Growth of financing sources ireconomy (Overall)
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Graph: 4.5- Growth of financing sources in emnomy (Pre-liberalisation)
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Graph: 4.6- Growth of financing sources in economyPost-liberalisation)

20.00 -+ 17.61
% 15.00 < 13.72
S 10.00 - 8.09
=
o
'G] 5.00

0.00 + —_ — T — T — —— T — T — T —

& © 2 > o o & o
-2.00 - 'gp} \}4@ ’§5" _\oﬂ\’b %;\0 fb“‘)o é}o 6&9
< -4 s & o oS &
Sl & & & 3 ¥ S
3 SR & & F $ S
& ° s S < & & 33
A & 5% & & & &
N hs e X & & P
> 2 & D > S
o b <& <& & ~
NS P ) = & &
A & Q <9
&8
~ Sources of finance

Data source: varied sources

Table: 4.4 - Means and variations across the creddhannels

Peripd Pre- Post-
Credit Overall liberalisation liberalisation
Bank credit Mean
(Rs. Cr) 57,136.15 10,034.23 1,04,238.08
CcVv 1.59 0.64 1.07
Credit by Mean
cooperative (Rs. Cr) 7,119.81 2,156.77 12,082.84
CcVv 0.91 0.61 0.48
Assistance Mean
disbursed (Rs. Cr) 25,919.73 7,746.60 44,092.86
by AlFIs
CcVv 0.87 0.82 0.39
Total non-
banking Mean
L (Rs. Cr) 33,039.54 9,903.37 56,175.71
institutional
credit
CcVv 0.86 0.74 0.39
Equity Mean
market (Rs. Cr) 6,226.23 1,831.53 10,620.97
Investment
CcVv 1.31 1.64 0.88
Debt marke Mean
investment (Rs. Cr) 34,103.21 3,990.60 64,215.82
Ccv 1.16 1.01 0.56
Total Mean
market (Rs. Cr) 40,329.43 5,822.12 74,836.7%
mobilisation
CVv 1.10 1.12 0.51
Total non- Mean
banking and (Rs. Cr) 73,368.97 15,725.49 1,31,012.45
market
mobilisation cv 0.92 0.88 0.34

Data source: varied sources
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The growth rate of credit by commercial banks twas 12.96 percent during the
pre-liberalisation phase has improved during thst{iberalisation phase (22.06
percent) and is more than the overall rate of ¢nail6.40 percent), thus implying
that there has been an improvement in the credibgifacility during the post-

liberalisation phaserlhis can be linked to the policy of central bankéduce the

amount of reserves required by commercial banks dllimately has resulted into
more funds available at the disbursal of commeigzadks, thus allowing them to
expand their credit portfolidVhereas the rate of growth for credit by non-bagkin
institutes, comprising of loan by cooperatives asdistance by AlFIs, in both
individual as well as in aggregate way was more ttheat of commercial banks
during the pre-liberalisation phase. But both afnthhave come down during the
post-liberalisation phase, thus implying a lesseoant of preference by borrowers

to use other sources of fund.

In capital market segment, the Graphs 4.4, 4. 5a@deveal that the overall rate of
growth for both in aggregate as well as in indigdterms have been more than
that of the growth of credit by commercial bankewever, when a comparison is
made between the two phases, the result is alteigeifferent with a drastic fall
visible in the rate of growth in the second phase, from 35.70 percent to 13.72
percent for the total capital market. The drastit i mainly attributed to the lack
of confidence of fund raisers in the capital marldlee to several scams, more
particularly in the equity market. All this haveialately led to a reduction in the
total growth of institutional and market mobilisati in contrast to that of

commercial banks that has rather improved in the-fdoeralisation phase.

The amount of credit granted by commercial banks)-lmanking institutions as
well as mobilisation through capital market-all baucreased on an average from
pre to post-liberalisation phase (Table 4.4). Barddit is almost 44 percent of the
total credit disbursed in post-liberalisation phagech was around 40 percent in
the previous phase. However, the figures for CViastitat there is more variation
(less homogeneity) in credit disbursal by commértianks during the post-
liberalisation; that is happening due to suddemeiase in the capacity of credit
disbursal by them. Whereas in case of credit bgrotlon-banking institutions and
mobilisation through market instruments, there isren homogeneity in the

disbursal of fund during post-liberalisation phasecompared to pre-liberalisation.
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4.4. Trend of Institutional deposit and credit disntermediation

After analysing the growth of alternative meansa¥ings mobilisation and credit
disbursal in the economy, it is hereby importanimake an analysis of their trend
with respect to time. For this purpose, trend asialys made for measuring any
change in the intermediary role with regard to bdegosits and bank credit. The
indices given hereby are with regard to the inteliaxy role of commercial banks
and that by non-banking institutions with regardbth deposit taking and credit
disbursal.

Bank deposit intermediation index (BDhgey = Net annual deposit with

commercial banks / Total deposit with all internaggliinstitutions

Non bank deposit intermediation index (NBRky = Net annual deposit with non
banking financial intermediaries / Total deposithwall intermediary institutions,
i.e., otherwise 1- BDhgex

Bank credit intermediation index (BGlsex = Net annual credit by commercial

banks / Total credit by all intermediary institutgo

Non bank credit intermediation index (NBGkey = Net annual credit by non
banking financial intermediaries / Total credit &Yy intermediary institutions, i.e.,

otherwise 1- BClhgex

The basic philosophy adopted here is ‘disinterntexhia means a loss of
intermediation’. There can be various explanatibke the rate of interest, the
degree of risk associated or the amount of liquiditd so forth; that form the
background towards making decision to choose thdenma investment. But the
conclusion point is a decision whether to parkgheings in bank or select a non-
bank institution which may vary from time to timéhe same argument is also
applicable in case of credit. Hence, a drop inki#weks intermediation indices (both
deposit and credit) in relation to time with a danincrease in the index figures of
non-banking institutions, or otherwise, a negasiape in trend can be considered
as bank disintermediation through institutionalmat All the indices have 1980-81

as the base year.
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Graph: 4.7 — Deposit intermediation index
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Graph: 4.8 — Credit intermediation index
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Graphical representations depicted above for these indices do not give any
precise indication with regard to the nature ofrth@ovement. Hence, econometric
techniques have been applied to analyse each dbtheratios mentioned above
and for each of them, two alternative specificagibave been applied.

Equations to identify the trend are given as foBow

Quadratic: Y = a+bt+ét

Cubic: Y = a+bt+ct+ df

Where ‘Y’ is the dependent variable representinghes the above mentioned four
indices, and ‘t’, is the time in years. It is aligoportant to mention here that the

same equation have been applied to look into #eds during both the pre and
post- liberalisation phases.
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Table: 4.5 -Trend of BDI |ngex

Phase Overall Pre-liberalisation Post-liberaligatio
Trend Quadratig Cubic Quadratic Cubic Quadrelatic iCub
a 97.86 100.07 99.96 94.86 96.92 80.55
(23.80) (16.70) (19.99) (11.99) (13.35) (8.41)
b -1.08 -1.98 -1.52 2.18 -2.44 9.44
(-1.54) (-1.05) (-0.93) (0.46) (-1.02) (1.66)
c 0.02 0.11 0.02 -0.61 0.13 -1.91
(1.04) (0.67) (0.22) (-0.80) (0.80) (-2.06)
0.00 0.00 0.09
D (-0.52) (0.84) (2.23)
R? 0.21 0.22 0.49 0.53 0.15 0.45
7 0.14 0.11 0.39 0.37 -0.02 0.27
F 3.00 2.02 4.87 3.38 0.89 2.48
DW 1.87 1.90 2.21 2.44 2.22 2.92

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level

Table: 4.6-Trend of NBDI ndex

Phase Overall Pre-liberalisation Post-liberalisatio
Trend Quadratia Cubic Quadratic Cubic QuadreLtic iCul
a 104.14 99.86 100.06 109.91 105.96 137.56

(13.11) (8.63) (10.36) (7.19) (7.56) (7.44)
b 2.08 3.82 2.95 -4.21 4.71 -18.23
(1.54) (1.05) (0.93) (-0.46) (1.02) (-1.66)
c -0.05 -0.21 -0.05 1.18 -0.26 3.70
(-1.04) (-0.67) (-0.22) (0.80) (-0.80) (2.06)
d 0.00 0.06 -0.19
(0.52) (-0.84) (-2.23)
2 0.21 0.22 0.49 0.53 0.15 0.45
7 0.14 0.11 0.39 0.37 -0.02 0.27
3.00 2.03 4.87 3.39 0.89 2.48
DW 1.87 1.90 2.21 2.44 2.22 2.92

Note: Each slope is followed by its t-value in tketc out of which highlighted

ones represent significant at 5 % level

With respect to trends of deposit mobilisation bgnks and non-banking

institutions, the tables above (Tables 4.5 & 4.6)ndt show any clear shift from

banks to non-banking institution, or else it mayshé that there is no clear trend

of movement towards intermediation or even dismtdiation either for the

overall period of study or during the pre and pdsgralisation phases.

The t-

values of each of the coefficients in all the etpret are insignificant and also the

#° values show very poor explanatory power of the reode
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Table: 4.7 -Trend of BCl |ngex

Phase Overall Pre-liberalisatior] Post-liberalisatig
Trend Quadratic Cubic Quadratiq Cubic Quadratic i€Cub
a 118.11 86.93 95.71 95.33 67.90 64.63
(11.57) (7.40) (8.41) (5.10) (4.68) (2.72)
b -9.01 3.66 -1.78 -1.51 -6.17 -3.79
(-5.17) (0.99) (-0.48) (-0.14) (-1.30) (-0.27)
c 0.36 -0.79 0.03 -0.07 0.95 0.54
(5.80) (-2.51) (-0.11) (-0.04) (2.87) (0.23)
d 0.03 0.00 0.02
(3.71) (0.03) (0.18)
R® 0.62 0.76 0.39 0.39 0.83 0.83
R’ 0.58 0.73 0.27 0.18 0.80 0.78
F 18.54 23.78 3.17 1.90 25.03 15.08
DW 1.47 2.40 2.20 2.20 2.19 2.18

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level

Table: 4.8 -Trend of NBClI ngex

Phase Overall Pre-liberalisation Post-liberalisatig
Trend Quadratic Cubic Quadratiq Cubig Quadratic iCub
a 67.07 123.75 107.80 108.48 158.35 164.29

(3.61) (5.80) (5.21) (3.19) (6.01) (3.80)

b 16.39 -6.66 3.24 2.74 11.22 6.91

(5.17) (-0.99) (0.48) (0.14) (1.30) (0.27)

c -0.66 1.43 0.05 0.13 -1.72 -0.98

(-5.80) (2.51) (0.112) (0.04) (-2.87) (-0.23)

d 0.05 -0.00 -0.03

(-3.71) (-0.03) (-0.18)
R? 0.62 0.76 0.39 0.39 0.83 0.83
R’ 0.58 0.73 0.27 0.18 0.80 0.78
F 18.54 23.78 3.17 1.90 25.03 15.08
DW 1.47 2.40 2.20 2.20 2.19 2.18

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level

In contrary to deposit acceptance, a trend of tismediation is visible in case of
credit disbursal by commercial banks (slope = -pWith respect to non-banking
institutional credit disbursal. This can be saidetast on the basis of quadratic
trend whereas cubic trend analysis does not briigaoy significant result (Tables
4.7 & 4.8). But when further divided into pre anospliberalisation, the relation is
not a significant one as there is no trend of tksmediation visible.

Hence, from the above analysis one can concludetiibee is no clear shift from
commercial banks to other intermediary institutiomsen it comes to deposits

mobilisation, or else, no clear indication for badisintermediation because of
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deposit mobilisation by alternative institutionsh&veas in case of credit disbursal
by commercial banks, a small shift is visible iremll period of study. But when

further divided into two phases, no trend is visibl
4.5.Capital market disintermediation

Basically the term disintermediation has been ueadean a situation where there
is no intermediary institution between the borrasvand lenders and both are in
direct contact with each other for funds mobilisati Now a days, there is a
tendency by the large corporations to access Hiréatraise funds rather than

depending on an intermediary institute for the safés has led to development of
capital market allowing corporate houses to bypatsmediary institutions. In

India also (as mentioned above), the capital magketn boost due to relaxation in
government norms for the access of the same. Harsaparate analysis is required
to see whether there is any disintermediation eftéccapital market both on

commercial banks as well as on financial institegiavith respect to their deposit

taking and credit disbursal.

The basic approach adopted here is similar toith#fte previous section. There
can be various possible explanations like the ohtenterest, the degree of risk
associated or the amount of liquidity and so fortiat form the background
towards making decision to choose the mode of invest; but here the decision
point is cheap availability of funds for corpordteuses. The hypothesis ‘Capital
market growth is a significant disintermediatiorrigble for banking in India’ is
being tested in this sectioRor this purpose four indices are developed asminde

mentioned:

Bank disintermediation (deposit) index (BDRey = Net annual deposit with

commercial banks / Total annual capital market fdtion

Financial disintermediation (deposit) index (FIg,) = Net annual deposit with

all financial intermediaries / Total annual capitedrket mobilisation

Bank disintermediation (loan) index (BLRyey = Net annual loan by commercial

banks / Total annual capital market mobilisation
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Financial disintermediation (loan) index (FLR4y = Net annual loan by all

financial intermediaries / Total annual capital kermobilisation

Banking disintermediation indices are to analyse tmpact of capital market
disintermediation on banks deposit and loan wheriaancial disintermediation
indices are to measure the impact on all finanaistitutions (both bank and non-
banking institutions)The graphs given below show the movement of allfdue
indices from 1980-81 till 2005-06 and portray tttare has been a sharp fall in the
all the index figures. It is found that till 1990-®ach of the indices have fallen
sharply followed by negligible negative slope tladter. The related figures are
presented in the Table 4.9:

Table: 4.9 — Shift in disintermediation indices

Year BDD index FDD indey BLD indes FLD index
1980-81 100 100 100 100
1985-86 31.18 34.01 27.38 33.89
1990-91 12.85 16.47 12.12 15.68
1995-96 6.39 6.55 9.39 13.04
2000-01 7.70 8.43 6.32 8.89
2005-06 14.37 15.12 23.23 16.90

Data source: Varied sources

As may be seen above that there has been a shelped® deposits taken and
credit disbursal by commercial banks as a propotibocapital market mobilisation
during the pre-liberalisation phase. This shargidedill 1990-91 can be attributed
to the increased investor preference in capitalketamostly debt market. This
happened as a result of the growth in corporatel Inearket that also includes PSU
bonds introduced since the year 1985-86. Duringptis-liberalisation phase, there
have been a large number of additions of new dedttuments and increasing use
of private placement channels of resource mobitisatBut there is no fall in the
index figures during this phase which, on one hantplies lack of investors
preference towards capital market investment, vagren the other hand, this
means that even companies have preferred goirgafdc finance instead of capital

market in order to meet their requirements.
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Graph: 4.9 — Deposit Disintermediation Index
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Graph: 4.10 — Loan Disintermediation Index
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Similar to the previous section, a trend analysis heen applied here for all the

four indices

loan) in relation to time, or otherwise, a negatsl@pe in trend can be considered

framed. A fall in the disintermediationdex (for both deposit and

as bank disintermediation. Similar is the casdif@ncial disintermediation.

Table: 4.10 —Trend of BDDngex

Phase Overall Pre-liberalisation Post-liberalisatig
Trend Quadratic Cubic Quadratiq Cubig Quadratic iCul
a 87.49 104.42 104.56 108.91 10.01 5.53

(15.19) (15.41) (10.19) (6.50) (3.98) (1.52)
b -9.43 -16.32 -15.63 -18.79 -0.61 2.63
(-9.60) (-7.66) (-4.64) (-1.88) (-0.74) (1.21)
c 0.26 0.88 0.65 1.19 0.06 -0.50
(7.43) (4.89) (2.78) (0.74) (0.98) (-1.42)
d -0.02 -0.03 0.03
(-3.49) (-0.34) (1.60)
R? 0.87 0.92 0.89 0.89 0.15 0.34
F 0.86 0.90 0.86 0.85 -0.02 0.12
F 76.76 80.07 38.89 23.67 0.89 1.54
DW 1.34 1.91 1.96 1.92 2.32 2.60

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level
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Table: 4.11 —Trend of FDDjngex

Phase Overall Pre-liberalisation Post-liberaligatid
Trend Quadratic Cubic Quadrati Cubic Quadratic i€Cub
a 90.79 106.61 106.36 109.38 10.31 7.31
(15.73) (15.17) (9.86) (6.19) (4.23) (1.93)
b -9.61 -16.04 -15.25 -17.44 -0.40 1.78
(-9.76) (-7.25) (-4.30) (-1.66) (-0.50) (0.79)
0.27 0.85 0.62 0.99 0.05 -0.33
C (7.52) (4.52) (2.52) (0.58) (0.83) (-0.89)
d -0.01 -0.02 0.02
(-3.14) (-0.22) (1.03)
R? 0.87 0.91 0.88 0.88 0.20 0.29
7 0.86 0.90 0.85 0.84 0.04 0.05
F 80.29 77.45 35.42 21.39 1.28 1.21
DW 1.42 1.93 1.94 1.92 251 2.62

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level

From the Tables 4.10 and 4.11 above, it is evidbat the trend lines (both
guadratic and cubic trends) accurately representitbvement of index points (see
R?): and hence, it may be said that the model derfeedhe overall period of

twenty six years are statistically significant an€bee Durbin-Watson value lying
between du and 4 — du is significant at 1 percigmifscance level; hence there is
no evidence for the first order serial correlatiorboth the positive and negative
ways. But their respective negative slope with ificgmt T- values shows that there
has been a decline in the deposit disintermediatidex which is evident from the

equations given below:

Bank disintermediation (deposit) index- overall
Quadratic: Y = 87.49 - 9.43t + 0.26t
Cubic: Y = 104.42 - 16.32t + 0.88t0.02¢

Financial disintermediation (deposit) index - oWlera
Quadratic: Y = 90.79 — 9.61t + 0.37t
Cubic: Y =106.61 — 16.04t + 0.85t0.01¢f

But when divided into two phases of pre and pdsrhlisation, the equation for
the former for both the trends show that therelbesen a significant decline in the
index valuesand the models are also significant (see F-valigad)the individual

t-values of slope are significant at 5 percentllevdy under quadratic trend, which

reveals disintermediation both for net annual bdegosit and net annual financial
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institutional deposit in relation to time. But fibre post-liberalisation phase, there is
no clear conclusive evidence for disintermediateitmer for bank deposit or for
deposit with financial intermediaries irrespectiviethe fact that the slope is still
negative in case of quadratic trend, but thatsgymficant (see t-value). This trend
of disintermediation during the pre-liberalisatiphase can be attributed to the
financial transformation that took place during if880s where several new capital
market instruments were introduced by the governnmearder to induce investors
towards capital market investment. In equity madegment, the introduction of
Cumulative Convertible Preference Shares, WarramisEmployees Stock Option
Scheme are prominent. In addition, the corporateosevas also allowed to accept
deposits from public. Yet another significant deyshent in the Indian capital
market was the emergence and growth of privateepteat marketSimilarly, the
bond market was opened to PSUs for raising fundlé.these measures led to a
phenomenal progress in quantitative terms of nurobésue and amount as well
as in qualitative and structural terms by way ofakelshment of specialised
institutions and introduction of innovative instrans to attract more investors
Capital raised by non-government companies throeghity shares, preference
shares and debentures increased substantially.fdlfosved a marked rise in the
amount of capital raised through debentures thatedargely on account of certain
favourable changes in the guidelines for debenssee. Although the proportion
of bank deposits to capital market mobilisation w&k higher, but the same came
down from 20.11 times in 1980-81 to around 1.70e8nm 1992-93Similarly the
proportion of deposits with all financial intermades to capital market
mobilisation that was as high as 30.52 times in0188 came down to 3.01 times in
1992-93.These changes are reflected through their indexdgypresented in Table
4.9. An increase in the amount of mobilisation tlgio capital market was due to
the fact that as a policy of financial sector lddesation, companies were given free
hand to price their security issues; but mis-mamesgg in stock market as reflected
through several scams (Harshad Mehta scam, M SsSdean and Ketan Parikh
scam etc.) has led to investor’s loss of funds emfidence in market thereby
reducing the amount of funds mobilised through tedpnarket. In the current
period after 2000, there is also a growing depagtake by the commercial banks,
thus implying that as a source of savings, comrakrdsanks could gain back

credence. One of the reasons for this was the gaétpractices adopted by
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companies for raising funds by way of creating hypehe market. They could
raise good quantity of amount from investors infthven of high premium and now

are trading at a rate lower than their face v@ilsgpayee, 2003).

Similar to deposit disintermediation index, anaybas been made for the loan
disintermediation index also for both bank as waslfor financial intermediaries as
a whole. The result has been stated in Tablesah#i24.13 where it is evident that

the trend lines (both quadratic and cubic trendshaih indices are statistically

significant.
Table: 4.12 —Trend BLD |ngex

Phase Overall Pre-liberalisation Post-liberalisation
Trend Quadratic Cubic Quadratic Cubic Quadratic Cubic
97.20 113.99 116.27 114.62 11.04 2.15

a (16.03) (15.51) (11.19) (6.72) (3.15) (0.51)
-11.29 -18.12 -18.32 -17.12 -2.06 4.40

(-10.91) (-7.84) (-5.37) (-1.69) (-1.80) (1.73)

0.33 0.95 0.78 0.57 0.21 -0.90
(8.86) (4.82) (3.28) (0.35) (2.61) (-2.19)

0.01 0.01 0.05

d (-3.19) (0.13) (2.73)
R’ 0.88 0.96 0.91 0.91 0.63 0.80
g 0.87 0.92 0.89 0.88 0.56 0.73

F 85.53 83.16 50.08 30.11 8.53 11.81
DW 1.42 2.02 2.24 2.25 2.05 2.73

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level

Table: 4.13 —Trend of FLDngex

Phase Overall Pre-liberalisation Post-liberalisation
Trend Quadratic Cubic Quadratic Cubic Quadratic Cubic
103.65 125.38 125.93 122.02 13.33 3.99

a (15.22) (16.49) (11.42) (6.76) (4.34) (1.34)
-11.20 -20.04 -19.23 -16.40 -0.89 5.89

b (-9.64) (-8.38) (-5.31) (-1.53) (-0.89) (3.31)
0.31 1.11 0.81 0.32 0.07 -1.10
c (7.46) (5.47) (3.22) (0.18) (0.93) (-3.80)

d 0.02 0.02 0.05
(-3.99) (0.28) (4.07)

R’ 0.87 0.92 0.91 0.91 0.08 0.68

7 0.86 0.91 0.89 0.88 -0.10 0.57

F 77.28 90.26 49.68 30.10 0.43 6.26

DW 1.35 2.34 2.62 2.62 1.62 2.68

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level
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The Durbin-Watson value lying between du and 4 -sdsignificant at 1 percent
significance level, hence there is no evidencdHerfirst order serial correlation in
both the positive and negative ways. Their respectnegative slope with
significant t-values shows that there has been alinde in the deposit
disintermediation index which is evident from thguations given below for the

overall period:

Bank disintermediation (loan) index- overall
Quadratic: Y = 12.03 - 1.40t + 0.64t

Cubic: Y = 14.11 - 2.24t + 0.72+ 0.00¢

Financial disintermediation (loan) index - overall
Quadratic: Y = 19.89 - 2.15t + 0.66t

Cubic: Y = 24.06 - 3.85t + 0.21+ 0.00¢

Similar to deposit disintermediation index, botte tbank and financial credit
disintermediation indices have been divided int@ tphases of pre and post-
liberalisation; and the equation for pre-liberdiisa for both the trends show that
there has been a significant decline in the indaxes, and the models are also
significant (see F-values). But for the result fodividual t-values of slope is
significant at 5 percent level only under quadratrend, which reveals
disintermediation both for net annual bank creditl anet annual credit by all
financial institutional in relation to time. Theason for decline in the proportion
of bank credit to total capital market mobilisatisnthe same as that for decline in
deposit mobilisation. The introduction of new andavative instruments, such as,
PSU bonds, CCPs as well as Commercial papers orhané and a change in
government’s policy towards relaxation of norms faising capital from primary
market on the other, increased investors partigpan capital market and there
was a manifold increase in the amount of capitabitised through primary market.
But during post-liberalisation phase, there is nonatusive evidence for
disintermediation visible either for loan disburbgl commercial banks or even for
all financial institutions. This means that durithg current phase there has been a

decline in the interest of companies as borrowefsra from capital market.
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4.7. End Note:

Data source

1. Gross Domestic Savings, Commercial bank depogtgurces mobilised by
Mutual funds, Deposits with small savings schen@wedit by commercial
banks and Disbursements by AlFis---- RBI handboblstatistics in Indian
economy 2007

2. Deposits and Loan by cooperatives---- RBI reporttmd and progress of
banking in India, varied issues

3. Life insurance premium--- Samuel (2003); 2000-dL 2D05-06-- Revenue
account of all insurers; IRDA annual report, varieslies

4. Equity market mobilisation-

4. a. 1980-81 till 1989-90--- SEB1andbook of statistics on the Indian Securities

Market, 2006

4. b. 1990-91 till 1992-93--- RBI annual reportried issues

4. c. 1993-94 till 2005-06--SEBI Handbook of statistics on the Indian Securities

Market 2006

~121 ~



5. Debt market mobilisation-

5. a. 1980-81 till 1989-90--- SEBlandbook of statistics on the Indian Securities
Market 2006

5. b. 1990-91 till 1992-93--- RBI annual reportried issues

5. ¢. 1993-94 till 2005-06--SEBI Handbook of statistics on the Indian Securities
Market 2006

5. d. PSU bonds and commercial paper---- RBI haokof statistics on Indian
economy, 2007
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Chapter: 5

Impact of disintermediation
on commercial banks’ performance and profitability

5.1. Introduction

Bank performance is a function of several inputethBmicro, i.e., bank related
variables and macro variables affect the performaMariables like number of
employees, number of branches, technology, policésRBI and Gouvt.,
international and national developments are somimefexamples of such inputs
for performance. Further, the ownership and qualitgovernance also affects the
performance of banks (Berger et.al, 2005). Perdmwee is measured by several
indicators. For example, the overall business nMmf@f deposit taking and loan
disbursement can be one the important indicatorspafformance. Income,
expenditure, loan quality and profit are also ofingoortant indicators. Apart from
financial performance, social performance of baalk® counts. Coverage of rural
population, opening of no-frill accounts and retenthe assistance to Self Help
Groups (SGHs) are some of the performance indisatbhe measurement of
performance can be done either in respect of baska whole or for individual

branches

Related to performance is the efficiency of perfance, which is measured in two
ways- technical efficiency and economic efficien€he former arises when input
minimisation is possible for a given quantity oftput; whereas, the later arises
when output is maximised for a given quantity qgduh Economic efficiency on the
other hand, is a broader concept, which involvesosing optimal levels and
combinations of inputs and outputs and also playsading role among all the
determinant functions in any organisation. One lof important measures of
efficiency is the intermediation cost stated agr@nt to total assetdnother used
measure is the cost-income ratio that may be defasethe ratio of operating cost
to net total income. In addition, some of the wydased measures are non-interest

operating expenses to total assets, total expdnsassets, total expenses to total
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revenue, non-interest expenses to adjusted opgnaiuenue and staff expenses to
assets. The parameters of profitability used a@rmeon assets, return on equity,
profit per employee, etc. Similarly the parametesed to measure the relation
between efficiency and ownership are operating es@®& spread, net profit, asset

guality and capital adequacy.

Credit risk also impinges on efficiency in both piee and negative way. Credit
risk is expected to have a negative impact onieffcy when it comes to running a
firm that is risky. However, active risk-takingegpected to be rewarded by higher
expected return and could have a positive effecefficiency. There is also a
relationship between capital and efficiency. Wealpitalised banks often tend to be
better run and in turn are able to generate highefits. This enables them to
plough back a part of their earnings into cap#ald thereby improve their capital
position. Some other parameters used to measareftitiency of commercial
banks are business per employee, profit per emeJdyBA, capital adequacy, etc.
But this chapter focuses on the impact of disineghation on the performance of
the banks reflected through income and expendparameters. For this purpose
bank income is classified into two categories,,iizerest income and non-interest
income. Interest income is obtained from intereshimg assets that is mostly of
advances and loans extended. Non-interest incootedes revenue from sources
such as commissions, brokerage, exchange, sefivargeas, government fees, rent
from lockers and premises, etc. Similarly, banktsosre also classified into
categories, such as, interest cost and non-inteoss$t Interest cost is the amount
paid by way of interest on interest bearing lidi@8 (deposits) and non-interest
costs include establishment costs, and other dpgrabsts like rent and taxes,
stationary and printing charges, depreciation, taudi fee, telephone charges, etc.
The difference between the interest income andestecost is called ‘spread’ or
‘interest contribution’ whereas that between naesi@st income and non-interest
expenses is called ‘burden’ or ‘non-interest cdiion’. The combination of
spread and non-interest contribution when adjusfed provisions and

contingencies gives the net profit or loss.

The rate of interest on deposits is basically fikgadhe monetary authorities, thus
remaining outside the bank’s own control. Thougkrahe deregulation of interest

some autonomy has been given to the banks to fithem own, still indirectly
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Govt. influences the interest rate. Consequentpkb have to act according to the
administered rates of interest and cost structGimilarly, interest earned on
advances that constitutes a major portion of egmis left with little discretion of
banks. Banks are controlling the quantum of advatcesome extent as there are
statutory regulations on priority sector advanegs, Similarly, returns on statutory
holdings, like CRR and SLR, against deposit lidlei are also rigid. Thus the
interest incomes and interest costs are almosideutise bank’s control. Hence, for
effective funds management, banks have to condentra non-interest costs and
non-interest incomes. A major item of non-inteeegtenditure is the establishment
cost, whose growth needs to be containédt by an efficient staff recruitment
policy and optimal utilisation staff services. Sianly, the sources of non-interest
income such as commissions, brokerage and excheamgealso be fixed at a

reasonable rate in a systematic manner.

The measurement of profitability, in case of Indmnks, has been in terms of the
performance impacted by social responsibility daicto their basic functions; and
the same has been a point of criticism. During ljexalisation era, profit has
always been the cause of concern for Indian comaidnanks. Although bank’s
profit was found to be increasing in absolute tefrosn year to year, but their
profitability has been very much eroded due totmidiation of bank’s functioning
and loan melagKothari, 1990) In post-liberalisation phase, particularly aftee
opening of banking sector, Indian banks have shoowisiderable resilience in the
competitive environment and have remained finahcita¢althy. The co-existence
of the public sector, private sector and the fordiagnks has generated competition
in the banking sector leading to a significant ioy@ment in efficiency and
customer servicéReddy, 2007But amidst all these, an important question that
remains unanswered is whether their profit andgoerdnce has been impacted by
the growing alternative instruments of savings rhidion in market, specifically
capital market that is commonly referred to as ifdesmediation”. This chapter
tries to answer the above-mentioned question andvfoch, analysis has been
made for the various indicators of profit and perfance for Indian Commercial

Banks.
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5.1.1. Concepts

Following are the indicators used to measure théopeance and profitability of
banks. They are the basic indicators usually usethéasure the performance
comprising of both income and expenses. Income inetedes income from both
on and off-balance sheet activities. On- balanceetshepresents income from
intermediation activity; whereas off-balance shagtvity represents income from
non-intermediation activity. Similarly, expensev@deen classified as expenditure
towards interest payment and other expenses, wherrmer represents expense

made for intermediation activity.

a. Interest Income Interest income represents income from tradifiona
intermediation activity of giving loan. By retaimgrthe rate of interest as constant,
the increase in interest income represents morenam@ of deposits are being

converted into loans of different forms.

b. Interest expense Interest expense represents expenditure towaadgional
intermediation activity of accepting deposits. Bataining the interest factor as
constant, its increase represents more savingatimimnbeing converted into deposit

of different forms of savings.

c. Non-Interest Income Non-interest income represents income from other
sources other than interest on loan, such as, cesions, brokerage, exchange,
service charges, government fees, rent from lockedspremises, etc. An increase
in such income suggests that there is a shift enbidnks’ activities more towards

those falling out of their traditional intermedaati activity.

d. Non-interest Expense Non-interest expenses include establishment dmek o

operating expenses, such as, payments to and jomwi®r employees, rent, taxes,
lighting, printing, depreciation etc. The majorniteof non-interest expenditure is
the establishment cost. An increase in this typexpenses represent inefficiency
on the part of management to control over the obsbperation that makes a
negative impact on performance and profitabilitycduese efficient banks are

expected to have a lower operating cost.

e. Net-Interest Margin (Spread): Another important indicator of efficiency of
banks is net interest margin. It is defined as é¢keess of interest income over

interest expense. It is an important indicator ahlks efficiency since it drives a
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wedge between interest received by depositors dued interest charged to

borrowers on their loans.

f. Profit: As has been mentioned above that for all comraketiterprises, profit
is the most important component. But unlike othetegprises, bank profit is the
difference between income (interest and non-interasd expense (interest and

non-interest).

In addition to the above-mentioned, some other aorapts have been used in this
chapter. They are the basic performance indicaias, credit-deposit ratio and
investment-deposit ratio; as well as internal deteants like the log of bank assets
(to determine the importance of banking financepi@l to total assets, non-
interest bearing assets (NIBA) to total assetsthmads to total assets, wage to total
assets, advance to total assets; and also sombeoVariables introduced in
regression analysis to capture the impact of disinédiation in commercial bank’s
performance like market capitalisation to GDP, balintermediation (deposit)
index and bank disintermediation (loan) index. Tvedidation towards their

inclusion has been provided in respective sections.

5.2. Growth of income and expenses by Commercial blas

As mentioned above that banks are commercial osgdons whose performances
are also measured by the return that they canrobtaiof their operation. Income
received by them is in the form of interest as \aslhon-interest income. Similarly,
expenses are in the form of both interest and nterast expenses. The difference
between interest earned and interest expendedlésl ¢he net interest margin or

spread. Spread represents the amount of net earairg intermediation activity.

As per the linear growth rate of total income régdan Graphs (5.1, 2 & 3), there
has been a decrease in the rate of growth of Ihethntome and expenditure over
the period from pre to post-liberalisation phasesling to a decline in the growth
rate of both net interest margin and overall prdfg has been observed in Graph
5.1, the growth rate of interest income is less that of the total income whereas
that of non-interest income is more; thus revealhggfact that in the overall period
of study, there has been a declining importancéntrest income in the total

income of commercial banks with the non-interesbime gaining credence in its
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place. A similar development is also visible foperditure pattern, which shows a
gaining importance of non-interest expenditure ome oside with interest
expenditure losing on the other. When the figunes divided into pre and post-
liberalisation phases (Graphs 5.3 and 5.4), thasebleen a clear decline in the rate
of growth for all the components of bank performaeer the period from pre to
post-liberalisation. But the decline is more promeed in case of interest income
and expense than that of non-interest income apdrese.The rate of growth for
interest income, that was equivalent to non-inteiesome during the pre-
liberalisation phase and also higher than the divgrawth rate, has come down
drastically during post-liberalisation phase toctea level where the growth rate of
non-interest income (although declined) is morenttieat of interest income, thus
illuminating the fact there has an increase in iegs from off-balance sheet
activities. The reason behind this is the shiftservices by banks away from
interest earning assets, such as, loans and advaaond investment activities
towards various other non-income activities whicitlude income from fee,
commission and other service charges. This is mooaounced in case of new
private sector banks as well as foreign banks wtdok more of technology
oriented. All this has resulted in a decline of ¢newth rate for net interest margin
from pre to post-liberalisation phase (from 19.4216.06 percent). Similar is the
case for expenditure pattern, where the growth sataterest expense during pre-
liberalisation phase was more than that of the alvgrowth and was also higher
than that of non-interest expense. But this hasecdown drastically during post-
liberalisation phase; and now is at a rate muctefalwan that of the overall rate of
growth. Whereas, the rate of growth for non-inteegense (although declined)
has remained higher than that of the interest esggeghus implying that the internal
cost of operation, such as, the overheads and sioogi and contingencies have

increased over the period of time.
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Graph: 5.1 — Performance of Commercialdnks (Overall)
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Note: Linear Growth rate of profit could not be mdhted due to presence of
negative figure in data

Graph: 5.2 - Performance of Commercial bank (Pre-liberalisation)
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Graph: 5.3 - Performance of Commercial banks (Padiberalisation)
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Table: 5.1 —Commercial Bank Performance (other stastics)

Period Total Interest Non- Total Interest Non- Net Profit
income income interest | expenses| expended interest | interest
income expense§ margin
Overall Mean 60,960.09| 10,776.37 40,028.03 31,671.12

(Rs.Cr)| 71,738.00 (84.98) | (15.02) | 71,699.15 (55.82) | (44.18) | 20,933.14 4,888.87

cv 0.97 0.94 1.16 0.97 0.88 1.11 1.08 1.69
Pre- Mean 15,743.1 | 1,755.02 11,509.30 5,914.55
liveralisation (rs. cry| 17,498.17 (89.97) | (10.03) | 17.423.89 (66.05) | (33.95) | 4,23599  -553
CcV 0.75 0.74 0.83 0.75 0.73 0.81 0.78 24.35
Post-
liberalisation Mean | 1,25,974| 1,06,177.0 19,797.71 68,546.79 57,427.69
(Rs.Cr)| 75 (84.28) | (15.72) | 125974.44 (54.41) | (45.59) | 37,630.28 9,833.57
cv 0.47 0.45 0.62 0.47 0.40 0.58 0.57 0.95

Data source: RBI

Note: Figures in bracket represent percent to totamime and expenditure in that order

During the initial period of post-liberalisatiome level of efficiency of commercial
banks have shown a downfall that happened till 18@dnly because of decline in
technical efficiency that was more pronounced isecaf public sector banks. But,
the later period, after that, has been marked biyngmnovement in efficiency so as
to reap the maximum economies of scale. In ovetal,expenditure (both interest
and non-interest) have declined over the yearsduhe post-liberalisation phase
which is a sign of banks’ improving efficiency. Altese improvements has led to
an improvement in their profitability from an avgeafigure, that was negative
during pre-liberalisation has now turned into pesit(Table 5.1) with a marked
growth since the year 2003-04. However, a slow ¢mnowf profit during post-
liberalisation phase is due to the presence ofetessargin of profit during the
initial years, which, if excluded, brings out thect that there has been a marked
improvement in the amount of profit in recent ye@se of the factors contributing
to this phenomenon is the opening up of this setmorprivate participation
including foreign participation that has ultimatdgd to increase in competitive
attitude and better profitability. As revealed tigh the coefficient of variations on
an overall basis, banking performance has been nooresistent in post-

liberalisation phase in comparison to the previghase.
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5.3. Determinants of performance

The two important measures that determine the leflvbhank performance in terms
of their intermediary behaviour are the credit-da@paatio (C-D ratio) and

investment-deposit (I-D ratio). These two ratiotedmine as to what percent of
deposits accepted goes towards loan and what pegoes towards investment

activities instead getting converted into loan.

Graph: 5.4 — Basic determinants
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Data source: RBI

An increase in the C-D ratio shall mean that mdréhe deposit is converted into
loan assets, which is a sign for improvement ofido@astermediation activity.
Whereas increase in I-D ratio means deviation dnay intermediation activity as

it shows that more and more of deposits is geitimgsted into market.

Graph 5.4 which presents both the C-D ratio andr&iid, reveals a gradual decline
in the C-D ratio till the year 2002-03 accompanigdan increase in I-D ratio. Only
in recent years, the trend has changed in favouthef former. This is also
established through the linear growth rate whick0ig6 percent for C-D ratio and
2.07 percent for I-D ratio. This means that instehdonverting more and more of
deposit into loan, that is being converted more imvestments, and is more
pronounced during pre-liberalisation phase whenlithear growth rate for C-D
ratio and I-D ratio respectively were -0.76 percantl 1.70 percent. This trend,
however, is not valid during the post-liberalisatiphase as there has been an
improvement in the C-D ratio which has turned pwsi{linear growth rate being
1.88 percent) and the growth rate of I-D ration@aitgh positive) has declined from
the earlier level of 1.70 percent to 1.11 percemind) the post-liberalisation phase.

Again, going back to the graph, the current yearsetwitnessed a reversal in trend
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as the curve of I-D ratio has come down and thaE-@ ratio gaining importance
enlightening that a higher proportion of depositsitzeing converted into loans. But
this has happened only after 2002-03, and priawhich the I-D ratio was higher
than the C-D ratio. This whole situation of negative growth rate inp@st of C-D
ratio during the pre-liberalisation phase can b&dd with government policy of
having higher reserve requirements that requiredenod funds to be parked in
government securities and other approved securiiag on the other hand, the
phase of post-liberalisation has been charactelgetidecrease in the same as the
rate has brought down from more than 50 perceninduthe beginning of
liberalisation phase to a current level of aroufdp8rcent, resulting to increase of
guantity of funds available with banks for disblr&anks have also been accorded
greater discretion in sourcing and utilisation @aurces, albeit in an increasingly

competitive environmer(Leeladhar, 2007)

In addition, there are some of the internal deteamis of performance which also
show whether there is any disintermediation thatdféected bank performance are
being analysed in this current section. These aneesof the measures that have
been applied by(Naceur & Goaied, 2005)Their importance and nature of

movement have been given in Table 5.2.

Table: 5.2 - Internal determinants

Bank asset Capital NIBA | Overheads Wageé Advance
Year (Log) (As percent to total assets)

1980-81 4.77 0.19 20.37 2.50 1.76 46.82
1985-86 5.14 0.48 17.31 2.57 1.78 45.62
1990-91 5.53 0.97 7.05 2.67 1.59 43.83
1995-96 5.79 2.70 10.77 4.57 2.08 41.9
2000-01 6.13 1.57 7.28 4.15 1.80 40.22
2005-06 6.46 0.96 5.57 4.05 1.22 54.09

Size of bankSize of bank can be measured by the log of bang&tssghich also
reflects the importance of bank financing in ecogolthough some previous
authors have used size of bank assets figure Witecineasure the size, but here it

has been converted into log before making anypnégation. As per the Table 5.2
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above, there has been a constant increase inzéeokbanking; and therefore, it
may be said that there has been an increasing iampa of banking finance in

economy.

Capital to total assetsA higher ratio of equity capital to total assetgplies that
there is a lesser need for external funding, aed tdat well capitalised banks are
more secured as they face lower costs of goingroghkresulting in lower cost of
funding. However, the data disclosure for banksitahmloes not differentiate
between equity and debt funding; and for this reasdhole of the capital figure
has been considered as equity capital. And asl@isilihe table above, till 1995-96
there has been a constant rise in the ratio oftalaps a percent to total assets,

followed by a decline in the same.

Non-interest bearing assete total assetdNIBA): NIBA and profitability have
inverse relationship and an increase in the NIBAaot negatively on profits and
vice-versa,; as this represents that portion ofalassets which does not earn any
return. The ratio of NIBA to total assets, that aashigh as 20.37 percent in 1980-
81, have come down over the years and is now 5&é5Zept. This reveals the
increasing ability of banks to convert depositsoimhore and more of interest

bearing assets.

Overheads to total assef®verhead): This ratio provides information oniaaon

in bank costs and a high ratio is expected to laawvegative impact on performance
because efficient banks are expected to operdtsvat costs. But, the table above
shows that there has been a constant increase iovérthead cost which is not a
good sign, as that brings forward the inefficien€ypanks to control cost. This also
proves that there has been an increase in the loasksf operation over time.

Wages to total assefsvage): Another measure of efficiency is the wagais to
employees. This includes payments to and provisionemployees which, when
expressed as a percent to total assets, reveathéna has been a constant increase
till 1995-96 proving inefficiency on the part of rdes to curtail the cost of
operation, and may be linked with excess manpoWwes, however, declined in the
period after that, thus revealing an increasingcieficy on the part of banks to

curtail cost of operation.
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Advance to total asseAdvance is expected to be the main source ofnmecand to
have a positive impact on bank performance. Hekeeping other things as
constant, the more deposits are transformed indmslothe higher the interest
margin and profits. But, the table above shows thate has been a constant
decline in the ratio of advance to total asset2@00-01 and cannot be said to be a
good sign for banks. This, however, has improvethduthe current year and is at

its highest.
5.4. Disintermediation and Performance: a correlabn

Before making any further analysis with respectigintermediation, making any
impact over the profitability and performance, 9triecessary hereby to make an
analysis with regard to the correlation betweenntBsmediation indices and the
basic measures of banks’ performance. The comela-matrix table given below
discloses the relation between the disintermediaimdices with two of the
important performance indicators for banks, i.@teriest income and interest

expense; both expressed as a percent to totatasset

According to the Table 5.Below, there is a highly significant positive cdaten
between the BDQ\gex and the BLDhgex, Which means that the nature of movement
for both curves is almost analogous. This has lseen in chapter: 4 that both the
indices have come down in a similar manner durhng dverall period of study,
with a clearly pronounced decline during pre-lithsedion phase due to the change
in government’s policy, supporting improvement oépital market through

introduction of new instruments during 1980s.

Table: 5.3 - Correlation matrix-1

Interest Interest
BDD nges BLD ingex income Expense
BDD ndex 1.00
0.98
BLD indes (0.00) 1.00
-0.53 -0.46 1.00
Interest income (0.01) (0.02)
-0.57 -0.50 0.99 1.00
Interest Expense (0.00) (0.01) (0.00)
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But for the measures of performance, i.e., interesime and interest expense, the
assumption made is that due to the impact of digimddiation both will get
reduced, or, in other words, there will be a diygasitive correlation between them
and the disintermediation indices. But the matirowss a negative correlation
between them and the disintermediation indicesclwiig against expectation. A
negative correlation between bank deposit disingeiiation index and interest
expenditure means that although there has beedliagle the deposit as a ratio to
total market mobilisation, but then cost in thenfoof interest payment has
increased. This is also evident from the correfatibetween bank credit
disintermediation index and interest expense wheggtive correlation also proves
the fact that the latter is growing, irrespectiiehe fact that there is a decline in

the former (as shown in previous chapter).
5.4. 1. Regression analysis

To test the hypothesis whether disintermediation dféected the profitability and
performance of commercial banks in India, two regi@n analyses are being
executed for two dependent variables, i.e., Nedr&st Margin (NIM) and Return
on Assets (ROA), separately. NIM, which is a measwf efficiency of
performance as has been usedduynt & Ross, 1999 and Naceur & Goaied, 2005)
and is also the determinant of net return fromrmggliation activity. It is the
difference of interest income over interest expemdj expressed as a proportion of
total asset. Another measurement is the Return sset8, i.e., percent of profit
earned per unit of asset as has been usgi&geur & Goaied, 2005)This is a
measurement of the efficiency of banks in termprofitability, measured per unit
of assets, i.e., Total Bank Income after Tax / TA&sets.

The determinant factors used are market capitadisasize of banking sector,
BDDingex BLDingex @nd C-D ratio. Each of these determinant varialslexplained

as follows:

1. Market capitalisation index (Markcap) is theatostock market capitalisation
/IGDP, has been used as a proxy for financial mat&e¢lopment and as a measure

of the size of the equity market.
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2. Size of banking sector (SBS) is the total asséth commercial banks/ GDP,

has been used to represent the importance of lafikBnce in economy.

3. Bank disintermediation (deposit) index (BQHa.y) = Net annual deposit with
commercial banks / Total annual capital market ndgion

4. Bank disintermediation (loan) index (BLRg4ey = Net annual loan by

commercial banks / Total annual capital market fdtion

5. C-D Ratio: This is introduced in the model as thasic indicator of

intermediation activity.

The first two variables have been used by NaceuGd@aied (2005) as the
determinant factors for net interest margin andfifaaility in Tunisian banks.
Here, it may be assumed that if the market disiméeliation is making any impact
over the performance and profitability of commelrdanks, then there will be a
negative slope between the net interest marginrandn on assets with that of
market capitalisation index, i.e., with an increase the value of market
capitalisation index, there will be a decline ie tralue of both net interest margin
and return on asset&gain, as has been statbg Naceur & Goaie2005)“MCAP
and SBS may also indicate the complementaritiesubstitutability between bank
and equity market financing.” Hence, it may be @ptted in corollary to their own
assumption that if net NIM and ROA has negativeatreh with market
capitalisation, then they will also have negatekation with size of banking sector.
The two disintermediation indices introduced invoves chapter to see the impact
of capital market development over bank deposit laack loan are also entered
here as two of the determinant variables. In conti@ previous variable, here the
relation is expected to be a straight one as it ma&yl be assumed that if
disintermediation is making impact over banks’ perfance, there will be a

decline in the both banks’ net interest margin pradit.

The major reason for introducing C-D Ratio as ashependent variable is that if
there is a significant positive relation betweeis thtio with NIM and ROA, then it
may well be accepted that intermediation activétgtill the main source of earning

and profitability.
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But before performing any regression analysis,sithereby important to see
whether any correlation exists among the selectathbies (both dependent and
independents). From Table 5.4 below, it is evidémat there exists a negative
correlation between the net interest margin (NIMYl anarket capitalisation index
(markcap) for the overall period of twenty-six ygaand also during pre-
liberalisation phase; implying that growth of capitnarket and performance of

commercial banks do not go together.

But this cannot be said in a forceful manner asctireelation coefficient between
them is not a significant one. Whereas in caseotf the disintermediation indices,
there exists a negative correlation between theth MM, which implies that
performance of commercial banks have improvedpeesve of the fact that there
has been a decline in both deposit taking and ¢pang capacity of commercial
banks, as proportion of capital market mobilisaijas has been seen in chapter 4).
Again this result is significant for the overallrfpel of twenty six-years only and

not in case of any of the sub-periods.

A significant negative correlation between C-D gaflC-D) and NIM (for the
overall and pre-liberalisation phase) is also sbimgtagainst our expectation, as it
is expected that an improvement in intermediaryinass should also bring about
an improvement in performance. However, a sigmiiqaositive relation between
the size of banking sector (SBS) and NIM implieattfor the overall period of
twenty-six years, banking finance in economy israportant variable. But this is
not true for pre and post-liberalisation phasesimilar nature of correlation is also
visible with return on assets (ROA) that is a measi profitability. But apart from
SBS (that is positively significant), none of thiber variables have any significant
correlation coefficient; and hence, no conclusian be drawn with regard to their
relation except for the fact that amount of bankingnce in economy could be a
significant determinant of profitability. This isare pronounced during the post-

liberalisation phase.
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Table: 5.4 — Correlation Matrix-2
Overall

NIM ROA C-D Markcap SBS | BDDRges | BLD inges
NIM 1
ROA 0.39 1
(0.05)
C-D -0.61| -0.11 1
(0.00) | (0.58)
Markcap -0.18| 0.04 0.21 1
(0.39) | (0.83) | (0.30)
SBS 0.46 | 0.62 -0.10 -0.24 1
(0.02) | (0.00) | (0.64) (0.24)
BDD |ngex -0.63 | -0.22 0.57 0.65 -0.62 1
(0.00) | (0.29) | (0.00) (0.00) (0.00)
BLD ngex -0.62 | -0.18 0.62 0.67 -0.55 0.98 1
(0.00) | (0.37) | (0.00) (0.00) (0.00) (0.00)

Pre-liberalisation

NIM 1
ROA -0.19 1
(0.54)
C-D -0.49 | 0.45 1
(0.09) | (0.12)
Markcap -0.25| 0.02 0.37 1
(0.41) | (0.96) | (0.21)
SBS 0.26 | 0.05 -0.52 -0.62 1
(0.39) | (0.86) | (0.07) (0.03)
BDD |ngex -0.40 0.14 0.68 0.76 -0.88 1
(0.18) | (0.64) | (0.01) (0.00) (0.00)
BLD index -0.45 0.10 0.75 0.75 -0.87 0.98 1

(0.12) | (0.76) (0.00) (0.00) (0.00) (0.00)
Post-liberalisation

NIM 1
ROA 0.21 1
(0.50)
C-D 0.05 0.39 1
(0.87) | (0.19)
Markcap 0.27| 0.65 0.72 1
(0.38) | (0.02) | (0.01)
SBS -0.32| 0.64 0.76 0.62 1
(0.29) | (0.02) | (0.00) (0.03)
BDD |ndex 0.28 0.41 0.44 0.34 0.26 1
(0.35)| (0.16) | (0.14) (0.26) (0.40)
BLD ingex 0.13 0.48 0.91 0.68 0.68 0.60 1

(0.68) | (0.10) | (0.00) | (0.01) (0.01) | (0.03)
Data source: Statistical tables relating to banksidia RBI, and Chapter-4

Note: Significant correlations are highlighted a8gjnificance level for all are
mentioned within bracket
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The models to test the determinant variables forimterest margin and return on

assets are:
NIM =f (SBS, Markcap, BDDOhgex BLD ngexy C-D)
ROA =f (SBS, Markcap, BDRgex, BLD ingex, C-D)

It is also important to mention that the same meddove have been used to

determine the important variables affecting the Nédd ROA for the overall

period as well as for the pre and post-liberalisaphases. These above-mentioned

dependent variables were first tested with linegression under the assumption of

ordinary least square method; the results of whiehpresented in Tables 5.5 and

5.6 below.
Table: 5.5 — Net Interest Margin (OLS Result-I)
Period Overall Pre-liberalisation Post-liberalieati
Coefficients
D S 5 S D S
Q > > >
s | 2/£8 5| S |£8 3 2 |1£ 8
8 T | o B 8 3 Qo B X 3 Q B
c T|E B c T | £ G c T | £ B
s S| o & 8 S S 0 s S S 0
2 n | © 2 n | © 2 nh | ©
=) D -
Slope Beta VIF Slopsg Betg VIH Slope Beta VIF
Constant 0.04 0.04 0.03
(3.97) (0.59) (3.24)
SBS 0.01 -0.03 -0.01
(0.93) 0.21 2.46| (-0.70)| -0.52 5.72 | (-2.18) -0.90 2.48
Markca 0.00 0.00 0.00
P (0.99) 0.22 2.40| (0.38) 0.21 3.25| (1.53) 0.59 2.17
BDD -0.00 0.00 0.00
Index| (.0.49)| -0.44 | 37.37| (0.54) 1.07 41.35 (0.56) 0.20 1.80
BLD 0.00 0.00 0.00
Index | (0.08) | -0.03| 37.29 (-0.85)| -2.14 67.26| (0.11) 0.09 8.72
C-D 0.00 0.00 0.00
(-1.80)| -0.41| 2.40| (0.67) 0.05 4.69| (0.18) 0.14 8.78
R 0.57| R? 0.33| R? 0.52
7 0.46| 7° -0.15| 72 0.17
F 5.26¢ 0.6% 1.50
D-W 1.54D-W 1.83D-W 1.51

Note: Each slope is followed by its T-value in tketc of which highlighted ones
represent significant at 5 % level
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Table: 5.6 — Return on Assets (OLS Result-I)

Period Overall | Pre-liberalisation | Post-liberalieati
3 — 3 Coefficients 3 —
ks s 83 | S 3 8 B K g 8 B
g 2 = G g 2 = 8 S 2 = G
E |8 |87 & | 8 3" | E | & |87
-] -] -]
Slope| Beta VIF Slope Beta VIF Slope Beta VIH
-1.00 -0.14 0.02

Constant | (-0.97) (-4.95) (0.96)
4.21 -0.01 0.03

SBS (3.92)| 0.97 2.46| (-0.25)| -0.10 572 | (2.72) 0.78 2.48
-0.00 0.00 0.00

Markcap | (-0.18)| -0.04| 2.40 | (1.35) 0.41 3.25| (2.34) 0.63 2.17
0.02 0.00 0.00

BDD e | (0.86)| 0.83 | 37.37| (3.85)| 4.19 41.35| (0.98) 0.24 1.80
-0.00

(- -0.00 0.00

BLD jge | 0.23)| -0.22| 37.29| (-4.06)| -5.64 | 67.26| (0.82) 0.44 8.72
-0.03 0.00 0.00

C-D (-1.41)] -0.34 2.40| (4.43) 1.62 4.69 (-2.16) -1.17 8.78
R 0.50| R? 0.8DR? 0.77
7° 0.37| 7% 0.6672 0.60
F 3.99 F 5.6 4.57
D-W 1.32D-W 1.98D-W 1.62

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level

From Tables 5.5 and 5.6, it is visible that a hrgtegree of correlation exists
between BDD hgex and BLD hgex that is more pronounced during the pre-
liberalisation phase (also see Table 5.4). As aedgnto this problem of multi-
collinearity, the variable BDQygex IS dropped out from the above equation and
only BLD jhgex has been retained as independent variable sirtbenblb give same
slope value. Another reason for retaining the Bid& is that an increase in loan
giving activity will increase revenue in the forrhinterest income, and so has got a
direct impact over banks’ profitability and perfante. Hence the new equations
are as follows:

NIM = f (SBS, Markcap, BLDngex, C-D)

ROA =1 (SBS, Markcap, BLR\gex, C-D)

The regression results presented in Tables 5. 5#hdo not provide any sufficient
reason to interpret the model. The values for D4 Iging in indecisive zone,
meaning no clear indication for presence or abseheeitocorrelation, and hence,
no decision could be reached about the authentifityesults obtained from the

above two regression models.
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Table: 5.7 — Net Interest Margin (OLS Result-11)

Period Overall | Pre-liberalisation | Post-liberaligati
- - Coefficients -
S 3 > S 3 > S & >
i 2 c.0 S T co | 8 S c B
2 |§ |88 |2 |§8 |S8|2 |§& |°8
) n on ) [ om | 5 n on
Slope Beta VIF Slope Betg VIF Slope Beta V|F
0.04 0.05 0.03
Constant | (4.21) (1.01) (4.15)
0.01 -0.03 -0.01
SBS (1.31) 0.27 1.95| (-0.73)| -0.51 5.72| (2.36) 0.93 2.44
0.00 0.00 0.0
Markcap | (0.98)| 0.22| 239| (0.36)| 0.19| 3.42| (1.60)| 059 | 217
-0.00 0.00 0.00
BLD e | (-1.08)| -0.37| 5.81 | (-0.80)| -0.97 | 16.71 (1.60)| 0.33| 6.11
0.00 0.00 0.00
C-D (-1.81)| -0.40| 2.40| (-0.18)| -0.10 | 3.90| (0.04)| 0.03| 8.20
R 0.56R° 0.31R° 0.50
F? 0.487° -0.05| 7 0.24
F 6.76| F 0.8F 1.96
D-W 1.44| D-W 2.04| D-W 1.52

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level

Table: 5.8 — Return on Assets (OLS Result-II)

Period Overall | Pre-liberalisation | Post-liberaligati
- - Coefficients -
S 3 > S 3 > S & >
i z c.0 S T co | 8 S c B
2 g |58 |2 g |58 |2 s |58
) n on ) n o | D [ on
Slope Beta | VIF Slope Beta VIF Slopsg Beta VIR
-0.63 -8.79 2.78

Constant | (-0.68) (-2.16) (1.63)
3.79 -0.33 3.29

SBS (3.98) | 0.88 1.95 | (-0.11)| -0.07 5.72| (2.64) 0.75 2.44
0.00 0.01 0.17

Markcap | (-0.14)| -0.04| 2.39| (0.67)| 0.34| 3.24| (2.34)| 063 | 217
0.01 -0.01 0.07

BLD e | (1.43)| 0.54| 581| (-0.88)| -1.00 | 16.71 (1.65)| 0.74| 6.11
-0.03 0.15 -0.11

C-D (-1.47)| -0.36 2.40 | (1.90) 1.05 3.90] (-2.52)] -1.31 8.20
R 0.48| R 0.38| R 0.73
7 0.38| 7 0.07| 7 0.60
F 4.87| F 122 F 5.55
D-wW 1.39| D-W 1.58 | D-W 1.55

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level
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Consequently, they were tested with autoregressmel under “a la prais-winsten

iterative procedure”.

And the first equation used here to determine #ofs affecting net interest

margin (NIM) is as follows.
(Yi=pYed) = B1(2-p) +B2(At—pArr) B3 (Bi—pBea) +B4(C—Crs) +.....o..
Which when converted to multiple regression moaetg

(NIM¢=pNIM¢.1) = B1(1- p) +B2(SBS— pSBS.1) +s(Markcap— pMarkcap.i) +
Ba (BLDindex t— pBLD ndex t-9) +P5 (C-Dr —pC-Dr.1) +et

Table: 5.9- Net Interest Margin (GLS Result)

Period Overall | Pre-liberalisatioh Post-liberalieat
— — Coefficients —
Q ko] 7} o] 0] ko]
%] 0] ] Q (%2} Q
° @ S 2 © @
) = o) = a =
o [ oS © o [
c ke c © c ko)
IS c IS c IS c
g | 8 z 5 | & | Z
-} » ) n -} n
Slope Beta Slope Beta Slope aBet
0.03 0.05 0.04
Constant (3.07) - (0.98) (4.13)
0.01 -0.03 -0.01
SBS (1.02) 0.24 (-0.68) -0.52 (-1.90) -0.82
0.00 0.00 0.00
Markcap (0.78) 0.20 (0.34) 0.20 (1.51) 0.62
0.00 0.00 0.00
BLD |nges (-0.99) -0.37 (-0.74) -0.97 (0.63) 0.39
0.00 0.00 0.00
C-D (-1.14) -0.29 (-0.19) -0.12 (-0.16) -0.12
R? 0.38 R? 0.31 R 0.4
7 0.22| 7* -0.17| R? 0.08
F 3.04 0.8CF 1.52

Note: Each slope is followed by its t-value in tketc out of which highlighted
ones represent significant at 5 % level

From Table 5.9 above, it is evident that for therall twenty-six years period, i.e.,
from 1980-81 till 2005-06, only 38 percent of theriation in dependent variable is
explained by independent variables. Whereas, wiaded in two periods of pre

and post-liberalisation the result shows that bn$y 31 percent and 46 percent of

the variations in these periods are explained byrilependent variables.
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But when observed in terms of t-values, the reswi¢als that for the overall period
of twenty-six years, none of the independent véembould affect the performance
of commercial banks in terms of net interest mar@msignificant t values).

Further, when analysis is made for pre and postdilssation phases, the results

obtained are not significant at all as both the e®dhave shown insignificant F-

values.

Similarly the model for ROA is given as hereunder:
(Yi=pYed) = B1(1-p) +B2(At—pAca) +B5(Bi—pBia) +B4(C—Cra)

Which when converted to multiple regression equatjives

(ROA— pROA.1) =1 (1- p) +B2 (SBS—pSBS.1) +B3 (Markcap— pMarkcap.y) +
Ba (BLD Index t — PBLD Index t—]) +B5 (C'Dt - pC'Dt-l) ter

Table: 5.10 —Return on Assets (GLS Result)

Post-liberalisation

Period Overall | Pre-liberalisation |
- Coefficients =
6 © [) © [) ©
: : s : 2 3
= © = © ] =]
ks S 3 S 3 3
c 2 8 2 8 I
S g 7 g A o
2 & g & g 0
> ) )
Slope Beta Slope Beta Slope Beta
-0.77 -8.46 2.80
Constant (-0.68) (-1.98) (1.55)
3.30 -0.08 3.32
SBS (2.74) 0.67 (-0.02) -0.02 (2.38) 0.74
0.00 0.01 0.17
Markcap (0.08) 0.02 (0.56) 0.31 (2.14) 0.63
0.01 -0.01 0.07
BLD inges (0.82) 0.31 (-0.73) -0.98 (1.60) 0.75
-0.02 0.14 -0.11
C-D (-0.86) -0.23 (1.68) 1.05 (-2.39) -1.31
R® 0.31| R 0.37| R 0.73
7 0.13 | & -0.07] 7 0.53
F 2.2LF 1.06F 436

Note: Each slope is followed by its t-value indike@t, out of which highlighted
ones represent significant at 5 % level

From Table 5.10 it is evident that for the ovetalbnty-six years, it is only 31
percent of the variation in dependent variable tisabeing explained by the

independent variablesHowever, the result obtained through model is an
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insignificant one and hence there is no rationalighind its interpretation

(insignificant F-value).

Again when divided into two sub-phases, the resulpre-liberalisation phase does
not bring out any significant relation between reton assets with independent
variables, except for size of banking sector, whiaplies that banking finance in
economy has been an important bearing in theiritptofity. But this cannot be
said in a forceful manner since the model is nsigaificant one (insignificant F-
value). However, during post-liberalisation phafiee model shows a highly
positive correlation between the dependent variafttle independent ones (F-value
significant at 5 percent level), as 73 percentefvariance in dependent variable is
being explained by independent ones. And amongsinttependent variables, it is
the size of banking sector (SBS), market capitatisaindex (Markcap) and C-D
ratio (C-D) which are the significant determinaatigables, with all having positive
slope values. A significant positive slope valueriturn on assets with the size of
banking sector as well as C-D ratio indicate thginrovement in the functioning of
commercial banks in economy during post-liberalsatphase is a cause for
improvement in their profitability. But the growtsf capital market did not make

any negative impact over their profitability (poggt slope).

So to conclude, for the overall period of twenty-gears or even for any of the
sub-periods, it has been noticed that, neither BkL) and nor Markcap (used as
variables to indicate the impact of disintermedialihave emerged as important
indicators affecting either the net interest marginreturn on assets. Hence, the
hypothesis that ‘disintermediation has affectedgidditability and performance of
commercial banks in India’ is rejectednd finally the statement made by
Velayudham(1987) regarding disintermediation where he says “Banésdnnot
unduly worry about this problem for two reasons.........cc...coceovuee.. Second,
resort to capital market is still an urban phenoom&nstill appears to be valid even
at present.
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Chapter: 6
Findings and Conclusion

6.1. Background

The role of financial institutions in the capitatérmediation process has changed
significantly over the years. The advent of diresarket financing for large
borrowers, with techniques, such as, securitisaéiod the institutionalisation of
savings, has led the financial intermediaries #adily lose market share in the
global financial intermediation business to capitaérkets. This is known as

‘financial disintermediation’, that is, the bypasgiof financial institutions.

‘Disintermediation’, which means “cutting of midehean, so that the borrowers
and lenders can deal with each other directly” uocgavhen a customer is able to
interact with the primary supplier of goods or seeg, without requiring the
services of a previously essential intermediaryweler, in context to financial
services,it is properly defined as a move from the intermagetl provision of
financial services via banks to direct financialatens between borrowers and
lenders. This development, which could rather beratterised as ‘'bank
disintermediation’, does not necessarily imply ttnere is an overall decrease in

financial intermediation.

Capital market all over the world has gone throdgamatic changes with bond
market developing to meet the requirements of trey-term creditors. This is
leading to shift away from banks to market, wittlegline in bank’s share in global
stock from 45 percent in 1980 to 30 percent todayther reason for financial

disintermediation is an increase in the rate ofaritial innovation.

Disintermediation in India was visible from 1980sthwdevelopment of capital

market as well as initiative from government tovgtdx concession policy and
permission to Public sector undertakings to acdepbsit. Another factor was the
introduction of new tax concession schemes by i@ @&mall Saving Schemes by
Postal Department. All these led to a reductionbahks’ share in household
savings. Further, the liberalisation of economy $@& movement of capital, with
good credit worthy borrowers tapping the cheap @of finance from domestic as

well as international market. The banking indussrincreasingly taking the form
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of developing specialised service capability to ke rapidly changing customer
preferences; and in recent years turned increasingl non-interest income
deployment of funds.

Even on the borrowing front, there have been mdmgnges as the corporate as
well as the government are now going towards mansttuments where they can
raise funds easily and at cheaper rate. So, thikesskizave now to compete with the
upcoming new and innovative instruments and insbitis. This, however, is likely
to affect them with regard to their profitabilitywé performance; and ultimately
may lead to further disintermediation.

Hence, this study is undertaken to see the efféedh@se new institutions and
instruments and, specifically, the impact of a grmv capital market on
commercial banks during the post-liberalisation ggh@and also for the overall
period from 1980 till present for which no such waould be found. Precisely,
this exercise intends to review the growth and amsitpon of financial
intermediaries and instruments and tries to idgritie changes in the household
investment pattern. While examining the disinterragon impact of capital market
growth on the performance of bank, it also triessé® whether bank financial

performances are impacted by the disintermediatrarot.

The study is exploratory in nature and covers twpeats of disintermediation
impact, firstly, on the primary operation of banksz., deposit taking and loan
disbursal, and secondly, the overall impact orfitrencial parameters of the banks.
It covers a period of twenty six years from 1980t812005-06 that is divided into

two phases of pre-liberalisation and post-libesditsn. The phase of pre-
liberalisation is from 1980-81 till 1992-93 and tha post-liberalisation is from

1993-94 till 2005-06. Source of data is secondayesed in aggregate form for all
scheduled commercial banks in India as well asotber sectors like savings of
household and capital market mobilisation. Thesagplied for analysis are ratio
analysis, trend analysidinear growth ratecorrelation analysis, multiple linear
regression model, autoregressive model or GLS mimdelegression. In addition,

some tests have also been applied like the Durlats@v test for autocorrelation,
F-test, T- test and Chows F-Test.

Moreover, eight indices have been developed tondesther there is any trend of

disintermediation visible in Indian Financial SysteOut of which, first four are
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intermediation indices, meant to measure the impéateposit mobilisation and
loan disbursal by alternative intermediaries inreroy over commercial banks’
deposit acceptance and loan disbursal capacityrdsteour are disintermediation
indices, developed for the purpose of measuringrtipact of funds mobilisation
through capital market over the deposit taking af as loan disbursal capacity of
both commercial banks and all financial intermeadwrFor all these eight indices,

the year 1980-81 has been considered as base year.
6.2. Findings

During pre-independence period, the financial systeitnessed an initiation

towards development of organised financial sedtoibanking sector, this period
saw the beginning of modern banking whose foundateas laid through

establishment of three Presidency Banks which wezeged in 1921 to form the
Imperial Bank of India. Within non-banking institoal sector, it was the Small
Savings and Insurance whose development was pramminbe existence of Joint
Stock Companies and establishment of a few stockanges (e.g., Bombay Stock
Exchange established in 1875) bear out the fadt tthexe was some initiation

towards capital market development even duringmadependence period.

After independence, the financial policies of tlegrnment were to build markets
and financial institutions, regulate them and pdeviewards such as subsidies,
when priority activities are undertaken. Some @& #teps taken during this phase
were towards expansion of banking infrastructureatton of development banks
both at state and national levels to support inthisdevelopment and creation of
other institutions of savings, such as, LIC and @iGnsurance, UTI in mutual

funds, etc. In the arena of small savings, thereevii®@o new schemes introduced
during 1970. These were the post office time déposith different years of

maturity and post office recurring deposit.

Since the mid 1980s, many far reaching changes haken place in Indian
Banking Sector. On one hand, many banks have sefpapialised subsidiaries,
thereby entering into other off balance-sheet dms; Whereas on the other side,
the scheme of Service Area Approach was introdwadid an aim to expand the
networks of bank branches and also improve thetgual credit disbursal in rural
areas. A remarkable improvement has been noticédein performance over the
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period form 1980-81 till liberalisation. The figwrefor deposit taking and
investment have grown by more than 4 times; wheceadit disbursal figure have

grown by around 3 times.

In non-banking sector, some specialised develop@niks were set up to cater to
the needs of specific industries like shippingefgn trade, tourism etc. There was
a rapid expansion in case of Non-Banking Finan€iampanies, thus providing
avenues for depositors to hold assets and for Wwen©to enhance the scale of
funding their activitiesIn the media of small savings, schemes like Kigédms
Patra, National Savings Certificates, postal saviagd public provident funds
could attract investors’ interest precisely duehi® higher interest rates offered on

these instruments combined with attractive tax esaions

There was an initiative from government to widem aleepen the market base.
Introduction of new instruments in capital markige] Cumulative Convertible
Preference Shares, Warrants and Employees StocanOptheme, permission to
accept deposits from public as well as the emerenad growth of private
placement marketprought about an unprecedented change in Indiantalap
Market. The amount of capital raised from marker@ased by around 32 times
from Rs. 310 crore in 1980-81 to Rs. 9,895 crord980-91. Pursuant upon the
recommendations of Chakravarty Committee and Va@lurhmittee a number of
measures were initiated by RBI to widen and dedpemmoney market. Beginning
made here was through the establishment of DiscautFinance House of India
(DFHI) in 1988, followed by introduction of severaw financial instruments and
services like 182-days treasury bills, Inter-Banlarteipation Certificate,
Certificates of Deposits, Commercial Paper, develampt of active bills market,

Repo, Money market Mutual Funds, factoring andlkstogest.

In 1991, the financial sector reforms, launcheerathe recommendation of the
Committee on Financial Systems (Narasimham Comealjtevere aimed towards
making the financial sector more viable and mofeieht with the basic premise
to create an efficient and stable financial systmmd remove the cobwebs of
inefficiency. Focus, during this phase, has beerderegulation of the banking
industry, strengthening of the institutional frantely improvements in payments
and settlement systems, and strengthening the \8sper framework. Further,

keeping in view of the international changes, theosd Narashimham Committee
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on banking sector, SH Khan Committee on univeraaking, Birla Committee on
corporate governance-where all gave their repori®b8, R.H Patil working group
in 2001 and Naresh Chandra Committee on corporatergance in 2002 etc., have
made an array of recommendations for best practibevelopment Financial
Institutions could establish themselves as a majmtitutional support for

investment in the private sector.

There was a considerable diversification of the eyoand capital markets. New
financial services and instruments have appearedhenscene. Some of the
measures initiated in capital market were markdatimgy of public issues,
introduction of proportional allotment of sharespidglines for corporate
governance, revival of accounting standards at wiin international norms,
opening market for Flls etc. In 1992, SEBI was givae status of statutory
organisation for regulating the functioning of dapimarket. In response to the
liberalisation measures announced by the governniemtsecondary market also

witnessed a period of continuous boom during teiry

There has been a shift in the role of RBI from direo prudential system of
regulation, thereby granting more of operationexibility and financial autonomy
to commercial banks and other financial institusiamder its control. Its role is
being characterised by shift towards macro managemigh greater emphasis on
transparency, data monitoring and information drssation.

Gross Domestic Savings have grown in aggregaten(fRs. 269 billion in 1980-81
to Rs. 11,568 billion in 2005-06) and also as a@etrto NNP (from 20.09 percent
1980-81 to 36.5percent 2005-06), thus revealing an increase in@o@ savings.
And among all the three contributing sectors, hbakkis the most important one
contributing more than 75 percent. But if we conepheir share in GDS of 1980-
81 with 2005-06, the HHS has almost remained f&her private corporate sector
has been able to triple the share of 1980-81 i&p8rcent to 25 percent in 2005-
06. Simultaneously, the public sector savings le&secdown to almost one third of
the 1980-81 figures, i.e., from 21.6 percent to pe2cent in 2005-06. So, the
swings in composition of GDS over the 26 yearstoflg-period remain confined
to these two sectors. However, the linear growte raveal that the growth of
savings in economy has declined over the years fpoento post-liberalisation

~ 150 ~



phase, as there has been a fall of 2-3 percentowtly rates across the sectors

except public sector which has turned to be zetbhersecond phase.

The share of physical assets in HHS has declireed &7 percent in 1980-81 to 48
percent in 2005-06 with a corresponding increasdinancial savings from 43
percent to 52 percent. This structural phenomeridmancial savings superseding
the physical one is due to the increasing impactfimdncial intermediation,
widening and deepening of the financial system witlarge menu of available
financial assets as well as improvement in thetivgaates of return for financial

assets.

There has been an increase in the banking halpéaple with a major portion of
savings going to bank deposits followed by contrakctsavings. However, a
comparison of the rate of linear growth for these tnstruments of savings show
that during the post-liberalisation phase, ther lteeen a shift in the preference of
savers towards claims on government (growth of 2pé&rcent) from deposit with
commercial banks (growth of 14.35 percent). Capitadrket investment by
household sector that increased during the prediisation phase (24.11 percent)

has shown a radical decline during the post-liliexdbn (-5.74 percent).

In order to see whether there has been any signifishift in the mode of
household savings from pre to post-liberalisatibage, a trend analysis has been
made for financial savings as percent to total Bbakl savings and bank deposits
as percent to total household financial savingt) beken as dependent variables in
relation to time. However, the result of analysis dn overall period of twenty-six
years does not provide any indication regardingttéed of savings for both the
financial savings as well as bank deposits (inicgmit R and F values). But in the
pre-liberalisation phase, there is a clear evidariatecline in the bank deposits of
household (slope value - 0.25) which is a signisintermediation. But this is not
evidenced during the post-liberalisation phasepgsloalue 1.33). For financial
savings as percent to total household savingse tiseno clear indication for the
direction of movement during pre-liberalisation gba but during the post-
liberalisation phase, there has been a signifisaift in the same (slope value -
1.33).
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As has been seen above, that savings in finanssdts& has become one of the
important components of household savings in Indiaonomy; and among the
different means of financial savings, bank depoaits still the most important
ones. The household decides about its allocatioongnvarious competing assets
on the basis of various assets available and tegpective rates of return. Besides,
there are also certain other factors that can bedomportant factor determinant for
savings. They are the income of the householdjrfegest rate prevailing in the
economy and the rate of inflation as macro levsteyic variables and number of

bank branches as a bank related variable.

The regression equations for household sectordeastder ordinary least squares
(OLS) assumption is stated in two terms: one forasmeng the impact on
aggregate savings of household sector in finarasakts and the second one is to
measure the impact on bank deposits. The resutiierall twenty-six years reveal
that among different determinants of householdrggsvin financial assets, income
is the direct determinant (beta coefficient is 8p2vhereas the savings in physical
assets as well as the inflation index are the fadtwat affect the rate of savings in
alternative way (beta coefficients are -0.639 ab@®56). The result for the pre-
liberalisation phase shows that only inflation Fee tfactor effecting financial
savings (beta coefficient is 0.989); whereas inpibst-liberalisation period, income
and physical savings to financial savings ratio KBS have surfaced as two
important determinants (respective significant betefficients of 1.116 and -
0.179).

Among the factors that determine household depodiank, income is the most
important determinant (beta coefficient 4.26). atiln index is also another
significant factor whose beta coefficient (-4.4%ows that inflation index has
reduced household savings in the form of bank degpos comparison of the two
phases shows that during the pre-liberalisatios@hlaousehold savings has shifted
to some other non-bank deposits (beta coefficienil6), which is an indication

of bank disintermediation during the eighties.

For the overall period of twenty-six years, commarbanks have remained the
most important source of savings whose deposiinggkiapacity has not been
influenced by the development of any other non-bankitermediary institutions.

Whereas a decline is visible in the savings madailiby capital market during the
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post-liberalisation phase from 5.01 percent in 20000 4.35 percent of GDP in
2005-06; and the reason is of course a declinedney raised through both debt

and equity instruments.

Linear growth rate of savings with commercial bahks remained almost similar
during both pre and post-liberalisation phases3@ercent and 15.44 percent
respectively) in contrast to a decline in the gtowdte of deposits intake by all
non-commercial banking institutions (from 19.59 18.04 percent) and can be
linked with a drop in the growth of savings with-aperative banks and mutual
funds along with an indication that a portion ofisgs is going to certain other
sectors that has not been represented here (ligesidewith NBFCs, savings in

physical assets, etc). A decline in growth rateayital market from 35.70 percent
to 13.72 percent is possibly because of non dabiyatif investors towards capital

market investment due to lack of information, asyetny of information between

large and small investors and may be poor finarkrialvledge.

Akin to bank deposit, credit by commercial banks improved over the years both
in aggregate figures and as percent to GDP (fr@8 f@ercent in 1980-81 to 12.51
percent 2005-06). On the other hand, there has damctline both in the share of
cooperatives as well as AlFIs during the post-hlisation phase (cooperatives
share has reduced from 0.95 percent of GDP in B8 0.41 percent in 2005-06,
whereas the share of AlFIs declined from 3.57 peroe 1995-96 to 1.19 percent
in 2005-06). Both the instruments of capital market., debt and equity which
have grown over the years during 1980s have detlineing the recent years both

in figure and as a percent to GDP.

The growth rate of credit by commercial banks thas 12.96 percent during the
pre-liberalisation phase has improved during thst{fiberalisation phase (22.06
percent), thus implying that there has been anorgment in the credit disbursal
activity of banks during the post-liberalisationagk. Whereas the rate of growth of
credit provided by non-banking institutions, consprg of loan by cooperatives and
assistance by AlFIs in both individual as well asaggregate way, was more than
that of commercial banks during the pre-liberai@atphase (18.72 percent). But
both of them have come down during the post-lihgatibn phase (-0.41 percent)
thus implying a lesser amount of preference bydweers to use other institutional

sources of fund. In capital market segment, theralveate of growth both in
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aggregate (35.70 percent) and in individual ter8®.13 and 36.38 percent for
equity and debt market respectively) have been rtwae that of the growth of
credit by commercial banks. However, a comparisaderbetween the two phases
brings out the fact that there has been a draaticnfthe rate of growth in the post-
liberalisation phase from 35.70 percent to 13.7#2q& for the total capital market;
and is mainly attributed to the lack of confidemethe part of fund raisers in the

capital market due to several scams more partigutathe equity market.

A trend analysis has been made for the four ingidegeloped with regard to the
intermediary role of commercial banks and non-bagknstitutions through both
deposit taking and credit disbursal. The modelsdeposit mobilisation show a
very poor explanatory power (in significant t-vaduand very lows? values),
meaning no clear trend of movement towards interatieth or even
disintermediation either for the overall periodsbfidy or during the pre and post-
liberalisation phases. But, a trend of disinterragdn is visible in case of credit
disbursal by commercial banks (slope = -9.01) lfer dverall period of twenty-six
years which, when divided into pre and post-libsedion, does not show any
significant trend of disintermediation.

The hypothesis ‘Capital market growth is a sigifit disintermediation variable
for banking in India’ has also been tested withlikp of the trend analysis of four
disintermediation indices. And avident fromtheir respective negative sldpe

there is a clear decline in the deposit disintenatexh indices for the overall

period of twenty-six years. But, when analysed foe and post-liberalisation
phases, the equations for pre-liberalisation ples®v a significant decline in
index values under both the types of trends wharhlze attributed to the financial
transformation that took place during the 1980s revls®veral new capital market
instruments were introduced in order to induce stwmes towards capital market
investment. But for the post-liberalisation phatigere is no clear conclusive
evidence for disintermediation either for bank dgpor for deposit with financial

intermediaries.

" For Bank Disintermediation (Deposit) Index ( BDD j,4ex ) the slope values are: quadratictrend =
-9.43; cubic trend =-16.32

For Financial Disintermediation (Deposit) Index (FDD |,4ex ) the slope values are: quadratictrend =
-9.61; cubic trend =-16.04
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Similarly, result for the loan disintermediatiordex is also negative with respect to
banks as well as financial intermediaries as a &hahd are also statistically
significant?. When divided into two phases, the equations ferliperalisation
under both the trends show that there has beegn#isant decline in the index
values (the reason being same as that for dealingeposit mobilisation). But
during post-liberalisation phase, there is no aosigk evidence for
disintermediation visible either for loan disburbglcommercial banks or even for
all financial institutions. This means that durithg current phase, there has been a

decline in the interest of companies as borrowefsra from capital market.

The measurement of profitability in case of Indimanks has been in terms of the
performance impacted by social responsibility dialcto their basic functions; and
the same has been a point of criticism. But dumpugt-liberalisation phase,

particularly after the opening of banking sectondidn banks have shown
considerable resilience in the competitive envirentn and have remained
financially healthy. The co-existence of the puld&ctor, private sector and the
foreign banks has generated competition in the ibgnlsector leading to a

significant improvement in efficiency and custonservice. But amidst all these,
an important question that remains unanswered igthven their profit and

performance has been impacted by the growing alteainstruments of savings
mobilisation in market, specifically capital markbat is commonly referred to as

“disintermediation”.

A decrease is visible in the rate of growth of bthtb income (from 19.68 to 13.42
percent) and expenditure (from 19.80 to 13.42 pejad the banks over the period
from pre to post-liberalisation phases, leadingatdecline in the growth rate of
both net interest margin (from 19.42 percent td&5ercent) and overall profit
(from 35.43 percent to 29.30 percent). For the alVgreriod of twenty-six years
also, there has been a declining importance ofaatencome in the total income of
commercial banks with the non-interest income gajriredence in its plate A

similar development is also visible for expenditpegtern, which shows a gaining

2 For Bank Disintermediation (Loan) Index ( BLD jngex )the slope values are: quadratictrend =
-11.29; cubic trend =-18.12

For Financial Disintermediation (Loan) Index ( FLD |4ex )the slope values are: quadratictrend =
-11.20; cubic trend =-20.04

1 Growth rates for total income, interest income and non-interest income have been 16.37%,
15.96% and 19.07% respectively.
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importance of non-interest expenditure on one witle interest expenditure losing
on the othéf. When the figures are divided into pre and pd=+tlisation phases,
there has been a clear decline in the rate of ¢grdartall the components of bank
performance over the period from pre to post-libgation, and is more

pronounced in case of interest income and intergstnse.

There has also been a steady decline in C-D iilitibe year 2002-03 accompanied
by an increase in I-D ratio during pre-liberalisatiphase when the linear growth
rate for C-D ratio and I-D ratio respectively wefe76 percent and 1.70 percent.
This means that more and more of deposit got coedénto investments instead of
getting converted into loan. During the post-libiseation phase, there has been an
improvement in the C-D ratio with a correspondiregclche in I-D (growth rate
being 1.88 percent and 1.11 percent respectively).

In addition, there are some internal determinahfgeoformance which also show
whether there is any disintermediation that hascééid bank performance. Results

of their analysis are presented as follows:

* There has been a constant increase in the sizanikirng sector measured by
the log of bank assets (4.77 in 1980-81 to 6.48005-06), and therefore it may be
said that there has been an increasing importanean&ing finance in economy.

* A higher ratio of equity capital to total assetplms that there is a lesser need
for external funding. And, till 1995-96, there Haeen a constant rise in the ratio of
capital as a percent to total assets (from 0.18gpe¢rin 1980-81 to 2.70 percent in
1995-96), followed a decline in the same (0.96 @etran 2005-06).

» The ratio of NIBA (Non-interest bearing assetsjdial assets, that was as high
as 20.37 percent in 1980-81, has come down oveydhes to 5.57 percent. This
reveals the increasing ability of banks to condaposits into more and more of

interest bearing assets.

* There has been a constant increase in the ovedwsadfrom 2.50 percent in
1980-81 to 4.05 percent in 2005-06). This bringsvéad the inefficiency of banks

to control cost.

" Growth rates for total expense, interest expense and non-interest expense have been 16.43%,

15.19% and 18.23% respectively.
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» There has been a constant increase in wages anpevdotal assets till 1995-
96 proving inefficiency on the part of banks totairthe cost of operation, and
may be linked with excess manpower. However this Haclined after that
particular year (1995-967.

» Advance is expected to have a positive impact ak lpeerformance. But there

has been a constant decline in the ratio of advantmsal assets from 46.82 percent
in 1980-81 to 40.22 percent in 2000-01; which carmsosaid to be a good sign for
banks. This, however, has improved during the caryear, and is at its highest
(54.09 percent).

The relation between the BDRjexand BLD jpqexWith interest income and interest
expense, expressed as a percent to total assetspbe®n measured through
correlation co-matrix. The result of which bringst the fact that there is a negative
correlation between them and the two disintermamhaindices, which is against

the assumption made that due to the impact of téisirediation there will be a

direct positive correlation between them and thikcies.

To test the hypothesis whether disintermediation dféected the profitability and
performance of commercial banks in India, two regmen analyses are being
executed for two dependent variables, i.e., Nedr&st Margin (NIM) and Return
on Assets (ROA). The determinant factors used aaekenh capitalisation, size of
banking sector, BLDngex and C-D ratio (BDDjngex dropped out of regression
analysis due to its high correlation with BLRyex resulting into problem of
multicollinearity in analysis). These were testedhvautoregressive model under

“& la prais-winsten iterative procedure”.

The result for equation used to determine the facaifecting NIM reveals that
none of the independent variables could affect gagormance of commercial
banks either for the overall period of twenty-sigays or for the pre and post-
liberalisation phases (very poor explanatory poveé®” and insignificant F and T
values). Similarly, for ROA no decision could backed with regard to impact on
dependent variable caused by any of the indeperatesd (insignificant F value)

for both the overall as well as pre-liberalisatprase.

15 Proportion of Wages to total assets that was 2.08 % in 1995-96 came down to 1.80 % in 2000-

01 and further to 1.22 % in 2005-06
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However, the model for post-liberalisation phadesttated that amongst all the
independent variables, it is the size of banking@e(SBS), market capitalisation
index (Markcap) and C-D ratio (C-D) which are sfgrant. But a positive slope
value for return on assets with the size of banlgegtor as well as C-D ratio
indicate that improvement in the functioning of cuercial banks in economy
during post-liberalisation phase is a cause forrawmpment in their profitability.

But the growth of capital market did not make arggative impact over their

profitability (positive slope).

Since, for the overall period of twenty-six yearsewgen for any of the sub-periods,
neither BLD jhgex and nor Markcap (used as variables to indicateirtigact of

disintermediation) have emerged as important indisaaffecting either the net
interest margin or return on assets. Hence, it bealgelieved that disintermediation

has not affected the profitability and performanteommercial banks in India
6.3. Conclusion and Suggestions

In most of the developing economies, banks playrgortant role in mobilisation
of surplus fund from the households and deploynoénthe same in the deficit
sectors. With the growth of alternative saving aretlit institutions in recent years
and perceptible change in the attitude of the itoredowards capital market, banks
feel the pressure of growing competition. Likely p@ct of these alternative
institutions is apprehended on their deposit takang credit disbursal activities,
thus finally affecting the financial performancehig type of impact on banks’
performance is quite visible in many developed eoaes where capital market

growth has been significant.

Though, in recent years, many alternative insotgihave flourished in the Indian
financial system, we do not find any of their impan Indian banks. Although

some disintermediation is found for the pre-libisaion period, in the subsequent
phase of post-liberalisation banks are doing bétisiness. This clearly reveals the
importance of banking institutions in the curremdiin economic conditions. And

for some time to come, disintermediation would lnother the Indian banks, unless
some significant change in the perception of theesiors takes place favourably

towards the capital market.
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This study is based on certain assumptions. Fanpba for household analysis it
is assumed that only financial variables affect @eving preferences. So,
researches have the scope to include the non-fedarariables into the household
analysis. Similarly, the data base for the alteveainstitutions does not cover all

the institutions which could be further expandetuinire studies.

In future, with the rapid globalisation spree albund, more intermediaries are
likely to appear in the Indian soil; thus the chemd increase of competition is
more likely. So bankers need to be more strateglt their future course of action.
While attracting the households with variety of gwiots and services holds the key
for deposit growth, enhancing the customer baseredit business will foster the
income of the banks. Since the global institutians large in size, Indian banks
need to consolidate themselves as universal fiahnostitutions so that the

pressure of competitions from the alternative cletsioan be well managed.
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