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I. Background



When central planning was the order of the 
day…

• India has a long history of financial institution b uilding, but the 
economy was weak and the financial sector underdeve loped at 
Independence, in 1947  

• Economic thinking after Independence was dominated by a quasi-
central planning approach

• The approach did recognize from the start that financial develop ment 
would bring growth – and also that financial institu tions play a key 
role in mobilizing savings

• … but it assumed that the government knew best where  these 
savings should be deployed 

• The government’s heavy-handedness over the financia l system 
increased through the  60’s, 70’s and early 80’s

• In the late 1960s and 70’s, a number of commercial banks were 
“nationalized”, and a massive branch expansion driv e ensued

• “Social benefits” of banking took precedence over co mmercial 
objectives



And the results of central planning

• The government’s approach did lead to a sharp incre ase in 
aggregate bank deposits and household savings

• But the downside was that banks were seen as instru ments of 
government policy, and the sector was characterized  by: 
– Large-scale preemptions of bank resources
– ‘Directed’ credit at subsidized rates
– Interest rate controls
– Severe constraints on the operational and financial  autonomy of 

banks

• Banks had to cross-subsidize the so-called “priorit y” sectors

• Preemption meant that credit for commercial activit ies was 
scarce

• By the late 1980s, it became clear that the approac h to banking 
had led to:
⇒Distorted price discovery
⇒Massive inefficiencies in resource allocation
⇒And a banking sector that was untenable



The Balance of Payments crisis and start 
of reforms

• India suffered a major crisis in its balance of pay ments in the 
wake of the Gulf War in 1990

• Far-reaching economic reforms introduced in 1991

• Industrial, trade and exchange rate reforms opened up  India’s 
economy  and moved it towards market-determined pri ces

• Large scale reforms in the real sector inevitably l ed to 
pressures for reforms in the financial sector

• Blue print for financial sector reforms – Narasimham 
Committee Report of 1991:

“Economic reforms in the real sector would fail to realize their full 
potential without parallel reforms in the financial  sector…”



II. Financial Sector Reforms



Objective and Key Principles

Objective:

• “To create an efficient financial sector that could  support and 
sustain real sector reforms, and bring out the comp etitive 
spirit and efficiency of the real economy…

….without losing sight of the need to ensure financ ial 
soundness and stability”

Emphasis on “gradualism”: 

• Reforms moved at a cautious pace, with careful sequ encing 
and complementary policies in different sectors 



Financial Sector Reforms: Phase I
Bank-oriented measures:

• Lowering reserve requirements to release more funds  to banks
• Deregulation of interest rates
• Infusing competition into the banking system
• Upgrading regulatory, supervisory and accounting st andards
• Strengthening and rationalizing the regulatory and supervisory 

system to monitor risks and prevent systemic risks 

Market-oriented measures: focus on government securities, 
money and foreign exchange markets and stock market s 
through promoting transparency in market practices, 
improving efficiency

Government securities markets:
• Introduced auctions; New instruments to improve price discovery
• Introduction of  a “delivery versus payment” system to improve the 

efficiency of the settlement mechanism
• Electronic trading and record keeping
• Dematerialization of trades in government bonds 



Phase I contd.
Stock market development:
• Promoted institutions to develop the market: The National Stock 

Exchange (1994), with: 
– Electronic trading to improve transparency in price determination of 

equities 
– Dematerialization of shares to eliminate the need for physical 

movements and storage of paper securities. 
• Institutions to regulate markets were created: 

– The Securities and Exchange Board of India (SEBI) in 1992
– SEBI promulgated rules and regulations governing various types of 

capital market participants and activities (like insider trading and 
takeover bids)

Gradual deregulation of capital markets, with easin g of restrictions on 
capital flows: 
– In the equities market, lifting the ban on Foreign Institutional Investors 

in 1992 resulted in portfolio flows increasing from a cumulative
US$872 million in 1992 to US$24 billion in 2004

Emphasis on building capacity, skills of financial sector regulators & 
practitioners; incentives to attract and retain sta ff in regulatory 
agencies 



Financial Sector Reforms: Phase II
1. Diversification & Deepening:
• Development of new markets, forward commodities and other 

derivatives 
• Corporate debt markets: 

– Simplifying primary issuance guidelines and lowering the costs of issuance
– Developing the long-term investor base (insurance companies, pensions funds, 

mutual funds) 
– Fine tuning market microstructure to reflect technology advances

2. Openness
• Further opening up of capital markets - Growing inte gration with 

global financial markets:

3. Stability
• Improved risk management; efforts to strengthen con solidated 

supervision and risk management, particularly for f inancial 
conglomerates 

• Improved regulatory and supervisory coordination (between RBI, 
SEBI, IRDA, etc.)



Phase II cont.

4. Access for M/SMEs & Rural Poor: Legal/institutio nal 
infrastructure:

• Improved asset recovery framework: 
– SARFAESI Act (2002) facilitated NPL restructuring/recovery efforts by banks
– Improvements in the bankruptcy framework
– Establishment of the Asset Reconstruction Corporation of India (ARCIL) in 2002/03 

• Improvements in land titling and registration systems, and contract 
enforcement, have made it easier for small borrowers to use land as 
collateral for accessing credit 

• Credit rating agencies
• Passage of the credit information law (May 2005) 

• Credit Information Bureau of India Limited (CIBIL) - now empowered to 
compile and share credit information on individuals and firms; consumer 
bureau has 65 mn+ accounts; commercial bureau, launched in 2006,
crossed 1 mn accounts

• “Micro, Small and Medium Enterprises Development Act” (2006) to facilitate 
the development of these enterprises 

• Far-reaching legal reforms to strengthen rural credit cooperatives

• A legislation to regulate microfinance 



Phase II cont. 

5. Corporate governance reforms:
Started relatively late in the day (2004); in hindsight, they should have 

started sooner – to better support equity and corporate bond market 
development

• Since 2004, SEBI has continually raised the bar on corporate 
governance of listed entities

• As of January 2006 , India’s listed companies must comply with new 
corporate governance standards (that track closely the obligations 
included in the U.S. Sarbanes-Oxley Act), e.g.:

– Independent directors on boards and audit committees

– A code of conduct for board members

– More responsibilities for audit committees
– Mandatory certification by CEO and COO of a company’s financial 

statements

• Improvements in investor protection: giving shareholders the powers to 
challenge transactions involving conflicts of interest



III. Recent Performance



Some Overall Results
• India’s financial sector is much deeper ; Financial savings are 

significantly higher than in many other large emerg ing market 
economies. 

– India’s financial assets, at well over US$1 trillion, are higher than in 
countries like Brazil, Indonesia, or Mexico. 

– The share of financial assets in GDP in India is about 173%, 
compared to 104% in Mexico, 112% in Indonesia, and 157% in Brazil, 
all of which have significantly higher per capita incomes than India. 

• The financial sector is much more diversified : Share of capital 
markets now exceeds one-half of financial sector as sets.

• Efficiency has continued to improve, e.g., as measured by lowe r 
spreads

• Financial sector is much more integrated with the global markets
– Annual portfolio inflows to India more than tripled from 2000 to 2005, 

to US$12 billion
– Inward & outward FDI has increased

• India’s financial system is much more robust today than at the start 
of the reforms.



Credit Market Performance

• Increased competition in banking

• Buoyant growth in commercial bank credit: bank credit grew by 30% in 2006/07 (in 
excess of the targeted 20% growth)
– Consumer finance boom
– Bank credit to Small Industries grew by about 20% last year (compared to 16% 

the previous year)
– Credit to SMEs grew by about 29% 

• Interest rate spreads in Indian banks continued to decline, reflecting efficiency gains

• The overall credit/deposit ratio of banks now stands at over 70%

• The predominance of core deposits (at about 78% of commercial banks’ liabilities) 
continues to contribute to banking system stability - this is considerably higher than in 
OECD countries, where banks rely much more on market borrowing

• Credit quality has improved: Banks’ gross non-performing loans (NPL) ratio was 3.3% 
in 2006; net NPL ratio was 1.2% -- despite tightening of loan classification norms in 
2004 (which require banks to classify loans as non-performing after 90 days).
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Equity Market Performance



Derivatives markets

• Turnover in the equity derivatives market 
has grown substantially, in a short span of 
three years

• Forward trading in commodities has also 
grown impressively, reaching the level of 
trading on BSE in October 2004 
–Forward trading in commodities was banned 

by law until 1998, and other impediments 
prevented its growth until 2003. 

– In 2003, four electronic, dematerialized 
exchanges – modeled on NSE -- were opened. 

–Progress on warehouse receipts



Bond Markets: Selected Emerging Market Economies, 2004

(US$ billions and percent of GDP)

22.6153.1 3.423.8 Mexico 

19.620.0 28.021.9Chile 
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Source: World Bank staff estimates based on data from BIS (2004); and IMF (2004).  Note: GDP = gross domestic product.

a.  Includes financial institutions and corporate issuers.  

b.  Includes commercial paper issuance and longer term bond issuance.

A cross-country comparison of the size of 
government bond markets across emerging 
economies puts India ahead of many…



IV. Conclusions



So what did India do right?

• The cautious pace of reforms--with careful sequenci ng and 
complementary policies across different segments of  the 
financial sector—seems to have worked well for Indi a

• Emphasis on laying the foundations for financial ma rket 
development, with attention to the following key ar eas:

� Fixing the basic policy framework, with an eye on 
interest rate liberalization and competition

� Legal framework 
� Regulatory framework
� Developing the market infrastructure
� Strengthening corporate governance
� Building the institutional skills and capacity
� Used technology to drive efficiency gains

• The approach to market development helped more effi cient 
transmission of monetary policy, built a credible r isk-free 
yield curve, and helped achieve more integration be tween the 
different segments of the financial sector


