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ABSTRACT This paper traces the story of 

Indian financial sector over the period 1950-2015. In 

identifying the trends and turns of Indian financial 

sector, the paper adopts a three period classification 

viz., (a) the 1950s and 1960s, which exhibited some 

elements of instability associated with laissez faire 

but underdeveloped banking; (b) the 1970s and 

1980s that experienced the process of financial 

development across the country under government 

auspices, accompanied by a degree of financial 

repression; and (c) the period since the 1990s till 

date, that has been characterized by gradual and 

calibrated financial deepening and liberalization. 

Focusing more the third period, the paper argues that 

as a consequence of successive reforms over the past 

25 years, there has been significant progress in 

making interest and exchange rates largely market 

determined, though the exchange rate regime 

remains one of managed float, and some interest 

rates remain administered. Considerable 

competition has been introduced in the banking 

sector through new private sector banks but public 

sector banks continue have a dominant share in the 

market. Contractual savings systems have been 

improved but pension funds in India are still in their 

infancy. Similarly, despite the introduction of new 

private sector insurance companies’ coverage of 

insurance can expand much further, which would 

also provide greater depth to the financial markets. 

The extent of development along all the segments of 

the financial market has not been uniform. While the 

equity market is quite developed, activities in the 

private debt market are predominantly confined to 

private placement form and continued to be limited 

to the blue- chip companies. Going forward, the 

future areas for development in the Indian financial 

sector would include further reduction of public 

ownership in banks and insurance companies, 

expansion of the contractual savings system through 

more rapid expansion of the insurance and pension 

systems, greater  

spread of mutual funds, and development of 

institutional investors. It is only then that the both the 

equity and debt markets will display greater breadth 

as well as depth, along with greater domestic 

liquidity. At the same time, while reforming the 

financial sector, Indian authorities  

 

had to constantly keep the issues of equity and 

efficiency in mind.  
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STRUCTURE OF Indian Financial Sector 

 

INTRODUCTION 

 Financial Sector in the Indian economy has had a 

checkered history. The story of the post-independent 

(i.e., post-1947) Indian financial sector can perhaps 

be portrayed in terms of three distinct phases – the 

first phase spanning over the 1950s and 1960s 

exhibited some elements of instability associated 

with laissez faire but underdeveloped banking; the 

second phase covering the 1970s and 1980s began 

the process of financial development across the 

country under government auspices but which was 

accompanied by a degree of financial repression; and 

the third phase since the 1990s has been 

characterized by gradual and calibrated financial 

deepening and liberalization. While the present 

paper is devoted primarily to the period since the 

1990s, we also provide a brief account of the earlier 

two phases 

 

II. Indian Financial Sector: 1950 - 1990 - From 

Laissez Faire to Government Control  

 

The Bank of India (RBI) was founded in 1935 under 

the Reserve Bank of India Act “…to regulate the 

issue of Reserve Bank Notes and keeping the 

reserves with a view to securing monetary stability 

in India and generally to operate the credit and 

currency system of the country to its advantage.” 

Apart from being the central bank and monetary 

policy authority, the RBI is the regulator of all 

http://jespublication.com/


www.jespublication.com PageNo:906 

Vol 11, Issue 5,May/ 2020 

ISSN NO: 0377-9254                                  

  

 

 

 

 
 

 

banking activity, including non-banking financial 

companies, manager of statutory reserves, debt 

manager of the government, and banker to the 

government. At the time of independence in 1947, 

India had 97 scheduled1 private banks, 557 “non-

scheduled” (small) private banks organized as joint 

stock companies, and 395 cooperative banks. Thus, 

at the time of India’s independence, the organized 

banking sector comprised three major types of 

players, viz., the Imperial Bank of India, joint-stock 

banks (which included both joint stock English and 

Indian banks) and the foreign owned exchange banks 

 

The decade of 1950s and 1960s was characterized by 

limited access to finance of the productive sector and 

a large number of banking failures.2 Such 

dissatisfaction led the government of left-leaning 

Prime Minister (and then Finance Minister) Mrs. 

Indira Gandhi to nationalize fourteen private sector 

banks on 20 July 1969; and later six more 

commercial banks in 1980. Thus, by the early 1980's 

the Indian banking sector was substantially 

nationalized, and exhibited classical symptoms of 

financial repression, viz., high pre-emption of banks' 

investible resources (with associated effects of 

crowding out of credit to the private sector), subject 

to an intricate cobweb of administered interest rates, 

and accompanied by quantitative ceilings on sector  

credit, as governed by the Reserve Bank of India. 

Besides the commercial banks, there were four other 

types of financial institutions in the Indian financial 

sector: development finance institutions (DFIs), co-

operative banks, regional rural banks and post-

offices. 

 

 

The ‘scheduled’ banks were banks “which were 

included in the Second Schedule to the RBI Act and 

those banks in British India that subsequently 

became eligible for inclusion in this Schedule by 

virtue of their paid-up capital and reserves being 

more than Rs 500,000 in the aggregate…the power 

to include or exclude banks in or from the Schedule 

was vested with the Governor General in Council” 

(RBI, 2008) 2 As against 566 commercial banks 

operating in 1951, only 89 survived by 1969, the rest 

the rest went into liquidation or  amalgamation 

during 1951 - 1969; see RBI (2008) for details. 

 

Over the 1950s and 1960, in the absence of effective 

capital markets, a network of DFIs was established 

over much of the developing world, usually 

encouraged by external aid agencies. The sources of 

funds of these DFIs were diverse but raised primarily 

from the domestic bond market, from multilateral 

institutions like the World Bank, refinance window 

of the RBI, and government budgetary provisions. 

But by the 1990s, with stoppage  of   refinance from 

the RBI and government budgetary provisions, and 

accumulation of nonperforming assets, it became 

clear that the DFIs would not be viable in the long 

run. Consequently, the IDBI and ICICI have been 

converted into commercial banks, and the IFCI is 

effectively non-functional. NABARD, the NHB and 

SIDBI are continuing largely as refinance 

institutions with support from the government. 

As of 2015, there are 1,579 urban co-operative and 

94,178 rural cooperative banks. A majority  of these 

banks tend to operate in a single state, and they are 

regulated and supervised by state-specific Registrars 

of Cooperative Societies (RCS), along with overall 

oversight by the Reserve Bank of India. Thus there 

has been dual control of regulation and supervision 

of co-operative banks between the state-specific 

RCSs and the RBI, which has often been 

problematical. They have also suffered from 

governance problems along with the incidence of 

frequent local political interference which has 

hampered the effectiveness of these banks .There 

have also been slow to modernize 

 

Regional Rural Banks (RRBs) were established in 

1975 as local level banks in different states of India. 

They are co-owned by the Central and State 

Governments, and by sponsoring public sector 

banks. Unlike the cooperative banks, RRBs are 

structured as commercial banks and were established 

with a view to developing the rural economy .They 

were envisaged to create a supplementary channel to 

the 'Cooperative Credit Structure' for enlarging 

institutional credit extended to the rural and 

agriculture sectors. While these were vehicles for 

financial inclusion, their high cost-income ratios and 

non-performing assets have been causes of concern. 

Thus, there have been substantial mergers within this 

sector and the number of RRBs has come down form 

196 in 1990 to 56 in 2015 

. 

The Post Office Savings Bank (POSB) has customer 

base    of about 330 million account holders on 

March 2015 (Government of India, 2016) thereby 

contributing significantly to financial inclusion on 

the deposit side.5 However, observers of financial 

inclusion in India often count only bank accounts 
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and neglect the coverage of post office accounts. 

The POSB offers only deposit and remittance 

facilities but not any credit to accountholders 

The Bombay Stock Exchange, the first stock 

exchange in India, was founded in 1875.However, 

by modern standards, the Indian equity market was 

still quite underdeveloped till about the late 1980s. 

It was governed by an archaic regulatory structure 

whereby the Controller of Capital Issues (CCI) in the 

Finance Ministry was the effective equity market 

regulator. Government bonds were available on tap 

at a fixed coupon and primarily catered to deficit 

financing of the government. Draconian foreign 

exchange controls resulted in virtually non-existent 

market for foreign exchange. 

World Bank (1989) noted, “Development finance 

institutions have been perhaps the most common 

means of directing credit. They were actively 

encouraged and supported by bilateral and 

multilateral creditors. Virtually 

all developing and high-income countries have at 

least one, and many have a special institution for 

each priority sector” (p. 57). 4 IDBI: Industrial 

Development Bank of India; ICICI: Industrial Credit 

and Investment Corporation of India; IFCI: 

Industrial Finance Corporation if India; NABARD: 

National Bank fir Agriculture and Rural 

Development ;NHB: National Housing Bank; 

SIDBI: Small Industries Development Bank of 

India. 5 Recently the Indian postal department has 

been given license to open a payments bank. 

In a similar track, insurance in India has had a long 

history. The life insurance business was nationalized 

in 1956 giving birth to the Life Insurance 

Corporation of India (LIC),which then had had a 

monopoly in the insurance business till the late 

1990s when the Insurance sector was opened to the 

private sector.6 The  general insurance business was 

nationalized later in 1972 when 107 insurers were 

amalgamated and grouped into just four government 

owned companies. 

 

Figure 1: Financial Institutions in India 

 

 
 

Thus, by the end of the 1980s, the financial sector in 

India was virtually owned by the government with 

nationalized banks and insurance companies and a 

single public sector mutual fund. Consequently, 

reforming the financial sector was a very important 

part of Indian economic reforms initiated in the early 

1990s. Thus, over the years, the Indian financial 

sector has emerged as a substantial segment of the 

economy comprising diverse financial institutions 

and various markets 

 

 
 

 

III Banking in India since the 1990s: Towards 

Modern Competitive Banking 

 

The initial foundation of the banking sector reforms 

in India came from two official reports, viz., the 

Report of the Committee on Financial System 

(Reserve Bank of India, 1991)and the Report of the 

Committee on Banking Sector Reforms 

(Government of India, 1998),both chaired by former 

Governor of the RBI, M Narasimham. The 

Narasimham Committee1991 was primarily devoted 
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to enhancing operational freedom in the commercial 

banking sector and recommended measures like 

reduction of pre-emption of banks' investible 

resources (via a reduction of cash reserve ratio 

(CRR) and statutory liquidity ratio (SLR)) and 

gradual elimination of the administered interest rate 

structure. Narasimham Committee 

1998recommended further measures for 

modernizing the banking sector through better 

regulation and supervision, and introduction of 

prudential norms. It also suggested a review of the 

bank ownership structure in India. 

 

Other elements of financial sector reforms in India 

include significant reduction of 

financial repression (including removal of automatic 

monetization); dismantling of the complex 

administered interest rate structure to enable the 

process of price discovery; providing operational 

and functional autonomy to public sector 

institutions; preparing the financial system for 

increasing international competition; opening the 

external sector in a calibrated manner; and 

promoting financial stability in the wake of domestic 

and external shocks (Mohan, 2006). All these 

measures were designed to create an efficient, 

productive and profitable financial sector. 

Illustratively, gradual reduction of CRR from 15% 

to about 4%, and reduction in the SLR7 from nearly 

40% to 21.5% between the early 1990s and themid-

2010s have made a huge improvement to the 

availability of lendable resources to the banking 

sector. Liquidity Adjustment Facility (LAF) 

Corridor and Call Rate Compiled from Handbook of 

Statistics on Indian Economy, RBI 

 

A bunch of new private sector commercial banks 

were licensed in the mid-1990s, the first time since 

bank nationalization, in order to introduce 

competition, enhance efficiency and induce 

innovation in the banking sector. 

 

More recently a number of measures have been 

initiated towards inculcating a credit culture through 

enforcement of creditors' rights, and hastening the 

process of credit recovery.. The Securitization and 

Reconstruction of Financial Assets and Enforcement 

of Securities Interest (SARFAESI) Act was passed 

in 2002, enabling the setting up of debt-recovery 

tribunals and asset-reconstruction companies. Credit 

Information Bureaus have been given legal status 

through passing of the Credit Information Bureau 

Act in 2005, but these agencies are still in their 

infancy. Introduction of unique identification for 

every natural person in the9 Repo rate is the fixed 

interest rate at which the RBI provides short-term 

(overnight) liquidity to banks against he collateral of 

government and other approved securities under the 

liquidity adjustment facility (LAF)) 

 

country should potentially be very helpful for the 

expansion in coverage of these bureaus ,there by 

leading to reduction in transactions costs for small 

order lending. Most recently, the Bankruptcy Act 

was passed by the Indian parliament in May 2016. 

 

Information technology has played a key role in this 

transformative journey of Indian banking. 

Technology has enabled more effective, lower cost 

and real-time delivery of 

financial services, through the establishment of a 

modern payments system. Setting up of the Indian 

Financial Network (INFINET) as the 

communication backbone for the financial sector, 

introduction of a Real Time Gross Settlement 

System (RTGS) and core banking solutions across 

banks encompassing most of their branches across 

India, are some of the major technological initiatives 

implemented. Establishment of the Institute for 

Development and Research in Banking Technology 

(IDRBT) by the Reserve Bank in 1996 has helped 

greatly in promoting connectivity among all the 

banks through development of and propagation of 

common IT standards throughout the system.  

 

Money Market 

The money market is a key component of the 

banking sector and monetary policy in India. With a 

ceiling on the over-night interbank money market 

(known as call money market), the status of the 

money market was quite archaic in India until the 

early 1990s. 

 

the initiation of financial sector reforms and the need 

to make monetary policy operational the call money 

market had to be developed gradually into an inter-

bank market through which monetary policy 

transmission takes place. RBI’s policy rate is 

effectively the repo rate now, which acts as the 

anchor of the money market through operation of its 

liquidity adjustment facility (LAF). The mode of 

operation of the call money market and its efficiency 

is crucial for effectiveness of transmission of RBI’s 

monetary policy. Hence the framework of the LAF 
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has undergone various tweaks over time as monetary 

conditions and operational 

frameworks have changed. Over the years, the 

money market has become deep and diverse with 

emergence of several segments like CBLO 

(collateralized borrowing and lending   obligations); 

it experienced significant increase in the level of 

activity in its various segments 

 

IV. The Insurance Sector since the 1990s: 

Opening up the doors 

 

A high-powered committee, set up in 1993 by the 

Government of India and headed by former RBI 

Governor, R. N. Malhotra, initiated the reforms 

process in the Indian insurance sector. Apart from 

opening up the insurance sector to private players - 

both to domestic and foreign players (preferably 

through joint ventures with Indian partners), the 

Committee recommended establishment of the 

Insurance Regulatory and Development 

Authority(IRDA) as an autonomous body to 

regulate, develop and promote competition in the 

insurance sector. The IRDA was finally constituted 

as an autonomous body in 1999 and incorporated as 

a statutory body in April 2000. The mission of IRDA 

is"to protect the interest  the policy holders, to 

regulate, promote and ensure orderly growth of the 

insurance industry and 

for matters connected therewith or incidental 

thereto. 

 

"With the enactment of the IRDA Act, 1999, the 

monopoly conferred to the Life Insurance 

Corporation in 1956 and to the General Insurance 

Corporation in 1972 was repealed, allowing private 

sector players to enter the insurance sector. A recent 

development in the insurance sector has been 

enhancement of the limit of foreign investment in    

insurance sector from 26 to 49 percent under the 

automatic route. 

 

 As of March 2015, this sector comprised 24 life 

insurance companies and 28 general insurance 

companies, and one national reinsurer. Among the 

life insurers, the Life Insurance Corporation (LIC) as 

the sole public sector company accounts for the 

lion’s share in insurance business. Among the non-

life insurers there are six public sector insurers. In 

addition to these ,there is the sole national re-insurer, 

namely, General Insurance Corporation of India 

(GIC).Out of 28 non-life insurance companies, there 

are five private sector players dealing exclusively in 

health, personal accident and travel insurance 

segments. 

 

.With about 360 million policies, the world in terms 

of number - reflecting India's population size. The 

general insurance business in India is currently at Rs. 

847 billion in 2014-15 or about 0.7 % of GDP. In 

2014,with a share of 2.1% in the global life insurance 

business, India has been ranked 11th among the 88 

countries in life insurance business (Swiss Re, 

2015). In non-life insurance  insurance accounted for 

nearly 40% of the gross direct premiums earned in 

2015-16,penetration of health insurance is rather 

poor. In fact, despite the absolute size of the 

insurance sector, penetration in this sector leaves 

much to be desired. Illustratively, while the rate of 

insurance penetration in life segment (measured by 

the ratio of premium GDP) of  In Increased from 

2.2% to in 2002 to 4.6% in 2010, it declined 

thereafter to reach 2.6% in 2014 

(Table 5). Industry reports tended to indicate that 

with higher inflation and lower 

disposable incomes, overall intention to buy life 

insurance policies in India has taken a 

hit(Saraswathy, 2015). Interestingly, at the current 

juncture while India's insurance penetration is 

comparable to China's 3.2% - similar metrics for 

Korea (at 11.3%) or Thailand (at 5.8%) 

 

V Capital Market: Uneven Progress in Different 

Segments 

 

Is the Indian financial system bank-based or market 

based? While our prior 

hunch could characterize Indian financial system as 

a bank-based one, it is important to notethat 

significant change is happening in this sphere. 

 

VI. External account and India’s financial 

opening 

 

It needs to be noted that India has generally incurred 

a current account deficit whichhas been financed by 

foreign direct and portfolio investment and by 

various kinds of debtflows including external 

commercial borrowing, portfolio flows and official 

borrowing.Significant changes have taken place in 

the management of the external sector since the 

early1990s. 
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The exchange rate regime moved from a basket-

based pegged exchange rate to a 

market determined, but managed, exchange rate in 

1993, paving the way for current account 

tconvertibility in 1994. In line with the substantial 

liberalization of capital account transactions over 

time, India's exchange rate arrangement has been 

classified as "floating" butwith significant degree of 

capital account management (IMF, 2014). 

 

VII. Non-Banking Finance Companies (NBFCs) 

– Checkered Trend 

 

Apart from the banks, India has a number of non-

banking financial companies 

(NBFCs). The fundamental difference between 

banks and NBFCs in India are three: (a)NBFCs 

cannot accept demand deposits; (b) NBFCs do not 

form part of the payment and settlement system and 

cannot issue checks drawn on itself; and (c) deposit 

insurance facility is not available to depositors of 

NBFCs, unlike in case of banks. The NBFCs is far 

from being a homogenous entity and include many 

diverse types of financial institutions from a housing 

finance company to an equipment leasing 

company.23 The diversity among the entities of the 

NBFC sector is also reflected in attributes like sizes 

and the extent of regulatory 

oversight. As of March 2016, there were 11,682 

NBFCs registered with the RBI, of which202 were 

deposit-accepting and 11,480 were non-deposit 

accepting NBFCs, of which 220were declared as 

systemically important (i.e., those with an asset size 

of Rs one billion or more).24 In the popular 

discourse the role of NBFCs are seen from two 

distinct angles: (a)they have been very useful for 

sectors / activities that are generally excluded from 

formalbanking activities; and (b) at some regularity 

some of the deposit raking NBFCs have beensource 

of financial irregularity in some localized pockets 

and raised the issue of consumer protection. 

 Concluding Observations 

Where does the Indian financial sector stand as of 

mid-2016? At the risk of broad 

generalization, the following broad trends could be 

highlighted as key features of Indianfinancial sector. 

As a consequence of successive reforms over the 

past 25 years, there hasbeen significant progress in 

making interest and exchange rates largely market 

determined,though the exchange rate regime 

remains one of managed float, and some interest 

ratesremain administered. Considerable competition 

has been introduced in the banking sector through 

new private sector banks but public sector banks 

continue have a dominant share in the market. 

Contractual savings systems have been improved but 

provident and pension funds 

in India are still in their infancy. Similarly, despite 

the introduction of new private sectorinsurance 

companies’ coverage of insurance can expand much 

further, which would alsoprovide greater depth to 

the financial markets. The extent of development 

along all the segments of the financial market has not 

been uniform. While the equity market is quite 

developed, activities in the private debt market are 

predominantly confined to privateplacement form 

and continued to be limited to the blue-chip 

companies. Going forward, thefuture areas for 

development in the Indian financial sector would 

include further reduction of 

public ownership in banks and insurance companies, 

expansion of the contractual savingssystem through 

more rapid expansion of the insurance and pension 

systems, greater spread ofmutual funds, and 

development of institutional investors. It is only then 

that the both the equity and debt markets will display 

greater breadth as well as depth, along with greater 

domestic liquidity. 

India continues its journey towards a financially 

inclusive regime through innovativepolicies 

involving a multi-pronged approach.  

 

 

References 

 

 (all the URLs have been accessed in April- May 

2016). Ahluwalia, Montek S (1999): “Reforming 

India’s Financial Sector: An Overview”, in James A 

Hanson and Sanjay Kathuria (eds.): India: a 

Financial Sector for the Twenty-first Century, New 

Delhi: Oxford University Press. Bell, Clive and 

Peter L. Rousseau. (2001): "Post-independence 

India: A Case of Finance-Led Industrialization?", 

Journal of Development Economics, 65(1): 153–75. 

Credit Suisse (2015): Report on “House of Debt” 

(India Research Report), 21 October. Government of 

India (1998): Report of the Committee on Banking 

Sector Reforms (Chairman: M Narasimham), New 

Delhi: Government of India. Government of India, 

(2009): A Hundred Small Steps: Report of the 

Committee on Financial Sector Reforms (Chairman: 

Raghuram Rajan), New Delhi: Planning 

Commission. Government of India (2015): Report 

of the Committee to recommend measures for 

http://jespublication.com/


www.jespublication.com PageNo:911 

Vol 11, Issue 5,May/ 2020 

ISSN NO: 0377-9254                                  

  

 

 

 

 
 

 

curbing mis-selling and rationalising distribution 

incentives in financial products" (Chairman: Sumit 

Bose) available at 

http://finmin.nic.in/reports/Final_Report_Committe

e_on_Incentive_Structure.pdf Government of India 

(2016): Annual Report: 2015-16 – Department of 

Posts, available at 

http://www.indiapost.gov.in/Report/FinalPostAnnu

alReportEnglish2015-16.pdf IMF (2013): India: 

Financial Sector Assessment Program—Detailed 

Assessments Report on IAIS Insurance Core 

Principles, available at 

http://www.imf.org/external/pubs/ft/scr/2013/cr132

65.pdf IMF (2013a): Guidance Note For The 

Liberalization and Management Of Capital Flows, 

available at 

https://www.imf.org/external/np/pp/eng/2013/0425

13.pdf IMF (2014): Annual Report on Exchange 

Arrangements and Exchange Restrictions 2014, 

Washington DC: IMF. ICRA (2016): Mutual Fund 

Screener (for the Quarter ended March 2016), 

available at 

https://mutualfundindia.com/Images/Research/PdfP

aths/7a11b786a2c942b690db34e7 

c39db743Mutual%20Fund%20Screener%20-

%20Mar%202016.pdf IRDA (Insurance Regulatory 

and 

http://jespublication.com/

