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Financial sector reforms 


       Kirandeep Kaur1 


Abstract 


India's  financial  system  comprising  its  banks,  equity  market,  and  bond  marketing,  financial 
 institutions is crucial determinant of the country's economic growth. Financial sector reforms in 
 India introduced as a part of the structural adjustment and economic reforms programmed in the 
 early 1990s have had a profound impact on the functioning of the financial institution especially 
 banks  .A  special  committee  appointed  on  the  financial  system  to  look  into  all  aspects  of  the 
 financial  system  and  make  comprehensive  recommendations  for  reforms  in  banking,  forex 
 market  ,debt  market  and other sector reforms  .The paper is  present  financial sector reforms ,its 
 objective and various phases of financial sector reforms . 


Key words: Financial sector, Objectives of financial sector reforms, approaches of financial 
 sector reforms, principles of financial sector reforms, phases of financial sector reforms.   


1.Assistant Professor (Commerce),Swift Technical Campus, Ghaggar Sarai, Rajpura 


Meaning of financial sector 


Financial  sector  is  a  category  of  stocks  containing  firms  that  provide  financial  services  to 
 commercial  and  retail  customers  .This  sector  include  banks,  investment  funds,  insurance 
 companies and real estate .a large proportion of this sector generate revenue from mortgages and 
 loans  .financial  sector  is  that  segment  of  a  national  economy  which  encompasses  the  flow  of 
 capital. 


Introduction to Financial Sector Reforms 


 Financial sector is the backbone of every economy and it play a crucial role in the mobilization 
and  allocation  of  resources  .The  constituents  of  the  financial  sector  are  banks  financial 
institutions ,financial instruments and markets which mobilize the resources from surplus sector 
and channelize the same to the different needy sectors in the economy. Financial sector reforms 
have  long  been  regarded  as  an  important  part  of  agenda  for  policy  reforms  in  developing 
countries  .This  was  because  they  were  expected  to  increase  the  efficiency  of  resource 
mobilization and allocation in real economy which in turn was expected to generate higher rate 
of growth. 
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Financial  sector  reforms  means  to  improve  the  allocative  efficiency  of  resources  and 
 ensure  financial  stability  and  maintain  confidence  in  the  financial  system  by  enhancing  its 
 soundness  and  efficiency  .reforms  of  the  financial  sector  was  recognized  from  the  very 
 beginning,  as  an  integral  part  of  the  economic  reforms  initiated  in  1991.The  economic  reform 
 process covered two serious crisis involving the BOP (balance of payment) crisis and facing the 
 problem of banking system. With increasing globalization in Indian economy, the reform process 
 witnessed a significant move toward adoption of international best practices in several areas like 
 banking supervision and corporate governance.    


Objective of Financial sector reforms 


1.  The  main  objective  of  the  financial  sector  reforms  is  to  allocate  the  resources  efficiently, 
 increasing the return on investment and accelerated the growth of real sector in the economy. 


2. Create an efficient, competitive and stable that could contribute measure to stimulate growth. 


3  .Relaxation  the  external  constraints  in  the  operation  of  banking  sector,  restructuring, 
 recapitalization in the competitive element in the market through the entry of new banks. 


4. Increased transparency in the banking system through the introduction of prudential norms and 
 increase the role of the market forces due to the deregulated interest rates. 


5. Remove financial repression and provide operational and functional autonomy to institutions. 


6.  Promote  the  maintenance  of  financial  stability  even  in  the  face  of  domestic  and  external 
 shocks. 


Phase of financial sector reforms 


The first phase, also known as first  generation reform. Financial sector reforms start its works 
 in the early 1990s, by which the Indian economy has achieved high growth in an environment of 
 macro-economic  and  financial  stability  .the  period  has  been  marked  by  broad  based  economic 
 reform  that  has  touched  every  segment  of  the  economy  .These  reforms  were  designated 
 essentially to promote greater efficiency the economy through promotion of greater. In this phase 
 the health of financial sector has recorded very significant improvement. 


 The  main  objective  of  the  financial  sector  reforms  in  India  was  to  create  an  efficient, 
productive  and  profitable  financial  services  industry.  Narasimham  committee  view  that  in  this 
phase  that  the  objective  of  financial  sector  reforms  in  India  should  not  focus  on  correcting  the 
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present  financial  weakness  but  should  strive  to  eliminate  the  roots  of  the  cause  of  the  present 
 challenges faced by the Indian market economy. 


Second Generation reforms  


Second generation reforms or the second phase of the reforms commenced in the mid 1990s and 
 laid  greater  emphasis  on  the  strengthening  the  financial  system  on  the  introduction  of  the 
 structural  improvements  .Narasimham  committee  II  was  to  look  into  the  extent  of  the 
 effectiveness of the implementation of reforms suggested by Narasimham committee I and was 
 entrusted  with  the  responsibility  to  lay  down  a  course  of  future  reforms  for  the  growth  and 
 integration of the banking sector with international standard.  


Principles of financial sector reforms  


1. Development of financial institution. 


2. Development of efficient, competitive and stable financial sector  


3. Mutually reinforcing measures that would serve as enabling reforms which would not in any 
 way disrupt the confidence in the system. 


4. Development of the financial infrastructure in terms of technology, changing real framework, 
 setting up of a supervision body  laying down of audit standards. 


5. Initiatives to nurture integrate and develop money, forex, debt market. 


6. Introduction of complementary reforms across monetary, fiscal and external sector. 


7. Introduction of various measures by cautious and gradual phasing this giving time to various 
 agents to carry out necessary norms. 


Approaches of financial sector reforms 


Financial sector reforms can be divided into four approaches. 


1. Banking sector reforms 
2. Debt Market reforms  
3. Forex market reforms  
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 4. Reforms in other segment  


Banking sector reforms 


Despite  the  general  approach  of  the  financial  sector  reforms  process,  many  of  regulatory  and 
 supervisory norms were started out first for commercial banks and thereafter were expanded to 
 other  financial  intermediaries.  It  consists  of  a  two  -fold  process.  Firstly,  the  process  involved 
 recapitalization  of  banks  from  government  resources  to  bring  them  at  par  appropriate 
 capitalization standards. On a second level ,an approach was adopted replacing privatization .The 
 main  idea  was  to  increase  the  competition  in  the  banking  system  .The  main  aim  of  banking 
 sector  reforms  was  to  promote  a  diversified  ,efficient  and  competitive  financial  system  with 
 ultimate  goal  of  improving  the  allocate  efficiency  of  resources  through  operational  flexibility 
 ,improved  financial  viability  and  institutional  strengthening.  There  are  many  reforms  taken  for 
 enhancing  the  effectiveness  of  banking  system  like  prudential  norms,  supervisory  measures, 
 technology related measures.  


1. Introduction and phased implementation of international best practices   


2. Norms for risk -weighted capital adequacy requirements, accounting, income recognition 


3. Measures to strengthen risk management through recognition of different components of risk, 
 norms on connected lending, risk concentration.  


4. Granting of operational autonomy to public sector banks, transparency norms for entry of 
 Indian private sector, foreign and joint -venture investment in the financial sector in the form of 
 FDI (foreign direct investment) 


5. Establishment of board for financial supervision as the apex supervisory authority for banks, 
 financial institution and NBFC (non banking financial companies) 


Debt Market reforms 


Major  reforms  have  been  carried  out  in  the  government  securities  debt  market  .Functioning  of 
Government  securities  debt  market  was  really  initiated  in  the  1990s.The  system  had  to 
essentially move from a strategy of pre-emption of resources from banks at administrated interest 
rates  and  through  monetization  of  a  SLR(statutory  liquidity  ratio)The  high  SLR  reserve 
requirement lead to the creation of a captive market for government securities which were issued 
at low administrated interest rate .Major reforms in the debt market is  
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1. Administrated interest rates on government were replaced by an auction system for price 
 discovery. 


2. Primary dealers were introduced as market makers in the government securities market 
 3. Repo was introduced as a tool of short -term liquidity adjustments. 


4. Foreign institutional investors were allowed to invest in government securities in certain limit  
 5.91-day treasury bills were introduced for managing liquidity. 


Forex Market Reforms 


The  forex  market  exchange  market  in  India  had  been  characterized  by  heavy  control  since  the 
 1950s along with increasing trade control designed to foster import substitution .Both current and 
 capital  accounts  were  shut  and  forex  was  made  available  through  a  complex  licensing  system 
 undertaken by the RBI .The reforms were taken in forex market are  


1. Evolution of exchange rate regime from a single -currency to fixed exchange rate system to 
 fixing the value of rupee against a basket of currencies. 


2. Replcaement of the earlier FERA act 1973, by the market Friendly FEMA act 1999. 


3. Development of rupee -foreign currency swap market. 


4. Permission to various participants in the foreign exchange market including exporters, FIIS 
 (foreign institutional investors). 


5. Foreign exchange earners permitted to maintain foreign currency account.  


Reforms in other segments of the financial sector 


Measures  aimed  at  establishing  prudential  regulation,  supervision,  competition  and  efficiency 
 enhancing  measures  have  also  been  introduced  for  non-bank  financial  intermediaries 
 (NBFs).Development  finance  institution,NBFs  ,urban  cooperative  banks,  specialized  term-
 lending institution and primary dealers all of these have been brought under the regulation of the 
 board for financial supervision. 


For  increasing  transparency  ,market  efficiency  ,integration  of  national  markets  and 
prevention  of  unfair  trade  practices  regarding  trading  regulate  and  develop  capital  market  was 
introduced  .Another  important  reforms  is  establishment  of  SEBI  act  1992  as  a  regulator  for 
equity  markets.  Mutual  funds  have  been  permitted  to  open  offshore  funds  for  the  purpose  of 
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investing in equities. The Indian corporate sector have been allowed to tap international capital 
 markets  through  ADRs  (American  depository  receipt),  GDRs  (Global  depository  receipt), 
 FCCBs (foreign currency convertible bonds), and NRIs (non-resident Indians) have been allowed 
 to invest in Indian companies.  


Conclusion 


India  has  taken  dramatic  strides  in  recent  tears  to  advance  financial  sector 
 reforms .But in a fast  -evolving market place, reforms is by necessity a continues process.  It is 
 important  to  note  that  financial  sector  reforms  by  themselves  cannot  guarantee  good  economic 
 performance. That depends upon a number of other factors, including especially the maintains of 
 as a favorable macro -economic environment and the pursuit of much needed economic reforms 
 in  other  parts  of  the  real  economy.  It  conclude  that  finance  and  growth  are  interlinked;  with 
 increasing  developments  all  around  the  world,  the  Indian  banking  and  financial  system  has  to 
 develop in a manner that stimulates growth and competition .most of the changes or amendments 
 are  recommends  in  the  legislative  framework  by  both  of  the  Narasimham  committees  (I  &  II) 
 have  been  carried  out  although  much  still  needs  to  be  done.  India  has  undergone  more  than 
 decade of financial sector reforms which has lead to substantial transformation and liberalization 
 of the entire financial sector.  
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Commercial Banks 


Meaning of Commercial Banks: 


A commercial bank is a financial institution which performs the functions of accepting deposits 
 from the general public and giving loans for investment with the aim of earning profit. 


In fact, commercial banks, as their name  suggests, axe profit-seeking institutions, i.e., they do 
 banking business to earn profit. 


They  generally  finance  trade  and  commerce  with  short-term  loans.  They  charge  high  rate  of 
 interest from the borrowers but pay much less rate of Interest to their depositors with the result 
 that  the  difference  between  the  two  rates  of  interest  becomes  the  main  source  of  profit  of  the 
 banks.  Most  of  the  Indian  joint  stock  Banks  are  Commercial  Banks  such  as  Punjab  National 
 Bank, Allahabad Bank, Canara Bank, Andhra Bank, Bank of Baroda, etc. 


Functions of Commercial Banks (D05, 06, 07,08C, 09,09C, A05, 06, 08, and 09): 


The  two  most  distinctive  features  of  a  commercial  bank  are  borrowing  and  lending,  i.e., 
 acceptance of deposits and lending of money to projects to earn Interest (profit). In short, banks 
 borrow to lend. The rate of interest offered by the banks to depositors is called the borrowing 
 rate while the rate at which banks lend out is called lending rate. 


The difference between the rates is called ‘spread’ which is appropriated by the banks. Mind, all 
 financial  institutions  are  not  commercial  banks  because  only  those  which  perform  dual 
 functions  of  (i)  accepting  deposits  and  (ii)  giving  loans  are  termed  as  commercial  banks.  For 
 example  post  offices  are  not  bank  because  they  do  not  give  loans.  Functions  of  commercial 
 banks  are  classified  in  to  two  main  categories—(A)  Primary  functions  and  (B)  Secondary 
 functions. 


 (A) Primary Functions: 


1. It accepts deposits: 


A  commercial  bank  accepts  deposits  in  the  form  of  current,  savings  and  fixed  deposits.  It 
 collects  the  surplus  balances  of  the  Individuals,  firms  and  finances  the  temporary  needs  of 
 commercial transactions. The first task is, therefore, the collection of the savings of the public. 


The bank does this by accepting deposits from its customers. Deposits are the lifeline of banks. 


Deposits are of three types as under: 


(i) Current account deposits: 


Such deposits are payable on demand and are, therefore, called demand deposits. These can be 
 withdrawn by the depositors any number of times depending upon the balance in the account. 


The  bank  does  not  pay  any  Interest  on  these  deposits  but  provides  cheque  facilities.  These 
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accounts  are  generally  maintained  by  businessmen  and  Industrialists  who  receive  and  make 
 business payments of large amounts through cheques. 


(ii) Fixed deposits (Time deposits): 


Fixed deposits  have a  fixed period of  maturity  and  are  referred  to  as  time  deposits.  These are 
 deposits for a fixed term, i.e., period of time ranging from a few days to a few years. These are 
 neither payable on demand nor they enjoy cheque facilities. 


They can be withdrawn only after the maturity of the specified fixed period. They carry higher 
 rate  of  interest.  They  are  not  treated  as  a  part  of  money  supply  Recurring  deposit  in  which  a 
 regular deposit of an agreed sum is made is also a variant of fixed deposits. 


(iii) Savings account deposits: 


These  are  deposits  whose  main  objective  is  to  save.  Savings  account  is  most  suitable  for 
 individual  households.  They  combine  the  features  of  both  current  account  and  fixed  deposits. 


They  are  payable  on  demand  and  also  withdraw  able  by  cheque.  But  bank  gives  this  facility 
 with some restrictions, e.g., a bank may allow four or five cheques in a month. Interest paid on 
 savings account deposits in lesser than that of fixed deposit. 


Difference between demand deposits and time (term) deposits: 


Two traditional forms of deposits are demand deposit and term (or time) deposit: 


(i) Deposits which can be withdrawn on demand by depositors are called demand deposits, e.g., 
 current  account  deposits  are  called  demand  deposits  because  they  are  payable  on  demand  but 
 saving account deposits do not qualify because of certain conditions on withdrawal. No interest 
 is paid on them. Term deposits, also called time deposits, are deposits which are payable only 
 after the expiry of the specified period. 


(ii) Demand deposits do not carry interest whereas time deposits carry a fixed rate of interest. 


(iii) Demand deposits are highly liquid whereas time deposits are less liquid, 
 (iv) Demand deposits are chequable deposits whereas time deposits are not. 


2. It gives loans and advances: 


The second major function of a commercial bank is to give loans and advances particularly to 
businessmen  and  entrepreneurs  and  thereby  earn  interest.  This  is,  in  fact,  the  main  source  of 
income  of  the  bank.  A  bank  keeps  a  certain  portion  of  the  deposits  with  itself  as  reserve  and 
gives  (lends)  the  balance  to  the  borrowers  as  loans  and  advances  in  the  form  of  cash  credit, 
demand loans, short-run loans, overdraft as explained under. 
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(i) Cash Credit: 


An  eligible  borrower  is  first  sanctioned  a  credit  limit  and  within  that  limit  he  is  allowed  to 
 withdraw  a  certain  amount  on  a  given  security.  The  withdrawing  power  depends  upon  the 
 borrower’s current assets, the stock statement of which is submitted by him to the bank as the 
 basis  of  security.  Interest  is  charged  by  the  bank  on  the  drawn  or  utilised  portion  of  credit 
 (loan). 


(ii) Demand Loans: 


A loan which can be recalled on demand is called demand loan. There is no stated maturity. The 
 entire  loan  amount  is  paid  in  lump  sum  by  crediting  it  to  the  loan  account  of  the  borrower. 


Those like security brokers whose credit needs fluctuate generally, take such loans on personal 
 security and financial assets. 


(iii) Short-term Loans: 


Short-term loans are given against some security as personal loans to finance working capital or 
 as priority sector advances. The entire amount is repaid either in one instalment or in a number 
 of instalments over the period of loan. 


Investment: 


Commercial banks invest their surplus fund in 3 types of securities: 


(i)  Government  securities,  (ii)  Other  approved  securities  and  (iii)  Other  securities.  Banks  earn 
 interest on these securities. 


(B) Secondary Functions: 


Apart from the above-mentioned two primary (major) functions, commercial banks perform the 
 following secondary functions also. 


3. Discounting bills of exchange or bundles: 


A bill of exchange represents a promise to pay a fixed amount of money at a specific point of 
 time  in  future.  It  can  also  be  encashed  earlier  through  discounting  process  of  a  commercial 
 bank. Alternatively, a bill of exchange is a document acknowledging an amount of money owed 
 in consideration of goods received. It is a paper asset signed by the debtor and the creditor for a 
 fixed amount payable on a fixed date. It works like this. 


Suppose,  A  buys  goods  from  B,  he  may  not  pay  B  immediately  but  instead  give  B  a  bill  of 
 exchange stating the amount of money owed and the time when A will settle the debt. Suppose, 
 B  wants the  money  immediately,  he  will  present  the  bill  of  exchange  (Hundi)  to the  bank  for 
 discounting.  The  bank  will  deduct  the  commission  and  pay  to  B  the  present  value  of  the  bill. 


When the bill matures after specified period, the bank will get payment from A. 
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4. Overdraft facility: 


An overdraft is an advance given by allowing a customer keeping current account to overdraw 
 his  current  account  up  to  an  agreed  limit.  It  is  a  facility  to  a  depositor  for  overdrawing  the 
 amount than the balance amount in his account. 


In  other  words, depositors of  current  account  make  arrangement  with  the  banks that  in  case  a 
 cheque  has  been  drawn  by  them  which  are  not  covered  by  the  deposit,  then  the  bank  should 
 grant overdraft  and honour  the  cheque.  The  security  for  overdraft  is  generally  financial  assets 
 like shares, debentures, life insurance policies of the account holder, etc. 


Difference between Overdraft facility and Loan: 


(i) Overdraft is made without security in current account but loans are given against security. 


(ii)  In  the  case  of  loan,  the  borrower  has  to  pay  interest  on  full  amount  sanctioned  but  in  the 
 case of overdraft, the borrower is given the facility of borrowing only as much as he requires. 


(iii)  Whereas  the  borrower  of  loan  pays  Interest  on  amount  outstanding  against  him  but 
 customer of overdraft pays interest on the daily balance. 


5. Agency functions of the bank: 


The  bank  acts  as  an  agent  of  its  customers  and  gets  commission  for  performing  agency 
 functions as under: 


(i) Transfer of funds: 


It provides facility for cheap and easy remittance of funds from place-to-place through demand 
 drafts, mail transfers, telegraphic transfers, etc. 


(ii) Collection of funds: 


It collects funds through cheques, bills, bundles and demand drafts on behalf of its customers. 


(iii) Payments of various items: 


It makes payment of taxes. Insurance premium, bills, etc. as per the directions of its customers. 


(iv) Purchase and sale of shares and securities: 


It buys sells and keeps in safe custody securities and shares on behalf of its customers. 


(v)  Collection  of  dividends,  interest  on  shares  and  debentures  is  made  on  behalf  of  its 
 customers. 


(iv) Acts as Trustee and Executor of property of its customers on advice of its customers. 
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(vii) Letters of References: 


It  gives  information  about  economic  position  of  its  customers  to  traders  and  provides  similar 
 information about other traders to its customers. 


6. Performing general utility services: 


The banks provide many general utility services, some of which are as under: 


(i) Traveller’s cheques .The banks issue traveler’s cheques and gift cheques. 


(ii)  Locker  facility.  The  customers  can  keep  their  ornaments  and  important  documents  in 
 lockers for safe custody. 


(iii) Underwriting securities issued by government, public or private bodies. 


(iv) Purchase and sale of foreign exchange (currency). 


Credit (Money) Creation by Commercial Banks (A10; D10, 10C, 11, 11C): 


RBI produces money while commercial banks increase the supply of money by creating credit 
 which  is  also  treated  as  money  creation.  Commercial  banks  create  credit  in  the  form  of 
 secondary deposits. 


Mind, total deposits of a bank is of two types: 


(i)  Primary  deposits  (initial  cash  deposits  by  the  public)  and  (ii)  Secondary  deposits  (deposits 
that  arise  due  to  loans  given  by  the  banks  which  are  assumed  to  be  redeposited  in  the  bank.) 
Money creation by commercial banks is determined by two factors namely (i) Primary deposits 
i.e.  initial  cash  deposits  and  (ii)  Legal  Reserve  Ratio  (LRR),  i.e.,  minimum  ratio  of  deposits 
which is legally compulsory for the commercial banks to keep as cash in liquid form. Broadly 
when  a  bank  receives  cash  deposits  from  the  public,  it  keeps  a  fraction  of  deposits  as  cash 
reserve  (LRR)  and  uses  the  remaining  amount  for  giving  loans.  In  the  process  of  lending 
money, banks are able to create credit through secondary deposits many times more than initial 
deposits (primary deposits). 
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Types of Commercial Banks: 


The following chart depicts main types of commercial banks in India. 


Scheduled Banks and Non-scheduled Banks: 


Commercial banks are classified in two broad categories—scheduled banks and non-scheduled 
 banks. 


Scheduled  banks  are  those  banks  which  are  included  in  Second  Schedule  of  Reserve  Bank  of 
 India.  A  scheduled  bank  must  have  a  paid-up  capital  and  reserves  of  at  least  Rs  5  lakh.  RBI 
 provides  special  facilities  including  credit  to  scheduled  banks.  Some  of  important  scheduled 
 banks are State Bank of India and its subsidiary banks, nationalised banks, foreign banks, etc. 


Non-scheduled Banks: 


The  banks  which  are  not  included  in  Second  Schedule  of  RBI  are  known  as  non-scheduled 
 banks. A non-scheduled bank has a paid-up capital and reserves of less than Rs 5 lakh. Clearly, 
 such banks are small banks and their field of operation is also limited. 


A passing reference to some other types of commercial banks will be informative. 


Industrial  Banks  provide  finance  to  industrial  concerns  by  subscribing  (buying)  shares  and 
 debentures  of  companies  and  also  give  long-term  loans  to  acquire  machinery,  plants,  etc. 


Foreign  Exchange  Banks  are  commercial  banks  which  are  branches  of  foreign  banks  and 
 facilitate international financial transactions through buying and selling of foreign bills. 


Agricultural  Banks  finance  agriculture  and  provide  long-term  loans  for  buying  tractors  and 
 installing  tube-wells.  Saving  Banks  mobilise  small  savings  of  the  people  in  savings  account, 
 e.g.,  Post  office  saving  bank.  Cooperative  Banks  are  organised  by  the  people  for  their  own 
 collective benefits. They advance loans to their members at fair rate of interest. 


Significance of Commercial Banks: 


Commercial banks play such an important role in the economic development of a country that 
modern  industrial  economy  cannot  exist  without  them.  They  constitute  nerve  centre  of 
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production, trade and industry of a country. In the words of Wick-sell, “Bank is the heart and 
 central point of modern exchange economy.” 


The following points highlight the significance of commercial banks: 


(i) They promote savings and accelerate the rate of capital formation. 


(ii) They are source of finance and credit for trade and industry. 


(iii) They promote balanced regional development by opening branches in backward areas. 


(iv) Bank credit enables entrepreneurs to innovate and invest which accelerates the process of 
 economic development. 


(v)  They  help  in  promoting  large-scale  production  and  growth  of  priority  sectors  such  as 
 agriculture, small-scale industry, retail trade and export. 


(vi) They create credit in the sense that they are able to give more loans and advances than the 
 cash position of the depositor’s permits. 


(vii)They help commerce and industry to expand their field of operation. 


(viii) Thus, they make optimum utilization of resources possible. 
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Financial sector reforms 


Financial  sector  refers  to  the  part  of  the  economy  which  consists  of  firms  and  institutions  that  have  the 
 responsibility to provide financial services to the customers of the commercial and retail segment. The financial 
 sector  can  include  commercial  banks, non banking financial  companies,  investment  funds,  money  market, 
 insurance  and  pension  companies,  and  real  estate  etc.  The  financial  sector  is  considered  as  the  base  of  the 
 economy which is essential for the mobilization and distribution of financial resources. 


The financial sector reforms refer to steps taken to reform the banking system, capital market, government debt 
 market,  foreign  exchange  market  etc.  An  efficient  financial  sector  is  necessary  for  the  mobilization  of 
 household’s  savings  and  to  ensure  their  proper  utilization  in  productive  sectors.  Before  1991,  the  Indian 
 financial  sector  was  suffering  from  several  lacunae  and  deficiencies  which  had  reduced  their  quality  and 
 efficiency of operations. Therefore, financial sector reforms had become essential at that time. 


Reasons for financial sector reforms in India 


  After  independence,  India  inherited  various  deprivations  and  problems  due  to  colonial  legacy.  The 
 country was lagging behind in social as well as economic affairs. To attain the goal of rapid economic 
 development,  India  adopted  the  system  of  planned  economy  based  on  the  Mahalanobis  model.  This 
 model had started showing its limitations in the mid-80s and early nineties. 


  The government adopted the strategy of fiscal activism for economic growth and large doses of public 
 expenditure  were  financed  by  heavy  borrowings  at  concessional  rates.  This  was  responsible  for 
 comparatively weak and underdeveloped financial markets in India. 


  Due to the policy of Fiscal activism, the fiscal deficit increased year after year. The policy of automatic 
 monetization of Fiscal deficit had inflationary tendencies and other negative impacts on the economy. 


  The  nationalisation  of  Banks  had  given  complete  control  over  these  banks  to  the  government,  which 
 resulted in the limited role of market forces in the financial sector. 


  The  growth rate was hovering around 3.5  % per annum before 1980, and it reached around 5%  in the 
 mid-1980s. This growth rate was proving insufficient to solve the economic and financial problems of 
 the country. 


  Lack  of  transparency  and  professionalism  in  the  banking  sector  and  issues  of  red-tapism  had  been 
 responsible for the increase of non performing assets. 


  There were issues of inadequate level of proper Regulation in the financial sector. The technologies used 
 in the financial system and their institutional structures were outdated. 


  By 1991, India was facing several economic problems. The war in the Middle East and the fall of USSR 
 had put pressure on the Foreign Exchange Reserves of India. India was facing the balance of payment 
 crisis and reforms were now inevitable. 


The strategy adopted by India for Financial Sector Reforms 


  To initiate financial reforms, India adopted the path of gradual reforms instead of Shock Therapy. This 
 was necessary to ensure continuity and stability of the financial sector in India. 


  India incorporated International best practices at the same time adjusted it as per the local requirements. 


  The  first  generation  reforms  aimed  to  create  an  efficient  and  profitable  financial  sector  by  ensuring 
flexibility to operate with functional autonomy. 
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  The second generation reforms were incorporated to strengthen the financial system through structural 
 improvements. 


  India  adopted  the  policy  of consensus  driven approach  for  liberalisation  as  this  was  necessary  for  a 
 democracy. 


Financial sector reforms in India 


Narasimham Committee report, 1991 


The  Narasimham  committee  was  established  in  August  1991  to  give  comprehensive  recommendations  on  the 
 financial sector of India including the capital market and banking sector. The major recommendations made by 
 the committee are 


  To  reduce  the  cash  reserve  ratio  CRR  and  the  statutory  liquidity  ratio  SLR- The  committee 
 recommended reducing CRR to 10% and SLR to 25% over the period of time. 


  Recommendations  on  priority  sector  lending- the  committee  recommended  to  include  marginal 
 farmers,  small  businesses  cottage  industries  etc  in  the  definition  of  priority  sector.  The  committee 
 recommended for fixing at least 10% of the credit for priority sector lending. 


  Deregulation of interest rates- the committee recommended deregulating the interest rates charged by 
 the  banks.  This  was  necessary  to  provide  independence  to  the  banks  for  setting  the  interest  rates 
 themselves for the customers. 


  The  committee  recommended  to  set  up  tribunals  for  recovering  loans  of  non-performing  assets  etc.  It 
 gave recommendations on asset quality classifications. 


  The committee recommended for entry of new private banks in the banking system. 


Banking sector reforms 


  Changes in CRR and SLR: One of the most important reforms includes the reduction in cash reserve 
 ratio  (CRR)  and  statutory  liquidity  ratio  (SLR).  The  SLR  has  been  reduced  from  39%  to  the  current 
 value of 19.5%. The cash reserve ratio has been reduced from 15 % to 4%. This reduction in the SLR 
 and  CRR  has  given  banks  more  financial  resources  for  lending  to  the  agriculture,  industry  and  other 
 sectors of the economy. 


  Changes in administered interest rates: Earlier, the system of administered interest rate structure was 
 prevalent in which RBI decided the interest rate charged by the banks. The main purpose was to provide 
 credit  to  the  government  and  certain  priority  sectors  at  concessional  rates  of  interest.  The  system  has 
 been done away and RBI no longer decides interest rates on deposits paid by the banks. However, RBI 
 regulates interest on smaller loans up to Rs 2 lakhs on which the interest rate should not be more than 
 the prime lending rates. 


  Capital Adequacy Ratio: The capital adequacy ratio is the ratio of paid-up capital and the reserves to 
 the deposits of banks. The capital adequacy ratio of Indian banks had not been as per the international 
 standards. The capital adequacy of 8% on the risk-weighted asset ratio system was introduced in India. 


The Indian banks had to achieve this target by March 31, 1994, while the foreign Bank had to achieve 
 this norm by 31st March 1993. Now, Basel 3 norms are introduced in India. 


  Allowing private sector banks: after the financial reforms, private banks we are given life and HDFC 
Bank, ICICI Bank, IDBI Bank, Corporation Bank etc. were established in India. This has brought much 
needed competition  in  the  Indian  money  market  which  was  essential  for  the  improvement  of  its 
efficiency.  Foreign  banks  have  also  been  allowed  to  open  branches  in  India  and  banks  like  Bank  of 
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 America,  Citibank,  American  Express  opened  many  new  branches  in  India. Foreign  banks  were 
 allowed to operate in India using the following three channels: 


o As foreign bank branches, 


o As a subsidiary of a foreign bank which is wholly owned by the foreign Bank, 


o A subsidiary of a foreign bank within maximum foreign investment of 74% 


  Reforms related to non performing assets (NPA): non performing assets are those loans on which the 
 loan installments have not been paid up for 90 days. RBI introduced the recognition income recognition 
 norm.  According  to  this  norm,  if  the  income  on  the  assets  of  the  bank  is  not  received  in  two  quarters 
 after the last date, the income is not recognised. Recovery of bad debt was ensured through Lok adalats, 
 civil courts, Tribunals etc. The Securitisation And Reconstruction of Financial Assets and Enforcement 
 of Security Interest (SARFAESI) Act was brought to handle the problem of bad debts. 


  Elimination of direct or selective credit controls: earlier, under the system of selective or direct credit 
 control, RBI controlled the credit supply using the system of changes in the margin for providing a loan 
 to  traders  against  the  stocks  of  sensitive  commodities  and  to  the  stockbrokers  against  the  shares.  This 
 system  of  direct  credit  control  was  abolished  and  now  the  banks  have  greater  freedom  in  providing 
 credit to their customers. 


  Promotion  of  microfinance  for  financial  inclusion: for  the  promotion  of  financial  inclusion, 
 microfinance scheme was introduced by the government, and RBI the gave guidelines for it. The most 
 important  model  for  microfinance  has  been  the  Self  Help  Group  Bank  linkage  programme.  It  is  being 
 implemented by the regional rural banks, cooperative banks, and Scheduled commercial banks. 


Reforms in the government debt market 


  The policy of automatic monetization of the fiscal deficit of government was phased out in 1997 through 
 an agreement between the government and RBI. Now the government borrows money from the market 
 through the auction of government securities. 


  The  government  borrows  the  money  at market  determined interest  rates  which  have  made  the 
 government cautious about its fiscal deficits. 


  The  government  introduced  treasury  bills  for  91  days  for  ensuring  liquidity  and  meeting  short-term 
 financial needs and for benchmarking. 


  Foreign institutional investors were now allowed to invest their funds in the government securities. 


  The government introduced the system of delivery versus payment settlement for ensuring transparency 
 in the system. 


  The system of repo was introduced for dealing with short term liquidity adjustments. 


Role of regulators 


  Importance  of  the  role  of  the  regulator  was  recognised  and  RBI  became  more  independent  to  take 
 decisions. More operational autonomy was granted to RBI to fulfill its duties. 


  The  Securities  and  Exchange  Board  of  India  (SEBI)  became  an  important  institution  in  managing  the 
securities market of India. 
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  The insurance regulatory and Development Authority was an important institution for initiating reforms 
 in  the  Insurance  sector.  Its  responsibilities  include  the  Regulation  and  supervision  of  the  Insurance 
 sector in India. 


Reforms in the foreign exchange market 


Since 1950s, India had a highly controlled foreign exchange market and foreign exchange was made available 
 to the Reserve Bank of India in a very complex manner. The steps taken for the reform of the foreign exchange 
 market were: 


  In 1993,  India moved towards market based exchange rates, and the current account convertibility was 
 now allowed. The commercial banks were allowed to undertake operations in foreign exchange. 


  The  Rupee  foreign  currency  swap  market  has  been  developed.  New  players  are  now  allowed  to  enter 
 this market and undertake currency swap transactions subject to certain limitations. 


  The  authorised  dealers  of  foreign  exchange  were  now  given the  permission for  activities  such  as 
 initiating trading positions, borrowing and investing in foreign markets etc. subject to certain limitations 
 and regulations. 


  The  foreign  exchange  Regulation  Act,  1973  was  replaced  by  the  foreign  exchange  management  Act, 
 1999 for providing greater freedom to the exchange markets. 


  The foreign institutional investors and non-resident Indians were allowed to trade in the exchange-traded 
 derivatives contracts subject to certain regulations and limitations. 


Other important financial sector reforms 


  Some important steps were taken for the non-banking financial companies for the improvement of their 
 productivity, efficiency, and competitiveness. Many of the non-banking financial companies have been 
 brought under the regulation of Reserve Bank of India. Many of the other intermediaries were brought 
 under the supervision of the Board of Financial Supervision. 


  In  1992,  the  Monopoly  of  UTI  was  ended  and  mutual  funds  were  opened  for  the  private  sector.  The 
 mutual  fund  industry  is  now  controlled  by  the  SEBI  Mutual  Funds  regulations,  1996  and  its 
 amendments. 


  In 1992, the Indian capital market was opened for the foreign institutional investors in all the securities. 


  Electronic trading was introduced in the National Stock Exchange (NSE) established in 1994, and later 
 on in the Bombay Stock Exchange (BSE) in 1995. 


Assessment of financial sector reforms 


  After  the  financial  sector  reforms,  the  resilience  and  stability  of Indian economy  have  increased.  The 
 growth rate up the economy has increased from around 3.5 % to more than 6% per annum. 


  The  country  has  been  able  to  deal  with  the  Asian  economic  crisis  of  1977-98  and  the  recent  Global 
 subprime  crisis  which  affected  the  banking  system  of  the  world  but  did  not  have  much  impact  on  the 
 economy of India. 


  The banking sector and Insurance sector have grown considerably. The entry of private sector banks and 
 foreign banks brought much-needed competition in the banking sector which has improved its efficiency 
 and capability. 


  The Insurance sector has also transformed over the period of time. All these have benefited the customer 
with diversified options. 
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  The  stock  exchanges  of  the  country  have  seen  growth  and  stability,  and  it  has  adopted the 
 international best practices. 


  RBI  has  effectively  regulated  and  managed  the  growth  and  operations  of  the  non-banking  financial 
 companies of India. 


  The  budget  management,  fiscal  deficit,  and  public  debt  condition  have  improved  after  the  financial 
 sector  reforms.  The  country  is  moving  with  more  such  future  reforms  in  different  sectors  of  the 
 economy. 


  However, all the issues of Indian economy have not been resolved. The social sector indicators such as 
 the provision of health facilities, quality of education, empowerment of women etc have not been at par 
 with the economic growth. 


  Further,  the  new  issues  like  the  recent  rise  in  non-performing  assets  of  banks,  slow  growth  of 
 investments in the economy, the issues of jobless growth, high poverty rate, a much lower growth rate in 
 the agriculture sector etc need to be resolved with more concrete efforts. 


Over all Impact. 


The overall impact of the financial sector reforms has been positive. However consistent reforms are needed to 
 maintain the economic growth and make it inclusive of all the sections of society. The recent measures taken by 
 government  includes  the  bankruptcy  and  insolvency  code  for  resolution  of  nonperforming  assets, 
 the indradhanush strategy  for  strengthening  the  banking  sector,  the  goods  and  services  tax  for  making  India  a 
 unified market, single window clearance to remove red tapism and bring transparency, startup India scheme and 
 standup India scheme to boost economic growth in the country etc. India has reached among the top 100 in the 
 ease of doing business of World Bank. But continued efforts are required to sustain and improve the economic 
 growth rate. 


Objective of Financial sector reforms  


1. The main objective of the financial sector reforms is to allocate the resources efficiently, increasing the return 
 on investment and accelerated the growth of real sector in the economy.  


2. Create an efficient, competitive and stable that could contribute measure to stimulate growth.  


3  .Relaxation  the  external  constraints  in  the  operation  of  banking  sector,  restructuring,  recapitalization  in  the 
 competitive element in the market through the entry of new banks.  


4. Increased transparency in the banking system through the introduction of prudential norms and increase the 
 role of the market forces due to the deregulated interest rates.  


5. Remove financial repression and provide operational and functional autonomy to institutions.  


6.  Promote  the  maintenance  of  financial  stability  even  in  the  face  of  domestic  and  external  shocks.  Phase  of 
financial sector reforms The first phase, also known as first generation reform. Financial sector reforms start its 
works in the early 1990s, by which the Indian economy has achieved high growth in an environment of macro-
economic and financial stability .the period has been marked by broad based economic reform that has touched 
every  segment  of  the  economy  .These  reforms  were  designated  essentially  to  promote  greater  efficiency  the 
economy through promotion of greater. In this phase the health of financial sector has recorded very significant 
improvement. The main objective of the financial sector reforms in India was to create an efficient, productive 
and profitable financial services industry. Narasimham committee views that in this phase that the objective of 
financial sector reforms in India should not focus on correcting the present financial weakness but should strive 
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 to  eliminate  the  roots  of  the  cause  of  the  present  challenges  faced  by  the  Indian  market  economy.  Second 
 Generation reforms Second generation reforms or the second phase of the reforms commenced in the mid 1990s 
 and  laid  greater  emphasis  on  the  strengthening  the  financial  system  on  the  introduction  of  the  structural 
 improvements .Narasimham committee II was to look into the extent of the effectiveness of the implementation 
 of  reforms  suggested  by  Narasimham  committee  I  and  was  entrusted  with  the  responsibility  to  lay  down  a 
 course of future reforms for the growth and integration of the banking sector with international standard.  


Principles of financial sector reforms  
 1. Development of financial institution.  


2. Development of efficient, competitive and stable financial sector  


3. Mutually reinforcing measures that would serve as enabling reforms which would not in any way disrupt the 
 confidence in the system.  


4. Development of the financial infrastructure in terms of technology, changing real framework, setting up of a 
 supervision body laying down of audit standards.  


5. Initiatives to nurture integrate and develop money, forex, debt market.  


6. Introduction of complementary reforms across monetary, fiscal and external sector.  


7. Introduction of various measures by cautious and gradual phasing this giving time to various agents to carry 
 out necessary norms. 


Approaches of financial sector reforms financial sector reforms can be divided into four approaches.  


1. Banking sector reforms  
 2. Debt Market reforms  


3.  Reforms  in  other  segment  Banking  sector  reforms  Despite  the  general  approach  of  the  financial  sector 
 reforms  process,  many  of  regulatory  and  supervisory  norms  were  started  out  first  for  commercial  banks  and 
 thereafter were expanded to other financial intermediaries. It consists of a two -fold process. Firstly, the process 
 involved  recapitalization  of  banks  from  government  resources  to  bring  them  at  par  appropriate  capitalization 
 standards. On a second level ,an approach was adopted replacing privatization .The main idea was to increase 
 the competition in the banking system .The main aim of banking sector  reforms was to promote a diversified 
 ,efficient and competitive financial system with ultimate goal of improving the allocate efficiency of resources 
 through  operational  flexibility  ,improved  financial  viability  and  institutional  strengthening.  There  are  many 
 reforms taken for enhancing the effectiveness of banking system like prudential norms, supervisory measures, 
 technology related measures.  


1. Introduction and phased implementation of international best practices  


2. Norms for risk -weighted capital adequacy requirements, accounting, income recognition  


3.  Measures  to  strengthen  risk  management  through  recognition  of  different  components  of  risk,  norms  on 
connected lending, risk concentration. 



(20)7 
  4.  Granting  of  operational  autonomy  to  public  sector  banks,  transparency  norms  for  entry  of  Indian  private 
 sector,  foreign  and  joint  -venture  investment  in  the  financial  sector  in  the  form  of  FDI  (foreign  direct 
 investment)  


5.  Establishment  of  board  for  financial  supervision  as  the  apex  supervisory  authority  for  banks,  financial 
 institution and NBFC (non banking financial companies) Debt Market reforms Major reforms have been carried 
 out  in  the  government  securities  debt  market  .Functioning  of  Government  securities  debt  market  was  really 
 initiated  in  the  1990s.The  system  had  to  essentially  move  from  a  strategy  of  pre-emption  of  resources  from 
 banks at administrated interest rates and through monetization of a SLR(statutory liquidity ratio)The high SLR 
 reserve requirement lead to the creation of a captive market for government securities which were issued at low 
 administrated interest rate . 


 1. Administrated interest rates on government were replaced by an auction system for price discovery.  


2. Primary dealers were introduced as market makers in the government securities market  
 3. Repo was introduced as a tool of short -term liquidity adjustments.  


4.  Foreign  institutional  investors  were  allowed  to  invest  in  government  securities  in  certain  limit  5.91-day 
 treasury bills were introduced for managing liquidity.  


Forex  Market  Reforms  The  forex  market  exchange  market  in  India  had  been  characterized  by  heavy  control 
 since  the  1950s  along  with  increasing  trade  control  designed  to  foster  import  substitution  .Both  current  and 
 capital accounts were shut and forex was made available through a complex licensing system undertaken by the 
 RBI . 


The reforms were taken in forex market are  


1. Evolution of exchange rate regime from a single -currency to fixed exchange rate system to fixing the value 
 of rupee against a basket of currencies.  


2. Replcaement of the earlier FERA act 1973, by the market Friendly FEMA act 1999.  


3. Development of rupee -foreign currency swap market.  


4.  Permission  to  various  participants  in  the  foreign  exchange  market  including  exporters,  FIIS  (foreign 
 institutional investors).  


5. Foreign exchange earners permitted to maintain foreign currency account. Reforms in other segments of the 
financial  sector  Measures  aimed  at  establishing  prudential  regulation,  supervision,  competition  and  efficiency 
enhancing  measures  have  also  been  introduced  for  non-bank  financial  intermediaries  (NBFs).Development 
finance institution,NBFs ,urban cooperative banks, specialized termlending institution and primary dealers all of 
these have been brought under the regulation of the board for financial supervision. For increasing transparency 
,market  efficiency  ,integration  of  national  markets  and  prevention  of  unfair  trade  practices  regarding  trading 
regulate  and  develop  capital  market  was  introduced  .Another  important  reforms  is  establishment  of  SEBI  act 
1992 as a regulator for equity markets.  
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 The  Indian  corporate  sector  have  been  allowed  to  tap  international  capital  markets  through  ADRs  (American 
 depository receipt), GDRs (Global depository receipt), FCCBs (foreign currency convertible bonds), and NRIs 
 (non-resident Indians) have been allowed to invest in Indian companies. 


Conclusion India has taken dramatic strides in recent tears to advance financial sector reforms .But in a fast -
 evolving market place, reforms is by necessity a continues process. It is important to note that financial sector 
 reforms  by  themselves  cannot  guarantee  good  economic  performance.  That  depends  upon  a  number  of  other 
 factors,  including  especially  the  maintains  of  as  a  favorable  macro  -economic  environment  and  the  pursuit  of 
 much  needed  economic  reforms  in  other  parts  of  the  real  economy.  It  conclude  that  finance  and  growth  are 
 interlinked; with increasing developments all around the world, the Indian banking and financial system has to 
 develop  in  a  manner  that  stimulates  growth  and  competition  .most  of  the  changes  or  amendments  are 
 recommends in the legislative framework by both of the Narasimham committees (I & II) have been carried out 
 although much still needs to be done. India has undergone more than decade of financial sector reforms which 
 has lead to substantial transformation and liberalization of the entire financial sector. 


From  the 1991  India  economic  crisis to  its  status  of third  largest  economy  in  the  world by  2011,  India  has 
 grown  significantly  in  terms  of  economic  development.  So  has  its banking  sector.  During  this  period, 
 recognising the evolving needs of the sector, the Finance Ministry of Government of India (GOI) set up various 
 committees with the task of analysing  India's banking sector and recommending legislation and regulations to 
 make  it  more  effective,  competitive  and  efficient.  Two  such  expert  Committees  were  set  up  under  the 
 chairmanship of M. Narasimham. They submitted their recommendations in the 1990s in reports widely known 
 as  the  Narasimham  Committee-I  (1991)  report  and  the Narasimham  Committee-II  (1998) Report.  These 
 recommendations not only helped unleash the potential of banking in India, they are also recognised as a factor 
 towards minimising the impact of global financial crisis starting in 2007. Unlike the socialist-democratic era of 
 the 1960s to 1980s, India is no longer insulated from the global economy and  yet its banks survived the 2008 
 financial crisis relatively unscathed, a feat due in part to these Narasimham Committees.  


During  the  decades  of  the  60s  and  the  70s,  India nationalised most  of  its  banks.  This  culminated  with 
 the balance of payments crisis of the Indian economy where India had to airlift gold to International Monetary 
 Fund (IMF) to loan money to meet its financial obligations. This event called into question the previous banking 
 policies  of  India  and  triggered  the  era  of economic  liberalisation  in  India in  1991.  Given  that  rigidities  and 
 weaknesses  had  made  serious  inroads  into  the  Indian  banking  system  by  the  late  1980s,  the Government  of 
 India (GOI),  post-crisis,  took  several  steps  to  remodel  the  country's  financial  system.  (Some  claim  that  these 
 reforms  were  influenced  by  the  IMF  and  the World  Bank as  part  of  their  loan  conditionality  to  India  in 
 1991). The banking sector, handling 80% of the flow of money in the economy, needed serious reforms to make 
 it  internationally  reputable,  accelerate  the  pace  of  reforms  and  develop  it  into  a  constructive  usher  of  an 
 efficient, vibrant and competitive economy by adequately supporting the country's financial needs. In the light 
 of  these  requirements,  two  expert  Committees  were  set  up  in  1990s  under  the  chairmanship  of M. 


Narasimham (an  ex-RBI  (Reserve  Bank  of  India)  governor)  which  are  widely  credited  for  spearheading  the 
financial sector reform in India. The first Narasimhan Committee (Committee on the Financial System – CFS) 
was  appointed  by Manmohan  Singh as  India's Finance  Minister on  14  August  1991, and  the  second  one 
(Committee  on Banking  Sector Reforms)  was  appointed  by P.Chidambaram as  Finance  Minister  in  December 
1997. Subsequently,  the  first  one  widely  came  to  be  known  as  the Narasimham  Committee-I  (1991) and  the 
second  one  as Narasimham-II  Committee(1998). This  article  is  about  the  recommendations  of  the  Second 
Narasimham Committee, the Committee on Banking Sector Reforms. 
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 The  purpose  of  the  Narasimham-I  Committee  was  to  study  all  aspects  relating  to  the  structure,  organisation, 
 functions  and  procedures  of  the  financial  systems  and  to  recommend  improvements  in  their  efficiency  and 
 productivity. The Committee submitted its report to the Finance Minister in November 1991 which was tabled 
 in Parliament on 17 December 1991. 


 The  Narasimham-II  Committee  was  tasked  with  the  progress  review  of  the  implementation  of  the  banking 
reforms since 1992 with the aim of further strengthening the financial institutions of India. It focussed on issues 
like  size  of  banks  and capital  adequacy  ratio among  other  things.  M.  Narasimham,  Chairman,  submitted  the 
report of the Committee on Banking Sector Reforms (Committee-II) to the Finance Minister Yashwant Sinha in 
April 1998.  



(23)B.A. ECONOMICS (HONOURS) 
 GARGI COLLEGE, 


UNIVERSITY OF DELHI 
 IInd year 


SEMESTER III



TERM PAPER: 



MONETARY POLICY AND EXCHANGE RATE  DETERMINATION IN INDIA 


SUBMITTED TO- 
 GANESH MANJHI 


SUBMITTED BY- 
 PANAV JAIN- 130527 
 SHUBHANGI AGARWAL-130728 
 SHWETA SHEKHAR 130936 
 TANYA JAIN 130704


AKNOWLEDGEMENT: 


We would like to express gratitude towards our Macroeconomics teacher Mr Ganesh Manjhi. Without his 
sincere guidance, this term paper would not have been possible.



(24)
INTRODUCTION


Currency  Exchange  gives  a  rate  of  currencies  in  pair  of  currency  of  two  countries  e.g. 


USDINR  for  U.S.  Dollar  and  Indian  Rupee.  This  rate  can  be  used  to  buy  or  sell  from 
 Currency  Exchange.  Nowadays  the  trading  of  currency  is  increased  and  people  invest 
 their  money  in  specific  currency  as  per  the  future  scope  of  profitability.  Currency 
 Exchanges  monitor  events  all  round  the  world  and  the  currency  rates  are  managed 
 globally based on the economical valuation of any country’s currency. 


 In recent years, with increasing integration of Indian economy with the global economy 
 arising  from  greater  trade  and  capital  flows,  the  foreign  exchange  market,  the  foreign 
 exchange has evolved as a key segment of the Indian Financial market.  


 Currency  is  highly  uncertain  and  unpredictable  instrument.  There  are  ample  of  factors 
 affecting movement of currency.  


In recent years, our understanding of exchange rates and their impact on variables of 
 policy concern has again been put under test for several reasons. While exchange rates 
 have traditionally proven very difficult to model and, especially, to forecast, this task has 
 recently been complicated by structural 


changes in financial markets.  


There is evidence that the relationship between exchange rates, inflation and real activity 
 has changed; in particular, the apparent smaller pass-through of exchange rate changes 
 into prices has attracted much attention. In addition, currency crises and changes in 
 exchange rate regimes in emerging markets have brought to the fore the implications of 
 foreign exchange balance-sheet mismatches for the link between the exchange rate and 
 real economic activity.  


The objective of this paper is to analyze and examine various determinants of 
 exchange rates and its relation with monetary policy.  


Various questions like what role in monetary policy is played by interest rates, 
 inflation, purchasing  power parity. Over the years various models have been 
 formulated in macroeconomics in determining exchange rates.  


How significant they are have been in formulating the exchange rate is what we try 
 to answered through this term paper.  We have also drawn a comparative study the 
 two countries- India and US throughout the paper for contemplating and 


examining the models and variables. 
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What role does exchange rate play in monetary policy? 


For most industrial economies the exchange rate does not enter into the decisions of 
 policymakers above and beyond the impact on expected inflation. In emerging market 
 countries, by contrast, the exchange rate can in addition play an important role not only 
 in countries with currency boards or 


explicit exchange rate objectives but also in those that target inflation. One special case 
 is that of EU accession countries, which are currently facing the prospects of greater 
 constraints on monetary policy from exchange rate developments due to the ERM II 
 criteria. What determines the weight of the exchange rate in the monetary policy 
 framework? There are several key factors: the impact of exchange rate movements on 
 domestic inflation, the source of shocks, credibility, the volatility of capital flows, and 
 financial and structural reforms. A primary factor that is common to all frameworks is 
 the impact of exchange rate movements on domestic inflation. Countries that  


experience high pass-through typically tend to put greater emphasis on the exchange rate 
 in their monetary policy framework. 



What determines a currency value? 


Since the nominal exchange rate is the price of money, fundamental determinants are 
 relative money supplies, prices, output, and interest rates. More broadly they are all 
 factors affecting the demand and supply of foreign exchange now and in the future. But 
 research shows the random walk to outperform all fundamental based short-term 


forecasts of a full float. If no systemic factors or past variables affect it, it should not be 
 possible to predict a currency value. But market participants still make short-term 


forecasts based on news and on spotting trends and patterns. Over the longer term the 
 real equilibrium rate is determined by macroeconomic fundamentals including relative 
 productivity and real wages. Although in the shortterm 


market perceptions and policy can affect the exchange rate, long-term departures from 
 equilibrium levels cannot be sustained. But uncertainty surrounds this equilibrium level, 
 especially in a rapidly developing country.  


Major ways in which the forex market is not like any other limit price discovery. 
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