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INFORMATION TECHNOLOGY IN BANKING SECTOR: CHALLENGES AHEAD

Kavita Kamboj Chanda

Asstt. Professor, Department of Commerce
College ofVocational Studioes, Delhi University

Thirteen years into the 20th Century and market has moved more rapidly in the last five years than the

preceding 30. Technology as the differentiator has become the driver of the Indian banking business since the
past decade with the financial sector reforms providing firm foundation. The role of technology in the

“information age” is well recognised by banks, businesses, industries, governments and as such has completely
woven in to their organisational structure and strategic planning process. Organisations in the financial sector

especially banks strive to achieve creation goals for the benefit of their owners or clients. These goals may
be expressed in terms of objectives which include among others,

· increasing revenue,
· improving services rendered,

· expanding the customer base,
· minimising cost of operations

Banks today are looked upon as vehicle of change for a much needed economic growth and development
as it behoves on banks to develop the most effective means of delivering effective, efficient and quality

service that will help drive our awaited economic success. These can be made possible if and only if information
technology is properly put to use in the banking sector Information technology has been acknowledged as the

life wire of  banks in the financial sector as it promotes and facilitates
the performance of banks in the country. These therefore call for a pre-requisite need to embrace information

technology. It is in view of thisof banks in the financial sector as it promotes and facilitates the performance
of banks in the country. These therefore call for a pre-requisite need to embrace information technology. It is

in view of this research work attempts to examine the impact of information technology on the performance
of banks in India today.

OBJECTIVES
The general purpose of this study is to examine how the adoption of information technology affects the

operation of commercial banks in NigeriaIndian. The study specifically aims to ; Determinedetermine the
significant impact of information technology on the profitability of Nigerian Indian banks. (Its effect

in the reduction of cost and benefit in increasing the income profit of the bank) Examine how information
technology has enhanced the growth of  NigerianIndian banks. Determine the effect of information technology

on the liquidity of  NigerianIndian  banks.

HYPOTHESIS OF THE STUDY

The study is carried out with the following hypotheses:
I. Introduction of Internet Technology  inTechnology in banking sector transformed the regulated

environmentenvironment into a market-oriented one and induced competitiveness in banking industry.
II. Information. Information technology brought a paradigm shift in the banking industryIndustry and enhanced

the overall performance of the banks.
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III. Information technology in banking business has a visible impact on the quality of customer  service.

IV. The performance of public sector banks is not as good as’ private  sector banks in spite of their age, size
and image.

V. The introduction of prudential norms improved the financial health and credibility of banks.

REVIEW OF LITERATURE

To-day, we cannot think about the success of a banking system without  informationInformation tTechnology
and Ccommunication. It has enlarged the role of banking sector in the economy. The financial transactions

and payment can now be processed quickly and easily. The banks with the latest technology and techniques
are more successful in the competitive financial market. They have been able to generate more and more

business
resulting in their greater profitability.

Various empirical and theoretical studies have been undertaken at the national and international level to
analyze the impact of e-banking and information and communication technology (ICT) on banking sector,

customers, service quality and payment system.
Dannenberg and Kellner (1998), in their study, overviewed the opportunities for effective utilization of

the Internet with regard to the banking industry. The authors evaluated that appropriate application of today’s
cutting edge technology could ensure the success of banks in the competitive market. They evaluated the

services of banks via iInternet as websites provide sophisticated line of products and services at low price.
The authors analyzed that transactions via internet reduce the risk of data loss to customers, chance to cut

down expenses, higher flexibility for bank employees, re-shaping the 43 banks’ image into an innovative and
technologically leading institutes, etc. The researchers found that banks could move one step further by

entering into a strategic alliance with internet service provider. So, the bank of tomorrow stands to be feasible
with today’s technology.

Daniel (1999), in his research paper, described e-banking as the newest delivery channel offered by the
retail banks in many developing countries. The objective of the study was to analyze the current provision of

electronic services of major retail banking organizations in the UK. The researcher through a questionnaire
found that 25% banks in the UK were those already providing e-banking services, 50% banks were testing

or developing such services while 25% were not providing any e-banking services.
Electronic channels, PC, digital TV and all these provide greater accessibility and services at lower price.

To make services more adaptable, customers should be provided maximum choice and convenience. Restriction
and limitation within organization to operate the services and its market share or strength were viewed as

important to decide and operate the e-banking services.
Unninthan (2001) described the impact of e-banking adaptation on Australian and Indian banking sectors

with the help of qualitative and quantitative analysis. The researcher found that Australia had a strong platform
for e-banking growth with 37.7 per cent of population willing to engage in e-banking mostly in urban areas

due to literate young working population with discretionary income. However, India by comparison was
played by weak infrastructure, low PC penetration and consumer reluctance in rural sector. But the

professionals are compelling the government and bureaucracy in the country to support and develop new
initiatives at a faster speed of internet banking.

However, in both the countries, e-banking was a successful strategic weapon for banks to remain profitable
in a volatile and competitive market place.

Durkin and Howcroft (2003) evaluated that the banker-customer relationship was improved through
mobile, phone and internet banking. The authors found that new technology has made the banks very

competitive and profitable and internet has played a key role in it. Perception of bankers and customers
regarding the use of internet was examined. They pointed out that as consumer usage of remote bank

delivery channels increases, relationship management will become more important. Further, the combination
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of traditional and new delivery channels, if followed, can help to improve their productivity and profitability.
Manoharan (2007) highlighted the e-payment system in India and its performance impact on Indian

banking sector. The author described that competition in banking industry had forced the banks to rethink the
way they operate their business. So, E-banking has made it possible to find alternate banking practices. In the

paper, the author divided the payment system in India into three parts, i.e., large value payment system, retail
payment system, and retail electronic system. Each one includes different categories of e-payment. The

author studied the performance of various Indian payment 50 systems in the last three years in which RTGS
emerged as the principal payment system in India for wholesale payment. The study focused that having a

huge opportunity of e-payment system in India still 90 per cent of transactions were cash based. So, an effort
should be made to increase the use of e-payment, and RBI should make efforts to strengthen the legal

framework of electronic banking system.
kautish (2008) described the paradigm shift of banking sector from traditional banking to online banking.

The objective of the paper was to discuss the derivation of value added tool of online banking system which
was used to attract new customers and retain the existing ones. It helped the banks to acquire more business

from existing customers. People preferred to use online banking because of its availability, better performance,
ubiquity, speed and its effectiveness. Further, the author discussed two bank models integrated banking

model where the banks provide internet banking services as an extension to their basic services like ATM and
phone banking. So, it is a kind of hybrid approach and the other was stand alone internet banking model,

where the banks totally rely on the online channel.
A majority of studies highlight the fact that “security” is the biggest single concern for customers when

faced with the decision to use internet banking. Security has always been an issue, but its scope has changed
from mere doubts about the privacy of personal information to worries of financial loss (Sayar and Wolfe,

2007). White and Nteli (2004) find that “security” is the most important attribute for UK internet banking
customers. It is followed by “responsiveness of service delivery (speed and timeliness)”, “ease of use”,

“credibility of the bank”, and “product variety”. Akinci et al. (2004) find that the selection of an internet
banking service provider is effected by security, reliability and privacy. Security, which involves protecting

users from the risk of fraud and financial  loss, has been another important issue in safe use of the internet
when conducting financial transactions in Saudi Arabia (Sohail and Shaikh, 2007).

METHODOLOGY
This study is an exploratory in nature; various  published sources, books and websites have been the tool

for data collection.

EVOLUTION OF TECHNOLOGY ADOPTION IN INDIAN BANKING

1. Adoption of advanced ledger posting machines in principal branches as these systems were designed to
take care of the accounts related functions of bank for accuracy and control.

2. Setting of ‘Single Window Scheme’ which aimed to be focussed on customers through branch automation.
3. Emergence of Network Based Operations which were aimed at providing interbank connectivity.

4. Deployment of ATM’s and the adoption of Core Banking Solutions which radically transformed the way
banking was done in India.

5. Three most important technology infrastructures were created:
· INFINIT in 1999

· Implementation of PKI based electronic data transfer
· Structured Financial Messaging System(SFMS)

6. Innovations in newer delivery channel:
· Internet banking

· Mobile banking
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· Pre-Paid cards

MAJOR BENEFITS FOR BANKS
1. Centralisation of customer information

2. Centralised transaction process
3. Centralised accounting process

4. Basic MIS reporting
5. Real time information availability

FACTS AND FINDINGS
· Intermediation cost of the Scheduled Commercial Banks has come down significantly from 2.59% in

1991-92 to 1.71% in 2010-11.
· The businesses per employee as well as the business per branch have increased several fold.

· Paper based instruments has been steadily declining, 59% in volume of transactions and 10% in value
terms.

· Electronification of payment system has become the hall mark of the decade.
· Facility for interbank funds settlement through RTGS is today available across more than 88000 branches

of banks spanning more than 5000 centres of the country, a coverage that has been perhaps not witnessed
anywhere else in the world.

CHALLENGES AHEAD
1. FINANCIAL INCLUSION:

· Extension of coverage of banking sector to the remotest part of our country and to the most vulnerable
sections.

· The best way offered for inclusive banking would be from twin routes- mobile banking through bank led
model and banking correspondent.

2. MOBILE BANKING:
Today there are 700 million mobile connections for achieving financial inclusion, it may be worthwhile to

piggy back on the mobile telephony platform. Just as ATM and Smart card technology permits a bank customer
to authenticate one self and then conduct banking transactions in a secured fashion, it is perhaps worthwhile

to consider whether ubiquitous mobile phone that is already in the hands of most Indians can be used for
authentication and banking transactions in secured form.

3. ENHANCING THE SECURED NETWORK:
Security is the root of technology centric banking. Government is planning to implement on E-payment

Gateway for a single point distribution of all payments that is a need for a secured network for transmission
of such information becomes essential.

4. CAPABILITY OF HANDLING LARGE VOLUMES:
The question arises here that does our payment system have the ability to run millions of payments

instructions daily? A single point distribution system is effective only with latest technology softwares and
efficient human resource.

5. FRAUD MONITORING AND PREVENTION:
In this electronic age speed in detecting frauds has become extremely important. There must be some

important measures on Information Security, Electronic Banking, Technology Risk Management and Cyber
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Frauds.

TRENDS AND OPPORTUNITIES
Technology has enabled the banks to conceive deliver, manage and integrate their products in line with the

customers’ need. A range of services is now provided to both retail and corporate customers covering
different financial products, sweep-in/sweep-out facilities, channel financing, straight through processing,

etc. More technology spends are expected in the near future on areas such as implementation of data centre,
expansion of CBS, Business Continuity Plan (BCP)/Disaster Recovery Plan (DRP) installations, IT Security,

Electronic Data Interchanrge (EDI), Storage solutions such as Storage Area Network (SAN)/Network
Access Storage (NAS) to take care of the hundreds of terabytes of electronic data being generated, cheque

truncation solutions, compliance to regulatory standards like Basel II implementations, customer Relationship
Management (CRM) solutions, data ware house and data mining tools, channel integration, global treasury,

performance monitoring tools etc.

Expansion to rural areas

A major opportunity lies in the outreach to rural centeres which could bridge the urban-rural digital divide.
As noted in the draft report of the Bank’s Internal Group set-up to examine the issues relating to rural credit

and micro-finance, opportunities abound in the sector with several possible options like smart card-based
Kisan Credit Cards, smart card solutions for Self-Help Groups (SHG), bio-metric ATMs, information kiosks

with local language and voice facility, call centreers, e-marketing of S SHG’s products through the bank’s
payment gateways, etc.

1. Rapid advancement and gains to the banking sector

1.1 Overall, technological innovation has brought about the speedy processing and transmission of information,
easy marketing of banking products, enhancement of customer access and awareness, wider networking

and, regional and global links on an unprecedented scale. IT development has thus changed the product
range, product development, service channels and type of banking services, as well as the packaging of

such services, with significant efficiencies not only in the banks, but also the ancillary and feeder services
to banks. The financial services industry has thus become virtually dependent on IT development. Most

banks make visible efforts to keep up with new systems and processes.
 2. The development in ICT has enabled banks to provide more diversified and convenient financial services,

even without adding physical branches.
3. Status of IT adoption by banks: While the foreign banks operating in India made the beginning, the new

private sector banks aggressively started pursuing technology-based service offering. However, the
public sector banks had to move over from the load of the past legacy. The poor communication

infrastructure and the hostile labour unions of the then era did not help the cause either. However, the
rapid strides made by the technology sector and their swift adoption by the competitors since the middle

of the past decade have forced the banks also to get into the act by beginning to offer IT-facilitated
products and services. Today, almost every commercial bank branch is at some stage of technology

adoption, be it Automated Ledger Posting Machines, Total Branch automation or Core Banking Solution
(CBS). Keeping in view the large branch network of these banks, the Core

Banking solution(CBS) is being laid across by them in a phased manner. According to latest estimates,
CBS covers around 40% of the bank branches accounting for nearly 70% of thebusiness volume. ATMs

(including shared ATMs aided further by the National financial Switch initiative of RBI), internet banking, any
branch banking, credit cards, debit cards, etc, are being increasingly offered. There are over 11,000 ATMs

across the country and 11 million net connections with around 23 million users.
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4. Trends and Opportunities: Technology has enabled the banks to conceive deliver, manage and integrate

their products in line with the customers’ need. A range of services is now provided to both retail and
corporate customers covering different financial products, sw sweep-in/sweep-out facilities, channel

financing, straight through processing, etc. to name a few. The multi-channel banking has acquired
further dimensions to include third party payments, such as utility bills, through different channels including

ATMs (the new ATM technologies come with nearly 150 types of offerings), mobile banking, etc. Further
extension of RTGS in scope and width and the introduction of the cheque truncation systems should raise

the customer expectation bar even higher. The day is not far off when the banks would be viewed more
as technology companies offering banking products and services and services. While bank branches

would continue to function, they would reorient themselves as relationship centers rather than routine
banking service providers. More technology spends are expected in the near future on areas such as

implementation of data centre, expansion of CBS, Business Continuity Plan (BCP)/Disaster Recovery
Plan (DRP) installations, IT Security, Electronic Data Intercharge (EDI), Storage solutions such as

Storage Area Network (SAN)/Network Access Storage (NAS) to take care of the hundreds of terabytes
of electronic data being generated, cheque truncation solutions, compliance to regulatory standards like

Basel II implementations, customer Relationship Management (CRM) solutions, data ware house and
data mining tools, channel integration, global treasury, performance monitoring tools etc. Another area of

great interest concerns the mergers and acquisitions of banks wherein banks with techno-synergy can
combine to benefit from the same. A case in point is the recent acquisition of Global Trust Bank by the

Oriental Bank of Commerce. It is pertinent to note that, on an average, IT constitutes about 20% of the
total expenditure of the banks. A major opportunity lies in the outreach to rural centers which could

bridge the urban-rural digital divide. As noted in the draft report of the Bank’s Internal Group set-up to
examine the issues relating to rural credit and micro-finance, opportunities abound in the sector with

several possible options like smart card-based Kisan Credit Cards, smart card solutions for Self-Help
Groups (SHG), bio-metric ATMs, information kiosks with local language and voice facility, call centers,

e-marketing of S SHG’s products through the bank’s payment gateways, etc.
5. Challenges: While development in technology have thrown-up an array of opportunities for the banks,

they have also brought along a whole set of challenges to deal with. One of the major challenges has
been the requirement to integrate several islands of applications developed on varied platforms for catering

to different services over a period of time. There is, realistically speaking, no single banking solution
available to take care of the enterprise-wide requirements like SAP in the manufacturing sector. In the

circumstances, the option seems to be to go for the best of breed solutions.
5.2. As the life cycle of the technological products is becoming shorter, banks have to consider the costs of

huge investments made in the hardware and software vis-à-vis their expected benefits. Unfortunately,
the response of the customers to the services offered through the new channels can be fickle. For

example, as per a survey conducted sometime ago by C Fore for Outlook Money in the four metros and
Bangalore, 63% of the respondents used ATMs while 80% went to branches. The utlisation of tele/net

banking was just around 4%. The insufficient penetration may be attributable to lack of awareness, fear,
need for personalized service, unrealistic expectations and, in some cases (like need for java enabled

mobile hand sets), upgradation cost of equipments with the customer. All these point to the need for
appropriate publicity and education exercise. Further, the new dispensations should be carefully planned

to prevent channel cannibalization unless otherwise they benefit in the long run.
5.3. The technological upgradation necessitated by obsolescence in due course would call for fool-proof

mechanism for migration to the new system to ensure complete data integrity.
Considering the need to maintain 42x7 real time capabilities, the switch-over to the new system should

also be non-disruptive and totally transparent to the customers.
5.4. The risks arising out of outsourcing need to be suitably mitigated through proper selection proper selection
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of vendors, comprehensive agreement, etc. Dependency on third party service providers for provision of

certain services (say, for example, ATMs) does pose certain limitations on the range and level of services
offered to the customers. An appropriate Service Level Agreement (SLA) with the vendors should

cover the service needs of the banks.
5.5. Security is a major issue in a technology-based, networked en vironment. As per a study conducted by

the Research International, 81% of the surveyed business units agreed that information/data I a key
business asset and 86% perceived impact of crisis caused by failure of systems, etc. as drastic. An

insecure system can expose a bank to serious operational.
regulatory and reputational risks.

While some frauds may require computer expertise, most losses are caused by simple methods like
identity theft through social engineering. An analysis of computer-related frauds leads one to the conclusion

that most computer criminals are employees of the same organization. Bugs in system or application
software also cause insecure environment. While it may be difficult to altogether avoid the limitations

caused by the system software, proper support agreement with the application vendor and through user
acceptance testing should mit

5.6 Human Resources (HR) can be an important limiting factor in the IT-based delivery initiatives of any
bank and, particularly so, of the Indian public sector banks. The average age profile of (he employees in

these banks is back to around 48 years (as against about 30 years in new private sector banks) after the
marginal initial dip consequent to the implementation of the VRS earlier. The process reengineering and

change managem ment aspects require motivation and intensive training of the staff.
5.7 Apart from off-site reporting, the technological solutions should also take care of other regulatory

requirements such as, Know Your Customer (KYC), Anti-Money Laundering (AML), etc. Banks would
be increasingly required to maintain a profile of each and every customer and filter the transactions not

matching the profile in a straight through transaction processing (STP) environment. Further, regulatory
issues concerning e-banking and risk management need to be kept in view.

6. Role of IT Governance: From the above discussion, it would appear obvious that IT Governance in the
Indian banking industry has to assume the importance it deserves to seize the emerging opportunities as

well as to manage the challenges. The responsibility in this regard should range from setting the IT
strategy to reviewing the performance of the IT function and organisation for suitable direction

7. Trends and Opportunities: Technology has enabled the banks to conceive deliver, manage and integrate
their products in line with the customers’ need. A range of services is now provided to both retail and

corporate customers covering different financial products, sw sweep-in/sweep-out facilities, channel
financing, straight through processing, etc. to name a few. The multi-channel banking has acquired

further dimensions to include third party payments, such as utility bills, through different channels including
ATMs (the new ATM technologies come with nearly 150 types of offerings), mobile banking, etc. Further

extension of RTGS in scope and width and the introduction of the cheque truncation systems should raise
the customer expectation bar even higher. The day is not far off when the banks would be viewed more

as technology companies offering banking products and services and services. While bank branches
would continue to function, they would reorient themselves as relationship centers rather than routine

banking service providers. More technology spends are expected in the near future on areas such as
implementation of data centre, expansion of CBS, Business Continuity Plan (BCP)/Disaster Recovery

Plan (DRP) installations, IT Security, Electronic Data Intercharge (EDI), Storage solutions such as
Storage Area Network (SAN)/Network Access Storage (NAS) to take care of the hundreds of terabytes

of electronic data being generated, cheque truncation solutions, compliance to regulatory standards like
Basel II implementations, customer Relationship Management (CRM) solutions, data ware house and

data mining tools, channel integration, global treasury, performance monitoring tools etc. Another area of
great interest concerns the mergers and acquisitions of banks wherein banks with techno-synergy can
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combine to benefit from the same. A case in point is the recent acquisition of Global Trust Bank by the
Oriental Bank of Commerce. It is pertinent to note that, on an average, IT constitutes about 20% of the

total expenditure of the banks. A major opportunity lies in the outreach to rural centers which could
bridge the urban-rural digital divide. As noted in the draft report of the Bank’s Internal Group set-up to

examine the issues relating to rural credit and micro-finance, opportunities abound in the sector with
several possible options like smart card-based Kisan Credit Cards, smart card solutions for Self-Help

Groups (SHG), bio-metric ATMs, information kiosks with local language and voice facility, call centers,
e-marketing of S SHG’s products through the bank’s payment

gateways, etc.

Attitudinal and HR related Issues:

The resistance to computerization which was witnessed in the Banking sector has vanished many years
ago, but resistance by customers to changed modes of operations has not yet been conquered. Today, electronic

funds transfers are only slowly gaining ground and is looked upon with some hesitation; acceptance of
electronic processing modes is yet to make great in roads even in the Government and the advantages of

‘anywhere’ and ‘anytime’ banking have not really percolated to the banking masses of the country.
One major handicap in this entire chain is the absence of (or inadequate) Business process Reengineering

consequent upon computerisation. Thus most efforts have turned out to be mere mechanisation of functions
with no great value addition to either the process owner or the user.

IT related skill sets are not readily available in the banking sector and certain sections of banks have to
contend with challenges relating to the retention of such skilled manpower. Coupled with this is the fact that

there has been addition of new types of businesses without either changes in work processes or adequate
manpower resulting in a negative impact on service delivery offerings.

HR still continues to follow the traditional approaches in most of the banks and unless changes occur in
the mindset of all concerned, significant internal improvements would be hard to come by.

Technology obsolescence and replacement:
While managing technology implementation is a major activity which has to be done with reasonable care,

managing the rapid developments taking place in technology is a bigger challenge. The high rates of technological
obsolescence and the consequent need for periodical upgradation

While the need to take care of hardware related technological obsolescence has not greatly impacted the
progress achieved, there have been issues related software obsolescence which had to be tackled.

Some of the activities which had to be taken up included the need to migrate the application software
systems from the then current versions of Operating Systems and Data base to the later versions which

required time and efforts.
Replacement costs do have a role to play in the final decision taken by organisations. Costs arising our of

technological obsolescence tend to follow patterns which may not have been foreseen by the user entities
resulting in the need to re-draw not only the implementation plans but budgetary requirements as well.

It may not be feasible (or possible either) to ensure that all banks in the country migrate to the latest
technology levels at all points of time. The Reserve Bank, therefore, reviews the impact of technological

developments, the value benefits arising out of improvements compare with the costs involved in migration /
acquisition of new systems etc., and provides solutions which are optimal fits for the banking system as a

whole.

Managing Outsourcing

IT outsourcing is a growing phenomenon in developing economies. The challenges of outsourcing range
from selection of ideal outsourcing partner to dynamic issues of knowledge transfer, security risks, legal
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concerns, vendor dependency, etc. This concern has heightened in recent years and these issues may be
dealt with in synchronization with general governance principles. As we look to external IT service providers

for assisting us to innovate and optimize, we must assess how mature our outsourcing capability is to utilize
the right engagement models and align ourselves with the appropriate providers.

Before initiating the process of outsourcing any service/application, it is necessary to examine whether
the outsourced function meets the business needs and strategic objectives. Identification of the nature of the

activities undertaken by the vendor and the inherent risks of the activity are also important. It is recommended
that due diligence in selecting, contracting, supervising and monitoring of the vendor is adopted. Diligence in

vendor selection also requires a reasonable inquiry into the ability and suitability of the vendor to meet the
requirements for the proposed service. Well defined and enforceable Service Level Agreements (SLAs)

with the vendor will establish the performance standard and service quality expected under the agreement.
As part of meeting principles of governance, it may be ensured that there is a documented, accepted procedure

which governs service expectations and obligations including change management.

Combating Cyber Crime

19. In a networked world, there are no real safe harbours—like a ship which can be attacked by pirates
anywhere, a service delivery offering on the network is generally available to everyone else on the network;

in some cases this may well be the gateway for entry to the bank’s main systems as well. Cyber security is
a collective concern that is comprehensive in scope—the Internet has no national boundaries. Whereas

security is typically regulated at the government level, cyber security is national, international, public and
private in character- all in the same context. Today, there are Government initiatives aimed at enhancing

cyber security which is complemented by cyber risk management and security provided by private entities
that manage and operate most ICT infrastructure. Such security cannot be adequately assured by market

forces or regulation; rather, it requires a novel mix of solutions involving a range of stakeholders working both
in their own domains and in concert. No single strategy, set of governance arrangements, or operational

practices will be right for every country. Cyber security issues now top the list of risks to watch. While such
importance is ascribed for cyber security in general, banks, as prime targets of financial fraud and crime,

need to be extra vigilant as far as cyber security is concerned and this needs to be ingrained in each and
every offering made available using IT.

20. To share some important findings:
India is seeing an increase in the number of cyber attacks, from 2,565 in 2008 to 8,266 in 2009 and 10,315

in 2010 (source: CERT-In). India is one of the top three countries in the world in terms of malicious activities4.
India has been responsible for sending out 16 percent of all spam according to the results of IBM’s “X-Force

2012 Mid-Year Trend and Risk Report’’, ahead of the 15% level of the USA. Some of the cyber security
threats (malware and virus) reported by CERT-In are DNS Changer malware, Zeus BOT, stuxnet and

spyeye.
According to a report by Japanese security company Trend Micro, hackers are now increasingly targeting

Indian financial institutions with the latest variants of malware like SpyEye and Zeus to siphon larger amounts
of money from bank accounts. It has reported a whopping 187 per cent rise in phishing attacks being reported

on various Indian brands in May this year over the previous month and points out that significantly, all phishing
are targeted on the banking sector.5.

Stay Secure
New technologies being adopted everyday are opening doors for new threats. To combat these, we need

new weapons. In the first place we need to identify information that needs to be secure and protected at all
times. Further we need to put in effective security for accessing, sharing and controlling important documents
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across the extended and mobile enterprise on any device. You would appreciate that controlling sensitive or
confidential documents is more difficult than controlling records in databases. Most organisations including

banks focus the majority of their security resources on the network rather than their applications. Banks
would need to prioritise their application security to avoid being ‘sitting ducks’ for impending attacks.

CONCLUSION
The day is not far off when the banks would be viewed more as technology companies offering banking

products and services and services. While bank branches would continue to function, they would reorient
themselves as relationship centresers rather than routine banking service providers. Another area of great

interest concerns the mergers and acquisitions of banks wherein banks with techno-synergy can combine to
benefit from the same. Thus as Information Technology has been spread so widen in banking sector, challenges

are also expanding with every moment.

REFERENCES
There’s a silver lining here. According to a report7, security in the banking vertical worldwide has shown

its dedication to security.
1. http://shodhganga.inflibnet.ac.in/bitstream/10603/3563/10/10_ chapter%202.pdf

2. Brynjolfsson E. and Hitt L.M. 2000. ‘Beyond computation: information technology, organizational
transformation and business performance‘. Journal of Economic Perspectives, E. Turban, et al.,

‘Information Technology for Management: Transforming Organizations in the Digital Economy‘, 6th
edition (John Wiley & Sons, 2008), ISBN 9780471787129.

3. Economides N. and Salop S. 1992. ‘Competition and integration among complements, and network
market structure‘. The Journal of Industrial Economics, XL (1): 105-123.

4. Farrell J. and Saloner G. 1985. ‘Standardization, compatibility and innovation‘. RAND Journal of Economics,
16 (1): 70-83.

5. Kozak S. 2005. ‘The role of information technology in the profit and cost efficiency improvements of the
banking sector‘. Journal of Academy of Business and Economics, February 2005.

6. Milne A. 2006. ‘What is in it for us? Network effects and bank payment innovation‘. Journal of Banking
& Finance, 30 (6): 1613-1630.

7. Saloner G. and Shepard S. 1995. ‘Adoption of technologies with network effects: an empirical examination
of the adoption of automated teller machines‘. RAND Journal of Economics, 26(3): 479-501.

8. Solow R. 1987. ‘We’d better watch out‘. New York Times Book Review, July 12.
9. Shu W. and Strassmann P.A. 2005. ‘Does information technology provide banks with profit?. Information

& Management, 42: 781-787.
10. Whitten J. L., Bentley L.D. and Dittman K.C. 2004. ‘System Analysis and Design Methods,‘ edisi ke-6

Mc.Graw-Hillk, New York.
11. http://rbidocs.rbi.org.in/rdocs/Content/PDFs/80799.pdf

12. http://www.rbi.org.in/scripts/BS_SpeechesView.aspx?Id=760
13.  Whitehat Security Website Statistics report 2011

BIBILOGRAPHY

1. COBIT 3rd Edition - An IT Governance framework by IT Governance Institute.
2. Board briefing on IT Governance, 2nd Edition, IT Governance Institute.

3. BanCon2004 - Compendium of papers.
4. Draft report of the Bank’s Internal Group on issues relating to rural credit & microfinance. 5. How safe

is your electronic data - A report conducted by Research International. http://shodhganga.inflibnet.ac.in/



21

ck s/kk;u
BODHAYANVolume 2, Issue 1 - 2017

bitstream/10603/3563/10/10_chapter%202.pdf https://docs.google.com/viewer?url= arraydev.com% 2
Fcommerce%2FJIBC%2F2010-08%2FDixit.pdf  Journal of Internet Banking and Commerce Berger A.

N. 2003.
‘The economic effects of technological progress: evidence from the banking industry ‘. Journal of Money,

Credit, Banking, 35 (2): 141-176.
Brynjolfsson E. and Hitt L.M. 2000. ‘Beyond computation: information technology, organizational transformation

and business performance‘. Journal of Economic Perspectives, 14(4): 23-48.
E. Turban, et al., ‘Information Technology for Management: Transforming Organizations in the Digital

Economy‘, 6th edition (John Wiley & Sons, 2008), ISBN 9780471787129.
Economides N. and Salop S. 1992. ‘Competition and integration among complements, and network market

structure‘. The Journal of Industrial Economics, XL (1): 105-123.
Farrell J. and Saloner G. 1985. ‘Standardization, compatibility and innovation‘. RAND Journal of Economics,

16 (1): 70-83.
Kozak S. 2005. ‘The role of information technology in the profit and cost efficiency improvements of the

banking sector‘. Journal of Academy of Business and Economics, February 2005.
Milne A. 2006. ‘What is in it for us? Network effects and bank payment innovation‘. Journal of Banking &

Finance, 30 (6): 1613-1630.
Saloner G. and Shepard S. 1995. ‘Adoption of technologies with network effects: an empirical examination of

the adoption of automated teller machines‘. RAND Journal of Economics, 26(3): 479-501.
Solow R. 1987. ‘We’d better watch out‘. New York Times Book Review, July 12.

Shu W. and Strassmann P.A. 2005. ‘Does information technology provide banks with profit?. I‘ Information
& Management, 42: 781-787.

Whitten J. L., Bentley L.D. and Dittman K.C. 2004. ‘System Analysis and Design Methods,‘ edisi ke-6
Mc.Graw-Hillk, New York.

http://rbidocs.rbi.org.in/rdocs/Content/PDFs/80799.pdf
http://www.rbi.org.in/scripts/BS_SpeechesView.aspx?Id=760

Keynote address delivered by Shri G Padmanabhan, Executive Director, Reserve Bank of India, at IDRBT
on December 17, 2012 at the GM/CIOs Conference. Assistance provided by Smt K Nikhila in the preparation

of this speech and comments on the draft from S/Shri S Ganeshkumar and A Madhavan gratefully
acknowledged Lisa Morgan- “Making Change: The Future of Payments is ease of use” The paradox of

Banking 2015 - IBM paper4 source: Symantec Intelligence Quarterly: July - September, 2011
5 http://newindianexpress.com/business/article551583.ece CIO Anniversary Issue- November 2012

Whitehat Security Website Statistics report 2011
http://rbidocs.rbi.org.in/rdocs/Content/PDFs/80799.pdf

http://www.rbi.org.in/scripts/BS_SpeechesView.aspx?Id=760



22

Volume 2, Issue 1 - 2017
Bodhayan

ck s/kk;u
BODHAYAN



23

ck s/kk;u
BODHAYANVolume 2, Issue 1 - 2017

quantity quality 



24

Volume 2, Issue 1 - 2017
Bodhayan

ck s/kk;u
BODHAYAN





25

ck s/kk;u
BODHAYANVolume 2, Issue 1 - 2017

Socio-Economic profile of selected Unorganised Retailers

Neha Arora and Kiran Bala

Research Scholars, Department of Commerce, DSE

Retail means relating to the sale of goods directly to consumers. It is the sale of goods to end users, not for
resale. Indian retail industry plays an important role for the Economic growth of our country. It is a sunrise

industry. The retail sector is important in Indian economic perspective as it contributes around 15% of GDP
and employs more or less 7% of the labour force. It is the largest private sector in India and employs a large

amount of population after agriculture.
Indian retailing sector is divided into two sectors-organised and unorganised retailing. Organized retailing

refers to trading activities undertaken by licensed retailers i.e. those who are registered for sales tax, income
tax etc. These include the corporate-backed hypermarkets and retail chains and privately owned large retail

businesses. It refers to businesses employing more than 10 persons. Unorganized retailing refers to the
traditional formats of low-cost retailing such as the local kirana shops, mom n pop stores, convenience stores,

and handcart and pavement vendors, owner-managed general stores. According to an estimate, the unorganized
retail sector has 97% presence whereas the organized retail sector accounts for merely 3%. India’s retail

and logistics industry, organized and unorganized in combination, employs about 40 million Indians (3.3% of
Indian population).

Indian retail sector is basically of unorganised nature. Unorganised retailing is the most prolific and visible
form of retailing in India. Unorganised retailing is defined as an outlet run locally by the owner or a caretaker

of a shop that lacks technical and accounting standardization. The supply chain and sourcing are also done
locally to meet the local needs.

Unorganised retailers include small local kirana stores being located in convenient locations, offering local
produce and merchandise and a personalized service. Retailing in unorganized sector is basically not a profit

oriented vocation but a mere source of livelihood. The capital investment is very low and the infrastructure is
undeveloped. It is estimated that less than 4% of Indian retailers have shops larger than 500 square feet.

Rationale of the study
Indian Retailing is fragmented and highly unorganized in nature because of a large number of unemployed

and uneducated population take up this profession. Indian retail is highly dominated by unorganised retailers
i.e. local kirana shops, mom n pop stores. Unorganised retailing has been one of the easiest ways to generate

self-employment, as it requires limited investment in land, capital, expertise, skill and labour. The present
paper gathers information about the socio-economic profile of unorganised retailers and their status in the

society.

Objectives

· To study the socio-economic status of selected unorganised retailers and to find out their present status.
· To study the impact of organised retailing on the unorganised retailers.

Literature Review
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Singh and Bansal (2011) discuss the impact of organised retail outlets on unorganised retailers. They
discuss how the corner grocery store is slowing giving way to international formats of retailing. The presence

of a wide assortment of goods and services in one store and increasing income of the consumers has been
the driving factor of the sustenance of organised outlets. Through a survey on the spending pattern of the

consumers of various income groups, an analysis of the monthly purchase basket of consumers that indicated
the average monthly household spend on food and grocery related items varied across income segments.

Goswami and Bansal (2009) study whether Indian consumers are likely to move from traditional kirana
stores to large organized retailers while shopping for groceries. The findings revealed that the costumer

patronage to grocery stores was found to be positively related to location, helpful, trustworthy salespeople,
home shopping, cleanliness, offers and quality and negatively related to travel convenience. Kiranas do well

on location but poorly on cleanliness, offers, quality and helpful trustworthy salespeople. The converse is true
for organized retailers.

Sivaraman (2011) aims to study the future of unorganized retailing in Kanyakumari district. With
the opening up of the retail sector, unorganised retailers are facing stiff competition due to a change

in customer attitude. The paper identified various impacts of organised retailing on unorganised
retailers. The data collected was analysed and it was found out there was a  perceived  difference

between organised retailers and  unorganized  retailers on the  attributes of store  image, product
range, brand  choices, price, store ambience,  credit availability, shop  proximity and complements.

But there was no perceived difference on product freshness and customer care. It has reduced their sales,
profit and employment considerably. The operational cost and consumer credit also increased

due to the presence of organized retailers.
Research Methodology

A sample size of 50 unorganised retailers from North Delhi, East Delhi and NCR has been used in the
present study. A questionnaire was prepared to know the social economic status of unorganised retailers.

Age, annual income, education, origin, location, ownership, number of working employees, infrastructure and
size of the store were the different factors used in the questionnaire to measure their social economic

background. Some of the findings have been demonstrated by bar charts and pie charts-
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Some other relevant findings:
• The size of most of the retail shops was small and about 87% of the retailers own their shops.

• The inception of the shop was done either by the retailer himself or it was a family run business. Of the
respondents surveyed, 44% was business acquired by father and 7% by grandfather and 44% were

opened by the retailers themselves.
• About 43% of the retailers run the shop on their own, 30% of them have 1-2 workers and 20% of them

have 3-4 workers and only 6% with more than four.
• 47% of the retailers surveyed have proper refrigeration, 50% of them have proper and maintained

shelves and only 6% of them have billing machines.

Conclusion

• The size of most of the retail shops was small and about 87% of the retailers own their shops.
• The inception of the shop was done either by the retailer himself or it was a family run business. Of the

respondents surveyed, 44% was business acquired by father and 7% by grandfather and 44% were
opened by the retailers themselves.

• About 43% of the retailers run the shop on their own, 30% of them have 1-2 workers and 20% of them
have 3-4 workers and only 6% with more than four.

• 47% of the retailers surveyed have proper refrigeration, 50% of them have proper and maintained
shelves and only 6% of them have billing machines.
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IMPACT OF GLOBAL FINANCIAL CRISISON INDIAN ECONOMY

Jai Shankar Sharma,
Deptt. of Commerce,  PGDAV College (Eve.)

The entire world economy is suffering now from economic meltdown. Both developed and developing
countries are equally affected. The ongoing financial crisis is characterized by contracted liquidity in global
credit markets and banking systems triggered by the failure of mortgage companies, investment firms and
government sponsored enterprises which had invested heavily in subprime mortgages. The crisis, which
has roots in the closing years of the 20th century but has become more apparent throughout 2007 and
2008, has passed through various stages exposing pervasive weaknesses in the global financial system and
regulatory framework The global crisis began with the bursting of the United States housing bubble. It is
known as sub prime crisis. There is high default rates on “subprime” and adjustable rate mortgages (ARM),
beginning in approximately  2005–2006. For a number of years prior to that, declining lending standards,
an increase in loan incentives such as easy initial terms, and a long-term trend of rising housing prices had
encouraged borrowers to assume difficult mortgages in the belief they would be able to quickly refinance
at more favorable terms.

However, once interest rates began to rise and housing prices started to drop moderately in 2006–
2007 in many parts of the U.S., refinancing became more difficult. Defaults and foreclosure activity increased
dramatically. Foreclosures accelerated in the United States in late 2006 and triggered a global financial
crisis through 2007 and 2008.

The current crisis is not an accident but part of the structural deficiency. It is the tip of the iceberg. The
crisis is not confined to America although it originated from US. It is not caused by Subprime crisis, but
triggered by it. Many countries like Iceland, Spain, German, Europe, Russia, Japan are suffering. Major
American banks faced loss of $435 billion. Stock market of many countries crashed. It resulted in downward
pressure on economic growth of many countries. Business/investment activity and consumer spending
across the countries has declined . Individuals/institutions holding MBOs/CDOs faced significant loss.
Borrowers are unable /unwilling to repay. They vacate their house, lose their job and house.

The present credit crisis is no more a domestic problems of US. It has affected many countries. India
and china and other emerging market economies (EMEs) are vulnerable and victims of global downturn.
Indian miraculous growth is suffering from several fronts. The foreign exchange market of Indian is dwindling
.The stock market of different countries including India is shrinking. Real estate market suffers from significant
overheating. Infrastructure-sector is adversely affected. Investment climate has eroded. Flow of both FDI
and FII are seriously affected. Export sector of India suffers from high volatility. The IT sector which is
heavily dependent on with BPOs/KPOs has suffered in terms of layoffs loss of workloads for their
employees.. Our Banking sector is affected: CRR,Repo rate ,CD ratio have fallen. Macro economic
environment is really depressing, The over all business confidence in India has been eroded remarkably.

1.1 GENESIS OF THE CRISIS
The proximate cause of the current financial turbulence is attributed to the subprime mortgage sector in

the USA. At a fundamental level, however, the crisis could be ascribed to the persistence of large global
imbalances, which, in turn, were the outcome of long periods of excessively loose monetary policy in the
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major advanced economies during the early part of this decade. Global imbalances have been manifested
through a substantial increase in the current account deficit of the US mirrored by the substantial surplus in
Asia, particularly in China, and in oil exporting countries in the Middle East and Russia. These imbalances in
the current account are often seen as the consequence of the relative inflexibility of the currency regimes in
China and some other EMEs. According to Stiglitz (2009), global macroeconomic imbalances were the
major underlying cause of the crisis. These saving-investment imbalances and consequent huge

cross-border financial flows put great stress on the financial intermediation process. The global imbalances
interacted with the flaws in financial markets and  instruments to generate the specific features of the crisis.
Such a view, however, offers only a partial analysis of the recent global economic environment. The role of
monetary policy in the major advanced economies, particularly that in the United States, over the same time
period needs to be analysed for a more rigorous analysis.

1.2 ANATOMY OF THE CRISIS
The current ongoing global financial crisis has had its roots in the US. The sustained rise in asset prices,

particularly house prices, on the back of excessively accommodative monetary policy and lax lending standards
during 2002-2006 coupled with financial innovations resulted in a large rise in mortgage credit to households,
particularly low credit quality households 2. Most of these loans were with low margin money and with initial
low teaser payments. Due to the ̄ originate and distribute  model, most of these mortgages had been securitized.
In combination with strong growth in complex credit derivatives and the use of credit ratings, the mortgages,
inherently sub-prime, were bundled into a variety of tranches, including AAA tranches, and sold to a range
of financial investors.

As inflation started creeping up beginning 2004, the US Federal Reserve started to withdraw monetary
accommodation. With interest rates beginning to edge up, mortgage payments also started rising. Tight
monetary policy contained aggregate demand and output, depressing housing prices. With low/negligible
margin financing, there were greater incentives to default by the sub-prime borrowers. Defaults by such
borrowers led to losses by financial institutions and investors alike. Although the loans were supposedly
securitized and sold to the off balance sheet special institutional vehicles (SIVs), the losses were ultimately
borne by the banks and the financial institutions wiping off a significant fraction of their capital. The theory
and expectation behind the practice of securitisation and use of derivatives was the associated dispersal of
risk to those who can best bear them. What happened in practice was that risk was parcelled out increasingly
among banks and financial institutions, and got effectively even more concentrated. It is

interesting to note that the various stress tests conducted by the major banks and financial institutions
prior to the crisis period had revealed that banks were wellcapitalised to deal with any shocks. Such stress
tests, as it appears, were based on the very benign data of the period of the Great Moderation and did not
properly capture and reflect the reality (Harvey, 2009).

The excessive leverage on the part of banks and the financial institutions (among themselves), the opacity
of these transactions, the mounting losses and the windling net worth of major banks and financial institutions
led to a breakdown of trust among banks. Given the growing financial globalization, banks and financial
institutions in other major advanced economies, especially Europe, have also been adversely affected by
losses and capital write-offs. Inter-bank money markets nearly froze and this was reflected in very high
spreads in money markets. There was aggressive search for safety, which has been mirrored in:
i. Yield on 3-months Treasury bill decreased
ii. Libor has increased (indicates lack of confidence)
iii. Spread between libor and Treasury bill increased by 25%

( difficult for daily transaction)
iv. Yield on bonds –increased (less willing to lend to business)
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1.3 SUBPRIME CRISIS
The Subprime crisis can be easily understood as non-prime crisis. It refers to  lending of the banks on

the basis of substandard mortgages. It stems from a fundamental change in the way mortgages are funded
in US. Traditionally, banks have financed their mortgage lending through the deposits they receive from
their customers. This has limited the amount of mortgage lending they could do. In recent years, banks
have moved to a new model where they sell on the mortgages to the bond markets. This has made it much
easier to fund additional borrowing, But it has also led to abuses as banks no longer have the incentive to
check carefully the mortgages they issue. There are many agents, brokers, appraisers, and stakeholders in
the new model of lending. In the new model the lender takes following four types of risks: 1.Credit risk , 2.
Liquidity risk, 3. Asset price risk,

4. Counterparty risk

Chart-1: New Model of Mortgage –Lending

To summarise, excessively accommodative monetary policy for an extended period in the major advanced
economies in the post dot com crash period sowed the seeds of the current global financial and economic
crisis. Too low policy interest rates, especially the US, during the period 2002-04 boosted consumption
and asset prices, and resulted in aggregate demand exceeding output, which was manifested in growing
global imbalances. Too low short-term rates also encouraged aggressive search for yield, both domestically
and globally, encouraged by financial engineering, heavy recourse to securitisation and lax regulation and
supervision. The global search for yield was reflected in record high volume of capital flows.

1.4 IMPACT ON INDIAN FINANCIAL SECTOR
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The Indian banks and financial system had only negligible direct exposure to the type of toxic assets that
have contaminated the Western countries‘ banking system. Bank‘s credit quality remains of high quality.
Although bank credit growth was quite high at around 30 per cent per annum during 2004-07, there was
nosignificant relaxation of lending standards. Bank‘s loans to individuals for housing  have been backed by
prudent loan-to-value ratios. However, in view of the rapidcredit growth to certain sectors, the Reserve
Bank had pre-emptively tightened prudential norms (provisioning requirements and risk weights) for these
sectors in order to safeguard financial stability; provisioning norms for standard assets were also raised
across the board except for agriculture and SMEs. These tightened provisioning norms and risk weights
have now been rolled back in the wake of

slowdown in order to ensure flow of credit to the productive sectors of the economy. This ̄ dynamic
provisioning  approach has facilitated adequate buffers within the banking system. Such ¯dynamic
provisioning  is now being advocated as general practice internationally. Therefore, unlike the banking
system in the Western world, domestic banks have not recorded losses so far and there has been no need
for any government bailout.

The balance sheets of our banks remain healthy and adequately capitalised. The CRAR of all scheduled
commercial banks (SCBs) taken together was 13.0 per cent at end-March 2008, well-above the regulatory
requirement of 9 per cent. No SCB has CRAR below 9 per cent. Of the 79 SCBs, 77 banks had CRAR
above 10 per cent, while 2 banks had CRAR between 9 and 10 per cent. Asset quality of the domestic
banks also remains satisfactory with net NPAs being only 1.0 per cent of net advances and 0.6 per cent of
assets at end-March 2008.). The single-factor stress tests undertaken by the CFSA (Committee on Financial
Sector Assessment) reveal that the banking system can withstand significant shocks arising from large
potential changes in credit quality, interest rate and liquidity conditions. These stress tests for credit, market
and liquidity risk show that Indian banks are generally resilient. 3 Growth in bank credit remained strong
up to October 2008 but has decelerated since. The financial system is working normally and accordingly
there has been no need for any enhancement of government guarantee for bank deposits or banks‘ other
liabilities. In view of the strong balance sheets and the transparency in the operations, there is no mistrust
between banks and the inter-bank money market has been working throughout the period normally .Thus,
the Indian banking system is displaying none of the distresses that the Western banking system has exhibited
since the start of the sub-prime crisis. The resilience of the Indian financial sector in the face of the worst
global financial crisis since the 1930s can also be attributed to our approach to financial globalization. The
key features of our approach have been reflected in a full, but gradual opening up of the current account
but a more calibrated approach towards the opening up of the capital account and the financial sector. As
far as the capital account is concerned, whereas foreign investment flows, especially direct investment
inflows are encouraged, debt flows in the form of external commercial borrowings are generally subject to
ceilings and some end-use restrictions. Macro ceilings have also been stipulated for portfolio investment in
government securities and corporate bonds. Capital outflows have also been progressively liberalized.
Along with the calibrated approach to opening of the capital account, we have also practised prudential
regulation, particularly of banks to manage financial instability.

The financial sector, especially banks, is subject to prudential regulation, with respect to both liquidity
and capital. A number of initiatives have been taken by the Reserve Bank over the past 5-6 years with a
view to mitigating liquidity risks: (i) participation in the overnight unsecured overnight money market has
been restricted to banks and primary dealers (PDs) and ceilings have been stipulated on their borrowing
and lending operations in this market; (ii) prudential limits have been imposed on banks on their inter-bank
liabilities in relation to their net worth; (iii) asset-liability management guidelines have been framed that take
cognizance of both on and off balance sheet items; and (iv) a detailed policy on the provision of liquidity
support to Special Purchase Vehicles (SPVs) has been outlined in the guidelines on securitization of standard
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assets. With the objective of further strengthening capital requirements, the credit conversion factors, risk
weights and provisioning requirements for specific off-balance sheet items including derivatives have been
reviewed. Furthermore, in India, complex structures like synthetic securitisation have not been permitted
so far. Introduction of such products, when found appropriate would be guided by the risk management
capabilities of the system. Apart from normal prudential requirements on banks, additional prudential
measures in respect of exposures to specific sectors such as real estate, housing loans to individuals and
consumer credit, have been successively imposed, on the lines of dynamic provisioning. Furthermore, the
regulation and supervision of Non-banking Finance Companies (NBFCs) was tightened by reducing
regulatory arbitrage vis-à-vis the banking sector. The regulatory requirements are also higher in the case of
deposit-taking NBFCs vis-à-vis the non-deposit-taking ones which has helped to contain leverage in this
sector. Thus, a number of prudential measures were put in place incrementally over the past five years in
order to maintain stability in the Indian financial system and these measures in conjunction with the overall
cautious approach to financial and external sector liberalization have contributed to domestic macroeconomic
and financial stability.

1.5 IMPACT ON INDIAN ECONOMY
The initial impact of the sub-prime crisis on the Indian economy was rather muted. Indeed, following

the cuts in the US Fed Funds rate in August 2007, there was a massive jump in net capital inflows into the
country. The Reserve Bank had to sterilise the liquidity impact of large foreign exchange purchases through
a series of increases in the cash reserve ratio and issuances under the Market Stabilisation Scheme (MSS).
With persistent inflationary pressures emanating both from strong domestic demand and elevated global
commodity prices, policy rates were also raised. Monetary policy continued with pre-emptive tightening
measures up to August 2008. The direct effect of the sub-prime crisis on Indian banks/financial sector was
almost negligible because of limited exposure to complex derivatives and other prudential policies put in
place by the Reserve Bank. The relatively lower presence of foreign banks in the Indian banking sector
also minimized the direct impact on the domestic economy The larger presence of foreign banks can
increase the vulnerability of the domestic economy to foreign shocks, as happened in Eastern European
and Baltic countries. In view of significant liquidity and

capital shocks to the parent foreign bank, it can be forced to scale down its operations in the domestic
economy, even as the fundamentals of the domestic economy remain robust. Thus, domestic bank credit
supply can shrink during crisis episodes. For instance, in response to the stock and real estate market
collapse of early 1990s, Japanese banks pulled back from foreign markets – including the United States –
in order to reduce liabilities on their balance sheets and thereby meet capital adequacy ratio requirements.
Econometric evidence shows a statistically significant relationship between international bank lending to
developing countries and changes in global liquidity conditions, as measured by spreads of interbank
interest rates over overnight index swap (OIS) rates and U.S. Treasury bill rates. A 10 basis-point increase
in the spread between the London

Interbank Offered Rate (LIBOR) and the OIS sustained for a quarter, for example, is predicted to lead
to a decline of up to 3 percent in international bank lending to developing countries (World Bank, 2008).
Domestic financial sector of India has limited exposure.

However, following the Lehman failure, there was a sudden change in the external environment. As in
the case of other major EMEs, there was a sell-off in domestic equity markets by portfolio investors
reflecting deleveraging. Consequently, there were large capital outflows by portfolio investors during
September-October 2008, with concomitant

pressures in the foreign exchange market. While foreign direct investment flows exhibited resilience,
access to external commercial borrowings and trade credits was rendered somewhat difficult. On the
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whole, net capital inflows during 2008- 09 were substantially lower than in 2007-08 and there was a
depletion of reserves .

The contraction of capital flows and the sell-off in the domestic market adversely affected both external
and domestic financing for the corporate sector. The sharp slowdown in demand in the major advanced
economies is also having an adverse impact on our exports and industrial performance. On the positive
side, the significant correction in international oil and other commodity prices has alleviated inflationary
pressures as measured by wholesale price index. However, various measures of consumer prices remain
at elevated levels on the back of continuing high inflation in food prices. Government finances, which had
exhibited a noteworthy correction starting 2002-03, came under renewed pressure in 2008-09 on account
of higher expenditure outgoes due to (i) higher international crude oil prices (up to September 2008) and
the incomplete pass-through to domestic prices (ii) higher fertiliser prices and associated increase in fertilizer
prices (iii) the Sixth Pay Commission award and (iv) debt waiver scheme. The

fiscal stimulus packages involving additional expenditures and tax cuts have put further stress on the
fiscal health. Reflecting these factors, the Central Government‘s fiscal deficit more than doubled from 2.7
per cent of GDP in 2007- 08 to 6.0 per cent in 2008-09, reaching again the levels seen around the end of
the 1990s. The revenue deficit at 4.4 per cent of GDP will be at its previous peak touched during 2001-02
and 2002-03. 4 Primary balance again turned into deficit in 2008-09, after recording surpluses during the
preceding two years.

In view of the fiscal deterioration, the credit rating agency Standard and Poor‘s has changed its outlook
on long-term sovereign credit rating from stable to negative, while reaffirming the ̄ BBB-  rating. If bonds
issued to oil and fertilizer companies are taken into account, the various deficit indicators will be even
higher. Moreover, in order to boost domestic demand, the Government has announced additional tax sops
subsequent to the interim vote-on-account budget putting further pressure on fiscal position. Thus, while
the slowdown in the domestic economy may call for fiscal stimulus, fiscal manoeuvrability is very limited.
Reflecting the slowdown in external demand, and the consequences of reversal of capital flows, growth in
industrial production decelerated to 2.8 per cent in 2008- 09 (April-February) from 8.8 per cent in the
corresponding period of 2007-08. On the other hand, services sector activity has held up relatively well in
2008-09 so far (April-December) with growth of 9.7 per cent (10.5 per cent in the corresponding period
of 2007-08). Services sector activity was buoyed up by acceleration in ̄ community, social and personal
services  on the back of higher government expenditure. Overall, real GDP growth has slowed to 6.9 per
cent in the first three quarters of 2008-09 from 9.0 per cent in the corresponding period of 2007-08. On
the expenditure side, growth of private final consumption expenditure decelerated to 6.6 per cent from 8.3
per cent. On the other hand government final consumption expenditure has accelerated from 2.7 per cent
to 13.3 per cent due to fiscal stimulus measures.

1. 6 CONCLUSIONS AND LESSONS
The ongoing global financial crisis can be largely attributed to extended periods of excessively loose

monetary policy in the US and other countries. Very low interest rates during this period encouraged an
aggressive search for yield and a substantial compression of risk-premia globally. Abundant liquidity in the
advanced  economies generated by the loose monetary policy found its way in the form of large capital
flows to the emerging market economies. All these factors boosted asset and commodity prices, including
oil, across the spectrum providing a boost to consumption and investment. Global imbalances were a
manifestation of such an accommodative monetary policy and the concomitant boost in aggregate demand
in the US outstripping domestic aggregate supply in the US. This period coincided with lax lending standards,
inappropriate use of derivatives, credit ratings and financial engineering, and excessive leverage. As inflation
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began to edge up reaching the highest levels since the 1970s, this necessitated monetary policy tightening.
The housing prices started to witness some correction. Lax lending standards, excessive leverage and
weaknesses of banks‘ risk models/stress testing were exposed and bank losses mounted wiping off capital
of major financial institutions. The ongoing deleveraging in the advanced economies and the plunging consumer
and business confidence have led to recession in the major advanced economies and large outflows of
capital from the emerging economies.

Both of these channels are now slowing down economic growth in the emerging market economies.
The influence of interest rates on the speculative component of asset prices is unclear from both a theoretical
and empirical perspective .In the context of the current global financial crisis, with deleterious impact on
growth and employment and significant fiscal costs, the issue of relationship between monetary policy and
asset prices needs to be revisited. It can be argued that the output losses of a preemptive monetary action
might have been lower than the costs that have materialised from a non-responsive monetary policy. At
least, a tighter monetary policy can reduce the amplitude of asst price movements. As asset prices bubbles
are typically associated with strong growth in bank credit to certain sectors such as real estate and stock
markets, pre-emptive monetary actions can be reinforced by raising risk weights and provisioning norms
for sectors witnessing very high credit growth. For both monetary and regulatory actions to be taken in
tandem, it is important that both the functions rest with the central banks. In this context, the recent trend
of bifurcation of monetary policy responsibility from regulatory responsibility appears to be unhelpful. On
balance, it appears that pre-emptive and calibrated monetary and regulatory measures would be better
than an inertial monetary policy response. Such an approach can help in mitigating the amplitude of the
bubble in both the upswing and the downswing of the cycle and contribute to both macroeconomic and
financial stability.

Finally, the current global financial crisis has again shown that the financial system is prone to excesses,
given the high leverage of banks and other financial institutions. It is sufficiently clear that markets can fail.
And market failures have huge costs. Within the financial system, banks are ̄ special , whether locally- or
foreign-owned, because they effectively act as trustees of public funds through their deposit taking activities
and are the lynch pins of the payments systems. The speed with which a bank under a run collapses is
incomparable with any other organisation. A failure of one bank can have a strong contagion on the rest of
the banks, even if they are healthy. In this age of globalisation, as the current crisis has revealed, the lack of
confidence in banks in one country can also have a contagion on banks in the rest of the world. It is
because of this that many governments in emerging economies had to guarantee the deposits in their
banking systems during the later part of 2008. Given the risks to financial stability, governments in advanced
economies had to bail out their largest banks and financial institutions. The notion that markets will take
care of weaknesses has once again been proven wrong. So far, the focus of banking regulation globally has
been on capital adequacy. As this crisis has shown, liquidity issues are equally important . Given the
complex inter-linkages between banks and non-banks it is necessary to avoid regulatory arbitrage. The
regulatory regime in regard to NBFCs should be tightened. It is, therefore, important that banks and other
financial institutions are well-regulated, while permitting them the necessary flexibility to expand and meet
the financing needs of a growing economy. A host of other issues such as accounting, auditing and
compensation should be given due attention in the aftermath of the global financial crisis. In view of the fast
pace of technological and financial innovations, regulatory authorities would have to follow an approach
that would have to be dynamic and adjust in response to changing economic environment. Financial reforms
in India are warranted to protect it from its own excesses and redirect it to seek prosperity in the real
economy rather than in speculation in the market. We need effective financial regulations to curb
criminogenic environment created by the phony system.
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Notes:
1 Taylor argues that it was made with purposeful and careful consideration by monetary policy authorities
2. On the contrary most of the crises over the past few decades have had their roots in developing and emerging

countries, often resulting from abrupt reversals in capital flows, and from loose domestic monetary and fiscal
policies.

3. Given the ongoing financial crisis and its likely impact on the Indian economy, the CFSA conducted stress tests for
the end of September 2008. Under the worstcase scenario (150 per cent increase in gross NPAs), the overall capital
adequacy position of the banking sector would have declined to 10.6 percent in September 2008 – still well-above
the regulatory requirement of 9 per cent. Thus, even under the worst case scenario, CRAR remains comfortably
above the regulatory minimum.

4. Net market borrowings during 2008-09 almost trebled from the budgeted Rs.1,13,000crore to Rs.3,29,649 in the
revised estimates (actual borrowings were Rs.2,98,536crore as per Reserve Bank records) and are budgeted at
Rs.3,08,647 crore (gross borrowings at Rs. 3,98,552 crore) in 2009-10.
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