Chapter I
INTRODUCTION

Econbmic growth is a very coﬁplex phenomenon . I;b is a
result of numerous factors. Capital formation is one of%he
most important factor. . The process of capital formation
involves three distinct but interdependent activities, First
is saving, by which the resources, which may be used for
current consumption, are made availabl e for other purposes.
The §éving consists in forgoing claims t0 current resources.
Second is finance, an activity by which claims to resources
which are not used for current consumption are assembled and
distributed, or borrowed from othér countries, or specially
created i.e. creation of money. Third is the Enves§nient itself,
the resources are actually used for the production of capital
goods.1 Tus, finance is en integral part of the process of
capital formation. The role of finance and financial inter-
mediation in the economic growth of India is attempted in this

thegis.

Pinance and Capital Formations

In Robinson Crusoe economy, finance as an activity would

not exist. In such an economy money would not exist. There

Tioses Abramovitz, Introduction, in Capital Formation
and Economic Growth, a Conference, Princeton University Press




would be no division of labour between savers and users.

Saving and investment would be one single simultaneous decision.
There would be one simple decision as to how many hours are %o
be devoted to production of consumer goods and capital goods.
In constrast, a modern society‘is ofganised on the blasis of
division of labour smnd money lexists as a medium of exchange.
There exist numerous savers and users of these funds. It is
through the market meéha:.aism and elaborate financial institu-~
tions that ‘interlinks between savers and users of funds are

established.2

Finance is g process by which the funds from the numerous
savers are colle;:ted and made available to the investors.
Financial activity takes place due to division of labour between
savers and‘investors. As inveétment activity is confined to
specifie gv;"oups of bus z‘nessmeﬁ comménding requisite techniecal .
mowledge and market information and ability to bear risk,
while saving. activity is widely diffused as it' is carried on
by the large number of’ scattered savers., Savers generally
do nét possess the reguisite technical knowledge and market
j.nfomﬁation to invest their savings, more so they lack ability

to take risk. "In the sbsence of effective financial laws,

2S:‘Lmon Kuznets, Capital in the Americsn Economy - its

formation snd Financ ing, Princeton University Press,
Princetong 19 19 Ppo19“200




agencies and financial institutions, the gap between savers and

users becomes serious biock to :i.n‘ves{:mem.“3

FPinancing the Economie Deveiopnient:

There are two alternative techniques for mqbilising the
economic surplus to finsnce the econouic development: internal

finance and external ﬁnance.4

Process of internal finance comprises of two principal.
téchniques: self-finance and taxation.5 The process of self-
finance takes place within the business unit itself. The
investing unit finances thr;ugh'its own internal resources.
These may be depreciation funds and undistributed profitg and
surpluses. These surpluses often arise out of monopoly power
in the commodity market or monopOly over the factors of produc—~
tion6 or out of the successful innovations or advantageous
situations obtaining in foreign markets sometimes in the
nature of colonial markets. Often internal sources have been

important in the expansion of modern corporations.

As opposed to business units, governments may finance

their investments through taxation and inflabion. These two

§Ef.{oses Abramovitz., Op.Cit., p. 8.

4J ohn G. Gurley and Edward 8. Shaw. "Financial Structure
and Economic Development", Economic Development and Cultural

Chamge, Vol. 15, April 1967, p. 261.

5Tpid., p. 261.
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techniques of finance are too wellknown to hold us up any

further.

In the process of external finance saving and investing
units are different. Savings take place outside the investing
units.  Resources are therefore transferred through financ:&al
techniques from saving units to investing units. Finaneial
technigues involve various methods of creating debt-asset
systems. It is an outcome of division of labour between
sgvers and investors and between financiai intermedigyies .7
The problem of mobilizing the savings and channelizing them
. into various directions among competing units wanting to invest
are solved’through the market mechanism. And the market rate
of interestis the regulator of the volume and direction of
investment .8 '

Financial Accumlatlon and Economic Devel opment:

Financial accumulation means accumilation of finaneial
assgets and d‘eb*b . PFinancial accumulation takes place alomg
with accumulation of capital. "During economic development as
their incomes per capifa increase, countries usually experi-
ence wore rapid growth in financial assets than in national

wealth or national producb."9 That is, during the course of

T1pig., p.-262.
81pid., p. 262.

Tbid., p. 257 .



economic development ratio of financial assets t o0 national
income md Wwealth will rise. Such Was the experience of the

advanced countries .1 0

Anglveis of Secularly Rigsing Fingnclsl Rafios:

Relationshipbetween financial growth and real growth can
be analysed in various ways. In the first place,' financial

development depends upon the division of 1abour which can

occur only in the context of real developiaem:.ﬂ Finance is
, i

'

associabted with the division of labour in three ways as’ shown

belows =

(\“9/ Divis ion of labour in production in the modern
economic society involves exchange of fachbors
of production and output, that implies use of
money. Diseconomies of the barter system of
primitive econonmy led t0 the use of money in
transactions., It seems as a general rule that
money~income ratio during economic development
will increase at a diminishing rate and then
reach its secular peak.12

(2) Finance is also associated with division of
labour between savers and investors. Savers
give up their claims on consumption and become

1OSee Raymond W. Goldsmith, Financial Structure znd
Development, Yale University Press, 1969. 44,

"o G. Gurley ond Baward E. Shaw., Op.Cit., p. 258.
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(3)

i

ultimate lenders. -And investors receive these
resources and use them for the a‘ccumulation ‘of
real capital and they become ultimate.borrowers.
This division of labour leads to issue of primary
securities by @#ltimate borrowers or investors and
to acquisition of financisl assets by ultimate
lenders or savers. ZPrimary securities are
liagbilities of the nom=financisl spending units,
During economic development, when division of
labour between saving and investment becomes more
complex, rate of financial accumlation exceeds the
rate of growth of national income =nd wealth. That
is, primary security issue-income ratio will rise
and when the institutional evolution gpproaches its
limit, issue-income ratio would get stabilised at a
high 1e\‘;re‘1.13

There is a division of labour which promotes growth
in quavtity and variebty of financial assets.m Vhen
the process of financisl accumulat ion becomes uore
complex, there develops specialisation between
saving and ownership of primary securities. That
is, financizal intermediaries enter in between
ultimate lenders and ultimate borrowers. TFinancial
intermediaries collect savings and pay deposit rate
t o savers or ul’cimé“t:e lenders. And financial
intermediaries assume responsibility for allocation
of savings and they charge rate of interest from
ultimate borrowers.: Financial intermediaries are
speciglised in issuing various types of indirect
securities,

B1pia., p. 259.
%1p3a., p. 259.



Thus, different types of division of labour lead to
different forms of financial development. Division of labour
in production leads to the introduction of money. Division
of labour between saving snd investment promotes growth of
primary securities. 4nd division of labour between savings
and ownership of primary securities leads to0 financial inter-

mediation and growth of indirect securities.

Theory and Process of Financial Growth:

How important is the relationship between financial
development and economic deveiOpmenﬁ, can be understood from
the Theory of Finance developed by Gurley and Shaw . 12
Their étudy expla.i’ns how ‘financiai ‘aése’cs and debts accumulate
during the process of development and how financial institu-
tions and financial wmarkets facilitate finencial development
and through that economic development. 5 tan .G .Gurley and
Eaward S. Show have shown the importance of the financial

development in the context of a Mudimentary Financial System. 1

15See John G. Gurley and Bdward S. Shaw., Money in a
Thecry of Finance, The Brookings Institution, Washington, D.C. >
1960,

1’6L“fuch of the subsequent text is based on a pan‘c of the
text from Jomm G. Gurley and Edward 8. Shaw, loney in o Theory
of Finance, The Brookings Institution, Washington, D.U. 1960,



(a) Rudimentary Financial System:

Important characteristics of rudimentary finsmcial system

in a rudimentary economy are as follows:-

1.

There are only three sectors: consumer, business
and government sectors, They are non-financial
spending units.

Money is the only asset in the ec momy.

There are only three markets: for labodr services,
for current output and third for money.

Money is issued by the government monebary system,
the only financial institution in the economy.

Consumer gector's buying of goods and services

is the expenditure of that sector and it gets

Bnc ome by selling services to other sectors. Consumer
sector does not accumulate tangiblé wealth. Consumers
accumlsate money balances as an asseb. '

Business sector consists of small unincorporated
business firms. This sector holds tangible wealth
i.e. stock of capital and money balances as their
only financial asset. )

In this rudimentary economy, there is g very simple
structure of financial assets and debb, as money is
the only debt that can be issued t0 obbtain external
financing for deficit by the deficit spending
sectors, and as money is the only financial asset
that the surplus spending units can acquire.



Finsncial Restraint on Real Growth: One of the reasons

why it is difficult to achieve satisfactory rate of growth of
real output in the rudimentary economy is economic. Because
prevailing immature financial system in the rudimentary economy
is itself an ,obs‘qacle to economic progress, as it f;uts heavy
restraint on the growth of real output. And limitations on
lending and borrowing hamper real growhth in the rudimentary

econony .

Given the technigques of production, net increase in
output depends on the existing stock of capitaliandwgn the
level of saving and investment. The existing financial system
i.e. immature financial sysi';em in the rudimentary economy does
not stimlate saving and investment, it becomes obétacle to
rapid economic progress in the rudimentary econdmy, as we

shall see below,.

Restraint on the ILevel of Investment: If capital forma-

tion is to take place in the rudimentary economy, there must
be domestic saving to finance it, as no external borrowing
from a’oroaé is permitted. ﬁs governuent sector does not
have any income, domestic saving mu.s‘c, come from the private
gsector. And within the private sector, consumer sector's
saving is allocated for accumulstion of real money balances.
Thus, consumer savings along with some business saving also

directed to increase in money balances, necessarily flows to



government sector. And only business saving not allocated to
real money balances is available for private investment. It

is the only source of private investment.

There is only one kind of financial asset, as an induce=
ment to saving, offered by the financial system of the rudimen-
tary economy. It does not allow business sect or to issue debt
of its own. And government sector is also not allowed ‘cib issue
non-monetary debt. The existing financial system in the rudi-
mentary economy makeés no attempt to sbimulate private savings,
either by offering differenmt kindsof finencizl assets or by
allowing an explicit rate of interest on financial assets. As
a result, the propensity t o save and rate of growth of capital

will be lower.

Restraint on Flow of Saving 0 Investment:  There are

two channels for the flow of saving to investment provided by
the financial system of the rudimentary economy. Each firm
allocates its saving to investment to the extent of excess of
saving over real money balances. And all the sav ing by the
consumers and firms that is allocated to the accumulation of
real money balances flow to.the government sector. Hence,

the scope of private firms for allocations of sav:ifng to invest-
ment is _.minimised in the rudimentary economy. And if
government satisfies incremental demand for money by price

deflation, there will not take place specialisgtion of saving

fmd



and investment. There will be no market where firms can
compete for private saving. As such there will be no mechanism
for collecting and pooling savings of numerous spending units

to finance investment on the large scale.

Thus, firnancial system of the rudimentary economy is
inefficient since it does not provide thé arrgy of financigl
assets thdt will stimulate saving and also the ari'ay of
financial assets that will allocate savings competitively to

inves;t ments,

(b) Pinencial Growkth =nd Security Differentistions

Now we shall analyse factols determining finamcial growth
or growth of financial assets and sécurity differentiation

during the process of financial growth.

First of all we shall analyse immediate deberminants of
priméry security issues. In any period along the growth path,
the issues of primsry securities by the business firm are
equal to the acquisition of finsncisl assebs by consumers.
Primery securities are equal to the budget deficits of the
business firms provided firms do ndt accumulate money
balances., Thus, the ratio of primary security to national
income depends on the distribubion of spending between
business sector and consumer sectc;:r' relative to the distri-

bution of income between them. If these distributions are
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the same then there will be no specialisation between sectors
in spending and receiving income and both the sectors will
have balanced budgets. Hence, there will be no financial
growth. Unbalanced budgets of the sectors lead to specialisa-
tion in saving and investment and consequently lead to

financial growth in the economy.

The factors which lie behind sectoral income and
spending distributions and which therefore lie behind the

growth of primary securities are as follows:~-

(1) Growth rate of output.

(2) The real rental rate (i.e. sum of net profits
and interest payments as a percentage of the
capital stock%.

(3) The capital output ratio.

(4) The rote of interest.

These are the determinants of the size of the business
deficit relative to national income and so also of primary
securities issues to0 national income. Let us analyse each of

these deberminants in the relation t¢ issue-income ratio.

The higher growth rate of output will raise the issue~
income ratio because it will increase firms' net investment \
expenditure relative $0 their savings and hence it will
enlarge the business deficits as a proportion of national

income. The higher rate of growth of output will increase the
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degree of specialisation between the sectors in saving and

investment =nd lead to finencial growth. There is thus a

direct relationship between financial growth and growth rate

of output.

What will happen to issue-income ratio if we change the
values of the capital output ratio, the real rental rate and
the rate of interest? The higher capital output ratio will
raise the issue-income ratio. This is because the higher
capital output ratio will raise the level of firms! net
investment relative t0 natiomal income and so also it will
raise their deficits relatix}e'ito natiomal income, and hence,
it will 2lso raise issue-income ratio. And higher rental
rete will reduce issue-income ratio, because it will reduce

the firms deficits relative to national income, as it will

increase the firms' net saving.

Growth of Primary and Indirect Securities: Financial

growth refers to the expansion of primary securities or to
the expansion of primary securifies plus indirect securities.
S0 far we have considered only the former, let us now consider
the latter.

During balsnced growth process at some sbtable interest

rate, consumers would desire to have a constemt proportion of

their finencial assets portfolios in the form of money

13
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balances, primary securities meking up the rest. In each
period therefore, the monetary system will have o0 purchase
this proportion of primery security issues and create equivalent
amount of money. Thus, during any periome growth, all
financial assets in the economy would b; equal to primary
security lssues plus indirect securifies in the form of

money.

It means that total securities, primsry securities and
indirect securities grow at the same percentage as real oubput
during balanced growth. It means that money-income ratio will
remzin constant during balanced growth process. At the
initial stage of g:cowth/ issue~income ratio will be lower
than the issue~income ratio in the long-run. Hence, money-
income ratio will also gradually i‘ncrease during growth
process. Therefore, total financial assebts in the economy
will rise relative to natiomal income during the growth

process.,

Differentistion of Primery Securities: Wide varieties

of primary scuribties appear during the process of financial
growth, Primary securities differ from one another, as the
issue of each borrower will not be the same in regard to
various characteristics. There thus, takes place diversi-
fication of primary securities in regeard to maturity, iiquidity,

interest rate, riskiness and differences in the ownership



rights. This diversification is a defence against general’and
specific risks. General risks pertain to macro factors such
as changes in the growth rate of output, employment, distribu-
tion of income and price level. Heavy gains or losses are
involved as a result of operation of these factors.. These
general risks do not get evenly distributed among 211 sectors.
Some sectors may be more intensely affected. Then there may
be more specific risks. Diversification of primary lssues by
borrowers and diversification of finsncial assets by lenders

are just defence against these general and specific risks.

(c¢) Monetary and Won-monetary Financial Intermediation:

Pinancial inbtermediaries play an important role in the
saving and investment procesé. They are called financial
intermedisries because primery securities are their principal
assefs. Angd their principél function is to purchase pr‘ima:c'y
securities from ultimate borrowers and issue indirect debt for

the portfolios of ultimate lenders.

Broadly, financial intermediaries can be classified into
two groups: monetary intermedisries and non-monetary Iinter-

mediaries. The monebary inbtermediaries, such as central bank

[y

of the country and commercial banks, purchase primary securities

and create money. They play the role of administering the

payment mechanism. They transfer deposits credit on its



led&ers between' spending ulnitsl, whereas non-xﬁonetary inter—
mediaries,' such as insuravce organisations, ‘éo-Opera‘tive
inst itutions, finencisl and investment companies and other
‘speciglised financial institutions, perfo:cm the mtermediary
role of purchasmg prlmary secur.ﬁ;les and creating N0N=-
monetary claims on themselves, which may take the form of

gsavings deposits, shares and eq_uitiés and other ;Dbliga‘aions.

Financial Intermedigries in the Saving-Investment

Process: Financial intermediaries play an important role in
the saving-investment process as they tend to raise the levels
of saving and investument and help to allocate more efficiently

scarce savings among alternative investment opportunities.

In an economy where finaﬁcial assets do not exist, spend-
ing units will have t0 invest their savings in new ftangible
assets. Spending units cannct invest more than their savings,
simply because there is no way to finance excess expénditures.
And also spending units cemnot invest le ss than their savings
because there are no financial assets for putting the excess
savings. As o vesult, spending units will be forced to have
balanced tudgets i.e, savings will equal' investment for each
unit. In such an ecoriomy, where financial assets are absent,
savings, investment and growth rate would tend to0 be on the ‘

lower side. Absence of financial assets in such an economy,

s



will result in inefficient aliocat ion of secarce res arces,
Superior investment opportunities according to their expected
rates of return will not be selected in the balanced budget
position of spending units. Selection of an. efficient invest-
ment project requires unbalanced budgets i.e. for some spend—
ing units investment would exceed their savings (i.e. budget
deficits) and foz; others their savings should exceed invest-

ment (i.e. budget surpluses).
Finanoia.‘], iatermediaries turn primary securities into
indirect securities for the portfolios of ultimabe lenders.

They provide to ultimate lenders a wider varilety of financial

agsets.

The Process of Intermedistion: Indirect Finance: When

all spending units have balanced budgets, there will be no
issue of primary securities and no accumlation of finanecial
assets. It is only when the spending units have unbalanced
budgets, that there will be issue of primary. secyrities and
accumulation of i‘iﬁancial assets. There are three channels
through which primary security issues may f;ow:-

(1) These issues may be sold directly to other non-

financial spending units.
(2) They may be sold 0 monetary intermediaries.

(3) Primary securities may be sdld to non-monetary
intermediaries.

17



In the process of intermedistion by the monetary intermedisries,
the deficit spending -units sell their primary secux;itiés t‘o the
moneta;r'y intermediaries and they Ifeceive newly creéted demand
deposits. And these deposits are sPen% by deficifspendiﬁé
units for current output. In this process of mtermedlat :Lon,
the deficit spending units have created prlmary SEC‘!J.I‘l'bleS,

the monetary intermedisries have created money and thga su:cplus
spending units have acquired financial assets as a i‘eWaI'd for
not spending on the current output. The excess of income over
gspending on the current output have been transferred frouw
surplus to deficit spending v,:aai;sa through the p‘f‘ocesc of

intermedigbtion by the monetary int ermedlarles.

In the process of finéncial intermediation through non-
monetary intermediaries, surpluse spending units acquire claims
over the non-monetary in‘sermédiaries in return for the
surpluses they transfer to the non-monebtary intermediaries.
The non-monetary intermediaries then use these surpluses to
purchase primary securities from the deflcit spending units.
In this process of finamcial intermediat ion, the deficit
spending units have created primary securities; the none-
monetary financial inftermediaries have created non-monetary
indirect assets and the surplus spending units have acquired

financial assets for not spending on the current output.
I'e



Cbjective 0f the Present Thésis:

‘ —The object of the present thesis isto examine the
hypothesgs derived from theory of financisl growth in the
¢c wtext of the experience of Indisn economic development
between 1951 and 1971. . The ehoice of the period is dictated
by the availability of data. At the very Iou’cset it should be
noted thet within this limited period role of finence and
financial interme{iiat10p would rather refer to the changes
that are brought in the financial étr-ucture and effects of
Isuch chargeé in econoumic developnment. The course of financial
intermediat ion in the theory set out earlier has a distinct
place in accentuat ing economic‘grovv'th. In fact, finance and
financial intermediation are treated as a vehicle to transport
the economic system from its rudimentery stage to a dymamic
one. Naturally, fhis would require a study involving a period
mich longer than two decades. Nevertheless, Indism experience
in economic development =nd changes in financial structure lead
to confirm the hypotheses so formulated from a theory of

financial growth. The following hypotheses would constitube

the core of the thesis.

Hypotheses:
From the above analysis of theory of finmancial growth,

we can deduct a few plausible hypotheses pertaining to financial
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structure and development. Financial development is closely
related with economic development. It takes place along with
economic development. It s-eems that there is a universal path
of financial development, marked by certain regularibies in
the course of economic develo;;ment.” The hypotheses pertaining

to the financial structure and development are ag follows:-

(1) In the course of economic development with the
increase in the degree and complexity of s'avingé '
and investment process, W of primary
securities 0 national income and ratio of
outstanding primary securities to national
income has a tendency to increase and then get
stabilised at a higher level..

(2) The externsl finsncing ratio (i.e. ratio of net
issues of primary securities to gross Domestic
Capital Formation) tends to increase in the
early stage of economic development.

-(3) The assets of financial intermediaries to
national income ratio tends to rise during the
process of financial development of the country.

175 pymond W. Goldsmith., Op.Cit., p40.

John G. Gurley =nd Edward S. Shaw and Raymond W.
Goldsmith's empirical work on the financial structure and
development have strongly demonstrated this fact.



(4)

(5)

(6)

(7)

(8)

21

Generally, a country's financial development begins
with the monetary system i.e.monetary intermediaries.
However, as the country's economic development pro-
gresses, the relative share of the monetary inter-
mediaries in the tobtal assets of the financial inter-
mediaries o fthe country tends to decline and of non-
monetary imbermediaries tends to inarease.

In the process of financial accumulation financisl
intermediaries mediate between ultimate lenders and
ultimate borrowers and the ratio of indirect securities
t0 nationgl income tends t0 increase.

Generally, financial int‘ermediaries tend to purchase
an increasing proportion of primary securities during
the process of financial development and finencial
int ermedia‘t‘ion ratio tends t0 increase..

The share of monetary intermediaries in the purchase

of primary securities tends to be major.one in the
initial process of finamciagl intermediation. Over the
long run during the process of finencial intermedistion,
the share of the monetary intermedia in the purchase

of primary security tends to decline and that the non-
monetary intermediaries tends to increase. .

During the process of economic development money-income
ratio tends to increase in the beginning and then the
ratio gets etabilised at a higher-level.

Our thesis mainly concentrates on analysis and examina-

tion of these hypotheses and some related aspects of financial

structure and development.



