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Abstract  

The Indian banks have suffered from Rs.400 billion 

rupees loss because they have invested with many American 

financial institutions. Some Indian banks had invested 410 

billion rupees in American securities. In it ICICI bank had 

invested 234 billion. Though Indian Banking service is 

related with the public sector still there were 21 percent 

deductions in use of manpower. 

The Govt. has been providing finance under 

pressure; the subsidiary capital is to be created because of 

subsidy of farmer’s debt, petrol and fertilizers. American 

Federal Bank has increased her interest rate when the 

inflation going on.It was 1 percent before few years but in 

last 18, months it jumped to 5 percent. It resulted in the 

breakdown of real estate value and the people stopped to 

deposit their loan’s installments. Previously the home loans 

were given more than 100 percent to their basic 

price.Hence, the banks could get back their loans interest 

by even selling the mortgaged assets. Then the bank who 

had given home loans came down the step of bankruptcy. 

The Global Financial System is in a deep and 

unprecedented crisis. Central Banks and Governments the 

world over were facing several complex and compelling 

challenges. There have been severe disruptions in money 

markets. Policy makers across the globe were responding 

with aggressive, radical and unconventional measures to 

restore the confidence and impart stability in the 

system.India has by-and-large been spared of global 

financial contagion due to the sub-prime turmoil for a 

variety of reasons. India’s growth process has been largely 

domestic demand driven and its reliance on foreign savings 

has remained around 1.5 percent in recent period. It also 

has a very comfortable level of forex reserves. The credit 

derivatives market was in an embryonic stage.The 

originate-to-distribute model in Indiais  not comparable to 

the ones prevailing in advanced markets.There were 

restrictions on investments by residents in such products 

issued aboard and regulatory guidelines on securitization 

did not permit immediate profit recognition. Financial 

stability in India has been achieved through perseverance 

of prudential policies which prevent institutions from 

excessive risk taking, and financial markets from becoming 

extremely volatile and turbulent. 

I. INTRODUCTION  

The Indian economy is now a relatively open 

economy, despite the capital amount not being fully 

open. The current account, as measured by the sum  

of current receipts and current payments, amounted to 

about 53 percent of GDP in 2007-08, up from about 

19 percent of GDP in 1991. Similarly, on the capital 

account, the sum of gross capital inflows and 

outflows increased from 12 percent of GDP in 1990-

91 to around 64 percent in 2007-08. With this degree 

of openness, developments in international markets 

were bound to affect the Indian economy and policy 
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makers have to be vigilant in order to minimize the 

impact of adverse international developments on the 

domestic economy. 

The relatively limited impact on the ongoing 

turmoil in financial markets of the advanced 

economies in the Indian financial markets, and more 

generally the Indian economy, needs to be 

assessed.Whereas, the Indian current account has 

been opened fully though gradually over the 1990s, a 

more calibrated approach has been followed to the 

opening the capital account and to opening up of the 

financial sector. This approach is consistent with the 

weight of the available empirical evidence with 

regard to the benefits that many be gained from 

capital account liberalization for acceleration of 

economic growth, particularly in emerging market 

economies. The evidence suggests that the greatest by 

portfolio equity investment. The benefits emanating 

from external debt flows have been found to be more 

questionable until greater domestic financial market 

to development has taken place. 

Accordingly, in India, while encouraging foreign 

investment flows, especially direct investment 

inflows, a more cautious, nuanced approach has been 

adopted in regard to debt flows. Debt flows in the 

form of external commercial borrowings are subject 

to ceilings and some end-use restrictions, which are 

modulated from time to time taking into account 

evolving macroeconomic and monetary conditions. 

Similarly, portfolio investment in government 

securities and corporate bonds are also subject to 

macro ceilings, which are also modulated form time 

to time. Thus, prudential policies have attempted to 

dollarisation of the economy. With regard to capital 

outflows, the policy framework has been 

progressively liberalized to enable the non-financial 

corporate sector to invest abroad and to acquire 

companies in the overseas market.  

The financial sector, especially banks is subject to 

prudential regulations both in regard to capital and 

liquidity. As the current global financial crisis has 

shown, liquidity risks can rise manifold during a 

crisis and can pose serious downside risks to 

macroeconomic and  financial stability. The Reserve 

Bank has already put in place steps to mitigate 

liquidity risks at the very short-end, risks at the 

systemic level and at the institution level as well. 

The waves of global economic crisis were giving 

some trouble to India also but we do not see intensive 

atmosphere of recession in internal India. Though it is 

true in some way but till Indian economy has 

received a great blow of economic crisis, and it 

restricted our fast run of development completely. 

India’s reaction is a seen conscious and calm. 

Because when the economic crisis stood before the 

world like a monster many countries implemented 

stick remedies. But Indian Reserve Bank has 

implemented the remedies like making down cash 

reserve fund, making down Repo allotment of 

packages. 

The recession which was begun in America in 

2008 and 2009 within few time covered whole 

Europe. Mumbai share market collapsed because 

many financial companies taken away their capitals 

from Indian market and Indian market has to face 

economic crisis. Though the global economic crisis 

does not affected Indian economy directly but its 

indirect effect are : The deduction of employee, 

deduction in payment, the break down in economic 

growth, the increase in unemployment and 

particularly the sectors which has more share in 

national income is wrestle affected by recession. 

Impact of the Capital Flows in India 

The Overall policy approach has been able to 

mitigate the potential impact of the turmoil on 

domestic financial markets and the economy with the 

increasing integration of the Indian economy and its 
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financial markets with rest of the world, there is 

recognition that the country does face some downside 

risks from these international developments. The 

risks arise mainly from the potential reversal of 

capital flows on the particularly in advanced 

economies, and from some elements of potential 

financial contagion. In India, the adverse effects have 

so far been mainly in the equity markets because of 

reversal of portfolio equity flows, and the 

concomitant effects on the domestic forex market and 

liquidity conditions. The macro effects have so far 

been muted due to the overall strength of domestic 

demand, the healthy balance sheets of the Indian 

corporate sector, and the predominant domestic 

financing of investment. 

The main impact of the global financial turmoil in 

India has emanated from the significant change 

experienced in the capital account in 2008-09 so far, 

relative to the previous year. Total net flows fell from 

US $17.3 billion in April-June 2007 to US $13.2 

billion in April-June 2008. Nonetheless, capital flows 

were expected to be more than sufficient to cover the 

current account deficit this year as well. While 

Foreign Direct Investment (FDI) inflows have 

continued to exhibit accelerated growth US $ 16.7 

billion during April-August 20087 as compared with 

US $ 8.5 billion in the corresponding period of 2007, 

portfolio investments by Foreign Institutional 

Investors (FIIs) witnessed a net outflow of about US 

$6.4 billion in April-September 2008 as compared 

with a net inflow of US $15.5 billion in the 

corresponding period last year. 

Similarly, external commercial borrowings of the 

corporate sector declined from US $ 7.0 billion in 

April-June 2007 to US $ 1.6 billion in April–June  

2008, partially in response to policy measures in the 

face of excess flows in 2007-08, but also due to the 

current turmoil in advanced economies. With the 

existence of a merchandise trade deficit of 7.7 percent 

of GDP in 2007-08 and a current account deficit of 

1.5 percent, and change in perceptions with respect to 

capital flows, there has been significant pressure on 

the Indian exchange  rate in recent months. Whereas, 

the real exchange rate appreciated from an index of 

104.9 (base  1993-94 = 100) US $ 1= Rs.46.12) in 

September 2006 to 115.0 (US $ 1 = Rs.40.34) in 

September 2007, it has now depreciated to a level of  

101.5 (US $ 1 = Rs. 48.74) as on October 8, 

2008.With the volatility in portfolio flows having 

been large during 2007 and 2008, the impact of 

global financial turmoil has been felt particularly in 

the equity market. The BSE Sensex (1978-79=100) 

increased significantly from a level of 13,072 as at 

end-March 2007 to its peak of 20,873 on January 8, 

2008 in the presence of heavy portfolio flows 

responding to the high growth performance of the 

Indian corporate sector. With portfolio flows 

reversing turmoil, the Sensex have now dropped to a 

level of 11,328 on October 8, 2008, in the line with 

similar large declines in other major stock markets. 

Domestic investment is largely financed by 

domestic savings. However, the corporate sector has 

mobilized significant resources from global financial 

markets for  funding, both debt and non-debt, their 

ambitious investment plans. The current risk aversion 

in the international financial markets to EMEs could, 

therefore, have some impact on the Indian corporate 

sector’s ability to raise funds from international 

sources and thereby impede some investment growth. 

Such corporates would, therefore, have to rely 

relatively more on domestic sources of financing, 

including bank credit. This could, in turn, put some 

upward pressure on domestic interest rates. 

Moreover, domestic primary capital market issuances 

have suffered in the current fiscal year so far in view 

of the sluggish stock market conditions. Thus, one 

can expect more demand for bank credit, and non-

food credit growth has indeed accelerated in the 

current year (26.2 percent on a year-on-year basis as 
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on September 12, 2008 as compared with 23.3 

percent a year ago). 

The financial crisis in the advanced economies 

and the likely slowdown in these economies could 

have some impact on the IT sector. According to the 

latest assessment by the NASSCOM, the software 

trade association, the current developments with 

respect to the US financial markets are very evenful, 

and may have direct impact on the IT industry and 

likely to create a downstream impact on other sectors 

of the US economy and worldwide markets. About 15 

percent to 18 percent of the business coming to 

Indian outsources includes projects from banking, 

insurance and the financial services sector which is 

now uncertain. 

Impact on the Banking Sector 

The Indian banks have suffered from Rs.400 

billion rupees loss because they invested with many 

American financial institutions like ICICI bank has 

74 percent share. Some Indian banks had invested 

410 billion rupees in American securities. In it ICICI 

bank had invested 234 billion. Though Indian 

Banking service is related with the public sector still 

there were 21 percent deductions in use of manpower. 

The Government has been providing finance 

under pressure.The subsidiary capital is to be created 

because of subsidy of farmer’s debt, petrol and 

fertilizers. American Federal Bank has increased her 

interest rate when the inflation going on.It was 1 

percent before few years but in last 18, months it 

jumped to 5 percent. It resulted in the breakdown of 

real estate value and the people stopped to deposit 

their loan’s installments. Previously the home loans 

were given more than 100 percent to their basic price, 

so the banks could get back their loan’s interest by 

even selling the mortgaged assets. Then the bank who 

had given homes loans are come down the step of 

bankruptcy. 

The bank who had given home loans had brought 

some brands in exchange of home loans and many 

investor’s banks purchased them across the world. 

The lack of home loan recovery, American economic 

crisis reached across the world. Until September 2008 

such types of banks and investors had lost 600 trillion 

dollars. 

One of the key features of the current financial 

turmoil has been the lack if perceived contagion felt 

by banking systems, particularly in Asia. The Indian 

banking system also has not experienced any 

contagion, similar to its peers in the rest of Asia. The 

impact of the sub-prime episode on the Indian banks 

has revealed that none of the Indian banks or the 

foreign banks had any direct exposure to the sub-

prime markets in the U.S.A or other markets. 

However, a few Indian banks had invested in the 

collateralized debt obligations (CDOs) / bonds which 

had a few underlying entities with sub-prime 

exposures. Thus, no direct impact on account of 

direct exposure to the sub-prime marketwas in 

evidence. However, a few of these banks did suffer 

some losses on account of the mark-to-market losses 

caused by the widening of the credit spreads arising 

from the sub-prime episode on term liquidity in t he 

market, even though the overnight markets remained 

stable. 

All banks were advised to report the details of 

their exposures by Lehman Brothers and related 

entities both in India and abroad. Out of 77 reporting 

banks, 14 reported espousers to Lehman Brothers and 

is related entities either in India or abroad. An 

analysis of the information reported by these banks 

revealed that majority of the exposures reported by 

the banks pertained to subsidiaries of Lehman Bros 

Holdings Inc. Which are not covered by the 

bankruptcy proceedings. Overall these banks 

exposure especially to Lehman Brothers holding Inc. 

which had filed bankruptcy is not significant and 

banks are reported to have made adequate provisions. 
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Challenges of the Banking Sector in India 

Though the initial impact of the financial crisis has 

been limited to the stock market and the foreign 

exchange market, it has spread to the rest of the 

financial system. Some of the challenges faces in 

Indian Banking sector are   

1. It has been a tough for the banks and the 

banking system seemed perched on the brink 

of market failure. 

2. Slowdown impacted liquidity profiles of 

industries posing greater risk to banks on 

lending. 

3. With other sources of fund drying up, the 

banking sector is saddled with twice the 

normal requirements for funds. 

4. Despite, the central bank having pumped 

huge sums of money into the banking 

system via a series of measures, banks are 

still fearful of lending. 

5. Banks major concerns are about pressures on 

corporate profitability, forex liquidity and 

also additional demand for credit. 

6. Investors pared their exposure to banks on 

fears of a liquidity crunch impacting further 

growth. They reckoned that rising non-

performing assets, non-judicious 

investments and write-offs would 

severelydent the profit of the sector. 

7. Rumours had been doing the round about the 

soundness of ICICI Bank, India’s second 

largest bank, causing panic among 

depositors. The risk of ICICI Bank largely 

stems from the operations of its UK 

subsidiary, which has got exposure to 

around $ 4.7 billion of A-rated securities. 

8. As against a 12 percent drop witnessed in 

ICICI Bank, HDFC Bank saw a dip of a 

little under 4 percent. ICICI bank was 

aggressive in pursuing growth across 

housing, retail assets, besides expanding its 

foot prints in the global markets. HDFC 

bank was more focused on its Indian 

operations. 

Remedial Measures  

The Govt. of India, Reserve Bank and SEBI have 

recommended the following remedial measures. 

1. The foreign financial institutions have 

increased the limitation of investment in 

corporate bonds up to 6 trillion from 3 

trillion dollars, now it is double. 

2. The Govt. ordered to increase banks capital 

autocracy ratio up to 12 percent from 10 

percent. 

3. The Indian Govt. has passed an ordinance 

and suggested the Public Banks to take care 

of the availability of sufficient capital to 

companies and industrialists. 

4. The permission has been given to increase 

the shares of the foreign financial 

institutions in India Depository Receipt. 

5. By deducting CRR and SLR step by step, 

reserve has created healthy atmosphere in 

the Banking Sector. 

6. CRR has been deducted by 5.5 percent and 

SLR by 24 percent. 

7. The Repo rate is deducted by 4.25 percent 

and Reserve Repo rate deducted by 3.25 

percent. 

8. The home loan’s interest rate was decreased 

by 16 percent. 

9. The investors felt little bit healthy 

atmosphere in Indian share market because 

the restrictions on participatory notes are put 

out and it ended the limitation in the foreign 

institutional investment. 

10. SEBI has increased the investment limit up 

to 15 percent for 5 percent to create 

transparency in the share market. 
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11. The Reserve Bank of India changed the 

policy of currency to the financial 

institutions who have public complete 

finance such as Stock Exchange Depositary, 

clearing Bank etc. 

12. The Reserve Bank of India reduced again 

the repo and reverse repo rates on 2nd 

January 2009 by 100 basis points each from 

6.5 percent to 5.5 percent and from 5 percent 

to 4 percent respectively with immediate 

effect. It has also reduced the Cash Reserve 

Ratio (CRR) of scheduled banks by 50 basis 

points form 5.5 percent to 5 percent with 

effect from the fortnight beginning January 

17, 2009, in order to inject an additional 

liquidity of around Rs.20,000 crore to the 

financial system. 

13. The repo rate is the rate at which banks 

borrow from the RBI and reverse repo is the 

rate at which banks park their funds with the 

central bank. The CRR is a portion of the 

deposits with the central bank. The CRR is a 

portion of the deposits of banks which has to 

be maintained by banks with the RBI. 

14. Therefore, since mid-September 2008, till 

date the RBI has reduced the repo rate from 

9 percent to 5.5 percent, the reverse repo rate 

from 6 percent to 4 percent and the CRR 

from 9 percent to 5 percent so as to throw 

liquidity into the financial system around 

Rs.3,00,000 crore. 

15. These monetary measures of the RBI are 

expected to be translated into further cuts in 

lending and deposit rates by banks, which 

means, the personal, housing and automobile 

loans would be cheaper further. 

However, the Federation of Indian Chambers of 

Commerce and Industry (FICCI) emphasized that the 

additional liquidity made available to the banks by 

the RBI, should be utilized for lending to the needy 

corporate sector rather than investing in Government 

securities. 

CONCLUSION 

The Global Financial System is in a deep and 

unprecedented crisis. Central Banks and 

Governments the world over are facing several 

complex and compelling challenges. There has been 

severe disruption in money markets. Policy makers 

across the globe were responding with aggressive, 

radical and unconventional measures to restore 

confidence and impart stability in the system. 

 India has by-and-large been spared of global 

financial contagion due to the sub-prime turmoil for a 

variety of reasons. India’s growth process has been 

largely domestic demand driven and its reliance on 

foreign savings has remained around 1.5 percent in 

recent period. It also has a very comfortable level of 

forex reserves. The credit derivatives market is in an 

embryonic stage; the originate-to-distribute model in 

Indiais  not comparable to the ones prevailing in 

advanced markets; there are restrictions on 

investments by residents in such products issued 

aboard; and regulatory guidelines on securitization do 

not permit immediate profit recognition. Financial 

stability in India has been achieved through 

perseverance of prudential policies which prevent 

institutions from excessive risk taking, and financial 

markets from becoming extremely volatile and 

turbulent. 
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