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NATURE OF FINANCIAL
SYSTEM AND MARKETS

1.1 INTRODUCTION

The importance of financial systems to capital formation cannot be
overstated. It is widely accepted in academic literature that sufficient
capital formation is necessary for rapid moo:o_d.mn maoiﬁ.:. .,_J_._m
fundamental role of the financial system is to gather savings and distribute
them for industrial investment, which in turn encourages capital formation
and speeds up the rate of economic growth. Three distinct yet connected
actions are involved in capital formation:

Savings: The capacity to set aside claims on resources to make them
accessible for other uses.

Finance is the process by which claims to resources are either put together
from those freed up by local savings, acquired from abroad, or mainly
produced, typically as bank deposits or notes and then placed in the hands
of the investors.

1.2 FINANCIAL SYSTEM CONCEPT

The effective mobilisation of savings, the effectiveness of the financial
organisation/system, and the channelisation of these savings into the most
desirable and productive forms of investment are all interconnected and
have a significant bearing on capital formation and economic development.
Their relevance to the saving-investment process is derived from the fact
that the volume of capital formation depends on the intensity and
efficiency with which these activities are carried on.

H..»..m.mn.. Process: The separation between investments, which represent
.mvo_a_:m on durable assets, and savings, defined as the excess of current
Income over current expenditure, is the origin of the financial system.
Goldsmith has divided the various economic units into three categories:

L, .G:.mm with a saving surplus are those whose savings exceed their
mvestments.
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