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INTRODUCTION TO BANKING

The banking system in India is significantly different from that of other Asian nations

because of the country’s unique geographic, social and economic characteristics. India has a

large population and land size, a diverse culture and extreme disparities in income, which are

marked among its regions. There are high levels of illiteracy among a large percentage of its

population but at the same time the country has a large reservoir of managerial and

technologically advanced talents. The country’s economic policy framework combines socialistic

and capitalistic features with a heavy bias towards public sector investment. India has followed

the path of growth-led exports rather than the “exported growth” of other Asian economies, with

emphasis on self-reliance through import substitution. These features are reflected in the

structure, size and diversity of the country’s banking and financial sector. The banking system

has had to serve the goals of economic policies enunciated in successive five year development

plans, particularly concerning equitable income distribution, balanced regional economic growth

and the reduction and elimination of private sector monopolies in trade and industry. In order for

the banking industry to serve as an instrument of state policy, it was subjected to various

nationalization schemes in different phases (1955, 1969 and 1980). As a result, banking remained

internationally isolated because of preoccupations with domestic priorities, especially massive

branch expansion and attracting more people to the system. Moreover, the sector has been

assigned the role of providing support to other economic sectors such as agriculture, small-scale

industries, exports and banking activities in the developed commercial centres (i.e., metro, urban

and semi-urban centres).

The banking system’s international isolation was also due to strict branch licensing controls

on foreign banks already operating in the country as well as entry restrictions facing new foreign

banks. A criterion of reciprocity is required for any Indian banks to open an office abroad. These

features have left the Indian banking sector with weaknesses and strengths. A big challenge

facing Indian banks is now under the current ownership structure to attain operational efficiency

suitable for modern financial intermediation. On the other hand, it has been relatively easy for the

public sector banks to recapitalize, given the increases in Non-Performing Assets (NPAs), as their

Government dominated ownership structure has reduced the conflicts of interest that private

banks would face.

The financial system of a country plays an important role in promoting economic growth

not only by channelling savings into investments but also by improving efficiency of resources. A

financial system is a composition of various institutions, markets, regulations, laws, practices,

money managers, analysts, transactions and claims & liabilities. The banking industry plays a

major role in representing the financial system in India. It works as an intermediary between
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individuals, the government, financial institutions and other stakeholders who directly or indirectly

get affected by the industry.

The Indian banking industry has its foundations in the 18th century and has had a bumpy

evolutionary growth path since then. The industry in recent times has recognized the importance

of private and foreign players in a competitive scenario and has moved towards greater

liberalization. Indian banks have mobilized around 80% of funding from deposits, thus their ability

to win market share profitably is key to stock returns.

EVOLUTION OF BANKING IN INDIA

Phase I
The banking progression in India could be drawn back to the establishment of Bank of

Bengal (January 2, 1809), the first joint-stock bank sponsored by Government of Bengal and

administered by the royal charter of the British India Government. It was followed by

establishment of Bank of Bombay (April 15, 1840) and Bank of Madras (July 1, 1843). These

three banks, known as the presidency banks, marked the commencement of the limited liability

and joint stock banking in India and were also entrusted with the right of note issue.

A major breakthrough came in 1921 when the three presidency banks were merged to form

the Imperial Bank of India, which had manifold roles and responsibilities and that operated as a

commercial bank, a banker to the government and a banker’s bank. Subsequently with the

establishment of the Reserve Bank of India (RBI) in 1935, the central banking responsibilities that

the Imperial Bank of India was carrying out came to an end, leading it to become more of a

commercial bank. During the time of India’s independence, the capital and reserves of the

Imperial Bank stood at Rs. 118 mn, deposits at Rs. 2,751 mn and advances at Rs. 723 mn and a

network of 172 branches and 200 sub offices stretching all over the country.

Phase II
India took a major leap in 1951, in the backdrop of central planning and the need to

encompass bank credit to the rural areas, the Government constituted All India Rural Credit

Survey Committee, which suggested the establishment of a state sponsored institution that will

extend banking services to the rural areas. Consequent to this, in May 1955 an act of parliament

was passed and, State Bank of India was established in July, 1955. In 1959, State Bank of India

took over the eight former state-associated banks as its subsidiaries. With an intention to further

accelerate the credit to flow to the rural areas and the vital sections of the economy (such as

agriculture) that are of national importance. Social Control over banks was announced in 1967

and a National Credit Council was set up in 1968 to evaluate the demand for credit by these
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sectors and govern resource allocations. The era of 1960s also countersigned momentous

consolidation in the Indian banking industry with more than 500 banks functioning in the 1950s

reduced to 89 by 1969.

A major leading-edge decision was made for the Indian banking industry on July 19, 1969,

where 14 major banks were nationalized and declared that each had a minimum of Rs. 500 mn

and above of aggregate deposits. In 1980, eight more banks were nationalised. The next major

transformation happened in 1976, when the Regional Rural Banks Act came into being, that

endorsed the opening of dedicated and specialized regional rural banks to absolutely cater to the

credit necessities in the rural areas. The structure of these banks was set up jointly with the

central government, commercial banks and the respective local governments of the states in

which these are located.

After nationalisation, the banking sector was characterized with rapid rise in banks business

and helped in increasing national savings. An important contribution was towards the savings i.e.

Savings rate in the country leapfrogged from 10-12% in the two decades of 1950-70 to about 25

% post nationalisation period. A revolution also transpired with the aggregate deposits which

registered annual growth in the range of 10% to 12% in the 1960s amplified to over 20% in the

1980s. Progress of bank credit enlarged from an average annual growth of 13% in the 1960s to

about 19% in the 1970s and 1980s. Branch network expanded intensely leading to escalation in

the banking coverage.

Indian banking, which experienced rapid growth following the nationalization, began to face

pressures on asset quality by the 1980s. Simultaneously, the banking world everywhere was

gearing up towards new prudential norms and operational standards pertaining to capital

adequacy, accounting and risk management, transparency and disclosure etc. In the early 1990s,

India embarked on an ambitious economic reform programme in which the banking sector

reforms formed a major part. The Committee on Financial System (1991) more popularly known

as the Narasimham Committee prepared the blue print of the reforms. A few of the major aspects

of reform included (a) moving towards international norms in income recognition and

provisioning and other related aspects of accounting (b) liberalization of entry and exit norms

leading to the establishment of several New Private Sector Banks and entry of a number of new

Foreign Banks (c) freeing of deposit and lending rates (except the saving deposit rate), (d)

allowing Public Sector Banks access to public equity markets for raising capital and diluting the

government stake, (e) greater transparency and disclosure standards in financial reporting (f)

suitable adoption of Basel Accord on capital adequacy (g) introduction of technology in banking

operations etc. The reforms led to major changes in the approach of the banks towards aspects

such as competition, profitability and productivity and the need and scope for harmonization of
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global operational standards and adoption of best practices. Greater focus was given to deriving

efficiencies by improvement in performance and rationalization of resources and greater reliance

on technology including promoting in a big way computerization of banking operations and

introduction of electronic banking.

The restructuring and reforms led to substantial changes in the forte and sustainability of

Indian banking. Furthermore, to significant progress in business, Indian banks experienced high-

pitched progression in profitability, better emphasis on prudential norms with higher provisioning

levels, decline in the non-performing assets and surge in capital adequacy. All in all the bank

groups witnessed sharp growth in lucrativeness, performance and profitability. Indian banking

industry is preparing for smooth change over towards more forceful and intense competition

soaring from further liberalization of banking sector that was envisaged in the year 2009 as a part

of the adherence to liberalization of the financial services industry.

The IT revolution had a great impact in the Indian banking system. The usage of computers

had led to introduction of online banking in India. The use of the modern innovation and

computerization of the banking sector of India has increased many folds after the economic

liberalization of 1991 as the country’s banking sector has been exposed to the world’s market.

The Indian banks were finding it difficult to compete with the international banks in terms of the

customer service without the use of the information technology and computers and were

compelled to accept and adapt technology.

BANK

Meaning of Bank
The term bank refers to a financial institution which deals with deposits and advances and

other related services. Bank receives money from those who want to save in the form of

deposits and it lends money to those who need it.

Definition of Bank
Oxford Dictionary defines a bank as “an establishment for custody of money, which it pays

out on customer’s order.”

FEATURES OF BANK

The main features of bank are as follows:

1. Dealing in Money: Bank is a financial institution which deals with other people’s money i.e.

money given by depositors.
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2. Individual/Firm/Company: A bank may be a person, firm or a company. A banking

company means a company which is in the business of banking.

3. Acceptance of Deposit: A bank accepts money from the people in the form of deposits

which are usually repayable on demand or after the expiry of a fixed period. It gives safety

to the deposits and acts as a custodian of funds of its customers.

4. Giving Advances: A bank lends out money in the form of loans to those who require it for

different purposes.

5. Payment and Withdrawal: A bank provides easy payment and withdrawal facility to its

customers in the form of cheques and drafts. It also brings bank money in circulation.

6. Agency and Utility Services: A bank provides various banking facilities to its customers.

They include general utility services and agency services.

7. Profit and Service Orientation: A bank is a profit seeking institution having service oriented

approach.

8. Ever increasing Functions: Banking is an evolutionary concept. There is continuous

expansion and diversification as regards the functions, services and activities of a bank.

9. Connecting Link: A bank acts as a connecting link between borrowers and lenders of

money. Banks collect money from those who have surplus money and give the same to

those who are in need of money.

10. Banking Business: A bank’s main activity should be to do business of banking which

should not be subsidiary to any other business.

11. Name Identity: A bank should always add the word “bank” to its name to enable people to

know that it is a bank and that it is dealing in money.

MEANING AND DEFINITIONS OF BANKER

Meaning of Banker

Banker is a person who performs various banking operations which are specified as

conducting savings accounts, current account or term deposit account for his customers,

collects cheques or bills amount, paying cheques amount on behalf of his customers.

Definitions of Banker

According to Dr. Herbert Hart, “A banker is one who in the ordinary course of his

business, honours cheques drawn upon him by persons from and for whom he receives

money on current account”.
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According to Halsbury’s Laws of England, “A banker is an individual, partnership or

corporation whose sole predominating business is banking, that is the receipt of money on

current account or deposit account and the payment of cheques drawn by and the

collection of cheques paid in by a customer”.

According to Me Cleod, “The essential business of a banker is to buy money and debts by

creating other debts. A banker is essentially a dealer in debts or credit”.

According to English Common Law, “A banker is a person who carries on the business of

banking, which is specified as conducting current accounts for his customers, paying

cheques drawn on him and collecting cheques for his customers”.

Sir John Paget says in his book, ‘The Law of Banking’, “no person or body corporate or

otherwise can be a banker who does not (1) take deposit accounts, (2) take current

accounts, (3) issue and pay cheques and (4) collect cheques crossed and uncrossed for its

customers.” He adds that, “one claiming to be a banker must profess himself to be one and

the public must accept him as such; his main business must be that of banking from which

generally he should be able to earn his living”.

BASIC PRINCIPLES OF BANKING

1. Principles of safety
While contributing the fund, banks are to be alerts in light of the fact that bank's cash is

depositors money. Unless the cash loaned out is safe, the banks can't pay depositors money

back. Therefore, the banks are considering extremely truly the parts of security of the loaned out

money.

2. Principles of profitability
The main impetus of commercial endeavour is to produce benefit. So, it is valid if there

should arise an incident of commercial bank.

3. Principles of liquidity
Deposits are the life blood of the commercial bank. Investors are repayable on interest or

after expiry of a certain period. Everyday investors either store or withdraw money. To fulfill the

demand for cash, all commercial banks need to keep certain measure of trade in for spendable

dough their custody.

4. Principles of solvency
Commercial bank should have financially sound and maintain a needed capital for continuing

the business.
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5. Principles of collection of saving
This is vital principles throughout today are saving banking business. Commercial banks

dependably look for tremendous measure of unmoving cash from the customers. Now a day's

banks repair the focus for their representatives to produce more investment funds from the

individuals.

6. Principles of economy
Commercial banks never strive for any pointless expenditure. They continuously attempt to

keep up their capacities with economy that raise their yearly benefits.

7. Principles of secrecy
Commercial bank keeps up and keeps the customers accounts furtively. None the except

lawful individual is permitted to see the records of the customer’s account.

8. Principles of providing services
Commercial bank believes that client services ought to be done effectively, efficiently and

instantly. A perfect service brings extraordinary familiar for the bank.

9. Principles of relation
Commercial banks always try to create and continue a fabulous relation with their clients

and potential customers.

10. Principles of modernization
It is the time of science and innovation or technology. So, to adapt with the propelled world

the commercial  bank needs to embrace cutting edge specialized or updated services like on-line

banking, mobile banking, MasterCard and so on.

11. Principles of specialization
It is a time of specialization. Here commercial banks sections their entire capacities into

different parts and spot their HR as per their proficiency.

12. Principles of location
Commercial banks choose a perfect or suitable place where the availability of customers is

large.

13. Principles of publicity
It is a period of exposure and advertisement. On the off chance that you might want to gain

more money, you need to give more commercial publicity through different media. All things

considered, commercial banks follow this sort of principle to build their clients and customers.
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14. Principles of loan and investment policy
The fundamental acquiring wellsprings of commercial banks are loaning and contributing

money to the suitable projects. So, commercial banks dependably attempt to gain profit through

perfect venture.

STRUCTURE OF INDIAN BANKING SYSTEM

There are various types of banks which operate in our country to meet the financial

requirements of different categories of people engaged in agriculture, business, profession etc.

On the basis of Functions, the banking institutions in India may be divided into the following

types:

a) Central Bank    c) Development Banks                         e) Specialised Banks

   (RBI in India)                               (EXIM Bank, SIDBI, NABARD)

      b) Commercial Banks                d) Co-operative Banks

i) Public Sector Banks               i) Primary Credit Societies

ii) Private Sector Banks             ii) Central Co-operative Banks

iii) Foreign Banks                    iii) State Co-operative Banks

a) Central Bank
A bank which is entrusted with the functions of guiding and regulating the banking system

of a country is known as its Central bank. Such a bank does not deal with the general public. It

acts essentially as Government’s banker, maintain deposit accounts of all other banks and

advances money to other banks, when needed. The Central Bank provides guidance to other

banks whenever they face any problem. It is therefore known as the banker’s bank. The Reserve

Bank of India is the central bank of our country.

The Central Bank maintains record of Government revenue and expenditure under various

heads. It also advises the Government on monetary and credit policies and decides on the interest

rates. For bank deposits and bank loans. In addition, foreign exchange rates are also determined

by the Central bank.

Another important function of the Central Bank is the issuance of currency notes, regulating

their Circulation in the country by different methods. No other bank than the Central Bank can

issue Currency.
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b) Commercial Banks
Commercial Banks are banking institutions that accept deposits and grant short-term loans

and Advances to their customers. In addition to giving short-term loans, commercial banks also

give Medium-term and long-term loan to business enterprises. Now-a-days some of the

commercial Banks are also providing housing loan on a long-term basis to individuals. There are

also many Other functions of commercial banks, which are discussed later in this lesson.

Types of Commercial Banks
Commercial banks are of three types i.e., Public sector banks, Private sector banks and

foreign banks.

(i) Public Sector Banks: These are banks where majority stake is held by the Government of

India or Reserve Bank of India. Examples of public sector banks are: State Bank of India,

Corporation Bank, Bank of Baroda and Dena Bank etc.

(ii) Private Sectors Banks: In case of private sector banks majority of share capital of the bank

is held by private individuals. These banks are registered as companies with limited liability.

For example: The Jammu and Kashmir Bank Ltd., Bank of Rajasthan Ltd., Development

Credit Bank Ltd. Lord Krishna Bank Ltd., Bharat Overseas Bank Ltd., Global Trust Bank,

Vysya Bank etc.

(iii) Foreign Banks: These banks are registered and have their headquarters in a foreign country

but operate their branches in our country. Some of the foreign banks operating in our

country are Hong Kong and Shanghai Banking Corporation (HSBC), Citibank, American

Express Bank, Standard and Chartered Bank, Grind lay’s Bank etc. The number of foreign

banks operating in our country has increased since the financial sector reforms of 1991.

c) Development Banks
Business often requires medium and long-term capital for purchase of machinery and

equipment, for using latest technology or for expansion and modernization. Such financial

assistance is provided by Development Banks. They also undertake other development measures

like subscribing to the shares and debentures issued by companies, in case of under subscription

of the issue by the public. Industrial Finance Corporation of India (IFCI) and State Financial

Corporations (SFCs) are examples of development banks in India.

The nine important functions of development banks in India are as follows:

i) To promote and develop small-scale industries (SSI) in India.

ii) To finance the development of the housing sector in India.

iii) To facilitate the development of large-scale industries (LSI) in India.
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iv) To help the development of agricultural sector and rural India.

v) To enhance the foreign trade of India.

vi) To help to review (cure) sick industrial units.

vii) To encourage the development of Indian entrepreneurs.

viii) To promote economic activities in backward regions of the country.

ix) To contribute in the growth of capital markets.

d) Co-operative Banks
People who come together to jointly serve their common interest often form a co-operative

society under the Co-operative Societies Act. When a co-operative society engages itself in

banking business it is called a Co-operative Bank. The society has to obtain a license from the

Reserve Bank of India before starting banking business. Any co-operative bank as a society is to

function under the overall supervision of the Registrar, Co-operative Societies of the State. As

regards banking business, the society must follow the guidelines set and issued by the Reserve

Bank of India.

Types of Co-operative Banks
There are three types of co-operative banks operating in our country. They are primary

credit societies, central co-operative banks and state co-operative banks. These banks are

organized at three levels, village or town level, district level and state level.

(i) Primary Credit Societies: These are formed at the village or town level with borrower and

non-borrower members residing in one locality. The operations of each society are restricted

to a small area so that the members know each other and are able to watch over the

activities of all members to prevent frauds.

(ii) Central Co-operative Banks: These banks operate at the district level having some of the

primary credit societies belonging to the same district as their members. These banks

provide loans to their members (i.e., primary credit societies) and function as a link between

the primary credit societies and state co-operative banks.

(iii) State Co-operative Banks: These are the apex (highest level) co-operative banks in all the

states of the country. They mobilize funds and help in its proper channelization among

various sectors. The money reaches the individual borrowers from the state co-operative

banks through the central co-operative banks and the primary credit societies.

e) Specialized Banks
There are some banks, which cater to the requirements and provide overall support for

setting up business in specific areas of activity. EXIM Bank, SIDBI and NABARD are examples
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of such banks. They engage themselves in some specific area or activity and thus, are called

specialized banks. Let us know about them.

i) Export Import Bank of India (EXIM Bank): If you want to set up a business for exporting

products abroad or importing products from foreign countries for sale in our country,

EXIM bank can provide you the required support and assistance. The bank grants loans to

exporters and importers and also provides information about the international market. It

gives guidance about the opportunities for export or import, the risks involved in it and the

competition to be faced etc.

ii) Small Industries Development Bank of India (SIDBI): If you want to establish a small-

scale business unit or industry, loan on easy terms can be available through SIDBI. It also

finances modernization of small-scale industrial units, use of new technology and market

activities. The aim and focus of SIDBI is to promote, finance and develop small-scale

industries.

iii) National Bank for Agricultural and Rural Development (NABARD): It is a centralor apex

institution for financing agricultural and rural sectors. If a person is engaged in agriculture

or other activities like handloom weaving, fishing, etc. NABARD can provide credit, both

short-term and long-term, through regional rural banks. It provides financial assistance,

especially, to co-operative credit, in the field of agriculture, small-scale industries, cottage

and village industries handicrafts and allied economic activities in rural areas.

FUNCTIONS OF BANKS
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These functions of banks are:

I. Primary Functions of Banks
The primary functions of a bank are also known as banking functions. They are the main

functions of a bank.

1. Accepting Deposits
The bank collects deposits from the public. These deposits can be of different types, such

as:

a) Saving Deposits

b) Fixed Deposits

c) Current Deposits

d) Recurring Deposits

a) Saving Deposits: This type of deposits encourages saving habit among the public. The rate

of interest is low. At present it is about 5% p.a. Withdrawals of deposits are allowed subject

to certain restrictions. This account is suitable to salary and wage earners. This account can

be opened in single name or in joint names.

b) Fixed Deposits: Lump sum amount is deposited at one time for a specific period. Higher

rate of interest is paid, which varies with the period of deposit. Withdrawals are not allowed

before the expiry of the period. Those who have surplus funds go for fixed deposit.

c) Current Deposits: This type of account is operated by businessmen. Withdrawals are freely

allowed. No interest is paid. In fact, there are service charges. The account holders can get

the benefit of overdraft facility.

d) Recurring Deposits: This type of account is operated by salaried persons and petty traders.

A certain sum of money is periodically deposited into the bank. Withdrawals are permitted

only after the expiry of certain period. A higher rate of interest is paid.

2. Granting of Loans and Advances
The bank advances loans to the business community and other members of the public. The

rate charged is higher than what it pays on deposits. The difference in the interest rates (lending

rate and the deposit rate) is its profit.

The types of bank loans and advances are:

a) Overdraft

b) Cash Credits

c) Loans

d) Discounting of Bill of Exchange
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a) Overdraft: This type of advances are given to current account holders. No separate account

is maintained. All entries are made in the current account. A certain amount is sanctioned as

overdraft which can be withdrawn within a certain period of time say three months or so.

Interest is charged on actual amount withdrawn. An overdraft facility is granted against a

collateral security. It is sanctioned to businessman and firms.

b) Cash Credits: The client is allowed cash credit up to a specific limit fixed in advance. It

can be given to current account holders as well as to others who do not have an account

with bank. Separate cash credit account is maintained. Interest is charged on the amount

withdrawn in excess of limit. The cash credit is given against the security of tangible assets

and/or guarantees. The advance is given for a longer period and a larger amount of loan is

sanctioned than that of overdraft.

c) Loans: It is normally for short term say a period of one year or medium term say a period of

five years. Now-a-days, banks do lend money for long term. Repayment of money can be in

the form of installments spread over a period of time or in a lump sum amount. Interest is

charged on the actual amount sanctioned, whether withdrawn or not. The rate of interest may

be slightly lower than what is charged on overdrafts and cash credits. Loans are normally

secured against tangible assets of the company.

d) Discounting of bill of exchange

e) The bank can advance money by discounting or by purchasing bills of exchange both

domestic and foreign bills. The bank pays the bill amount to the drawer or the beneficiary of

the bill by deducting usual discount charges. On maturity, the bill is presented to the drawee or

acceptor of the bill and the amount is collected.

II. Secondary Functions of Banks
The bank performs a number of secondary functions, also called as non-banking functions.

These important secondary functions of banks are explained below:

1. Agency Functions
The bank acts as an agent of its customers. The bank performs a number of agency

functions which includes:

a) Transfer of Funds

b) Collection of Cheques

c) Periodic Payments

d) Portfolio Management

e) Periodic Collections

f) Other Agency Functions
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a) Transfer of Funds: The bank transfer funds from one branch to another or from one place to

another.

b) Collection of Cheques: The bank collects the money of the cheques through clearing section

of its customers. The bank also collects money of the bills of exchange.

c) Periodic Payments: On standing instructions of the client, the bank makes periodic payments

in respect of electricity bills, rent etc.

d) Portfolio Management: The banks also undertakes to purchase and sell the shares and

debentures on behalf of the clients and accordingly debits or credits the account. This facility

is called portfolio management.

e) Periodic Collections: The bank collects salary, pension, dividend and such other periodic

collections on behalf of the client.

f) Other Agency Functions: They act as trustees, executors, advisers and administrators on

behalf of its clients. They act as representatives of clients to deal with other banks and

institutions.

2. General Utility Functions
The bank also performs general utility functions, such as:

a) Issue of Drafts, Letter of Credits etc.

b) Locker Facility

c) Underwriting of Shares

d) Dealing in Foreign Exchange

e) Project Reports

f) Social Welfare Programmes

g) Other Utility Functions

a) Issue of Drafts and Letter of Credits: Banks issue drafts for transferring money from one

place to another. It also issues letter of credit, especially in case of, import trade. It also issues

travellers' cheques.

b) Locker Facility: The bank provides a locker facility for the safe custody of valuable

documents, gold ornaments and other valuables.

c) Underwriting of Shares: The bank underwrites shares and debentures through its merchant

banking division.

d) Dealing in Foreign Exchange: The commercial banks are allowed by RBI to deal in foreign

exchange.
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e) Project Reports: The bank may also undertake to prepare project reports on behalf of its

clients.

f) Social Welfare Programmes: It undertakes social welfare programmes, such as adult literacy

programmes, public welfare campaigns etc.

g) Other Utility Functions: It acts as a referee to financial standing of customers. It collects

creditworthiness information about clients of its customers. It provides market information to

its customers, etc. It provides travellers' cheque facility.

RBI

HISTORY OF THE RESERVE BANK OF INDIA

The Reserve Bank of India is the central banking institution of India and controls the

monetary policy of the rupee as well as US$ 300.21 billion (2010) of currency reserves. The

institution was established on 1 April 1935 during the British Raj in accordance with the

provisions of the Reserve Bank of India Act, 1934 and plays an important part in the

development strategy of the government. It is a member bank of the Asian Clearing Union.

1935-1950:
The Central Bank was founded in 1935 to respond to economic troubles after the First

World War. The Reserve Bank of India was set up on the recommendations of the Hilton-Young

Commission. The commission submitted its report in the year 1926, though the bank was not set
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up for another nine years. The Preamble of the Reserve Bank of India describes the basic

functions of the Reserve Bank as to regulate the issue of bank notes, to keep reserves with a

view to securing monetary stability in India and generally to operate the currency and credit

system in the best interests of the country. The Central Office of the Reserve Bank was initially

established in Kolkata, Bengal, but was permanently moved to Mumbai in 1937. The Reserve

Bank continued to act as the central bank for Myanmar till Japanese occupation of Burma and

later up to April 1947, though Burma seceded from the Indian Union in 1937. After partition, the

Reserve Bank served as the central bank for Pakistan until June 1948 when the State Bank of

Pakistan commenced operations. Though originally set up as a shareholders’ bank, the RBI has

been fully owned by the government of India since its nationalization in 1949.

1950-1960:
Between 1950 and 1960, the Indian government developed a centrally planned economic

policy and focused on the agricultural sector. The administration nationalized and established

commercial banks  based on the Banking Companies Act, 1949 (later called Banking Regulation

Act) a central bank regulation as part of the RBI. Furthermore, the central bank was ordered to

support the economic plan with loans.

1960-1969:
As a result of bank crashes, the Reserve Bank was requested to establish and monitor a

deposit insurance system. It restored the trust in the national bank system and was initialized on

7 December 1961. The Indian government founded funds to promote the economy and used the

slogan-developing Banking. The Government of India restructured the national bank market and

nationalized a lot of institutes. As a result, the RBI had to play the central part of control and

support of this public banking sector.

1969-1985:
Between 1969 and 1980, the Indian government nationalized 6 more commercial banks,

following 14 major commercial banks being nationalized in 1969 (as mentioned in RBI website).

The regulation of the economy and especially the financial sector was reinforced by the

Government of India in the 1970s and 1980s. The central bank became the central player and

increased its policies for a lot of tasks like interests, reserve ratio and visible deposits. The

measures aimed at better economic development and had a huge effect on the company policy of

the institutes. The banks lent money in selected sectors, like agri-business and small trade

companies. The branch was forced to establish two new offices in the country for every newly

established office in the town. The oil crises in 1973 resulted in increasing inflation, and the RBI

restricted monetary policy to reduce the effects.
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1985-1991:
A lot of committees analyzed the Indian economy between 1985 and 1991. Their results had

an effect on the RBI. The Board for Industrial and Financial Reconstruction, the Indira Gandhi

Institute of Development Research and the Security and Exchange Board of India investigated the

national economy as a whole, and the security and exchange board proposed better methods for

more effective markets and the protection of investor interests. The Indian financial market was

a leading example for so-called “financial repression”. The Discount and Finance House of India

began its operations on the monetary market in April 1988; the National Housing Bank, founded

in July 1988, was forced to invest in the property market and a new financial law improved the

versatility of direct deposit by more security measures and liberalization.

1991-2000:
The national economy came down in July 1991 and the Indian rupee was devalued. The

currency lost 18% relative to the US dollar, and the Narsimahmam Committee advised

restructuring the financial sector by a temporal reduced reserve ratio as well as the statutory

liquidity ratio. New guidelines were published in 1993 to establish a private banking sector. This

turning point re-inforced the market and was often called neo-liberal. The central bank

deregulated bank interests and some sectors of the financial market like the trust and property

markets. This first phase was a success and the central government forced a “diversity

liberalization” to diversify owner structures in 1998.

The National Stock Exchange of India took the trade on in June 1994 and the RBI allowed

nationalized banks in July to interact with the capital market to reinforce their capital base. The

central bank founded a subsidiary company the Bharatiya Reserve Bank Note Mudran Limited-in

February 1995 to produce Bank Notes.

Since 2000:
The Foreign Exchange Management Act from 1999 came into force in June 2000. It helped

in improving the foreign exchange market, international investments in India and foreign

transactions. The RBI promoted the development of the financial market in the last years, allowed

online banking in 2001 and established a new payment system in 2004-2005. The Security

Printing and Minting Corporation of India Ltd., a merger of nine institutions, was founded in

2006 which produced bank notes and coins.

The national economy’s growth rate came down to 5.8% in the last quarter of 2008-2009

and the central bank promoted the economic development.
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ESTABLISHMENT OF RBI

The Reserve Bank of India was established on April 1, 1935 in accordance with the

provisions of the Reserve Bank of India Act, 1934. The Central Office of the Reserve Bank was

initially established in Calcutta but was permanently moved to Mumbai in 1937. The Central

Office is where the Governor sits and where policies are formulated. Though originally privately

owned, since nationalization in 1949, the Reserve Bank is fully owned by the Government of

India.

The Preamble of the Reserve Bank of India:
The Preamble of the Reserve Bank of India describes the basic functions of the Reserve

Bank as: “To regulate the issue of Bank Notes and keeping of reserves with a view to securing

monetary stability in India and generally to operate the currency and credit system of the country

to its advantage.”

ORGANIZATIONAL STRUCTURE OF RBI

The RBI Act laid down that the management should be vested with the central board of

directors comprising of 20 members. The Board consists of following: (i) One governor

appointed by the Central government, (ii) Four deputy governor appointed by the Central

government, (iii) Four directors nominated by the Central Govt. one from each of the local

board, (iv) Ten directors nominated by the central government, (v) One government official

nominated by the central govt.

Organizational Structure of RBI

1. Central Board of Directors

2. Governors

3. Supportive Bodies

4. Offices and Branches

ppppp

ppppp

ppppp

ppppp
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1. Central Board of Directors: The Central Board of Directors is the main committee of the

Central Bank. The Government of India appoints the directors for a four-year term. The Board

consists of a governor, four deputy governors, four directors to represent the regional boards,

and ten other directors from various fields.

2. Governors: The Central Bank till now was governed by 21 governors. The 22nd, Current

Governor of Reserve Bank of India. The Governor of RBI is Raghuram Rajan. There are 4

Deputy Governors, Deputy Governor H R Khan, Dr. Urjit Patel, R Gandhi and SS Mundra. Dr.

Urjit Patel became Deputy Governor in January 2013. One of the four Deputy Governors is

traditionally from RBI ranks and is selected from the Bank's Executive Directors. As for the

rest, one is nominated from among the Chairpersons of Public Sector Bank and the other is an

economist of repute. It is also often seen that an officer of Indian Administrative Service is

appointed Deputy Governor of RBI and later as the Governor of RBI. The case of Y.

Venugopal Reddy, an officer of Indian Administrative Service batch of 1964 is a noted example

for this trend in the RBI.

3. Supportive Bodies: The Reserve Bank of India has four regional representations: North in

New Delhi, South in Chennai, East in Kolkata and West in Mumbai. The representations are

formed by five members, appointed for four years by the central government and server

beside the advice of the Central Board of Directors as a forum for regional banks and to deal

with delegated tasks from the central board. The institution has 22 regional offices.

The Board of Financial Supervision (BFS), formed in November 1994, serves as a CBD

committee to control the financial institutions. It has four members, appointed for two years,

and takes measures to strength the role of statutory auditors in the financial sector, external

monitoring and internal controlling systems. The Tara pore committee was set up by the

Reserve Bank of India under the chairmanship of former RBI deputy governor  S Tara pore to

“lay the road map” to capital account convertibility. The five-member committee

recommended a three-year time frame for complete convertibility by 1999-2000.

On 1 July 2006, an attempt was made to enhance the quality of customer service and

strengthen the grievance redressal mechanism, the Reserve Bank of India constituted a new

department Customer Service Department (CSD).

4. Offices and Branches: The Reserve Bank of India has 4 regional offices, 15 branches and 5

sub-offices. It has 22 branch offices at most state capitals and at a few major cities in India.

Few of them are located in Ahmadabad, Bangalore, Bhopal, Bhubaneswar, Chandigarh,

Chennai, Delhi, Guwahati, Hyderabad, Jaipur, Jammu, Kanpur, Kolkata, Lucknow, Mumbai,

Nagpur, Patna and Thiruvananthapuram. Besides it has sub-offices at Agartala, Dehradun,

Gangtok, Kochi, Panaji, Raipur, Ranchi, Shimla and Srinagar. The bank has also two training
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colleges for its officers, viz. Reserve Bank Staff College at Chennai and College of Agricultural

Banking at Pune. There are also four Zonal Training Centres at Belapur, Chennai, Kolkata and

New Delhi.

FUNCTIONAL DEPARTMENTS OF RBI

The various functional departments of RBI are as follows:

1. Customer Service Department in RBI
The Customer Service Department was constituted to provide proper focus to the entire

range of customer service related activities of banks and the Reserve Bank of India. The

Department started functioning from July 1, 2006. This is acting as a nodal department for the

Banking Codes and Standards Board of India.

Ensuring redressal of complaints received directly by RBI on customer service in banks.

Liaison between banks, Indian Banks Association, BCSBI, Banking Ombudsman offices and the

RBI’s regulatory departments on matters relating to customer services and grievance redressed.

2. Department of Currency Management in RBI
The department attends to the core statutory function of note and coin issue and currency

management. This involves forecasting the demand for fresh Bank Notes and coins, placing the

indent with four printing presses and mints, receiving supplies against those indents and

distributing them through its 18 Issue Offices and one Sub office, one Currency Chest and a

wide network of currency chests, (4428 as on June 30, 2006) and small coin depots (4102 as

on June 30, 2006). The Department also keeps an account of bank notes in circulation and also

the stocks at RBI offices and currency chests. (A currency chest is an extended arm of the

Issue department maintained with a commercial bank where the RBI stores fresh and re-issuable

bank notes and allows the commercial banks to withdraw cash for its requirements and deposit

its excess cash. A repository is an extension of the currency chest wherein a portion of the

currency chest balance is permitted to be held at one or more other local branches of the same

bank). Soiled bank notes are also stocked in the chests pending transportation to RBI.

The department administers the Reserve Bank of India Rules. The rules lay down the

circumstances in which value of torn and mutilated bank notes can be refunded. Soiled bank

notes, which are unfit for circulation is mopped up from circulation for destruction.

The department reviews various security features of the currency notes for incorporation in

the bank notes from time to time. It studies the features of the counterfeit bank notes detected

and seized with a view to determining the steps needed to be taken to strengthen the integrity of

the bank notes. The department also acts as a nodal department for the Bharatiya Reserve Bank

Note Mudran Private Ltd.
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3. Urban Banks Department
Primary co-operative Banks, popularly known as Urban Cooperative Banks (UCBs) are

registered as cooperative societies under the provisions of, either the State Cooperative Societies

Act of the State concerned or the Multi State Cooperative Societies Act, 2002. They are regulated

and supervised by the Registrar of Cooperative Societies (RCS) of State concerned or by the

Central Registrar of Cooperative Societies (CRCS), as the case may be. The Reserve Bank

regulates and supervises the banking functions of UCBs under the provisions of Banking

regulation Act, 1949 (AACS).

4. Rural Planning and Credit Department
The rural planning and credit department formulates policies relating to rural credit and

monitors timely and adequate flow of credit to the rural population for agricultural activities and

rural employment programmes. It also formulates policies relating to the priority sector which

includes agriculture, small-scale industries, tiny and village industries, artisans and retail traders,

professional and self-employed persons, state sponsored organizations for Scheduled Castes and

Scheduled Tribes and Government Sponsored credit-linked programmes like Swarnjayanti Gram

Swarojgar Yojana (SGSY), Prime Ministers Rojgar Yojana (PMRY) etc. It implements and

monitors the Lead Bank Scheme which is aimed at forging a coordinated approach for providing

bank credit to achieve overall development of rural areas in the country. The department also

oversees implementation of the Banking Ombudsman Scheme.

5. Foreign Exchange Department in RBI
With the introduction of the Foreign Exchange Management Act 1999, (FEMA) with effect

from June 1, 2000, the objective of the Foreign Exchange Department has shifted from

conservation of foreign exchange to “facilitating external trade and payment and promoting the

orderly development and maintenance of foreign exchange market in India”.

The new Act has brought about structural changes in the exchange control administration.

Regulations have been framed for dealing with various types of transactions. These regulations

are transparent and have eliminated case-by-case approvals.

i) The Department ensures timely realization of export proceeds and reviews, on a continuous

basis, the existing rules in the light of suggestions received from various trade bodies.

ii) The Department collects data relating to FOREX transactions from authorized dealers on a

daily basis for exchange rate management and on a fortnightly basis for monthly quick

estimates of balance of payments and quarterly balance of payments compilation.

iii) The Department lays down policy guidelines for risk management relating to FOREX

transactions in banks.
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iv) The Department is also entrusted with the responsibility of licensing banks/money changers to

deal in foreign exchange and inspecting them.

v) There is a “Standing Consultative Committee on Exchange Control” consisting of

representatives from various trade bodies and authorized dealers which meets twice a year and

makes recommendations for policy formulation.

vi) With a view of further improving facilities available to NRIs and removing irritants, the

Department is also engaged, on an ongoing basis, in reviewing and simplifying the procedures

and rules.

6. Financial Markets Department
The Financial Markets Department was constituted on July 6, 2005 with a view to

providing an integrated market interface for the Bank and to bringing about integration in the

Bank’s conduct of monetary operations. The mandated functions of the Department are as under:

monetary operations such as Open Market Operations (OMO), Liquidity Adjustment Facility

(LAF), and Market Stabilization Scheme (MSS); exchange rate management; regulation and

development of money market instruments such as call/term/notice money, market repo,

collateralized borrowing and lending obligation, Commercial Paper (CP) and Certificate of

Deposits (CD); and monitoring of money, government securities and FOREX markets.

OBJECTIVES OF RESERVE BANK OF INDIA

Main objectives of RBI are as follows:

i) To manage the monetary and credit system of the country.

ii) To stabilize internal and external value of rupee.

iii) To ensure for balanced and systematic development of banking in the country.

iv) To help for the development of organized money market in the country.

v) To assist for proper arrangement of agriculture finance.

vi) To assist for proper arrangement of industrial finance.

vii) To assist for proper management of public debts.

viii) To establish monetary relations with other countries of the world and international financial

institutions.

ix) To helps for centralization of cash reserves of commercial banks.

x) To maintain balance between the demand and supply of currency.
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ROLE OF RESERVE BANK OF INDIA

Reserve Bank of India plays a significant role in the Indian banking and financial system

that relates to:

(i) Issuer of Currency: The Reserve Bank  is the sole authority for the issue of currency in India.

Since currency is considered as a base for the expansion of money supply, regulation of

currency is an important element in monetary control of RBI.

(ii) Government Banker: The Reserve Bank  is banker to the central bank as well as state

governments. All the current accounts of governments are maintained with RBI. All receipts

and payments are made on behalf of the government.

(iii) Bankers’ Bank: The Reserve Bank is statutory banker to the government of India. It maintains

cash reserves with central government to facilitate clearing operations and with state

government to facilitate funds for short term and provides economical central clearing and

remittance facilities.

(iv) Supervising Authority: RBI is responsible for the development of an adequate and sound

banking system for catering the needs of trade, commerce, industry, agriculture etc.

(v) Exchange Control Authority: RBI is the custodian of the foreign exchange reserves of the

country. It manages the exchange control in a very planned and meticulous manner.

(vi) Promoter of the Financial System: The Reserve Bank serves as advisor to government on

economic planning, resource mobilisation, banking and financial matters. It is responsible for

financial policies and other initiatives concerning loans, agriculture finance, industrial finance

etc.

(vii) Regulator of Money and Credit: RBI controls the money supply and credit in the economy.

This helps in achieving price stability, full employment, economic growth, equilibrium in the

balance of payments etc.

MAIN FUNCTIONS OF RBI

The main functions of Reserve Bank of India are as follows:

1. Monetary Authority
The Reserve Bank of India is the main monetary authority of the country and beside that

the central bank acts as the bank of the national and state governments. It formulates implements

and monitors the monetary policy as well as it has to ensure an adequate flow of credit to

productive sectors. Objectives are maintaining price stability and ensuring adequate flow of credit

to productive sectors. The national economy depends on the public sector and the central bank
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promotes an expansive monetary policy to push the private sector since the financial market

reforms of the 1990s.

The institution is also the regulator and supervisor of the financial system and prescribes

broad parameters of banking operations within which the country’s banking and financial system

functions. Objectives are to maintain public confidence in the system, protect depositors’ interest

and provide cost-effective banking services to the public. The Banking Ombudsman Scheme has

been formulated by the Reserve Bank of India (RBI) for effective addressing of complaints by

bank customers. The RBI controls the monetary supply, monitors economic indicators like the

gross domestic product and has to decide the design of the rupee bank notes as well as coins.

2. Manager of exchange control
The central bank manages to reach the goals of the Foreign Exchange Management Act,

1999. The objective is to facilitate external trade and payment and promote orderly development

and maintenance of foreign exchange market in India.

3. Issuer of Currency
The bank issues and exchanges or destroys currency and coins not fit for circulation. The

objectives are giving the public adequate supply of currency of good quality and to provide loans

to commercial banks to maintain or improve the GDP. The basic objectives of RBI are to issue

bank notes, to maintain the currency and credit system of the country to utilize it in its best

advantage, and to maintain the reserves. RBI maintains the economic structure of the country so

that it can achieve the objective of price stability as well as economic development, because both

objectives are diverse in themselves.

4. Developmental role
The central bank has to perform a wide range of promotional functions to support national

objectives and industries. The RBI faces a lot of inter-sectoral and local inflation-related

problems. Some of these problems are results of the dominant part of the public sector.

5. Related Functions
The RBI is also a banker to the government and performs merchant banking function for

the central and the state governments. It also acts as their banker.

6. Advisor to the Government
It also acts as adviser to Government on economic and financial matters. In brief, as a

banker to the Government the RBI renders the following functions:

(a) Collects taxes and makes payments on behalf of the Government.

(b) Accepts deposits from the Government.

(c) Collects cheques and drafts deposited in the Government accounts.
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(d) Provides short-term loans to the Government.

(e) Provides foreign exchange resources to the Government.

(f) Keep the accounts of various Government Department.

(g) Maintains currency chests in treasuries at some importance places for the convenience of the

government.

(h) Advises governments on their borrowing programmes.

7. Agent and Adviser of the Government
The RBI acts, as the financial agent and adviser to the Government. It renders the

following functions:

(a) As an agent to the Government, it accepts loans and manages public debts on behalf of the

Government.

(b) It issues Government bonds, treasury bills, etc.

(c) Acts as the financial adviser to the Government in all important economic and financial

matters.

8. Banker to the Banks
The RBI acts as banker to all scheduled banks. Commercial banks including foreign banks,

co-operative banks and RRBs are eligible to be included in the second schedule of RBI Act

subject to fulfilling conditions laid down under Section 42 (6) of RBI Act.

RBI has powers to delete a bank from the second schedule if the bank concerned fails to

fulfill the laid down conditions such as erosion in paid up capital below the prescribed limits and

the banks’ activities became detrimental to the interest of depositors, etc.

All banks in India, should keep certain percentage of their demand and time liabilities as

reserves with the RBI. This is known as Cash Reserve Ratio or CRR. At end November 1999, it

is 3 per cent for RRBs and co-operative banks; 9 per cent for commercial banks.

They also maintain Current Account with RBI for various banking transactions. This

centralization of reserves and accounts enables the RBI to achieve the following:

(a) Regulation of money supply credit.

(b) Acts as custodian of cash reserves of commercial banks.

(c) Strengthen the banking system of the country.

(d) Exercises effective control over banks in Liquidity Management.

(e) Ensures timely financial assistance to the Banks in difficulties.

(f) Gives directions to the Banks in their lending policies in the public interest.
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(g) Ensures elasticity in the credit structure of the country.

(h) Quick transfer of funds between member banks.

9. Acts as National Clearing House
In India RBI acts as the clearing house for settlement of banking transactions. This function

of clearing house enables the other banks to settle their interbank claims easily. Further it

facilitates the settlement economically.

Where the RBI has no offices of its own, the function of clearing house is carried out in

the premises of the State Bank of India. The entire clearing house operations carried on by RBI

are computerized. The inter-bank cheque clearing settlement is done twice a day.

The RBI acts as a lender of last resort or emergency fund provider to the other member

banks. As such, if the commercial banks are not able to get financial assistance from any other

sources, then as a last resort, they can approach the RBI for the necessary financial assistance.

In such situations, the RBI provides credit facilities to the commercial banks on eligible

securities including genuine trade bills which are usually made available at Bank Rate.

RBI rediscounts bills under Section 17 (2) and 17 (3) and grants advances against

secu-rities under Section 17 (4) of RBI Act. However, many of these transactions are practically

carried out through separate agencies like DHFI, Securities Trading Corporation of India, primary

dealers.

The RBI now mainly provides refinance facilities as direct assistance. Rediscounting of bills

fall under the following categories:

(i) Commercial Bill: A bill arising out of bonfire commercial or trade transaction drawn and

payable in India and mature within 90 days from the date of pur-chase or discount is eligible

for rediscount.

(ii) Bills for Financing Agricultural Operations: A bill issued for purpose of financ-ing seasonal

agricultural operations or the marketing of crops and maturing within 15 months from the date

of purchase or rediscount.

(iii) Bills for Financing Cottage and Small Scale Industries: Bills drawn or is-sued for the

purpose of financing the production and marketing of products of cottage and small industries

approved by RBI and mature within 12 months from the date of discount.

Refinance under agricultural and small scale industries activities are now provided by

NABARD by obtaining financial assistance from RBI. Bill for holding or trading in Government

securities: Such a bill should mature within 90 days from the date of purchase or

rediscounting and be drawn and payable in India.



 28 Financial Literacy and Banking

(iv) Foreign bills: Bonfire bill arising out of export of goods from India and which mature within

180 days from the date of shipment of goods are eligible.

As lender of last resort the RBI facilitates the following:

(a) Provides financial assistance to commercial banks at the time of financial needs.

(b) It helps the commercial banks in maintaining liquidity of their financial resources.

(c) Enables the commercial banks to carry out their activities with minimum cash reserves.

(d) As a lender of last resort, the RBI can exercise full control over the commercial banks.

10. Acts as the Controller of Credit
The RBI controls the credit creation by commercial banks. For this, the RBI uses both

quantitative and qualitative methods. The important methods used by RBI are,

(i) Bank Rate Policy

(ii) Open Market Operation

(iii) Variation of Cash Reserve Ratio

(iv) Fixing Margin Requirements

(v) Moral Suasion

(vi) Issue of Directives

(vii) Direct Action

By controlling credit, the RBI achieves the following:

(a) Maintains the desired level of circulation of money in the economy.

(b) Maintains the stability in the price level prevailing in the economy.

(c) Controls the effects of trade cycles

(d) Controls the fluctuations in the foreign exchange rate

(e) Channelize credit to the productive sectors of the economy

11. Custodian of Foreign Exchange Reserves
The RBI acts as the custodian of foreign exchange reserves. Adequate reserves may help

maintain foreign exchange rates. In order to minimize the undue fluctuations in the rates it may

buy and sell foreign currencies depending upon the situations.

Its purchase and sale of foreign currencies from the market is done like commercial banks.

However, the objective of the RBI will not be profit booking.

It may buy the foreign currency to build up adequate reserves or to arrest unwarranted rise

in the value of rupee which may be due to sudden inflow of foreign currencies into India. It may
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also buy and sell foreign currencies in international market to switch the portfolio of investments

de-nominated in different international currencies depending upon circumstances and needs.

These reserves are increased to Rs. 1,38,005 crore in March 1999. The value of foreign

currency assets of RBI, which form the largest portion in India’s Foreign Currency reserves, is

subject to changes even on daily basis depending upon ruling exchange rates, inflow and outflow

of currencies, interven-tion policy of the RBI etc.

12. Publishes the Economic Statistics and other Information
The RBI collects statistics on economic and financial matters. It publishes periodically an

analytical account of the operations of joint stock and co-operative banks. It presents the genuine

financial position of the government and companies.

The publications like the report on currency and finance, the report on the trend and

progress of banking in India, the review of co-operative movement present a critical account and

a balanced review of banking developments commercial, economic and financial conditions of the

country.

13. Fights against Economic Crisis
The RBI aims at economic stability in the country whenever, there is a danger to the

economic stability, it takes immediate measures to put the economy on proper course by

effective policy changes and implementation there of.

The Reserve Bank of India is the main source of monetary information and data related to

banking. These information are very much essential for framing the economic policies and

banking policies. It is the duty of the reserve bank to collect and publish the information regularly

in the form of weekly statements, monthly bulleteins, annual reports, reports on trends and

progress of banking sector in India etc.

14. Promotion of Banking Habits
The RBI institutionalizes saving through the promotion of banking habit and expan-sion of

the banking system territorially and functionally.

Accordingly RBI has set up deposit insurance corporation in 1962, Unit Trust of India in

1964, the IDBI in 1964, the Agri-cultural Refinance Corporation in 1963, Industrial

Reconstruction Corporation of India in 1972, NABARD in 1982 and the National Housing Bank in

1988 etc.

It has helped to bring into existence several industrial finance corporations such as Industrial

Finance Corporation of India, Industrial Credit and Investment Corporation of India for
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industrialization of the country. Similarly sector specific corporations took care of development in

their respective spheres of activity.

15. Provides Refinance for Export Promotion
The RBI takes the initiative for widening facilities for the provision of finance for foreign

trade particularly of exports.

The Export Credit and Guarantee Corporation (ECGC) and Exam Banks render useful

functions on this line. To encourage exports the RBI is providing refinance facilities for export

credit given by commercial banks. Further the rate of interest on export credits continues to be

prescribed by RBI at a lower rate.

The ECGC provides an insurance cover on Export receivables. EXIM Bank extends long

term finance to project exporters and foreign currency credit for promotion of Indian exports.

Students should know that many of these institutions were part of Reserve Bank earlier although

they are currently functioning as separate financial institutions.

16. Facilities for Agriculture
The RBI extends indirect financial facilities to agriculture regularly. Through NABARD it

provides short-term and long-term financial facilities to agriculture and allied activities. It

established NABARD for the overall administration of agricultural and rural credit. Indian

agriculture would have starved of a cheap credit but for the institutionalization of rural credit by

RBI.

The Reserve Bank was extending financial assistance to the rural sector mainly through

contributions to the National Rural Credit Funds being operated by NABARD. RBI presently

makes only a symbolic contribution of Rs. 1.00 crore.

It, however, extends cheap indirect financial assistance to the agricultural sector by

providing large sums of money through General Line of Credit to NABARD. The loans and

advances extended to NABARD by RBI and outstanding as on June 1999 amounted to Rs. 5073

crore.

17. Facilities to Small Scale Industries
The RBI takes active steps to increase the supply of credit to small industries. It gives

directives to the commercial banks regarding the extension of credit facilities to small scale

industries. It encourages commercial banks to provide guarantee services to SSI sector. Banks

advances to SSI sector are classified under priority sector advances.

SSI sector contributes to a very great extent to employment opportunities and for Indian

Exports. Keeping this in view, RBI has directed commercial banks to open specialized SSI bank
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branches to provide adequate financial and technical assistance to SSI branches. There are

around 30 lakh SSI units operating in India. Meeting their financial needs is one of the prime

concerns of RBI.

18. Helps Co-operative Sector
RBI extends indirect financing to State Co-operative Banks thereby connects the

co-operative sector with the main banking system of the country. The finance is mostly, is

routed through NABARD. This way the financial needs of agricultural sector are taken care of by

RBI.

19. Prescription of Minimum Statutory Requirements for Banks
The RBI prescribes the minimum statutory requirements such as, paid up capital, reserves,

cash reserves, liquid assets, etc. RBI prescribes reserves requirements both under Banking

Regulation Act and RBI Act to ensure different objectives.

For example, SLR prescription is done to ensure liquidity position of the bank. CRR

prescription is done to have effective monetary control and money supply. Statutory Reserves

Appropriation is done to ensure sound banking system etc.

It also asks banks to set aside provisions against possible bad loans. With these functions, it

exercises control over the monetary and banking systems of the country to ensure growth, price

stability and sound banking practices.

20. Supervisory Functions
The Reserve Bank of India performs the following supervisory functions. By these

functions it controls and administers the entire financial and banking systems of the country.

a) Granting License to Banks: The RBI grants license to the banks, which like to commence

their business in India. Licenses are also required to open new branches or closure of

branches. With this power RBI can ensure avoidance of unnecessary competitions among

banks in particular location evenly growth of banks in different regions, adequate banking

facility to various regions, etc. This power also helps RBI to weed out undesirable people from

starting banking business.

b) Function of Inspection and Enquiry: RBI inspects and makes enquiry in respect of various

matters covered under Banking Regulations Act and RBI Act. The inspection of commercial

banks and financial institutions are conducted in terms of the provisions contained in Banking

Regulation Act.

These refer to their banking operations like loans and advances, deposits, investment functions

and other banking services. Under such inspection RBI ensures that the banks and financial
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institutions carry on their operations in a prudential manner, without taking undue risk but

aiming at profit maximization within the existing rules and regulations.

This type of inspection is carried on periodically once a year or two covering all branches of

banks. Banks are obliged to take remedial measures on the lapses/deficiencies pointed out

dur-ing inspection. In addition RBI also calls for periodical information concerning certain

assets and liabilities of the banks to verify that the banks continue to remain in good health.

c) Implementing the Deposit Insurance Scheme: RBI Implements the Deposit Insurance

Scheme for the benefit of bank depositors. This supervisory function has improved the

standard of banking in India due to this confidence building exercise. Under this system,

deposits up to Rs. 1.00 lakh with the bank branch are guaranteed for payment. Deposits with

the banking system alone are covered under the scheme.

For this purpose banking system include accounts maintained with commercial banks, co-

operative banks and RRBs. Fixed Deposits with other financial institutions like ICICI, IDBI,

etc. and those with financial companies are not covered under the scheme. ICICI is since

merged with ICICI Bank Ltd. and IDBI is getting converted into a bank.

d) Periodical Review of the working of the Commercial Banks: The RBI periodically reviews

the work done by commercial banks. It takes suitable steps to enhance the efficiency of the

banks and make various policy changes and implement programmes for the well-being of the

nation and for improving the banking system as a whole.

e) Controls the Non-Banking Financial Corporations: RBI issues necessary directions to the

Non-Banking financial corporations and conducts inspections through which it exercises

control over such institutions. Deposit taking NBFCs require permission from RBI for their

operations.

COMMERCIAL BANK

A commercial bank is a profit-seeking business firm, dealing in money and credit. It is a

financial institution dealing which accepts deposits of money from the public to keep them in its

custody for safety. It also deals in credit, i.e., it creates credit by making advances out of the

funds received as deposits to needy people. It thus, functions as mobiliser of savings in the

economy. A bank is, therefore like a reservoir into which how the savings, the idle surplus

money of households and from which loans are given on interest to businessmen and others who

need them for investment or productive uses. Commercial bank being the financial institution

performs diverse types of functions. It satisfies the financial needs of the sectors such as
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agriculture, industry, trade, communication, etc. They play a very significant role in the process

of satisfying economic and social needs. The functions performed by banks are changing

according to changes in time and in the recent past they are becoming customer centric and

widening their functions. Generally, the functions of commercial banks are divided into two

categories viz. primary functions and  secondary functions.

Definitions of Commercial Bank

According to Crowther, “A Commercial Bank is an institution which collects money from
those who have it to spare or who are saving it out of their income and lends this money out
to those who require it.

Meaning of Commercial Bank

Commercial banks are a part of an organised money market. They perform all the activities

of a typical bank. Commercial banks collect mobile savings from urban and rural areas and make

it available to large, medium and small undertakings for their capital requirements.

SIGNIFICANCE OF COMMERCIAL BANK

Bank play a vital and dynamic role in the economic life of the nation as they keep the wheels
of trade, commerce and industry always revolving. They mobilize the dormant funds into a
productive channel. The economic importance of the Commercial Banks can be summarized as
follows:

i) Capital formation: Banks facilitate capital formation by promoting savings.

ii) Innovation: Bank credit enables the enterprises to innovate and invest and thus uplift

economic activity.

iii) Monetary policy: A well-developed banking system is required to promote economic

development by controlling a period of inflation and deflation.

iv) Credit creation: Credit creation enables the expansion of business and mitigation of

unemployment and raises production.

v) Encouragement of trade and industry: Banking system encourages trade and industry by

providing long-term loans to traders and industrialists at affordable rates.

vi) Develops the habit of thrift: Banks encourage savings habit by accepting deposits and giving

interests on it.

vii) Volume of production: Production volume can be increased by expansion of credit by banks.



 34 Financial Literacy and Banking

STRUCTURE OF COMMERCIAL BANK IN INDIA

The commercial banking structure in India can be understood as follows:

1. SCHEDULED BANKS

Scheduled Banks in India are those banks which have been included in the Second Schedule

of Reserve Bank of India (RBI) Act, 1934. RBI in turn includes only those banks in this schedule

which satisfy the criteria laid down vide section 42 (6) (a) of the Act.

As on 30th June, 1999, there were 300 scheduled banks in India having a total network of
64,918 branches. Scheduled commercial banks in India include State Bank of India and its

1. Scheduled Bank

A. Scheduled Banks in India (Public Sector)

i) Nationalized Banks

ii) SBI and its Associates

B. Scheduled Banks in India (Private Sector)

i) Old Private Banks

ii) New Private Banks

iii) Foreign Private Banks

2. Non-scheduled Bank

Structure of Commercial Bank in India
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