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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



 12 Financial Literacy and Banking

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: 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: 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
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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

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
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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 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.

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.

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
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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

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.
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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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associates (7), nationalized banks (19), foreign banks (45), private sector banks (32), co-operative
banks and regional rural banks.

“Scheduled banks in India” means the State Bank of India constituted under the State Bank

of India Act, 1955 (23 of 1955), a subsidiary bank as defined in the State Bank of India

(Subsidiary Banks) Act, 1959 (38 of 1959), a corresponding new bank constituted under section

3 of the Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970 (5 of 1970) or

under section 3 of the Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980

(40 of 1980) or any other bank being a bank included in the Second Schedule to the Reserve

Bank of India Act, 1934 (2 of 1934) but does not include a co-operative bank”.

(A) Scheduled Banks in India (Public Sector)
Public Sector Banks (PSBs) are banks where a majority stake (i.e. more than 50%) is held

by a government. The shares of these banks are listed on stock exchanges. The Central

Government entered the banking business with the nationalization of the Imperial Bank of India in

1955. A 60% stake was taken by the Reserve Bank of India and the new bank was named as the

State Bank of India. The seven other state banks became the subsidiaries of the new bank when

nationalized on 19 July 1960. The next major nationalization of banks took place in 1969 when

the government of India, under Prime Minister Indira Gandhi, nationalized additional 14 major

banks. The total deposits in the banks nationalized in 1969 amounted to 50 crore. This move

increased the presence of nationalized banks in India, with 84% of the total branches coming

under government control.

The following are the Scheduled Banks in India (Public Sector):

i) Nationalized Banks

• Allahabad Bank

• Andhra Bank

• Bank of Baroda

• Bank of India

• Bank of Maharashtra

• Canara Bank

• Central Bank of India

• Corporation Bank

• Dena Bank

• Indian Bank
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• Indian Overseas Bank

• Oriental Bank of Commerce

• Punjab and Sindh Bank

• Punjab National Bank

• Syndicate Bank

• UCO Bank

• Union Bank of India

• United Bank of India

• Vijaya Bank

• IDBI Bank

• Saurashtra Gramin Bank (RRB) Bank

ii) SBI and its Associates

• State Bank of India

• State Bank of Bikaner and Jaipur

• State Bank of Hyderabad

• State Bank of Mysore

• State Bank of Patiala

• State Bank of Travancore

(B) Scheduled Banks in India (Private Sector)
Private-sector banks in India are all those banks where greater parts of stake or equity are

held by the private shareholders and not by government. These are the major players in the

banking sector as well as in expansion of the business activities in India. The present private-

sector banks are equipped with all kinds of contemporary innovations, monetary tools and

techniques to handle the complexities as a result of the evolutionary process over two centuries.

They have a highly developed organizational structure and are professionally managed. Thus, they

have grown faster and stronger since past few years.

Private-sector banks have been functioning in India since the very beginning of the banking

system. Initially, during 1921, the private banks like Bank of Bengal, Bank of Bombay and Bank

of Madras were in service, which all together formed Imperial Bank of India.

Reserve Bank of India (RBI) came in picture in 1935 and became the centre of every other

bank taking away all the responsibilities and functions of Imperial bank. Between 1969 and 1980
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there was rapid increase in the number of branches of the private banks. In April 1980, they

accounted for nearly 17.5 percent of bank branches in India. In 1980, after 6 more banks were

nationalized, about 10 percent of the bank branches were those of private-sector banks. The

share of the private bank branches stayed nearly same between 1980 and 2000. Then from the

early 1990s, RBI’s liberalization policy came in picture and with this the government gave

licences to a few private banks, which came to be known as new private-sector banks.

There are three categories of the private-sector banks: “old”, “new” and foreign private banks:

The old private-sector banks have been operating since a long time and may be referred to
those banks, which are in operation from before 1991 and all those banks that have commenced
their business after 1991 are called as new private-sector banks.

Housing Development Finance Corporation Limited was the first private bank in India to
receive license from RBI as a part of the RBI’s liberalization policy of the banking sector, to set up
a bank in the private-sector.

i) Old Private-Sector Banks
The banks, which were not nationalized at the time of bank nationalization that took place

during 1969 and 1980 are known to be the old private-sector banks. These were not nationalized,

because of their small size and regional focus. Most of the old private-sector banks are closely

held by certain communities and their operations are mostly restricted to the areas in and around

their place of origin. Their Board of directors mainly consist of locally prominent personalities

from trade and business circles.

One of the positive points of these banks is that, they lean heavily on service and

technology and as such, they are likely to attract more business in days to come with the

restructuring of the industry round the corner.

List of the old private-sector banks in India:

Name of the Bank Year of establishment

1. Bank of Punjab              1943

2. Catholic Syrian Bank              1920

3. City Union Bank              1904

4. Dhanlaxmi Bank              1927

5. Federal Bank              1931

6. ING Vysya Bank              1930

7. Jammu and Kashmir Bank              1938

8. Karnataka Bank              1924
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9. Karur Vysya Bank     1916

10. Lakshmi Vilas Bank     1926

11. Nainital Bank                       1912

12. Ratnakar Bank                       1943

13. SBI Commercial and international Bank               1955

14. South Indian Bank                       1905

15. Tamilnad Mercantile Bank Limited                 1921

16. United Western Bank                       1936

ii) New Private-Sector Banks
The banks, which came into operation after 1991, with the introduction of economic

reforms and financial sector reforms are called as “new private-sector banks”. Banking regulation

act was then amended in 1993, which permitted the entry of new private-sector banks in the

Indian banking sector. However, there were certain criteria set for the establishment of the new

private-sector banks, some of those criteria being:

• The bank should have a minimum net worth of Rs. 200 crores. The promoters holding

should be a minimum of 25% of the paid-up capital.

• Within 3 years of the starting of the operations, the bank should offer shares to public and

their net worth must increased to 300 crores.

List of the new private-sector banks in India:

Name of the bank  Year of establishment

1. Axis Bank (earlier UTI Bank)                                  1994

2. Bank of Punjab (actually an old generation private bank since it
   was not founded under post-1993 new bank licensing regime)    1989

3. Centurion Bank Ltd. (Merged with Bank of Punjab in late 2005 to
   become Centurion Bank of Punjab, later acquired by HDFC Bank
   Ltd. in 2008)    1994

4. Development Credit Bank                                        1995

5. HDFC Bank                                        1994

6. ICICI Bank                                        1996

7. IndusInd Bank                                        1994

8. Kotak Mahindra Bank                                        1985

9. Yes Bank                                        2005
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iii)  Foreign Private Banks Operating in India

1. ABN AMRO Bank N.V. (Now merged with RBS)

2. Abu Dhabi Commercial Bank

3. American Express Bank

4. Australia and New Zealand Bank

5. Bank International Indonesia

6. Bank of America NA

7. Bank of Bahrain and Kuwait

8. Bank of Ceylon

9. Bank of Nova Scotia (Scotia Bank)

10. Bank of Tokyo Mitsubishi UFJ

11. Barclays Bank PLC

12. BNP Paribas

13. Calyon Bank

14. Chinatrust Commercial Bank

15. Citibank N.A.

16. Credit Suisse

17. DBS Bank

18. DCB Bank now RHB Bank

19. Deutsche Bank AG

20. FirstRand Bank

21. HSBC

22. JP Morgan Chase Bank

23. Krung Thai Bank

24. Mashreq Bank psc

25. Mizuho Corporate Bank

26. Royal Bank of Scotland

27. Shinhan Bank

29. Societies Generale
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30. Sonali Bank

31. Standard Chartered Bank

32. State Bank of Mauritius

33. UBS

34. VTB

2. NON-SCHEDULED BANK IN INDIA

Non-scheduled bank in India” means a banking company as defined in clause (c) of section

5 of the Banking Regulation Act, 1949 (10 of 1949), which is not a scheduled bank”. Non-

scheduled banks also function in the Indian banking space, in the form of Local Area Banks

(LAB). As at end-March 2009 there were only 4 LABs operating in India. Local area banks are

banks that are set up under the scheme announced by the government of India in 1996, for the

establishment of new private banks of a local nature; with jurisdiction over a maximum of three

contiguous districts. LABs aid in the mobilization of funds of rural and semi urban districts. Six

LABs were originally licensed but the license of one of them was cancelled due to irregularities in

operations and the other was amalgamated with Bank of Baroda in 2004 due to its weak financial

position. They are not bound to perform banking services according to the policies and

instructions of central bank e.g. Bank of Punjab was a non-scheduled bank. These banks do not

fulfill the required qualifications of a scheduled bank as prescribed by the central bank. They also

do not enjoy the public confidence.

Non-scheduled banks are depository or lending institutions that do not meet the Second

Schedule of Reserve Bank of India Act. These banks may be legal entities but they do not have

procedural endorsement of the government.

Many of these banks are similar to savings and loans, credit unions or co-ops. Though

many are organized like a depositor-owned credit union, they are typically for-profit ventures but

don’t meet government standards.

FUNCTIONS OF COMMERCIAL BANKS

Commercial banks being the financial institution performs diverse types of functions. It
satisfies the financial needs of the sectors such as agriculture, industry, trade, communication,
small and medium scaled enterprises (SMEs) enterpreneurs and so on.

The commercial banks perform the following functions:
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1. Primary Functions
The primary functions of the commercial banks include:

i) Acceptance of Deposits

Commercial banks accept various types of deposits from public especially from its clients.
These deposits are payable after a certain time period. Banks generally accept four types of deposits
viz., (a) Current Deposits (b) Savings Deposits (c) Fixed Deposits and d) Recurring Deposit.

1. Primary Functions

a) Safe Deposit Vaults

b) Collection of Cheques

c) Issuing Letter of Credit

d) Bank Drafts

e) Automated Teller Machine

f) Debit Cards

g) Credit Cards

h) Tele Banking

i) Internet Banking

i) Agency Services

ii) General Utility Services

2. Secondary Functions

i) Acceptance of Deposits

ii) Advancing Loans

iii) Creation of Credit

iv) Clearing of Cheques

v) Foreign Trade

vi) Remittance of Funds
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(a) Current Deposits: These deposits are also known as demand deposits. These deposits can be

withdrawn at any time. Generally, no interest is allowed on current deposits and the customer

is required to leave a minimum balance undrawn with the bank. Cheques are used to withdraw

the amount. These deposits are kept by businessmen and industrialists who receive and make

large payments through banks. The bank levies certain incidental charges on the customer for

the services rendered by it. The Reserve bank of India prohibits payment of interest on current

accounts or on deposits up to 14 Days or less except where prior sanction has been obtained.

Banks usually charge a small amount known as incidental charges on current deposit accounts

depending on the number of transactions.

(b) Savings Deposits: If the customer wishes to withdraw more than the specified amount at any

one time, he has to give prior notice. Interest is allowed on the credit balance of this account.

The rate of interest is greater than the rate of interest on the current deposits and less than that

on fixed deposit. This system greatly encourages the habit of thrift or savings. Savings deposit

account is meant for individuals who wish to deposit small amounts out of their current

income. It helps in safe guarding their future and also earning interest on the savings. A

savings account can be opened with or without cheque book facility. There are restrictions

on the withdrawals from this account. Savings account holders are also allowed to deposit

cheques, drafts, dividend warrants etc. drawn in their favour for collection by the bank. To

open a savings account, it is necessary for the depositor to be introduced by a person having

a current or savings account with the same bank.

(c) Fixed Deposits: These deposits are also known as time deposits. These deposits cannot be

withdrawn before the expiry of the period for which they are deposited or without giving a

prior notice for withdrawal. If the depositor is in need of money, he has to borrow on the

security of this account and pay a slightly higher rate of interest to the bank. They are

attracted by the payment of interest which is usually higher for longer period. Fixed deposits

are liked by depositors both for their safety and as well as for their interest. In India, they are

accepted between three months and ten years.

Fixed deposits are most useful for a commercial bank. Since they are repayable only after a

fixed period, the bank may invest these funds more profitably by lending at higher rates of

interest and for relatively longer periods. The rate of interest on fixed deposits depends upon

the period of deposits. The longer the period, the higher is the rate of interest offered. The rate

of interest to be allowed on fixed deposits is governed by rules laid down by the Reserve Bank

of India.

d) Recurring Deposits: Recurring deposits are a special kind of term deposits offered by banks in

India which help people with regular incomes to deposit a fixed amount every month into their

recurring deposit account and earn interest at the rate applicable to fixed deposits. It is similar
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to making FDs of a certain amount in monthly installments, for example Rs 1000 every

month. This deposit matures on a specific date in the future along with all the deposits made

every month. Thus, recurring deposit schemes allow customers with an opportunity to build

up their savings through regular monthly deposits of fixed sum over a fixed period of time.

The recurring deposit can be funded by standing instructions which are the instructions by the

customer to the bank to withdraw a certain sum of money from his savings/current account

and credit to the recurring deposit every month.

ii) Advancing Loans

A financial transaction happens between the commercial bank and the customer where the
customers financial deficit is covered by the bank through advances. Advances may take different
forms such as loans, overdrafts, cash credits, purchasing, bills of exchange, discounting of bills
and so on.

Loans are made against personal security, gold and silver, stocks of goods and other assets.
The second primary function of a commercial bank is to make loans and advances to all types of
persons, particularly to businessmen and entrepreneurs.

In a demand loan account, the entire amount is paid to the debtor at one time, either in cash or
by transferring to his savings bank or current account. No subsequent debt is ordinarily allowed
except by way of interest, incidental charges, insurance premiums, expenses incurred for the
protection of the security etc. Repayment is provided for by installment without allowing the
demand character of the loan to be affected in any way. There is usually a stipulation that in the
event of any installment, remaining unpaid, the entire amount of the loan will become due. Interest
is charged on the debit balance, usually with monthly rests unless there is an arrangement to the
contrary. No cheque book is issued. The security may be personal or in the form of shares, Govt.
paper, fixed deposit receipt, life insurance policies, goods etc.

iii) Creation of Credit

Creation of credit is the one of the important functions of commercial bank. Credit creation is
the multiple expansions of banks demand deposits. It is an open secret that banks advance a major
portion of their deposits to the borrowers and keep smaller parts of deposits to the customers on
demand.

Assumptions of Credit Creation
The concept of credit creation is based on the following assumptions:

1. The banks, while granting loans, do not give the amount in cash, instead it credits the

accounts of the customers with the amount of loan.

2. The customers do not withdraw the entire amount of loan.

3. While drawing the money from his account he uses cheque system.



Financial Literacy and Banking       27

4. The persons who are receiving the cheques against their claims from others also deposit the

money into their respective banks.

5. The accounts are settled with mere book entries.

iv) Clearing of Cheques
The commercial banks render an important service by providing to their customers a

economical medium of exchange like cheques. It is found much more convenient to settle debts

through cheques rather than through the use of cash. The cheque is the most developed type of

credit instrument in the money market.

v) Financing Internal and Foreign Trade
The bank finances internal and foreign trade through discounting of exchange bills.

Sometimes, the bank gives short-term loans to traders on the security of commercial papers.

This discounting business greatly facilitates the movement of internal and external trade.

vi) Remittance of Funds

Commercial banks, on account of their network of branches throughout the country, also
provide facilities to remit funds from one place to another for their customers by issuing bank
drafts, mail transfers or telegraphic transfers on nominal commission charges. As compared to the
postal money orders or other instruments, bank drafts have proved to be a much cheaper mode of
transferring money and have helped the business community considerably.

2. Secondary Functions

Apart from accepting deposits and disburing of advances the commercial banks provide
certain vital ancillary functions to customers and the public.

Some of the ancillary and secondary functions of the commercial banks include:

i) Agency Services

Commercial banks act as attorney for their clients. They buy and sell shares and bonds,
receive and pay utility bills, premiums, dividends, rents and interest for their clients. Banks also
perform certain agency functions for and on behalf of their customers. The agency services are of
immense value to the people at large. The various agency services rendered by banks are as
follows:

(a) Collection and Payment of Credit Instruments: Banks collect and pay various credit

instruments like cheques, bills of exchange, promissory notes etc., on behalf of their

customers.

(b) Purchase and Sale of Securities: Banks purchase and sell various securities like shares,

stocks, bonds, debentures on behalf of their customers.
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(c) Collection of Dividends on Shares: Banks collect dividends and interest on shares and

debentures of their customers and credit them to their accounts.

(d) Act as Correspondent: Sometimes banks act as representative and correspondents of their

customers. They get passports, traveler’s tickets and even secure air and sea passages for

their customers.

(e) Income-tax Consultancy: Banks may also employ income tax experts to prepare income tax

returns for their customers and to help them to get refund of income tax.

(f) Execution of Standing Orders: Banks execute the standing instructions of their customers for

making various periodic payments. They pay subscriptions, rents, insurance premia etc., on

behalf of their customers.

(g) Act as Trustee and Executor: Banks preserve the ‘Wills’ of their customers and execute them

after their death.

ii) General Utility Services

General utility services are those services which are rendered by commercial banks not only to
the customers but also to the general public.

In addition to agency services, the modern banks provide many general utility services for

the community as given below:

a) Safe Deposit Vaults
A bank undertakes the safe custody of the customer’s valuables and documents by

providing a safe deposit vault. These are kept in specially constructed strong rooms. There are

lockers available to the customer on a nominal charge. There are two keys for each locker, one

is given to the customer and the other remains with the Bank Manager. The locker is opened as

well as closed by both the keys one after another. Customers can keep custody of one key. A

register is maintained by the bank in which all the particulars about the valuables and documents

are recorded in it. Banks provide the services of safe deposit vault on hire basis to the

customers, where a specified amount of money is charged on a yearly basis.

b) Collection of Cheques, Bills and Promissory Notes
The customers deposit cheques, bills of exchange and promissory note into their accounts

with the banks. These instruments are collected by the bank on behalf of their customers and

credited to their accounts. These services are provided on the cheques, bills and promissory

notes issued on branches out of the city are collected with some nominal charges for postage

etc. this is a very popular and essential service provided by the banks to their customers.
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c) Issuing Letter of Credit
A letter of credit is a commercial instrument of assured payment. It is widely used by

businessmen for various purposes. The bank undertakes to make payment to a seller on

production of documents stipulated in the letter of credit. It specifies as to when payment is to

be made which may be either on presentation of documents by the paying bank or at some

future date depending upon the terms stipulated in the letter. There are many parties involved in

the letter of credit. One is the applicant who is the buyer of goods or importer of goods. He

makes an application to a bank who issues the letter of credit. The bank is known as issuing

bank. The beneficiary is named in the letter of credit who is the seller of goods or exporter.

Other banks are also involved in the transaction such as negotiating bank, confirming bank and

advising bank. There are different types of letter of credit. This is a very important service

provided by the banks especially for the importers and exporters.

d) Bank Drafts
A bank draft is an order from one branch to another branch of the same bank to pay a

specified sum of money to a person named therein or to his order. A draft is always payable on

demand. Banks issue drafts at the request of the customers on their branches at the place of

destination for remitting money from one place to another place. Any person who wants to remit

money has to purchase a draft from the bank by paying the amount in advance to the bank. The

purchaser of the draft then sends the draft to the payee’s place of residence by post or courier

for the purpose of encashment at the drawee branch of the bank. The bank issuing the draft

charges some commission depending upon the amount of the draft. The purchaser need not be a

customer of the bank.

The bank draft is like a bill of exchange payable on demand. In case the draft is lost by a

purchaser, he has to report to the issuing banker for loss of the draft without any endorsement,

the banker may safely refuse to pay the amount of the draft. The bank should take all the

precautions and payment of the draft should be made only when the banker is fully satisfied

about the valid title of the holder. The banker should take an indemnity bond and then issue a

duplicate draft to the purchaser. The draft may be cancelled by the bank if it is not delivered to

the payee. When a bank draft is delivered to the payee he acquires a right in the instrument,

which cannot be set aside by the ‘stop-payment’ order issued by the purchaser. The bank issuing

the draft sends an advice to the drawee branch, intimating about the issue of the draft. The

drawee branch after verifying the signature of the authorized officials makes the payment.

However, the payment of the draft should not be refused because of non-receipt of drawing

advice.
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e) Automated Teller Machine (ATM)

ATM is a channel of banking service to its customers. It’s traditional and primary use is to
dispense cash upon insertion of a plastic card and its unique PIN i.e. Personal Identification
Number. The banks issue ATM card to their customers having current or savings account holding
a certain minimum balance in their accounts. ATM card is a plastic card with a magnetic strip with
the account number of the individuals. When the card is inserted into the machine the sensing
equipment of the machine identifies the account holder and asks his PIN. It is a secret number
which is known only to the account holder and after verification the money will be dispensed.

f) Debit Card
A debit card is a plastic card that provides an alternative payment method to cash when

making purchases. Functionally, it can be called an electronic cheque, as the funds are

withdrawn directly from either the bank account or from the remaining balance on the card. In

some cases, the cards are designed exclusively for use on the Internet and so there is no

physical card.

Debit cards may also allow for instant withdrawal of cash, acting as the ATM card for

withdrawing cash and as a cheque guarantee card. Merchants may also offer cash back facilities

to customers, where a customer can withdraw cash along with their purchase.

g) Credit Card
A credit card is an instrument of payment. It is a source of revolving credit. The cards are

plastic cards issued by the banks to their customers. The name of the customer, card number

and expiry date are printed on the plastic cards. Some banks also use the photograph of the

customers on the credit card. The card holder can buy goods or services from various merchant

establishments where such arrangements exist. The card issuing bank makes the payment to the

supplier or seller. The outstanding amount on account of use of the credit card is payable by the

card holder to the bank over a specific period which carries a fixed amount of interest. A debit

card is a payment card used to obtain cash, goods and services automatically debiting the

payments to the card holder’s bank account instantly, in which credit balance exists.

h) Tele Banking
Telephone banking is a service provided by Commercial Banks, which allows its customers

to perform transactions over the telephone.

Most telephone banking services use an automated phone answering system with phone

keypad response or voice recognition capability. To guarantee security, the customer must first

authenticate through a numeric or verbal password or through security questions asked by a live

representative. With the obvious exception of cash withdrawals and deposits, it offers virtually all

the features of an automated teller machine: account balance information and list of latest

transactions, electronic bill payments, funds transfers between a customer’s accounts etc.
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i) Internet Banking
Internet is a channel of service to banking customers. The access to account information as

well as transaction is offered through the world-wide-web network of computers on the internet.

Each account holder is provided with a PIN similar to that of ATM or phone banking. The

access to the account is allowed to the customer upon a match of the account details and PIN

entered on the computer system. A higher level of security may be reached by an electronic

fingerprint. Transaction such as e-business, Railway-Air Reservation, payment of bills, transfer of

money can be carried out while sitting in the house with the help of an internet.

CLASSIFICATION OF COMMERCIAL BANKS

(A) On the Basis of Commercial Banks Operation

1. Pure Bank or Deposit Bank

2. Investment Bank or Industrial Bank

(B) On the Basis of the System of Commercial Banks
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To develop a better understanding it would be meaningful to gain insight about the

classification of commercial banks. Commercial Banks can be classified on a) basis of

commercial bank operation b) the system set up.

(A) On the Basis of Commercial Bank Operation

1. Pure or Deposit Bank
The system banking, which involves accepting deposits and lending for short period, is

known as pure or deposit banking. It is that system under which the Commercial Banks confine

themselves to the financing of the short-term requirements of industry and commerce. It is risky

for Commercial Banks to grant long-term loans to industries for two reasons.

Firstly, the banks may face the problem of liquidity as the deposits are received for short

periods. Secondly, if the borrower fail, in his activities, the bank, may also fail. Thus the

fundamental principle of functioning of Commercial Bank is that they confine only in short term

lending. The system of pure banking was very popular in U.K. and India until recently. There are

two reasons why British banks did not extend long-term loans to industries. Firstly, the deposits

received by the Commercial Banks in Britain are for short period only. Hence banks in UK

confined their lending for short-term duration. Secondly, there is the historical reason why the

British bank followed the system of pure banking. The industrial development of Britain was

preceded by the expansion of trade and industry. As a result of this commercial expansion, there

had come into existence a number of institutions, such as Finance Corporation, issue houses,

investment trusts etc., which had specialized in giving long-term loans to industries. Hence, it

was no longer necessary, for the Commercial Banks to extend long-term loans to industries.

Deposit banks have connection with the commercial class of people. These banks accept

deposits from the public and lend them to needy parties. Since their deposits are for short period

only, these banks extend loans only for a short period. Ordinarily these banks lend money for a

period between 3 to 6 months. They do not like to lend money for long periods or to invest their

funds in any way in long term securities. However after first world war the banking system is

showing a trend towards mixed banking owing to the following reasons:

(a) During the great depressions of 1930, the short-term loans granted to industries could not be

recovered by banks. So these loans were converted into shares and debentures implying the

characteristic feature of mixed banking.

(b) Small industries were closed down during great depression of 1930 and banks went without

the small customers. They were forced to lend to large-scale industries whose requirements

were long-term finance.

(c) The development of Stock Exchanges gave further encouragement for Commercial Banks to

provide loans against Stock Exchange securities.
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Pure banking enjoys two merits over investment banking, viz it ensures safety and liquidity of
funds. Its serious drawback is it does not encourage industrial development.

2. Investment Bank or Industrial Bank
Industrial Bank is a financial institution with a limited scope of services. Industrial banks sell

certificates that are labeled as investment shares and also accept customer deposits. They then

invest the proceeds in installment loans for consumers and small businesses. These banks are

also known as Morris banks or industrial loan companies.

Industrial banks differ from commercial lenders because they accept deposits. They also

differ from commercial banks because they do not offer checking accounts. Furthermore, the

loans offered by industrial banks are often secured by a third party who acts as guarantor for the

loan.

Industries require a huge capital for a long period to buy machinery and equipment.

Industrial banks help such industrialists. They provide long term loans to industries. Besides, they

buy shares and debentures of companies and enable them to have fixed capital. Sometimes, they

even underwrite the debentures and shares of big industrial concerns. The industrial banks play a

vital role in accelerating industrial development. In India, after attainment of independence, several

industrial banks were started with large paid up capital. They are, The Industrial Finance

Corporation (I.F.C.), The State Financial Corporations (S.F.C.), Industrial Credit and Investment

Corporation of India (ICICI) and Industrial Development Bank of India (IDBI) etc.

Investment banking, otherwise known as industrial banks, provides long-term finance to

industries. Germany is considered to be the hometown of investment banking. These banks help

the companies, corporations and the Government in issuing and marketing their securities. These

banks serve as intermediaries in the marketing of securities. They help in promoting industries.

Investment banks act in three different capacities, viz. (a) As originators (b) As underwriters and

(c) Retailers. As originators they help in the promotion of new ventures, as underwriters, they

underwrite the new issues and as retailers, they sell securities to the investors.

B. On the Basis of the System of Commercial Bank

1. Branch Bank
This is a system of banking where the business is carried on by a single office with a

network of branches spread throughout the country. The Head Office is generally located in a big

city and the branches operate in different parts of the country. England offers the best example

of Branch banking, wherein the entire Commercial Banking business is carried out by four major

banks, popularly known as the ‘Big four”. The other countries following this system are

Scotland, Australia and India.
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