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Meaning  
of a Bank 

 
A commercial bank is a financial intermediary. It accepts the deposits from the 
surplus units and lends these financial resources to the deficit units. 
 

Functions of a 
Commercial Bank 

 
1. Acceptance of deposits,  
2. Advancing of Loans,  
3. Credit creation,  
4. Facilitation of payments, 
5. Transfer of funds,  
6. Agency functions and  
7. Other Miscellaneous Services 

 
ROLE OF COMMERCIAL BANKS 

Role #1 
Acceptance of 

Deposits 

 
The following types of deposits are held with the commercial banks: 

1. Current deposits. 
2. Savings deposits. 
3. Term deposits. 
4. Recurring or cumulative deposits. 

 

Role #2 
Payment of Loans 

& Advances 

 
The following types of loans/advances are provided by the commercial banks: 

1. Demand loans/call loans (repayable on demand). 
2. Short term loans (personal loans against some security). 
3. Cash credit (commercial borrowing up to a limit, requires collateral). 
4. Overdraft (provided to both individuals and businesses). 
5. Discounting of loans and advances. 
6. Credit cards. 
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Role #3 
Credit Creation 

 
It should be noted that one single bank cannot create credit. Banking system as a 
whole consisting of several banks jointly can create credit. 
 

Role #4 
Agency Functions 

 
1. Collection of cheques, etc. 
2. Collection of dividends, etc. 
3. Purchase and sale of securities on behalf of customers. 
4. Acting as trustees. 
5. Making payments on behalf of their customers as per their standing orders. 

 

Role #5 
General Utility 

Functions 

 
1. Provide locker facility. 
2. Transfer money of the customers from one bank to the other. 
3. On-line transfer of money from one bank to the other. 
4. Issue letters of credit to the customers. 
5. Endorse and provide guarantee. 
6. Issue traveller’s cheques. 
7. Provide foreign exchange to the customers. 
8. Establishing ATMs (Automated Teller Machines). 

 
  

Principles of 
Commercial Banks 

 
1. Principle of Liquidity: Keep cash in hand. 
2. Principle of Profitability: Profit maximization. 
3. Principle of Solvency: Meet capital adequacy requirements. 
4. Principle of Safety: Provide loans to only credible borrowers. 
5. Principle of Collection of Savings: Encourage customers to save more. 
6. Principle of Loans & Investment Policy: Lend to sound projects only. 
7. Principle of Economy: Minimize operational costs. 
8. Principle of Providing Services: Provide value added services to customers. 
9. Principle of Secrecy: Keep client’s information confidential. 
10. Principle of Modernization: Use advanced technologies. 
11. Principle of Specialization: Specialize and increase efficiency. 
12. Principle of Location: Choose suitable site for reaching more customers. 
13. Principle of Relation: Maintain good relationships with customers. 
14. Principle of Publicity: Advertise to gain more customers. 
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Essentials of a 
Sound Banking 

System 

 
1. Adequate liquidity. 

A bank must keep sufficient cash in hand to meet the claim of depositors. 
2. Expansion of banking. 

Provide banking facilities even to remote locations. 
3. Investment and loan policies.  

Develop a sound investment policy that can optimize the twin goals of 
liquidity & profitability. 

4. Human Factor. 
Hire best staff to ensure healthy relations with customers. 

 

Factors Affecting 
Credit Creation by 
Commercial Banks 

 
1. Cash Reserve Ratio (CRR) 

CRR (Cash Reserve Ratio) is a minimum fraction of the total deposits of 
customers, which commercial banks are required to hold as reserves either in 
cash or as deposits with the central bank. Credit creation is inversely 
related to CRR. 

2. Amount of Loan Given 
Credit creation depends on the amount of loan given. 

3. Size of Cash Deposits 
Credit creation depends on cash deposits. Credit creation will slow down if 
people prefer to keep cash in their hand. 

4. Acceptable Securities 
Loans are usually provided against securities, hence these are necessary for 
credit creation.  

 

Credit Control by 
Central Bank 

 
QUANTITATIVE TECHNIQUES 

1. Bank Rate Policy 
Central bank can regulate bank rate to regulate the lending rates of 
commercial banks and ultimately the total credits provided by the banks. 
The effectiveness of this technique depends on the extent to which 
commercial banks depend on central bank for loan and rediscounting. 

2. Open Market Operations (OMO) 
Through OMO, the central bank can either inject or extract liquidity in 
money market through redemption and issue of govt. securities respectively. 

3. Valuation or Reserve Ratio 
By altering the CRR, the central bank can expand or reduce the funds bank 
can lend. 
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Credit Control by 
Central Bank 

 
QUALITATIVE TECHNIQUES 

1. A central bank also possesses certain techniques by which it can control the 
direction and distribution of credit – purpose wise or areas wise. 

2. These techniques are very helpful in a less-developed economy where overall 
credit restriction may hinder growth by preventing the flow of credit for 
investment. 

3. Another qualitative technique is Moral Suasion wherein the central bank 
‘requests’ banks to lend more or not to lend in some sectors. 

 
CENTRAL BANK 

Introduction  

 
1. Central Bank is the apex of the banking system in a country. It controls, 

regulates and supervises the activities of the banks and the country’s 
banking system. 

2. In our country the Central Bank was established in 1935 and was 
nationalized by the Government in 1949 and named as RBI. 

 

Objectives of 
Central Bank 

 
1. To maintain the internal value of currency. 
2. To preserve the external value of currency. 
3. To ensure price stability. 
4. To promote financial institutions. 
5. To promote economic development. 

 

Functions of 
Central Bank 

 
1. Note Issue. 
2. Banker to Government. 
3. Banker’s Bank. 
4. Lender of the Last Resort. 
5. Acts as a Clearing House. 
6. Controller of the Credit. 
7. Custodian of FOREX Reserves. 
8. Maintaining the Stability of Exchange Rate. 
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CENTRAL BANKS V/S COMMERCIAL BANKS 
 

Basis of Distinction Central Banks Commercial Banks 
Monetary Authority Yes No 

Profit Motive No Yes 
Money Supply Primary Secondary 

Services Rendered Banker to Government  
& Commercial Banks Bankers to Others 

Chances of Failures Negligible Yes 
Services to Public No Yes 

Ownership & 
Managing Authority State Owned State Owned & Privately Owned 

Nature of Operation Issue Currency Notes Create Credit 

Basis of Operation The basis of cash money issued is gold 
and FOREX reserves 

The basis of credit money generated is 
cash deposits 

 
FINANCIAL INSTITUTIONS 
 

Industrial finance 
corporation of India 

(IFCI) 

. 

Industrial finance corporation of India (IFCI) was established on 1st July 1948. 
FUNCTIONS OF IFCI 

1. Granting medium and long term loans and advances to the industrial units. 
2. Subscribing to the shares and debentures floated by industrials concerns. 
3. Granting loans in foreign currencies. 
4. Guaranteeing for differed payments in respect of import of capital goods. 

. 

State Financial 
corporation (SFC) 

. 
India’s first State Financial corporation (SFC) was established in 1953. At present 
there are 18 SFC’s. The main object of the establishment of SFC is to meet the 
requirements of medium and small scale industries in various states. 
. 

Industrial credit & 
investment 

corporation of India 
(ICICI) 

 
Industrial credit and investment corporation of India (ICICI) was established in 
1955. It is a private bank today. 
 

State Industrial 
Development 

cooperation (SIDC) 

. 
State Industrial Development cooperation (SIDC) was established in 1980. The main 
object for the establishment of SIDC is to achieve the rapid industrialization. 
. 
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Unit trust of India 
(UTI) 

. 
Unit trust of India (UTI) was established in 1964. 
FUNCTIONS OF UTI 

1. Mobilized the saving of the relatively small investors. 
2. Channelized these small savings into productive investments. 

. 

Industrial 
Development Bank 
of India (IDBI) 

. 
Industrial Development Bank of India (IDBI) was established in July 1964. Up to 
1976, it is was a subsidiary bank to RBI but after 1976 it was formed as 
autonomous cooperation. 
FUNCTIONS OF IDBI 

1. It can establish the co-operation & Co-ordination among the industrial 
financial institutions. 

2. It provide the direct finance to industrial units. 
3. It saves the weaker industrial units through the development assistant fund. 
4. It assists in the creation, expansion & modernization of industrial units 

under private sectors. 
5. It also provides the export finance. 

. 

Export and Import 
Bank of India 
(EXIM bank) 

. 
Export and Import Bank of India (EXIM bank) was established on 1st March, 1982. 
FUNCTIONS OF EXIM BANK 

1. Export rediscounting 
2. Re-finance supply credit 
3. Bulk import finance 
4. Foreign currency pre-shipment credit. 
5. Product equipment finance programme. 
6. Business advisory technical assistance (BATA) 

. 

National Bank 
Agriculture and 

Rural Development 
(NABARD) 

. 
National Bank Agriculture and Rural Development (NABARD) was established in 
July 1982.  
FEATURES OF NABARD 

1. It is the apex body in the agricultural credit. 
2. It taking over the functions of agriculture credit department of RBI and 

Agriculture re-finance development corporation (ARDC). 
3. It provides all sources of refinance to the cooperatives, commercial banks 

and regional rural banks (RRB). 
. 

Life Insurance 
Corporation of India 

(LIC) 

. 
1. Life Insurance Corporation of India (LIC) was established in 1956. 
2. It was established by nationalizing 245 private insurance companies. 

. 
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General insurance 
company (GIC) 

. 
General insurance company (GIC) was formed as a government company in 1972. 
The main feature of GIC is to sell non-life/general insurance services. 
. 

Securities and 
Exchange Board of 

India (SEBI) 

. 
Securities and Exchange Board of India (SEBI) was setup in 1988. The main 
purpose of the SEBI is regulating business in stock markets & other securities 
market. 
. 

Asian Development 
Bank (ADB) 

. 
1. Asian Development Bank (ADB) was established in 1966. 
2. The main aim of ADB is to promote the socio and economic progress of 

number countries in Asia & pacific. 
3. Its head quarter is in Manila, Philippines. 
4. Poverty reduction is now the main mission of ADB. 

. 

International 
Monetary Fund 

(IMF) 

. 
It was established in March 1947. The main object of IMF is to administer a code 
of fair practice in the sphere of foreign exchange and to make loans to the 
economies experiencing temporary deficit in their balance of payments. 
. 
SPECIAL DRAWING RIGHTS (SDRs) 
SDR’s was first introduced in 1969. It is the special currency issued by IMF. For 
two reasons IMF created SDR. They are: 

1. To overcome the shortage of gold in the world economy 
2. To avoid the movement of gold across national boundaries. 
3. SDR is also called paper gold. 

. 

World Bank 

. 
It was established in 1947 one of the outcomes of Breton wood conference was 
establish of World Bank. The main aim of the establishment of World Bank is to 
help re-construction of the member countries damages due to the Second World 
War. 
. 

International 
development 

Association (IDA) 

. 
International development Association (IDA) was established in 1960 and it is 
affiliated to World Bank. The main aim for the establishment of IDA is to provide 
assistance to low developed countries (LDC) whose per–capita income in less than 
(dollar) $ 520 (1975). It also grants the credit on cheap terms compared to World 
Bank loans. 
. 

 
 
 
 


