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5.0

LEARNING OUTCOMES

After studying this module, you shall be able to
 Understand the functioning of commercial bank.
 Know about the structure of Indian Bank.
 Know about the development in lending and capital requirements.
5.1

INTRODUCTION

Importance of Banks: Banks are specialized institutions which conduct the simplest
operation of accepting deposits and safekeeping it. They play a crucial role in the
economy by way of circulation of money received in the form of deposits through
further loans and advances. Banks have existed for long and have performed this
function of safe guarding people’s personal wealth for centuries. Earlier goldsmiths
used to perform this task of providing a secured place to people to store their wealth
which could be withdrawn on demand by the public, for which they used to charge a
commission either in cash of in gold itself. This system later grew to a more complex
form where the gold was later loaned out so as to make profit. Today, banks not only
accept deposits and give loans but provide more sophisticated services which have been
possible through innovation and expansion of financial markets with due course of
time. Banks perform a special task of tailoring contracts and modifying existing
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contracts between parties into new contracts. They are able to convert short term
contacts into long term ones through spreading up of risk and also transfer the liability
from one party to another. Let us look more closely into the functions performed by the
banks today.
5.2

FUNCTIONS OF BANKS

5.2.1 Liquidity and Profit Generation
The commercial banks as financial intermediary perform an important function of
bridging the gap between people with excess funds and people who want to borrow
them, with this function they not only create liquidity but also help reduce the cost of
transaction which would be high in absence of such specialised institution. The banks
are able to achieve this through economies of scale as they are able to spread this cost
of large number of account holders. During this function they earn income by way of
interests, discounts, fees or commissions depending upon the type of instrument and
scheme issued. They also ensure the flow of money through management of their profit
margin and also the liability of deposits they carry.
5.2.2 Management of Reserves
The deposits by public are the liability of a bank which needs to be repaid after some
time on demand. A bank cannot just keep accepting deposits without creating a scope
of profit generation by way of loans and advances. During this process of liquidity
creation, a bank cannot loan out every single penny it receives as deposits because the
loans are mostly long term in nature and cannot be clued bcd on demand, but the
deposits can be recalled by the depositors as per their willingness. Thus to avoid
situations of illiquidity, Central Banks make it mandatory for commercial banks to hold
a portion of their deposits in the form of cash reserves. Banks can also hold reserves
over and above this legal requirement. This system in which the money after keeping
reserve is loaned is called Fractional Reserve System.
5.2.3 Credit Creation
Capital is necessary for economic growth and firms are in constant need for funds to
take up productive activity. With expansion of human needs, households also need
funds for consumption. Banks are able to provide credit for different purposes with
different term structure. This function holds utmost importance as the banks are the
institutions entrusted with the capability of creating money by way of loan. This ability
of banks leads to expansion of money printed by the central bank and adds to the
existing stock of money.
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Apart from the above conventional functions, modern day commercial banks have
expanded their operations. Banks are also active players in call money market or the
market for short term funds. They engage in fund transfers with Central Banks and
other banks. The volume of savings accepted by these institutions makes them all the
more important for financial stability of the nation creating a special interest by the
governments and regulating authorities to look after their financial health and
operations. Information asymmetry is considered as a major drawback in financial
system and as a root cause of distress. Banks can mitigate such information gaps by
formulating new contracts on the basis of existing ones and can even tailor them as per
specification to reduce risk. Thus every function of bank is interdependent and
important.
5.3

INDIAN BANKING SYSTEM

The Indian banking system can be explained with the following diagram.

5.3.1 Structure
The Indian banking structure begins with the apex or the central bank named the
Reserve Bank of India. Then comes the scheduled and non-scheduled banks. Scheduled
Banks in India constitute those banks which have been included in the Second Schedule
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of Reserve Bank of India (RBI) Act, 1934. These could either be Public or Private
Banks.
There were a total of 89 commercial banks in the year 1951 which grew to 291 in the
year 2004 this number fell to 173 in 2012. The overall deposits to National income
grew from 10% in 1955-56 to almost 74% in 2005-06. As per the recent statistics,
overall deposits for scheduled commercial banks grew 15% in 2011-12. Banks had
around Rs. 64535 Billion of deposits outstanding and Rs. 50736 billion worth loans
and advances. These banks earned an income of Rs. 7418 Billion by way of interest
and other sources and their total expenditure amounted to Rs. 6600 billion. The
collective net profit of scheduled commercial banks was Rs. 817 billion.
The number of offices of scheduled commercial banks were 98330. The per capita
deposit of these banks grew from Rs. 88 in year 1969 to Rs. 48732 in 2012. Almost
32% of advances were directed towards priority sector by these banks in 2012. The
credit-deposit ratio has remained fairly stable at 78%.
There were 27 public sector banks excluding Regional Rural Banks (RRBs) in 2002,
196 RRBs, 30 private sector banks and 44 foreign banks. As per 2012, 28 public sector
banks with 133 RRBs were present. There were also 27 private banks and 29 foreign
banks in India during this time.
5.3.2 Liabilities
The main types of liabilities of commercial banks include Deposits by the public in the
form of on demand or long term basis. The deposits can be divided as follows:
Current Deposits:
Checkable deposits with unrestricted withdrawals form the part of current deposits. The
banks provide overdraft facility along with cheque collection and issue of demand
drafts. The accounts and non interest paying and is included for money supply
calculation. Saving deposits are the accounts which pay interest. The account operates
in similar fashion to current account except the fact that number of withdrawals are
limited.
Term Deposits:
These are long term or fixed deposits with different periods of maturity.
In 1994, around 73% of total deposits were owned by individuals. They owned 90% of
savings deposits and 78% of term deposits. The current deposit accounts are held by
enterprises and corporations for the ease of transactions. The current deposits as a
fraction of total deposits reduced to 11% in 2002 from 51% in 1951 whereas this
portion increased for savings deposits and term deposits at 24% and 65% respectively.
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The short term deposits of unto one year was around 36% of overall term deposits while
that of long term deposits (3-5 years) fell to 24%. the banks wise classification shows
the highest growth was registered by private banks at 38.8% followed by foreign banks
at 32.6% and public sector banks at 22.9% during 2006-07.
Deposits have seen a rise in absolute size due to several factors namely:
 Rise in National Income
 Extension of Banking Facilities to new categories
 Increase in banking awareness
 Rise in returns from banks
 Deficit financing
 Rise of credit circulation
 Flow of Foreign Funds and
 Increased Competition.
The non-deposit liabilities of banks include borrowings and debt from domestic market
and foreign currency. The overall borrowings for the commercial banks in 2012 stood
at RS. 8348 billion.
5.3.3 Assets
The assets of bank includes cash balances, assets with banks, investments in
government securities and bank credit. Investment specifically includes SLR vs non
SLR securities. The former includes government securities and other approved
securities. Banks have maintained the investment to deposit ratio over and above the
stipulated 25%. The reason for this has been the rising fiscal deficit, imposition of
capital adequacy norms and rise in foreign currency. The non SLR investment includes
commercial paper, shares mutual funds and debentures. The scheduled commercial
banks invested around Rs. 928.54 billion in non SLR securities in 2003-03. The overall
investments amounted to 5% of the total assets. The bank credit finances major projects
of the economy including infrastructure developments, agriculture schemes and
projects. Banks also provide retail credit for consumption purposes like automobile,
education and housing to name a few. Apart from the loans, banks also provide
overdraft facility from which funds can be withdrawn up a credit limit set by the bank.
Commercial banks have expanded their operations and support business activities
through Purchasing and Discounting of Bills. Banks can rediscount the bills and raise
funds for themselves in the secondary markets. In 1973, cash credit was Rs. 30.18
billion which increased to Rs. 2138.45 billion in 2006. The overdraft extended from
Rs. 5.96 billion to Rs. 613.58 billion in 2006. In this year the total amount of bill
discounting was around Rs. 707.07 billion.
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Developments in Credit
Lending for banks was based on Working Capital needs. The term lending by banks
was fixed by RBI at Rs 50 crore for single bank single project and Rs. 200 crore for
single project by all banks in 1993. These limits were removed in 1997. Lending rate
of commercial banks was deregulated in 1994 with introduction of Prime lending Rate
(PLR). RBI removed this system of Benchmark Prime Lending rate (BPLR) in 2003
due to transparency concerns. Banks are allowed to set aside lending rates along with
floating rates on some loans products.
Sectoral composition of credit could be divided on the basis of public vs private sector,
rural vs urban, industrial vs agriculture and large scale vs small scale sectors.
1. The share of Industries in bank credit increased from 34% in 1951 to 68% in 1968
but fell to 42% in 2002-03. Within industries the share of large and medium scale
industries fell and of small scale industries increased considerably. The rise of
productivity of industries has led to expansion and better utilisation of credit.
2. The share of Agriculture saw a rise from 2% around 1951 to around 11% in 2006.
Rise of services as an important component of Indian GDP has seen a rise in its
credit share to 23% in 2003.
3. Export sector has remained a special focus of bank credit, with facilities including
refinancing, credit guarantees concessional interest rates and favourable
repayments terms being extended to the exporters from time to time. This sector
though remains necessary for profess of the economy but credit facilities have been
utilised more for domestic purposes rather than for export promotion.
4. The share of government has increased considerably over past 50 years. The
government share in bank credit was around 37% in 2001-02 with private sector
occupying a larger share. 5. Personal loans and housing loans have increased
sharply since 2002-03. The central bank and the government have initiated credit
easing with rescheduling of short loans as medium and long term and higher goals
for banks towards priority sector.
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Non Performing Assets And Profitability
Interest income forms almost 80% of the overall income of the banks. The amount of
interest income in 2007 was around Rs. 237271 crore. From the expenditure side,
interest payments formed a major portion of the overall expenditure. The overall net
earnings for the banks increased from Rs. 14 crore in 1951 to Rs. 31203 crore in 2007.
In 2011-12, the Net Interest Income was Rs. 2249 billion with Rs. 817 billion as net
profits.
The net interest margin remained constant at around 2.8% from 2011-13. The Return
on Assets (or RoA) defined as the ratio of Net Profits to Average Total Assets stood at
0.88% and the Return to Equity (or RoE) defined as the ratio of Net Profit to Average
Total Equity stood at 15.33% for Public Sector banks. These ratios were 1.63% and
15.27% respectively for Private Sector Banks in the year 2011-12.
Looking at the cost of deposits, the ratio has grown from 0.9% in the year 1951 to
6.28% in the year 2011. The Spread or the difference between Cost of Funds and Return
on Funds stood at 3.63%.
The biggest worry for the Indian banning system today has been the rise of NonPerforming Assets (NPAs). Estimates for Bank NPAs differ amongst institutions and
the method of calculation also differ. As per RBI estimate, NPA to loans ratio was
11.4% in 2000-01 which has declined to 2.5% in 2007 but stood at 3.6% in 2013. The
amount of NPAs reduced till 2007 but rose subsequently till 2013.
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Notes: 1. Constituent items may not add up to the total due to rounding off.
2. *: As per cent to gross advance.
3. **: includes IDBI Bank Ltd.
Source: RBI Report, 2012-13
RBI has also constituted debt recovery, restructuring and writing off methods like
rescheduling at bank level, corporate debt restructuring, debt recovery tribunals, Sale
of assets to Asset Reconstruction Companies (ARC) and recovery through SARFAESI
Act, 2002.
5.3.4 Capital Requirements
With rising risks of assets, the Basel Committee on Banking Supervision appointed
Bank for International Settlements (BIS) in 1988 which imposed minimum capital
requirements for commercial banks under capital adequacy norms. This risk based
capital norm was adopted by several countries across world and the current instalment
is prescribed through Basel norms. It operates on Three Pillars namely Minimum
Capital Requirements, Supervisory Review and Disclosures for market participants and
investors. Capital adequacy resorts to sufficient capital required to cover the loss arising
from changing asset quality due to inherent risks. These risks are broadly classified as
Credit Risk, Market Risk and Operational Risks.
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Capital is classified into two categories namely Tier 1 and Tier 2 based on upon quality
of capital required. Capital funds under Basel I sold at Rs 7810 billion which were Rs.
7780 billion under Basel II in 2012. The Risk weighted Assets were Rs. 60376 billion
and Rs 54621 billion respectively. The Capital to Risk Weighted Asset Ratio (CRAR)
has remained above prescribed limit of 9%.
Capital to Risk-Weighted Assets Ratio under Basel I and II – Bank Group-wise
(As at end-March)
(Per cent)
Items/ Bank Group
Basel I
Basel II
2012

2013

2012

2013

2

3

4

5

Public sector banks

11.8

11.31

13.23

12.38

Nationalised banks*

11.84

11.39

13.03

12.26

SBI Group

11.97

11.14

13.70

12.67

Private sector banks

14.47

15.10

16.21

16.84

Old private sector banks

12.47

12.33

14.12

13.73

New private sector banks

14.90

15.71

16.66

17.52

17.30

18.76

16.75

17.87

12.94

12.77

14.24

13.88

1

Foreign banks
Scheduled commercial banks
Note: *: Includes IDBI Bank Ltd.
Source: RBI Report, 2012-13
5.4

REFORMS AND INNOVATIONS

Some of the major reforms undertaken for the banking sector after 1991 are as follows:


Decontrolling of interest rates on commercial bank loans and Nonresident External
Rupee accounts (NRNR) deposits with facilities to banks to setup their own interest
rates and also free to set their own foreign exchange open position limits.



Access to capital market for raising debt.



Introduction of prudential norms for income recognition, asset classification and
creation of provisions for bad debts and stricter disclosure norms.



Principal of ‘Marked to Market’ to be followed for securities.
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Banking Ombudsman to look into and handle public grievances and improve
customer service.



Encouragement to Private sector banks and foreign banks to setup and do business
through transparent norms and for investment and portfolio diversification.



For short term liquidity, introduction of short term inter-bank call money market,
auction based reverse repo along with swifter money transfer and payment
settlements.



Development of market for securitised assets, dematerialisation risk based capital
adequacy norms, international best practices, “Know your Customer’, provisions
and settlement procedures for Non-Performing Assets (NPAs), debt restructuring,
introduction of SARFAESI Act and recovery tribunals.



Introduction of Corporate Governance, Negotiated Dealing Systems (NDS) and
Real Time Gross Settlement (RTGS) services.

Indian Commercial Banks operate and compete with global banks and hence a higher
competition and stricter regulation forces them to constantly innovate not just to
withstand the competition i.e. to retain lower costs and higher margins, but also to
expand along with changing technology for creating a safer and secured financial
system. Some of the major innovations and adoptions include the following:


Participation Certificates to sell a part of loans made by banks, which were later
discontinued. Introduction of Inter Bank Participation for short term liquidity and
were included for compliance under CRR and SLR requirements.



Multiple Banks based lending to single large borrower to spread risk, reduce bak
monopoly, extend knowledge and expertise amongst leading banks, and pooling of
funds.



Credit Cards have been a remarkable addition to banking innovations, adding
another source of transaction for customers enabling them with overdraft facility
and a newer medium of exchange.



New cheque Clearance mechanism called MICR or Magnetic ink character
recognition, computerised clearing house settlements, interbank information
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network or BANKNET through SWIFT (Society for Worldwide Inter-Bank
Financial Telecommunications).


Banks have computerised their daily operations.



Establishment of Local Area Banks on lines of RRBs for a decentralised banking
system.



Introduction of risk based management system, capital adequacy norms as per
Basel Recommendations and Credit Rating framework.

Some of the major reforms undertaken for the banking sector after 1991 are as follows:


Decontrolling of interest rates on commercial bank loans and Nonresident External
Rupee accounts (NRNR) deposits with facilities to banks to setup their own interest
rates and also free to set their own foreign exchange open position limits.



Access to capital market for raising debt.



Introduction of prudential norms for income recognition, asset classification and
creation of provisions for bad debts and stricter disclosure norms.



Principal of ‘Marked to Market’ to be followed for securities.



Banking Ombudsman to look into and handle public grievances and improve
customer service.



Encouragement to Private sector banks and foreign banks to setup and do business
through transparent norms and for investment and portfolio diversification.



For short term liquidity, introduction of short term inter-bank call money market,
auction based reverse repo along with swifter money transfer and payment
settlements.



Development of market for securitised assets, dematerialisation risk based capital
adequacy norms, international best practices, “Know your Customer’, provisions
and settlement procedures for Non-Performing Assets (NPAs), debt restructuring,
introduction of SARFAESI Act and recovery tribunals.
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Introduction of Corporate Governance, Negotiated Dealing Systems (NDS) and
Real Time Gross Settlement (RTGS) services.

Indian Commercial Banks operate and compete with global banks and hence a higher
competition and stricter regulation forces them to constantly innovate not just to
withstand the competition i.e. to retain lower costs and higher margins, but also to
expand along with changing technology for creating a safer and secured financial
system. Some of the major innovations and adoptions include the following:


Participation Certificates to sell a part of loans made by banks, which were later
discontinued. Introduction of Inter Bank Participation for short term liquidity and
were included for compliance under CRR and SLR requirements.



Multiple Banks based lending to single large borrower to spread risk, reduce bank
monopoly, extend knowledge and expertise amongst leading banks, and pooling of
funds.



Credit Cards have been a remarkable addition to banking innovations, adding
another source of transaction for customers enabling them with overdraft facility
and a newer medium of exchange.



New cheque Clearance mechanism called MICR or Magnetic ink character
recognition, computerised clearing house settlements, interbank information
network or BANKNET through SWIFT (Society for Worldwide Inter-Bank
Financial Telecommunications).



Banks have computerised their daily operations.



Establishment of Local Area Banks on lines of RRBs for a decentralised banking
system.



Introduction of risk based management system, capital adequacy norms as per
Basel Recommendations and Credit Rating framework.
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5.5

SUMMARY

1. Banks rare one of the most important form of financial intermediary which perform
the task of transferring funds from people with excess towards people who want to
borrow. Through economies of scale, the banks are able to reduce the transaction
cost and achieve greater efficiency.
2. The main functions of banks include credit creation, liquidity and profitability
management and management of reserves.
3. Indian Banking System includes the central bank at the top i.e. Reserve Bank of
India followed by group of Scheduled and Non Scheduled Banks. The scheduled
banks include both Public Sector and Private Sector Banks.
4. Liabilities of a Bank includes Deposits received from public and assets include
Loans and Advances generated using the deposits of public through reserve system.
Commercial Banks have diversified instruments and mechanism to govern the
inflow and outflow of funds.
5. Commercial banks have seen a rise in business which is visible through indicators
like credit deposit ratios, investment deposit ratio, Net Interest margin etc. The
banks have also seen a rise in risk based assets and the introduction of capital
adequacy norms have led to greater arrangement for loss absorbing capital. The
banks have also witnessed the pressure of upsurge in NPAs.
6. Financial sector reform included reforms for the banking sector and up gradation
of work infrastructure through technological innovations
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6.0

LEARNING OUTCOMES

After going through this unit the learners will be able to understand:





6.1

The objectives behind the introduction of Lead Bank
Different fora involved in the functioning of lead bank
Roles and responsibilities of each of these fora.
The agenda they should focus in their meetings as notified by Reserve Bank
of India.

INTRODUCTION

The idea of introducing Lead Bank in India is the brain child of the Study Group on the
“Organizational Framework for Implementation of the Social Objective”. This study group
headed by Prof. D. R. Gadgil, submitted its report on October 1969. The main focus of this
report was on prescribing an implementable framework for developing a banking and
credit stricture especially in rural India. In line with the framework proposed by the group,
Lead Bank Scheme with an 'Area Approach' was introduced by the Reserve Bank of India in
December 1969. A particular bank mainly in each district was assigned with the
responsibility of Lead bank. Lead banks were endowed with the responsibility of a
leadership role for coordinating the efforts of the credit institutions and Government. As
on June 30, 2019, 18 public sector banks and one private sector bank have been assigned
Lead Bank responsibility in 717 districts of India (RBI, 2019).

6.2

MAJOR OBJECTIVES

The major objectives behind the introduction of lead banks in India are:
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I.
II.

To enhance the flow of bank finance to priority sectors and other sectors
To promote banks’ role in overall development of the rural sector.

Lead Bank Scheme was reviewed by the High Level Committee in the year 2009. Headed by
Smt. Usha Thorat, the then Deputy Governor of the Reserve Bank of India this High Level
Committee discussed with various stakeholders including State Governments, banks,
development institutions, academicians, Non-Government Organisations (NGOs) and MFIs
among others. The committee found the lead Bank Scheme to be useful in achieving its
original objectives. Further, the contribution of the lead bank Scheme in the improvement
in branch expansion, deposit mobilisation and lending to the priority sector, especially in
rural/semi urban areas were highlighted by the committee. Accordingly the guidelines were
issued to SLBC Convenor banks and Lead Banks, based on the recommendations of the
Committee.

6.3

LEAD BANK AND RELATED FORA

Different Fora involved in the functioning of Lead Banks include i) Block Level Bankers’
Committee (BLBC) , ii) District Consultative Committee (DCC), iii) State Level Bankers’
Committee (SLBC)/ Union Territory Level Bankers' Committee (UTLBC). The key Role and
responsibilities of these fora are documented below in table 2.1.
Table 6.1 Fora involved in Lead Bank & their responsibilities
Fora

Details of the Committee

Responsibility

Block Level Bankers’ This is a block level forum 
that aims at achieving
Committee (BLBC)
coordination between credit
institutions and field level
development agencies.

District Consultative This forum was constitute in 
early seventies. This is a
Committee (DCC)
district level forum for 
bankers
as
well
as
Government
agencies/departments
to
facilitate coordination in
implementing
various
developmental
activities
under the Lead Bank
Scheme.



All the banks operating in
the block including the Small
Finance Banks, the District
Central Co-operative Banks,
RRBs, Block Development
Officer, technical officers in
the block, such as extension
officers
for
agriculture,
industries and co-operatives
The District Collector is the
Chairman
Reserve Bank of India,
NABARD,
all
the
commercial banks including
Small Finance Banks in the
district, co-operative banks
including the District Central
Cooperative Bank (DCCB),
RRBs, Payments Banks
various State Government
departments and allied
agencies
The
representative
of
Reserve Bank in the DCC
meeting is known as the
Lead District Officer (LDO)
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The Lead District Manager
(LDM) convenes the DCC
meetings
at
quarterly
intervals.

State Level Bankers’ It is the apex inter- 
Committee
(SLBC)/ institutional forum to create

Chaired by the Chairman/
Managing
Director/
Executive Director of the
Convenor Bank.
It comprises representatives
of
commercial
banks
including Small Finance
Banks, RRBs, Payments
Banks, State Cooperative
Banks, RBI, NABARD, and
heads
of
Government
departments
including
representatives
from
National Commission for
Scheduled Castes/Tribes,
National Horticulture Board,
Khadi & Village Industries
Commission
etc.
and
representatives of financial
institutions operating in a
State.
Representatives of various
organizations from different
sectors of the economy like
industry
bodies,
retail
traders, exporters, farmers’
unions, etc. are special
invitees in the SLBC
meetings for discussing
their specific problems, if
any.
SLBC meetings are held on
quarterly basis.
The
responsibility
for
convening
the
SLBC
meetings would be of the
SLBC Convenor Bank of the
State.

Union Territory Level
Bankers' Committee
(UTLBC).

adequate
coordination
machinery in all States, on a
uniform
basis
for 
development of the State.
This forum was constituted in
April 1977.







Source: Compiled using information from official web site of RBI (July 2, 2019):
https://www.rbi.org.in/scripts/NotificationUser.aspx?Id=11622&Mode=0#AP1

Here it is worth discussing the key agenda of the meetings of each of these fora. The
same is discussed below under the following heads:



SLBC Meetings and Major Agenda Agenda for DCC Meetings
SLBC Meetings and Major Agenda
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6.3.1 Agenda for Block Level Bankers’ Committee Meetings
Discussions is expected to focus on the agenda leading to the development of the Block with
special reference to rural development in the credit planning exercise. District Development
Manager (DDM) of NABARD, the Lead District Officer (LDO) of the Reserve Bank of India
(RBI), the representatives of Panchayat Samitis and Payments Banks are involved in the
meetings of Block Level Bankers’ Committee to ensure that the discussions are meaningful.

6.3.2 Agenda for DCC Meetings
The Lead Banks are expected to address the problems in the districts assigned to them.
However, RBI notification on 2nd July 2019 highlights some of the important areas which are
common to all districts. Issues pertaining to these areas are expected to be discussed in the
DCC meetings. They are:

1) Review of progress under financial inclusion plan (FIP).
2) The specific issues inhibiting and enabling IT enabled financial inclusion
3) Issues to facilitate 'enablers' and remove/minimise 'impeders' for banking
4)

5)
6)
7)
8)
9)
10)
11)
12)
13)
14)
6.3.3

development for inclusive growth
Monitoring initiatives for providing 'Credit Plus' activities by banks and State
Governments such as setting up of Financial Literacy Centres (FLCs) and RSETI#
type Training Institutes for providing skills and capacity building to manage
businesses.
Scaling up financial literacy efforts to achieve financial inclusion.
Review of performance of banks under District Credit Plan (DCP)
Flow of credit to priority sector and weaker sections of the society
Doubling of Farmers’ Income by 2022
Assistance under Government sponsored schemes
Grant of educational loans
Progress under SHG - bank linkage
SME financing & bottlenecks thereof, if any
Timely submission of data by banks
Review of relief measures (in case of natural calamities wherever applicable)

SLBC Meetings and Major Agenda

In line with RBI Notification 2nd July 2019, the State Level Bankers’ Committee are expected
to held periodic meetings on quarterly basis with the below mentioned broad agenda.
1. Review of financial inclusion initiatives, expansion of banking network and Financial
Literacy
2. Review of credit disbursement by banks
3. Doubling of Farmers’ Income by 2022
4. CD Ratio, Review of Districts with CD Ratio below 40% and working of Special SubCommittees of the DCC (SSC).
5. Position of NPAs in respect of schematic lending, Certificate Cases and Recovery
of NPAs
6. Review of restructuring of loans in natural calamity affected districts in the State, if
any
7. Discussion on policy initiatives of the Central/State Government/RBI (Industrial
Policy, MSME Policy, Agriculture Policy, Start-Up Policy, etc.), and expected
involvement of banks
8. Discussion on improving rural infrastructure/ credit absorption capacity
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9. Efforts towards skill development on mission mode partnering with Krishi Vigyan
Kendra (KVK), Horticulture Mission, National Skill Development Corporation,
Agriculture Skill Council of India (ASCI), etc. including a review of functioning of
RSETIs
10. Steps taken for improving land record, progress in digitization of land records and
seamless loan disbursements.
11. Sharing of success stories and new initiatives at the district level that can be
replicated in other districts or across the State
12. Discussion on Market Intelligence Issues e.g.
13. Issues remaining unresolved at DCC/DLRC meeting
14. Timely submission of data by banks, adhering to the schedule of SLBC meeting
15. Any other item, with the permission of the Chair

6.4

KEY WORDS

Block Level Bankers’ Committee (BLBC): This committee includes all the banks operating in
the block including the Small Finance Banks, the District Central Co-operative Banks, RRBs,
Block Development Officer, technical officers in the block, such as extension officers for
agriculture, industries and co-operatives. The main aim of this committee is to achieve
coordination between credit institutions and field level development agencies

District Consultative Committee (DCC): This is a district level forum for bankers as well as
Government agencies/departments to facilitate coordination in implementing various
developmental activities under the Lead Bank Scheme.

Lead Bank: A Lead bank is a bank discharging the responsibility of a leadership role for
coordinating the efforts of the credit institutions and Government in a specific area (i.e
District) as assigned by the RBI.
Priority Sector: Priority sectors are those vital sectors, the development of which is
essential for the all-round development of the economy. They include specific sectors
like agriculture and allied activities, micro and small enterprises, poor people for their
housing requirements, students for education and other low income groups and weaker
sections to mention only a few.
State Level Bankers’ Committee (SLBC): It is the apex inter-institutional forum to create
adequate coordination machinery in all States, on a uniform basis for development of the
State.
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UNIT-7

ROLE AND FUNCTIONS OF CENTRAL BANK

Structure
7.0
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7.1

Introduction
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7.1.1.1 Main functions of the RBI
7.1.1.2 Role of RBI
7.1.1.3 Issue Department
7.1.1.4 Banking Department

7.2

Asset & Liability Table of Issue & Banking Departments

7.3

Summary

1. Learning Outcomes
7.0

LEARNING OBJECTIVE

After studying this module, you shall be able to understand the role and the functions
of the RBI and the RBI’s role with respect to the government in addition to its impact
with regard to foreign exchange control.
2. Introduction
7.1

INTRODUCTION

7.1.1 Role and functions of Central Bank
The regulatory frame work or device for the financial sector mainly comprises of the
Ministry of Finance of the Govt. of India which administers the Companies Act, 1956,
and the Securities Contracts (Regulation) Act, 1956; the RBI and the Board of Financial
Supervision (BFS) in its aegis; the SEBI, Insurance Regulatory Authority; the
Governing Boards of various stock exchanges and the apex financial institutions like
the IDBI, SIDBI, NHB, NCB. Among these, the RBI and SEBI have special role and
responsibility.
Organization & Management
The Reserve Bank of India, as the central bank of the country, is the centre of the Indian
financial and monetary system. Like a prominent institution, it has been guiding,
monitoring, regulating, controlling & promoting the purpose of the Indian Financial
System from the beginning. It is quite new in comparison to central banks such as the
Bank of England, Riksbank of Sweden and the Federal Reserve Board of U.S. It is
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perhaps the oldest between the central bank in the developing countries. It began its
operation from April 1, 1935 on the terms of the RBI Act 1934. It has been a private
shareholders institution upto Jan 1949, later on which became a State owned institution
under the RBI (Transfer to Public Ownership) Act 1948. This Act empowers the
Central Govt, in consultation with the Governor of the Bank, to provide such guidelines
to it as they might consider it mandatory in the public interest. Further, the Governor
and all the Deputy Governors of the Bank are employed by the Central Government.
The ultimate control of the Bank confers in the central board that consists of the
Governor, 4 Deputy Governors, & 15 Directors chosen by the Central Government.
The internal organizational set up of the Bank has been modified and expanded from
time to time in order to cope with the increasing volume and range of the Banks
activities.
Functions of the RBI
The RBI functions inside the structure of a mixed economic system. With respect to
setting of various policies, it is necessary to continue close & uninterrupted
collaboration between the government and RBI. In the event of a difference of opinion
or conflict, the government view or position can always be expected to prevail.
7.1.1.1 Main Functions of RBI
3.1 Main Functions of RBI
1. To maintain monetary stability so that the business and economic life can deliver
welfare gains of a properly functioning mixed economy.
2. To maintain financial stability and sound financial institutions so that monetary
stability can be safely pursued.
3. To maintain stable payment systems so that financial transactions can be safely and
efficiently executed.
4. To promote the development of financial infrastructure of markets and systems and
to enable it to operate efficiently.
5. To ensure that credit allocation by the financial system broadly reflects the national
economic priorities and societal concerns.
6. To regulate the overall volume of money and credit in the economy with a view to
ensure a reasonable degree of price stability.
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7.1.1.2 Roles of RBI
Note Issuing Authority/ Issuer of Currency
From the commencement of the RBI the single right or authority or monopoly of
issuing currency notes other than one rupee notes or coins, and coins of smaller
denominations. The fundamental purpose of RBI is issue of currency notes. Though
one rupee coins & notes, and coins of smaller denominations are issued by the GOI,
which are put into flow only by the RBI. These currency notes issued are a legal tender
universally in India without any limit. Currently, the Bank issue notes in the mentioned
denominations: Rs.2, 5, 10, 20, 50, 100 and 500. The responsibility of the Bank is to
put currency into or withdraw it from circulation and also to exchange notes & coins
of one denomination into those of other denominations as required by the public. The
Issue Department conducts all affairs of the Bank concerning to note issue.
The notes can be issued by the Bank against the security of gold coins & gold bullion,
foreign securities, rupee coins, Govt. of India securities, & such bills of exchange &
promissory notes as are appropriate for buying from the Bank. Until 1956, minimum
40% of the assets were to comprise of gold coin & bullion & sterling/foreign securities.
In other words, the proportionate reserve system of note issue existed in India till 1956.
Afterwards this system was abolished and a minimum value of gold coin & bullion &
foreign securities as a portion of total approved assets came to be adopted as a cover
for note issue.
Government Banker
The banker to the Central & State Governments is the RBI. It provides to the
government all banking services such as acceptance of deposits, withdrawal of funds
by cheques, making payments & receipts and collection of payments on behalf of the
govt. RBI manages its deficit or surplus in the Central Govt a/c by the creation &
cancellation of treasury bills (known as ad hoc treasury bills).
Ways and Means Advances
As a banker to the govt, the Bank can make “ways & means advances” (WMA) (these
are short term loans made in order to reduce the temporary gap between receipts &
payments) to both the Central & State Govts. The maximum maturity duration of these
loans is three months.
However, in practice, the gap between receipts & payments in context of the Central
Govt is usually met by the issue of ad hoc treasury bills, while the one in respect of the
State Governments is met by the ways and means advances. This has changed in recent
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times and there is a greater amount of independence with the Central Bank. The
agreements signed on September 9, 1994 and March 6, 1997 between the GOI and the
RBI with regard to elimination of the ad hoc treasury bills and the introduction of the
scheme of WMA by the RBI to the GOI, have been projected as indicators of the RBI
having become more independent now. The system of WMA in the place of that of
issuing ad hoc treasury bills has been regarded as a significant development in the
direction of a desirable and better fiscal policy – monetary policy synchronization. The
consensus between RBI and the government reached in 1994 eliminated the automatic
monetization of the Central Govt fiscal deficit through the issue of ad hoc treasury bills,
while the one in respect of the State Treasury Bills by April’97. Under WMA, the RBI
gives ways & means advances to the Central Govt in mutually agreed amounts at
market linked interest rates. Under this system, since the RBI has the right to generate
floatation of new govt loans when the actual utilization of WMA crosses 75% of the
limit, the WMA does not attain the cumulative character of the ad hoc. Thus, the RBI
can now direct the govt at its will, and can impose market discipline on fiscal
profligacy. However, the new system notwithstanding, the fiscal dominance has
continued to persist as reflected in the growing volume of government borrowings.
Overdrafts
Apart from the Ways and Means Advances, the State Govts have made heavy use of
overdrafts from the RBI in excess of the credit (Ways & Means Advances) limits
granted by the RBI. In other words, overdrafts are unauthorized WMA drawn by the
State Govt on the RBI. At present, overdrafts up to & inclusive of the seventh day are
charged at the Bank rate and from the eighth day onwards at 3% more than the the Bank
rate. The management of the States overdraft has progressively become one of the main
accountabilities of the RBI on account of the existence of large amounts of those
overdrafts.
The main role of RBI as the banker to the govt is the issue, management &
administration of the public (Central & State Govts) debt. The Bank charges a
commission from the governments for rendering this service.
Bankers’ Bank
The RBI, like all central banks, can be named as bankers’ bank as it has a very distinct
association with commercial and cooperative banks. The volume of reserves of
commercial banks is controlled by the Bank and thus determines the deposits/credit
generating ability of the banks. The banks hold a share or all of their reserves with the
RBI. Likewise, in times of need, the banks borrow funds from the RBI. It is thus known
as the bank of last resort or the lender of last resort. On the whole, in India, the ultimate
source of money & credit is the RBI.
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Supervising Authority
The RBI has huge powers to supervise & control commercial and cooperative banks
with a vision to develop an adequate and sound banking system in India. It has, in this
field, the following powers:
(a) to issue licenses for the establishment of new banks;
(b) to issue licenses for the setting up a bank branches;
(c) to prescribe minimum requirement regarding paid up capital and reserves, transfer
to reserve fund, and maintenance of cash reserves and other liquid assets;
(d) to inspect the working of banks in India as well as abroad in respect of their
organizational set up, branch expansion, mobilization of deposits, investments, and
credit portfolio management, credit appraisal, region-wise performance, profit
planning, man power planning and training and so on;
(e) to conduct ad hoc investigations from time to time, look into complaints,
irregularities and frauds in respects of banks;
(f) to control methods of operations of banks so that they do not fritter away funds in
improper investments and injudicious advances;
In keeping with the recommendations of Narasimham Committee (1991), the RBI
function of bank supervision was alienated from its customary central banking function
by the formation of a distinct Department of Supervision (DOS) from 22nd November
1993. The Board of Financial Supervision (BFS) was set up on 16th November 1994
under the aegis of the RBI to supervise the Indian Financial System (IFS). But it has
been found that quite often the Department of Supervision (DOS) does not take action
on inspection reports, that banks continue to repeat their mistakes, and that they
continue to lend to defaulting parties even when they are blacklisted.
Exchange Control (EC) Authority
The crucial function of the RBI is to retain the stability of the external value of the
rupee. It follows this objective by its domestic policies & the regulation of the foreign
exchange market. When the external sector is considered, the job of the RBI has the
following dimensions:
(a) to administer the ‘foreign exchange control’;
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(b) to choose the exchange rate system and fix or manage the exchange rate
between the rupee and other currencies;
(c) to manage exchange reserves; and
(d) to interact or negotiate with the monetary authorities of the Sterling Area, Asian
Clearing Union, and other countries, and with international financial
institutions such as the IMF, World Bank and Asian Development Bank.
EC in terms of FERA and FEMA
The RBI administers the ‘exchange control’ in terms of the Foreign Exchange
Regulation Act (FERA), 1973, which has been substituted by the Foreign Exchange
Management Act (FEMA). The role of the RBI is to improve & regulate the foreign
exchange market. Its role is to simplify external trade & payment & provide or orderly
development & maintenance of foreign exchange market within the framework of the
FEMA. The custodian of the country’s foreign exchange reserves is the RBI. It is
consigned with the obligation of managing the investment & deployment of the
reserves in the maximum beneficial manner. Its role as the stabilizer of the foreign
exchange market has become all the more important with the introduction of the
floating exchange rate system and convertibility of the rupee on trade and current
accounts. The RBI has the power to enter into foreign exchange transactions, both on
its own as well as on behalf of the government. It deals in foreign exchange transactions
on its own account and on behalf of the govt. It deals in foreign exchange with the
public via the authorized dealers (Ads). It supervises, monitors and controls the foreign
exchange market with a view to creating an active market with wide participation by
the Ads and the exporters/importers so that the various currencies are actively traded,
facilitating customers to obtain fine quotations, with rate variations being kept to the
minimum. The objective of the RBI in respect of the foreign exchange forward market
is to make it a useful tool for covering all exchange risks of the importers/exporters. Its
regulations aim at ensuring that the forward market facilities are need based and are
not used for speculative purposes.
Promotional Functions
The promotional/developmental functions of the RBI refer to its efforts to strengthen
the financial system. It has played a highly commendable role in diversifying the
institutional structure of the financial system in India. The financial institutions were
formed by it or it advised & provided help in setting them up. Included in the category
of these financial institutions are; IDBI, IFCI, SFCs, SIDCs, SIICs, IIBI, EXIM Bank,
UTI, SIDBI, NABARD, and so on. Moreover, by providing concessional financial
support to the various financial institutions, the RBI enabled the financial system to
deploy resources in conformity with the planning priorities. Financial institutions
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geared up their resource mobilization strategies according to the capital market related
arrangements. In the post-liberalization phase, the RBI has completely dissociated itself
from the financial institutions.
7.1.1.3 Issue Department
A stylized account of asset and liabilities of the Issue department is presented in
Table 1. The liabilities of the Issue Department comprise the vault cash in the Banking
Department & the notes issued to the public, banks and treasuries under Section 22 of
the RBI Act, 1934, which accords the Reserve Bank the sole right to issue bank notes.
The assets eligible to back the issuance of notes, under Sec. 33, comprise gold coin and
bullion, eligible foreign securities, GOI Rupee securities, Rupee coins and eligible
internal BoF & other commercial paper (not yet held)1. The amount of foreign
securities & gold is restricted at a minimum of Rs.200 cr, with minimum Rs.115 cr in
gold. As the RBI acts as the mediator of the Central Govt in issue, distribution &
handling of Rupee & small coins as per Sec 38, inventories are held in the Issue
Department (with a minor amount held as vault cash in the Banking Department).
3.33
7.1.1.4 Banking Department
The balance sheet of the Banking Department imitates the Reserve Bank’s purposes as
banker to the Govt & banks as can be seen from Table 2. The balance sheet effects of
monetary policy actions, in context of changes in investments in government paper and
foreign assets span both the issue and Banking departments. Encumbered securities,
such as government securities acquired under reverse purchase agreements or foreign
currencies held under swaps can, however, be accounted only in the investment
portfolio of the Banking Department as they are not eligible for backing note issuance.
(a) balances with the bank which is the major foreign currency organization of the
foreign country & other balances or securities kept with or issued by the IMF,
IBRD, IDA, IFC, ADB, BIS & any other banking or financial institution
informed by the Central Govt in this behalf that is repayable within a period of
10 yrs.

1

Foreign securities comprise:

(i) BoE bearing 2 or more good signatures & drawn on or payable at any place in a foreign
country which is a member of the IMF and having a maturity not more than 90 days, &
(ii)

Govt securities of such a foreign country maturing in ten yrs.
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7.2

Asset and Liability table of issue and Banking Department

Table 1 Assets and Liabilities of the Issue Department of the RBI
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Table 2 Assets and Liabilities of the Banking Department of the RBI
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7.3

SUMMARY

Functions
 Maintain monetary stability
 Maintain financial stability
 Maintain stable payments
 Promote development of financial infrastructure
 Credit allocation by the financial system
 Regulate overall volume of money and credit in the economy
Role









Note issuer of currency
Government banker
Bankers bank
Exchange Control
Supervising Authority
Promotional Role
Regulator of Money and Credit.
Balance Sheet of Issue Department Balance Sheet of Banking Department

28

8

8
.
0
8
.
1
8
.
2
8
.
3
8
.
4
8
.
5
8
.
6
8
.
7
8
.
8
8
.
9
8
.
1
0
8
.
1
1
8
.
1
2
8
.
1
3
8
.
1
4
8
.
1
5
8
.
1
6
8
.
1
7

8
.
0

8
.
1

29

8.
2

30

8
.
3

31

8
.
4

8
.
5

32

33

8
.
6

34

8.
7

35

8
.
8

36

8
.
9

37

8.
1

8
.
1
0

38

39

40

41

8
.
1
1

42

43

44

8
.
1
2

8
.
2

45

8.
3

8.
4

46

8
.
1
3

8
.
1
4

47

48

8
.
1
5

49

8
.
1
6

50

8
.
1
7

51

52

