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Abstract: 

This study investigates the role of banks in capital formation and economic growth: The case of 

India for the period 1980-2009. The economies of all market oriented nations depend on the efficient 

operation of complex and delicately balanced systems of money and credit. Banks are an indispensable 

element in these systems. The dependent variables are Gross Fixed Capital Formation (GFCF) and Gross 

Domestic Product (GDP), which is a measure of a nation’s economic performance – economic growth in 

this instance from the various test carried out it was find out that Commercial Banks Deposit Liabilities is 

elastic to Gross Fixed Capital Formation in Nigeria. This positivity of the coefficient of Commercial Banks 

Deposit Liabilities is in conformity to the economic a priori expectation of a positive impact of 

Commercial Banks Deposit Liabilities on Gross Fixed Capital Formation. It is therefore recommended that 

efforts should be made by the monetary authorities to effectively manage the banks’ maximum lending. 

This policy thrust will most likely result into increased investment activities which will enhance capital 

formation in India needed for its real sector investments and industrial growth. 
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INTRODUCTION 

Bank is a financial institution that performs several functions like accepting deposits, lending loans, 

agriculture and rural development etc. Bank plays an important role in the economic development of the 

country. It is necessary to encourage people to deposit their surplus funds with the banks. These funds are 

used -for providing loans to the industries thereby making productive investments. A bank is a financial 

intermediary that accepts deposits and channels those deposits into lending activities. They are the active 

players in financial market. The essential role of a bank is to connect those who have capital with those 

who seek capital. After the post economic liberalization and globalization, there has been a significant 

impact on the banking industry. Banking in India originated in the 18th century. The oldest bank in 

existence in India is the State Bank of India, a government-owned bank in 1806. SBI is the largest 

commercial bank in the country. After the independence, Reserve Bank of India was nationalized and given 
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wide powers. Currently, India has 96 Scheduled Commercial Banks, 27 public sector banks, 31 private 

banks and 38 foreign banks. Today, banks have diversified their activities and are getting into new products 

and services that include opportunities in credit cards, consumer finance, wealth management, life and 

general insurance, investment banking, mutual funds, pension fund regulation, stock broking services, etc. 

Further, most of the leading Indian banks are going global, setting up offices in foreign countries, by 

themselves or through their subsidiaries. 

 

REVIEW OF LITERATURE: 

Rose (1986) sees the importance of savings beyond capital formation. To her, savings are a catalyst 

for capital formation but equally, a major determinant of the cost of credits based on the law of scarcity, 

which holds that ‘when the former is low and scarce, it becomes more costly to obtain’. The classics 5 as 

well as modern growth models hold that savings constitute the principal parameter, and determinant of 

economic growth.  

 

Thillairajah (1994) and Padmanabhan (1988) sharing the same opinion, explain the high 

marginal propensity to save by the unstable economic conditions that generally prevails in these areas 

(unstable incomes, fluctuations in harvest etc).  

    

   (Kaminskyand Schmukler (2002) currently, there are opposing views concerning the most 

preferable coordination mechanism. According to the development and political view of state involvement 

in banking, a government is through either direct ownership of banks or restrictions on the operations of 

banks better suited than market forces alone to ensure that the banking sector performs its functions. The 

argument is essentially that the government can ensure a better economic outcome by for example 

channelling savings to strategic projects that would otherwise not receive funding or by creating a branch 

infrastructure in rural areas that would not be build by profit-maximizing private banks. The active 

involvement of government thus ensures a better functioning of the banking sector. 

 

OBJECTIVES OF THE STUDY:  

The following are the objective for the present study: 

 The central objective of the study is to empirically investigate the role of Indian banks in Capital 

Formation and economic growth.  

 To analyze the impact of banks’ deposit mobilization on capital formation and economic growth in 

India.  

 To determine the association existing between capital formation and economic growth in India. 
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ROLE OF BANKS IN THE DEVELOPMENT OF THE COUNTRY 

Banks are one of the most important parts of any country. In this modern time money and its 

necessity is very important. A developed financial system of the country ensures to attain development. A 

modern bank provides valuable services to a country. To attain development there should be a good 

developed financial system to support not only the economic but also the society. So, a modern bank plays 

a vital role in the socio economic matters of the country. Some of the important roles of banks in the 

development of a country are briefly showing below. 

1. Promote saving habits of the people 

Bank attracts depositors by introducing attractive deposit schemes and providing rewards or return in 

the form of interest. Banks providing different kinds of deposit schemes to its customers. It enables to 

create banking habits or saving habits among people. 

2. Capital formation and promote industry 

Capital is one of the most important parts of any business or industry. It is the life blood of business. 

Banks are increase capital formation by collecting deposits from depositors and convert these deposits in to 

loans advances to industries. 

3. Smoothing of trade and commerce functions 

In this modern era trade and commerce plays vital role between any countries. So, the money 

transaction should be user friendly. A modern bank helps its customers to sent funds to anywhere and 

receive funds from anywhere of the world. A well developed banking system provides various attractive 

services like mobile banking, internet banking, debit cards, credit cards etc. these kinds of services fast and 

smooth the transactions. So, bank helps to develop trade and commerce. 

 

4. Generate Employment Opportunity 

Since a bank promote industry and investment, there automatically generate employment opportunity. 

So, a bank enables an economy to generate employment opportunity.  

5. Support Agricultural Development 

Agricultural sector is one of the integral parts of any economy. Food self sufficiency is the major 

challenge and goal of any country. Modern bank promote agricultural sector by providing loans and 

advances with low rate of interest compared to other loans and advances schemes. 

6. Applying of Monitory Policy 

Monitory policy is a important policy of any government. The major aim of monitory policy is to 

stabilize financial system of the country from the dangerous of inflation, deflation, crisis etc. 

7. Balanced Development 

Modern banks spreading its operations throughout the world. We can see number of big banks like 

city bank, Baroda bank etc. It helps a country to spread banking activities in rural and semi urban areas. 

With the spreading of banking operations around the country, helps to attain balanced development by 

promoting rural areas. Modern bank plays vital role in the socio- economic development of the country. A 

developed banking system enables the country to attain balanced development without any special 

consideration of rich and poor, cities and rural areas etc. 
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ROLE OF COMMERCIAL BANKS IN ECONOMIC DEVELOPMENT 

Commercial banks are one source of financing for small businesses. The role of commercial banks 

in economic development rests chiefly on their role as financial intermediaries. In this capacity, 

commercial banks help drive the flow of investment capital throughout the marketplace. The chief 

mechanism of this capital allocation in the economy is through the lending process which helps 

commercial banks gauge financial risk.   

 

Risk: One of the most significant roles of commercial banks in economic development is as arbiters of 

risk. This occurs primarily when banks make loans to businesses or individuals. For instance, when 

individuals apply to borrow money from a bank, the bank examines the borrower's finances, including 

income, credit score and debt level, among other factors. The outcome of this analysis helps the bank gauge 

the likelihood of borrower default. By weeding out risky borrowers, commercial banks lessen the risk of 

financial losses. As a result, loans that mature without any problems generate a larger pool of funds for the 

bank to lend, further supporting economic development. 

 

Individuals: When commercial banks assess risk, they help ensure that loans go to creditworthy 

borrowers. In turn, borrowers typically use loan proceeds to finance major purchases, such as homes, 

education and other consumer spending. The effect of commercial bank lending generates economic 

activity from individuals who now have the necessary funds to finance their own endeavours. 

 

Small Business: Commercial banks also finance business lending in a variety of ways. A business owner 

may solicit a loan to finance the start-up costs of a small business. Once funded, the small business may 

begin operations and embark on a growth plan. The aggregate effect of small business activity generates a 

significant portion of employment around the country. According to the U.S. Census Bureau, businesses 

employing between one and 19 people accounted for 4.4 million jobs in 2004. In contrast, businesses with 

more than 20 employees only accounted for 1.2 million in the same year. 

 

Government Spending: Commercial banks also support the role of the federal government as an agent of 

economic development. Generally, commercial banks help fund government spending by purchasing bonds 

issued by the Department of the Treasury. Both long and short term Treasury bonds help finance 

government operations, programs and support deficit spending. 

 

Wealth: Commercial banks also offer types of accounts to hold or generate individual wealth. In turn, the 

deposits commercial banks attract with account services are used for lending and investment. For example, 

commercial banks commonly attract deposits by offering a traditional menu of savings and checking 

accounts for businesses and individuals. Similarly, banks offer other types of timed deposit accounts, such 

as money market accounts and certificates of deposit. Some investors use these interest bearing, low risk 

accounts to hold money for investment purposes, waiting for attractive investment opportunities to 

materialize 
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CONCLUSION: 

Over a significantly long period of time, countries embarking on a process of development within 

the framework of mixed, capitalist economies have sought to use the developing banking function, 

embedded in available or specially created institutions, to further their development goals. The role of these 

institutions in the development trajectories of late industrializing, developing countries cannot be 

overemphasized. However, as noted above, with financial liberalization of the neoliberal variety 

transforming financial structures, some countries are doing away with specialized development banking 

institutions on the grounds that equity and bond markets would do the job. This is bound to lead to a 

shortfall in finance for long-term investments, especially for medium and small enterprises. Fortunately, 

there are some countries such as Brazil that have thus far not opted for this trajectory. 
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