Bachelor of Arts (Honours) in
Economics
DSE-1
Money Banking and Financial Market

Block - 2
Banking and Global Financial Crisis
UNIT-4: MEANING AND TYPES OF COMMERCIAL
BANKS
UNIT-5: BALANCE SHEET AND PORTFOLIO
MANAGEMENT
UNIT-6: BANKING SECTOR REFORMS IN INDIA,
GLOBAL FINANCIAL CRISIS

The Course follows the UGC prescribed syllabus for BA (Honours)
Economics under Choice Based Credit System (CBCS).

Course Writer
Dr. Ganapati Mendali
Lecturer in Economics
Anchalik Kishan College, Bheden
Dist: Bargarh

Programme Coordinator
Dr. Ashish Dash
Academic Consultant
Odisha State Open University,
Sambalpur

Material Production
Prof. (Dr.) Manas Ranjan Pujari
Registrar
Odisha State Open University, Sambalpur
(CC) OSOU, September 2021. Media and International Communication is
made available under a Creative Commons Attribution-ShareAlike 4.0
http://creativecommons.org/licences/by-sa/4.0

Printed by:

UNIT-4

MEANING AND TYPES OF COMMERCIAL
BANKS

Structure
4.0

Learning Objectives

4.1

Introduction and Meaning of Bank

4.2

Types of Banks

4.3

Functions of Banks

4.4

The Process of Credit Creation and Its Limitations

4.5

Summary

4.6

Additional Readings

4.0

LEARNING OBJECTIVES

After study this unit, you will be able to
•
•
•
•
4.1

Know the meaning of bank
Distinguish between different types of banks
Understand the functions of Bank
Understand the Process of Credit Creation and Its Limitations
INTRODUCTION AND MEANING OF BANK

A bank is an institution which deals with money and credit. It accepts deposits from the
public, makes the fund available to those who need them, and helps in the remittance of
money from one place to another. In fact, a modern bank performs such a variety of
functions that is difficult to give a precise and general definition of it. It is because of this
reason that different economists have provided different definition of the bank.
An exhaustive definition of a bank is given by Sayers. According to him, “Ordinary
banking business consists of changing cash for bank deposits and bank deposits for cash;
transferring bank deposits from one person or corporation (one ‘depositor’) to another;
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giving bank deposits in exchange for bills of exchange, government bonds, the secured
or unsecured promises of businessmen to repay, and so forth.” A bank as said by Kent,
is “an organisation whose principal operations are concerned with the accumulation of
the temporarily idle money of the general public for the purpose of advancing to others
for expenditure”.
Crowther defined a bank which “collects money from those who have it to spare or who
are saving it out of their incomes, and lends this money to those who require it.”
In the words of Kinley “A bank is an establishment which makes to individuals such
advances of money as may be required and safely made, and to which individual entrust
money when not required by them for use.” According to John Paget, “Nobody can be
a banker who does not (i) take deposit accounts, (ii) take current accounts, (iii) issue and
pay cheques, and (iv) collects cheques-crossed and uncrossed-for its customers.”
Banking as defined by Indian Companies Act, 1949, is “the accepting for the purpose of
Indian Companies lending or investment, of deposits of money from the public, repayable
on demand or otherwise, and withdrawable by cheque, draft or otherwise.”

In today's world, a bank is defined as a financial institution that takes deposits and makes
loans. It also deals with credit; it has the ability to create credit, allowing it to expand the
credit multiple times. It is also a one-of-a-kind financial organisation that runs the
country's payment system by originating demand deposits.
4.2

TYPES OF BANKS

The numerous types of banks are as follows:

i.

Commercial banks: Commercial banks are those banks that perform a wide
range of banking services, including receiving deposits, advancing loans,
creating credit, and acting as an agent. They mainly give businessmen and
traders short-term loans. They have also begun to offer medium and longterm loans. The majority of commercial banks are owned by the government.
State Bank of India, Bank of Baroda, Union Bank of India, UCO Bank are
some of India's public sector commercial banks. Certain private sector banks,
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however, operate as joint stock companies. As a result, commercial banks
are also referred to as joint stock banks. ICICI Bank, HDFC Bank, and Axis
Bank are examples of private sector banks in India.
ii.

Industrial banks: Industrial banks are financial institutions that offer
medium term and long-term finance to industries for the purchase of land,
machinery, and other assets. They both underwrite and subscribe to industrial
debentures and shares. These institutions are also referred to as investment
banks. They can also provide information about the state of the economy in
general. Industrial Development Bank of India (IDBI), Industrial Finance
Corporation of India (IFCI), Industrial Credit and Investment Corporation of
India (ICICI), and other financial institutions in India perform the functions
of industrial banks. In India, each state has its own financial corporation.
Development Banks are another name for these organisations. They play an
important part in the country's industrial development.

iii.

Agricultural Banks: Agricultural banks are financial institutions that lend to
farmers for short, medium, and long-term needs. Short-term financing is
available to purchase seeds, fertilisers, and other inputs. Long-term credits are
given to farmers to purchase land, make permanent modifications to land,
purchase agricultural machinery and equipment, and so on. Farmers in India
can get short-term loans from commercial banks, Regional Rural Banks
(RRBs), and agricultural cooperative banks. The Land Development Bank
provides farmers with medium and long-term loans secured by their land. The
National Bank for Agriculture and Rural Development (NABARD) offers
refinancing services to all types of banks that lend to farmers.

iv.

Cooperative Banks: Cooperative banks are financial entities that are based
on the cooperative philosophy. They provide their members short and
medium-term loans. Cooperative credit institutions in India are governed by
the cooperative societies law and play a significant role in satisfying rural
financial requirements. Farmers, rural craftsmen, and other rural residents
have access to agricultural cooperative banks, which accept deposits and
provide loans to them. In cities, cooperative banks exist that execute the
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functions of traditional commercial banks but only lend to their members.
Every state in India has a State Cooperative Bank, which has Central
Cooperative Bank branches at the district level. In turn, the Central
Cooperative Bank has branches in both urban and rural locations. Every State
Cooperative Bank serves as an apex bank, providing credit to Central
Cooperative Banks.
v. Exchange Banks: Banks that deal in foreign exchange and specialise in financing
international trade are known as exchange banks. Foreign exchange banks are
another name for them. They make foreign payments easier by selling and buying
bills of exchange. They play a crucial role in fostering international trade. Other
services provided by these institutions include accumulating and providing
information about international customers, providing remittance services, and so
on. The Chartered Bank, Brindlays Bank, The Chartered Bank, and Citi Bank are
examples of exchange banks.

vi.

Saving Banks: The primary goal of saving banks is to encourage people to
save money and mobilise their tiny savings. This is done in India via postal
saving banks. Accounts are opened, and postal cash certificates are issued.

4.3

FUNCTIONS OF BANKS

In the modern world, banks serve a wide range of purposes. The following sections go
through some of the basic functions that banks conduct.
1. Accepting Deposits:

A bank's primary function is to receive deposits from

individuals and businesses. It takes surplus balances from individuals and businesses
and uses them to fund the short-term demands of commercial activities. As a result,
the first objective is to gather the public's funds. This is accomplished by the bank
receiving deposits from its customers. There are several sorts of deposits, as described
below:
(i) Savings account deposits: These are savings accounts whose primary goal is
to

save money. Individual households can open a savings account. They are a hybrid
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of a

current account and a fixed deposit. They are reimbursable on demand and can

also be

withdrawn by check. However, banks provide this service with some

limitations, such

as allowing four or five withdrawals every month. Savings

account deposits pay less

interest than fixed deposit accounts.

(ii) Current account deposits: Because they are receivable on demand, these deposits
are

referred to as demand deposits. Depending on the account balance, depositors can

withdraw

their cash as many times as they choose. Although the bank offers check writing

services, it

does not pay interest on these deposits. Businesspeople and industrialists who

receive and

make large business payments via checks frequently keep these accounts.

(iii) Fixed or Time deposits: Fixed deposits, often called time deposits, have a
set

maturity date. This is a type of short-term deposit that can last anywhere from a

few

days to several years. These aren't pay-as-you-go, and cheques aren't accepted.

There is a facility of withdrawal after the specified time period has passed. They have a
higher rate of interest. They aren't counted as part of the money supply of a
country.
(iv) Recurring deposit account: The goal of these accounts is to persuade
people,

particularly those on a fixed income, to save regularly. Money in these

accounts is

usually placed in monthly instalments for a set length of time and then

reimbursed to the depositors, together with interest, when the account matures. The
interest rate on

these accounts is similar to that on fixed-deposit accounts.

2. Advancing of loans
A commercial bank's second key function is to provide loans and advances to the public,
primarily to businesspeople and entrepreneurs, in order to generate income. This is, in
fact, the bank's principal source of income. A bank maintains a portion of its deposits as
reserves and distributes (lends) the rest to borrowers in the form of loans and advances.
The following are examples of loans and advances of banks:
i.

Money at call: These are very short-term loans that can be called back by the
bank at any time, usually within one to fourteen days. Usually, these loans are
offered to other financial institutions or banks.

ii.

Cash Credit: A credit limit is initially assigned to an eligible borrower,
within which he is allowed to withdraw a particular amount on a specific
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security. The borrower's ability to withdraw funds is governed by his current
assets, which she/he gives to the bank as collateral in the form of a stock
statement. On the portion of credit that has been borrowed or used, the bank
will charge interest.
iii.

Demand Loans: A demand loan is one that can be brought on demand. There
are no signs of maturity. In one lump sum, the entire loan amount is credited
to the borrower's loan account. Security brokers, for example, who have
variable credit demands, take out such loans against their individual security
and financial assets.

iv.

Short-term Loans: Short-term loans are given out as personal loans to cover
working capital needs or as priority sector advances backed by collateral. The
total loan amount is repaid during the length of the loan, either in one single
sum or in multiple instalments.

v.

Over draft: An overdraft is a loan that permits a current account holder to
overdraw his account up to a predetermined limit. It is a service that allows a
depositor to withdraw funds in excess of his account balance. On the amount
that is overdrawn, customers are charged interest.

vi.

Term loans: These loans have a maturity period that is longer than a year.
The sanctioned amount is either paid to the borrower or credited to their
account. The interest is imposed on the whole amount of the loan, which is
returned in instalments or at maturity.

3.

Credit creation: Credit creation is a bank's one-of-a-kind function. It is, in

reality, a logical by product of the bankers' loan-advancing process. When a bank lends
a customer a loan, it does not give them cash; instead, it opens an account in the
borrower's name and credits the loan amount to it. As a result, whenever a bank provides
a loan, it also makes a matching bank deposit. The act of producing such deposits, which
results in a net increase in the economy's money supply, is known as credit creation. It
depends on the cash reserve ratio.
4. Discounting bills of exchange: A bill of exchange is an agreement to pay a set amount
of money at a future date. It can also be encashed sooner through the discounting process
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at a commercial bank. A bill of exchange, on the other hand, is a document that
acknowledges a debt owing in exchange for goods received. It's a paper asset for a
specified amount due on a specific date that's signed by both the debtor and the creditor.
5. Agency functions
The bank works as a customer's agent and receives a commission for fulfilling agency
responsibilities as follows:
(i) It provides for the inexpensive and easy transfer of funds from one location to another
via demand drafts, electronic transfers etc.
(ii) On behalf of its customers, bank collects cash via cheques, bills, and demand drafts.
(iii) It follows the instructions of its customers in paying taxes, insurance premiums, bills,
and so on.
(iv) In support of its customers, bank buys, sells, and retains stocks and shares in safe
custody.
(v) It provides traders with information about their customers' economic situations, as
well as equivalent information about other traders.

6. Providing basic utility services
The modern banks offer a wide range of common utility services as shown under:
(i) Traveler's cheques and gift cheques are issued by banks.
(ii) The customers can safely store their valuables and essential documents in bank
lockers.
(iii) Underwriting government, public, and private-sector securities are performed by
bank.
(iv) Foreign exchange(currency) purchases and sales are done by bank.
4.4

THE PROCESS OF CREDIT CREATION AND ITS LIMITATIONS

The terms "bank credit" refer to bank loans and advances. To meet depositor demand, a
bank maintains a minimum reserve of a certain percentage of its deposits, and then lends
out the surplus reserve to create income. Rather than being paid directly to the borrower,
the bank loan is deposited to his account. Every bank loan is accompanied by a bank
deposit. As a result, credit creation necessitates a growth in bank deposits over time.
Odisha State Open University, Sambalpur
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Credit creation refers to a bank's ability to increase deposits as a multiple of its reserves.
Credit creation, in essence, is the ability of banks to expand loans and advances, and
hence deposits. With little cash on hand, banks can create a big quantity of fresh
purchasing power. Commercial banks are legitimately referred to as "factories of credit"
or "manufactures of money" because of their various credit-creating powers.
According to Newlyn, “The ability of commercial banks to expand secondary deposits,
either through the act of issuing loans or through the investment of securities, is referred
to as credit creation.” Benham is of the view that “a bank may receive interest simply by
permitting customers to overdraw their accounts or by purchasing securities and paying
for them with its own cheques, thus increasing the total bank deposits.”

Primary deposits are the most basic kind of deposits. A primary or passive account is
created when a bank admits cash from consumers and opens a deposit account in his or
her name. The opening of a main deposit account does not entail the opening of a credit
account. These deposits are essentially exchange currency money into deposit money.
This also does not imply the establishment of credit or money. The bank gives loans and
advances based on these deposits. It is the secondary and derivative deposits, which are
responsible for creation of credit. Credit was created as a result of the development of
derivative deposits. Instead of handing the borrower cash, a bank opens a deposit account
in his name when it offers loans and advances, which is called as secondary or derivative
deposits. The money supply in the form of bank deposits is expanded as a result of the
creation of these deposits.
The procedure of credit creation by the commercial bank is demonstrated using an
example:
Assume the bank's benchmark cash reserve ratio(r) is 10%. Now, if a person P deposits
Rs. 1,000 with the bank, the bank will hold only, say 10% of the money in reserve to
satisfy day-to-day cash demands. The bank then lends the remaining Rs. 900 to person
Q by opening a credit account in his name after holding Rs. 100. The bank provides loan,
the remaining Rs. 810 to person R, after keeping 10% of the Rs. 810. Similarly, the bank
advances Rs. 729 after holding 10% of rupees 729 to person S and so forth.
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Table:4.1: Credit creation or derivative deposit

Rounds

Primary
deposits

1.Person P
2.Person Q
3.Person R
4.Person S
Total

Rs.1,000
Rs. 900
Rs.810
Rs.729
Rs.10,000

Cash reserve
ratio
r =10%
Rs.100
Rs.90
Rs.81
Rs.72.9
Rs.1,000

Credit creation or derivative
deposit
Rs. 900
Rs.810
Rs.729
Rs.647.1
Rs.9,000

This procedure will continue until the first primary deposits of Rs.1,000 and the initial
excess reserves of Rs. 900 results in subsequent deposits of Rs. 900, Rs. 810 and Rs.729,
summed up to Rs.9,000. Bank maintains a certain portion of the total deposits to meet
depositors' cash demands while lending out the remaining access deposits. The cashreserve ratio is the percentage of total deposits that banks are required to retain in cash
reserves to meet depositor demand for cash. The value of the credit multiplier is 1/0.10=
10, which means that credit creation is ten times the initial surplus reserves. Banks have
the ability to multiply a certain quantity of cash into a large amount of credit. The credit
multiplier is the number of derivative deposits made by banks as a multiple of the original
quantity of excess reserves in the multiple credit creation process.

The ratio of cash reserves to deposits determines credit creation. The credit or deposit
multiplier is cm=1/r, where r is the cash-reserve ratio and cm is the credit multiplier. As
a result, the credit multiplier is equal to the reciprocal of the cash- reserve ratio. Table
4.1 also explains the process of credit creation.
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The main points are summed up here:
(i) The bank establishes derivative deposits (i.e. credit) of Rs. 9,000 and total demand
deposits of Rs. 10,000 on the basis of a cash-reserve ratio of 10% and initial primary
deposits of Rs. 1,000. (i.e. primary plus derivative deposits).
(ii) The credit expansion (i.e. Rs. 9, 000) is ten times the excess reserves at the start (i.e.
Rs. 900)
(iii) The credit multiplier will be 10, that is, (1/ cash-reserve ratio) =1/0.1=10.
Limitations of credit creation
The banking system may hypothetically create a limitless quantity of credit by expanding
deposits. However, banks' ability to establish numerous credit or deposits is constrained
by a diversity of factors, as explained below:

1. The amount of cash in the bank: The extent of credit creation is determined by
the amount of cash in the bank. Credit is created in proportion to the amount of
currency in the financial system, and vice versa. As a result, the bank's ability to
create credit is constrained by its cash.
2. Cash reserve ratio: The cash-reserve ratio is inversely connected to the amount
of the credit multiplier. The lesser the volume of credit creation, the higher the
cash-reserve ratio, and vice versa.
3. Leakages: Real credit creation by the banking system may be much lower than
potential credit creation due to certain leakages. There are at least two such leaks
in the credit-generating mechanism:
i)

Excess reserves: Banks may decide to keep excess reserves because they
are unwilling to use their extra funds to offer loans. When there is a
concern of a significant rise in future interest rates, or when the economy
is on the brink of a recession, a situation like this occurs. The credit
multiplier decreases as excess reserves increase.

ii)

Currency Drains: The public may not maintain the entire amount of
loans in the bank and may withdraw some cash to keep with them. The
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banks' ability to create credit is harmed by this cash withdrawal or
currency drain.
4. Borrower accessibility: Banks produce credit through loans and advances. As
a result, the amount of credit created is determined by the availability of
borrowers. There will be no credit creation if there are no borrowers.
5. Other banks' credit policies: It is possible that not all banks will follow the same
loan policy. If certain banks decide not to use their full credit-creation capacity
and instead preserve significant cash reserves, credit creation in the country will
be restricted to that extent.
6. Banking practices: The extent of credit creation is also influenced by the
development of the banking system and people's banking habits. If customers
prefer to make transactions with cash rather than cheques, banks will have less
cash on hand and credit would be created at a slower rate. Banking habits, in turn,
are influenced by the evolution of the banking system.
7. Business situations: The character of business conditions has an even larger
impact on credit creation. During depressions, credit creation will be quite low
because businessmen will not come forward to borrow from banks due to low
profit prospects. Profit expectations are high during periods of business
prosperity, and businesspeople approach banks for loans, leading in greater credit
creation. As a result, during a recession, loan creation will be lower, whereas
during a period of economic expansion, it will be higher.
8. Monetary policy: The amount of credit created is predominantly determined by
the country's central bank's monetary policy. The money supply of an economy
can be influenced by the central bank. It can utilise a variety of credit control
tactics to persuade banks to grow and contract their operations.
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4.5 SUMMARY

This unit discusses the meaning of bank, different types of banks the functions of Bank
and the process of credit creation. Further attempts are made to Understand the
limitations of credit creation.
4.6 ADDITIONAL READINGS

Monetary economics- Paul R.R Monetary economics- Godley Wynne
Monetary economics - Bain. K Monetary economics in globalised financial markets –
Belke Thorsten Polleit Ansgar
Monetary economics Theories evidence and policies- Pierce David. G and Shaw David.
M
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UNIT-5

BALANCE SHEET AND PORTFOLIO
MANAGEMENT

Structure
5.0

Learning Objectives

5.1

Introduction

5.2

Balance Sheet of a Commercial Bank
5.2.1

Assets of the bank

5.2.2

Liabilities of the bank

5.3

Portfolio Management of a Commercial Bank

5.4

Objectives of Portfolio Management

5.5

Summary

5.6

Additional Readings

5.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know
•
•
•
•
5.1

How the Balance sheet of a commercial Bank looks like?
What constitute the Assets of a commercial Bank?
What constitutes the Liabilities of the bank?
About the Portfolio Management of a Commercial Bank and its Objectives
INTRODUCTION

In this unit various aspects with regard to the Balance sheet of a commercial Bank,
Assets of a commercial Bank, the Liabilities of the bank, the Portfolio Management of a
Commercial Bank and its various objectives have been discussed.
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5.2

BALANCE SHEET OF A COMMERCIAL BANK

The balance sheet of a commercial bank displays the institution's operations. It's a
financial statement that shows the bank's assets and liabilities at the end of the year on a
certain date. Liabilities means that all debt items indicating the bank's commitments or
other claims against the bank. A bank's assets are the items from which it derives revenue
and profit. On the balance sheet, the assets are on the right side, while the liabilities are
on the left. The balance sheet demonstrates how a bank raises cash and invests them. The
assets and liabilities of a bank must be in balance. In India, every commercial bank is
required to publish a balance sheet at least once a year.
Table: 5.1: Balance Sheet of a Bank
Liabilities
1. Share capital
2. The Reserve Fund
3. Deposits
4. Borrowings from other banks
5. Acceptance and endorsement of bills of
exchange
6. Miscellaneous liabilities

Assets
1. Cash
2. Money at call and short notice
3. Purchased or discounted bills
4. Investments:
5. Advances and loans:
6. Acceptances and
Endorsements
7. Permanent assets

5.2.1 Assets of the bank
The asset side of the balance sheet of a bank demonstrates how the bank's funds are used.
Assets of a bank are those items that generate revenue and profit for it.
1. Cash: Cash is the most liquid yet non-producing asset. To meet the cash
requirements of its deposits, a bank keeps a specific amount of cash on hand. The
bank's cash consists of currency and coins in hand, cash held by the country's
central bank; and cash held by other banks and its branches. This is a proportion
of the company's total liabilities that it is obligated by law to maintain. Cash
reserves do not generate profits for the bank, but they are necessary to meet the
demands of its depositors.
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2. Money at call and short notice: Money on demand and short notice are the
loans that the bank can collect on demand or at a very short notice. These loans
are only available for a maximum of 15 days. These loans are given to bill
brokers, discount houses, and acceptance houses for relatively short periods of
time i.e., fifteen days of demand. On these loans, the banks charge a low interest
rate.
3. Purchased or discounted bills: The bank invests in treasury bills, which it then
discounts. The bank collects the amount of the bills when they reach maturity.
These are also called the Short-term self-liquating assets because the money will
be reimbursed at the end of the business transaction. These are suitable for
rediscounting with the central bank in the event that the bank requires cash before
the bills mature. They also provide the banks with a good return in the shape of
interest. As a result, these bills are regarded as ultimate bank assets.
4. Investments: Bank invest some funds in high-yielding assets, such as
government bonds, state bonds and fixed-income debentures or bonds such as
industrial shares. Government securities are quietly safe as these are guaranteed
to be repaid at maturity. Furthermore, banks can borrow against these assets from
central banks. Investments in industrial stocks generate a fair return. However,
these could entail risks.
5. Advances and loans: Loans and advances are the most lucrative source of bank
assets as the bank charges interest at a rate higher than the bank rate. Advances
are given for a short period of time while loans are for a longer length of time.
Cash credits and overdrafts are used to fund advances, while recognised securities
are used to fund loans. Although advances yield greater rates, they are not popular
when it comes to the bank's liquidity and safety.
6. Acceptances and Endorsements: The bank earns money by charging a small
commission on all acceptances and endorsements.

The amount of the bill

becomes the customer's obligation and the bank's assets when a bank accepts or
endorses bill of exchange for its clients.
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7. Permanent assets: The value of the bank's permanent assets, such as property,
furniture, and fixtures, are represented on the balance sheet after depreciation is
taken into account each year. These assets do not contribute to the bank's income
and make up a negligible portion of the bank's total assets.
5.2.2 Liabilities of the bank
The liabilities of the balance sheet is made up of the following components:
1. Share capital: share capital is one of the important liabilities of a joint stock
bank. It is made up of the contributions made by the shareholders. Share
capital is of many types such as authorised capital, issued capital, subscribed
capital and paid up capital. It is in fact, the paid-up capital, which comprises
the liability of the bank.
2. The Reserve Fund: The Reserve Fund is made up of un-distributed profits that
have accrued over time. Usually, all of the bank's profits are not paid to the
shareholders; a portion is kept undistributed for satisfying contingencies. The
reserve money, on the other hand, is owned by the shareholders.
3. Deposits: Deposits are the bank's obligations to its customers. These are the
primary source of funds for the bank's investments, as well as an indirect
source of income. The bank lends the remaining money on interest by holding
a assured percentage of its time and demand deposits in cash.
4. Borrowings from other banks: To accommodate the increasing demand for
money, the bank may borrow loans from other banks on a short basis. The
central bank of the country, which is the lender of last resort, normally lends
the bank secured and unsecured loans. Secured loans are backed by
recognised securities, while unsecured loans are backed by the central bank's
reserve funds. All of these loans constitute borrower bank's obligation.
5. Acceptance and endorsement of bills of exchange: By accepting or endorsing
bills of exchange on behalf of its customers, the bank generates liabilities. The
bank takes on the responsibility of paying the bill's amount on maturity using
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this facility. These are the claims on the bank that must be met when the bills
mature.
6. Miscellaneous liabilities: The bank is also liable for a number of other
obligations. Contingent liabilities are unanticipated claims on the bank, such
as outstanding forward exchange contracts, claims on unsecured loans, and so
on. Profits payable to shareholders are also a liability on the bank.

5.3

PORTFOLIO MANAGEMENT OF A COMMERCIAL BANK

The main aim of a commercial bank is to make profits, which is mainly determined by
its investing strategy. The way it manages its portfolio investment, in turn, determines its
investment philosophy. The investment policy of a commercial bank derives from a
straightforward application of portfolio management theory to the specific conditions of
commercial banks. Portfolio management is the careful management of a bank's assets
and liabilities in order to achieve the best possible balance of liquidity, profit, and safety.
A bank buys and sells income-generating assets. The bank's portfolio is made up of these
assets as well as its cash. The assets from which a ban earn are made up of (a) securities
issued by the state and central governments, local governments, and government
institutions, and (b) financial obligations issued by businesses, such as promissory notes,
bills of exchange, and so on. The earning assets are an important source of revenue for a
bank. The approach banks handle their portfolios can have a significant impact on
financial markets, borrowing and spending behaviour of household and business, and the
economy in total.
5.4

OBJECTIVES OF PORTFOLIO MANAGEMENT
A prudent bank follows three key objectives of portfolio management: (1) liquidity,

(2) solvency, and (3) profitability. Portfolio management is to strike the best possible
balance between competing objectives such as liquidity, solvency, and profitability.
1. Liquidity
A commercial bank's assets must have a higher level of liquidity. The ease and certainty
with which assets can be converted into cash is referred to as liquidity. Because a bank
preserves a modest percentage of its assets in cash, its liabilities are considerable in
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comparison to its assets. Its liabilities are payable on demand and at short notice. As a
result, so as to be profitable, the bank must have a sufficiently large share of its assets in
the shape of cash and liquid assets. If the bank prioritises liquidity, its profit will come
down. Conversely, if it pays no attention to liquidity in favour of increased profits, it
will also be distressing. As a result, when managing its investment portfolio, a bank must
strike a balance between the goals of liquidity and profitability. The right balance must
be struck while maintaining a high level of safety.
A commercial bank can access a variety of assets with varying levels of liquidity. Money
in cash is the most liquid of all assets. The next largely liquid assets include deposits with
the central bank, treasury bills and other short-term bills issued by the central and state
governments, as well as call loans to other banks, corporations, dealers, and brokers in
government securities. Consumer loans of various types, as well as long-term bond and
mortgage investments, are less liquid assets. As a result, borrowing from other banks and
the central bank, as well as sales of assets, are among a bank's key sources of liquidity.
Required cash reserve, banking practices, banking arrangement, character of money
market, nature of economy, character of business conditions, seasonal conditions, type
of depositors, and clearing house activities are all factors that affect liquidity.
2. Solvency or safety

Solvency refers to a bank's obligations being equal to or greater than its assets. The
connection between a bank's liabilities and assets determines its solvency. It suggests that
the assets and liabilities are at least equal. According to Chandler, “A bank is solvent
when the value of its assets is at least great enough to cover all its liabilities except those
to its owners; it is insolvent when the value of its assets is insufficient to cover all the
non-owner claims against it.”
A commercial bank constantly functions in an uncertain and risky environment. It is
unsure of the amount and cost of capital it can obtain, as well as its future earnings. It
also has to deal with two sorts of risks: (i) market risk and (ii) default risk. When the
market rate of interest rises and the prices of debt obligations fall, market risk occurs.
Default risk happens when the bank believes that the debtors will not be able to repay the
principal and interest on time.
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A commercial bank must ensure the safety of its assets in light of these dangers. It's also
illegal to take big risks because it has to retain a high ratio of fixed liabilities to total
assets with itself and with the central bank in the shape of cash. However, if the bank
rigidly adheres to the safety principle and holds only the safest assets, it will be unable
to expand loans. As a result, it will lose customers to rival banks and earn a meagre
profit. If the bank, on the other hand, takes on too much risk, it may face serious
consequences. As a result, a commercial bank "must evaluate the amount of risk
associated with the various types of accessible assets, compare anticipated risk
differentials, consider both long- and short-run ramifications, and strike a balance."
Embezzlement or loss of assets, risk of non-payment, and fluctuations in interest rates
are all factors that contribute to insolvency.
3. Profitability
Profit maximization is one of a bank's major objectives. Profit is vital because depositors
must be paid interest, employees must be paid compensation, shareholders must be paid
dividends, and other expenditures must be met. It can't afford to hold a large sum of
money in cash because it will result in a loss of revenue. Profitability and liquidity, on
the other hand, don't have much of a problem. Liquidity and safety are paramount,
whereas profitability is secondary, because a bank's basic existence is dependent on the
first two.
These three opposing goals of portfolio management lead to a consensus that a bank must
find a careful balance between liquidity and safety in order to make more profit.
5.5

SUMMARY

This unit covers the Balance Sheet of a Commercial Bank which includesAssets and
Liabilities of the bank, Portfolio Management of a Commercial Bank and the Objectives
of Portfolio Management.
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6.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know
•
•
•

6.1

Banking Sector Reforms in India
The journey ahead
Policy Responses

INTRODUCTION

The focus of this unit would be the reforms in banking sectors, policy responses and the
journey ahead. In addition, this unit also discusses the Global Financial Crisis and Policy
Responses in India.
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6.2

BANKING SECTOR REFORMS IN INDIA

The rationale for banking sector reform in India is to improve the banking sector's
overall performance. Following the government of India's implementation of the policy
of economic liberalisation and globalisation, the Indian banking sector must increase
operational efficiency in order to boost the health and financial reliability of banks and
satisfy internationally acceptable performance criteria. It was imperative that India be
prepared to compete on a global scale. India's financial reforms were aimed at increasing
stability, efficiency, and competitiveness of banks. It removes operational inflexibility
from the credit distribution system, assuring effective allocation and maximising social
welfare. Following independence, banks mostly served the urban population and
remained out of reach for the rural people. Moneylenders were still the go-to source of
loans for a huge portion of the rural populace. That is the reason the government
nationalised banks in 1969 for the first time in India's history. In 1985, the banks were
nationalised for the second time.

The Indian economy has faced a number of challenges, together with an unstable political
climate, a persistent fiscal deficit, double-digit inflation, and a balance of payments
problem, among others. The budgetary position, which had been strained throughout the
1980s, reached a critical point in 1990-91, with the foreign payment issue and rising
inflation both peaking in the middle of 1991. Real GDP growth fell, partially as a result
of poorer industrial growth and partly as a result of lower agricultural output. Lower
government investment, non-availability of inputs due to import restrictions, and
recession in the industrial economy due the aftermath of the Gulf crisis, as well as the
collapse of the former Soviet Union, all had an impact on the banking industries. All of
these considerations prompted India's banking system to undergo a major reform.
The reforms in the banking industry were implemented based on the suggestions of
various committees, as follows:
(i) The first Narasimhan Committee (1991),
(ii) The Verma Committee (1996),
(iii) The Khan Committee (1997), and
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(iv) The Second Narasimhan Committee (1998).
6.2.1 First Phase of Banking Reform: The Narasimham Committee-I
The Government of India established a High-Level Committee to restore commercial
banks' financial strength and make their operations more competent and lucrative. The
committee was designated "The Committee on Financial System" (CFS) and was chaired
by M. Narasimham. He was part of a committee of nine members. The committee
delivered its report in November 1991, which laid the groundwork for India's firstgeneration banking reforms.
The committee's objectives are listed below:
i.

Make proposals for upgrading and modernising organisational processes,
procedures, and management policies.

ii.

Make proposals for improving the system's competitive viability so that banks
and financial institutions can better adapt to changing credit demands in the
economy.

iii.

Examine the cost, composition, and sufficiency of various financial institutions'
capital structures and provide suitable recommendations.

iv.

Examine the relative responsibilities of various types of financial institutions in
the financial system and give commendations for balanced expansion.

The government of India has accepted and implemented several of the committee's
recommendations.

i.

Financial Health Improvement- The first and most important measure was to
enhance banks' financial soundness. These policies attempted to reduce banks'
vulnerability in the face of economic fluctuations. The implementation of
prudential regulations that were more or less in line with worldwide standard
was one of them.

ii.

Financial Statement Transparency- The Committee believed that the balance
sheets of banks and financial institutions should be made public, with full
disclosures as needed by the International Accounting Standards Committee.
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To comply with this instruction, the RBI modified the style of bank balance
sheets in the year 1992.
iii.

Strengthening Institutions- A favourable institutional environment for bank
development must be built; hence one of the most significant aspects of
banking sector reform was to strengthen the banking system's institutional
foundation. The initiatives included various numbers of steps such as
permitting new private-sector banks to be licensed, allowing public-sector
banks to borrow capital from the market, and establishing Debt Recovery
Tribunals to pact with advances obliged to commercial banks.

iv.

Fund for Asset Reconstruction- The Committee recommended that an Asset
Reconstruction Fund (ARF) be established to occupy problematic and
dubious assets on banks' and Development financial institutions (DFIs)
balance sheets at a discount, allowing the banks to reprocess the capital gained
through this procedure into fresh fruitful assets. Independent auditors will
ascertain the discount rate, which will be based on clearly defined rules.

6.2.2

Second Phase of Reforms: Narasimham Committee-II

In 1998, the Government set up Committee on Banking Sector Reforms in India under
the chairmanship of M. Narasimham in order to re-evaluate the progress of banking
sector reforms so far and plan a programme of financial sector reforms necessary to
reinforce the Indian Financial System which can compete globally. By the year 2000, the
Committee suggested that all government securities be marked to market, and market
threat for government and approved securities be weighted at 5%, up from zero earlier.
According to the study, the risk influence for a government guaranteed advance has to
be identical as for other advances.
The following are the advantages of the Second Phase of Banking Sector Reforms in
India as recommended by the Narasimham Committee.

Branch Licensing Deregulation: Following the recommendations of the Narasimham
Committee on branch licensing restrictions, the RBI altered its licensing policy in 1992
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to provide banks the operational authority to reconcile their branch networks. The
Committee proposed that branch licensing has to be eliminated and that the decision to
open or close branches (other than branches for the time being) be left to individual
banks' business decisions. Without previous RBI clearance, banks were permitted to
relocate existing branches within the same area, build definite kinds of specialised
branches, change unprofitable rural branches into satellite offices, outgrow a branch's
business, and start extension counters and administrative entities.

Disclosure Requirements and Prudential Norms: In terms of income recognition, the
Committee suggested phasing in a 90-day rule, under which income ceases to accrue if
interest on an instalment of principle is not paid within 90 days, by the year 2002, as
opposed to the previous 180-day rule. It also proposed a universal stipulation on standard
assets, which had hitherto been absent. In terms of future loans, practical standards such
as income recognition, asset categorization, and provisioning should be applied to
government guaranteed advances in the matching manner that they are to other types of
advances. India's banking sector reforms aided in the transformation of the Indian
economy.

Capital Adequacy: Given the current state of the economy, the Committee
recommended that market risk, defined as the risk of losses resulting from market price
changes in on and off-balance sheet positions, be agreed larger consideration. According
to the report, the RBI should strive to apply the Basel rule adjustment, which is a
benchmark evaluation method that employs a building block approach where specific
risk and 86 general market risks happening from debt and equity situations are measured
independently.
6.3 POLICY RESPONSES
From October 2008, monetary policy of Reserve Bank of India (RBI) altered gears and
turned expansionary in response to the global financial crisis and its anticipated negative
impact on the Indian economy. The RBI was able to move its attention from inflation to
growth due to the quick decrease in Wholesale Price Index (WPI) inflation, which fell
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from a height of nearly 13% in August 2008 to less than 1% in April 2009. The RBI has
pumped a significant quantity of cash into the economy in the course of a sequence of
lowering policy rates since October 2008. The cash reserve ratios (CRR) of banks have
been decreased from 9% to 5%, and the repo rate has been cut by 425 basis points.
Furthermore, the reverse repo rate was steadily cut from 6.0% in November 2008 to
3.25% in April 2009 in order to dissuade banks from depositing overnight cash at the
RBI. The statutory liquidity ratio (SLR) has been reduced by one percentage point.

Aside from that, assured unique refinancing plans have been announced to help few
sectors strengthen their liquidity. Since September 2008, the CRR has been reduced by
400 basis points, resulting in a US$32.7 billion inoculation. Additionally, the market
stabilisation plan has been unwound, resulting in a total injection of US$12.9 billion. A
total of almost US$80 billion had been put into the system as of April 2009. The
commercial banks' prime lending rates have fallen from 13.75-14.0% in October 2008 to
12.0-12.5% in January 2009 as a result of the policy rate decreases. The overnight money
market rate has been maintained inside the liquidity adjustment-facility passage, while
call money rates have stayed steady at low levels.
In addition to the aforementioned steps, the RBI has liberalised external commercial
borrowings (ECB) and foreign institutional investors (FIIs) related regulations. To
persuade foreign portfolio investors, the FII cap on corporate bonds has been raised from
US$6 billion to US$15 billion. Simultaneously, developers have been authorised to hoist
ECBs for integrated township projects, and Non-Banking Financial Companies (NBFCs)
specialising in infrastructure investment have been permitted to obtain ECBs from
international or bilateral financial institutions in an effort to enhance the construction
sector.

With respect to fiscal front, the government of India have taken a series of measures to
combat the crisis. The key components of the three post-December 2008 stimulus
packages include augmented government spending on infrastructure, declines in indirect
taxes, and support for export-oriented enterprises. The Indian government has raised
budgeted infrastructure investment by US$4 billion and permitted state governments to
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have a loan of an additional US$6 billion from the market in an effort to enhance
infrastructure spending. This has been identified as the most valuable weapon for
combating economic depression. Aside from that, the India Infrastructure Finance
Company Limited (IIFCL), a special purpose vehicle (SPV) founded in 2007, has been
granted authorization to issue US$6 billion in interest-free bonds to recapitalize long
term credit for a variety of infrastructure ventures.

To boost domestic demand, the central excise levy on all products excluding petroleum
products was steadily reduced from 14% in December 2008 to 8% in March 2009.
Similarly, the services tax rate has been reduced from 12% to 10%. The government has
also granted some aid to export-oriented sectors by subsidising exporters' interest
expenses by up to 2%, conditional on a least rate of 7% per year. It has also set aside
US$240 million for a complete refund of terminal excise duty or central sales tax, if
appropriate, and an additional US$80 million for a range of export encouragement
programmes. During the fiscal years 2008-2009, the Indian government increased its
spending by 6% of GDP.

6.4

THE JOURNEY AHEAD

The JAM (Jan-Dhan, Aadhaar, and Mobile) trinity has been implemented in the banking
sector since 2014. The allotment of licences to Payments Banks and Small Finance Banks
(SFBs) are introduced to provide last-stretch link in the financial inclusion initiatives. By
the conclusion of FY 2019-20, SFBs had mobilised ₹82,488 crore in deposits and
provided credit of ₹90,576crore to small and marginal farmers and MSMEs (micro,
small, and medium enterprises).
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6.5 GLOBAL FINANCIAL CRISIS AND POLICY RESPONSES IN
INDIA

The grimness of the global financial crisis of 2008 was assessed by the sharp decrease
in the equities markets of advanced industrialised economies. The Wall Street lost a
remarkable US$8 trillion in market value in a short period of time when the sub-prime
housing bubble crashed. Surprisingly, in compared to US markets, the loss in market
capitalization and share prices in other countries has been significantly higher. As credit
markets solidified, aggregate demand of major advanced economies collapsed, and
commodity prices plunged prompted exporters to cut back on spending and laid off
enormous people. This resulted in the financial crisis swiftly developed into a fullfledged worldwide economic slump. Also industrial production has dropped dramatically
across the globe. Major advanced economies and big economies, such as India and the
People Republic of China, saw a dip in industrial production In the fourth quarter of
2008.

India's budding linkages to the world economy make it improbable that it will be immune
to or isolated from the global crisis. Due to its limited activities outside of India and
exposure to sub-prime lending by foreign investment banks, the Indian banking sector
was largely unscathed by the global crisis. India was affected by the global crisis in three
ways: trade flows, exchange rates, and financial markets channels. The banking sector,
equity markets (which are affected by foreign institutional investment [FII] flows),
external commercial borrowings (ECBs) those fuel corporate investments, foreign direct
investments (FDI), and remittances are all part of the financial sector. The global
financial crisis had a diverse impact on these different financial sub-sectors. Here we
discuss the impact of financial crisis on banking sector at large.
Because of conservative legislation and an upbeat regulator, the Indian banking system
has been remarkably unaffected by the global crisis, at least straight away. The Reserve
Bank of India (RBI) enforced an upper provisioning prerequisite on commercial bank
loans to the real estate sector. It helped to keep a real estate price bubble from forming.
This is one of the hardly any occasions where a central bank's countervailing capital
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stipulation consent has been implemented globally. In broad, Indian banks were not
excessively exposed to subprime lending. One of the big private sector banks, ICICI
Bank only was exposed, but it shunned a disaster because to its tough balance sheet and
rapid government action, which effectively insured its deposits. The banking industry as
an entity has kept its balance sheet in good shape. In veracity, Indian banks had a good
third quarter in FY2008, which was a terrifying period for numerous large financial
institutions throughout the world. The banking industry eye witnessed an increase of
43% in profit in contrast to an absolute drop in the profitability of non-financial business
enterprises. The RBI's strict oversight of appropriate lending standards, combined with
a ban on complicated arrangements like synthetic securitization, ensured that banking
assets were of superior quality. Non-performing assets as a percentage of gross advances
have been considerably below regulatory standards. Furthermore, Indian banks are
adequately funded and better positioned to withstand the economic crisis, with an average
capital risk weighted assets ratio (CRAR) of 13%.

The indirect repercussions of the crisis, on the other hand, have wreaked havoc on Indian
banks. Following the failure of Lehman Brothers, the global liquidity crunch drove Indian
banks and businesses to shift their loan demand from foreign to domestic sources. The
liquidity position in the domestic market was severely squeezed as a result of this move,
and short-term lending rates skyrocketed. In October 2008, the inter-bank call money
rate surged to 20% and stayed there for the next month. This credit crisis, combined with
the thrashing of confidence that followed the bankruptcy of Lehman Brothers, increased
risk aversion among Indian banks, limiting loan expansion in the domestic market. Nonfood credit growth slowed in November 2008 and turned negative in January 2009,
breaking the trend. Non-food credit expansion declined by more than 68% in the last five
months of FY2008-2009 as compared to the same period the preceding financial year,
indicating the severity of the crisis.
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6.6 SUMMARY

The reforms in the banking sector has got influenced by the report of various committees
including: The suggestions of various committee including the first Narasimhan
Committee (1991), the Verma Committee (1996), the Khan Committee (1997), and the
Second Narasimhan Committee (1998) have been discussed. In this unit the reforms in
the banking sector along with the policy issues and the journey ahead are the key points
of discussions. In addition, the global financial crisis and the policy responses have also
been discussed.
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