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PREFACE

We have great pleasure in presenting the new revised edition of our book ‘Business
Economics’ for students of Third Year B.Com., Fifth Semester, University of Mumbai. The
discussion in the book is divided into three modules. The coverage, organisation and
contents of these modules are as follows:

Module 1 on ‘Commercial Banking’ discusses assets and liabilities of commercial
banks, trade off between liquidity and profitability, Narasimham Committee Reports on
Financial and Banking Sector Reforms, banking developments in India during the
pre-nationalisation phase and post-nationalisation phase, deposit mobilisation and bank
lending trends, banking sector reforms, group-wise performance of the banking sector, and
new technology in banking in India.

Module 2 on ‘Central Banking’ discusses the general central banking and
developmental functions of Reserve Bank of India, monetary policy of the Reserve Bank of
India, control of currency and credit by the Reserve Bank of India, short-term liquidity
management by the Reserve Bank of India, and issues pertaining to microfinance and
self-help groups.

Module 3 on ‘Financial Markets’ discusses the Indian money market and the Indian
capital market in detail. The chapter on Indian money market discusses the unorganised and
organised sectors of the Indian money market, features of the Indian money market, and
money market reforms in India. The chapter on Indian capital market highlights the role of
capital market in industrial growth, capital market reforms undertaken to strengthen the
capital market in India, role of SEBI, mutual funds, and forward, future and commodity
markets.

It has been our endeavour to ensure that the coverage of all topics listed in the syllabus
is comprehensive and exhaustive. The style adopted is direct and presentation simple so
that the students do not have any problems in understanding the arguments. Important
definitions and statements have been highlighted in bold letters for the convenience of
students. Each chapter is followed by a summary of main points contained in the chapter.
At the end of each chapter, a list of questions divided into objective questions, core
questions and explanatory notes has been given for the practice of students.

We take this opportunity to thank our publishers M/s Himalaya Publishing House
Private Ltd. for their wholehearted support and cooperation in preparing the book.
Suggestions are welcome from all quarters.

V.K. Puri
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Commercial Banking

A modern commercial bank is a complex organisation. It performs a wide variety of functions.
Today, commercial banks have acquired a unique position in the money markets of developed and
underdeveloped countries alike. In an economy where most savings are done by households and
investments are made exclusively by the private enterprises, but for the effective mobilisation of
savings by the commercial banks, present level of investment activity could not be achieved. In
mobilising savings for productive purposes, it is beyond doubt that some other financial institutions
also play an important role, nevertheless, commercial banks alone have the distinction of credit
creation. As a matter of fact, the money which they create has become much more important in the
western society than the one created by the central banks having legal backing.

According to R.S. Sayers, “Banks are institutions whose debts usually referred to as bank
deposits — are commonly accepted in final settlement of other people’s debts.”

Sayers’s approach not only helps in distinguishing commercial banks from a central bank, it also
underlines the basic nature of commercial banking. A modern commercial bank is not just a
moneylender, it is a creator of credit, and Sayers’s definition focuses its attention on this particular
aspect of banking.

In the present chapter devoted to a discussion of commercial banks, we propose to address the
following issues:

 Assets and liabilities of commercial banks.
 Trade off between liquidity and profitability.

ASSETS AND LIABILITIES OF COMMERCIAL BANKS
Analysis of assets and liabilities of a commercial bank usually begins with the examining of its

balance sheet.
The bank’s balance sheet is a statement which records all of its assets and liabilities. In fact, a

bank’s whole business gets reflected in its balance sheet.
An additional merit of the bank’s balance sheet is that it clearly indicates all such ratios at which

the bank organises its activities. Balance sheets of other companies necessarily do not reveal complete
information about their business and financial viability, whereas the bank’s balance sheet clearly
reveals both weak and strong aspects of its business. Generally, banks prepare their balance sheet at
the end of the financial year. Detailed information about the assets and the liabilities is provided in the
balance sheet. On the assets side of the balance sheet cash, money at call and short notice, bills
discounted or purchased, investment in government securities, shares, debentures, bonds and gold,
loans and advances including cash credit and overdraft, bills received for collection, acceptances,
endorsements etc., premises, furniture and such other assets and non-banking assets are shown. On
the liabilities side of the balance sheet share capital, reserves and funds, deposits, borrowings from
other banking companies, bills payable, bills for collection etc., acceptance endorsements and such
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other obligations and contingent liabilities are shown. Balance of the profit and loss account may
appear on any side of the balance sheet. The bank’s balance sheet in a simplified form is given below.
It clearly shows its assets and liabilities.

SAMPLE FORM OF A BANK’S BALANCE SHEET

Liabilities Amount Assets Amount
Capital
(i) Authorised

(ii) Issued
(iii) Subscribed
(iv) Paid-up
Shares
(i) Preferential Shares

(ii) Ordinary Shares
(iii) Deferred Shares
Reserve and Funds
Deposits and other accounts
Borrowing from other banking companies,
Agents, etc.
Bills payable
Bills for collection etc.
Other liabilities
Acceptances, endorsements and such other
obligations
Profit and Loss Account
Contingent Liabilities

Cash
(i) Cash in hand

(ii) Cash with the Central Bank and other
banks

Money at call and short notice Bills
discounted or purchased Investments
(i) Securities of Central and State

Governments and Treasury Bills
(ii) Shares

(iii) Debentures and Bonds
(iv) Gold
Loans and Advances including cash credit
and overdraft.
Bills received for collection, acceptances,
endorsements, etc.
Premises, furniture and other assets
Non-banking Assets.
Profit and Loss Account

ASSETS OF A COMMERCIAL BANK
Assets of a bank are shown in its balance sheet in order of their liquidity. Cash being the most

liquid assets is shown first. Banks generally invest their resources in two types of assets: (i) Profitless
assets, and (ii) Profitable assets. By profitless assets we mean those assets which do not bring any
return to the bank. Nevertheless, a bank cannot manage without them. A part of bank’s resources are
to be invested in dead stock, such as building, furniture, etc. Another part of its resources is kept in
the form of cash in hand and cash with other banks. Maintenance of cash reserve is necessary for
preserving sound liquidity position. Among the profitable assets, one can mention loans and advances,
bills discounted and purchase of all kinds of securities.
Bank’s Profitless Assets

Bank’s profitless assets are mainly two: (i) cash, and (ii) dead stock.
1. Cash. A bank receives innumerable payments everyday from its depositors and other

customers. It has also to make equally large number of payments. Thus, there is a continuous flow of
cash between the bank and its customers and rarely a bank finds that its receipts are equal to its
payments. When a bank’s receipts are larger than its payments, it does not require any cash balance
with it to meet the demands of its depositors. But quite often, a bank’s receipts are less than the
payments which it is required to make. Under these circumstances, the excess demand can be met
only if the bank maintains some cash in hand. But how much cash balance a bank should have on any
particular day cannot be decided easily. There cannot be any set rule about it. Each bank has its own
specific requirements which are determined by the particular conditions under which a bank does its
business. Therefore, it is quite obvious that a uniform cash ratio cannot be recommended to all banks.
A big commercial bank normally manages with a relatively lower cash ratio. If small banks also plan



their cash balances accordingly, their liquidity position may not turn out to be sound in view of their
specific cash requirements.

2. Dead-stock. Dead stocks are profitless assets of commercial banks. A bank’s building,
furniture etc., are not directly profitable as they do not bring any return to it. But no bank can manage
without them. Quite often the impressive establishment of a bank raises its goodwill in the market and
attracts a good number of customers. Naturally, when a new bank is established or an old opens new
branches, it spends a lot of money on dead-stock. An old bank, if it does not open new branches will
not be required to incur much expenditure under this head.
Bank’s Profitable Assets

Money at call and short notice, bills discounted, loans and advances, and security holdings
constitute a bank’s profitable assets.

1. Money at call and short notice. Under this head, all such loans are included which a bank
can get back at call or short notice. From liquidity point of view, this is the most liquid profitable
investment. Money at call and short notice is generally safe because it is not blocked for a long period.
The rate of interest, however, on these lendings is low. The stock brokers, dealers in commercial bills
and discount houses are generally interested in taking loans for very short period and they are willing
to return them at short notice. Since the borrowers of these funds indulge in highly risky activities,
bank generally insist on collateral securities. Ordinarily banks do not have any difficulty in getting
their money back from the borrowers, but if somehow these loans are not repaid, then they recover
their money by disposing off the security. In some countries, call loans are obtained by commercial
banks among themselves. India too has developed an inter-bank call money market.

2. Discounting of bills. Commercial banks also make investments in bill and promissory notes.
Among bank’s profitable investments from liquidity point of view, bills rank second, next only to
money at call and short notice. Investment in bills is commonly treated as the ‘third line of defence.’
Since the maturity period of bills of exchange generally does not exceed ninety days, banks receive
the payments of bills discounted by them in less than three months. If some commercial bank is in
dire necessity of funds, it can rediscount these bills from the central bank or can sell them in the
market. Apart from discounting of bills of exchange, commercial banks buy and sell treasury bills and
promissory notes. In recent years, popularity of treasury bills has considerably increased and now
commercial banks generally prefer to make their investments in them. Though the rate of interest on
treasury bills is invariably low, yet commercial banks’ preference for them is due to their easy
marketability. Moreover, investments in treasury bills are quite safe.

3. Loans and advances. The major part of a bank’s resources goes into loans and advances. As a
matter of fact, this is the main source of their income. Broadly bank loans can be classified into three
categories, viz., ordinary loans and advances, overdraft and cash credit. Generally banks prefer to
have some collateral security alongwith the personal security of the borrower. Sometimes loans are
given to sound parties against their personal security. Such loans are known as unsecured loans.
Banks have to be very careful in respect of giving loans, but it is rather difficult to suggest any criteria
which may be valid for universal application. Money markets in different countries are not equally
developed and banking practices are not the same everywhere. Therefore, banks generally decide their
lending policy in the light of specificity of their experience. Commercial banks in their dealings with
their customers find that they cannot pursue a uniform policy and each customer is to be tackled
individually. If this is so, then we cannot lay down even broad principles of lending policy. We can,
however, suggest that a bank must take certain precautions while formulating its lending policy.

First, a bank should not sacrifice liquidity of its assets, because lack of it may at anytime land a
bank’s solvency into danger. In view of this risk, a bank should give loan preferably for short periods.
From the history of commercial banking in various countries, now plenty of evidence is available



about the banks which gave loans for long periods and their indiscretion in this regard eventually
caused their failure.

Secondly, bank should avoid giving loans for consumption and speculation. Recovery of loans
given for unproductive activities is generally difficult. A speculator may suffer heavy losses and may
become bankrupt. Similarly consumers, if they develop a bad habit of living beyond their means, will
find it difficult to repay loans. Therefore, as a matter of policy, banks should give loans for productive
purposes only.

Thirdly, as far as possible, banks should avoid giving loans on personal security. This policy
will avert unnecessary risk. While accepting a collateral security, a bank should ascertain not only its
market value but also its marketability. Moreover, a bank should not accept securities lacking
stability in their values. Immovable property and non-marketable securities should not be accepted
ordinarily. Special care has to be taken about the margin between the value of the security and the
amount of loan.

Fourthly, in order to distribute risk, banks should avoid giving loans only to a few parties. It is
risky to put all the eggs in the same basket. When loans are given to a large number of borrowers,
continuous flow of money is maintained. Regional or sectoral concentration of loans is also risky and
has to be avoided as far as possible.

Fifthly, a bank should be particular about the repayment of its loans. In finalising the terms and
conditions of loans, it should not ordinarily agree to renewals of loans. In the absence of renewal
position, banks will be able to get their money back at regular intervals.

Sixthly, banks should have adequate information about the conduct and financial position of the
borrower. There cannot be a better guarantee of the repayment of the loan than this.

Finally, a bank should maintain a proper ratio between its balances and deposits. If any bank
indulges in indiscriminate credit creation and jeopardises its liquidity position, it will surely weaken
its financial viability.

4. Security holdings. Commercial banks make large investments in securities as their
profitability is considerably larger than that of money lending. But investments in securities require
great caution. Banks ordinarily prefer those securities against which they can get loans from the
central bank or if that is not possible, then there should exist a ready market for them. These
investments are not only quite safe, but they also ensure regular income to banks. Commercial banks’
preference for the Central and State government securities is the highest. Second in order of
preference are the ones issued by the local bodies and other government organisations. Securities of
the public utility concerns and private companies are least preferred. While making investments in
various securities, banks should examine the merit of each one of them on the basis of returns,
stability in the value and marketability.

LIABILITIES OF A COMMERCIAL BANK
Commercial banks generally rely on four sources of funds, viz., share capital, cash deposits,

loans and reserve funds. These constitute its principal liabilities.
1. Share capital. In their nature, modern commercial banks are akin to joint stock companies.

For quite some time, they were actually established under the Companies Acts. Now separate Banking
Companies Acts have been passed in various countries, because it has been felt that banks have their
distinct problems. Nevertheless, they raise their share capital in the same manner as is done by other
joint stock companies. Promoters of commercial banks decide the authorised capital. While taking
this decision, banks are guided not only by their immediate requirements, but also by their
requirements when they will fully develop and have branches in various parts of the country.



Obviously, the whole authorised capital is not issued in first instance, and as already pointed out, the
subscribers of the shares may not be asked to make full payment of the shares allotted to them. For
business purposes at any point of time, a bank’s paid-up capital is most relevant.

2. Primary deposits or cash deposits. Cash deposits are the primary source of a bank’s
working capital. This distinguishes a modern banker from moneylenders who do not receive any
deposits and lend only their own money. Banks, on the contrary, do most of their lending business on
the basis of deposit money. In this context, it is relevant to point out that a derivative deposit which
is also known as a credit deposit merely creates credit; we cannot consider it as a source of a bank’s
capital. In view of different requirements of depositors, banks generally allow them to operate
different types of accounts, such as fixed deposit account, current account, savings bank account,
and recurring deposit account.

Banks accept deposits under certain conditions and the withdrawals are permitted under
stipulated rules. A bank’s receipts in the form of deposits largely depend on its goodwill in the market.
This method of raising working capital is of great value to banks in particular and the economy in
general. Most people who make deposits have idle money. In the absence of an alternative investment
opportunity, such people may either hoard their savings or may decide not to save at all. By accepting
deposits banks activate savings of these people, as eventually they reach business firms which use
them for productive purposes. Thus, in this manner banks not only raise their working capital but
make a significant contribution to the capital formation.

3. Borrowings. Another source of a bank’s working capital is borrowings from the central bank,
other commercial banks and financial corporations. Loans are not taken from individuals, and
business firms. Commercial banks generally avoid taking loans, but when they find that their liquidity
position is precarious and they cannot meet all the demands made by depositors from their existing
cash holdings, they rely on this source of funds. In India, the position is somewhat different. Most of
the commercial banks in this country have made borrowings from the Reserve Bank of India as a
regular source of their working capital. This practice is not very sound and needs to be discouraged.

4. Reserve fund. Almost every commercial bank earns some profit; the rate of profit which
depends on various factors may, however, differ from other banks. Under the banking laws,
commercial banks are generally not allowed to distribute whole of profit as dividends; a part of it has
to be retained as reserve fund. Therefore, older the bank, larger the reserve fund will be. According to
the Indian Banking Regulation Act, 1949, commercial banks are required to retain at least 20 per cent
of their profit every year as reserve. This has to be done as long as the bank’s reserve fund does not
become equal to its paid up capital.

LIABILITIES AND ASSETS OF SCHEDULED COMMERCIAL BANKS (SCBs)
IN INDIA

The consolidated balance sheet of commercial banks rose from ` 83,209 billion at end-March
2012 to ` 95,733 billion at end-March 2013. Deposits at ` 74,295 crore at end-March 2013 accounted
for 77.6 per cent of liabilities while borrowings at ` 10,105 accounted for 10.5 per cent of liabilities.
On the assets side, loans and advances stood at ` 50,736 crore at end-March 2012 and ` 58,797 crore
at end-March 2013. Investments at end-March 2012 were ` 22,339 crore and at end-March 2013, they
stood at ` 26,133 crore. The share of loans and advances in assets was 61.4 per cent at end-March
2013 while the share of investments was 27.3 per cent.

As is clear from Table 1.1, the overall growth in balance sheet moderated in 2012-13 vis-a-vis
2011-12. The major source of this moderation was bank credit. According to Reserve Bank, “the



moderation in credit growth was partly reflective of the slowdown in real economic activity coupled
with increasing risk aversion by banks.”1

TABLE 1.1: GROWTH IN BALANCE SHEET OF COMMERCIAL BANKS
(per cent)

Public Sector
Banks

Private Sector
Banks

Foreign Banks All
Scheduled

Commercial
Banks

2011-
12

2012-
13

2011-
12

2012-
13

2011-
12

2012-
13

2011-
12

2012-
13

1. Capital –4.2 4.3 – 4.5 15.6 13.9 8.0 10.4
2. Reserves and Surplus 24.4 15.5 15.5 21.6 15.6 15.2 20.8 17.2
3. Deposits 14.4 14.9 17.1 18.8 15.1 4.0 14.9 15.1

3.1 Demand Deposits –6.3 16.8 4.4 15.4 9.9 –7.8 –1.8 13.3
3.2 Savings Bank Deposits 12.1 14.4 19.1 19.3 5.6 2.9 13.1 15.0
3.3 Term Deposits 18.2 14.8 19.7 19.4 21.0 10.4 18.6 15.4

4. Borrowings 17.2 19.8 38.9 16.1 29.7 27.4 24.9 19.8
5. Other Liabilities and Provisions –7.5 15.4 42.1 0.2 26.9 –25.1 8.6 2.2

Total Liabilities/Assets 14.1 15.3 21.1 17.5 19.8 5.7 15.8 15.1
1. Cash and Balances with RBI –20.5 –0.2 –18.1 5.4 14.2 –7.4 –18.5 0.4
2. Balances with Banks and Money at

Call and Short Notice
40.7 38.0 15.6 57.9 13.7 10.7 32.4 37.5

3. Investments 12.8 16.7 24.6 19.0 21.2 13.7 16.1 17.0
3.1 Government Securities 16.5 13.5 32.0 17.8 23.0 21.5 19.8 15.0
3.2 Other Approved Securities –65.1 –26.2 –78.8 –63.1 –100.0 – –65.6 2.9
3.3 Non-Approved Securities –2.1 33.3 12.5 21.4 17.7 –3.8 5.2 24.1

4. Loans and Advances 17.3 15.4 21.2 18.3 17.6 14.7 18.1 15.9
4.1 Bills Purchased and Discounted 25.7 20.8 8.2 7.8 9.6 29.2 21.8 19.9
4.2 Cash Credits, Overdrafts etc. 17.8 16.9 28.4 28.8 19.7 14.7 19.3 18.5
4.3 Term Loans 16.1 13.5 19.0 14.2 17.5 10.7 16.8 13.6

5. Fixed Assets 5.9 11.2 3.0 8.3 1.2 20.4 4.8 11.3
6. Other Assets 14.9 2.8 67.5 –7.9 36.9 –31.0 27.9 –9.5

Source: Reserve Bank of India, Report on Trend and Progress of Banking in India 2012-13 (Mumbai, 2013), Table IV.
1, p. 55.

TRADE OFF BETWEEN LIQUIDITY AND PROFITABILITY
The objective of portfolio management is to create the pattern and distribution of assets

whereby a bank’s needs for liquidity and income are satisfied.
These needs are competitive rather than complementary. Every banker knows that high income

yielding assets are rarely liquid, and conversely liquid assets do not yield much income. Consequently,
the problem faced by the bank’s officers is one of maximising return subject to the provision of
adequate liquidity. Most business activities pursue these goals, but in non–bank businesses the
objective of liquidity may often be subordinated to the objective of profit maximisation. A
commercial bank can pursue this policy by risking its very existence. Therefore, commercial banks in
most of the countries are under statutory obligation to provide adequate liquidity.

1. Reserve Bank of India, Report on Trend and Progress of Banking in India 2012-13 (Mumbai, 2013) p. 53.



Now let us explain the term ‘liquidity’ in the present context. Lester V. Chandler, a leading
authority on the subject, writes “By the liquidity of an asset we mean its capability of being
converted into money quickly and without loss of value in terms of money.”2

Thus, cash is perfectly liquid. It can be immediately used by the bank to meet any demand made
by the depositors or any other creditor. Other assets are liquid to the extent they require time and
effort to convert them into money and entail loss in doing so. Some assets other than money are
highly liquid as they are easily convertible into money. To this category belongs the money at call and
short notice. This can be easily recalled by banks. Treasury bills and bills of exchange are short term
securities and are disposable to the central banks. Moreover, there is not much risk involved in them.
Bonds are long term securities, but in quite a few developed countries, market exists for them where
their easy and prompt disposal is possible. Their prices, however, are not very stable and in this sense
they have questionable liquidity. In India, the term liquidity has been given a rather broad meaning
which permits commercial banks to treat even the government securities as liquid.

FACTORS DETERMINING LIQUIDITY OF BANKS
Apart from the level of development and economic activity, liquidity of banks is determined by

statutory requirements, nature of business, banking habits of the customers and the business
conditions, the number of deposits and their average size, the nature of deposits, cash reserve policy
of other banks and the facility of the clearing house.

1. Statutory requirements. Banking is no longer a completely free business activity in most of
the mixed capitalist economies. In all such countries where banking legislations have been enacted to
regulate banking operations, statutory liquidity requirements have been laid down. Every bank has to
keep a cash balance not less than the minimum required under the law. For example, at present in
India all the scheduled banks are required to keep cash not less than 10 per cent of their demand and
time liabilities with the Reserve Bank. Under the Reserve Bank of India Act, the Reserve Bank can
raise this requirement up to fifteen per cent. In addition, commercial banks have to maintain liquid
assets in the form of gold and unencumbered approved securities.

2. Nature of business. The nature of a bank’s business also determines to a great extent its
liquidity requirements. Certain banks in order to earn high profit, make investments in securities
which are not easily marketable. They, however, cannot risk their solvency. Therefore, such banks
have no option but to hold not only large cash balances, but also make adequate investments in
treasury bills, commercial bills and the securities which can be disposed off to the central bank.

3. Banking habits of the customers and the business conditions. Banking habits of the
customers have a direct bearing on a bank’s cash balances and also on the overall liquidity position. In
developed countries, where most people use cheques for making payments, banks can manage their
business with smaller cash balances. In the Third World countries, on the contrary, banking habits are
not so much developed and most of the people do not even have bank accounts. Therefore, use of
cheque is confined mostly to business firms. Under these circumstances banks have not only to
maintain large cash reserves against the deposits but they should also have sizeable quantity of such
assets which they can easily convert into money. A bank’s cash requirement also depends upon the
form of business activity in a country. In an industrially advanced economy, business is generally
brisk and speculative activities are undertaken on a large scale. Naturally, the demand for money is
large and in order to meet it promptly commercial banks prefer to hold large cash balances. In
agricultural countries, on the contrary, in the off-season very little demand is made for money and a
bank generally manages with small cash balances.

2. Lester V. Chandler, The Economics of Money and Banking, p. 50.



4. The number of deposits and their average size. When a bank receives a small number of
deposits of very large amounts, it has to maintain large cash reserves against its deposits. This is so
because the behaviour of a few customers who make very large deposits is generally less predictable.
If, on the contrary, a bank has dealings with a large number of customers who make relatively small
deposits, it will invariably find that each day its receipts and payments are more or less uniform.
Under the circumstances, there will be a steady flow of cash between the bank and its customers and,
therefore, it may not need large cash reserves against its deposits.

5. The nature of deposits. Apart from the number and size of deposits, their nature also
determines the liquidity requirements of a bank. For example, if a bank’s demand liabilities are large
and most of the deposits have been made by the speculators and dealers in bullion, the demand for
cash will not only be large, but will also be erratic. Therefore, the bank will have to maintain liquid
assets in a sizeable quantity. If, on the contrary, a bank’s time deposits are large, it can meet the whole
demand for cash by holding small amounts of money. In this context, it is also to be mentioned that
all the big banks if they accept deposits from small commercial banks will have to keep large cash
balances.

6. Liquidity policy of other banks. How much liquidity a particular bank should have will also
be influenced by the liquidity policy of other banks operating in the same region. If some bank
decides to hold bigger cash balances against the deposits, it may enjoy greater confidence of
customers. Over time this will improve the goodwill of this particular bank, which eventually will
attract many more new depositors. Other banks in any case will not like to lose their customers. They
can retain their loyalty only if they also decide to improve their liquidity position by increasing their
cash balances against their deposits.

7. Facility of the clearing house. With the development of the clearing house system use of
money has become unnecessary for clearing reciprocal payments between various banks. Nowadays,
wherever clearing house facilities are available large payments are made by making book adjustments.
This has naturally reduced cash requirements of commercial banks. In underdeveloped countries like
India, where clearing house system is not fully developed, banks have to maintain large cash balances
for making payments among themselves.

The above mentioned principles provide only a broad framework in which each individual bank
will have to take its own decision in respect of its liquidity requirements. The bank’s own experience
over the years, as a matter of fact, will be its best guide in this respect.

POINTS TO REMEMBER
1. Banks are institutions whose debts usually referred to as bank deposits are commonly

accepted in final settlement of other people’s debts.
2. The bank’s balance sheet records all its assets and liabilities.
3. A bank’s assets are of two types — (i) profitless assets and (ii) profitable assets.
4. A bank’s profitless assets are (i) cash and (ii) dead stock, while money at call and short

notice, bills discounted, loans and advances and security holdings constitute a bank’s
profitable assets.

5. Share capital of a bank, cash deposits, loans and reserve funds constitute its principal
liability.

6. Banks create the pattern of investment whereby they meet their need for liquidity and
profitability.

7. Liquidity of a bank depends on: (i) Statutory requirements, (ii) Nature of business,
(iii) Banking habits of the customers and the business conditions, (iv) The number of



deposits and their average size, (v) The nature of deposits, (vi) Liquidity policy of other
banks, and (vii) Facility of the clearing house system.

QUESTIONS
1. Objective Type Questions

1. Which of the following statements regarding a balance sheet is not correct?
(a) it records all of bank’s assets and liabilities.
(b) it reveals the weak and strong aspects of the bank’s business.
(c) it presents a statement of the profits and losses of a bank.
(d) it is prepared at the end of a financial year.

2. Which of the following is not a part of bank’s profitable assets
(a) cash balance with the bank
(b) money at call and short notice
(c) bills discounted
(d) loan and advances

3. The most preferred security holding of a bank is _________ .
(a) securities of public utility concerns
(b) securities of local bodies
(c) securities of private companies
(d) securities of Central and State governments

4. Which of the following does not constitute a liability of a bank
(a) share capital
(b) bills discounted
(c) cash deposits
(d) borrowings

[Ans. 1. (c); 2. (a); 3. (d); 4. (b)]
2. Core Questions

1. Discuss the assets and liabilities of a commercial bank.
2. Explain how do commercial banks strike a balance between their liquidity and commercial

profitability.
3. What are the factors determining the liquidity of banks?




