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ABSTRACT 

Commercial banks are profit-oriented firms engaged in the business of banking. 

The financial decision making in commercial banks is also subject to the commonly 

accepted normative framework of maximizing shareholders' wealth. Thus, a bank 

manager is expected to balance risk and return in portfolio management decisions, with a 

view to maximize shareholders' wealth. 

Bank portfolio management comprises of management of assets, which 

corresponds to investment decision making, and management of liabilities, which 

corresponds to financing decision in a bank. The structure of a bank's balance sheet has a 

direct bearing upon its costs and revenues, in general and net interest income, in 

particular. 

To view the two sides of the balance sheet as completely integrated units has an 

intuitive appeal. Financial prudence also requires that sources of funds should be 

consistent with the nature, profitability, and riskiness of avenues in which they are to be 

channeled. This implies that composition of balance sheet and operating efficiency are 

the essential internal determinants of the overall financial performance of a bank. 

The present study uses the above framework to examine the financial 

performance of all scheduled commercial banks, except the regional rural banks, 

operating in India for eight consecutive years, 1992-2000. The sample comprises of State 

Bank of India and its seven associates — the State Bank Group, 19 nationalized banks, 21 

private sector banks, and 20 foreign banks. Further, these 68 banks have been regrouped 

as — large (17), medium (34), and small (17), based on the size of their total assets as on 

March 31, 1992. 
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The thesis is organized into ten chapters, spread over five parts, namely, 

background, three core units, and the conclusion. Core unit one of the study covers 

financial performance and variability (risk) in terms of the return on equity (ROE) 

model. Core unit two of the study deals with analysis of balance sheet. The specific 

aspects covered in this part include management of assets, management of liabilities, and 

portfolio-matching behaviour in terms of the nature and strength of relationship between 

assets and liabilities. Core unit three of the study enumerates long-range profit planning 

(LRP) practices among sample banks. An LRP index has been constructed and examined 

for its relationship with summary components of ROE. 

The study shows that the growth of the Indian banking sector, in terms of the 

number of banks, their total assets, deposits, and net profits, in the post reform eight 

years (1992-2000) is truly impressive. However, market share and concentration analysis 

reveals that there is enormous scope for consolidation through mergers and acquisitions. 

It is gratifying to note that 68 sample banks have successfully withstood the stress 

and strains of adjustment process. Their average return on equity (ROE) turned positive 

within three years of the initiation of the reform process. The average ROE for second 

half of the study (1996-2000) is comparable to ROE of the US banking industry for the 

corresponding period. Risk-index, based on variability in return on assets (ROA) and the 

strength of capital base, shows that most of the banks and bank groups are in a healthy 

state. 

Analysis of revenue and expenses reveals lower burden and marginal 

improvement in spread margin, in the second half (1996-2000) of the study. Another 

interesting finding is that the importance of income from investment, both in the form of 

interest income and profit on sale of investment, has gone up. This may create serious 

problem when interest rates firm up, which in foreseeable future seems unlikely. Besides, 
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volatility in profit/ loss on sale of investment makes it one of the riskiest sources of 

income. 

Among various bank groups, there is growing convergence of performance by 

both ownership structure and size. Still, profitability of banks across the sample presems 

a diverse picture. Small banks are more efficient in terms of asset utilization, but their 

profit margin has shrunk. From the most profitable group, they have become the least 

profitable group. 

High cost of funds, resulting in lower spread and profit margin, coupled with 

importance of 'risky earnings' for small and private banks underscore their vulnerability 

to the problems of 'adverse selection' and 'moral hazard'. This has far reaching 

implications for the stability of the Indian banking system. 

The profitable performance recorded by most of nationalized banks shows that 

profit goal is in tune with social responsibilities and developmental role of banks. 

Besides, wide variations in the performance of banks within the group suggest that the 

link between government ownership of banks and their performance is rather weak. 

With gradual dilution of the role of term-lending/ development-finance 

institutions, the commercial banks are expected to serve the market for term loans. 

However, only foreign and small banks have revealed a greater preference for term 

loans. Domestic banks, in contrast, have settled for investment in securities. Further, the 

sample banks seem to have weaned away from rate-sensitive assets, like bills discounted, 

and cash credit and overdraft. 

Although quality of loan portfolio reveals a marginal increase in the median 

value of non-performing advances (NPAs) of the sample banks, the decline in modal 

value suggests that the underlying causes are bank specific. Further, due to sharp 



deterioration in the quality of loan portfolio during 1996-2000, small banks stand ahead 

of large banks dominated by public sector banks. 

Analysis of the sources of funds shows that the sample banks use 17 units of debt 

for each unit of owned funds. Apparently, the debt-equity ratio is very high. However, it 

is gratifying that it is consistent with limits set by regulation. Interestingly, nationalized 

banks, after their recapitalization, are closer to foreign banks, whereas private banks are 

closer to the State Bank group. 

The relative importance of various types of deposits, which constitute the 

principal source of funds, seems to depend on nature and scale of operations of the 

sample banks. Accordingly, savings bank deposits are more important for public sector 

banks. Similarly, term-deposits, particularly from other banks, are more important for 

foreign and private banks. 

Interestingly, empirical evidence in respect of the nature and strength of 

relationship is mixed or inconclusive. There are substantial inter-group and inter-period 

differences in the portfolio matching behaviour of the sample banks. In general, the 

direction of causality, predictor to criterion or outcome, appears to be from assets to 

liabilities. The most prominent relationship discernible between the two sides of balance 

sheet is the association between short-term deposits and investment in statutory liquidity 

ratio (SLR) securities. 

The survey of long-range profit planning (LRP) practices reveals that all banks, 

responding to the questionnaire pursue multiple goals. Low priority assigned to 

`community service' may have far reaching implications for the reach and spread of 

banking in India. The long-range profit plans of sample banks seem to lack depth and 

penetration. Besides, the growing competition and uncertainty have reduced their 

planning horizon to 1-3 years. 
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