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Introduction
In the past, banks, in an urge to 
maximise profit, used to lend all their 
funds without keeping any reserves for 
Liquidity. Later on banks realised the 
danger of this aggressive credit policy’ 
and started maintaining reserves based 
on their own wisdom. Stall some banks 
disregarded reserve requirements and 
continued with aggressive credit 
practices overlooking liquidity. This 
tendency ultimately necessitated the 
need for imposing certain norms 
regarding reserves on the banking 
sector by the Central Bank. The 
instrument of statutory' cash reserve 
requirement was first experimented by 
Lhe Federal Reserve System of America 
in 1933. In Indm reserve requirements 
were first tested as a tool to safeguard 
the interest of the depositors but 
subsequently  it was used as an 
instrument of credit control.

The Reserve Bank of India Act, 
1934 introduced statutory provisions 
regarding r.serve requirements for the 
first Lime According to section 42(1) of 
the . Vet Scheduled Commercial Banks 
are required to keep minimum three 
per cent of their demand and time 
l iab i l i t i es  isca h re -erve. The Act also 
empowers the RBI to vary Lhe ratio 
between three to 15 j /  r ajntdepending 
upon the arcum stances As on date the 
f ’RRof commercial banks h  8.5 per 
cent and co-operative banks3 percent 
'Die cash reserve requirements of noil- 
scheduled brinks are governed by 
Section 18of the Banking Regulation 
Act, 1919 According to Section 24 of
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the BJR. Act, 1949, banks are required 
to maintain not less than 25 per cent 
of their demand and time liabilities as 
liquid assets properly known as 
Statutory Liquidity Ratio (SLR).

According to the B anking 
Regulation Act, 1966 (as applicable to 
Co-operative Societies) a co-operative 
institution doing banking business 
with a share capital and reserves of 
Rs. one lakh and above is eligible to be 
treated as a oo-operative bank. The Act 
which came into force on 1“ March 
1966 had empowered the RBI to have 
the same control over the banking 
business of the Co-operative banks as 
it has over the commercial banks 
coming under the Banking Regulation 
Act. According to the BR Act (as 
applicable to Co-operative Societies) a 
Co-operative bank is required to keep 
25 per cent demand and time liabilities 
as statutory liquidity ratio over and 
above the cash reserve of three per cent 
since 1“ March 1961.

Cash reserves constitute a zero 
return  investment for the banks. 
Similarly the return  on statutory 
liquidity reserves is below the mean 
cost of funds. Hence any reserves kept, 
over and above the s ta tu to ry  
re q u irem e n ts  will im pair the 
profitability of the banks.

1 lore an attempt has been made 
to examine the extontof excess reserves

m aintained by the Palaghat Co­
operative LTrban Bank Ltd. and to 
estimate the opportunity cost of exoess 
funds kept by the bank.
Excess Cash Reserves of Palaghat Co­
operative Urban Bank (PCUB)
The excess cash reserve is estimated 
at three levels, namely, three per cent, 
four per cent and five per cent The 
opportunity cost of exoess cash reserves 
is calculated at minimum interest rate. 
The excess cash reserves of PCUB is 
given in Table 1.

From the table it is dear that the 
bank had kept excess cash reserves at 
3 per cent level in all the years and at 
5 per cent level in the initial year. The 
aggregate excess cash reserves kept by 
the bank a t 3 per cent level was 
Rs.87.51 lakhs. H owever it is 
heartening to note that the excess 
reserves gradually declined over the 
years indicating improved reserve 
management effitiency.

The excess cash reserves 
naturally would have undermined the 
profitabibty of the bank. Hence an 
attempt was made to estimate the 
opportunity cost of excess reserves kept 
at all the three levels, lh e  opportunity 
co s t w as  c a lc u la te d  a t  th re e  
alternative in terest rates namely, 
m in im u m  le n d in g  ra te ,  m ean  
le n d in g  r a le ,  an d  m ax im u m  
lending rate. The opportunity cost

Table I. Excess Cash Reserves of PCUB (From 1991-95 to 1998-99)
(Rs. in lakhs)

Ynnr irrL rim JH  o f

DTL
i s  o f

DTL
6% or 
DTL

E x 6 c * «

m a s
E x c e s s  

nt 4*.

E x c e s s  nt 

ut a s

109195 89 1 7 1 10 94 26 8 1 31 78 14 73 23 10 15 10 5 21

1995-00 1177 10 55 *20 35 32 ■17 10 58 87 19 88 8 10 -

1000 07 1 180 01 05 08 15 64 50 38 71 23 20 64 5 70 •

1097-95 1810 01 06 11 55 17 73 90 92 15 9 R7 • «

1905-99 202 1 8.1 92 81 78 7 1 101 96 131.10 11 12 •

T o l  nl 87 5 1 18.96 5.21
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E x cess  E x c e ss  L x c e s i  
CRR at CRR a t  CRR at

Table 2. O pportunity  cost o f  excess  cash  reserves o f  PCUB  
51

(Amount in lnkhs)
Year

3% 4% 5*.

Um m um  M ean M ai Int. 
In te re s t  In te res t  (Gold loan)

Rate (%) Rate (%) Rale (%)
TxcessTKTT at " JT

O pportun ity  Cost 
Excess CRR at 4% Excess CRR at 5".

At Min At MeanAt Max At Min At Mean At Max At Min AtMeanAt Max 
In t Int. In t In t In t In t In t Int Int

IT)
23 10 
1988 
20 54 
f )  S T  

14 12

TTi

15 16 
8 10 
5 70

nm LLU LLU LL11 LLU LLU Q iilm
190-1-95
1005-90
1000-97
1907-98
1998-00Trrrrrr

t t r

521

" T O -

14 0 II 0 
17 5 
1G.5 
16.0

T O —

1G 1G 
1G 79 
18.51 
18.04 
1G7G

CO (2x5) (2x6) (2x7) (3x5) (3x6) (3x7)
170 
18.0 
19.0 
19 0 17 5

3.23
278
3.59
1.63
2.2G

3.73 
334 
3.80 
1.78 
2 37

393 
3 58 
390 
1.87 
2 47

2 12 
1.13 
1 00

2.45
1.3G
1.05

2.58
1.46
1.08

(4x5) (4x6) (4x7)
0.73 0.8*1 0.89

87 51 2R 96 521 13.49 1502 15 75 4 25 4.8G 5 12 0.73 0 84 0 89

of the excess reserves a t the three 
alternative lending rates is shown 
m Table 2.

The table indicates tha t if the 
bank had lent the excess reserves 
at 3 per cent level at the maximum, 
mean and minimum lending rates 
it would have made an additional 
aggregate income of Rs. 15.75 lakhs, 
Rs. 15.02 lakhs and Rs. 13.19 lakhs 
during the reference period. The 
m a rg in a l  d if fe re n c e  in th e  
opportunity cost of excess funds was 
due to the narrow difference in the 
minimum, m ean and m axim um  
len d in g  r a t e s .  T he a g g re g a te  

T abic 3. E xcess  S ta tu to ry

estimated revenue loss was Rs.5.12 
lakhs, Rs.4.86 lakhs and Rs.4.25 
lakhs a t  4 per cent cash reserve for 
m axim um , m ean and minimum 
lending rates respectively.
Excess Statutory Liquidity Reserves 
The PCUB is legally  bound to 
maintain 25 per cent of its demand 
and time liabilities as s ta tu to ry  
liquidity ratio (SLR). The bank used 
to invest the s ta tu to ry  liquidity 
reserves in the Palakkad District 
Co-operative Bank. Kerala State Co- 
o p e ra t iv e  B an k  a n d  in 
unencum bered eligible securities. 
For the purpose of this study any

L iquid ity  R eserv es  o f  PCUB
(Amount in lnkhs)

Year DTL S L R  A c tu a l ly S L R 25% o f  DTL E x c e s s  o f
k e p t c o m p u t e d S L R

(1) (2) (3) ( 0 (5) (G) = (1-5)

199 1 Dri 891 7 1 2 6 8  93 2 IB 83 223  G8 22  15
1908 96 1 177 16 110 80 300 .08 294 30 102 02
1906-97 1 18 1 64 57 ft 12 ftfll 88 371 Iti 18 1 72
1997*98 1849 n \ 731 54 724 07 102 25 262  12
1998-09 262 1 84 1 35 1 89 1 199 77 055  00 OHfl 81

'1 n tn l 1251.72

T a b le  L O p p o  r  ( u n i t y c o s t  o f  e x c e s s  SL It k e p t  by I*CUB
(Amount in lnkhs}

 ̂t iur 1- S |  |{ M a x i  m  ii m M e a n  I n t e r r e l I l lHl’ l f i l l  1 M t U p p n i  l i m i t  \
Unpl 1 nr o r e  r n t r r n t e  (%) I n t e r  r u t  rale i nut o f

<%> (%) ( • x r e i s  S L R

( I ) ( I ) (3 ) ( I ) (5 )=(3  - 1) (0 ) = ( 2 * 8 )
(5) (0)

100 l 9« 22  15 17 0 ir. 10 n 8 i 0 19
19*15.0(1 102 02 18 0 1 r, 79 1 21 1 21
itf'lfl 97 18 1 72 19 0 18 51 0 19 n no
1997 98 202 (2 19 0 18 04 0 90 2 52
1098*00 08 1 HI 17 5 10 70 Ii 7 1 .5 00

T n tu l P *11

investment made over and above the 
statutory requirement of 25 per cent 
is trea ted  as excess SLR. It was 
observed  th a t  th e  excess cash  
r e s e rv e s  w as  t r a n s f e r r e d  to 
s ta tu to ry  liquidity  ratio. So for 
computing the opportunity cost of 
excess SLR, the excess CRR was 
deducted from the actual SLR kept 
by the bank. The excess reserves 
under SLR is indicated in Table 3.

From the table it can be seen 
th a t  the bank was keeping huge 
excess statutory’ liquidity reserves. 
The excess of SLR steadily increased 
from Rs.22.15 lakhs in 199 1-95 to 
Rs.683.81 lakhs in 1998-99. The 
aggregate excess stat utory liquidity 
reserves am ounted (o Rs. 125-1.72 
lakhs during the reference period. 
Eventhough the hank fetched some 
re tu rn  on the investm ent of SLR, 
the yield would have been more if 
the excess reserves were converted 
into high yielding loans. Hence the 
opportunity cost of excess SLR was 
estim ated at differential interest 
ra te  and given in Table -1. 
Opportunity cost of excess SLR 
Table 1 rest! a Is th a t the estimated 
aggregate loss due to excess SLR 
kepi by the bank for the entire 
period of the study was Rs.9.91 
lakhs. The o p p o rtu n ity  cost of 
excess  SLR kep t by the  hank 
steadily  increased from Its.0.19 
lakhs m 199 1-95 to Rs I OGlnkhsm 
1998-99. (C'onld. on p.33)
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A Bank of the People by the Z ?Man s  Bank in the I ^
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A Common

T lie  V I « * i Bi* 
C o - o p e r a t iv e  Haul*. I^ i t i i i te i l

Main Road, Visakhapfilnam - 53(1 001

BRANCHES

Gajuwaka
Akkayyapalem
Nakkavanipalem
Gopalapainam
Payakarao Peta
Pwndueihi
Seelhammapeta

Phone No.
517051
5 4 7 3 8 0
5 5 3 0 5 4
5 2 0 8 9 0
54313
824421
5 7 5 6 4 8

/. All Deposits are Insured and Guaranteed.
2. All Counters will be opened 15 Minutes before the commencement o f  the Business Hours.
3. Lockers are available in all Branches
4. Branches working on Sundays.
5. Best and Personalised Service is our motto.
6. Double your Money ju st in 63 months.
7. The Oldest and Standard Co-operative Urban Bank in the State
8. Re-Investment scheme is Golden future fo r  your Children.
9. Main Branch and Branches work in Two Sessions.
10. Avail Nomination Facility.
11. Common M an’s Bank.
12. Quick, Prompt and Cordial service.

R .  N a g a r a j u
Secretary M . A n j a n e y u l u

Chairman
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