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Role of Banks in Financial Intermediation & Lending

What is the Role of Banks?

Banks act as financial intermediaries by accepting deposits al
lending funds to businesses & individuals who need capital for growth

and investments.

They move idle funds to productive uses, ensuring economic
development.

Example:

A small businessman in Delhi deposits ¥5 lakh in an FD, and the bank

uses part of it to lend to a startup in Bengaluru. 4

Types of Deposits in Banks

Deposit Type Key Features Who Uses It?
PlSavings Interest-earning, liquid, allows ATM Salaried employees,
Deposit withdrawals & online payments. individuals.
2lFixed Locked for a fixed tenure, earns high  Retirees, long-term
Deposit (FD) interest, premature withdrawal savers.

possible with penalty.
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2IRecurring Monthly savings plan, fixed tenure, Students, small
Deposit (RD) earns interest. investors.
2lCurrent No interest, high liquidity, allows Businesses, traders.
Deposit unlimited transactions.

2IFlexi Combines FD & savings, offers High-income
Deposit liquidity & high interest. individuals,

professionals.

Example:
A teacher in Mumbai puts X1 lakh in an FD for 3 years to earn higher

interest, while a shopkeeper in Chennai maintains a current account

for daily transactions. 4

Why Do People Deposit Money in Banks?

Security of funds

Earns interest

VEasy withdrawals via ATM, Cheques, UPI, Internet Banking

’Convenience for making payments & fund transfers

IIBF certifications with Learning Sessions. https://iibf.info/app



https://iibf.info/app

CERTIFIED CREDIT PROFESSIONAL FULL COURSE.
Whatsapp to

Example:
A software engineer in Bengaluru prefers internet banking & mobile

apps 2l to transfer money & pay bills instantly.

Lending — The Core Function of Banks

Banks earn most of their income from lending by charging interest
on loans & advances.

They deploy depositors’ money into productive loans &

investments while ensuring liquidity & safety.

Types of Loans & Advances by Banks

Loan Type Purpose Who Takes It?
Home Loan Buying/constructing a house. Individuals, families.
Vehicle Buying a car/bike. Salaried people,

Loan professionals.
Business  Expanding business Entrepreneurs, MSMEs.
Loan operations.

Education Higher studies in India/abroad.  Students.

Loan
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Personal Any personal expense, Individuals needing

Loan unsecured. emergency funds.

Example:
A startup in Hyderabad takes a business loan of ¥10 lakh to buy new

machinery, while a young professional in Pune takes a car loan of ¥5

lakh. &/

A\ Why is Lending Risky for Banks?

Lending involves risk due to the uncertainty of repayment.

Even if borrowers are honest, market conditions, business failures,
price volatility can impact repayment.

’How Banks Manage Lending Risks?

Credit Appraisal — Evaluating borrower’s repayment capacity
Margin Requirements — Lending only a % of the required amount b
reduce risk

Diversification — Lending to multiple sectors to avoid sector-specific
risks

Collateral & Security — Accepting property/assets as loan security
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Pricing & Interest Rates — Adjusting rates based on risk levels

Example:

A restaurant in Kolkata borrows 50 lakh for expansion. The bank

evaluates financials, sets loan margins & secures the loan with

property mortgage. </

Summary Table: Role of Banks in Deposits & Lending

Feature Details
Banks as Accept deposits & lend money
Intermediaries to businesses/individuals.
Types of Savings, Current, FD, RD, Flexi
Deposits deposits.
Lending Banks earninterest from loans
Activity to individuals & businesses.

A\Risk in Lending = Borrower default, market

fluctuations, business failures.

Example
A shopkeeper’s deposit
funds a startup’s
business loan.
A teacherinvestsin FD,
while a trader uses a
current account.
A business loan of 310
lakh helps an
entrepreneur grow.
A garment factory
struggles due to market

recession.
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Risk Credit checks, margins, A bank secures a car loan
Management diversification, collateral. with vehicle

hypothecation.

Conclusion

Banks mobilize deposits & provide loans, ensuring financial growth
while managing risk & liquidity 4 By offering secure banking, lending
wisely & leveraging digital banking tools, banks boost economic

activity & financial inclusion .

Principles of Sound Lending in Banking

1. Safety — The Primary Lending Principle
v/ Definition:
e The most important aspect of lending is ensuring that the
borrowed funds are repaid as agreed.
e The borrower’s capacity & willingness to repay are key factors.
Factors Determining Safety:

_1)capacity to Repay — Business must be profitable
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| 2JWillingness to Repay — Borrower's character & credibility Loan
(3)Purpose — Should be for productive use, not speculation
Risk Assessment Tools:
e Cash Flow Analysis
e Net Present Value (NPV) Calculation
e Break-Even Analysis
e Credit Grading System

e Altman’s Z Score (Financial Health Indicator)

Example:
A restaurant owner in Hyderabad applies for a business loan of ¥20

lakh.

e /The bank checks past profit records & cash flow projections.

e </ If the business is profitable & well-managed, the loan is

approved.
2. Liquidity — Ensuring Continuous Cash Flow

V Definition:
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e Banks must have enough liquid funds to meet deposit
withdrawals & loan repayments.
e Mismatch between short-term deposits & long-term loans can
create liquidity issues.
Liquidity Management in Banks:
1) Diversified Deposit Portfolio — Mix of savings, current, term deposits
| 2) Asset Liability Management (ALM) — Monitoring cash inflows &
outflows

3JLoan Repayment Planning — Ensuring borrowers repay loans on time

v

_4) Easy Sale of Security — Assets pledged as collateral should have

market value

Example:
A bank lends ¥50 crore to a manufacturing firm with a 5-year
repayment plan.

e If the bank does not align deposits & loans, it may struggle to

meet withdrawals.
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e The bank ensures liquidity by investing in short-term government
securities [2.
Why Liquidity is Important?
e A bank must pay depositors on demand! If not, it may lose public

trust A\

Key Concept: Asset Liability Management (ALM)
ALM ensures that a bank never runs out of liquidity I/ .

Helps in identifying, measuring & controlling liquidity risks.

3. Profitability — Earning from Lending
/ Definition:
® Banks earn profits from interest charged on loans.
e The interest rate depends on the borrower's credit rating & risk
profile.
Key Factors Affecting Loan Profitability:
_1)Interest Rate Charged — Higher for risky borrowers
_2)credit Rating of Borrower — Lower risk = Lower interest rate
_3JRisk-Based Pricing — Higher risk loans have higher interest rates

_4)Cost of Funds for Banks — Banks must raise deposits at low rates
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Example:
A software company in Bengaluru applies for a ¥10 crore loan.
e If the credit rating is high (AAA), interest rate = 8%.
e If the credit rating is low (BB), interest rate = 12%.
Challenges in Profitability:

e If a bank charges very high interest, borrowers may default. X

e Ifit charges too low, the bank won’t earn profits. A\

Summary Table: Principles of Sound Lending

Principle Key Focus Why Does It Example
Matters?

Safety Ensuring Reduces risk of A bank checks cash flows
borrowers repay bad loans before approving a 50
loans lakh loan.

Liquidity Managing cash Prevents bank A bank maintains
flow to meet runs & short-term investments
withdrawals liquidity crises | for liquidity.

Earning from Ensures bank’s A risky borrower pays

Profitability loans & interest financial higher interest,
rates growth profitable customers get

lower rates.
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Conclusion:

Banks must balance safety, liquidity & profitability <, Smart lending
decisions help maximize profits while managing risks. Lending is an art
& science, requiring detailed borrower evaluation, credit risk

management & cash flow planning .

Purpose of Loan & Risk Diversification in Banking

1. Purpose of Loan — Why Do Banks Lend?

Banks do not lend just because someone asks for a loan!

</ Borrowers must use funds productively to ensure repayment &
economic growth.

Productive Uses of Loans:
1) Working Capital Needs — Short-term funding for business operations
. 2) Term Loans for Capital Expenditure — Buying machinery, expanding

factories
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| 3JRetail Loans — Personal finance for individuals
_4)Corporate Loans — Funding large enterprises
Example:
e A garment exporter in Mumbai takes a working capital loan to

fulfill a bulk order from the US. Qf

e A businessman in Bengaluru applies for a loan to buy shares. X

Not allowed (Speculative Purpose).

2. RBI Guidelines on Loan Purposes

Restricted Sectors — Where Banks Cannot Lend
e Speculative trading (e.g., stock market, commodities speculation)
® Gambling & lottery businesses
e lllegal activities

Priority Sector Lending (PSL) — Mandatory Sectors V4
RBI requires banks to allocate a percentage of their total lending to

Priority Sectors:

Priority Sector Loan Type Example
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Agriculture Farm loans, dairy, A Punjab farmer gets a X5 lakh
poultry loan for irrigation 7
MSME (Micro, Small ' Business loans A small manufacturing unitin
& Medium Enterprises) Chennai expands production
4
Export Credit Loans to exporters A textile firm in Surat gets a

working capital loan 4

Education Loan Study loans for A student from Delhi gets a
higher education 10 lakh loan for MBA abroad
4
Housing Loan Home construction, = A professional in Pune gets a
purchase %30 lakh home loan &/

Example:
e A small dairy farmer in Gujarat gets a X7 lakh priority sector loan
for buying cattle & expanding business. VA4
® A casino business in Goa applies for a loan. X Not allowed as

per RBI rules.
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3. Diversification of Risk — Spreading Loans Across Sectors
</ Banks must not lend too much to a single sector, industry, or
location!
</ Economic downturns, political issues, or natural disasters can
affect loan repayments.
Why is Diversification Important?
e If a bank lends heavily to one sector, it risks huge losses if that
sector collapses [2.
e Economic crises (like the 2008 subprime crisis) can cause global
financial instability 21 2.
e Natural disasters, political instability, or market crashes can make
borrowers default. A\
Example:
e A Mumbai bank lends 50% of its loans to real estate [2. If the
property market crashes, the bank suffers losses! X
e Instead, the bank lends 10% to real estate, 10% to agriculture,
10% to healthcare, etc. 7 Risk is spread!
How Do Banks Diversify Loans?

1) Sector-wise Caps — Limits on loans to industries like steel, textiles,

IIBF certifications with Learning Sessions. https://iibf.info/app



https://iibf.info/app

CERTIFIED CREDIT PROFESSIONAL FULL COURSE.
Whatsapp to

pharmaceuticals, real estate, etc.
| 2) Geographical Diversification — Lending across different states/cities to
avoid regional risks

3JExposure Limits — No excessive lending to a single borrower or group

Key Concept: Exposure Limits
e RBI sets limits on how much a bank can lend to a single borrower
or industry.
® Ensures banks do not concentrate too much risk in one place.
Example:

A bank in Kolkata follows diversification rules and distributes its loans

as follows:
Industry Loan Portfolio (%)
Real Estate 15%
Manufacturing 20%
Agriculture 25%
Retail & MSME 20%
Export & Trade 20%
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Summary Table: Loan Purpose & Risk Diversification
Aspect Details Example

Loan Purpose  Banks lend for productive A farmer gets a 5 lakh

purposes loan for irrigation 4
Restricted Speculative trading, A businessman applying for
Sectors gambling, illegal activities a loan to trade stocks is
rejected X
Q/priority Sector Mandatory loans to A small textile factoryin
Lending (PSL) agriculture, MSMEs, Surat gets a loan under
exports, education, MSME
housing
/\ Risk of Too much lending to one A bank over-lends to real
Over-Concentration industry or region is estate & suffers if the
dangerous market crashes X
Diversification @ Spreading loans across A bank limits real estate
Strategy multiple industries & lending to 15% & spreads
geographies risk

Conclusion
Banks must lend wisely by focusing on productive sectors,

following RBI guidelines, & ensuring risk diversification J . Proper
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loan allocation & risk management helps in long-term financial

stability 1.
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