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The Indian banking sector has seen impressive credit growth over the 
last two years, with this growth outstripping accretion to deposits 
despite the efforts and special drives1 by banks to get in more 
deposits. The situation has prompted many banks to liquidate their 
investments2 and use the proceeds to part fund credit growth.  

With banks seeking to increase deposits, the share of high-cost 
deposits for most of them is estimated to have risen significantly; as 
on March 31, 2005, the share of high-cost deposits to total deposits 
for the banking sector as a whole stood at around 14%3. This share is 
estimated to have increased further, given the limited availability of 
excess SLR investments and the intensification of competition for low -
cost deposits from both the banking as well as non-banking channels. 
While high-cost deposits certainly help banks sustain high credit 
growth and improve market share, the impact of such deposits on 
earnings is often not understood fully. This paper attempts to look at 
the impact of high-cost deposits on banks’ earnings. 

                                                                 
1 such as offer of sweeteners in the form of high interest rate deposits 
2 mostly excess Statutory Liquidity Ratio (SLR) investments 
3 Deposits at 8% or higher rates of interest 
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The typical arguments offered in favour of banks raising high-cost deposits are as follows: 
§ Argument 1: High-cost deposits enable banks earn a positive interest spread, even if a thin one, for short-

term deployment opportunities. 
§ Argument 2: High-cost deposits are raised for deployment in higher yielding personal loans or credit card 

receivables; the interest spreads therefore are adequate.  
 
Our comments on these approaches are as follows: 
 
Argument 1 
Short-term deployment of deposits raised would add to a bank’s bottomline only if the “thin incremental spread” 
is adequate to cover all associated costs (visible as well as invisible). Among such costs, the most evident is 
the negative carry4, which in the current situation is upwards of 70 basis points for high-cost deposits. Other 
associated costs could be credit costs, intermediation costs, and lower (may be negative) returns on 
incremental directed lending5. The impact of all these factors is brought out in Table 1. 
 
Table 1: Illustration 1—Overall Incremental Cost of Doing Business 

 High credit quality Bulk Business Retail Business 
Cost of funds 8.00% 8.00% 
Add CRR cost 0.47% 0.47% 
Add SLR Cost 0.25% 0.25% 
Intermediation cost 0% 2.00% 
Credit cost 0%6 0.35% 
Overall incremental cost  8.72% 11.07% 
 
As Table 1 shows, it would make economic sense for a bank to raise high-cost deposits for deployment in 
loans only if the lending rates are upwards of 8.70% in the case of bulk business, and over 11% in the case of 
retail business. 
 
Argument 2 
The raising of ‘high-cost deposits to fund higher-yielding personal loans or credit card receivables’ often leads 
to sub-optimal allocation of resources. This is so because the incremental business may well have been funded 
through the liquidation of low -earning assets rather than via incremental deposit mobilisation. Thus, Argument 2 
disguises the impact of high-cost deposits on earnings, as brought out further by the following example. 
 
Bank A needs to plan resources to fund a lending opportunity (the size of which is 20% of its existing loan 
book) at an expected interest rate of 17%. Utilising this opportunity, the bank could improve its profitability 
margins by 70 to 120 basis points, depending on the funding strategy adopted.  

                                                                 
4 On account of SLR and Cash Reserve Ratio (CRR) requirements 
5 40% of net credit for domestic commercial banks and 32% for foreign banks are to be deployed in the priority 
sector. Therefore any addition in the lending book necessitates an increase in a bank’s priority sector book. 
6 Assuming nil credit costs as the lending is to highest credit quality borrower 
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Table 2: Illustration 2—Profit before Tax Margins under Various Strategies 

Different business strategies  Existing base 
Strategy 1 Strategy 2 Strategy 3 Strategy 4 

% of fresh business funded through high-cost 
deposits - 100% 50% 25% 0% 

% of fresh bus iness funded through liquidation of 
low yielding advances  - 0% 50% 75% 100% 

Average rate of interest on assets liquidated  - 7% 7.5% 8% 
Loan book 100 120 110 105 100 
Yield on Advances      
Existing Advances 8.50% 8.50% 8.67% 8.68% 8.63% 
New Higher Yielding Advances   17.00% 17.00% 17.00% 17.00% 
Weighted Average Yields 8.50% 9.92% 10.18% 10.26% 10.30% 
Cost of Funds      
Existing Deposits 5.00% 5.00% 5.00% 5.00% 5.00% 
New High Cost Deposits - 8.00% 8.00% 8.00% - 
Weighted Average Cost of Funds 5.00% 5.50% 5.27% 5.14% 5.00% 
Add CRR cost 0.29% 0.32% 0.31% 0.30% 0.29% 
Add SLR Cost 0.25% 0.25% 0.25% 0.25% 0.25% 
Loaded Cost of Funds 5.54% 6.07% 5.83% 5.69% 5.54% 
Spreads 2.96% 3.85% 4.35% 4.57% 4.76% 
Intermediation Cost 1.75% 1.96% 2.35% 2.35% 2.35% 
PBT 1.21% 1.89% 2.00% 2.22% 2.41% 
 
Clearly Bank A’s PBT margins improve from the existing levels irrespective of the strategy followed to fund the 

new business. However, on relative terms, Bank A 
stands to gain the most if it liquidates its low -
earning assets (strategy 4) instead of raising high-
cost deposits (strategy 1) to fund the profitable high 
earning fresh business.  
 
As is evident from Chart 2, limiting the options for 
funding of fresh business to mobilisation of high-
cost deposits would restrict the PBT margins to 
around 1.9%; however optimal allocation of 
resources could lead to an increase in PBT margins 
to around 2.4%. In the latter case, iimprovement in 
PBT margins would be brought about by the optimal 
allocation of assets at the lower end of the yield 
spectrum which would otherwise be yielding 
negative returns. Such negative contribution to 
earnings would normally not be visible, being 
masked by the cross-subsidisation from business at 
higher interest spreads. To evaluate this, one must 
look at the spread between the least earning assets 
and the highest-cost deposits, and shed/reprice 
loans at the lower end of the interest spread 
spectrum. 
 
Further, the impact of ‘funding the business only 
through the high cost deposits’ on earnings would 
appear more pronounced if one were to factor in the 
invisible costs (as discussed under the first 
approach). But the trade-off here involves market 
share, which could fall as a result of lower loan 
book (as depicted in Table 2) if the bank were to do 
optimal allocation of resources. 
 

Movement in 'Profit before Tax margins' as 
a result of optimal allocation of resources 

Chart 2
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Notwithstanding the negative impact on earnings, raising high-cost deposits might be part of a bank’s strategy:  
§ to gain a larger share of the loan market it operates in to enable it to secure superior market terms with the 

manufacturer whose assets it finances and/or with the dealers; 
§ to acquire customers for loans at floating rates of interest and increase the interest rates subsequently to 

improve interest spreads; 
§ to build customer relationships, thereby increasing cross-selling opportunities and hence income; 
§ to fund loans through such deposits till the time low -cost deposits build up. 
 
To conclude, a business strategy that envisages recourse to high-cost deposits to fund growth could well 
provide long-term value, provided the earnings over a longer horizon are adequate to cov er the visible as well 
as invisible costs. Otherwise, banks would be better off optimising the resources and moving away from low 
yielding advances (which could be yielding negative returns). The exit strategy by some foreign banks in recent 
years from low yielding home loans and auto loans is possibly the result of such realisation. However, if high-
cost deposits are mobilised merely to show an increase in market share and/or to fund assets at unsustainably 
low interest spreads, the strategy is bound to put a dent on banks’ profitability in the long run. 
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