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INTRODUCTION

1.1 Till nationalisation of the major commercial banks in July 1969, the
main contenders for bank credit were large and medium scale privats indus-
try and internal and external trade. Very little credit went to small industry,
tho sclf-cmployed and agriculture, or to the public sector, apart from the
assistance given by a few banks. There bas never been and there still is
no tradition of bank lending for personal consumption.

1.2 Nationalisation of the major commercial banks, following upoa social
control, called for a new policy, both for deposit mobilisation through accele-
rated branch expansion and for equitable disbursal of credit. The banking
system was asked to adopt a new approach as a credit agency, based on
development and potential rather than on security ocly, to assist the weaker
sectors of socicty and, later, to lend to the public sector also. Sigrificant
sectors of the economy, which were once outside the scope of bank lending,
have now been brought within its ambit. While assistance to the new credit
users has gone up substantially since nationalisation, the bulk of bank credit
continues 10 go to organised industry, although its share as a percentage of
total credit has now somewhat diminished.

1.3 Indian industry has not always made the best use of resources. Tiadi-
tionally cheap labour, cheap money and a sheltered market have not been
conducive to efficient resource employment.” Few borrowers planaed their
credit needs and, until recently, few banks planned their resource mobilisu-
tion and credit disbursal.

1.4 A world-wide flare up of prices and stagnation in our agricultural and
industrial production recently, fuciled an unprecedented rise iu prices and,
in turn, led to a rise in demand for credit. The unprecedented inflation bas
been, in fact, a phenomenon of the past two to three years. Alongside,
monetary policy raised liquidity requircments of banks. Pressure og bank
resources thus developed over the recent years.

1.5 To fit in with prevailing economic compulsions, the Reserve Bank
bas used selective credit controls, differential interest rates and varying

liquidity requirements es part of monetary policy.



1.6 In 1973, when demand for credit rose steeply at a time when produc-
tion was not rising, the Reserve Bank imposed certain credit restraints,
Later in 1974, when inflation touched the unprecedented level of 31 per
cent, a package of measures aimed at curbing it was introduced. Both steps,
alosg with other fiscal measures, proved efective,

1 1- Along with these steps, it was felt that the time was opportune to
bring about other reforms in the bank credit system, so that it could be
geared to fulfil 3 developmental role in the economy in the coming years.

1.8 It was sgainst this background that the Reserve Bank constituted, in
July 1974, the Study Group to frame guidelines for follow-up of bank
credit,

1.9 Its terms of reference were:

(i) To suggest guidelines for commercial banks to follow-up and
supervise credit from the point of view of ensuring proper end-
use of funds and keeping a watch on the safety of the advances
and 1o suggest the type of operational data and other information
that may be obtained by banks periodically from such borrowers
and by the Reserve Bank of India from the lending banks,

(ii)) To make recommendations for obtaining periodical forecasts from
borrowers of (a) business/production plans, and (b) credit needs,

(iii) To make suggestions for prescribing inventory norms for differ-
ent industries both in the private and public sectors and indicate
the broad criteria for deviating from these norms,

(iv) To suggest criteria regarding satisfactory capital structure and
sound financial basis in relation to borrowings,

(v) To make recommeandations regarding the sources for financing
the minimum working capital requirements,

(vi) To make recommendations as to whether the existing pattern of
financing working capital requirements by cash credit/overdraft
system eic., requires to be modified, if so, to suggest suitable
modifications, and

(vi) To make recommendations on any cther related matter s the
Group may consider germane to the subject of enquiry or any



other allied matter which may be specifically referred to it by
the Reserve Bank of India,

1.10 The members of the Group were:

®

(i)

(i)

(v)

(v)

(vi)

(vii)

(viii)

Shri Prakash Tandon,
Chairman,

Punjab National Bank,
NEW DELHIL.

Prof. S. K. Bhattacharyya,
Indian Institute of Management,
AHMEDABAD.

Shri P. P. Dhir,

Director (Finance),

Minerals and Metals Trading
Corporation of Iadia Ltd,,

NEW DELHL

Shri A. Ghosh,
General Manager,
Allahabad Bank,
CALCUTTA.

Shri T. S. Kannau,
Managing Director,

Richardson & Cruddas (1972) Lid,

BOMBAY.

Shri R. C. Maheshwari,
General Manager,
Texmaco Ltd,
CALCUTTA.

Dr. P. B. Medhora,

Joint Mapaging Director,

Industrial Credit and Investment
Corporation of India Ltd.,

BOMBAY.

Shri P. K. Nanda,
Managing Director,

Metal Box Company of India Ltd,

CALCUTTA.

Member



(ix)

(x)

(xi)

(xii)

(xiii)®

(xiv)**

Shri S. Padmanabban, Member
Chief Officer,

Commercial and Institutional Banking,

State Bank of India,

Central Office,

BOMBAY.

Prof. Sampat P. Singh,

Faculty Member,

National Institute of Bank Management,
BOMBAY.

Shri Y. V. Sivaramakrishnayya, ”
Assistant General Manager,
(C & I Advances),
Bank of Baroda,
Ceatral Office,
BOMBAY,

Shri A. K. Bhuchar, Member-Secretary
Joint Chief Officer,
Department of Banking Operations
and Developmeat,
Reserve Bank of India,
Central Office,
BOMBAY.

Shri P. J. Fernandes, Member
Additional Secretary and
Director General,
Burcau of Public Enterprises,
Ministry of Finance,
Goveroment of India,
NEW DELHI.

Shri N. Rajan, »
Adviser (Finance),

Bureau of Public Enterprises,

Ministry of Finance,

Government of India,

NEW DELHI.



{(xv)* Dr. N. C. B. Nath, Member
Director (Commercial), ’
Steel Authority of India Ltd,,
NEW DELHI.

* Later co-opted.
ss Alternate to Shri P. J. Fernandes.

To assist the Study Group, the Reserve Bank provided the Secretariat
comprising: '

(i) Shri T. K. K. Bhagavat,
Deputy Chief Officer.

(i1) Shri M. K, Desai,
Assistant Chief Officer.

(iif) Shri A. D. Navanecthan,
Banking Officer.

(iv) Shri A. Qavi,
Stafl Officer.

all attached to its Department of Bauking Operations and Development,
Central Office, Bombay.

1.11 Dr. R. K. Hazari, Deputy Goveroor, Reserve Pank of India, initiating
the deliberations of the Group on the 6th August 1974, observed that various
omnibus issues relating to credit were referred to one Group as it was neces-
sary to take an integrated view of the several problems in framing the guide-
lines for supervision and follow-up of bank credit. Referring to norms
for inventories, he said that there was a coaflict of interest between corporate
policy, which would aim at maximum profits by enlarging inventories, and
economic policy in the present situation and that, therefore, any tendency
towards speculative hoarding had to be curbed, in the overall interest and
to prevent maldistribution of credit and other resources.

1.12 Touching upon the subject of information system which provided the
basis of communication between the borrower, the operating agency of the
bank, the bank’s head office and the Reserve Bank, Dr. Hazari said that it
should be so devised that it took care of the objective of credit supervision
and also improved the resppnsivencss of the banking system to policy chanyes
introduced from time to time.
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1.13 For detailed preparatory examination of the issues referred to us, we
sct up three sub-groups; one on the subject of norms for curvent assets,
agother covering credit policy issues and the third for devising a suitable
information system.

1.14 As 8 first step, we were asked by the Reserve Bank to submit an In-
terim Report on inventory norms for the 1974-75 ‘busy season’. Although
it was appreciated that the time was short, it was felt by the Reserve Bank
that some guidance in this regard from the Group would be helpful. An
Interim Report was accordingly submitted in October 1974 (discussed later—
paragraphs 5.4 and 5.5) which was accepted by the Reserve Bank.

1.15 We decided to pre-test some of our suggestions, like information re-
quirements from the customers. As the induction of a credit planning, assess-
ment and supervision system required the training of bamks’ staff, it was
felt by us, and the Reserve Bank agreed, that an experimental set of state-
ments for obtaining information from customers of the banks should be
prepared and launched at a bankers® semipar. We submitted to the Reserve
Bank our second Interim Report covering this subject (discussed later—
paragraph 6.27) in December 1974. On the 13th January 1975, senior cre-
dit executives of 34 banks with deposits of Rs, 50 crores and above were
invited to the Reserve Bank's Bankers Training College, Bombay, for a
seminar and at the end of the day’s discussion, cach participating bapk was
asked to introduce the forms devised by us in the case of a minimum of five
to ten customers, on an experimental basis. As a follow-up, a second semi-
nar was held on the 22nd April 1975, attended by the same banks, to discuss
their experiences, in order to help us crystallise or views for purposes of
our final recommendations.

1.16 It is worth mentioning here that the Reserve Bank has been gratify-
ingly quick to react to our interim recommendations:

—I1t introduced, in November 1974, the norms suggested by us for the
‘busy season’ of 1974-75 which helped the banks, industry and our
Group to gain a whole scason’s experience.

~It introduced, on a trial basis, the information system, that we had
tentatively drawn up, among 34 banks, all with deposits of Rs. 50
crores and above., The results of the test run have helped us to sim-
plify the forms.

1.17 The Reserve Bank has also taken an important step in appointing
a Committee of Direction (discussed later—paragraph 13.6) for a frequent,
on-going, review of our recommendations to take forward the work done by
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the Group. The Reserve Bank bas also advised the banks with deposits of
Rs. 50 crores and above to set up similar committecs at their end.

1.18 We had the opportunity of meeting a wide cross-section of industry,
private and public, chambers of commerce, industry associations, bankers,
industrialists, business executives and academicians, The list of questions
sent out is given in Annecxure I. A list of those whom the Group and sub-
groups invited for discussions is furnished in Annexure IL. The response
from all of them was good and has assisted us in Snalising our views,



OUR TASK

2.1 From the terms of reference given to the Group, we have identified
the following tasks as we saw them:

—What constitutes working capital requirements of industry which
banks should finance and what is the end-use of credit?

—How is the quantum of bank advance to be determined?

~—Can norms be dolvcd. for baild-up of current assets and for debt-
equity ratio to cnsure minimal dependence on bank finance?

—Can the current manner and style of lending be improved?

—Can an adequate planning, assessment and information system be
evolved, to ensure a disciplined flow of credit to meet genuine pro-
duction needs and its proper supervision?

2.2 We bave attempted to answer these questions; we-have also spelt out
the operational tasks involved in implementing our recommendations and
have suggested suitable systems, forms and procedures for banks to follow.

2.3 We would state that our recommendations relate only to financing
of industry, and in that to working capital finance, as distinct from project
finance,



EVALUATION OF THE PRESENT SYSTEM

3.1 In the early years, bank lending in India was mostly directed to financing
of movement of agricultural produce from the grower to the trader, the task

of financing foreign trade being handled mostly
Reviaw by foreign banks. Advances were sanctioned

against the .security of stocks pledged or hypothe-
cated to the banks. Based on English backing practice, the purpose of com-
mercial bank lending in India has traditionally besn secen as the provision
of short term finance for business.

3.2 With the growth of industrialisation, the same system of bank lending
continued with minor changes, and the banker saw his function as meeting
also the industry’s need for short term funds. Working capital finance was
made available ostensibly for acquisition of current assets and as the advances
were made available in cash credit accounts, repayable on demand, they were
considered short-term in nature and self-liquidating in character. As indus-
trialisation in India was largely promoted by the managing agency houses, the
banker sought the guarantee of the managing agents, as an eamnest.of. good
management, in addition to the security of the current assets of the borrow-
ing company; security-cum-guarantee advances thus became the pattern of
lending to industry. The security-oriented system tended to favour borro-
wers with strong financial resources, irrespective of their economic function.

3.3 With the advent of planning for economic development and a growing
social awareness of the role of bank credit in the economy, it was felt that
the prevailing commercial bank. lending system bad little social content and
that it aided concentration of economic power. It was felt too that the
system was unresponsive to the needs of the weaker sectors of the economy,
small industry and agriculture and ooncentrated instead on security-cum-
guarantee-oriented lending to large customers.

3.4 The security-cum-guarantee system of lending was found inadequate
also with the termination of the managing agency systemm. With the de-
linking of industrial units from the managing agency houses, the erstwhile
guarantors sought termination of the guarantee obligations. The entry of
new entreprencurs into industry, with technical knowledge but lacking finan-

9



cial backing and managerial background, also called for a new approach to
lending by banks.

1.5 The purpose and direction of commercial bank lending in the country
was questioned by the National Credit Council’'s Study Group No. 2 (NCC
Study Group) appointed in October 1968 to examine the extent to which
credit needs of industry and trade were likely to be inflated and how such
trends could be checked. Its report commenied extensively on the short-
comings of the prevalent system of lending to industry and came to the
conclusion that tl.e security-oricated approach to lending had led to over-
financing of industry in relation to production trends as also with reference
to inventory in industry. The NOC Study Group recommended, inter alia,
that the banking system should turn to financing of industry on the basis of
a total study of the Lorrower’s operations rather than on security considera-
tions alone,

2.6 Nationalisation of the major commercial banxs in 1969 raised expec-

tations of 8 new sense of direction in bank lending, and indeed advances to
new claimants of credit, and especially to small

Sopply of and industry and agriculture, have since gone up.

Demasd for Funds The following table presents the changing
picture of utilisation of bank credit:

SECTORAL UTILISATION OF CREDIT

March June March June

1968 1974 1968 1974

Ra. crores 9 of total credit

Industry . .e . . 2068 4511 61.3 S6.4

-"W'o‘ “wuﬂ LT LY "51 35“ GD.‘ ‘3..
(188.7)

—3mall Scale .. .e . 211 1003 6.9 12.6
(476.3)

Agricultural & Allied Activitios . ' 749 2.2 9.4
{i117.9)

Food Procurement Advances . 109 b y1] 3 €.5
47.5)

Other Intornal Trade .. .. . 47 569 15.7 10.9
(151.4)

Othenn . - . . p ¥ 11 137 11.1 16.8
(395.0)

—Services . . . N.A. 461 N.AL 58

—Personal Loans . 258 . 3.5

=Mixeilancovs .. . .. - 598 - 1.3

Total 3Jos4 9% 100.0 100.0
(261.1)

Note : Figures in brackets indicate the ratios of the levels of credit in June 1974 to the
corresponding lovel of ciedit in March 1968.

10



3.7 The public sector too has emerged as an important user of credit in
recent years, due both to its growing dominance and its turning increasingly
to commercial banks for its working capital finance instead of relying on
Government. Its share in total bank credit has increased from 9.7 % in
June 1969 to 16.7 % in June 1974 and this demand from public sector
will continue to grow,

3.8 Another new source of demand is the growing awareness of the need
to achieve an equitable geographical development of industry, and in its wake
the distribution of credit. Many States, where advances as a percentage
of deposits are low, are insisting upon a greater utilisation of the deposits
collected from within the States for grant of additional advances in those
States,

3.9 On the supply side, the resources available to the banking system for
advances to the pew credit claimants are omly the incremental deposits
generated every year, after providing for statutory liquidity requirements,
because the bulk of its existing resources is already locked up with the
existing borrowers. The statutory liquidity requirements have also risen
over the years,

3.10 Banks are major mobilisers of savings and would be looked upon to
finance a range of diverse productive and viable activities in the economy.
In the last six or seven years, industrial production has risen at a slow pace,
but the call on bank credit, essentially for maintaining inveatories even at thé
same level, has gone up with increasing prices. If the growth process is
resumed—as indeed it has begun to do—then perforce the volume of in-
ventory required to maintain a bigher level of production will increase and
correspondingly the demand for bank credit. Banks will thus have to ope-
rate in a context in which demand for bank credit for growth requirements
will be large and, to raise the matching resources, they will have to adopt
some aggressive deposit mobilisation schemes and systems.

3.11 The banking system has no doubt recovered somewhat from the
situation of 1973-74 busy season when several banks had to freeze credit
abruptly, and the demand for funds in the busy season of 1974-75 has been
reasonably met, aided negatively, though, by slack agricultural and incustrial
production during 1973 and 1974. But the system should get prepared for
the year 1975-76 and onwards. When production and investment pick up
and demand for credit rises, we will have to be careful not to let recent
history repeat itself.

3.12 The problem of polcntial imbalance in demand for and supply of
1



funds 1s accentuated by the manner in which banks extend credit under

the present cash credit system of lending, where

a banker sanctions a maximum Jimit within which
Presant Strls of Credit the borrower can draw at his will. Under this

‘procedure, the level of advances in a baok is
determined not by how much a banker can lend at a particular point of
time but by the borrower's decision to borrow at that time. When the
borrower’s need for funds is low, the banker is faced with the problem of
large unutilised funds, and when the borrower's need for funds rises, the
banker faces the problem of meeting the demand without notice. In fact,
availability of funds with the banks and the customers® peeds do not always
match. For example, during the ‘busy® winter meaths, the customers need
more, whilo the banks have less lendable resources in relation to the demand.

3.13 This state of affairs caused po problem in the years when the credit-
deposit ratio in the banking system was low and a sudden spurt in credit
demand could easily be taken care of and access to refinance from the
Reserve Bank was casy. With control on monetary expansion as part of
anti-inflationary policy and a rise in demand for funds—both from the old
and the new claimants—the existing system of bank lending has come under
considerable strain and the fundamental weakness of the system has been

exposed.

3.14 1t is not realised widely that the total limits sanctioned by the bank-
ing system exceed even the total deposits, without taking into account the
liquidity requirements. As at end June 1974, deposits of scheduled com-
mercial banks amounted to Rs. 10706 crores. As against this, the eredit
limits sanctioned aggregated Rs. 12880 crores, but the actual utilisation of
credit limits granted was only 57 per cent; thus in effect, 43 per cent of the
credit limits sanctioned had remained unutilised. . With even a small in-
crease in the percentage of utilisation, the entire system can be thrown out
of gear; and this indeed was what happened at the end of 1973, whegn, as
mentioned earlier, under a fear of credit shortage, everyone wanted to use
his limits to the full and several banks were unable to meet the demand for
funds under the limits they had sanctioned and were forced to resort to
freezing of advances arbitrarily.

3.15 The weakness of the cash credit system can be illustrated by taking

Waeakness of the Cash the following example of a borrower’s financial
Credit System position:
Current Uabllitles Current arsety
Bank borrowings Rs. 75,000 Inventory Rs, 1,00,000
Other current liabilitics Rs. 10,000 Other current assets Rs. 10,000
Rs. £35,000 Rs. 1,10,000

12



3.16 Let us assume that the entreprencur has raised equity and term loans
for covering the cost of fixed assets as well as a portion of current asscts.
The banker’s function is perceived as providing funds required for carrying
the balance of the current assets. Against the total inventory of Rs. 1,00,000,
an advance of Rs. 75,000 is sanctioned by way of cash credit, The advance
is secured by a charge over inventory with an appropriate margin—in this
case 25 per cent—the margin representing the borrower’s contribution to
carry the current assets.

3.17 So long as there is security, which is declared in the periodical stock

statements, the borrower is permitted to draw up to the drawing limit, com-

puted on the basis of the value of stocks less stipulated margin, or the sanc-
- tioned limit, whichever is lower.

3.18 Under this system, it is possible for a borrower to draw against avail-
able security and utilise the funds for purposes other than increasing his cur-
rent assets or rcpaying his other current liabilities; he can, for instance, use
the funds for acquiring fixed or noa-current assets, as the following example
illustrates: '

Current llabllities Current assets
Croditors for purchaso R, 50,000 Inventory Rs, 1,00,000
Bank borrowings Rs. 73,000 Other corment assets Rs. . 10,000
Other current liabilities Rs. 10,000
Rs. 1,35,000 Rs. 1,10,000

3.19 Inventory of the value of Rs. 1,00,000 is carried to the extent of
Rs. 50,000 by creditors for purchases; but the borrower is enabled to borrow
up to Rs. 75,000, on the security of stocks worth Rs. 1,00,000 less the pre-
scribed margin of 25 per ceat, the drawing limit being Rs. 75,000. Had
the customer drawn genuinely for meeting his current assets requirements
only, bis maximum eligibility (assuming nil contribution from him to carry
the current assets) would have been Rs. 50,000; the excess of Rs. 25,000
he can divert to non-approved uses without the banker’s knowledge.

3.20 This weakness was highlighted by the NCC S$tudy Group which came
to the conclusion that such diversion of bank funds was made possible by
the banker’s fixation on ‘security under the cash
credit lending system. Analysing the function of
NCC Study Group Repart lending, sythc NCC Suﬁy gGroup fel: that
while theoretically commercial bank lending was
for short term purposes, in actual practice it was not so. According to the
NCC Study Group Report, a large part of bank lending was really long term
in character and was repayable on demand only in name. To the extent
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that outstandings in a cash credit account never fell below a certain level
during the courss of a year, there was an element of what is called a ‘hard
core’ borrowing which was in rcality a quasi-permanent lock-up of back
tunds in the borrower’s business. The NCC Study Group thought that this
‘hard core’ borrowing should be repaid by the borrowers as carly as pos-
sible. This recommendation, however, remained unimplemented. Pre-
suinably, the state of the capital market, available facilities to raise term
loans and the earnings of the borrowers were thought to be inadequate to
provide funds to repay the large quantum of the ‘hard core’. The people
whom we met were of the opinion that even the present state of the capital
market was such that they did not consider it feasible that the ‘hard core’
part of the current assets requirements as identified by the NCC Study Group
~ould be financed by industry out of equity in the foresceable future and
that the scope to plough back earnings for the purpose was also limited.
During our discussions with representatives of the term financial institutions
also, we were told that they could not undertake the responsibility of pro-
viding funds for the ‘hard core’, for they felt that this would only mean fur-
ther financing of old units, instcad of financing the promotion of new indus-
trial activity. '

3.21 Most banks in the past generally had a system of supervision and
follow-up of the credit they disbursed which was primarily concerned with
the safety of the funds lent and keeping the ac-
count in order. Competition among banks was
not conducive to a bank taking a close look into the affairs of the customer
for fear of upsetting and losing him.

Ban}.ers’ Involvement

3.22 The time is now opportune to review the existing system and effect
changes. It has to be borne in mind that in the current context of shortages,
bank credit, if not properly supervised, may be
Need for Change utilised for an undue build-up of stocks, which,
while proving profitable to some, will result in
misallocation of resources among all. Bank credit has thus a crucial role
in allocation of resources to prevent such a chase of scarce materials which
fuels inflation. The process of change has already set in since the NCC
Study Group’s findings in this regard and many banks have, io fact, toned
up their credit appraisal and follow-up procedures. This trend was given
a further impetus by the changes effected in the Credit Authorisation Scheme
of the Reserve Bank in mid-1970. However, in the context of the need

—to meet larger credit demands arising from growth requirements in
future, keeping in view also certain priorities laid down by Govern.
ment and the Reserve Bank, from time to time,

14



—to curb, at the same time, any tendency on the part of borrowers to
build up undue inventories or to misdirect credit, and

—to modify the style of credit so as to make credit planning effective,
the process of change has to be taken even further.

3.23 Any new system should, in particular, *

—make a customer plan his credit needs in advance aud observe a dis-
cipline in its use,

—indicate to the banker the likely demand for credit and thus enablo
him to plan his own deposit-credit function,

—assure finance to industry for its genuine production necds, and
—having provided finance, enable the banker to receive from the cus-

tomer adequate flow of information on the use of credit, but with in-
built flexibility to suit changes in circumstances,

13



RATIONALE OF OUR PROPOSALS

4.1 A borrower needs funds for his operation mainly to buy and stock
peoessary quantities of raw materials and stores and to stock necessary quanti-
ties of finished goods, .If it is the market practice
Need for Funds to give credit on sales, he would need funds for
carrying his receivables too, He may also make
advance payments for goods and services, All these constitute his needs
for funds, to carry current assets.

4.2 Inventory and receivables comprise the bulk of the current assets.

Diffarent Types of The different types of inventory may be described
Current Assets as follows:

Flabby inventory, comprising finished goods, raw materials and stores
held because of poor working capital management and inefficient dis-
tribution.

—Piofit-making inveatory, represcating stocks of raw materials and
finished goods held for realising stock profit.

—Safety inventory, providing for failures in supplies, unexpected spurt
in demand, etc.; in efiect, an insurance cover.

—Normal jnventory, based on a production plan, lead time of supplies
and economic ordering levels, Normal inventories will fluctuate pri-
marily with chunge in production plan, Noimal inventory also in-
cludes reasonable factor of safety.

4.3 There could be yet another type of inventory, viz., excessive inveatory,
which even an efficient management may be compelled to build up for rea-
sous beyond its control, as in the case of a stratcgic import or as a measure
of Government price support of a commodity.

4.4 ‘Flabby' inventory should not be permitted, and ‘profit-making’ inven-
tory ought to be positively discouraged—both are selfish and an inequitable
and inefficient use of resources; as regards ‘safety’ inventory, good manage-
ment should bring it down to what disciplined experience, subjected to perio-
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dical statistical checks, will justify, Carrying inventory in excess of the nor-
mal inventory, which includes reasonable factor of safety, is but an avuidable
luxury which the banker should not encourage.

4.5 If onc were to analyse the normal inventory further, this is of two
parts—one whichk fluctuates and the other steady. In the steady part also,
there is a further ‘core’ which is a fixed element; this ‘core’ represents the
absolute minimum level of raw materials, process stock, finished goods and
stores which are in the pipe line, so to speak, to ensure a continuity of pro-
duction. Funds invested in core inventorics, comprising process stock plus
minimum raw materials and finished goods and stores, are therefore block-
ed, on long term basis, arising out of technological and business considera~
tions, as is the investment in fixed assets such as machinery and buildings.

4.6 There are three factors influencing the Ievel of receivables, viz., the nor-
mal credit in tupe with the borrower's and his industry’s market practices,
deliberate elongation of credit, and slow billing/collection procedures.
Theoretically speaking, there is no irreducible minimum in roceivables ' as
these can.be brought even to zero. Receivables not in tune with the unit's
and its industry’s practices should not be financed by the banker.

4.7  There is no uniformity in approach among banks in assessing work-
ing capital requircments, especially with regard to inventories. This diver-

gence is also sometimes found within, the same
Reasonable Levels of bank. If bank credit is to be viewed as a tool
Current Assets of resource allocation in the economy, one can-

not get away from the need tu define norms for
reasonable levels of inventories (including safety stock) and receivables in
each industry. One of our terms of reference, dhercfore, apgropriately
requires us to make suggestions for prescribing inventory norms for differeat
industries, both in the private and in the public sectors, and to indicate the
broad criteria for any deviations from these norms.

4.8 In the new context, the main function of a banker as a lender is to
supplement the borrower’s fesources 1o carry an acceptable level of cusrent
assets. The implications are two fold; one, the level of current ass**s must

be reasonable and based on porms; two, a part
Purpose of Bank Lending of the fund requircments for carrying current

assets must be found from long term funds com-
prising owned funds and term borrowings including other non-curreni
liabilities. '
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NORMS FOR INVENTORY AND RECEIVABLES

5.1 The rationale of orms and the need to link credit with production
requirements is to vs 8 fairly clear; and we envisage that eventually the
entire system of credit planning will be dovetail-
Noed for Norms ed with production planning, both to make good
use of bank credit and also to create hetter
management of cash, materials and receivables.

5.2 Industry representatives in their discussicas with us generally agreed
that it was necessary to prescribe some norms but they were doubtful about
our ability to fit the wide spectrum of industry adequately into what we lay
down. Their solution was that the norms should be applied flexibly.

5.3 While we realise that norms will have to be applicd flexibly ‘and not
rigidly, responsive to any major change in environment and within the
industry, we are unable to accept that uncertainties can be regarded as a
reason for not laying down norms, an argument that some, happily not many,
placed before us. In fact, the greater the uncertainties, the more is the need
for plansing,

5.4 Our first attempt at norms was in our Interim Report to the Reserve

Bank. We suggested norms for inventory and receivables for tea major

' industries. The objective was to introduce a dis-

Intarim Report cipline and improvement in the maintenance of

reasonable inventory and receivables levels con-

sistent with encouragement of production on the basis of a helpful relation.
ship between the banker and the customer.

5.5 The Reserve Bank accepted the suggested norms and advised all sche-
duled commercial banks to apply the norms in respect of these tea indus-
tries, both tn the existing and new borrowers, on an experimental basis,
and to furnish it with a feed-back of the experience. A copy of the Interim
Report and the Reserve Bank circular Jetter are furnished in Annexures 01
and IV.

5.6 The approach for prescribing norms for inventory and receivables
18



bristles with a variety of problems. We are, therefore, anxious that there
should be an understanding of the total problem
Approach to Norms and a firm but helpful approach built into the

suggested norms and their implementation.

5.7 We have now suggested norms taking into account the following:
(i) company finance studies made by the Reserve Bank,

(ii) process period in the different industries,
(iii) discussions with experts in the industries concerned,
(iv) general discussions with the industry interests,

(v) need for ensuring smooth production, depending upon the availabi-
lity of the materials, seasonality, etc., and

(vi) reactions and feed-back on Interim Report.

5.8 We have extended our exercise to a total of 15 major industries, cover-
irg about one half of industrial advances of banks, and certain norms earlier

suggested have been revised in the light of the feed-

back received. The norms represent the maxi-
$uggested Norms mum levels for holding inventory and receivables

in each industry. Borrowers are not expected to
hold more than these levels. Neither is the norm an entitlement to hold
inventories or receivable upto this level. If a borrower bas managed with
less in the past, he should continue to do so. The suggested norms are as
follows;
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SUGGESTED NORMS FOR INVENTORY AND RECEIVABLES

Industry Raw materials Stocks-in- Finished Receivables®
(includin process goods and bills
stores a,
otheritems and
used in the discounted
process of
manufocture)
{1 ) ) 4 )
(i) Cotton Cotton
and 2 (Bombay ] (Compo- 2%
Synthetic and site
Textiles Ahmedabad textile
arcas) mills)
3 (Eastern 4 (other
areas— mills)
Bihar, Orissa,
West Bengal
and Assam)
2§ (Other than
the above
arecas)
2 Other aw
matcrials
(1) Mag-made 1} t 1
Fibre
Gi) Jute 2} $ 1 (For
Textiles domest "
sales)
and
1} (Por
exports)
(/") Rubber 2 3 14
Products
(v) Fertilisers
(a) For § (Units Negli- 1 (Where 1}
nitro- near gible stocks are
genous refinery) in plant
plants site}
1 (Uniu awsy 1§ (Where
from stocks are
refinery) also ip
upcountry
centres)
(&) For 2 (Unitsin N ible 1
phosphatic port areas) ad lmm "
plants in plant
site)
3 (Units 13 (Where
away from stocks are
port rcas) also in up-
count
centres
(vi) Pharma- 2
ccuticals ! i 2 1’
(rii) Dyes and 23 1 ] 2%

Dyestulls
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SUGGESTED NORAa™S FOR INVENTORY AND RECEIVABLES

Industry Raw Materials Stocks-in- Finished Receivubles®
{including process goods an bills
stores and purchased
otber items and
vsed in “? discounted
Process o
manufacture) .

{1) [¢) ) “ %

(viii) Basic 23 $ 1 13

Industrial
Chemicals
(ix) menble 1 gﬁh 2
Hydrogeoated
ols
) Pa 2-6 Bamboo and . 1 (Porocon-
per Wood " trolled ¢
(To bo built sales)
up in stages and
from Novem- $ (Forfree
ber to May sales)
and there-
after to be
brou
down
2% Chemicals
(xi) Coment Gypsum 1
' ﬁ Limestone i
. 3 Coal
materials
Engineering— 2. 24
Gl Automo- : t
biles and
Ancillaries
) P -2
ns
Durables
Eoginceri
) Ancillaries 2 ) 2
(other thas .
Automobile
Anciliaries)
and Component
Suppliers
(x») Engincering—
1} 34

Manufacturers
Capital Equi

pita i
mont Suppllce;
{other than
Heavy Engi-
acoring)**

Notes :  tl) Raw materials are expressed as 5o many months' comsumption, ‘They include
Storcs and other items used in the process of manufactire,
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(1) () SIocks-ln-pméeu aro expressed as 30 many months® cost of production,

(8) In indwvidual cases, the dank may deviate from the norm for stocks-in-pro-
cess if it is satisficd that the actual process time jovolved in any particular
unit, say, o view of the nature of production, past experienco and techno-
logy employed, is more than the norm suggested.

(iin) (a) Finished goods and recoivablcs are expressed as so many months’ cost of
sales and sales respectively. These figures represcat only the average levels,
Individual items of finished goods and reccivables could be for different
periods which could exoeed ths indicated norms so long as the overall aver-
age level of finished goods and receivables docs not exceed tho amounts as
dotermined in terms of the norm.

) ‘The norm prescribed for receivables relates only to inland sales on short
e torm basis (i.e. excluding recoivables arising out of deferrod psyment sales
apd cxports)h
(i7) Stocks of spares are not Included for norms, since in financial terms they are
pot significant in many industries. Banks will ascertain requirements of spares
for individual units. ‘l"bq should, however, keep a watchful eye if spares exceed
39 of total inventories.

L/ nii a

L o S e o ™
$.9 We have not suggested norms for the heavy engineering industry, as it
bas certain special characteristics. The engineering industry is diversificd
not only in terms of the product range but also in
technology and size. We have attempted to
clasgify some of the engincering units under four
groups vide items (xii), (xiii), (xiv) and (xv)
in the preceding paragraph. During recent years, the heavy engineering
sector has grown considerably, particularly in the public sector. Though it
may be difficult to attempt a precise definition of the beavy engineering units,
their main distinguishing features are (i) manufacturing heavy capital equip-
ment for other iadustries, (ii) technology-based manufacture of equipment
to suit specialised processes and specific end-uses, and (iii) considerable lead
time in design, manufacture, supply and commissioning of equipment. Heavy
engineering industry is thus commonly understood to include units manufac-
turing heavy structurals, cranes, railway wagons, coaches, other heavy equip-
meat for railways, heavy electrical equipment including transformers, gene-
rators, pressure vessels, heat exchangers and chemical eqtipment, boilers,
steel plant equipment, mining machivery, etc. Much of the equipment manu-
factured in the heavy engincering sector is supplied to the core sectors of
the economy which are predominantly Government projects, both in the
Central and in the State sectors. The commercial terms are, therefore, relat-
ed to the policics laid down by the various Government authorities from time
to time.

Heavy Engineer!
industry o8 .

S.10 By its very nature, the process time for completion of any particular
tontract or construction of any single equipment takes a long period—in
some cases, as long as two to three years. Often, at various stages of manu-
‘acture, they use not the standard components, which are available on tap,
7.



but those which have to be tailor-made, Thers is also considerable diffi-
culty in this industry in maintaining standard inventories, as the production
pattern and product-mix vary in response to the changing needs of the user
industries. It is, therefore, difficult to lay down norms for different com-
ponents of inventory and receivables, i.e, for raw materials, work-in-pro-
gress, finished goods and receivables in the case of the heavy engincering
industry.

5.11 The system of financing working capital varics in the heavy engi-
neering industry from unit to unit. In some cases, principal raw materials
like steel are supplied by the purchasers. In many cases, advance payments
are made by the purchasers against orders as well as against procurement
of compongnts. Progress payments are also made against despatch of
part equipment. Even so, the quantum of tie-up of funds in current assets
in this indusiry, by virtue of the nature of its opcrations, is very large and
the banking system may find it difficult to cope with the industry’s demand
for funds in its eptirety. One solution to the problem could be that the
funding pattern of the industry itself should be different from that in the
other industries, so as to take care of not only the conventional margin
money requirements for working capital but also something substantially
more, to meet the fund nceds stemming from the industry’s large build-up
of current assets. In that case, however, the capital structure will have
to be so massive, to finance the very large need, that, in effect, it will be
supporting the buyers of the manufacturing unit in their purchases aad uot
the unit’s infra-structure for which it is meant. The correct course will be
that the buyer should pay for the purchases, not on delivery, but in pro-
gressive stages of manufacture. The banking system cannot take upon
itsclf the responsibility of financing goods which remain in process over
too long a period. This is so because, largely, the production is neither
competitive nor market-oriented, but custom-tailored. Therefore, it is only
appropriate that the buyer should take upon himself the responsibility of
financing to a substantial extent what is produced for him specifically. This
should be feasible as the heavy engineering industry supplies capital and
other equipment to user industries which would ‘have, at any rate, placed
orders for the block assets only after a proper tie-up of financial arrange-
ments for their projects/expansion schemes, However, for financing of
inventory requirements in respect of items which are not tailor-made or
those with short process period for which, consequently, no progress pay-
ments may be forthcoming, banks may extend support to a reasonable ex-
tent, Working capital requirements of the beavy engineering sector should,
therefore, be assessed taking into account the foregoing factors, and the
extent to which banks may meet the working capital needs may be deter-
mined, case by case, on merits.
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5,12 Norms cannot be absolute or rigid. Allowance will have to be
made for some flexibility under circumstances justifying a need for re-exami-

Deviations from Norms pation; thus, deviations from norms may be visu-
alised under tho following circumstances:

—bunched receipt of raw materials including imports,

—power-cuts, sirikes and other unavoidable interruptions in the pro-
cess of production,

—transport delays and bottlenecks,

—accumulation of finished goods due to non-availability of shipping
space for exports or other disruptions in sales but not under circum-
stances where a sales stimulation is needed through reduction in
prices,

—puld-up of stocks of finished goods such as machinery, due to failure
on the part of purchasers for whom these were specifically manufac-
tured to take delivery, and

—need to cover full or substantial requirement of raw materials for
specific export contract of short duration.

5.13 It was represented to us that Government and its agencies delay pay-
ments and that sometimes large units in the private sector also do not pay
promptly, particularly to the small ancillary suppliers. It was, therefore,
suggested that such delayed payments also should be treated as circumstances
warranting deviation from norms for receivables as there was need for the
banks to give credit till such dues were realised. We feel that the matter
should be tackled at the sources rather than throwing upon the banking
system the burden of providing credit which; in effect, would amount to under-
writing the delays. The Reserve Bank should discuss the matter with Govern-
ment agencies and the Bureau of Public Enterprises to overcome such delays
while in the case of private firms, the banker should put pressure upon the cus-
tomers by insisting that they recover their dues in time, and should not en-
courage suct delays by merely extending further credit facilities, We would
add that the Reserve Bank should follow this up with the Government agen-
cies vigorously and we are confident that Government and public enterprises
would, no doubt, set 2 good example to the others.

$.14 The criteria for deviating from the norms nced to be applied with
great care, especially to prevent industry from taking them for granted and
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e'xpecting concessions #s a matter of course with very little economic func-
tEon. For instance, the lead time required for obtaining supplies of mate-
rials, was often given as a reason for high inventories. This is apt to be
overstated. Regular supplies can be arranged and high inventories avoid-
::d by careful planning in placing orders, allowing for the lcad time, though
it is not denied that at times some allowance may have to be made for ex-
ceptional circumstances such as those we have visualised above.

5.15 We reiterate that the criteria for deviations must be fully justified,
The deviations should be for known specific circumstances and situations
{which should be recorded) and allowed for agreed periods which should be
relatively short; and there should be a return to norms when conditions
revert to normal. It is important *hat flexibility in inventories and receiv-
ables should be both ways.

5.16 To start with, these norms should apply to all industrial borrowers,

including small scale industries, with aggregate limits from the banking
system in excess of Rs. 10 lakhs and extended to

Coverags of Norms smaller borrowers progressively as early as
possible.

5.17 In industries not covered by us, it should not be assumed that no
norms will apply and that the borrower is exempt from the discipline of
norms. In such eases, banks should keep ia view the purpose and spirit
behind the norms when extending credit facilities.

5.18 We believe that norms for inventories and receivables should; in prin-
ciple, be extended progressively to cover the entire spectrum of industry,
both in the private sector and in the public sector. The list may, therefore,
be extended with experience. The Committee of Direction may consider
this task at specified intervals,

5.19 Further, the principles should be uniform for all like industries, both
in the private and in the public sectors, although for certain indusfries, and
Norms and Public Sector  sOme borrowers, by virtue of their special nature,
separate considerations may be justifiable.

5.20 We suggest that all requests for enhancement of credit Jimits ouay be
considered in the light of the suggested norms. As for existing accouats,
where no enbancements in limits are required,

. the banker should examine the existing levels of

Application of Norms inventory and receivables and seck a reduction in
levels where they are excessive. It is importaat
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that all banks should apply the norms uniformly, To the extent that inven-
tory and reccivables Jevels could be brought down, the outstanding dues to
the bank and/or the other creditors should also go down. As regards the
data to be obtained and the rate of interest to be charged to ensure imple-
mentation of the norms, we reiterate what has been said by us in para-
graphs 16 to I8 of our Interim Report (Anncxure 1II). But even charging
of a higher rate of interest should pot give a permanent immunity to the
customer from conforming to norms and some further action should be con-
sidered. We have no doubt that the borrower will not wish to jeopardise
his dealings with the bank if he realises that the bank means business,

5.21 Study and prescription of norms should be an on-going process, extend-
ing to cover the arca of industrial activity not covered by us and also search-
ing to identify homogeneous groups of units.in dif-
Review of Norms ferent industrics where an industry does not res-
pond to a single morm. We suggest that the
norms should be kept under constant review,



OUR PROPOSED APPROACH TO LENDING

6.1 As discussed in Chapter 4, a banker’s maia role, as a lender, will be
to supplement the borrower’s resources in carrying

Yiorking Capital Gap a rcasonable level of current assets in relation to
his production requirements,

6.2 Stated differently, we would expect the borrower to hold only a rea-
sonable level of inventory and receivables, according to the norms. The
total current assets will be carried partly by a certain level of credit for pur-
chases and other current liabilities. Funds required to carry the remaining
current assets may be called the working capital gap which can be bridged
partly from the borrower's owned funds and long term borrowings and
partly by bank borrowings.

6.3 In the context of the above approach, there are three alternatives for
working out the maximum permissible level of bank borrowings:

(i) Bank can work out the working capital gap, i.c., total current
assets Iess current liabilities other than bank borrowings and finance
a maximum of 75 per cent of the gap; the balance to come out of
long-term funds, i.e., owned funds and term borrowings.

(ii) Borrower to provide for a minimum of 25 per cent of total cur-
rent assets out of long-tetm funds, i.e., owned fuods plus term
borrowings. A certain level of credit for purchases and other cur-
rent liabilities will be available and the bank will provide the:
balance. Total current liabilities inclusive of bank borrowings
will not exceed 75 per cent of current assets.

(ili) Same as (ii) above, but excluding core current assets from total
current assets on the theory that core current assets should be
financed out of long-tenm funds, i.e., owned funds plus term bor-
rowing,

6.4 The threc alternatives may be illustrated by taking ihe following
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example of a borrower’s financial position, projected as at the end of the
DEXt year,

Current Habillties Carrent azsets®
Creditors for purchases .e .« 100 Raw materials e . . 200
Other current liabilities .. .. 5 Stocks-in-procoes .. - .« 20
150 Finished goods . . .~ 50
Bank borrovﬂngs, including bills dis- - Receivables, including bills dis-
countod with bankers .. .. 200 counted with bankers . - 3
Other current assets e e 10
3% m
®As por mﬁrted porms or past practico, whichever is lower, in relation to projected
production for pext year.
28t Method " 2nd Method 3rd Method
Total current assots .. 370 Totalcurrentassets .. 370 Totalcorrentassets .. 3%
Lesrs : current liabilities 25% of above from long Lezs ¢ coro current assets
other than bank bore term sources .. «« 92 (illustrative figure)
rowings . . 150 —2-7; from long term wureu 95

Real current assets . 215
Workingcapitalgap .. 220 Lesr : corrent liabilities

othor than bank 25%, ol above from long
borrowings . «s 150 . termsources .. .
128 206

——— [Lesr: current liabilities
25%, of above from long Working capital gap .. 220  other than bank bor-

term sources .. . 35 rowings .. . 130

56

Maximum bank borrow- Maximum bank borrow- —

ings permissible .« 165 ings permissible »o 178 Working capital gap .. 220
Maximum bank borrow-

ings permimible - 56
Bxcess borrowing «« 35 Excess borrowing «« 72" Excess borrowing . 144
Currentratio 1.17:1 Correntratio 1.33:1 Currentratio 1.79:1

6.5 In case the existing net working capital (i.e. excess of current assets
over current liabilities) exceeds 25 per cent of the working capital gap (in
15 Method) or 25 per cent of total current assets/real current assets (in
2nd and 3rd Methods), the contribution from long-term sources will ordi-
parily be to the extent of the already existing et working capital,

6.6 The Ist Mcthod would mean the banker financing upto & maximum of
75 pet cent of the working capital gap of 220, i.c., 165 and  the borrower
providing at least 55 out of his long-term funds, i.e, owned furds plus
]



long-term borrowings. This method will give a minimum current ratio of
I:1.

6.7 The 2nd Method would mean the borrower financing a minimum of
25 per cent of total current assets (92) through long-term funds and the
gap, i.c., maximum of 128(278-150), will be provided by the bank. This
will give a current ratio of at least 1.3:1.

6.8 The 3rd Mecthod would mean a further reduction in bank borrowing
and strengthening of the current ratio.

6.9 It is important to note that in an exercise like this for computing the
level of bank Gnance, the classification of current assets and current liabilities
should be made as per the usually accepted approach of beankers and not
as per definitions in the Companies Act. For instance, instalments of term
loans payable within 12 months from the date of balance sheet are classified
by the banker as current liabilities while it is not so in the balance sheet
prepared in accordance with the requirements of the Companies Act.  These
differences in classification have been brought out in the form for analysis
of balance sheet prescribed by the Reserve Bank under its Credit Authori-
sation Scheme,

6.10 We feel that the 3rd Method is an ideal to reach as it will provide
the largest multiplier of bank finance; the next best method from-this aspect
is the second one, followed by the first. However, to avoid bardship to
borrowers, we recommend that we should make a beginning with the Ist
Method and then move to the 2n0d and the 3rd Methods. 1t is necessary,
though, to have a time-bound programme and we suggest that banks should
initiate immediate action to place all borrowers, say, those baving credit
limits in excess of Rs. 10 lakhs from the banking system, on the Ist Method,
beginning with the borrowers having weak financial position, as carly as
possible, say, within a period of about one year. At that stage, the Reserve
Bank may review the systcm and chalk out a further programme for switch
over to the 2nd and 3rd Methods, in stages, in the light of circnmstances
then prevailing.

6.11 As regards the proposed programme of change, the Chairmen of
banks, whom we met under the auspices of the Indian Banks® Association,
were actually in favour cf the banks straightway switching over to the 2nd
Method for the reason that some of the borrowers already fulfil the require-
ment of the 1st Mcthod. Although mosi of them accepted the concept under-
lying the 3rd Method, they pointed out that much ground work would be
necessary (o work out core currcat assets for various industries, which
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would require detailed studies before this -:cibod could be accepted, We
sugpest that the Indian Banks’ Association may consider setting up a Work-
ing Group to detcrmine the core current assets in the different industries,

6.12 We also fecl that lending up to 75 per cent of the working capital gap as
in the 1st Method is liberal but it is our view that this should be considered
as the upper limit. The limit of 75 per cent has been suggested as the first
step, particularly to facilitate financial structuring of new companies, setting
up projects in backward arcas and also for flexibility in re-structuring of
existing companies with a weak fipancial base. As mentioned carlier, we
reiterate that starting with the 1st Method banks should gradually reach the
ideal of the third. It should be understood that the aim should be to move
forward and borrowers who already fall in the third or the second category
should not increase their dependence on bank borrowings and revert to the
second or first category, respectively. That is to say, their existing current
ratio should not be impaired. Also, if the credit nceds of such borrowers
increase in future, they should rot be allowed to slip back from a higher to
a lower category.

6.13 Like all changes, our proposals will involve some hardship to those
who are beneficiaries under the existing system. Some time is needed by
them to adjust themselves to the discipline of the new approach. It is desi-
rable for a baaker to recognise the position of his borrower and guide him
towards norms and the pew system of lending within a reasonable time.
The banks will work out the position of the existing customers and any
excess over the finance, to which a borrower would be eligible under the pew
formula, will have to be reduced progressively by transferring the excess
to a term loan, to be amortised over a suitable period, depending upon his
cash generating capacity, ability to raise additional equity, etc. The amount
to be amortised will stand at a higher lcvel in the case of a borrower baving
a negative working capital (i.c., & working capital debt), as the already
existing deficit in working capital will also bave to be made up by him.

6.14 The concept of bank credit forming only a portion of the working
capital gap could also be used as an instrument {or influencing the directional

flow of credit. It should be possible for the con-
Allgning Credit with cerned authorities to define from time to time the
Priority Industrlas order of prioritics in the economy for different in-

dustries and we visualise monetary authorities
laying down different scales of financing, as percentage of the working capi-
tal gap for the different classes of Industries as an important instrument of
econom’c policy, for aligning eredit with the priorities for industries. Thus,
the relevant percentage could be comparatively low for the low-priarity in-
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dustries. Also, when a manufacturer has reached a stable level of produc-
tion for a reasonable number of years, there is po reason why bank finance
should continue to be made available to him on the same scale, becauso, if
a portion of the finance earlicr made available could be withdrawn from
him, such funds would be available for promotion of new ¢conomic uctivity.
It is thus possible to eavisage part of the working capital baok finance also
as an assistance for a limited period only, in the same manner as, term
loans for initial investment. :

6.15 The question arises whether there should be a reasonable relationship
between the equity and total term loans (i.e., those from the financial insti-

tutions and banks). The term lcnding institu-
Funded Debt-Equity tions insist upon a certain relationship between
Relationship funded debt and equity according to certain ac-
' cepted norms and also see that the long-term
funds are adequate t> provide for a margin for working capital purposes,
No chauge is suggested in this practice. However, in future, while funding
the new projects, the term lending institutions may provide for margins on
the basis of our proposals. It will be useful if the bank which is to finance
the workibg capiial requircments is associated at this stage in detenmining
the working capital and margin requirements. If this is done, there will
be no need to deviate from the standards of relationship between funded
debt and equity, which the term lending institutions normally follow.

6.16 In the case of old units, it may be mecessary to transfer, as mention-
ed easlier, a part of the present cash credit borrowing to a term loan repay-
able over a period in order to bring financing in line with our proposals. In
some of these cases, the funded debt and equity relationship may not imme-
diately conform to the norms laid down by the term lending institutions and
the borrowers may have to be given time to bring the position to nonmal
over a period. The banks will, however, have to ensure that, in such cases
the total outside liabilities to owned funds relatioaship is acceptable to them.

6.17 Another question to be considered is as to how to take care of a
request for additional credit from a borrower who alrcady bas an excess

borrowing under any of the above methods. Such
Addit  al Requirement a need for additional credit will normally arise
of Credit with an increase in production activity, We

would expect that if the additional fund necds are
on a regular basis, the borrower should bring a matching contribution requir-
ed under the relevant method of lending. He could do this by retained eara-
ings or by raising additional equity or by issuing debentures or by bringing
in more funds in any other suitable manner for the purpose. In very ex-
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ceptional cases, where the borrower is not able to raise the requisite funds
immediately in the aforesaid manner, the banks may consider giving a term
loan to a reasonable extent provided the cash generation capacity of the
borrower is sufficiently good to take care of the amortisation of the existing
tcrm obligations as already stipulated as also the proposed additional loam
within a short period acceptable to the bank. Where, however, the addi-
tiona! fund need is for a short duration (e.g. for executing a large export
order or a Government contract) and cannot be met from the existing credit
arrangement, it should be possible to consider additional credit for such needs
without necessarily insisting on matching contribution, only to enable com-
pletion of the specific transactions/contracts, on the clear understanding that
the borrower would return to the stage as in the relevant method of leading
within the stipulated period.

6.18 Apart from the excess borrowing under any of the methods of ‘end- -
ing, there may be excess borrowing representing the excess of inventory and
receivables vis-a-vis the relative norms. In such cases, we do not visualise
grant of additional credit facilities on a regular basis until such time as the
current assets levels are brought down to the required levels. Grant of addi-
tional facilitics on purely temporary basis, however, could be considered but
only as an exception, say for purposes like execution of an export order, etc.

6.19 Onoce the quantum of bank funds to finance a reasonable level of cur-
rent assets is agreed to, there is also peed to
Proposed Style of Cradlt  chynoe the style of extending bank credit,

6.20 The drawbacks of the cash credit system of lending are well known
but may be reiterted:

—A bank has no control over the level of advances in the cash credit
accounts. No potice is required for drawing under limits that may
remain unutilised for long periods.

—A bank is thus in no position to foresee demand for credit. This ham-
pers its credit planning. :

—The “cost’ of the operation of the system to the banker, on account
of the attendant uncertainties, is high because whatever chanccs he may
take in ‘overselling’ credit, there will always be a limit to how far
be will ‘oversell’. And this was indeed what bappened in the 1973-74
‘credit crisis’ when some banks found themselves heavily ‘oversold’.

6.?!. It has been found in practics that the level of borrowings by industrial
units during the course of a year fluctuates from month to month depend-

32



ing on the scheduling of purchases of raw materials and despatch of finished
goods. It has also been observed that the outstandings in a cash credit ac-
count, particularly in non-seasonal industries, do not fall below a certain
level which represent the stable fund requirement during the year.

6.22 We suggest that instead of making available the entire credit limit as
a cash credit for a year, it may be bifurcated inte a loan and a demand
cash credit, which will be reviewed anaually.

6.23 The loan component would comprise the minimum level of borrow-
ing which the borrower expects to use throughout the year, while the cash
credit part could take care. of his fluctualing requirements. As the loan
would carry interest throughout the year, it will induce & discipline in the
customer to plan bis need carcfully to ensure that as little of it as possible
lies idle—ideally none.

6.24 Non-scasonal industries as well as most agro-based industries with
some degree of seasonality can conform to the suggested system without dif-
ficulty. In the case of industries with a very high degree of seasonality, as-
sessment of bank finance, i.e., the overall credit limit, may have to be done
on the basis of monthly cash budgets, as is being done at present for the
sugar industry by certain banks and thereafter aiso drawings will be regulat-
ed by up-dated monthly cash budgets,

6.25 As the intention of introducing the new concept is to bring in a dis-
cipline in the system, we suggest that the demand cash credit should be
charged a slightly higher rate of interest than the loan component. This
approach will give the borrower an incentive for good planning. The cash
credit, in any case, involves additional cost and uancertainty to the banker
and, therefore, a slightly higher rate is not a penalty. The term loan repre-
senting the excess borrowing, to be amortised, as mentioned earlier, should
also be at a slightly higher rate than the cash credit rate.

6.26 Ia order to ensure that customers do not use the new cash credit
Proposed Information facility in an unplanned manner and thus creats
System the same problems as are faced in the present
system, we recommend that the financing should be placed on a quarterly

budgeting-reporting system for operational purposes.

6.27 The customer will submit a quarterly budget to the banker. The sys-
tem and the forms earlier envisaged for the purpose were outlined in ovr
Interim Report (Annexure V). On the basis of the experience gained and
the feed-back received from bankers and the borrowers, on whom they were
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tried out, we have simplified them considerably; the revised forms are given
in Annexure VL

6.28 1t would be worthwhile mentioning here about the feed-back on forms
received by us from borrowers. The poinls made were mainly in regard to
the secrecy aspect, non-availability of audited financial statements, periodicity
ot the statements, inadequacy of systems and staff for the purpose in bor-.
rower’s organisation and need for simplification of the forms. We are
of the vicw that so long as banks provided the bulk of the funds for running
the industry, there should be no hesitation on the part of borrowers
to furnish 10 banks the information required by them. The proposed
system . envisages only un-audited information except for balance sheet
at the year-cnd, though we would add that given a streamlined account-
ing system, one would not expect much divergence between audited and
un-audited figures. As regards the periodicity of the data, as the forms
are to be used on a roll-over basis, to enable the borrower and the
banker to Jearn from the previous experience, it is only appropriate that the
periodicity should not be longer than a quarter. We also expect that the
larger borrowers of banks (say, those enjoying total credit limits of Rs. !
crore and above) do have the organisational set-up to furnish the informa-
tion and if they do not have it, they should, in any case, be able to build up
tho required systems in their organisations within a relatively short period.
Let us add that, during our discussions, both banks and industries agreed
with the quarterly information system in principle but only asked for it to
be as simple as possible.

6.29 We would also like to sound a note of caution to banks in regard to
the borrowers’ concern atout the secrecy and sepsitive nature of the informa-
tion proposed to be called for from them. It may be argued that borrowers
have been furnishing to banks projected data even now, though not on
quarterly basis. Even so, we can appreciate their anxiety and we expect -
banks to tuke due notice of their apprehension.

6.30 There is an advantage in shortening the transaction cycle and we
should consider moving to & *cash and carry® system which is already being
Bill Finance followed by some. However, a further detziled
-study of its implications may be necessary.
While this could, therefore, be the direction of change, sometimes it may
become necessary for manufacturing units to extend credit to maintain
sales. In such cases, apart from loan and demand cash credit, a part of
the total credit requirement, within the overall eligibility, could also be pro-
vided by way of bill limits to finance receivables. It is desirable that, as
far as possible, receivables should be financed by way of bills rather than
cash credit against book debts, though we do appreciate that the latter

34



cannot be altogether eliminated, particularly whea the period of credit is
short and the amount is small. These bills could be on a demand basis
or on a usance basis depending on the marketing practice in the industry.
Some of the advantages of a bill arising out of sale of goods over the cash
credit against book debts are:

—the transaction is casily identifiable,

—ithere is a definite date of repaymen,

—the bill will carry more than one signature if it is on usance basis,
—it represents an casily dlif'tabbasset, and

—when goods are sold on credit to a wholesaler instead of to a user-
industry, bank finance for the transaction would in effect be credit for
trading purposes; in such cases, bank finance by way of bill discounts
would make for improvement in the quality of statistics in regard to
financing of trade. From the stand-point of monetary policy also,
such an arrangement would lend itself to better control.

6.31 We are also of the view that, to the extent feasible, the banking sys-
tem should move towards financing the purchaser, who is in fact the debtor,
rathor than the seller, who is the creditor. In other words, the seller will
be paid off immediately after the sale and bank credit will be extended only
to the purchaser, As regards financing of the purchaser, however, there are
two different points of view. One view is that purchases should also as
far as possible, be on the basis of bills, for the following reasons:

—the amount will be drawn only at the time of actual need,

—the end-use of credit is automatically taken care of,

—credit to purchaser is directly related to his actual need, which is not
the case with tho seller’s bills, where credit is extended as a measure
of sales promotion, irrespective of the purchaser’s ability to pay or
his need for credit, ‘

—a bill enables discipline to be imposed in respect of payments for pur-
chases—it ecsures timely payment to suppliers, which a system of
book entries does not always ensure.

It is argued on the other side that under the revised system proposed by us,
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the cash credit mode of financing is superior to bill financing in respect of
the borrower’s purchase operations for the following reasons:

—drawals for non-approved purposes will be detected by the new in-
formation system proposed and by scrutiny of cheques; end-use of
credit will be effectively taken care of by the proposed information
system,

—the cost of operations to the borrower and the banker will be high;
borrower will have to ‘pay more for cost of stamp duty while the
banker’s administrative cost will go up because of additional paper
work without the assistance of mechanisation or computerisation, and

—the advantages of centraliscd borrowing by way of a close watch over
aggregate outstandings, debit and credit summations and borrowing
trends would be Jost.

In view of the foregoing, without attempting a definitive view on the subject,
we would suggest that each bank- may take its own decision, in consultation
with the borrower, having regard to the size of his operations, the individual
transactions and the administrative set-up obtaining in the bank.

6.32 We recommend that the proposed approach to lending and the style
of credit be extended to all borrowers having credit limits in excess of Rs. 10

lakhs from the banking system as per the schedule
c ;  suggested in paragraph 6.10. As regards the pro-
Appmdidth. P posed information system, however, we suggest

that, to start with, it may be introduced in respect
of borrowers-with limits of Rs. 1 crore and above from the eatire banking
system. Progressively, banks should extend this system, first to borrowers
with limits of Rs. 50 lakhs to Rs. 1 crore and next to those enjoying Limits
of Rs. 10 lakhs to Rs. 50 lakhs.
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OUR RECOMMENDED SCHEME

‘7.1 The mechanics of lending in the framework we have suggested so fer
will be as under:

(i) As a banker should be concerned with a borrower’s total opera-
tions and not merely inventories or receivables, examination of the
borrower’s operational plan for the next year assumes special sig-
nificance. It is in the customer’s own interest to plan his opera.
tions, if he is to be assured by the banker of adequate credit to
meet his genuine production needs,

(ii) Financial analysis will cover examination of the borrower’s past
and current financial position, profitability, productiin operations
for the next year and projected financial position at the end of the
Dext year.

The borrower should, therefcre, furnish an operating statement and
a funds flow statement for the whole year (i.e. tho next year) as
also a projected balance sheet as at the end of the next year, along
with the application for advance or remewal Any assumptions
underlying the statements should be explained to and examined
by the banker.

(iii) The current asset posifion will be examined to ensure conformity
with inventory and reccivables norms in relation to the projected
production,

(iv) The working capital gap will be computed, the extent of bank fin-
ance will be arrived st and tho overall credit lithit will be fixed
on the basis indicated in Chapter 6; fixation of a total limit will be
necessary for purposes of registration of charge with the Registrar
of Companies, credit authorisation from the Reserve Bank, docu-
mentation, etc.

In settling the quantum of bank finance, the operating, funds flow

and projected financial statements provided by the customer may
have to be amended.
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“This ‘will Jead to an understanding ‘between the banker :and cus-
tomer «on the financial needs arising from the next year's .opera-
tions, covering fboth Jong derm and short term finance, as well as
[projected -disposition «of ithe mesources ;gencrated.

{v) In zespect of existing advances, -excess finance .over :and sbove the
;permissible level should 'be identified .and ;placed .on :a repayment
'basis, to be adjusted over a period of time, taking into .account
-customer’s -cash accruals and .obligations and ‘his .capacity to raise

{(vi) The =greed .quantum -of bank finance will 'be made available in
:geparate accounts; ‘the minimum fund requirements during ‘the ‘year
by way of a fixed Joan :for 12 months and -the ‘bilance, 'by way of
«<ash credit .and/or 'bills,

((vii) “There should 'be no rigidity, ‘but a flexibility, iin :the :matter of ‘bifur-
wation .of :the [limit ‘between iloan and .cash -credit, .guided !by the
customer’s past plans, 'how .they compared ‘with tthe :actudl :pattem
«of drawings, and the expectation for 'the .next year, For purposes
«©f «credit .authorisation /from ithe Reserve Bauk, ithe 'banker will
:anply -onily for the total limit and not for the two limits separately.

{(viil) Quarterly 'budget .and performance .data ‘will be furnished iin ithe
iprescribed forms. The .quarterly .operating -statement -and ffunds
flow :statement ‘will .constitute a segment of ithe .annual ;plan :sub-
/mitted -eatlier, and the banker will see ‘whether 'ths .quarteily ;plan
iis more.or less in line with earlier expectations. 'Fund ineeds, mot
{irectly linked -to ;production needs -such .as for iinvestments in .or
lloans 'to subsidiary ifirms or other companics, -etc., will 'be .evident
‘from :the .quarterly 'funds :flow statement, and :the ibanker will ‘have
ito ‘take 'a wiew -on ‘what is :not ;permissible.

{(ix) Actudl drawings within the sanctioned ‘limit ‘wil! 'be .determined iby
tthe «customer’s iinflow .of :funds .and outflow of ifunds .as reflected
iin 1the .quarterly 'funds -flow statement. The .deficit iin «cash (during
'the quarter-will 'be :the Ievel of additional demand cash.creiit bank
iborrowings required jin the. quarter.

The |permissible 'level -of .drawing in .any .quarter \within (the :sano-
ttioned [limit ‘will :thus :be :the fevel as.at :the end .of ithe ;previous
.quarter -plus .or :minus ithe .deficit .or -surplus -shown iin ithe funds
‘flow -statement. (It must 'be borne :in 'mind :that ithe .peak require-



ment within the quarter can conceivably be greater than what is
shown in the funds flow statement, which will only show move-
ment of funds between two dates. If so, the borrower will bave
to specifically indicate the peak requirement to the banker.

(x) Within the overall permissible level of drawing, the day-to-day
operations in the account will be regulated on the basis of draw-
ing power (subject to the margins stipulated by the banker againat
the different components of inventory and receivables) as per
monthly stock statements, which will continue to be submilted.
The drawing power remaining after providing for the fixed loan—
vide item (vi) above (and excess finance, if any, placed on ro-
payment basis—vide item (v) above) will be the drawing power
available for the demand cash credit account/bills on account of
purchases,

(xi) No budget or plan, however, carefully compiled, can always be
correct. Variances are bound to arise and it is suggested that
there should be flexibility in permitting drawings. Variance to the
extent of say =10 per cent should be permissible, and beyond
this, the banker and customer should discuss the reasons.

7.2 The system suggested is but an aid to a better understanding of tho
customer’s acceptable requirements. ‘1here would still be need for banker'’s

judgement.

7.3 It may be stated that we view our recommendations regarding inven-
tory/receivables norms and the méchanics of lending as a package; it is an
integrated scheme and the borrower is expected to subject himself to the
entire discipline envisaged by us,
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FOLLOW-UP, SUPERVISION AND CONTROL

8.1 A babk has to follow-up and supervise the use of credit to verify first,
whether the assumptions an which the lending decision was taken continue
to hold good, both in regard to the borrower’s
operations and the environment and second, whe-

Testingthes A o

of !..:flln; mmml m ther the end-use is according to the purpose for
which the credit was given. A banker will, there-

fore, need to know:

OPERATIONS

~Have the terms and conditions stipulated for the 2dvance been ob-
served?

—Is the borrower keeping to the original plan of operations, and are
costs, sales, profits and funds flow according to plan?

—IJs the security in order?

~—Are there any danger signals and, if so, what remedial action cau be
taken to cover the deficiencies and restore operations to normal
health?

. MANAGCEMENT

—Is the company properly managed?
—Have there been any changes in the ownership or management pattern?
ENVIRONMENT

—Have there been any changes in the business environment or in Gov- _
ernmental laws and regulations affecting the customer or the banker?

—Apny other considerations which may adversely affect the bank’s posi-
tion in future; for example, whether there are arrears of payment
to cane growers in the case of sugar mills (Reserve Bank has already”
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suggested to banks 2 detailed procedure to watch this position) or
whether adequate provision has been made for dues to employees,
eic.

8.2 Some of these responsibilities assumed by a banker are sometimes
viewed as transgression of a customer's right but, is it really s0? In borrow-
ing from the pool of public funds for which there are competing claimaats,
the customer cannot argue that so long as the banker’s money is safe, he
should remain conmtent. A bank today, and a nationalised bank at that,
cannot gvade its social responsibility to ensure that the credit user, who bas
access to scarce national resources, makes proper and efficient use of the
funds, which will bring about a multiplier effect in the economy. In fact,
the customer should deem it a privilege that he receives a share of the scarce
pational resources, and he has, therefore, to justify both its need and its
end-use. Moreover, the discipline expected of the customer is as much in
his own interest as the banker’s; besides, both the customer and the banker
are instruments in the same national development and growth process.

8.3 The terms and conditions stipulated by the commercial banker at
present are generally limited to maintenance of security, margin, insurance
arrangements and rate of interest. With some ex-
ceptions in special cases, it has not been customary
to stipulate conditions in areas such as mainte-
nance of a Satisfactory financial status or plough
back of earnings or curtailment of dividends, nor has the banker suggested
strengthening managerial competence—these are areas where term leading
institutions take active interest as a matter of course.

Terme and Conditions

8.4 We fecl that if the banker wants to get away from security-oriented
lending to production-related credit with security serving a subsidiary but
necessary role, he will bave 10 keep in close touch with his borrower’s opera-
tions. For instance, if the banker decides to lend on certain assumptions,
then these will have to be stated, examined and followed up. Where a
borrower states in the annual plan that acquisition of fixed assets will bo
restricted to routine additions and replacements, a decision to- go in for
substantial expapsion during the course of the year should not be taken with-
out consulting the banker, for it will affect the borrower’s funds flow.
Equally, the original funds flow estimates might have been based on a cer-
tain dividend level. If profits were to fall much short of expectations during
the year, payment of dividends at the original level will affect the funds
flow adversely and, under these circumstances, the banker should be con-
sulted. A’change in funds flow not only bas an impact on the financial posi-

4l



tion of the borrower but could also lead to a need for large: borrowings from
the banker for which he should be consulted and satisfied. ,

8.5 The problem can be approached from several angles. One way would
be to stipulate, as certain foreign banks do, that the borrower shall main-
tein, during the currency of his borrowings, a debt-equity ratio and current
ratio, or net working capital (i.e., excess of current assets over current lia-
bilities) as the case may be, at agreed levels. A ‘negative’ lien is also taken
whereby the borrower agrees not to create a charge on his assets in favour
of third parties, This arrangement gives freedom to the borrower to take
decisions without seeking the banker’s agreement. Another way of meet-
ing the situation would be to make no stipulations at all and leave it to
the borrower to approach the banker for any changes from the original
annual plan as agreed to beforehand with the banker. A third alternative
would be to spell out in specific terms what type of deviations from the
original pian would require prior consultation with the banker. These alter-
natives can be flexibly -examined, but whatever is decided upon, there has
to be some understanding reached between the banker and the borrower to
make the information flow and its appraisal meaningful,

8.6 Bairing exceptional cases, we would not suggest that commercial hzuaks
shonid go to the length of adnpting all the terms and conditions stipulated by
the term lending institutions. For example, it is not normally necessary for
banks to have a say in appointments of the executives of the crzpany, or in
prescribing norms or guidelines for selling and purchas<iag arrapgements.
It will suffice if the terms and conditions stipulated by e banker cover areas
which will have a material impact oz the funds fiow of the borrower, and
which are directly relevant to the banker’s coumitment, We may add that
since the projected funds flow statement woulG form the basis for determining
the line of credit, a ban%er would be justified in laying down 2 condition that
any material chang=, say around i0 per cent of the figure projected ex;cr,
would require his prior approval. We suggest that for normal case: certain
minimum tenns and conditions could be stipulated. Thus, the Lank could
stipulate ihat the borrower should consult it sufficiently in ad-ance to give it
su opportunity to examine its own position, in ths followinz matters:

—making other borrowing arrangements,
—taking up new projects or large scs'. expansion,

—makiong investments in or 'vans to subsidiaries, associate concerns,
individuals or other corpanies, other than lcans to employees under
welfare schemes,
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—~effecting mergers and acquisitions,

—paying dividends other than out of current year's eamings, a{ler mak-
ing due provisions,

~giving guarantees on behalf of third parties,

—-disposal of the whole or substaniially the whole of the undertaking,
and

—premature repayment of loans and discharge of other liabilities.

8.7 So long as thz borrower operates within the original plan accepted by
the banker, there would be no problem. Variances are only to be expect-
ed in all planning, and the quarterly review should take care of these vari-
ances. Once the system of planning and appraisal is stabilised, stipulation
of specific terms and conditions may diminish in importance, or even be
no longer necessary; but we have some way to go yet in that direction.

8.8 The quarterly forms we have recommended for larger advances pro-

vide the basic framework of financial follow-up. Once the annual plan of

operations and year-end financial position are

accepted by the banker, the presumption is that

Financlal Follow-up the intervening funds flow will also ipso facto bo

acceptable. What the banker will be concerned

with, during the course of the year, is the extent to which actual operational

. results conform to carlier expectations and signs, if any, of significant diver-

gence reading as red signals to both the banker and the customer. We

reiterate that variance of say, =t 10 per cent may be treated as normal, but

anything beyond it will need examination, with particular attention paid- to
how it is going to affect profitability.

8.9 In addition to the quarterly data, we would suggest submission of a
half-yearly pro-forma balance sheet and profit and loss account within two
months from the end of the half-year for borrowers with credit limits of
Rs. 1 crore and more from the banking system. We are convinced that
large borrowers have sufficiently modern accounting systems fo fulfil this
requirement.

8.10 Many banks say that balance sheets of customers are delayed unduly.
In the new system, it is in the borrower's own interest that audited balance
sheets are produced as early as possible, say, in three months and we recom-
mend that he should take positive steps in this direction. This is not at all
a difficult proposidon and is completely within the borrower’s owa control.
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8.11 After the close of each year, detailed credit analysis should be done
as in respect of new advances. The aonual drill will, in fact, be a review
of the past year's operations plus appraisal of the requirements for the next
year, based on noxt year's plans, In conducting this annual review-cum-
appraisal, the banker will rc-examine the terms and conditions and make

necessary changes.

8.12 Stock statements will contioue to be submitted but they need to be
improved. The valuation in the stock staterent does not often tie up with

the financial data in the company’s balance sheet.
Stock Statsmaents If the lending procedures of banks are to be based

on a system of financial reporting by the bor-
rowers, it is essential that the valuation in the stock statement should be -
-congruent with that adopted for the financial statement. In operational
terms, the borrower will be asked to value stocks in the stock statement in
the same manner and adopting the same principles as for the financial
statement.

8.13 A further improvement we would suggest is reconciliation of stocks
from moath to month, so that the opening stocks and closing stocks are re-
conciled on the following lines, based on the example of a textile mill:

No. of Value
bales

Opening stocks of cotton in bales at the beginning of the month
lssued to the factory during the month

Purchases during the month

Cloting stocks of cotton in bales at tho end of the month

In the case of finished goods, the reconciliation would be as under:
Og-e;}lmuoch of finished goods in bales at the beginning of the

Received from the factory during the month
Sold/despatched during the month
Closing stocks of finished goods in bales at the end of the moath

In the case of stocks-in-process, this type of reconciliation is not possible
and what the banker would look for is a steady pattern from month to month,
other things being equal. '

8_. 14 The advantage in the above procedure is, firstly, a check on the finan-
cial data lhrough the figures furnished in the stock statement. Secondly,
the reconciliation suggested by us would facilitate in the inspection of stocks
by the hank’s inspecting officials,
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8.15 Stock inspection poses problems particularly in large industries, Ex-
cepting perhaps the sugar industry, verification of quality and quantity of
stocks would be difficult, ¢.g., as in the engincer-
ing industry. In heavy machine building and
Stock Inspections structurals, in particular, where the value of work-
in-progr-ss will be considerable extending over
several months’ production, verification of stocks by the banker can bo an
ineffective exercise. In such cases, there is no alternative to depending on
financial follow-up, and the systems suggested by us should make the task
manageable. What is more important than inspection in such cases is a
systemm of plant visits by the banker, where opportunity is taken to talk to
management on current problems and look at figures. Where a banker feels
for special reasons that a detailed stock verification is called for, a regular
stock audit may bave to be arranged with the assistance of outside consultants,
Such instances would, however, be few and restricted to difficult accounts,

8.16 If the stock inspections were to disclose a short-fall in stocks, the
problem is serious. There are two possibilities; first, the figures furnished
by the borrower are incorrect and the company’s financial position and pro-
fitability are worse than what have been disclosed; second, since submission
of the last quarterly budget, there has been a serious turn of events leading
to lower profitability or losses, resuiting in a lower level of current assets.
In either event, the situation calls for serious notice being taken by the banker,

8.17 Managerial competence is an important factor in the efficiency of ope-
rations, reflected in profitability and working capital and financial manage-
ment. Assessment of managerial efficiency is &

Management Efficlency and detailed suhjcct in itself and while we wquld not
Inter-firm Comparison wish to enter into an in-depth discussion in this
' area, we would suggest that it would be advis

able for the banker to keep in mind that appraisal of management may be
essential, particularly as we place a new emphasis on viability and develop-
ment rather than on security alone. Further, changes in ownership or mana-
gerial pattern may also have to be watched, where circumstances warrant.

8.18 Inter-firm and industry-wise comparisons, where they are 2vailable,
constitute a good way of assessing efficiency. Company finance studies pub-
lished periodically by the Reserve Bank are wseful. It would be of added
advantage if companies in the same industry could be grouped under three
or four categories, say according to size of sales and the group-wise financial
ratios compiled by the Reserve Bank. These may be made available to
banks regularly.

8.19 Industries too have a responsibility to strengthen the data-base in the
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country and we would like to soe industry urganisations themscives collect-
ing data from their members and publishing whole-industry balaoce sheets,
profit and loss accounts and relevant ratios.

8.20 In making inter-firm comparisons, banks have been accustomed to
examining financial and operating ratios. We recommend that productivity
also be examined to determine efficiency in use of resources—men, money,
machipes and materials. A banker can choose his own criteria, but some
usefu] ones are :

LABOUR' EPPICIENCY
Sales per worker

Value added per worker
Capital employed per worker

CAPITAL EFFICIENCY
Sales divided by capital employed
Percentage of profit before tax to capital employed
Value added divided by bank borrowings

Fotep ASSETS EFFICIENCY
Value added divided by gross fixed assets

Sales divided by gross fixed assets

8.21 The level of profitability is one iadex of managerial competence. Pro-
fitability can, however, be affected by changes in business environment, com-
petition, product obsolescene and change in demand pattern, lack of research
and development or even loss of key executives. Expressed-differently, cur-
rent profitability does not hold the key to future profitability. Profits in the
future will be conditioned by the capacity of the management to think abead,
o anticipate changes in business environment and to plan and act accord-
ingly. Many successful companies of yesterday are sick today for want of
such foresight, The banker bas to keep thesc aspects in view.

8.22 For purposes of better control, it is our view that there should be a
system of borrower classification in each bank, within a credit-rating scale.
To illustrate, there could be a five-point scale in
Classification of which borrowers could be classified as Excellent,
Customers Good, Average, Below-Average ~r Unsatisfactory;
an alphabetical range would do equally well,

46



Such a system of classification according to credit risk, will facilitate easy
identification of the borrower whose affairs require to be walched with more
than ordinary care. An incidental advantage of such classification will be
the formulation of a rational base for purpose of fixing the rates of intecest
for the respective borrowers. For instance, borrowers who conform to the
discipline suggested by us could be given an incentive by way of a lower
rate of interest as their credit-rating will improve,

8.23 To sum up, the appraisal-cum-follow-up drill will be as under:

—detailed credit analysis at the time of sanction of advance, with suit-
able terms and conditions,

—monthly stock statement in the revised form,
—periodical stock inspection,
—quarterly performance/budget information,

—halt-yearly proforma balance shect and profit and loss account with-
in 60 days, '

—annual audited accounts within 3 months,
—annual review-cum-detailed credit appraisal, and
—a system of borrower classification,

8.24 We may now proceed to discuss the question of ensuring the end-use
of bank credit, Verification of end-use of bank advances poses no problem
where loans are granted for financing trade. It
End-usa of Credit becomes somcwhat blurred in industrial finance
it the level of the advance is directly linked to
availability of securily, without taking into account the other current assets
and other current liabilities, '

8.25 In the reviscd scheme suggested by us, all current assets and current
liabilities other than bank borrowings are taken into accoubt in arriving at
the working capital gap, of which the banker’s share should not exceed s
specified percentage. Consequently, a part of the working capital gap will
always be met by the borrower out of long term funds, i.e., owned
funds plus term borrowing. In this manner, ope can ensure that the
bank advance goes to support only a reasonable level of current assets,
With the passage of time, borrower’s share supporting current assets should
increase,
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8.26 A question is sometimes raised whether payment of cheques for wages,
power, taxes, dividend etc., by a banker from a cash credit account would
be proper end-use of funds lent. If all transactions of the aforesaid nature
as also the sales realisations are put through the cash credit account, it would
be vunrealistic for the banker to differentiate between the purpose of onc.
drawing and another in the account. The only fecasible manner in which
be can satisfy himseif in regard to end-use of funds would, therefore, be to
examine the relationship of the borrower’s current asscts to current liabilities
from time to time. So long as the current ratio and the respective shares
of the bank and the borrower’s long term funds in meeting the working
capital gap do not change adversely, the conclusion would be that bank
finance has gone towards build-up of current assets. A more meaniogful
appreciation of the borrower’s financial position and current operations could
be made if the bank can call for appropriate operational data and figures
relating to financial position at periodical intervals. These are incorporat-
ed in the information system recommended by us,
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NORMS FOR CAPITAL STRUCTURE

9.1 The two basic financial ratios which a banker will always look to are
the debt-equity ratio (i.e. total outside liabilitics to equity) and the currrent
ratio. Qur proposed approach to lending discussed in Chapter 6 will take
care of the aspect of a satisfactory currsnt ratio. We have also to consider
whether norms could be establishied for the relationship of debt-equity in an
industrial organisation.

9.2 The experience of other countrics in this matter may not be of much
assistance to us in formulating guidelines in the Indian context, We have
the case of American companies on the one hand whose financial position
is strong and it would obviously be unrealistic to seek such standards in
India, at this stage. In contrast, we also have the example of Japan where
higher debt-equity ratios are encountered but this again cannot constitute
a model for us, '

9.3 Without entering into a distussion on monetary and fiscal policy or
drawing a parallel with other countrics, we would streas that the debt-equity
relationship is a relative concept that depends on several factors and cir-
cumstances such as the state of the capital marke: at any one time, Govern.
ment policy on created money, the need to maintain current assets at a
specific Jevel (which again is contingent on other factors), marginal effi-
cieacy of capital or the opportunity cost, etc.

9.4 The concept of debt-equity ratio in itself can be viewed from different
angles. A widely held approach—and adopted by the Controller of Capital
Tasues and the leading term lending institutions—is that of relating long term
or funded debt to equity. The banker, besides looking to this ratio, sces, in
addition, the relationship of total outside liabilitics of a borrower to equity;
bankers in other countrics also look to this relationship. The debt-equity
fatio can also be viewed from a different stand point as the relationship of
net worth 10 total assets of the company, the purpcse being to ascertain the
ownet'’s stake in the business. In discussing norms for capital structuro, wo
therefore have to keep in mind both the relationships—long term debt to
equity and total outside liabilitics to equity.
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9.5 The impact of taxation in considering this subject is also important
for, under the tax structure, it is advantageous to trade as much as possible
oa borrowed capital to maximise earnings per share, The higher the level
of borrowings, or the leverage, the greater is the advantage; in view of this
snd coupled with the cheap money policy till recently, there has been limit-
ed incentive to the borrower for efficient management of funds. This posi-
tion has changed somewhat of late with the introduction of bigher interest
rates in the banking system.

9.6 On the other side, the lending banker likes to see as high an equity
stake as possible because it makes his advance safer and, in times of credit
shortage, makes available baok funds go furtber.

9.7 1In resolving this dichctomy of interest between the banker and the
borrower, one cannot lose sight of the need to promote the capital market,
the ultimate gbal being to assist to maximise investment and production. If
the end-product of industry has ta be sold at a cheaper price and adequate
dividends are also to be given to make equity attractive to the investor, no
company can afford, even if it were possible, to trade entirely on owned
funds, nor rely too beavily on borrowed funds. There has thus to be a
balance between the two—what the company provides and what it borrows.

9.8 We have had the benefit of the statistics furnished by the Reservé Bank
on the financial position of 1303 companies for three years, viz., 197071,
1971-72 and 1972-73. The data have been tabulated industry-wise for 16
-industries, separately for public and private limited companies and is furnish-
ed in Annexure VII. These dala should be up-dated periodically. Each
industry group is more or less homogeneous. Long term debt-net worth and
total outside liabilities-net worth ratios relate to capital structire and are
of special intcrest to the lending banker. In each case, three ratios for latest
three years have been provided. Median represents the industry average and
quartiles one and three provide the range within which the normal cases
fall. Extremes of top and bottom (25 per cent each) cases have been ex-
cluded. While these figures cannot, of course, be considered to be the ideal
long term debt-net worth or total outside liabilities-net worth ratios for the

indust-y, they do provide & benchmark of comparison for the banker and the
borrower.

9.9 Where a company’s long term debt-net worth and total outside Jiabili-
ties-net worth ratios are worte than the medians, the banker would endea-
vour to persuade the borrower to strengthen his equity base as early as pos-
sible. We consider that this would be a more practical approach for the
banker than attempting to legislate absolute standards of long term debt-net
worth and total outside liabilities-net worth ratios for all industries or even
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industry by industry. We do not expect a perceptible improvement within
a short period. But, the borrowers whose ratios are worse than the median
should pursue to reach the median on the basis of the data up-dated by the
Reserve Bank .
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10

IMPACT ON BANKS' INTERNAL WORKING

10.1 The proposals we have made in the preceding chapters constitute a
major departure from the existing approach and practices. It is necessary
that the change-over should be effected with @ minimum of inconvenience
to tho banker and the customer.

10.2 Lending is a dynamic activity and the banking system must always
be ready to adapt itself to the challenges of new situatiops. One of the points
made by most borrowers whom we met was an apprehension that unless
banks re-oriented themselves both in terms of their attitudes and their work-
ing, the pew system, however well thought of, was likely to be a fruitless
exercise. They particularly mentioned the various levels through which a
proposal had to go before it was sanctioned. They pleaded that these tiers
should be reduced and decisions given quickly. This is a matter for each
bank.to examine in relation to its own sdministrative systems and proce-
dures and take appropriate action,

10.3 Theso and related topics were discussed in the two bank seminars
organised by the Reserve Bank where the forms for credit appraisal and fol-
low-up of bank credit were pre-tested. Several senior officials dealing with
advances expressed the view that the staff resources available with their banks
were inadequate to do justice to the job. We do realise the difficultics
faced by bank menagements in providing adequate and competent staff in
all departments; nonetheless lending is a crucial area and failures will seriously
affect bank profitability, besides the loss of national resources. It will be
necessary to keep this in mind in examining requests for additional staff.

10.4 Mors importantly, we would like to emphasise that the new system
cannot succeed without the total commitment of the top management in each
bank to the new approach.

10.5 While we advocate the acceptance of discipline within the industry,
public or private, government and its agencies, we cannot over-cmphasise
the need for the banking system also to practise re-orientation. From the
head office to branch level, some re-education in the new systems will be
necessary, mdﬂsouchangcintheexisﬁngsy:tcmtomakcthemspoecﬁu
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and smoother in dealing with the customer. In fact, banks could exercise
a far-reaching influence through their own discipline on the discipline of the
custorners. Speed in appraisal, decision-making and flexible handling of the
new’ system on the part of bank will also induce a corresponding speed
among the customers, We, therefore, suggest extensive training facilities in
credit appraisal for bank staff at all levels, with particular emphasis on the
information system suggested by us and handling of inventory and receiv-
ables norms.
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11

BANKER-CUSTOMER RELATIONSHIF

11.1 Three steps can distinguish the attitudes of banks towards their bor-
rowcr customers:

(i) The protective attitude—concern primarily with the bank’s protec-
" tion,

(ii) The constructive attitude—a more intelligent, exacting analysis by
which salient trends are brought out and futuze events prophesied
with greater accuracy, and

(iii) The creative attitude--informing the customer of these trends and
helping him to avoid unfavourable contingencies,

11.2 Indian banking has passed the first stage and could now be consider-
ed to be in the sccond stage. While the ‘adversary relationship’ between
the banker and the customer may be on the way out, we have definitely not
reached :he stage of mutual confidence as between the banker and the cus-
tomer. On the customer’s side, the fecling still persists that having given
security, there is no need for him to furnish what he considers ummecessary
data to the banker who can make no purposcful use of the informatior;
worse, the information might even be used by the banker against him to
cut down the level of credit or otherwise. In our discussions with repre-
sentatives of industry, the point was also frequently made that no matter
what Information the industry may furnish, the existing level of competence

in the banking system might not be adequate to assimilate and analyse tit
information,

11.3 Perhaps this may be an overstatement, but we are not sure whether
the banking system itself is not conscious of the nced for general improve-
ment. The security-oriented approach until recently was not such as to
encourage the customer to go to the banker with his problems for advice,
and cases where the banker has taken a deep, sympathetic and constructive
interest in extending such advice could not have been the rule.

11.4 Tt is cssential to realise that there are rights and obligations or both
sides. Thc banker as the lender is entitled to information which he deems
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necessary for his appraisal and follow-up. The banker also has a duty in
turn to appreciate that vicissitudes in industry’s fortunes are not uncominon,
with problems in the economy abundaant; and it would be short sighted to
insist on the borrower strengthening his security when he is passing through
difficult times. On the borrower’s side too, the right to obtain bank finance
for his operations goes hand in hand with the obligation to furnish adequate
information to the banker and the borrower cannot rest cortent merely
with furnishing security. Under the new system that we suggest, the cus-
tomer owes it to his banker to develop an accountability and the benefit he
should receive in tura is flexibility and understanding on the banker's part.
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12

SOME RELATED ISSUES

12.1 Wo bave also considered certain related issues and our views are as
(ollows:

IssUES RELATING TO NORMS

12.2 Trade is highly diversified, and where it is handled by small trader.
(oulside the corporate sector), we realise the difficulty of fixing inventory
norms for the large number of commodities trad-
Norms for Trade ed in. Nevertheless, bank credit cannot be
made available to trade without constraint, thus
enabling it to hold goods in any manner and to any exteat it may desire.
While financing trade, banks must keep in view, inter alia, the extent of own-
ed funds of the borrower in relation to the credit limits granted, annual turn-
over, possible diversion to other urits or uses aud how much is being ploughed
back “fro.n profits into the business. Normally, the total outside labili-
ties should bear a reasonable proportion to owned funds of the borrower, so
that the creditors also may have a satisfactory margin. Goods which have
already been obtained on credit should not be financed by the bank.

12.3 Since holding of large inventories with the aid of bank credit needs
curbing, we appreciate the supplemental selective credit approach of the
Reserve Bank, by which credit is controlled in respect of certain commodities
by fixing of quantum of credit, margins and rates of interest, taking into
account the market position, subject to pericdical reviews.

12.4 In industries like cotton and jute textiles, the respective Government
authorities prescribe inventory levels, sométimes to support the market and

sometimes to prevent speculative holding. To the
Statutory Authorities extent these may cut across the relative norms for
and Norms inventory holding, it will be useful if these autho-
rities consult the Reserve Bank before prescribing the stock levels.

12,5 Efficient transporiation and availability of wagons are necessary. A

question was often asked whether railways should not assume some liability
for undue delays as a part of their own discipline,

Transport delays as they do for damages in transit at railway risk.
We see considerable force in this .
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12.6 There was much comment on supplies made to industry through the
canalising agencies; the industry averred that supplics were often bunched,
while the canalising agencies pointed out that
industry did pot always hooour all its commit-
b hes ard Putiie Shcter  ments made to them. A similar point was made
Producers regarding supplies of items like steel which, ac-
cording to industry, dae to irregular distribution
procedures, meant custpmers carrying large stocks
of mis-matched items, thus locking up bank funds.

12.7 The canalising agencies pointed out that the build-up of inventory
with them was due to poor off-take by the customers. The off-take since
then is reported to have improved. While these agencies must be aware of
their problems and do have their own limitations, there is also a tendency
on the part of the customers to over-indent their requirements. The cana-
lising agencies assured us that they have rationalised their procedures in-
asmuch as sufficient advance potice of supplies is being given to their cus-
tomers to enable the latter to make arrangements for necessary finance, We
also understand that as far as steel is concerned, there have been attempts
to change the procedures so that consumer industry will be able to hold
minimum necessary stocks, while the producers will hold inventories for
them in their stocks. We suggest that the canalising agencies and public
sector producers may review, from time to time, their distribution proce-
dures, 5o as to prevent unproductive lock up of bank funds.

12.8 Delay in payment of bills for supplies effected to Government depart.
ments and public sector has been commented upon most widely in the past.
' The industry representatives mentioned to us that
Govarnment Purchases there had .been no material improvement in the
situation. Like the public sector, Government
purchase agencies are the biggest buyers in the country. Tardy payments
by Government and public sector will only increase the level of receivables
of industry and consequently the working capital requirements from banks
for unproductive purposes. Working capital management cannot yield best
results if receivables remain high due to such delays in payments. A little
understanding and a little discipline would bring about economies to the
purchasers and also the industry. Government departments have already
been following the accepted commercial practices in respect of their pur-
chases from foreign suppliers but there seems to have been a reluctance on
their part to follow similar procedures in respect of their internal purchases.
It would be useful if the Rescrve Bank could initiate discussions on this
matter. We also feel that Government should, pending streamlining its pro-
cedures, agree to pay interest on established delayed payments,
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12.9 The prevailing shortages in various sectors do pot, in fact, justify
sales on credit terms. While the empbasis of the monetary policy is on

resiraint in the use of credit, delayed payment by
Shift to Cash Sales purchaser results in the purchaser forcing credit

out of seller and the latter needing more credit
from the baoking system; in the process, the entire transaction cycle also
gets elongated, Further, the purchaser may also, unless the bank is vigilant,
obtain credit from the seller as also the bank for carrying the same stock. The
present system thus dilutes monetary policy. We are, therefore, of the view
that there should be a major change in the procedures of sclling. We feel,
as mentioned earlier, that there is a virtue in an efficient shortening of the
transaction cycle, both in the private and public sectors, and wherever pos-
sible, a system of ‘cash and carry’ should be introduced, though after a
detailed study, or at least credit period allowed by sellers should be progres-
sively reduced. Banks could facilitate this shift to the ‘cash and carmy’
system by extending the necessary credit line to the purchaser industry to
pay off the suppliers on delivery. This would enable bank funds to achieve
2 larger multiplier,

Jssires AFFECTING BANKS

12,10 In the case of consortium advances, or whers the borrower is foanced
by more than onme bank, the concerncd banks should evolve a procodure
to ensure a uniform handling of the accounts in
Consortlum Advances conformity with the inventory and receivables
norms and the financial discipline suggested. The
initiative for appraisal and review might be taken by a bank pominated as
leader for the purpose.

12.11 As we see it, the benefits of the new system are not ons-sided and
the advantage to industry is considerable, For one thing, submission of a

mass of unrelated data at irregular intervals and
Banker’s Leverage for indeterminate purposes would now be substi-

tuted by an orderly information system that would
be of even greater value w the borrowers themselves. Equally, if not more
important, we can also visualise a responsibility cast on the banker, as the
system stabilises, to provide the required funds to the borrower on the basis
of a periodic dialogue, in consonance with the overall credit policy. The
most important advantage will be a convergence in the approach of the
baoker and the borrower which would lead to a better appreciation and
understanding of the borrower’s problems, enabling the banker to stand by
the borrower in times of need. We are confident, therefore, that the mutual
advantages will soon be realised and the necessary co-operation would be
forthcoming from industry.
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12.12 While there can be no problem with progressive borrowers, we have
considered how the banker would be in a position to enforce the new system
with the not-so-progressive customers. There could be a few cases where
borrowers may refuse to comply with the new requircments. We see po
alternative in such cases for the banker but to take first a holding action by
raising the rate of interest until such time as the requircments are fulfilled;
but if (his fails, the banker will have no option but to stop operations in the
accounts, although we feel that such contingencies may not arise often.

12.13 1t has been observed that sticky advances follow a particular pattern.
Few advances are bad ab initio; they were all good to begin with. With a

steady erosion of profitability, unnoticed by the
Sticky Advences banker, the borrower’s liquidity declines and the

first sign of difficulty is delayed payments to credi-
tors, leading ultimately to defanlt. With further detcrioration in profitability,
followed by losses, current liabilities exceed current assets or, in other words,
a net working capital surplus becomes a net working capital deficit. At
this stage, cases are not unknown where a borrower may be tempted to
furnish incorrect stock statcments in the fear that disclosure of the true
state of affairs would precipitate bank action. The banker may be vaguely
aware that the borrower is facing some problems, but feels reassured by the
fact that stock statements show his security intact and is lulled into com-
placency. When the borrower’s activities finally begin to waver, the banker
attempts a detailed stock-laking, only to find large shortfalls in current assets,
and oitimately a loss to the bauok.

12.14 It is not that danger signals do not become available in advance, but
what is more important is evolving a system of feed-back on the borrower’s
operations, or to appraisc what information is available. Timely examina-
tion and discussion of the probiem areas by the bankers with the borrowers
would save many horrowing concerns from becoming sick. A customer has
no longer an inherent right to conduct business in a manner which will end
up in sickness if national funds have ultimately to bale out the operation,

12.15 Tt is true that even the best of sysicms cannot altogether prevent
poor performance and sticky advances cannot entirely be avoided. However,
once danger signals are thrown up and signs of difficulty emerge, speedy
action is called for on the part of the banker and timely and firm handling
are of essence. In dealing with large industrial advances in particular, the
banker’s interests are best served not by sale and recovery of the securily
charged to the bank, but by seeking implementation of cppropriate measures
to overcome the incipient difficultics,

59



12.16 In such cases, & major inhibiting factor bas been the reluctance of
the banker to offer advice to industry on what steps {o take to restore health
or to intervene firmly to improve management in specific areas of deficiency,
or even to r.move undesirable practices. In the past, competition has made
banks hesitant in this regard and rather than lose an account they have hoped
for the best and kept their fingers crossed. The consequential delay some-
times proves fatal both to the bank and the customer, although some cus-
tomers manage to get away and leave the sick company in the lap of Govern-
ment,

12.17 Ia such cases, there is a duty cast upon the banker to intervene even
in management, if that is necessary, in the interests of all concerned and
the public. The banker does not have to diagnose the ailment by himself.
Ho cap go to a consultant, and can then arrange for action, including a
financial or structural reorganisation. We particularly stress this point
vecause of the past record of many sticky advances where the banker's main
unxicty was how his security could be strengthened or realised, And the
suffcrers in the end were both the banker and the society at Jarge.

12.18 We feel that a body Iike the Indian Banks’ Association has an im-
portant role o play in a study of the environment and particularly the im-
' pact of regulations and enactments on the working
Environmaent of banks. Its contribution would be particularly
advantageous to the smaller banks, some of whom

cannot afford to arrange such facilities within their organisation.

12.19 Expertise has also to be built up in the banking system in orgarising
industry-wise studies. A point was frequently made by representatives of
industry that bank managers in India were not sufficiently aware of condi-
tions in industry and were excessively pre-occupied with security. There
is no doubt a clear need for bankers to keep themselves fully informed of
conditions in each industry in which they are interested, its problems and
prospects.  Such studies should necessacily be on an on-going basis and
;ho:nlxld serve as a frame of reference for decision-making in regard to indivi-
ual cases.

12.20 In the light of the new responsibilities that we have envisaged for
the banking system, it was sugpested that instead of every bank attempting
to make defailed studies of all the major. indas-
trics and spreading its -limited capabilities too
widely, it would be beneficial if some selected
banks—we would call them ‘lead banks for in-.
dustry’ in this limited context—concentrate on one or two industries each
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for which they may be best fitted to study by virtue of their locativnal ad-
vantage or large involvement or for other special reasons. By such spe-
cialisation and division of labour, the quality of the studies would be greatly
improved and the results could be made available to the other banks as also
to the Reserve Bank. In course of time, sufficient expertise will thus be
built up in the entire banking system, covering all major industries, which
can be utilised to the mutual advantage of the banking system as well as the
industry. We would, however, state in this context, that by ‘lead bank for
industry’ we do not mean that the bank concerned will deal exclusively
or predominantly in that industry; we only mean that the bank concerned
will have a normal portfolio but in an industry in which it happens to have
a predominant role in lending, it will use the knowledge it gains for con-
ducting studies for the benefit of others.

12.21 We find considerable merit in this suggestion and the benclits flow-
ing from such a pooling of resources are obvious. It would naturally not
absolve the individual banks, par!icularly the larger ones, of the responsibi-
lity of carrying out their own studies in the industries in which they are
involved. Indeed, such studies could help the ‘lcad banks for mdustry A
question was raised about the confidentialness of information, but the ‘lead
banks for industry® would not provide firm-wise information and data, but

only industry-wisc aggregates.

OTHER Issuzs

12.22 Delays in taking credit decisions referred to earlier could also be
occasioned by the credit authorisation requirements of the Reserve Bank,
Credit Authorisation although they arise largely out of non-submission
Schems of complete information to it in the first place.
Be that as it may, it is opportune to examine whether the limits for credit
authorisation should not be raised. The value of the rupee has altered
since introduction of the Credit Authorisation Scheme in November 1965
and the borrowing limit required for a given level of operations has gone
up. As mentioned earlier, there has already been a qualitative improvernent
in the approach of commercial banks and their lending skills, which will
improve further under the system we are suggesting in this Report.

12.23 We had the opportunity to discuss credit problems of public sector
units with their managements. Financing public sector industry, though
relatively new to banks, should pose no special
problems. As stated carlier, public sector indus-
try should conform to the same norms as are ap-
plicable to comparable private industry. In our
discussions, public sector managers were insistent that their style of manage-
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ment necessitated larger inventories and receivables’. It is possible that
in special cases norms may have to be relaxed, but only after a study in
depth. We feel that it would be inappropriate for banks to take on them-
sclves projects which are not obviously bankable.

12.24 One of the terms of reference given to us relates to the flow of in-
formation from the lending banks to the Reserve Bank. The type of in-

formation required by the Reserve Bank and the
Flow of Information to periodicity of such information flow would largely
the Reservo Bank depend on the requirements of the Credit Autho-

risation Scheme on the one hand and credit plan-
ning on the other. The information furnished to the Reserve Bank at
present comprises data embodied in the applications for credit authorisation,
statements of analysis of advances, seasonal data furnished for the purpose
of credit planniog and certain other special statements called for from time
to time. Besides, the Basic Statistical Returas also furnish a good data base.
What specific changes should be introduced in the matter of information
pertaining to borrowers would depend on the changes contemplated in the
Credit Authorisation Scheme and in credit planning. We have suggested
an information system for banks for obtaming data from their borrowers.
The Reserve Bank may consider what part of the information it requires and
the periodicity thercof. Such information flow from banks to the Reserve
Bank may include data in regard to each industry indicating how inveatory
norms are being implemented, circumstances under which deviations have
been made and also the progress made in switching over to the new system
recommended by us. If we bave refrained from offering detailed sugges-
tions in this arca, despite the term of reference, it is because of our feeling
that decisions in this important area should await a detailed study.



13

THE NEXT STEP

13.1 We are confident that, as we go along, with the implementation of the
package of the systems recommended by us, the pressure on the banking
system from the borrowers will ease considerably, enabling better re-alloca-
tion of credit in the econonly.

13.2 We suggest that the inventory and receivables norms should be given
effect to immediately (subject to observations in Chapter 5), while action
should be initiated to implement the new approach to lending with a time-
bound schedule as proposed in Chapter ‘6. It should, however, be noted
that, in all cases where borrowers scek additional credit facilities on a regu-
lar basis, while the limits will be fixed on the basis of norms (or the past
practice, whichever is lower), the financing pattern should also be simul-
tancously brought in line with the 1st Method of kending and the excess
finance to be amortised should be identified and placed on a repayment basis.

13.3 Alongside, steps should be taken to introduce the information system
suggested by wus, for all industrial borrowers with limits aggregating Rs. 1
crore and above from the banking system, and the process completed within
six months. The borrowers who have the information system should com-
mence submitting the quarterly data straightway, while the intervening period
of six months will be utilised by the borrowers who do not have the requisite
information system to build up such a system. Baoks, on their part, will
utilise this period for conducting training sessions for their operating officials.

13.4 We suggest that special courses should be organited by the National
Institute of Bank Management and the Bankers Training College. These in-
stitutions should also concentrate, to start with, on training the trainers so
that these trained instructors in turn could curry out extensive training pro-
grammes in their own training institutes; the process of changs over to the
new system would then be speedier, smooth and fruitful. These institutions
may also help banks in preparing operational manuals based on our recom-
mendations and assist banks in bringing about the necessary changes in their
systems and procedures.

13.5 We also suggest that each bank should conduct banker-borrower semi-
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nars to create an understanding between the operating officials in the respec-
tive banks and their customers so that a better appreciation of each other’s
probleras and points of view could be gained, After six months, a bankers’
‘seminar could be convened in the Bankers Training College where operat-
ing officials can compare notes and attempt to find solutions to the opera-
tional problems that might have been thrown up in the interim,

13.6 Follow-up and supervision of bank credit and ensuring that borrowers
take effective action to improve their financial strecgth is a continuous exer-
cise. In this, the role of the Committee of Dircction already appointed by
the Reserve Bank, with which are also associated some commercial bankers,
will be wide and varied. But its ‘prime contribution will be to take forward
the work of the Study Group to a continuing function of a dialogue with
industry and banks, to make sure that the new system suggested by us runs
smoothly and changes in the environment warranting any revision are pick-
ed up quickly and cxamined. It could also assist the Reserve Bank in for-
mulating its policies in this regard. We reitcrate the value of setting up this
Committee, particularly as it will place the work of the Study Group on to
a dynamic basis,
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SUMMARY OF OBSERVATIONS AND
RECOMMENDATIONS

I. Till pationalisation of the major commercial banks in July 1969, the
main contenders for bank credit were large and medium scale private indus-
try and internal and external trade, ~Nationalisation called for a new policy
and the banking system was asked to adopt a mew approach as a credit
agency, based on development and potential rather than on security only,
to assist the weaker sectors of the society, and later to lend to the public
sector also (Paragraphs 1.1 and 1.2).

2. In the early years, bank lending in India was mostly directed to financ-
ing of movement of agricultural produce from the grower to the trader.
Advances were sanctioned against the security of stocks charged to the banks.
With the growth of industrialisation, the same system of bank lending
coptinued. with minor changes, the general pattern of lending to industry
being security-cum-guarantee advances. The security-oriented system tead-
ed to favour borrowe-s with strong financial resources, irrespective of their
economic function. This system aided concentration of econmomic power

(Paragraphs 3.1 to 3.3).

3. <Since nationalisation, there has been a new sense of direction in bank
lending and indeed advances to new claimants of credit, and especially to
small industry and agriculture, have since gone up. The public sector too
has emerged as an important user of credit in recent years. Another new
source of demand is the growing awareness of the need to achieve an equitable
geographical development of industry, and in its wake the distribution of
credit (Paragraphs 3.6 to 3.8).

4. In the last six or seven years, industrial production has risen at a slow
pacc but the call on bank credit, essentially for maintaining inventories
even at the same level, has gone up with increasing prices. If the growth
process is resumed—as indeed it has begun to do—then perforce the volume
of inventory required to maintain a higher level of production will increase
and correspondingly the demand for bank credit. Banks will thus have to
operate in a context in which demand for bank credit for growth require-
ments will be large (Paragraph 3.10).
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5. The problem of potential imbalance in demand for and supply of funds
is accentuated by the maaner in which banks extend credit uoder the pro-
seat cash credit system of lending. Under this system, the level of advances
in a bank is detcimined not by how much a banker can lend at a particular
point of lime but by the borrower’s decision to borrow at that time. This
makes credit planning difficult in banks. Also, cash credit advances are
rcpayable on demand only in name. To the extent that outstandings in the
cash credit account never fell below a certain level during the course of a year,
there is an element of what is called a ‘hard core® borrowing which is in
reality a quasi-permanent lock up of bank funds in the borrower’s business
(Paragraphs 3.12 to 3.20).

6. In the light of the foregoing, time is now opportune to review the exist-
ing system and clfect changes in such a way that under the new system the
borrower would plan his credit needs and the banker also would be able
to plan, having known the borrower's credit requiremeats (Paragraphs 3.22
and 3.23).

7. A borrower needs funds for the operation, mainly to carry current asscts
required for the purpose. Inventory and receivables comprise the bulk of the
current assets, There is no uniformity in approach among banks in assess-
ing working capital requirements, especially with regard to inventories. If
bank credit is to be viewed as a tool of resource allocation in the economy,
one cannoi get away from the problem of defining reasonable levels of inven-
tories (including sufety stock) and reccivables in each industry and hence
the need for norms for these current assets (Paragraphs 4.1, 4.2 and 4.7)

8. Ia the new context, the main fuaction of a banker us a lender is to sup-
plement the borrower’s resources to carry an acceptable level of current
assets. The implications are two-fold; one, the level of current asscts must
be reasonable and based on norms; two, a part of the fund requirements for
carrying current asscts must be found from loog term funds comprising own-
ed funds and term borrowings including other non-current liabilities (Para-
" graph 4.8).

-9. Norms have becn suggested for 15 major industries, taking into account,
inter alia, company finance studies madc by the Reserve Bank, process period
in the different indusirics, discussions with the indusiry experts and feed-
back reccived on the Interim Report, The norms proposed represent the
maximum levels for holding inventory and receivables in cach industry. 1f,
however, a borrower has managed with less in thc past, he should coatinue
to do so (Paragraphs 5.7 and 5.8).
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10. In view of the special characteristics of the beavy engineéring industry,
particularly the large tie-up of funds in current assets, the banking system
may find it difficult to cope with the industry’s demand for funds in its entirety.
The working capital requirements of the heavy engineering sector should,
therefore, be assessed taking into account the alternative ways of financing
the needs and the extent 10 which banks may meet them may be determin-
ed, case by case, on merits {(Paragraphs 5.9 to 5.11).

11. Norms cannot be absolute or rigid. . Deviations from norms may be
visualised under certain circumstances, e.g., bunched receipt of raw mate-
rials, power cuts, strikes, transport delays, etc, However, delayed payments by
Government agencies and sometimes by large units in the private sector can-
not be treated as circumstances warranting deviations and the matter should
be tackled at the sources rather than throwing upon the banking system the
burden of providing additional credit. The Reserve Bank should discuss the
matter with Government agencies and the Bureau of Public Enterprises;
Government and public enterprises should set an eéxample in prompt pay-
ments (Paragraphs 5.12 and 5.13).

12. Concessions under the criteria for deviating from norms should not
be expected as a matter of course but must be fully justified. Deviations
should be for known specific circumstances and situations (which should
be recorded) and allowed for agreed periods which should be relatively short;
and there should be a return to norms when conditions revert to normal
(Paragraphs 5.14 and 5.15). '

13. Norms should apply to all industrial borrowers, including small scale
industries, with aggregate limits from the banking system in excess of Rs. 10
lakhs and extended to smaller borrowers progressively as early as possible
(Paragraph 5.16).

14, In the case of industries not covered by norms at present, the purpose
and spirit behind the norms should be kept in view when extending credit
facilities (Paragraph 5.17).

15. The list of industrics covered by norms should be extended with expe-
rience. Norms should be kept under constant review (Paragraphs 5.18 and
5.21).

16. The principles should be uniform for ail like industrics, both in the
private and public scctors. Thus, public sector industry should conform to
the same norms as are applicable to comparable privaie indastry, though in
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special cases, norms may bave to be relaxed, but after a study in depth
(Paragrapbs 5.19 and 12.23),

17. Al credit limits, whether enhancement is sought for therein- or not,
should be considered in the light of the norms and where the levels of inven-
“tory and receivables are excessive, they should be reduced, bringing dowa
also the dues to the bank and/or other creditors (Paragraph 5.20).

18. The process of adjustment of inventories and receivables should be com-
pleted in about two months, other things being equal. In the event of default,
as a first step, the bank should charge a higher rate of interest. But even
charging of a higher rate of interest should not give a permanent immunity
to the customer from conforming to norms and some further action should
be considered (Paragraph $5.20).

19. The working capital gap, viz. the borrower’s requirement of finance to
carry current assets (based on norms) other than those financed out of his
other current liabilities, could be bridged partly from his owned funds and
long term borrowings and partly by bank borrowings (Paragraph 6.2).

20. Thbe maximum permissible level of bank borrowings could be worked
out in three ways. In the 1st Mcthod, the borrower will have 'to contribute
a minimom of 25% of the working capital gap from long term funds, i.e.
owned funds and term borrowings; this will give a minimum current ratio
of 1:1. In tbe 2nd Method, the borrower will have to provide a minimum
of 25% of total current assets from long term funds; this will give a current
ratio of at least 1.3:1. In the 3rd Method, the borrower’s contribution from
long term funds will be to the extent of the entire core current asscts, as
defined, and a minimum of 25% of the balance current asscts, thus strengthen-
ing the current ratio further (Paragraphs 6.3 to 6.8).

21. The classification of current assets and current Habilities for computing
the permissible level of bank finance should be made as per the usually ac-
cepted approach of bankers (Paragraph 6.9).

22. The 3rd Method will provide the largest multiplier of bank finance;
however, to avoid hardship to borrowers, 2 beginning may be made with
the 1st Method, placing all borrowers in this method within a period of about
one vear, and the ideal of the 3rd Mcthod may be reached in stages. The
kb.ral approach under the Ist Method has been suggested as the first step,
parbenlarly to facilitate financial structuring of new companies, setting up
project> m backward areas and also for flexibility in restructuring of existing
companies with a weak financial base (Paragraphs 6.10 and 6.12).
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23. The aim shonld be to move forward and borrowers in the third or
second category should not revert to the second or first category respectively
by increasing their dependence on bank borrowings. Also, when credit needs
increase, the borrower should not slip back from a higher to a lower cate-

gory (Paragraph 6.12).

24. Banks will work out the position of existing customers and any excess
over the finance, to which a borrower would be eligible under the new for-
mula, will have to be reduced progressively, by transferring the excess to a
tznn Joan, amorctised over a suitable period (Paragraph 6.13).

25. The concept of bank credit forming only a portion of the working
capital gap could also be used as an instrument for influencing the directional
flow of credit, accordiny to the priorities for industries indicated by the autho-
rities concerned from time to time by varying the scales of finance. Also,
when a2 manufacturer has reached a stable level of production for a reason-
able number of years, there is no reason why bank finance should continve
to be made available to him on the same scale, because if a portion of the
finance made available to him could be withdrawn, such funds would be
available for promotion of new economic activity (Paragraph 6.14).

26. In future, while funding new projects, the term lending institutions may
provide for margins on the basis of recommended proposals and the bank
wiich is to finance the working capital requirements should be associated
at this stage in determining the working capital and margin requirements.
In the case of old units, where a part of the present cash credit borrowing
is transferred to & term loan, to bring the borrowings in line with the recom-
mended proposals, the funded debt and equity relationship may not imme-~
diately conform to the norms of the term lending institutions. In these
cases, borrowers may have to be given time to bring the position to normal,
but the total outside liabilities to owned funds relationship will have to be
acceptable to the banks (Paragraphs 6.15 and 6.16).

27. A request for additional credit on a regular basis from a borrower
who already has an excess borrowing under any of the three methods may
be considered provided the borrower brings in matching contribution requir-
ed under the relevant method of lending. In very exceptional cases, however,
if the cash generating capacity of the borrower is sufficiently good, banks
may grant a term loan for the purpose to a reasonable extent for a short
period acceptable to the bank. If, howcver, the additional fund need is for
a short duration for specific transactions/contracts, the bank may consider
giving additional credit for such needs without insisting on matching contri-
bution, on the clear understanding that the borrower would return to the
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stage as in the relevant method of lending within the stipulated period.
Borrowers baving excess borrowing in relation to inveatory norms will not
be eligible for additional limits on a regular basis until soch timo as the
current assets are brought down to the required levels (Paragraphs 6.17 and
6.18).

28. The annoal credit limit may be bifurcated into a loan, which would
comprise the minimum level of borrowing throughout the year, and a demand
cash credit, which would take care of the fluctuating requirements, both
to be reviewed annually. There should, however, be no rigidity in the mat-
ter of bifurcation of the overall credit limit between Joan and cash credit
(Paragraphs 6.22, 6.23 and 7.1).

29. In the case of industries with a very high degree of seasonality, assess-
ment of bank finance may have to be done on the basis of monthly cash

budgets (Paragraph 6.24).

30. The demand cash credit should be charged a slightly higher interest
rate than the loan component. This approach will give the borrower an
incentive for good planning. The term loan representing the excess bor-
rowing to bo amortised should also be at a slightly higher rate than the cash

credit rats (Paragraph 6.25).

31. In order to ensure that customurs do not use the mew cash credit
facility in an unplanned manner, the financing should be placed on a quarter-
ly budgeting-reporting system for operational purposes, as in the suggest-
ed forms (Paragraphs 6.26 and 6.27).

32. The borrowers expressed concern about the secrecy and scnsitiveness
of the information proposed to be called for from them. Banks are expect-
ed to take due notice of their apprehension (Paragraph 6.29).

33. Apart from loan and cash credit, a part of the total credit requirement,
within the overall eligibility could also be provided by way of bill limits to
finance seller’s receivables. It is desirable that, as far as possible, receiv-
ables should be financed by way of bills rather than cash credit against book
debts.  As regards the question whelber purchases may be financed by way
of cash credit or bils, each bank may take its own decision in consultation
with the borrower, keeping in view the <ize of his operations, the individial
transaction and the administrative set up obtaining in the bank (Paragraphs
6.30 and 6.31).

34. ‘The proposed system of lending and the style of credit may be extend-
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ed to all borrowers having credit limits in excess of Rs. 10 lakhs from the
‘baoking system, while the kformation system may be introduced, to start
wiik, in respect of borrowers with limits of Rs. 1 crore and above from the

entire banking system and then extended progressively to others (Para-
graph 6.32).

35, The mechanics of lending suggested covers examination of  the -bor-
rower's total operational plan as also his past and current financial position.
Thbe borrower should, therefore, fumish to the banker an operating statement
and funds flow statement for the whole year (i.c. the next year) as also
projected balance sheet as at the end of the next year, along with the appli-,
cation for advance or renewal, for fixation of the overall credit limit (Para-
graph 7.1).

36. Tbe working capital gap will be computed, the -extent of bank financs
will be arrived at and the overall credit limit will be fixed, on the basis
indicated in Chapter 6 (Paragraph 7.1).

37. Actual drawings within the sanctioned limit will be determined by the
customer’s inflow and outflow of funds es reflected in the quarterly funds
flow statement and the permissible level of drawing will be the level as at

the end of the previous quarter plus or minus the deficit or surplus shown
in the funds flow statement (Paragraph 7.1).

38. Within the overall permissible level of drawing, the day-to-day opera-
tions in the account will be regulated on the basis of drawing power (sub-
ject to the margins stipulated by the banker against the different compoaeats
ol inventory and receivables), as per the monthly stock statements, which
will continue to be submitted (Paragraph 7.1).

39, Variances are bound to arise in any budget or plan; variances to the
extent of say = 10 per cent should be permissible, and beyond this, the baaker
and customer should discuss the reasons (Paragraph 7.1).

40. The recommendations regarding inventory/receivables norms and the
mechanics of lending are 10 be viewed as a package; it is an integrated scheme

and the borrower is expected to subject himself to the entire discipline en-
visaged (Paragraph 7.3).

41. A bank has to follow up and supervise the use of credit to venfy first,
whether the assumptions of lending in regard to borrower’s operations con-
tinue to hold good and second, whether the end-use is according to the pur-
pose for which the credit was given (Paragraph 8.1).
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42. 1If the banker is to get away from security-oriented Ieading to produc-
tion-related credit with security serving a subsidiary but aecessary role, he
will have to be in close touch with the borrower’s operations, Since project-
ed funds flow statement would form the basis for determining the line of
credit, a banker would be justified in laying down a condition that any mate-
rial change, say around 10 per cent of the figure projected earlicr, would
require his prior approval. Thus, the banker may stipulats certain minimum
terms and conditions relating to matters having a material impact on the
funds ow of the borrower (Paragraphs 8.4 to 8.6).

43, From the quarterly forms, the banker will verify whether the opera-
tional results conform to earlier expectations and whether there is any diver-
gence reading as red signals; however, variance of, say around 10 per cent,
may be treated as normal (Paragraph 8.8).

44, In addition to the quarterly data, the larger borrowers should submit
a half-yearly proforma balance sheet and profit and loss account within two
months of the end of the half-year (Paragraph 8.9).

45. In the new system, it iz in the borrower’s own interest that audited
balance sheets are produced as early as possible, say, in three months, and
he should take positive steps in this direction (Paragraph 8.10).

46. After the close of each yzar, detailed credit analysis should be done
as in respect of new advances, when the banker will re-examine the terms
and conditions and make necessary changes (Paragraph 8.11).

47. Stock statements will continue to be submitted but they need to be im-
proved. The basis of valuation in the stock statements and the balance
sheet should be uniform. The stocks should be reconciled in the stock
statements, showing the opening and closing stocks, quantity-wise and value-
wise (Paragraphs 8.12 and 8.13).

48. Stock inspection poses problems particularly in large industries. In
such cases, there is no alternative to depending on financial follow-up.
Where a banker feels, for special reasons, that a detailed stock verification
is called for, a regular stock audit may have to be arranged with the asssist-
ance of outside coansultants (Paragraph 8.15).

49. Managerial competence is an important factor in the efficiency of opera-
tions, refiected in profitability and working capital and financial manage-
ment, Baoker should keep in mind that appraisal of management may be
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essential particularly as we place a new emphasis on viability and develop-
ment rather than on security alone (Paragraph §.17).

50. To facilitate inter-firm and industry-wise comparisons for assessing
efficiency, it would be of advantage if companies in the same industry could
be grouped under three or four categorics, say, according to size of sales
and the group-wise financial ratios compiled by the Reserve Bank for fur-
nishing 1o banks (Paragraph §.18).

$1. In'ustry organisations should also collect data from their members and
publish whole-industry balance shects, profit and Joss accounts and relevant
ratios (Paragraph 8.19).

52. In making inter-firm comparisons, besides examining financial and ope-
rating ratios, certain productivity ratios may also be examined to determine
labour efficiency, capital efficiency and fixed assets cfficiency (Paragraph
8.20). '

53. For the purpose of better control, there should be a system of borrower
classification in each bank. This will facilitate easy identification of the
boirowers whose affairs require to be watched with moro than ordinary care
and will also provide a rational base for purposes of fixing rates of interest for
the respective borrowers (Paragraph 8.22).

54. The only feasible manner in which the banker can satisfy himself in
regard to end-use of funds would be to ensure, by calling for appropriate
operational data and figures relating to financial position at periodical inter-
vals, that the borrower’s current ratio .and the respective shares of bank
finance and borrower’s long term funds in mecting his working capital gap
do not change adversely; if the position in this regard does not change adverse-
ly, the conclusion would be that bank finance has gone towards build-up of
current assets (Paragraph 8.26).

55. Apart from the current ratio, the bank will look to the debt-equity ratio,
which may be looked at as funded debt-equity relationship or total outside
liabilities-equity relationship. It is not practicablé to legislate absolute
standards for these ratios. Where the debt-equity ratios of a borrower are
worse than the median for his industry, the banker would endeavour to
persuade the borrower to strengthen his equity as early as possible and the
latter should pursue to reach the median on the basis of the data up-dated
by the Reserve Bank (Paragraphs 9.1 to 9.9).

56. The change-over recommended should be effected with a minimum of
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inconvenicnce to the banker and the customer. Borrowers suggested that
banks should reduce tiers and take quicker decisions, This is a matter for
each bank 1o examine in relation to its own administrative systems snd pro-
cedures and take appropriate action. There should be total commitment
of the top management in each bank to the new approach. Extensive train-
ing facilities in credit appraisal should be provided for bank staff at all
levels, with particular emphasis on the suggested information system and
handiing of inventory and receivables norms (Paragraphs 10.1 to 10.5).

57. A customer can no longer take a stand that having given security, there
is no necessity for him to give any data to banks. There are rights and
obligations on both sides. The banker as the lender is entitled to informa-
tion which he deems necessary for his appraisal and follow-up and also has
a duty in turn towards the borrower to appreciate his difficult situations. On
the same basis, the customer should also develop an accountability to his
banker (Paragraphs 11.2 to 11.4).

58. While financing trade, banks should keep in vicw, inter alia, the extent
of owned funds of the borrower in relation to the credit limits granted, the
annual turnover, possible diversion to other units or uses and how much is
being ploughed back from profits into the business. They should avoid
financing of goods which bave already been obtained on credit (Paragraph
12.2).

§9. It will be useful if Government authoritics like the Textile Commissioner
or Jute Commissioner consult the Reserve Bank before prescribing stock
levels for the industries concerned to the extent these may cut across the
relative norms for inventory holding (Paragraph 12.4).

60. In view of the need for efficient transportation and availability of
wagons, railways should assume some liability for undue delays as a part
of their own discipline, as they do for damages in transit at railway risk
-(Paragraph 12.5). )

61. The canalising agencies and public sector producers may review, from
time to time, their distribution procedures so as to prevent unproductive
lock-up of bank funds (Paragraphs 12.6 and 12.7).

62. Government and the public sector are the biggest buyers in the country
and tardy payments by them will only increase the level of receivables and,
consequently, the need for bank credit. Government departments have
already been following the accepted commercial practices in respect of their
purchases from foreign supplicrs but mot in respect of their internal pur-
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chases. It will be nseful if the Reserve Bank could initiate discussions on
this matter. Further, Government should, pending streamlining its proce-
dures, agree to pay interest on established delayed payments (Paragraph
12.8).

63. The possibility of switching over from credit sales to cash sales, wherever
possible, both in the private and the public sectors, should be examined, or
at least credit period allowed by sellers should be progressively reduced, in
order to shorten the transaction cycle and enable bank funds to achieve a
larger multiplier (Paragraph 12.9).

64. In the case of consortium advances or where a borrower is financed by
more than one bank, the concerned banks should evolve a procedure to
ensure a uniform handling of the account in conformity with the inventory
and receivables norms and the financial discipline suggested (Paragraph
12.10).

65. If a borrower refuses to comply with the new requirements, there will
be no alternative {o the banker but to take first a holding action by raising
the rate of interest until such time as the requirements are fulfilled; but if this
fails, the banker will have no option but to stop operations in the account
(Paragraphs 12.11 and 12.12).

66. Once danger signals are thrown up in the case of a borrower and signs
of difficulty emerge, speedy action is called for on the part of the banker and
timely and firm bandling are of essence. In such cases, the banker may
intervene even in management, if that is mecessary, in the interests of all
concerned and the public. To diagnose the ailment, the banker can go to
a copsultant and can then arrange for action, including a financial or struc-
tural reorganisation (Paragraphs 12.13 to 12.17).

67. Thc.Indian Banks® Association has an important role to play in a study
of the environment and particularly the impact of regulations and enactments
on the working of banks (Paragraph 12.18).

68. _Expcrtise has to be built up in the banking system in organising indus-
try-wiss studies, on an on-going basis, which should serve as a frame of

;czfelr;;ce for decision-making in regard to individual cases (Paragraph

69. Instead of every bank attempting to make detailed studies of all the
major industries it would be beneficial if some selected banks concentrate on
ope or two industries each, for which they may be best fitted to study; the
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results of their study could be made available to the other banks as also the
Reserve Bank (Paragraph 12.20).

70. It is opportune to examine whether the limits for the credit authorisa-
tion requirements of the Reserve Bank should not be raised, in view of the
altered value of the rupee since the introduction of the Credit Authorisation
Scheme and the qualitative improvement in the lending skills of commercial
banks (Paragraph 12.22).

7i. Inventory/receivables morms should be given cffect to immediately,
while action should be initiated to implement the new approach to lending
within the time-bound schedule as proposed in Chapter 6 (Paragraph 13.2).

72. Steps should be taken simultaneously to introduce the suggested in-
formation system for all industrial borrowers with limits aggregating Rs. 1
crore and above from the banking system and the process completed within
six months (Paragraph 13.3).

73. Banks should utilise this transitory period of six months for conducting
training sessions for their operating officials (Paragraph 13.3).

74. Special courses should be organised by the National Institute of Bank
Mansgement and the Bankers Training College for trzining the banks’ ope-
rating officials, These institutions may also help banks in training the
trainers, preparing operational manuals, and in bringing about changes in
their systems and procedures (Paragraph 13.4).

75. Each bank should conduct banker-borrower seminars to create an
understanding between the operating officials in the respective banks and their
customers (Paragraph 13.5).

76. After six months, a bankers' seninar may be convened in the Bankers
Training College where operating officials caa find solutions to any operational
problems that might have been thrown up in the interim (Paragraph 13.5).

77. The prime contribution of the Committee of Direction appointed by
the Reserve Bank will be to take forward the work of the Study Group to a



continuing function of a dialogue with industry and banks to ensure smooth
running of the pew system and to take care of the need for any revision
(Paragraph 13.6).
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ANNEXURE

LIST OF QUESTIONS

l'

2'

What' are the broad categories of principal raw materials required by
your unit and what are the main products manufactured by it?

What are the key considerations that shape management decisions
relating to inventory in an industrial organisation and your unit in par-
ticular?

What are the main variables affecting inventory levels (raw materials,
stocks-in-process, finished goods and consumable stores) in your indus-
try and your unit in particular? '

What are the usual levels of inventories [under various categories, ex-
pressed in terms of pumber of days’/months’ consumption (raw mate-
rials and stores)/production (stocks-in-process)/sales (finished goods)]
for your industry and your unit in particular, the basis on which they
have been determined and the circumstances under which there are de-
partures from the usual levels?

What do you consider to be the criteria for determining safe minimum
levels of the different categories of inventories for your industry/unit?
It the minimum levels of inventory are governed by seasonal factors,
please indicate the minimum safe levels that will have to be maintained
during the diffcrent periods of the year (expressed in terms of the num-
ber of days’/months’ consumption/production/sales).

. What is the cycle of production in your industry/unit? If you are

manufacturing more than one item, the cycles for the major items may
be indicated, together with the relative importance (in percentages) of
those items in the total production. What is the rclationship between
your cycle of production and your holding of raw materials?

. What is the procurement system and the nature of inventory control in

your industry/unit and what improvements can be made therein?



10.
11.

12.

13.

14.

15.

16.

. What are the methods of carrying inventories? Is there a practice of

Ietting others carry stocks on behalf cf your industry/unit on payment
of interest/commission etc.? What is the proportion of inventories car-
ried by others for you?

How to achieve smoother production without abnormal inveatory build
up? What are your specific problems in inventory management, but for
which, perhaps, you could bave carried on with much lower levels of
inventories? In particular, what are your suggestions for improving the
methods of supplying materials by agencies such as MMTC, STC, SALL,
etc. and obtaining imports?

What is the usual credit given by your suppliers?

What portion of your sales is on credit basis? What is the period of
credit allowed by you or the general trade practice ia your industry in
this regard? How are the credit sales financed?

What is the system of receivables management in your unit and what
are the specific problems faced in this regard?

Is there a system of forecasting production/business plan for your unit?
If so, on what basis and at what intervals it is drawn up? How is the
business plan correlated with the financial arrangements? A specimen
set of the forms used for the purpose by the unit may please be fur-
nished?

What are the various sources from which your industry/ucit meets its
working capital finance and the relative shares of these sources? The
difficulties, if any, experienced and suggestions for imptovemeat in the
pattern of firancing may be given.

What are your views on replacing the cash credit/overdraft system of
financing working capital by banks by a mix of fixed loans, bills and
cash credit?

What should, in your opinion, be a suitable credit policy for financing
inveatories by banks? ‘
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ANNEXURE

INTERIM REPORT ON INVENTORY NORMS

BACKGROUND

1. For examining the issues involved, the Study Group set up two Sub-
Committces. One Sub-Committee e¢xamined industry-wise requirements of
inventory while the other looked into the banker’s approach to short term
financing of industry. Both Sub-Committees met a representative cross-sec-
tion of leaders of industry, industrial organisations as well as several pro-
fessionals, Data placed before us by certain industries, committee members
and the Study Group’s Sccretariat have also been examined.

COMPONENTS OF INVENTORY
2. Inventory could be in three parts:

(a) Minimum level of inventory in plant based on technical require-
‘ments,

(b) Additiopal inventory for strategic reasons to maintain uninterrupt-
ed cycle of production and sales.

(c) Excess inventory either for reasons of stock profit or conservitive
policy or inefficient management,

NorMs

3. The minimum level of inventory in plant depends on technological re-
quirements and norms could be thought of in this area. Inventory for strate-
gic reasons also could conform to norms., Inventory in excess of these re-
quirements will have to be considered excessive.

4. The case for norms is fairly clear. To the extent that some units bave
access to more resources than others, imbalance develops in the system. As
current assets are largely supported by bank finance, distortions in alloca-
tion of bank credit can also arise. Norms of inventory holding for major
industries would ensure more equitable distribution of resources and, there-
fore, better allocation of credit for production.
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DirmcuLTms ENCOUNTERED

5. However, our examination and discussions reveal certain problem areas
in establishing norms. These are as under:

(a) Certain industries such as Heavy Engineering do not have a suffi-
ciently large sample for deriving conclusions.

(b) Geographical diversity results in diversified needs.
(c) Product-mix of units in several industries differ materially,

(d) Inadequacies in arecas such as transportation systems, licensing for
imports and purchase and selling trade channels result in wide swings
in inventory levels,

(¢) Bunching of canalised and imported supplies also cause distortions
in inventory levels.

6. 1In view of these factors, establishment of norms requires considesable
study at the unit level and assembling and analysis of data. The time at
our disposal was too short to undertake such detailed staff work., Even in-
dustrial represer tatives who were expected to furnish meaningful data, could
not do 0. In some instance: industry representatives were not in a posi-
tion even to give general gu:delines on the factors having a bearing on in-
ventory levels in their industry.

STuDY GROUP's VIEWS

7. Under these circumstances, the members feel that in-depth studies should
be undertaken industry-wise and that we should approach some consultants
to discuss the methodology of this stady. We would, therefore, like to defer
our recommendations on norms until completion of these studies. It is,
however, understood that Reserve Bank of India will still like to have our
preliminary views on the basis of the data we have collected and the dis-
cussions we have had with industry representatives so far. We are, accord-
ingly, attaching a statement suggesting certain general guidelines industry-
wise. We would stress that these guidelines are based on a study of the
limited material available to us and should be viewed more as flexible guide-

lines than as rigid norms. Variations would be permissible under the fol-
lowing circumstances: '

(a) Bunched receipts of raw materials.

(b) Power cut, strikes and other unavoidable interruptions in the pro-
cess of production.

(¢) Transport bottlenecks,
9



{d) Accumulations of finished goods due to non-availability of shipping
space for exports or other disruptions in sales.

(¢) Build-up of stocks of finished goods such as machinery, due to fai-
lure on the part of purchasers—for whom these were specifically
manufactured—to take delivery.

(f) Necessity to cover full requirements of raw materials for specific
export contracts of short duration.

SuGGESTED NORMS
8. A statement is attached suggesting norms of inventories and receivables
for the following industries:
(a) Cotton textiles
(b) Synthetic textiles
(c) Jute textiles
(d) Pharmaceuticals
(¢) Rubber products
(f) Fertilisers
(g) Vaiaspati
(h) Paper

() Light engincering
(j) Medium engincering

9. It will be noted that stocks-in-process and stores have been left out.
This is because of the wide divergence between uait and unit. It can be left
to the banker to ascertain the actual process time and stores requirements
for cach borrowing unit, which should not be difficult,

10.' Heavy engineering has been left out. This industry covers heavy struc-
turals and heavy machine building units which are not mapny in number.
The requirements of this sector cannot be geoeralised. The banker will
have to examine each case separawely on merits taking into account the ex-
tent of financing the unit has to do at various stages of production, the avail.
ability of advances. ‘on account’ payments, clicots’ raw material, etc, One
interesting observation which has been made in this context is that the
Heavy Engineering units’ tic-up in the net current asscts (inventories
plus receivables minus advances received and creditors for purchases) should
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ot normally exceed SO per cent of value of annval production. This will
be examined further by us.

11. We have also not dealt with the sugar industry. The norms being sug-
gested by us are for bolding of inventory by each industry. Sug:tr mdustry
being entirely seasonal, the stocks of sugar—which is the main item of in-
ventory—will be determined entirely by the availability of cano on the one
band and Government's release policy on the other. Thercfore, no norms
need be suggested for this industry.

12. Raw material levels have been expressed as so many months’ con-
sumpdon of raw materials requmed to support planned operations in the
ensuing year. Finished goods and receivables are expressed in terms of 50
many months’ sales.

APPLICATION OoF NORMS

13. The norms represent reasonable levels of holding of inveatory and
receivables in each industry. In assessing working capital requircments, the
banker will take these levels as what should reasopably be held ty the bor-
rower concerned. If any borrower were to hold higher levels of inventory,
the banker woulu assume that the excess inventory should be off-loaded, ex-

cept where circumstances warrant otherwise for special reasons; excess re-
ceivables will also be realised.

14. In dealing with fresh requests for advances or for eahancements in
limits, the banker should ask for the relative data in the usual manner. While
computing current asset levels, the suggested norms will be taken as the
maximum Jevels (subject to flexibility as indicated) and the gap in resources
to be financed by bank borrowings worked out.

15. As for existing eccounts where no enhancements in limits are required,
our expectation is that the banker will examine the existing levels of in-
ventory and reccivables and seek a reduction in the levels where they are
excessive. To the extent that inventory and receivables levels could be
brought down, the outstanding dues to the bank should also go down.

16, Our suggestion is that existing borrowers should be asked to furnish
the following additional data along with their stock statements:

Last Current Projected for
month month current year

Sales
Production .. .
Consumption of raw materials ..
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17. Where the stock statements tepresent only a part of the total stocks
of the borrower, a summary of the total stocks (inclusive of stocks not shown
in the stock statement) should be called for along with the stock statement,
classified into raw materials, stocks-in-process, finished goods, stores and
spares and book debts including bills discounted.

18. The banker should examine the existing stock position and level of
receivables in relation to the norms on receipt of the next stock statement.
Where the current assets are excessive, the matter will be taken up with
the borrower. A dialogue should be established with the borrower and a
programme for phased reduction in levels worked out; meanwhile the ope-
rations in the borrowers’ accounts may not be stopped. The position will
be watched in the pext stock statement and we would expect the process ol
adjustment to be completed in about two months. Where asset levels con-
tinue to be high at the end of two months, our suggestion is that the banker
may charge a rate of interest higher by 2 per cent on that part of the bor-
rowings which would be considered excessive, The excess borrowings will
be the value of excess stocks/reccivables carried by the borrower on the
reasoning that had the asset levels been brought down—other fund-flows re-
maining unaffected—borrowings from the bank would have gone down to
that extent.

It should be reiterated that the obj-ctive is to introduce a discipline and
improvement in the use of working capital, especially in the maintenance
of reasonable inventory levels consistent with encouragement of productiqa
and maintenance of usual working relationship between banker and customer.

19. As we have provided for different contingencies in which relaxations
would be permitted, there is room for sufficient flexibility in operating the
norms.

CONCLUSION

20. As mentioned earlier, our intention is to proceed with further studies
industry-wise and the norms suggesied by us are only an interim measure.
We expect to get valuable feed-back from industry and banks.in the next
few mounths on the application of these norms. This will assist us in finalis-
ing our views.

21. We have examined whether the norms should be applied to all indus-
trial borrowers. While this could be Ieft to the backers to decide, our
own view is that, to start with, norms could be applied to large industrial
borrowers with aggregate limits in excess of Rs. 10 lakbs and extended to
even smaller borrowers as carly as possible,
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A Worb AsouT CorToN AND JUTB TEXTW.B INDUSTRIES

22, Although theso are scasonal, we have not provided for higher stock
levels for the season. This is on the reasoning that it is not the function
.of industry to carry stocks in excess of what is required for currcat opera-
tions, as otherwise, industry will be taking over the functions of the trader.
We are also not taking into account the nced or otherwise of price-support
operations and bufer stock operations. We presume that the Reserve Bank
would take into account these factors and decide how and by whom the
marketed stocks of raw cotton and jute should be financed.

23. In regard to the textile industry in particular, while we have adopted
the norms stipulated by the Textile Commissioner, we have not included the
exemptions given by him. On what grounds the Textile Commissioner has
"provided for exemptions is not clear. Here again, we would leave it to the
Reserve Bank of India to decide whether these exemptions should also be
extended.

QBENERAL

24. Norms have been suggested by us only for some of the major ind- -
tries, - As regards industries not covered by nmorms, we would expect
banks to -observe the purpose and spirit behind the norms while dealing with
their proposals. It is also neediess for us to stress that the banks should
be on their guard against any attempts to defeat the purpose of the norms
in onec way or the other as, for example, by over-estimation of production or
undervaluation/understatement of stocks.

Bombay, 26th October, 1974,
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SUGGESTED INVENTORY NORMS

Raw materials : Finishod goods Receivables and inlend bill

discounts (exclusive of foreign
Dl dseonatg) T
: (1) ) )
Cotlop textiles . 13 (Bom)bny & Ahmedubad .
2 te -Bih [ Oﬁ‘“' )
b (Eoatom aeomy Blbar, O
2 (other than the above)
Jutetextiles o 224 1 (for domestic sales) 1
] ( cxgon)
Pharmaceuticals w222 b (or 1
Rubber products . 2 4 %
Fertilivers :
() For nitrogepous plants .. 1 (nearthorefinery) ) (vivhe:n usltt;ch arein 1
2ot site
. 1=1} (for inland units) 1} ‘('when stocks are also In
upcountry contres)

Fo hatic plants .. 2 (for unitsin -do- =do-
() For phosphatic p) 3 & mmu)
Vlnupul e 1 =
Paper : bo bail

Bamboo and wood . 48 (to o st i) Controlled sal
 Bamben o fomialr ) Gzt | 4

t don)

() Chemicals . ] W
Light engineering . 3 2
Medium epgineering o 3 +do-

§6

Note: 1. Raw materials are coxpressed as somnymomln'eonmlnpuon.
2. Finished and receivables 210 expressed as 30 many months® sales. nmﬂgumrcpmtoﬂythcmpuuh. Indi-
vidualitems of finished s lndmuva.bles could be for difTerent periods which could excced the indicated porms 30 Jong as
the overal] average of finished goods and roceivables docs pot exceed the amounts as detormined in terms of the sonm.
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ANNEXURE
Tolegrams: RESERVE BANK OF INDIA Post Box No,
Bompay sk CENTRAL OFFICE 1030

DEPARTMENT OF BANKING OPERATIONS
AND DEVELOPMENT

BOMBAY.-1
CONFPIDENTIAL
Ref. DBOD. No. CAS. BC. 113/C.446-74 November 8, 1974
Kartika 17, 1896 (Saka)
To

All Scheduled Commercial Banks.

Dear Sirs,

Study Group to frame guidelines for follow-up of
bank credit—Inventory norms for finarcing of in-
dustries by commercial banks.

Please refer to paragraph 9 of Governor's circular letter DBOD. No, Dir,
BC. 109/C. 96-74 dated the 29th October 1974. We now enclose for your
information and necessary action a copy of the interim note on inventory
norms furnished to the Reserve Bank by the above Study Group. The
Reserve Bank has accepted the tentative suggestions of the Group.

2. Norms have been suggested by the Group only for certain major in-
dustries. These norms are to be applied in respect of both the existing
and pew borrowers. All fresh proposals (including those from existing
borrowers secking enchanced credit facilities) may now be assessed in the
light of the norms suggested by the Study Group. In the case of all existing.
borrowers (whether or not they have sought for enhancement in credit limits,
if the levels of inventories and receivables are excessive on the basis of the
suggested porms, a dialogue should be established with them and a pro-
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gramme for a phased reduction therein worked out. In case the excess level
persists without justification, while the banks may not abruptly stop opera-
tions in the borrower’s accounts which may upset his normal functioning,
they may, as suggested in paragraph 18 of the iaterim note of the Group,
cousider after a reasonable period, say about 2 moanths, whether they should
charge a higher rate of interest on the portion of borrowings considered as
excessive in the light of the norms suggested by the Group. To keep a
watch in this regard, banks may call for additional information as suggested
in paragraph 16 of the note. The control should, however, be exercised
with due flexibility and understanding of the circumstances which may
warrant deviation from the norms, for temporary periods, as mentioned in
the Group's interim note,

3. As regacds stocks-in-process and stores, etc., no norms have been sug-
gested by the Group. In fixing credit limits, banks should, however, care-
fully ascertain the actual process ime involved in the cage of each borrow-
ing unit and arrive at the value of the process stocks. As regards stores
ard spares, banks should normally finance consumable stores, the level of
which should not be out of tune with the past trends.

4. Altbough norms have been suggested by the Group only for some of
the major industries, it is expected that as regards other industries, banks
would endeavour to observe the purpose and spirit behind the norms sug-
gested ia the note while appraising the relative credit proposals,

5. It may be clarified that the norms suggested by the Study Group wilt
be subject to the Reserve Bank's sclective credit control directives wherever
applicable. Also, in respect of cotton and jute, the stock holding of which
is regulated by the Textile Commissioner and Jute Commissioner respec-
tively, while the actual maintenance of stocks by the borrower would be
subject to the levels that may be indicated by the concerned authority, the
credit Jimit extended by the bank should be broadly related to the norms
suggested by the Study Group, unless otherwise specifically advised by us.

6. It should be noted that the norms suggested by the Group are at this
stage in the pature of an experiment. The Group expects to get valuable
feedback from industries and banks in the next few months on the appli-
cation of these norms. The Group hopes that this feedback information
will assist it in finalising its views whea it submits its final report. We would,
therefore, request the banks to submit a report to us furnishing comments,
industry-wise, in regard to their experience in applying the norms, together
with suggcstions, if any, for improvement. In order to enable the Group
to make its final rerommendations expeditiously, it would be helpful if the
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banks could arrange to send this report 50 as to reach us not later than the
end of February 1075.

7. We may also mention that in view of the restrictions placed on the dis-
tribution of dividends by companies under the Companies (Temporary Res-
trictions on Dividends) Act, 1974, to the extent these provisions result in
the retention of a larger share of profits within the business, the borrowing
companies’ dependence on ontside borrowings would be reduced and this
should result in reducing the demand for bank credit. Banks will no doubt
keep this aspect in mind while assessing the credit nceds of borrowers,

8. Please acknowledge receipt.

Yours faithfully,
Sd/-

(R. K. Hazari)
Deputy Governor.
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ANNEXURE

INTERIM REPORT ON FOLLOW-UP
OF BANK CREDIT

INTRODUCTION

1.1 One of the tasks of the Study Group is to suggest guidelines for com-
mercial banks to follow-up and supervise credit from the poimt of view of
ensuring proper end-use of funds and keeping a watch on the safety of the
advances and to suggest the type of bperational data and other information
that may be obtained by banks periodically from borrowers,

1.2 In this cootext, the Group is attempting to suggest a new approach to
appraisal and foliow-up of bank credit with a view to gearing bank credit
to the borrower’s productioa plan and the anticipated gap in his resources
for implementing the plan, and introducing a system of review of the per-
formance of the borrowers at shorter intervals.

1.3 While the Group is examining the subject in detail and from different
angles, and will suggest an integrated scheme in the main report, consider-
ing the importance of the subject, it has prepared this interim nots and de-
vised the enclosed forms in regard to the operational and financial data which
may be obtained by banks from borrowers.

2. CovERaGE

2.1 The Group has considered the guestion of the coverage of the new fol-
low-up scheme aod has come to the conclusion that it is not feasitie to
introduce the proposed system immediately in respect of all or even larger
accounts for the following reasons:

(a) Discussions amongst members and with the senior operating offi-
cials in some banks reveal that certain basic difficaltics of the bank-
ing system will have 0 be reckoned with. The operating staff
dealing with advances will require to be trained in administering
the new system, if this has to be eflective, There is also need
for evolving suitable operating instructions to ecoable the staff to
utilise the forms being recommended by the Group 10 the maximum
beoefit.
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{b) There is need for understanding the concepts involved from the
borrowers’ side too. Used as they are to the long established prac-
tice of submitting stock statements and certain other minimal in-
formation, the borrowers may require some time to switch over to
the more meaningful system the Group has in view.

(c) The Group's discussions have revealed some other problem arcas
in administering the pew system as, for example, in dealing with
multi~product and multi-locational companies.

(d) The orpanisational structure to administer credit differs from bank
to bank, and the levels at which these forms will have to be re-
ceived and examined vary widely. Procedures will have to be
evolved in each bank to suit its requirements for proper implemen-
tation of the new system.

2.2 The Group, therefore, suggests that the appraisal and follow-up on the
basis of the data proposed to be obtained in these forms may be tried out
in the first igstance on an experimental basis on certain selected borrowers.
This would enable the Group to take care of any unforeseen problems which
mignt be thrown up before finalising the forms for introduction on a wider
scale..

2.3 While in the long run the data would form the basis for determining
the credit needs and regulating the drawings, in the experimental stage the
objective should be limited to tesling the feasibility of obtaining and pro-
cessing the data and identifying the problems that may arise both at the
borrowers' and the bankers’ levels in switching over to the pew system. The
system may be tricd out on at least five to ten borrowers in each bank with
deposits of Rs. 50 crores and above. The aim should also be 1o monitor
the operation >f this system in order to meet problems as and when they
arise,

2.4 In designing forms for appraising bank credit and follow-up, the objec-
tive has been to obtain data which would ensure that the amount of credit
requested is realistic in relation to the needs of business operations and is
used for approved purposes. Consequently, having regard to the many vari-
ables in the current business environment, the Study Group has come to the
conclusion that it will be more practicable to relate such needs to a period
for which the borrowers’ operational plans (in terms of production, sales,
inventorics, costs and profits) could be projected more precisely. The Group
has, therefore, formulated its recommendations in terms of a scheme which
requires the borrower to furnish detailed operational plans for a quarter
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rather than at longer intervals. This would also facilitate reviews of bank
credit in relation to such short term projections. The proposed system pro-
vides for a self-disciplining mechanisin for the borrower as be will have to
furnish explanations for variations between projections and actuals for each
quarter.

3. SuccestTED Forms

3.1 It is suggested that the following forms, which are a part of an into-
grated scheme for review of bank credit and follow-up, may be introduced
at this stage, on an experimental basis:

Form I—Projected quarterly opcrational plan, and estimates of cur-
rent assets and current Labilities.

Form 1I—Projected quarterly funds-flow

3.2 The two forms (I and II) should normally be sufficient for the pur-
pose in view. However, there may be cases of difficult accounts calling for
a closer monitering. In such cases, it may be advisable also to call for
cash flow statements with monthly projections. The form which may be
used for the purpose (Form IIT) is slso attached,

4. IMPLEMENTATION

4.1 The forms could be tried out by all banks with deposits of Rs. 50
crores and above. It would be worth-while to involve the major foreign
banks also in this exercise.

4.2 As the intention is to test the forms on an experimental basis, banks
could choose those borrowers who would carnestly co-operate. Incidentally,
several in industry whom the Group has met thought that compiling such
forms would be quite feasible. The expectation also is that, inasmoch as
the exercise would lead to a better understanding on the part of the banker
of the credit needs of the borrower, it would also help the latter in getting
the necessary credit support and induce him to readily fumnish the data to
banks in the proposed forms.

4.3 Io selecting customers, banks should aim at a coverage of different

industries as also a good cross-section comprising the very large, large and
medium-sized borrowers.
5. PREPARATORY STEPS

Having regard to the importance of the matter, it is necessary to ensure
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that adequate preparatory stepe are taken to ensure a smooth change over
to the ncw system. The following suggestions are made in this regard:

(a) The Reserve Bank should conduct a seminar in the Bankers Train-
ing Colicge at Bombay for bricfing one official from each partici-
pating bank regarding the scope and content of the suggested forms
and interpretation of the data reported therein. .

(b) Five members of the Study Group could guide the deliberations
' 3 the proposed seminar.

(c) The participating banks may be asked to nominate an official, who
would be chaerged with the responsibility of introducing the pro-
. posed system in the bank, to parucipate in the seminar.

(d) The officials concerncd should thereafter brief, in the respective
banks, the other officials who would be involved in the implemen-
tation of the scheme of bringing into use the new forms.

(¢) The composition of the samples selected by the banks will also be
discussed and depending upon the reaction, the exact number of
accounts that each bank will test will also be decided.

6. EBvisLUuATION

The evaluation of the expericnce gained by banks in introducing the
forms on a pilot basis in the case of the selected borrowers may be made
in the last week of March or first week of April 1975. For this. purpose,
another seminar may be organised by the Reserve Bank of India in the Bank-
ers Training College at two levels, viz., the senior management level and
the operating level. The consensus arrived at the seminar will be a valu-
ablo feedback to the Study Group, which will be taken into account for the
Group's final recommendations,
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QUARTERLY OPERATING STATEMENT &

Foro—-§
(000's omitted)
Actuals  Project- Previous quarter ended Current Next Subsequeat
for pre=  jons for erenes quarter quarter quartor
vious current i ending ending
sooounts  accounts Budget Actuals Variaoow ...... vesess  sasae .
% yoar ing yoar Actualy/$t Budget Budget
Estimate
yoar)+  yotr)
Part—A 1 2 3 4 5 6 Li 8
l. m e [ 1] .
:. hll ﬁdﬂ ‘ll!’ . e .t - L]

3. NetSules (jtemm | = jtem 2} v

4, Cost of Salessr=
(e) hwnnchhezwb-
(®) Power snd fuel

(c) Salaries and Wages o

(@) Comsumable stores .
(9) Repairs and maintenance*

() Other manufacturing expenses
(®) Depreciatios .-

Sub-Total .
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(000" omitted)
Actuals  Projec- Previous quarter onded Current  Next Subsequent
for pre-  uoas for quarter quarter quarter
vious current scnding ¢ending  cnding
account- account- Budget  Actuals  Variance ...... vesine  maseas
ing year  ing yoar @ Actuals/$$ Budget Budget
(Whole  (Whole Estimsate
year)+  year)
1 2 3 4 5 6 . 7 8

Sub-Total:
Add: Opening stocks-in-process and finished goods

Sub-Total ¢

Deduct : Closing stocks-in-process and finished
goods . a .

‘Total cost of sales: e - .
5. Gross profit (item 3—item 4) ,. . .

6. Other overheads :
(a) Interest

(b) Selling, general and administrative
expenses. . . e

7. Operating profit (item 5—item 6) . e
8. Other income/expenses—Net () . .
9. Profit before tax (item 7 4 item 8) .. e




s01

QUARTERLY OPERATING STAYEMENT —£Conrd.

{000's omirted)
Provious Curreat  Next Subsogquent
Sdear..... ending  ending ending
Budget  Actulls  Varisnce Actusle/tt Budget Budget
8 Estimate
Purr—B
1 2 3 4 3 é
Corrent Aseets
1. Inventory
i = b A
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(iil} Finished goods®e® e e ew ae
(iv) Consumable atores® . . . P

L. Recsivabless®
{including billy discounted with bankers}+-+ . .
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. Advances to suppliers of raw materials and store e .

IV. Other current assets

TYotal Current Amets .
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a@ Estimate
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Cuorrent Lisbilitles;—
V. Short term bank borrowmgs (including bilts
dlmunted "Imb ' s P e
+++
A .l'.l...'.l'..I‘lll“..l..'l.lllliﬁll-- am a8 -e
B. A At A R BRSNS PRSP RIARRSICOREdStnn -8 ae -e
C, LB BN e d s it S ASR LR IR R I IR, e - e
VI. Creditors for purchases of raw materials
and stores+ 4+ . e .e .
VII. Advances from Customers . . . .
VIII. Accrued expenses . . . -
IX. Statutory liabilities - .- . .. .
X. Other current liabilities - . . .

Total current liabilities
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Information in this form is 10 bo furnished for rach line of activity/unit separately as slso for the company as & whole and whers
any particular tine of activity/ unit is financed by more than one baok, the activityfuait-wise data and data reisting to the whale
corapany should be furnished to cach {inancing bank,

Where estimstes have been given ungder the head “actuals™, reasons may be given,

As the form has ta be furnished during the current quarter, vide note below, the actusls would oot be available for the whols
quarter, For the period actuais are not available, estimates may be taken into account for arriving at the figure 10 bs furmnished
is columa 6 of Part A and column 4 of Part B.

In columns (1), (2), (4), (5) and {6) in Part B of the statement, also {ndicate, within brackets, under cach figures (against item
1 (D), (i), (iif), Giv) and (1), how many months’ consnmguon *icost of production ** [sales %%% the relative item reprasents in
relstion to the annusi projected production/sales. Further, if the budgeted levels of inventory/receivables {columos 3 and 6 in
Part B) ace highar than the norms indicated by the bank, reasons may be given in an monexurs.

Outstandings with different banks should be given sopacately,

1 case suditod balance sheet and profit and loss account for the pravious accounting Year are not avaiiable, estimated/provisional
figurea for the provious Id?r may bo.furnished in column (1) and the figures for the preceding year bused on sudited halsace sheat
shoutd be given in an sdditional columa before column (1),

Amount of bills discounted with baskers, included {n items I of Part B, should be [ndicated separatety.

:?:r‘:tn:ly of bills discounted with bankers in respect of purchases, Included in {tews V or item VI of Part B, shounid be indicated

NOTE:—-DATA IN THE FORMS SHOULD BE SUBMITTED AT LEAST ONBE WEEK BEFORE THE COMMENCEMENT
OF THE NEXT QUARTER.
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1. Profit before tax {+)/Low (—)8
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3. Sub-total (item 1++item 2)
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Public deposits

Others (specify)®

L

-2 ow

9. Sub-total (itern 3 to 8)
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QUARTERLY FUNDS FLOW STATEMENT—Cowrd.

{000s omitted)
Astuals Projections Previons Current Next Subseguent
for pre. for quarter quarter Quarter  guarter
viom current ended ending ending  ending
SCCOUNt~ m‘iﬂ' [P .A.ca;;‘i,l:: -B-u.‘;-.t ”.”'t'
t Budge
mho,?:;m) (%k year) Budget Actuais@ Vasiance FEstimate ¥
1) @ 3) (L} <) ) 0 )
Shert term ; -
10, Decreass in current assets ¢
{9) loventory

(&) Receivables ing bills discounted
) e qu s bl

(e} Others (specify)®
11, locreass in current Habilithes :

a) Croditors for parchases of mw
@ wmatorials and stores

(8) Short-term dazk bocrowings (including
) bills discounted with bankers)

(c) Other ahort torm paynbles
) Othens (specity)®
12. Sub-total(ltem 10-+item IT) |
13. Grend Totsl (item 9-+item 13)




QUARTERLY FUNDS FLOW STATEMENT—Conrd.

"
—
[
(000's omitted)
Actugls Project~ Previous Current Next Subsegquont
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account. sccount- enssss  asaseas craean aveeas
ing yoar ing year - Actuals;{t Budget  Budget
le year) (V}hole year) Budget Actuals@ Variance Estimuts
¢V @ ) 4 )] ()} M ®
Uses
Long term :

14, Additions to fixed agsets

15. Repayment of term loans/debenturcs/deferred
credits

16. Repayment of public deposirs

17. Investmenu In subsidiaries and affilistes
18. Advances tn subsidizries and affiliates
19. Payment of taxes

20, Dividends

2), Others (specify)*

22, Sub-tots) (itzm 14 to 21)
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{000's omitted)
Actuals Projections Previous Current  Noxt Subsequent
for pro- for quarter quarter quarter  quarter
vious current onded onding  eonding  ooding
accounting accounting

Ac B Bu
Pohole yoar) {Whole your) Budgst Acomi® Varimes  Bacamate? Dot Budeet

) 2 £ “ ) © . m ®)

Short term
23, locrease in current assots .
{(a) Inventory
(d) Receivables (including bills discounted
with bankers)
(¢) Others (specily)*
24, Decrease in current Jabilities
() Creditors for purchases of raw
materials and stores
(3) Short-term bank borrowings {including
bills discounted with bankers)
{¢) Other short term payables
(d) Others (specify)®
25. Sub-total (item 23 +-item 24)
26. Grand Total {item 22 +-item 25)
27

,  Balance (item 13—item 26) : Surplus (+)/
Shortfall (—)

Opening cash and bank balancé

Closing cash snd bank balance
(item 274-item 28)

@ {1) Where estimates have been given under the head “actuals”, reasons may be given.

$3(d) Astheform has to be furnished during the curreat quarter, vide note appended to Form I, the actuals would not be available for
the whole quatler. For tho period actuals are pot available, estimates msy be taken into account for arriving at Lhe figuro to be
furnished in columa 6.

® (iis) 1 any mignuficast amount/s isfare included ip this item, particulars thereof may be furnished separately.

# (iv) The figure should tally with item (9) n Part A of Form 1,
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QUARTERLY CASH FLOW STATEMENT

Cark Inflows :

l'
2
3
4.
1
8.
1.

8.

Opening cash/bank bajance
Realisation from sales
Advances from customers
Capital fssue

Term loans/debentures
Pablic deposits

Others (specify)
Toml(item $ to 7)

Cash Qutflows *

9.

10‘
i1
12,

13

Peyments (o suppliers of raw materials
and stores

Advences to Suppllers
Salaries, wages and bonus

Power, fuel and other manufacturing/
misceliansous operating expenses

Excise duty and sales tax

Foren 101
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teanaa Budget
Actuals/$3 Budget
Budget Actuals@ Variance Estimate Monthl Month 1T Month [IJ
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14.

Previous ) Current Next quarter Subsoquent

quarter quarter ending quarter

ended ending B d\”' ending
“ RN N]

Budget

Actuals/$}
Budget Actuals@ Varisnce Estimate Month 1 MonthII Month UI

M) @) (&) 0] ) © ) (8)

Toterest and other financial charges
Income tax
Capita) exponditure

Repayment of term loans/debentures/
delerred credits

Repayment of public deposits
Dividends

Closing cash/bank balance
Others (specify)* .

Total (items 9 to 21)

Cash deficit {— lus (+
Grem bnem 2y )

Openiog short term bagk borrowings
(including bills discounted .,m.ﬂ‘.’ﬂm.;

Closing short term baok bormowings @@
(including bills discounted with bankers)
{item 23 +item 24}

@ (1) Where estimates havo dbeen given under the head “actuals™, reasons may be give

n.
33 (i) Asthe form has to be furns during the current quarter, vide note appended to Form I, the actuals would not be available for
the whole quarter. For the period actuals are pot available, estimates may be taken into sccount for arriving at the figure (o be

furnished in column 4.
*tili) 1f any significant amount/s is/are included ip this item, particulars thereof may be furnished seplntel;. ,
ol

@@(ivy Peak requirernents in each month may be indicated, within brackets, against item 235 under columns
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PORMS FOR QUARTERLY INFORMATION SYSTEM

QUARTERLY OPERATING STATEMENT

ANNEXURE

Form §

(000’s omitted)

Last Current | Frevious  quarter

year year ende
Actuals+| Budget

-----------

Current
quarter
eoding

Estimate Actuals

Estimate

b)) ) 3)

)

1))

Part A

)
4,

Add

Sales
Less ¢ EBxcise duty
Net aajes (item I—item 2)

Cost of sales

{#) Raw materials
consumption

() Stores and spares
copsumption

(c} Salaries and wages
(ﬂ c-ooo--ooonnnucn.

(¢} Other manufacturin
oxpenses, including depre-
ciation

Sub-total :

: Ogenin stocks-in-process
and finished goodr

Sub-total

Deduct : Closing slocks-in-process

and finished goods

Total cost of sales

5.
6.
7

Gross profit (item 3-item 4)
Interest and other overheads

Other income/expenses—
Net(+)

Profit before tax—
(item S5—items (647) .
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Previous
quarter
soded

Current
quarter
ending

Estimaie Actusb

Estimate

0 )

3)

Fart B**
Current Axsets

1. loventory
() Raw materiats
(a) Imported £
(months’ consumption)@
(&) Indigenous £
(months’ consumption)@
{if) Stocks.in-process
(months’ cost of production)@

(iil) Finishod goods
(n;onths' cost of sales)@

(iv) Consumable stores
(months’ consumption)@

II. Receivables—including bills discounted with
bankers4- 4+
(months’ sales)@

L. Advances to suppliers of raw materials
and stores

IV. Other current assets including cash and
bank balancos

Total current assots

Cuirent Liabilities :
Y. Shortterm bank borrowings including
bills disconnted with bankers+ 4 +

...................... «..Bank
rasessanenssssanseesssesBank
A - 714

VI. Creditors for purchases of raw materials and
stores+ -4+
{months’ purchases)@

Advances from customers
Accrued expenses
Statutory liabilitics

Other current linbilities

REE

Total curreat {iabilitics

(Plasse sou Page 117 for neses)
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Form 1)

(000’s omiticd)
Last Current | Previous quarter | Current
year yecar ended ..... vasss | quarter
Actuals | Budget ending
L R T T
Estimate  Actuals | Estimate

U] 2 3 4) ®

QUARTERLY FUNDS FLOW STATEMENT

Sources :
Profit before 1ax
Depreciation
Furds geoerated from operations
Increase ip capital
" in TL/Dcb/ D. P. Liab.
- in public deposits

Decrease in inter-corporate
investments & advances

Increase in short term bank
borrowings (including’
bills discounted)

- in other corrent liabilitics

Decrease in inventory

. in reccivables (including
bills discounted)

» ~ inother assets
‘Total] funds available
Uses :

Increass jp fixed assets
Decreast in TL/Deb/D.P. Liab,
«» 1D public deposits

Increase in inter-corporate

iovestments &
advances

Decrease in short term bank
borrowings
(including bills
discounted)
" in other current
liabilitice
Increase in inventory
o in receivables
(including bills
discounted)
. in othor assets
Payment of taxes
Dividends
‘Tota} uses of funds

Sarplus (4)/ deficit (—)
Opening cash & bank balances
Closing cash & bank balances.

(Plecse sce Page 117 for notes)
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Notes : () Data ip these forms should be submitted not later than a fortnight from the
commencement of the current quarter.

(ify Information in these forms js to be furnished for each line of activity/unit
separatcly &s also for the company as a whole and where the differcnt activi-
tiesjunits are financed by differcnt banks, the concerned activity/unit-wise
data and data relating to the whole company should be furnished to cach

financing bank,

{lil) The valuation of current asscts or current Jiabilities and recording of income
and expenses in theso forms should be oo the same basis as adopted for the
statutory balance sheet, and should be applicd oo a consisteat basis.

+ (i) In case audited balance sheet and profit and loss accoupt for the previous
accounting year are not available, estimated/provisional figures for the pre-
vious ycar may be furnished ia column (i) of Forms I (Fart A) and I and
the figures for the preceding year based on audited balance sheet should be
given in ap additional column before columa (1).

(¥} Any item of expenditure which forms & significant proportion, say 15% or
more, of the total cost of production or has special significance otberwise,
¢.g., power in the case of aluminium industry, the information may be far-
nished separately, under appropriate bheads,

@(v!) The period is to be shown in relation to the annual projection for the relative
item. If the levels of inventory/receivables &re Iu';Rer than the norms indi-

cated by the bank, rcasons may be given.
£{vil) I the canalised items form a significant part of raw materials inventory,
they may be shown scparately.
4 4 (vitl) Amount of bills discounted with bankers, included in item JI of Part B in
Form I, should be indicated separately.

+ + +{ix) Amount of bills discounted with bankers in respect of purchases, included
in item V or item V] of Part B in Form 1, should be indicated scparately.

#8(x) The classification of zurrent assels or current liabilities should be made as per
the usually accepted approach of bankers and not as per definitions in the
Companies Act (c.g. instalment of term loans payabls within 12 months
from the date of balance sheet should be classified as current liabilities).
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COTTON TEXTILES
IMPORTANT FINANCIAL RATIOS

Category of
Companies

1970-71

Year

L B
2Elm
S els (%
37
il
ms
ale
.M )
22 |
mmm.n
|5 0 |=
ﬁ..C

Current assets/

No. of companies

1.37
M 110
.. Qb 082

.- Q

Current lisbilities

28R

Total outside liabilities/

Neot worth

.
1

3
3.
2,

X
e

Net sales /Net fixed assets ..

2. SILX AND RAYON TEXTILES
IMPORTANT FINANCIAL RATIOS

Privato hmited
Companics

1971-12  1572-7)

ic Limited

Companice

1971-72  1972-131190-71
18 18

1970-711
18

Long term debt/Net worth..
Tota) outside liabilities/

Net worth

No. of companies
Carrrent assets/

" Net sales/Current assets

Current liabilities
Net sales/Net fixed

Category of
Companics
Yoar

119



3. JUTE TEXTILES
IMFORTANT FINANCIAL RATIOS

Categoryof Public Limited - “Private Limited
Conﬁfaoa?iu Companics Companies
Yoar 1970-71 1971-712 1972-73[1970-71 19T1-12 1972-73
No. of companies 43 43 43 3 3 3
Current asscisf
Curront liabilitics . 1.27 1.35 1.238 — - —_
tHebl e ?‘l‘ 1.09 1.15 1.11 1.10 1.08 1.16
-~ QF 0.9 0.99 0.99 -_ —_ —_
Long term debt/
th . 0.07 0.07 0.07 _— -— —
Net war . I?i' 0.31 0.4 0.21 0.34 0.26 0.29
. Q' 0.44 0.38 0.34 — — —_
Total outside liabilitics/
Net worth . Q 122 1.69 1.89 —_ — —
M 2.3 2.44 2.46 2.40 3.17 1.70
. Q@ .60 xn 3.02 — —_ _—
Not selea/Net fixed nssets .. Q' 7.36  9.01 8.8t — — -
« M 5.42 6.39 6.13 5.50 6.47 6.16
. Q* 3,37 4.94 5.15 -— -—_ —
Neot sales/Current assets .. Qt 2.61 2.9 3.28 - — —
.. M 2.26 2N 2.713 2.70 2.42 2.93
- Q@ 1.72 .20 2.31 —_— —_ -—

4. RUBBER & RUBBER PRODUCTS
IMPORTANT FINANCIAL RATIOS

Category ol Public Limited Private Limited

Companios Companics Companies

Yoar 1970-71 1971-72 1972-T3|1970-71 1971-72 1972-73

No. of companies 15 15 15 13 13 13

Current assety/

Current lisbilitics .. Q¢ L718 1.57 1.71 1.25 1.17 1.18
..M L1.52 1.43 1.46 1.12 1.05 0.99
Q1.3 1.16 1.25 0.96 1.00 0.90

Long term debt/

Not worth .. Q' 0.18 0.09 .12 -— —_ —_
o M 0.44 0.41 0.39 0.31 0.24 0.38
. Q@ 0.70 0.74 0.89% 0.65 0.77 0.720

Total outside liabilities/

Neot worth .. QP 110 1.14 0.83 1.65 1.88 1.73
. M 1.34 1.47 1.10 1.84 2.21 2.61
.. Q@ 1.98 221 2.74 .04 2.6% 2.97

Not salos/Net fixed assets .. Q@ 4.71 £.47 6.00 7.51 6.29 5.24
.. M 3.65 n 3.52 4.19 3.37 3.64
- Q L 2.00 1.61 in 2.65 2.16

Net sales/Current assets ., ' 2.40 2.03 2.41 2.78 3.19 2.Mn
. M 2.12 1.91 2.25 2.42 2.49 2.44
.. Q 1.28 1.43 1.76 2.26 1.9t m
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Companics .
1971-72 1912-1}

Privato Limited

13

15

Compnanics

Public Limited
1970-71 1971-72  1972-731970-71

13

CHEMICAL FERTILISERS

IMPORTANT FINANCIAL RATIOS

No. of companies

Current assetsf Curent

Category of
Companics
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Net worth

Liabilitics

Not sales/Current assets
Net sales/Net fixed assets ..

Net worth
Category of
Companics
Yeoar
No. of Companies
" Current aascts/ Current
Long termy  debt/
Net worth
Total outside liabilities/

liabilitics
Total outside labilitics/

Long term debt/
Ngtmﬂh
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1971-72  1972-73
18

Private Limited
Companies

18

55

1971-72  1972-73{1970-71

35

Public Lamted
Companics

INDUSTRIAL CHEMICALS
55

IMPORTANT FINANCIAL RATIOS
1970-71

,.

ea/

Nast wor th-
Net worth

liabilities

Catégoryal
Companies

No. of Companies
Current assets/Current
Long term dobt/

‘Tota] outeide Jiabilit

Year

A e
ne
& e

2.80
1.87
0.94

-« M 1.53

- Q' 0.89

Nt saloa/Not lixed assots .. Q' 2.94

1.88
1.67
1.07

1.61
1.36
0.96

393

- O

.1

2.02
1.70
1.18

. Q1.9
-s M ll63
- Q LIl .

Net sales/Current assets

21

21

1971-12  19712-73

Companies

21

ited
Companijes
14

1970-71 1971-72 1972-73{1970-71

14

IMPORTANT FINANCIAL RATIOS
14

8. VEGETARLE & HYDROGENATED OILS

Habilities
Net worth

Category ol

No. of Companies
Current assots{Current
Long term debt/

Compenics

YEY

23.95
14.27
6.78

20.09
14.54

8.9

13,72
6.86

« M 17.46

«~ Q 8.16

Net sales/Current assets .. Q* 6.95

Net worth
Net sajes/Net fixed sssets ., Q* 24.40 20.93

Tota! cutside liabilities/

£88

vinm

RRS

"
[l oY

1.73
5.19
3.2

8
41
.21

6.1
5.
3

6.67
5.45
3.3

M 632

.. Q" 4.33

22



PAPER AND PAPER PRODUCTS

IMPORTANT FINAMCIAL RATIOS

Tategory of POETE Liruted —Pavate Dimted
Companies Companics Companies
Year 1970-71 1971-72 l912-7)’|970—7l 1971-T2  1972-7)
No. of Companics 36 36 36 10 {1 10
Current assets/ :
Current liabilities «~ Q139 1.41 1.43 -_— — —_
. M 0.98 0.94 0.93 1.2 1.1¢ 1.12
. 0.63 0.69 0.69 -— -_— -—
Long term dobt/ )
Net worth - . Q0.13 0.18 0.13 — — —
- M 0353 0.48 0.3% — — 0.13
.. Q@ L.0f 0.74 0.70 — -_— -—
Total ocutside liabilities/
Net worth . Q101 0.88 0.89 -— — —_—
M 212 1.68 1.57 1.52 1. 1.
. Q' 2.82 2.65 3.01 — - -—
Not sales/Not fixed assets .. Q2 2.35 2.21 2.06 -—_— — —_—
M 1.48 1.66 1.58 3.10 3.5 2.52
. Q 0.82 0.83 0.95 — — -
Net sales/ Current assets .. Q@ 2.66 2.82 2.45 -— - —
. -« M 1.95 2.04 2.08 1.97 .23 3.01
.a 1.53 1.45 1.50 — -_— —
16. MOTOR VEHICLES
IMPORTANT FINANCIAL RATIOS
Category of Public Limited Private Limited
Companies Companics Companjes
. Year 1970-71 1971-T2 1572-73|1970-T1 1971-72 1972-73
No. of Companics 32 32 n 21 21 2
Current amets/ Corrent
~liabilitios. QLTS 1.78 1.88 1.61 1.5% 1.75%
M 122 1.31 1.23 1.29 1.2 1.7
.. 0.92 1.03 1.02 0.96 0.9 1.01
Long term debt/
Net worth e Q- 0.04 — -— -— -_—
os 0.23 0.23 0.20 _— 0.01 0.04
. 0.49 0.42 0.46 0.22 0.27 0.26
Total outside liabilities/
Net worth . Q 1.09 0.80 0.83 0.84 1.12 1.06
.o 1.57 1.47 1.59 1.69 1.9 .1
.e 2.86 2.33 2.36 2.9 .87 L
Net sales/ Net fixed sssets .. Q¢ 3.75 4.51 4.97 4.64 6.61 6.32
.M 2.89 3.15 3.3 3.9 4.09 4.91
.. 1.86 1.98 2.53 2.06 2N 2.97
Net sales/ Current assets .. @ 178 1.Nn 1.92 2.1 2.04 1.98
. M 1.53 1.51 1.6} 1.45 1.38 1.57
. 1.14 1.16 1.28 1.09 1.10 1.08
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11. OTHER TRANSPORT EQUIPMENT
IMPORTANT FINANCIAL RATIOS
Tategory of Public Limited Private Limited
Companics Companies Companies
Year 1970-73 1971-72 1972-73|1970-71 1971-72 1972-73
No. of Companiecs 12 12 12 6 6 6
c'inf:l‘ o/ Current Q' 1.53 1.60 1.49
iabilitics . . . . —_ —_ —
e ..M 1.14 1.03 1.16 1.13 1.19 1.08
. Q' 0.84 0.88 0.80 —_ —_ —
Long term dgbt/ .
Net worth W Q- —_ 0.03 —_ -— —_—
..M 0.14 0.09 0.07 035 0.24 0.17
. 0.32 0.46 1.01 - — -
Total outside liabilities/
Not worth, .- Q 0.90 0.95 1.30 — _ -
.. M 2.07 3.5 2.87 2.51 2.22- 2.06
.. Q* 5.08 7.65 8.04 —_ — —_
Net sales/ Net fixod assets .. Q* 5.52 4.92 5.74 —_ —_ —
: . 4.03 3.11 4.10 3.83 4.31 3.81
. Q" 1.98 1.85 1.98 _ - —
Not sales/Current assets .. Q' 1.88 1.84 1.74 — —_ —
. 1.39 1.33 1.36 2.37 2,14 2.17
. QF 0.95 0.78 1.12 — —_ —_—

12. ELECTRICAL MACHINERY, APPARATUS, APPLIANCES, ETC.
IMPORTANT FINANCIAL RATIOS

Category of Public Limited Private Limited
Companies Companics Companies
Yoar 1970-71 1971-72 1972-73|1970-71 1971-72 1972-713
No. of Companies 108 108 108 42 42 42
Curront assets/ Curvent
liabilitics. .. Q 1.42 1.45 1.42 1.25 1.25 1.16
.. M 1.17 1.20 1.19 1.11 1.09 1.03
Qo0 1.03 1.00 0.84 0.89 0.89
Long torm dcbif
Net worth .. Q 0.02 0.04 — — —_ —_—
..M 022 0.24 0.18 0.10 0.08 -
Q05T 048 044 042 029 0.27
Total outside linbilities/
Not worth .. Q 1,28 1.25 1.23 1.20 1.17 1.61
.- M 1.99 2.15 2.19 2.42 2.62 2.36
. Q* 3.16 KIS k| 2.97 4.80 3.88. 4.16
Neot sales/Net fixed assets .. QF 5.33 6.01 6.02 7.62 8.34 8.75
..M 303 3.9 3.86 3.78 4.37 4.83
.. Q* 1.62 2.17 2.1% 1.74 1.72 2.47
Net sales/Current assets .. Q' 1.66 1.76 1.74 2.30 2.20 2.27
M 1.36 1.48 1.45 1.55 1.44 1.55
.. Q' 1.02 1.07 1.05 0.87 0.97 0.86
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191-12 1972-73]1970-71 1971-72 1972-73
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43

Private Limited
Companice
43
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45
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45

13. FOUNDRIES & ENGINEERING WORKSHOPS
IMPORTANT FINANCIAL RATIOS
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1972713
35

1911-12
s

Companics

Private Limited

35

1$72-131"70-71
122

Public Limited
Companits
1971-72
122

122

1970-1

IMPORTANT FINANCIAL RATIOS

.. QP 1.02

. Q' 1.53
..M 1.18

15. MISCELLANEOUS MACHINERY

tiabilitics

Category of
Companica

Year

No, of Companics
Current assets/Current
Long torm debt/
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NOTES (D)
__Best ratio

Ay

— M

L

__1_Wont ratio

Individual units make the industry and their performance is the
performance of the industry, Depending upon their efficiency, the
units show different performance which is indicated by difTerent
values of ratios. If these values are arranged in a descending order
of favourablencss from the point of view of the lending banker,
the range shown different sbades. For casy comparison, it can be
divided into four quartiles as shown in the (igure aloogside, 30 that
the beat 25%, rvitio valucs fall above Q' and the worst 25% below
Q% M being tho median value of the industry. The uaits showing
the ratio values above Q' lovel can be graded as class A, those bet-
ween Q' sod M levels, us class B, thase between M and Q7 ievels, as
class C and those below Q* levol, as class D. Theso threo quarctile
values of § important Soancial ratios in respect of 16 industrics for
1970-71, 197112 and 1972-73 are shown in the preceding tables.

) QF = First Quartile.
M = Median,
Q* = Third Quartile.
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