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CHAPTER I 

INTRODUCTION 

In an economy like ours where 'economic growth with 

social justice' has been the desired objective of National 

Economic Plans, credit planning as a part of financial resources 

planning assumes importance. Though the importance of deploy

ment of bank credit among various sectors in conformity with 

Plan priorities was recognised even at the time of the initia

tion of the First Five Year Plan and has been emphasized in the 

subsequent plans, the concept of credit planning has gained 

much currency in the late 1960s, i.e. after the social control 

and nationalisation of commercial banks in 1969. 

This chapter is divided into two sections. Section I 

deals with the following issues. Firstly, it tries to trace out 

the importance that is being accorded to credit planning in 

India by the authorities, viz., the Reserve Bank of India (RBI) 

and the Planning Commission. Secondly, an attempt is made to 

bring out the distinctions between (i) organised and unorganised 

sectors of financial system, (ii) short-term and long-term 

credit, and (iii) monetary planning and credit planning. Thirdly, 

a brief discussion regarding the inadequacy of quantitative and 

selective credit controls in aligning bank credit with Plan 

priorities i~ presented. Lastly, a comparison between 'indica

tive' or 'French-Style' planning and credit planning is also 

1 



2. 

presented. Section II deals with (a) the objectives of the 

study, (b) data base and methodology, and (c) plan of the study. 

Section I 

The First Five Year Plan indicated that, "Central banking 

in a planned economy can hardly be_ confined to the regulation 

of the overall supply of credit or to a somewhat negative regu

lation of the flow of bank credit. It would have to take on a 

direct and active role, firstly, in creating or helping to 

create the machinery needed for financing developmental activi

ties all over the country and, secondly, in ensuring that the 

finance available flows in the directions intended. ••• The 

banking system ••• will thus have to be fitted increasingly 

into the scheme of development visualised for the economy aa a 

whole, for, it is only thus that the process of mobilising 

savings and of utilising them to the best advantage becomes 

socially purposive."1 

Similar statements are found in the subsequent Five Year 

Plan Documents highlighting the importance of deployment of 

credit in relation to Plan objectives. 2 The importance of 

1 Government of India, Planning Commission, The First 
Five Year Plan, Vol. I, Chapter II, pp. 16-17. 

2 See (a) Government of Indiai Planning Commission, Draft 
Second Five Year Plan, Part I, p. 9. 

(b) Government of India, Planning Commission, Fourth 
Five Year Plan, A Draft Outline, p. 20. 

(c) Government of India, Planning Commission, Draft 
Five Year Plan, p. 3 and p. 16. 



aligning bank credit with the Plan priorities has thus been 

recognised from the beginning of the First Five Year Plan. 

The Reserve Bank of India (RBI) had also taken into 

account'the importance of deployment of bank credit in line 

with the Plan priorities which may be substantiated by the 

following statements made by the RBI and its officials: 

"The movements in the broad distribution of bank credit 

seems to accord with the requirements of the Second Five Year 

Plan with its emphasis on rapid industrialisation."! 

"In an economy whose credit needs are growing and where 

investment is being undertaken within the confines of an over

all plan, it is clearly important that the regulation of 

credit expansion should be linked both dimensionally and 

directionally, to the overall requirements of the Plan."2 

"There has been emphasis on Credit Planning for some

time- i.e., on allocation of credit as well as on the total 

quantum of expansion that be safely permitted. The Planning 

Commission has also rightly been· emphasizing that the annual 

budgetary plans should be dovetailed with credit plans of 

financial institutions.") 

It, therefore, becomes clear that both the Planning 

1 Reserve Bank of India, RBI Bulletin, October 1957, p.984. 

2 V.G. Pendharkar and M. Narasimham, "Recent Evolution 
of Monetary Policy in India," RBI Bulletin, April,l966, p. J60. 

3 I.G. Patel, "Some Thoughts on Monetary and Credit 
Policy", Address to the 7lst Annual General Meeting of the 
Indian Merchants' Chamber, Bombay, RBI Bulletin, February 1979, 
p. 96. 



Commission and the RBI1 have taken note of the importance of 

quantum of credit and its deployment in various sectors to 

fulfil plan targets pertaining to investment and output. How

ever, before discussing the rai~on d'etre of credit planning 

and issues like the need for an integration of credit plan with 

National Plan, in what follows an analysis of the concept of 

credit used for the definition of credit planning in our study 

is presented. This is being done while presenting the distinc

tion between organi~ed and unorganised financial institutions 

on the one hand and the distinction between long-term and 

short-term credit on the other hand, from the viewpoint of 

monetary and credit policies. 

Organised and Unorganised Sectors 
of Financial System 

Broadly, the Indian financial system may be divided 

into organised and unorganised sectors. Organised sector of 

the financial system comprises commercial banks, cooperative 

banks, development banks (IDBI, IFC, SFCs, NABARD), Life and 

1 See ·for similar opinions: (a) H.V.R. Iengar, "Current 
Problems of Credit and Fiscal Policy," statement at the Joint 
Informal Discussion, 12th Annual Meeting of IMF and IBRD, 
Washington D.c., RBI Bulletin, November 1957, p. 1093. 

(b) RBI Bulletin, February 1966, p. 124. 
(c) P.C. Bhattacharya, "Monetary Policy and Economic 

Development", Lecture delivered at Indian Merchants' Chamber 
(B.F.Madan Memorial Lecture), RBI Bulletin, February 1966,p.l)2. 

(d) L.K. Jha, "Some Thoughts on the Role of the Banking 
System in Our Economy"L speech delivered at the Fourteenth 
Anniversary of Bombay ~kers, RBI Bulletin, September 1967, 
p.l20). 

(e) C. Rangarajan, "Process of Policy Formation in 
Central Banks", Keynote Address at the 14th SEANZA Central 
Banking Course, Singapore, RBI Bulletin, August 1982, p. 525. 
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General Insurance Corporations, Unit Trust of India, etc. The 

unorganised sector includes Nidhis, Chit Funds, Moneylenders. 

By and large the operations of the unorganised sector are out-

side the realm of direct control of the Reserve Bank, while 

the organised segment of the financial system is amenable to 

such control. 

Further, within the organised sector a broad distinction 

can be made between banking institutions and non-bank financial 

intermediaries. The former group comprises besides RBI, commer

cial banks and cooperative banks while the latter group includes 

development banks, Unit Trust of India, Life and General 

Insurance Corporations, etc. Both these categories are finan-
' 

cial intermediaries mobilising savings of surplus economic 

units and financing expenditures of deficit spenders. However, 

there is an important difference as regards the impact of their 

operations on the financial system. For, in the process of 

intermediation the former group of institutions not only acti

vate the existing stock of money but also create credit which 

is treated as a part of money supply. On the other hand, the 

operations of non-bank financial intermediaries result in only 

an increase in the velocity of circulation of the existing 

stock of money. 

Short-term vs Long-term Credit 

Another important aspect of the problem is the distinc

tion between short-term and long-term credit. The word credit, 

in its broader sense, is generally understood to cover both 

short-term and long-term credit. However, most of the commercial 
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bank credit is mainly short-term in nature whereas credit by 

development banks and a substantial part of cooperative bank 

credit is long-term credit. This is so because firstly 

commercial banks traditionally preferred to finance self

liquidating trade bills or real bills and working capital 

re~uirements of industry and trade, both of which are for short 

time periods. 

However it may be noted that, though commercial bank 

credit is treated as short-term credit, a large part of it 

ceases, in effect, to be short-term credit because of rolling 

over of credit. In other words, banksgrant fresh credit to 

their clients and debit these amounts towards payment of out

standing credit in their accounts. 

Secondly, the very nature of functioning of commercial 

batiks, i.e. acceptance of deposits of various maturities 

ranging from current account deposits to fixed deposits perforce 

make short-term loans to occupy an important place in their 

asset portfolio. Another point that deserves to be mentioned 

here is that development banks have been started specificially 

to finance the long-term credit needs of industry and agricul

ture. An integrated credit plan or credit plan in a broader 
-

sense should aim at alignment of credit flows from both commer-

cial banks and development banks, into various sectors and 

regions with output and investment targets of the National Plan. 

In other words, an integrated credit plan has to take into 

account both short-term and long-term credit. However the 

scope of the present study being limited to an examination of 
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the relationship between credit planning and working capital 

finances of industry, we use a rather narrower concept of 

credit covering only commercial bank credit. 

MonetarY Planning vs Credit Planning 

Another aspect that needs clarification in this context 

is the distinction between monetary planning and credit plann

ing. The chief distinction is that whereas in the former case, 

"••• the problem is only its {money) total stock and changes in 

it." In the latter, "••• the problem is not merely one of its 

{bank credit's) total and changes in it, but also of its allo

cation - sectoral, inter-industry, inter-party, regional - cost 

and other terms and conditions, duration, renewal of various 

sources, etc."1 In other words, the essential difference 

between monetary planning and credit planning lies not only in 

their target variables, i.e~, money and bank credit respec

tively, but equally or more so on the emphasis laid on the 

distributional aspects in the latter. Monetary planning pays 

little attention and plays no role in matters like correction 

of regional and sectoral 

ment. On the other hand 

imbalances in the process of develop
' 

credit planning takes into account 

these problems apart from the total quantum of bank credit. 

Thus, in a planned economy where not only the aggregate rate of 

growth but also the development of different regions and sectors 

is equally vital, credit planning becomes crucially important. 

1 S.B. Gupta. Monetar7 Planning for India. 
University Press, Delhi, 19 9, p. 1. 

Oxford 



Credit Controls, Bank Credit Deployment 
and Credit Planning 

We may now turn our attention to the distinction 

between.credit planning and credit control measures and trx 

to explain the inadequacy of credit controls, per ~. in 

aligning bank credit with the plan priorities. Firstly, it 

is to be noted that credit planning takes into consideration 

both promotional and restrictive aspects of policy while credit 

control measures, both quantitative or general and qualitative 

or selective, deal with either the dimensional or directional 

aspect of the policy depending upon the choice of instrument. 

Secondly, credit controls are, by and large, regarded as react

ing or having to react to current economic situation by changes 

in availability and/or cost of credit. On the other hand, 

credit planning takes into consideration quantum of credit and 

its allocation and its cost as well as the necessary structural 

changes in the banking system that have to be effected in order 

to align bank credit deployment with the plan targets of output. 

In the light of the above discussion on credit planning 

and credit control measures, we shall briefly analyse various 

credit control measures. Credit controls may be broadly classi

fied into (a) quantitative, and (b) selective credit policy 

measures. Quantitative credit control measures include bank 

rate or discount rate, open market operations and variable 

reserve ratio. These are called quantitative credit controls 

since they affect the overall levels of availability of credit 

or cost of credit in general. The impact of these measures 

does not discriminate between various sectors of the economy. 
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It may be noticed that, "the immediate objective of the 

general control is to regulate the total supply of money and 

credit; it is not to determine the allocation of total supply 

of credit among the various types of borrowers or among its 

various possible uses, although some allocative effects may 

occur as an unintended by-product."1 Thus, quantitative credit 

controls, depending upon the choice of instrument or a combi-
• 

nation of instruments, influence either the overall availability 

of credit or cost of credit or both. However, the final effects 

need not necessarily be in correspondence with the Plan prio

rities regarding output targets of different sectors. For 

instance, when the cost of credit rises, all borrowers are 

likely to be affected unless there is a stipulation to shield 

specific sectors from the impact of a rise in interest rates. 

Likewise, whenever there is a curtailment in the availability 

of bank credit in the face of a sustained demand for credit, 

it will be likely that all sectors of the economy will be 

affected. However, it may be pointed out that individual banks 

may shield certain sectors from the impact of these measures. 

Even in this case, the actions of individual banks will be on 

their own initiative and, therefore, need not necessarily 

conform to the plan priorities. In other words, quantitative 

credit control measures aiming at the regulation of total 

supply or cost of credit may tend not to pay attention to the 

1 L.V. Chandler and S.M. Goldfeld. The Economics of Money 
and Banking, 7th Ed., Harper and Row, New York, 1977, p. 221. 
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purpose of borrowing or the standing of borrowers in the over

all scheme of developmental priorities, or, the aspect of 

distribution of bank credit among sectors/units in accordance 

with the plan priorities is ignored. 

On the other hand, selective credit controls operate 

specifically in relation to certain sectors and do not have 

all-embracing effects. The main purpose of selective credit 

controls is to regulate the flow and/or cost of credit for 

selected sectors or purposes. "They" as Patel puts it, "are 

intended to encourage or discourage specific types of invest

ment and expenditure by influencing the lending policy of banks 

and similar credit institutions."! The instruments used under 

selective credit controls are (a) minimum margin requirements, 

(b) ceiling on amounts of advance for specified purposes, (c) 

differential rates of interest charged on different types of 

advances, and (d) moral suasion. These measures are intended 

to affect the availability and/or cost of credit to certain 

specified purposes. Selective credit controls, thus, have a 

limited role to play in the sense that they try to regulate 

the flow of bank credit into certain sectors or specific pur

poses, as a sub-set of monetary.and credit policies followed by 

central banks. However, selective credit controls are more 

effective and may be used to influence aggregate economic 

activity if, as argued by Patel, "••• fluctuations in effective 

1 I.G. Patel, "Selective Credit Controls in Underdeveloped 
Economies," IMF Staff Papers, Vol. IV, 1954-55, P• 1). 

•. 
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demand are concentrated in certain sensitive areas, and if 

these areas are particularly susceptible to changes in credit 

conditions, a decisive influence on aggregate demand may be 

exercised by controlling credit conditions in a few strategic 

fields only."1 

The importance of selective credit controls assume much 

significance for controlling inflationary or expected infla

tionary tendencies arising from certain sectors, primarily due 

to speculative inventory holdings. 

In this context it is essential to note that in India 

selective credit controls have often been used in a restrictive 

way, i.e. curtailing the supply of bank credit for specified 

purposes. Very little has been done to use selective credit 

controls to align credit deployment with the Plan priorities, 

except Differential Rate of Interest (DRI) Scheme and Priority 

sector !endings. Under priority sector !endings and DRI 

Scheme, targets are fixed in terms of certain percentage of 

total bank credit that should flow to these classes of borr

owers. But credit given under DRI and priority sector !endings 

forms only a part of total bank credit, thus leaving a substan

tial portion of total bank credit, the allocation of which is 

left to the individual banks. In Indian plans, only broad 

indications regarding investment over plan period by the private 

sector are given; no details as regards the sources and amounts 

of funds that could be obtained by the industry are available. 

1 Ibid., p. 84. 
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This makes, deployment of bank credit consistent with the 

plan priorities, a difficult task for banking system by merely 

relying on credit controls. 

In this context, it may be noted that though quantita

tive credit controls are concerned primarily with regulation 

of total amount of credit, with some modifications, they may be 

also used to influence the directional aspect of bank credit. 

Johnson argues that, "The central bank preferential rates in 
are 

rediscounting paper originating in the sector~earmarked 'high 

priority' in order to provide an added incentive for the 

commercial banks to increase lending to these favoured acti

vities or at least to reduce the private cost of funds to the 

favoured activities. Or the Central bank may engage in discre

tionary alterations of the list of eligible types of paper in 

order to take account of alterations in the intensity with 

which it wants to push credit into different areas from time 

to time."1 He also favours imposing differential reserve 

requirements in relation to the composition of different types 

of loans of the bank asset portfolios and states that "Banks 

whose portfolios conform to the requirements of certain 

prescribed percentages of loans to the 'high-priority' areas 

are allowed to maintain lower cash or liquidity ratios than the 

normal ratio."2 Similar opinion has been expressed by J.Marquez 

1 O.E.G. Johnson, "Credit Controls as Instruments of 
Development Policy in the Light of Economic Theory," Journal 
of Money. Credit and Banking, Vol. 6, 1974, pp. 86-87. 

2 Ibid., p. 87. 



1) 

while arguing in favour of differential reserve requirements 

linked with the composition of banks' asset portfolios.1 

However, the effectiveness of the use of differential 

discount' rate mechanism to direct the flow of bank credit into 

preferred sectors or activities depends to a large extent on 

the development of the bill market and the significance of bill

finance as an instrument of private finance. As the bill 

market in India is not so developed, the efforts of the 

Reserve Bank seeking to direct increased amounts of bank 

credit into sectors viz., agriculture, small scale industry, 

etc., which incidentally happen to be the sectors where bill 

financing is less common, may not be successful by a policy of 

differential discount rates. On the other hand, prima facie, 

differential reserve requirements seem to be relatively more 

useful in this context. 

However, it needs to be recognised that use of the 

above-mentioned two techniques to guide the flow of bank credit 

into preferred sectors or uses may dilute the power of central 

bank in controlling the total quantum of bank credit. For, in 

the case of differential discount rates, the banks may first 

lend to those borrowers coming under the eligibility list, 

rediscount with the Central bank and thus be able to lend to 

the non-priority sectors or borrowers almost on the same scale 

as they would have done in the absence of their first round of 

1 J. Marquez, "Financial Intermediaries and Economic 
Development," in H.S. Ellis (ad.). Economic Development for 
Latin America. Macmillan, London~ 1963, p. 184. 
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operations, i.e., lending to the priority sector borrowers. 

In effect the total credit given by banks will be at a higher 

level than it otherwise would have been. Likewise, under 

differential reserve requirements total advances by banks will 

be at a higher level, since the total reserves available for 

the banking system will be at a higher level with differential 

reserve requirements. The point that is sought to be highlighted 

is that the usa of differential discount rates and differential 

reserve requirements may succeed in inducting a larger flow of 

bank credit to the priority areas, but as explained above lead 

to a larger aggregate supply.of bank credit. 

Both quantitative and selective credit controls, ~ ~. 

therefore, have certain limitations in achieving a credit 

distribution in accordance with the plan priorities. It is 

in this context credit planning aimed at bank credit deploy

ment consistent with the overall Plan priorities becomes 

important. 

Indicative or French-Style Planning 

Before presenting the relationship between overall 

planning and credit planning, a brief discussion on 'indicative 

planning' or 'French-style' planning is in order since in 

discussions on credit planning in India it is usual to refer 

to French planning. 1 

The first stage in the French planning system is choosing 

1 (a) M. Narasimham, "Case for More Active Credit Planning", 
Economic and Political Weekly, February 1967, pp. 30)-)08. 

(b) P.C. Bhattacharya, op.cit., p. 1)2. 
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the main 'options' on which the plan should be based. This 

involves an elaboration of preliminary sketches of the process 

of economic development upto the terminal year of the plan. 

These growth sketches and variants of them are used as the 

basis for investigating alternative hypotheses for the overall 

growth rate to make clear the possible options of the plan as 

regards aggregate investments associated with different over

all growth rates. Then, this 'Report on the options of the 

plan' prepared by the Commissariat is placed for approval of 

the government, then to be passed on to the 'Economic and 

Social Council' for its opinion and finally to be voted by 

Parliament to become a law. 

Then, the second stage begins when various commissions, 

viz., Vertical and horizontal commissions, work out the plan 

within the framework of directives given by the government. 

The vertical commissions work out sectoral investments and 

output and also give estimates of the resources and require

ments of the economy in a detailed way, i.e., branch-wise. 

Further, along with investment estimates, financial estimates . 
are given indicating, inter alia, the extent of finance 

expected from the banking system and other financial institu

tions. In other words, branch-wise estimates regarding produc

tion, sales, fixed capital investment, etc., both in terms of 

physical and financial units as well as sources of funds for 

finance are prepared by the vertical commissions. During the 

process of preparation of detailed branch forecasts, discussions 

and exchange of information takes place among the vertical 
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commissions and between vertical and horizontal commissions. 

One of the important tasks performed by horizontal commissions 

dealing with general aspects of the economy is that of 

synthesizing financial estimates of vertical commissions to 

achieve an overall financial balance. Moreover, these detailed 

·final branch-level forecasts done by these commissions are 

used for cross-checking the validity of original hypotheses 

regarding the option of aggregate rate of growth. 1 Thus, credit 

plan is built into the overall plan. 

However, it is important to note that the Credit Plan 

in French-Style Planning is indicative in nature, i.e. devoid 

of any mandatory intervention by the authorities. Neither the 

Central Bank of Finance nor the Government attempts to influ

ence the lending policies of the banks. This is despite the 

fact that in Franc'e the Government~ directly controls a large 

part of the banking sector and can thereby influence the allo

cation of credit in conformity with plan priorities. 2 Credit 

plan, thus, only serves as an indication to both private 

investors and banks regarding sources of funds, and credit 

demands respectively. And it is argued that the absence or 

1 (a) Saul Estrin and Peter Holmes. French Planning in 
Theory and Practice. George Allen & Unwin, LOndon, 198), chap.~. 

(ed.). 
Press, 

{b) C.P·. Kindleberger, "French Planning," in M.F.Millikan 
National Economic Planning. NBER, Columbia University 
New York, 1967, p. 28). 

{c) Vera Lutz. French Planning. American Enterprise 
Institute for Public Policy Research, Washington,D.C., 1965, 
pp. 15-20. 

2 Pierre Bauchet. Economic Planning: The French 
Experience. Heinemann, LOndon, 1964, pp. 104-107. 
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lack of direct controls over banks' lending operations by the 

authorities has led to non-fulfilment of plan targets. There

fore, suggestions have been made to enhance the control over 

banks by the authorities so that banks are made to follow the 

priorities indicated in the plan in deploying credit to various 

sectors or branches. To sum up, the essence of French-style 

or indicative planning, as M. Massb states, is that, "The 

Theory holds that the •logical element' which resides in 

proven internal consistency of the plan makes it seem reason

able to economic operators to conform to the plan's forecasts 

and that this element gives the plan a 'power of persuasion' 

which causes it to be implemented or realised and makes it 'a 

plan in the real sense of the term', even if it has little, if 

any, instrumentation from outsida."1 In other words, the 

internal consistency between the estimates of various sectors 

with respect to output and input on the one hand, and balance 

between financial requirements and sources of funds on the 

other hand achieved in the Plan documents, makes the plan 

successful by inducing all the economic units to conform to 

the plan forecasts. The intervention by the authorities, 

therefore, will be very little and hence French Planning is 

known as indicative planning. 

After this brief survey of some of the important issues 

related to credit planning, now we shall present in the next 

section the objectives of the study, sources of data, methodology 

and plan of the study. 

1 Vera Lutz. Central Planning for the Market Economy. 
Longmans, Green and Co. Ltd., London, 1969, p. 59. 
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Section II 

a) ObJectives of the Study 

The study attempts to explore th& relationship between 

credit planning and working capital finances for the large and 

medium public limited companies in India. The following 

aspects are examined in the study: 

i) the impact of credit planning on reducing 
rural-urban, regional and sectoral 
imbalances in regard to the availability of 
banking facilities and bank credit deploy
ment; 

ii) demand for bank credit by industry, i.e., 
large and medium public limited companies; 

iii) the extent of excess bank borrowings by 
industry and the scope for reduction of 
the over-dependence of industry on commer
cial bank credit by following the reco
mmendations of the Tandon Committee and 
the Chore Committee. 

b) Data Base and Methodology of the Study 

All the data that we have used in the study are 

collected from published sources, except the data for 100 

companies which is obtained from the RBI, Bombay. RBI Studies 

on Company Finances, RBI Bulletins, Reports on Currency and 

Finance and Basic Statistical Returns - Banking Statistics are 

the major sources of information used in Chapters II, III, IV 

and V of the study. Data on net domestic product and value 

added by manufacturing sector (industry-wise) used in Chapter 

II, are collected from National Accounts Statistics published 
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by the Central Statistical Organisation. The company level 

data obtained from the RBI is used for the analysis in 

Chapter VI. 

The technique of single equation multiple regression 

is used in Chapter III. The excess bank borrowings are computed 

at industry level in Chapter V and at company level in Chapter 

VI by following the inventory and receivables norms and lending 

Methods I and II suggested by the Tandon Committee. 

c) Plan of the Study 

The plan of the study is as follows: 

The study is divided into seven chapters. The intro

ductory chapter is followed by a chapter in which the concept 

of credit planning, its formulation and objectives are discussed. 

The theoretical issues concerning different approaches, viz., 
-..J. 

RBI's approach and money multiplier approach to money supply 

determination are presented in this chapter. The evolution of 

credit planning in India and its evaluation -- in terms of 

broad objectives like bank branch expansion, sector-wise, state

wise, industry-wise deployment of bank credit and priority 

sector landings -- are also included hera. 

Chapter III deals with the demand for bank credit by 

industry. The demand functions for bank credit are estimated 

by using linear regression methods. An attempt is made to 

explain the demand for bank credit using output, inventory, 

trade credit, rate of interest, rate of inflation and lagged 
- -------------------------

bank credit as explanatory variables. Different combinations 

of these explanatory variables are tried out in the regression 

models. 
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In Chapter IV is presented an analysis of bank credit 

requirements of industry by following the 'Working Capital' 

approach. The relationship between bank credit requirements 

and current asset holdings is discussed with the help of the 

'operating cycle' hypothesis. Further, in relation to the 

discussion on current asset holdings, a theoretical backdrop 

regarding inventory behaviour of industry is also presented. 

Finally, the pattern of working capital of large and medium 

public limited companies for the period 1965-66 to 1980-81, 

following the working capital gap approach is analysed. How

ever, it is to be noticed that in Chapters II and III the 

empirical analyses are done at the aggregate industry level. 

To sum up, in this chapter an attempt is made to bring out the 

need for and importance of norms with respect to inventory and 

receivables which, in turn, will serve as a basis for judging 

bank credit requirements of industry, vis-a-via other sources 

of funds. 

Chapter V presents a critical evaluation of the Tandon 

Committee recommendations regarding inventory and receivables 

norms and Methods of lending. Excess bank borrowings of eight 

selected Indian industries are computed within the framework ot 

the Tandon Committee suggestions for the period 1970-71 to 

1980-81. Excess bank borrowings are computed according to 

lending Methods I and II. And also, an attempt is made to find 

out which component or components of inventory are in excess 

of required levels as per the Tandon Committee's norms. Further, 

we have also examined the issue of bringing all industries 
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under lending Method II as suggested by the Chore Committee. 

A detailed analysis ~egarding the implications to banking 

system of a switch-over to lending Method II is presented. 
' 

Besides, an attempt is made to explain excess bank borrowings 

arrived at within the Tandon Committee's framework, in terms 

of (a) excess current asset holdings, (b) inadequacy of long

term funds to finance fixed assets, and (c) inadequacy of 

long-term funds to finance a part of current assets. 

In Chapter VI an attempt is made to examine the excess 

bank borrowings at the firm level. This analysis reveals that 

the behaviour of different corporate units within the same 

industry is different with respect to inventory holdings, 

borrowings from various sources, etc. The analysis at the 

firm level throws some additional light on the soundness or 

appropriateness of inventory and receivables norms and methods 

of lending suggested by the Tandon Committee. Further, this 

chapter examines the relationships between size of companies 

and excess bank borrowings and rate of growth of companies and 

excess bank borrowings. 

The last chapter presents, in brief, the conclusions 

drawn from the empirical analyses carried out in the earlier 

chapters. 



CHAPTER II 

CREDIT PLANNING IN INDIA 

This chapter deals with (a) objectives of credit plann

ing, (b) formulation of credit plan, and (c) an analysis of 

the achievements of credit planning in India in terms of its 

objectives. The chapter is divided into four sections and 

Section I contains the objectives of credit planning and a 

brief summary of some of the research reports and observations 

of Study Groups with respect to deployment of commercial bank 

credit in India. Section II discusses formulation of a credit 

plan. 

are: 

The emphasis here is on: 

a) the relationship between credit planning 
and national plan, and 

b) the relationship between credit planning 
and money supply. 

Again, the two related issues, as regards (b) discussed 

i) how the desired rate of growth of money 
supply is determined, and 

ii) the approaches to achieve the desired 
level of money supply. 

An evaluation of the objectives of credit planning in 

India is presented in Section III. An attempt is also made 

here to examine, with the help of available data, the progress 

that has been made during 1969-84 towards achieving these 
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objectives. A brief summary and conclusions are outlined in 

Section IV. 

Section I 

Credit planning in India may be said to have begun in 

the year 1969. Introduction of 'Social Control' over commer

cial banks and the setting up of National Credit Council have 

marked a beginning in viewing bank credit as a scarce resource, 

and since then some attempts were made to distribute bank credit 

according to certain priorities. Further, various studies also 

highlighted that the deployment of bank credit was industry 

biased at the sectoral level; within the industrial sector 

big borrowers accounted for a larger share of outstanding bank 

credit.1 The Reserve Bank of India (RBI) states that, "there 

have been complaints that the bulk of bank advances tend to be 

directed to the large- and medium-scale industries and big and 

established business houses, while priority sectors such as 

agriculture, small-scale industries and exports have not been 

receiving their due share". 2 It was also pointed out that the 

outstanding bank credit to industry had grown at a faster rate 

than the increase in its output or inventories.) This implies 

1 (a) For example, see, L.C. Gupta, "A New Era in Banking: 
Background and Significance," in L.C. Gupta (ed.), Bankin~and 
Working Capital Finance, Macmillan, Delhi, 1978, p. 13; b) 
D.J. Kanvlnde, "Towards Effective Credit Planning in Banks," 
in L.c. Gupta (ed.), op.cit., p. 166. 
2 Reserve Bank of India, RBI Bulletin, May 1968, p. 642. 
3 National Credit Council, Rerort of the Study Group on 
the Extent to Which Credit Needs o Industry and Trade Are 
Likely to Be Inflated and How Such Trends Could Be Checked 
Bombay, 19 ; b S.L. Shetty, "Deployment of Bank redit," 
in L.C. Gupta (ed.), op.cit., pp. 156-157. 
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that the industrial sector due to either inefficient manage

ment and/or for speculative inventory holding has obtained 

bank credit in excess of its production requirements. The 
-consequences of both are undesirable since the former leads to 

inefficient use of resources and the latter creates inflation-

ary pressures in the economy. 

All these, together with the emphasis given to priority 

sector lending and government's increased resort to bank 

borrowings, necessitated a fresh look at the distribution of 

commercial bank credit. Nationalisation of 14 major commercial 

banks in early 1969 was the culmination of this process bring

ing a substantial segment of the banking system under direct 

public ownership and control. Now we shall present the objec

tives of credit planning. 

Objeatives of Credit Planning 

It is generally assumed that the objective of credit 

planning is to ensure that the available bank credit is allo

cated among different sectors/units according to certain 

national priorities. Since, the term national priorities can 

be interpreted in many ways, the objectives of credit planning, 

according to national priorities, may be listed as follows: 

a) aiming at the allocation of credit among different 

sectors so as to ensure the fulfilment of the plan 

targets regarding output of different sectors, 

b) allocation of credit to reduce urban-rural, as 

well as inter-regional disparities, and 
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c) ensuring credit for priority sectors. 1 

It is primarily-the responsibility of the central bank 

to ensure that banks deploy their funds in such a way that the 

above objectives will be achieved. The RBI has been making 

systematic efforts since the introduction of 'social control' 

to provide a framework for deployment of bank credit to meet 

the production requirements in line with Plan priorities. 

The National Credit Council (NCC) was set up to assess 

the demand for credit of different sectors and to ensure 

adequate flow of credit to the neglected sectors and the weaker 

sections of the society. One of the Study Groups2 set up by 

the NCC has recommended the adoption of an area approach by 

commercial banks to improve banking facilities in the unbanked 

and underbanked centres and achieve balanced regional develop

ment. The 'lead bank scheme' was introduced accordingly in 

December 1969, under which specific districts were allotted 

to individual banks which are required to act as consortium 

leaders to develop banking facilities with special emphasis on 

rural and semi-urban areas. The lead banks were expected to 

(i) locate growth centres for opening branches, (ii) identify 

credit gaps, (iii) formulate suitable schemes for development, 

taking into account the availability of resources, and (iv) 

prepare district credit plans to meet credit requirements in 

1 See, c. Rangarajan, "Some Issues in Linking Credit 
Planning with National Planning," in S.L. Shetty (ed.) 
Framework for a National Credit Plan, NIBM, Bombay, 1978,p.2). 

2 National Credit Council, Organizational Framework for 
the Implementation of Social Objectives, Bombay, 1969. 
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collaboration with other financial institutions in the area. 

The main thrust of the 'area approach' and 'lead bank scheme' 

is twofold. Firstly, to provide bank credit to economically 
' viable projects or schemes, thus, stimulating development at 

the local level. Secondly, these schemes reflect the financial 

counter-part of the planning at micro-level, viz., block level 

planning. 

Further, and more importantly, the RBI has been trying 

to regulate commercial bank credit to industrial sector, so 

that credit requirements of the other sectors may also be met 

by the banks. The acceptance of the Tandon Committee recommen

dations with respect to inventory and receivables norms and 

bank finance to industry, is in consonance with the objective 

of credit deployment on the basis of production at industry 

lever. 

In the following section, the formulation of credit 

plan is presented. 

Section II 

Formulation of Credit Plan 

Credit planning aims at an optimal1 utilisation of bank 

credit and such a plan is prepared by the central bank, i.e., 

Reserve Bank of India (RBI) in the Indian context. To begin 

with, credit planning starts with the question of what should 

1 Here 'optimal' refers to a pattern of sectoral distri
bution of bank credit consistent with total bank credit which 
is desirable from the point of view of monetary authority to 
achieve a production-oriented deployment of bank credit. 
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be the total bank credit that will be consistent with the Plan 

objectives? 

On the premise that credit should be made available for 

only productive purposes, total credit must be in accordance 

with the expected levels of output in the Plan projections. The 

level of real output primarily being dependent on the availability 

of real resources, the implicit constraint on total credit is 

the availability of physical resources. Since bank credit 

provides access to real resources, to achieve the targeted rate 

of growth as well as the desired composition of output, credit 

planning must aim at a pattern of credit deployment that would 

help to achieve Plan objectives. The problem of determining 

total bank credit, thus, has to be seen in relation with the 

targeted output as envisaged in the 'National Plan'. 

Once the total available bank credit is determined, then 

the problem that needs attention is the appropriate deployment 

of credit among sectors/units. The total credit has to be 

apportioned between different sectors or regions in such a way 

as to help them to achieve the Plan targets of output, reducing 

the regional or sectoral imbalances in credit facilities. 

The problem is one of assessing and meeting the genuine 

credit requirements based on production plans. This would 

require appropriate projections regarding output, investment 

activity, behaviour of the price level and other related vari

ables. To have an idea of demand for credit by the private 

sector, the RBI holds discussions with the users of credit such 

as business and commercial organisations, associations of 
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different industries, chambers of commerce, etc. In the assess

ment of demand for bank credit, it is assumed that the provision 

of bank credit is for meeting the working capital requirements 

based on production plans. In this sense a production elasti

city of credit or credit coefficient of production could be 

estimated for each sector by working out the relationship 

between production and bank credit. Therefore, at individual 

bank level, which is ultimately responsible for mobilising 

deposits and deploying credit, credit budget or micro credit 

plan is prepared. A proper coordination and perfect understand

ing between Reserve Bank which draws ~p the macro credit plan, 

and commercial banks, implementing agencies, is necessary. At 

the bank's level there should be greater efforts to formulate 

credit plans at the micro level, in the context of overall 

shortages ~f lendable resources, and in the light of directions 

and guidelines given by the monetary authority on broad sectoral 

deployment of credit.1 

However, it is rather difficult to determine bank credit 

requirements directly in relation to output. This is because, 

output is a function of, say, stock of capital, technology,etc., 

apart from availability of finance to meet working capital 

requirements. And one can visualise situations, other things 

remaining the same, with varying demands for bank credit, say, 

of an industry for the same level of output, like: 

1 K.s. Krishna Swamy and A. Raman, "Recent Credit Trends 
and Evolution of Monetary Policy," RBI Bulletin, December 197). 
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a) expected sales higher than actual sales, result
ing in an increased demand for bank credit, 

b) easy availability of trade credit, reducing 
the demand for bank credit, and , 

c) changes in other sources of funds, influencing 
the demand for bank credit. 

Hence, the relationship between output and bank credit, 

at firm/industry level gets obfuscated by the influence of 

other factors in operation and hence less reliable, for arriv

ing at the total credit needs, by aggregation. 

Credit Planning and Money Supply 

The relationship between credit planning and money 

supply is a direct one and depends upon the expected rate of 

increase in output, as envisaged in the National Plan. The 

anticipated rate of growth of output in the Plan becomes a 

given datum for the formulation of credit plan. 

As pointed out ear~ier, because of the difficulties 

involved in translating production targets into credit require

ments, it is useful, in the first instance, to arrive at a 

desired rate of expansion in money supply consistent with 

National Plan's output targets. Formulation of the monetary 

budget and determining the increase in money supply, is there-

fore, the starting point of credit planning. In a monetary 

budget, the rate of increase in money stock is worked out on 

the basis of the postulated rate of increase in output as given 

in the National Plan as well as some broad assumption regarding 

the expected change in price level. Even under the assumption 

of a stable price level, the rate of growth in money supply may 
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exceed the rate of increa~e in real income because of two 

factors. Firstly, monetization of the economy and secondly the 

rise in incomes may tend to increase the cash balance require

ments of the community. 

Raman states that, "Given the postulated rate of growth 

in real national income, the rate of monetary expansion will 

have to be somewhat higher than that of real income, in view 

of increased monetization of the economy and the fact that with 

the increase in incomes, the community's cash balance require

ments go up.n1 Many writers have expressed similar opinion 

regarding the determination of the desired rate of monetary 

expansion. 2 

In a complex real world situation, however, fluctuations 

in price level at different rates in different periods are 

often observed than constant or stable price level. Hence, in 

the determination of the rate of growth of money supply in the 

monetary budget the monetary authority has to take into account 

the expected rate of change of price level. 

The preceding analysis, rests on the assumption that the 

monetary authority can control the nominal money stock. In 

1 A. Raman, "Credit Planning and Formulation of Credit 
Policy!" in S.L.N. Simha and A. Raman (ed.)i Credit Planning 
and Po icy, Vora and Co., Bombay, 1974, p. 1. 

2 · See, (i) Nalini K. Ambegaonkar, "The Existing System of 
Credit Planning in India: Its Scopei Content and Limitations," 
in S.L. Shetty (ed.), op.cit., p. 3 • 

(ii) A. Vasudevan, "An Approach to Money Supply Expansion 
in India," in S.L. Shetty (ed.), op.cit., p. 37. 



other words, money supply is a policy controlled variable and 

the monetary authority is capable of varying the supply of 

money at whatever rate it chooses it to be. The distinction 
-b·etween n"ominal money stock and real money balances is important 

since in received theory it is an agreed proposition that what 

the monetary authorities can control is nominal money stock and 

not the real money balances. The latter is thought to be deter

mined by the asset preferences of the public. 1 The public as 

ultimate owners of wealth decides what proportion of income it 

should hold in the form of money, given its nominal income, 

price level and rate of interest. Since, in equilibrium, 

demand for money is equal to the supply of money, it follows 

that it is the public that, by their asset preferences, bring 

changes in price level as well as rates of return on various 

financial assets, determin~ the real money balances. Thus, 

what emerges from the above discussion is that the rate of 

growth in real income and the magnitude of the income elasti

city of demand for money are crucial in determining the rate 

of increase in money supply. 

Prior to the discussion on the income elasticity of 

demand for money and the empirical evidence presented to sub-
. 

stantiate the importance of it in determining the money supply 

from the demand side, it is essential to note that there is 

some difference in the demand functions for money between house-
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holds and business firms. Though the form of the function is 

essentially the same, the variables that enter as arguments of 

the function differ. 1 However, as our main concern being the 

aggregate demand function for money of the' economy, the empi

rical estimates of the income elasticity of demand for money 

are from studies dealing with the aggregate demand for money 

functions cutting across various sectors of the economy. 

The demand for money may also be influenced by rates of 

return on non-monetary financial assets proxied by an interest 

rate explaining the substitution between money and financial 

assets, and the expected rate of change in the price level 

capturing the substitution effect between money and physical 

goods. However, the empirical studies on demand for money for 

-developing countries have highlighted that variables other 

than real income determining the demand for real money balances 

are not very important. 2 It is also contended that the substi

tutability between money and physical goods was more evident 

than the substitutability between money and other financial 

assets. This reflects the public's preference to invest in 

physical goods as a hedge against inflation and also the absence 

of a well-developed financial market. Therefore, in demand 

for money functions, the expected rate of inflation used as a 

1 For a detailed discussion see Milton Friedman, "The 
Quantity Theory of Money: A Restatement," in M.Friedman (ad.), 
Studies in the uantit Theo of Mona , Chicago University 
Press, Chicago, 1 5 • 

2 J.D. Adekunle, "The Demand for Money : Evidence from 
Develonad and LAR~ Devalonad Countrias." IMF Staff Papers. 
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proxy for the return on physical goods was significant rather 

than the rate of interest, a return on financial assets. 

Adekunle observes, "••• on~ priori grounds one would expect 
-

that the influence of the substitution effects emanating from 

the financial assets would be less important in less developed 

countries than in developed economic environments ••• the role 

of the expected rate of change in prices would be expected to 

be important in the money demand relationship in less developed 

countries."1 

As regards wealth effect operating via individual's 

decisions with respect to consumption, savings and investment, 

there are broadly two views, viz., (a) neo-Keynesian and (b) 

monetarist. 2 The discrepancy between actual and desired cash 

balances may arise because of a change in the general price 

level. The portfolio approach of demand for money treats money 

as one of the several assets -- financial and physical -- in 

which the individuals as ultimate wealth owners want to hold 

their wealth given the budget constraint, i.e., wealth or 

income. 

1 Ibid., p. 224. 

2 See, (a) Warren L. Smith, "A Neo-Keynesian View of 
Monetary Policy," in Controlling Monetary Aggregates, Federal 
Reserve Bank of Boston, Boston, 1969. 

(b) Yung Chul Park, "Some Current Issues on the Trans
mission of Monetary Policy," IMF Staff Papers, Vol.l9, No.1, 197 

(c) G.E. Makinen, Money, The Price Level and Interest 
Rates: An Introduction to Monetary Theory, Prentice-Hall of 
India PVt. Ltd., New Delhi, 1978. 

(d) David Fand, "Some Issues in Monetary Economics," 
Review - Federal Reserve Bank of St.Louis, January 1970. 
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The neo-Keynesians hold the view that monetary policy, 

i.e. changes in the stock of money, as such does not produce 

any direct wealth effect. For, in their view, an increase in 

money supply, say, through open market purchases of government 

securities will only lead to a change in the composition of 

wealth but there will be no change in the community's total 

wealth. This is so because in the nee-Keynesian framework bonds 

are treated as part of community's wealth. Hence, open market 

operations result in a mere swap between money and bonds. How

ever, open market operations do produce a wealth effect in 

their framework, via, a change in the interest rate. The open 

market purchases lead to a decline in rate of interest and, 

therefore, the capitalized value of expected income stream from 

bonds and equities will rise. This leads to an increase in the 

consumption by individuals who feel wealthier because of the 

wealth effect induced by a decline in the rate of interest. 

This increase in consumption, induced by the wealth effect, 

leads to an increase in the cash balance requirements of the 

community. In other words, wealth effect results in an increase 

in the demand for money. 

On the other hand, monetarists do not consider govern

ment bonds as a part of net wealth of the community. They argue 

that tax payers have to take into account the future tax 

liability to meet the interest and redemption payments, of 

bonds. Hence, bonds are not a part of private net wealth. 

Therefore, in the monetarist view, changes in money supply by 

open market operations do produce a direct wealth effect, since 
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money which is treated as a part of net wealth of the community 

is substituted for bonds that are not a part of net wealth of 

the community. An expansionary monetary policy, therefore, 
' leads directly to an increase in the net wealth of the community. 

Hence, within the monetarist framework of analysis, individuals 

in an attempt to equilibrate actual and desired cash balances 

spend on both financial and physical assets including consumer 

durables, when their actual cash balances are in excess of 

desired cash balances. The direct wealth effect induced by a 

change in money supply, in the monetarist analysis, leads to 

an increase in the consumption expenditures and thus results 

in the increased demand for money. However, in many empirical 

studies on the estimation of demand function for money, the 

results of which are briefly presented below, income is used 

as a proxy for wealth. 

Several studies show that the income elasticity of demand 

for money in India is unity or not far different from it. 

Trivedi using permanent income and expected rate of inflation 

as arguments in the estimation of demand for real money balances 

(1951-52 to 1974-75) reports that the income elasticity of 

demand for money is 0.989. 1 A study by Sampath and Hussain 

shows that the income elasticity of demand for real balances 

is 0.90 with only income as the explanatory variable and an 

income elasticity of 1.1 with income, short term interest rate 

1 M.S. Trivedi "Inflationary Expectations and Demand 
for Money in India ll951-1975)," The Indian Economic Journal, 
Vol.28, No.1, July-September 1980, p. 68. 
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and price level as arguments in the function. 1 Another study 

by Thomas Paul using permanent income as the scale variable 

finds that the income elasticity is equal to unity. 2 Gupta 

also reports that the income elasticity of demand for real 

3 money balances is unity or not different from it, i.e., 1.019. 

The explanation that follows, from the above evidence, is that 

the income elasticity being unity, ceteris paribus, a one per 

cent change in real income leads to a one per cent change in 

the demand for real balances. 

To sum up, in the determination of demand for real money 

balances, income elasticity is the crucial variable. Since, 

in equilibrium, demand for money is equal to the supply of 

money and on the assumption that income elasticity is not diff

erent from unity, rate of increase in money supply should be 

the same as the expected rate of increase in output. When the 

factor of monetisation is taken into account, the rate of 

growth in money may be higher than the expected growth rate 

in output. Hence, three factors, viz. the rate of growth in 

output, the magnitude of the income elasticity and the degree 

of monetisation are important in determining the rate of 

expansion in money supply. 

1 R.K. Sampath and z. Hussain "Demand for Money in India," 
The Indian Economic Journal, Vol.29, No.1, July-September 1981, 
p. 21. 
2 
of the 
Indian 

M. Thomas Paul, "The Demand for Money and the Variability 
Rate of Inflation (India) - 1951-52 to 1977-78," The 
Economic Journal, Vol.29, No.1, July-September 19Bl; p.72. 

3 S.B. Gupta1 Monetary Planning for India, Oxford University 
Press, Delhi, 197~, p. 28. 
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Till now the discussion is centred around the question 

of determining the rate of growth in money supply. Now, we 

shall try to explain, assuming that the monetary authorities 

-can control the nominal money stock, how the desired level and 

rate of growth in money stock as determined in the monetary 

budget are brought about. For this purpose, we present a 

brief account of' two approaches, viz. (a) money multiplier 

theory and (b) RBI analysis of money supply. 

a) MOney Multiplier Theory of Money Supply 

The money multiplier theory of money supply determina

tion in its simplest version states that money supply is a 

multiple of the reserve money or high-powered money. Reserve 

money is defined as currency with the public, bank reserves 

(cash on hand with banks, bankers' deposits with RBI) and other 

deposits with RBI. This is known as high powered or reserve 

money since it is the actual base on which the credit creating 

capacity of the banking system rests. Though at any time only 

bank reserves serve as the base for credit creation and changes 

in money supply, currency with the public and other deposits 

of RBI are also treated as reserve money since they have the 

potential of being converted into reserves, without any policy 

intervention. 

High powered money is, thus defined as: 

H • C + R + OD 

H - High powered or Reserve money 
C - Currency with the public 
R - Bank reserves 
OD - Other deposits with RBI. 



The money multiplier theory of money supply determina

tion postulates that money supply is equal to the value of 

multiplier (m) times the stock of high powered money, where m 

is treated as functionally dependent on the behaviour of 

public's demand for currency and bank's demand for reserves. 

That is, 

• M•m( ).H 

The empty parenthesis after m denotes the behavioural nature 

of m, the determinants of which are asset ratios: c, b, t, r, 

and 1. 

Where c - the currency ratio C/DD 
t - the time deposit ratio t/DD 
b - the ratio of other deposits OD/DD 

r - the reserves ratio R/L 

1 - the total liabilities ratio L/DD. 

The ratios c, t", b, and r are the demand functions with respect 

to the asset by either the public or the banks and 1 is a supply 

function of total liabilities of banks. The crucial determi-

nants of m among the five ratios are c and t representing 

public's preference for currency and time deposits and r reflect

ing the banks' demand for reserves. The other two ratios, b 

and 1, are thought to exert negligible influence on 'm' since 

other deposits of RBI is a negligible proportion of money stock 

and more importantly the holders of these deposits are not 

amenable to behavioural analysis; while 1 has remained highly 

stable. 1 Even the ratios c, t and r considered to be important 

1 Ibid., p. 205. 
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in influencing the value of m are in turn functionally depen

dant on variables like rate of interest, spread of banking 

facilities, etc. The main import of the argument is that 

because of the functional relationships involved in the determi

nation of m, changes in which are sufficiently slow, it is 

fairly reasonable to assume it to be a highly stable and 

predictable parameter. This implies that the monetary authority 

may treat the value of m as exogenously given and exercise its 

control over the level and rate of change in money supply 

through variations in reserve money. 1 

The analysis of money supply determination within the 

framework of money multiplier theory is based on (a) distinc

tion between nominal and real magnitudes and, theoretically, it 

is the nominal stock of money which the central bank controls 

whereas the stock of real money balances is determined by the 

public and (b) the assumption that it is the high powered money 

which is amenable to control rather than stock of money by the 

monetary authorities. Therefore, given the value of multiplier, 

the desired level of money supply could be achieved through 

variations in the stock of reserve money. 

b) RBI's Analysis of Money Supply 

The RBI's analysis of money supply presented as "Sources 

of Change in Money Supply" is based on balance sheet identity 

and not on any theory of money supply. The fundamental reason 

for adopting a framework derived from accounting identity is 

1 Ibid., pp. 65-94. 
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that, "••• such a presentation is designed to trace the origin 

of money supply variations to specific sectors, which draw upon 

credit from the banking system."1 It also states that, "The 

determination of money supply is the result of a complex proc~ss 

of interaction between monetary and real sectors. Therefore, 

any meaningful theory of the money supply determination has to 

cut across the monetary sector and include variables also from 

the real sector."2 Thus, the RBI's 'Analytical Frame 1 3 for 

explaining the sources of money supply variations reflecting 

the interactions between monetary and real sectors, presents 

the distribution of credit of banking system in terms of broad 

sectors. This, in turn, is based on the accounting identity 

that the total net credit of the banking system is equivalent 

to the monetary liabilities of the banking system or money 

supply. 

By definition, in balance sheet analysis, total liabili

ties are identically equal to total assets. In the consolidated 

balance sheet of the banking system total liabilities may be 

divided into (a) monetary liabilities, and (b) non-monetary 

liabilities. Likewise, total assets may be divided into (a) 

1 Heport of the Second Working Group, Money Suppkr in 
India: Concepts! Compilation and Analysis, Reserve Ba of 
India, Bombay, 977, p. 16. 
2 Ibid., p. 16. 

3 a) RBI, 196la. "Analysis of Money Supply in India--I," 
RBI Bulletin, July, pp. 1045-1067. 

b) RBI, 196lb. "Analysis of Money Supply in India--II," 
RBI Bulletin, August, pp. 1214-1219. 
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financial assets, and (b) non-financial assets. Therefore, 

by balance sheet identity this may be shown as: 

Monetary liabilities (ML) + Non-monetary liabilities 
{MML) • Financial Assets (FA) + Non-financial assets (NFA) · 

By defining 

Net non-monetary liabilities (NNML) • Non-monetary 
liabilities - Non-financial assets. 

The above identity may be written as: 

ML • FA - NNJ.IL • • • ( 1) 

Definitionally, money supply (M) consisting of currency with 

the public, demand deposits of the banks and other deposits 

of the RBI, may be shown as : 

••• (2) 

This is because demand deposits of the banks, other deposits 

of the RBI. and a major_ portion of the currency with the public 

are the monetary liabilities of the banking system, while the 

remaining part of currency with the public is government 

currency. Using (1) in (2) we have : 

M • FA - NNML + GC • • • (3) 

Now, the financial assets of the banking sector and 

changes in it are determined by the transactions of the banking 

sector with the rest of the economy. For this purpose, the 

rest of the economy has been divided into three broad sectors, 

viz. {1) government sector, (2) commercial sector, and (3) 

foreign sector. The level and changes in the financial assets 

of the banking sector will be reflected, on the liabilities 

side of the consolidated balance sheet of the banking sector, 
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as credit and changes in credit to the three above-mentioned 

sectors. That is: 

FA • NBCGS + BCCS + NFA 

where NBCGS •"Net bank credit to government sector 
BCCS • Bank crddit to commercial sector 

NFA • Net foreign exchange assets. 

Using (4) in (3) we get: 

M • NBCGS + BCCS + NFA + GC - NNML 

••• (4) 

• • • ( 5 ) 

Thus, the RBI's analysis of 'Sources of Change of Money 

Stock' aims at explaining the level and changes in money supply 

in terms of credit at broad sectoral levels.1 Further, when 

one considers the R.H.S. of (4) it becomes clear that only one 

of the three components (BCCS), i.e. banking sector's credit to 

the commercial sector is amenable to control by the monetary 

authority. This is because the variations in the other two 

components, viz. NBCG and NFA are more or less outside the 

purview of control of the monetary authority. NBCGS as stated 

by Raman, "··· is determined by the Government's budgetary 

policies, including the size of the budgetary deficit as 

decided upon the Government". 2 

The influence of the foreign sector on money supply, 

i.e., the interactions between banking and foreign sectors, is 

reflected in the net change in the foreign exchange assets of 

1 For a detailed explanation of the sub-components of 
the three sectors, refer to, 'Sources of Changes of Money Stock 
(~), R.B.I., Report of the Second Working Group, op.cit., 
pp. 30-33. 

2 A. Raman, op.cit., p. 11. 
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the banking sector. Mujumdar argues that, "••• the accrual of 

foreign exchange assets is a sort of an 'autonomous' factor so 

far as the central bank is concerned and hence money supply 

expansion which is directly attributable to this factor becomes 

a 'given' in the monetary budget". 1 

Thus, the RBI's 'analytical frame' as presented in the 

identity (5) not only traces the sources of change in money 

supply but also helps the monetary authority to take a deci

sion on the permissible level of bank credit to the commercial 

sector, given the NBCGS and NFA. Hence, the approach, it is 

argued, is useful for purposes of credit planning. The Working 

Group states that, "··· it facilitates credit planning and 

forecasting, based on the disaggregation of total domestic 

credit into major user sectors, consistent with macro level ' 

projections of the appropriate rate and quantum of increases 

in money supply". 2 The Working Group, justifying the approach 

to money supply changes, argues, "Therefore, we have to devise 

a format of presentation of factors influencing money supply 

based on the major sectors of credit-use so that the same format 

could facilitate credit planning and credit projections consis

tent with the appropriate rate of expansion in "money supply," 

independently determined say on the basis of output increases, 

1 N.A. Mujumdar, "Interpreting Monetary Data for Policy 
Formulation: Some Exploratory Notes," ins. L. Shetty (ed.), 
op.cit., p. 61. 

2 Report of the Second Working Group, R.B.I., op.cit., 
p. 16. 
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its sectoral composition, the expected rate of inflation and 

the past increases in money supply."l 

Without going into the details of the controversy regard

ing the question of unqualified superiority of one approach or 

the other which is beyond the scope of the present study, we 

would only try to make clear one aspect of it in relation to 

credit planning. The RBI's 'analytical frame' to quote the 

Working Group, "••• is no doubt an accounting framework. It is 

certainly not claimed that this frame is based on any theory, 

conventional or otherwise, of money supply determination". 2 

Despite this weakness the RBI's approach, as it is claimed, 

facilitates credit planning, in being useful to determine the 

desired level of credit to the commercial sector that is con

sistent with a desired rate of growth in money supply, based 

on output growth, given the NBCGS and NFA. 

The preceding discussion, thus, lays emphasis mainly on: 

(a) the relationship between money supply and output, and (b) 

the relationship between bank credit and money supply. While 

discussing the alternative approaches to the money supply 

determination, it is noted that the RBI's analysis of money 

supply determination helps credit planning, for it enables de

composition of sources of change in money supply by sectors of 

origin. Further, it facilitates arriving at a broad sector

wise distribution of bank credit consistent with the desired 

1 Ibid., p. 7. 

2 Ibid., p. 16. 
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levels of total credit and money supply. The practical utility 

of the RBI's approach to money supply datermination thus lies 

in the fact that it takes into account the sectoral credit 
• 

deployment and consequently helps to achieve the output targets 

of the National Plan. 

Moreover, considering the present banking system in India 

which is subject to statutory reserve requirements and also 

taking into account the close relation between bank deposits 

and credit, and bank deposits and money supply broadly defined, 

one can say that there is a very close association between bank 

credit and money supply. The banks have a substantial volume 

of assets in the form of approved securities, the liquidation 

of which enables them to expand loans without increasing the 

money supply. However, banks are constrained from doing so 

because of the statutory reserve requirements undar which the 

banks are required to hold a certain proportion of their deposit 

liabilities in the form of approved securities and balances 

with the RBI. The linkage between bank credit to privata 

sector and output is, therefore, likely to be closer than it 

would be if bank credit were to vary independently of money 

supply. The essence of the argument is that since variations 

in bank credit are very closely associated with variations in 

money supply, regulation of money supply has similar impact on 

output as regulation of bank credit. Consequently, in a planned 

economy, where not only the aggregate rate of growth but rates 

of growth of different sectors/regions are also Qqually impor

tant, an approach to money supply determination which at tbe 
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same time allows for the determination of distribution of bank 

credit at sectoral level becomes important. 

The sectoral allocation has to be within the framework . 
of certain broad objectives of the National Plan and ensure 

that the expansion of credit is non-inflationary. If credit 

planning is to succeed as an instrument of credit allocation 

in line with the overall economic policy, the necessary condi

tions are: (a) full awareness of, and commitment to, the 

national priorities, (b) allocation of resources according to 

the scheme of national priorities, and (c) a realistic estima

tion of the credit neads of borrower. 1 Credit planning, thus, 

aims at (a) channelling credit to various sectors according to 

accepted priorities and (b) restraining the ovarall size of 

credit expansion •. In the following section, an attempt is made 

to examine the extent to which the objectives of credit plann

ing have been achieved during the period 1969-1984. 

Section III 

In this section, we shall try to assess the impact of 

credit planning in helping to achieve the Plan priorities on 

the basis of objective criteria like (1) branch expansion, (2) 

sectoral deployment of credit and (3) advances to the priority 

sectors. 

1) Branch Expansion Scheme 

The main emphasis of branch expansion scheme has been 

1 D.J. Kanvinde, op.cit., P• 168. 
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twofold. First, strengthening the bank branch network, parti

cularly, in the rural areas. It was thought that this will 

augment the deposits of banking system by promoting the habit 

of banking in these areas and provide incentives to save. 

Second, a well planned branch expansion policy can be used to 

reduce the regional imbalances. The two issues, viz. reduction 

of (a) rural-urban and (b) regional imbalances are among the 

objectives of credit planning. 

A) Branch Expansion: Rural-Urban Disparities 

A vigorous rural branch expansion has been a part of 

the banking policy, after nationalisation of banks in 1969 and 

since then there has been a significant increase in number of 

rural bank offices. 

Details pertaining to bank offices in India for the 

years 1969 and 1984 are given in Table 2.1. 

From the data furnished in Table 2.1 it is seen that 

during the last fifteen years, rapid progress has been made 

by the commercial banks in the spread of branch network. In 

June 1969, there were 8,262 offices in the country and by the 

end of June 1984, the number increased to 45,332. There was 

not only a tremendous increase, i.e. an annual average geometric 

rate of growth of 12 per cent, but there was also a change in 

the structure of bank offices. In the year 1969, bank offices 

in rural areas constituted about 22 per cent of total offices, 

whereas in 1984 this has gone up to nearly 56 per cent. The 

emphasis given to branch expansion in rural areas can be 

observed by the fact that out of 37,070 new branches opened 
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Table 2.1 : Distribution of Commercial Bank Offices According 
to Population Groups 

- - - - - - --- - - - - - - - - - - - - - - - - -- -
June 
1969 

June 
1984 

Offices opened 
after June 1969 

- - - - - - - - - - - - - - - - - - -- - - - - - - - - - - -
Rural 1,833 25~372 23,539 

(22.2) ( 5 .o) (63.5) 

Semi-urban la342 9,262 5 920 
( .4) (20.4) (1~.0) 

Urban 1,584 5 '769 4,185 
(19.2) (12.7) (11.3) 

Metropolitan 1 503 
(1~.2) 

4,929 
(10.9) 

39426 
( .2) 

- - -- - - - - - - - - - - - - - - - - - - - - - -- - -
Total 8,262 45,332 37,070 - - - - - - - - - - - - - - - - - - - - - -- - - - - - - - -
Notes : 1) Rural centres: Places with population upto 10,000. 

Semi-urban centres: Places with population over 
10,000 and upto 1,00·,000. Urban centres: Places 
with population over 1,00,000 and upto 10,00,000. 
Metropolitan centres: Places with population over 
10,00,000. 

2) Figures in parentheses are percentages to the total. 

Sources: RBI, (i) Basic Statistical Returns. 

(ii) Report on Currency and Finance. 

during this period (1969-84), 23,539 i.e. about 63 per cent 

were in the rural areas. Rural and semi-urban areas together 

accounted for about 80 per cent of the new branches opened 

during the above-mentioned period. 

Another aspect of the effect of rapid branch expansion 

in the rural areas is the improvement in banking habits, which 

is reflected in the banking business in India, as shown in 

Table 2.2. 
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Table 2.2 : Population Group-wise Distribution of Deposits and 
Credit of Scheduled Commercial Banks 

(Rupees in crores) - - - - ------------------------ -·--As on the last Friday of June Credit/Deposit 
-------------------------------- Ratio 1969 
--------------Deposit Credit 

\1) (2) 

1983 
--------------- --------------DeJ.>osi t Credit 

(3) (4) 
1969 
(5) 

1983 
(6) 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - --
Rural 

Semi-urban 

Urban 

Metropolitan 

145 
(3.1) 

1,024 
(22.0) 

1,209 
(25.9) 

2 287 
(49 .0) 

54 
(1.5) 

407 
(11.3) 

722 
(20.0) 

2,486 
(67.2) 

7,657 
(14.1) 

12,892 
(23.7) 

13,503 
(24.8) 

20,352 
07 .4) 

4,588 
(12.4) 

<~7:~1 
8 226 

(22.2) 

17 ).689 
( 4-,. 7) 

59.9 

39.7 50.8 

59.7 60.9 

106.0 86.9 

- - - - - - - - - - - - - - - - - - - - - - - - - - -- --
Total 4,665 3,609 54,404 37,049 77.4 68.0 - - - - - - - - - - - - - - - - - - - - - - --
Note: Figures in parentheses are percentages to the total. 

Source: RBI, (a) Report on Currency and Finance, 1973-74, p.ll3. 

(b) Basic Statistical Returns, June 1981, p. 2. 

There was a significant increase in the deposits as well 

as credit of commercial banks during the period under study. 

Deposits increased from Rs.4,665 crores in 1969 to Rs. 54,404 

crores in 1983, i.e., an annual av~rage geometric rate of 

increase of more than 19 p~r cent; for the same period the 

outstanding credit registered an annual average rate of growth 

of 18 per cent. 

Regarding the structural changes in the distribution of 

deposits and credit, it may be seen from Table 2.2 that in the 
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year 1969 the share of rural deposits was only 3 per cent of 

total deposits which had gone up to 14 per cent by 1983. Thare 

was a corresponding decline in the share of metropolitan areas, 
• 

while the other two groups more or less maintained their shares. 

This has to be seen in relation with the structural change in 

the banking aystem, after 1969. Rural branches accounted for 

63 per cent of the offices opened after 1969, while the share 

of metropolitan branches was only about 9 par cent. Though 

deposits per office of the metropolitan areas were approxi

mately nine times higher than that of rural office, the signi

ficant increase in the offices in rural areas resulted in the 

change of the percentage of share of deposits in favour of the 

rural branches. On the other hand, the distribution of credit 

of scheduled commercial banks presents a slightly different 

picture in the sense that the share of metropolitan branches 

has declined from about 67 per cent in 1969 to nearly 48 per 

cent in 1983, while the share of each of tha other three groups 

has increased. The same explanation which has been advanced 

in the case of deposits, i.e. the structural change with respect 

to the distribution of offices in favour of rural and semi

urban areas led to an improvement in the share of these groups 

with respect to bank credit, holds good here. 

Another notable feature of Table 2.2 is the change in 

the credit-deposit ratio. Credit-deposit ratio for a region 

or state represents what proportion of deposits mobi~ised is 

disbursed as credit in that region or state. The overall credit

deposit ratio, according to the data presented in Table 2.2, 
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has declined to 68 per cent in 1983 from 77.4 per cent in 1969. 

Again, going back to the analysis by population groups, credit

deposit ratio for three groups, viz., rural, semi-urban and 

urban, had gone up between the years 1969-83, at different 

rates ranging from 2 per cent to 20 per cent, while there was 

a decline in the case of metropolitan group from 106 per cent 

in 1969 to nearly 87 per cent in 1983. 

Though the data show that the relative importance of 

different groups had undergone a change during the period of 

analysis, one has to exercise caution in interpreting credit

deposit ratios. Here, we have taken credit according to the 

office of sanction. But it is possible that credit sanctioned 

in a metropolitan branch is utilised in rural or urban area 

and/or vice-versa. Therefore, the approach which uses the 

data of credit according to utilisation will be more meaning

ful. This is so because basically what is important is in 

which region or area credit is utilised, to what use is it 

being put and which section of the population has got it. Since 

the data is not available according to utilisation by popula

tion groups, we have used the data according to the office of 

sanction. 

From the above analysis, two important observations 

emerge. Firstly, there was a shift in favour of the rural 

and semi-urban groups so far as the credit-deposit ratios are 

concerned. In other words, despite the aggregate credit

deposit ratio was relatively low in 1983, there was a signi

ficant improvement in the credit-deposit ratios of the rural ' I 
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and semi-urban groups between the years 1969 and 198). Secondly, 

the available data clearly show that banking facilities in the 

rural areas, proxied by the number of offices opened after 1969, 

have improved significantly. 

B) Regional Imbalances 

Apart from the disparities in banking facilities and 

credit deployment by population groups, another facet of the 

problem is inter-state disparities. 

Historically, certain states where industrial activity 

was concentrated, like Maharashtra, West Bengal and Tamil Nadu, 

for instance, have become the centres for banking operations. 

Commercial banks, which were in the private sector before 

nationalisation, were satisfied as long as they could find 

customers with adequate security, irrespective of their posi

tion in the priority scale, the place of their operation, etc. 

Though, it is difficult to establish a cause and effect rela

tionship between industrial concentration and banking opera

tions in a particular region, in the sense which of the two is 

the cause, it may, however, be stated that they exert a 

reinforcing impact upon each other. Thus, the greater the 

industrial development in a particular region the larger the 

banking business and so long as finance is a constraint on 

economic activity, availability of credit may stimulate indus

trial expansion and hence the concentration of banking in 

particular regions. Therefore, a structural change in the 

banking system for correcting the extant regional imbalances 

with respect to credit distribution and banking facilities was 
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felt necessary, in line with the objactive of 'balanced 

regional development'. 

Now, we shall try to examine as to what extent the 

objective of corracting regional imbalances in terms of credit 

distribution and banking facilities has been achieved. First, 

the issue of banking facilities provided by number of offices, 

in various states will be examined for the period 1969-84 and 

then the problem of distribution of credit will be attempted. 

We have already seen that the post-1969 period has wit

nessed a rapid bank branch expansion at an annual avarage 

compound rate of growth of 12 per cent. The increase in number 

of branches reflects the emphasis of the policy on providing 

banking facilities. But what we are interested in is to 

examine the extent to which this has helped in reducing the 

differences as regarding banking facilities among various 

states. For this, we present in Table 2.3, information on 

state-wise distribution of population per office for the years 

1969 and 1984. 

From Table 2.3, it may be observed that in the year 1969, 

there were some states with population per office almost eight 

times (Manipur) and five times (Tripura) higher than the all

India average population per office. Even if these are taken 

as extreme cases, still there were a few states with population 

per office around 2,00,000 i.e. more than three times the all

India average of 64,000. There were 14 states with population 

per office higher than the all-India average in 1969. In the 

year 1984, the overall population per office had ~ome down to 
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Table 2.3 : State-wise Distribution of Population Per Bank 
Office (As on 30th June) 

- - - - - - - - - -
State - - - - - - - - - - - - - -

1. Andhra Pradesh 

2. Assam 

J. Bihar 

4. Gujarat 

5. Haryana 

6. Himachal Pradesh 

7. Jammu and Kashmir 

8. Karnataka 

9. Kerala 

10. Madhya Pradesh 

11. Maharashtra 

12. Manipur 

13. Meghalaya 

14. Nagaland 

15. Orissa 

16. Punjab 

17. Rajasthan 

18. Tamil Nadu 

19. Tripura 

20. Uttar Pradesh 

21. West Bengal 

- - -
- - -

(in 000) 
- -- - -- -- - - - --1969 1984 

74 

192 

200 

34 

56 

80 

124 

37 

34 

116 

43 

510 

137 

250 

211 

38 

68 

37 

300 

114 

79 

- - - - -. 
15 

28 

22 

12 

13 

9 

9 

11 

10 

16 

14 

28 

14 

14 

18 

9 

16 

13 

23 

19 

20 

- - - - - - - - - ------ - - - - - - - - - - - -All India Average 64 15 - - - - - -- - - - - - - - - -- - - - - - - - - -- - --
Source: RBI. Report on Currency and Finance, 1975-76, pp.l4-15; 

1983-84, p. 174. 
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15,000. It is important to notice that in the year 1969, the 

differences among various states were very wide-ranging, from 

5 lakhs per office (Manipur) to 34,999 per oflice (Gujarat and 

Kerala); whereas in 1984 the range within which various states 

have fallen has been compressed between 28,000 (Manipur and 

Assam) and 9,000 (Punjab, Jammu and Kashmir and Himachal 

Pradesh). To put it in another way, the inter-state differ

ences in banking facilities were narrowed down to a consider

able extent during the period 1969-84. This can be seen from 

Table 2.4, in which scores1 are .assigned to States. 

On the basis of Table 2.4, some observations may be made 

regarding the relative positions of various States for the two 

reference years in terms of their scores. First, let us 

analyse the states with population per office less than All

India Average (AIA) which is designated as Group A. It is seen 

1 The scores are assigned in the following way: 

The national average is taken as the centre and the 
deviations from it are grouped into different ranges based on 
the magnitude of deviations. Then the States falling within 
a specific range are assigned the 'score' with the appropriate 
sign. Symbolically, it can be shown as: 

xi • X' !. o<..a 

xi - X 
....::.-a:=--- • !. o(. • 

xi • population per office of the ith State 
X' • National average 
a • a constant ~ of Y. 
Therefore, ~ represents the range within which the 'i'th State 
falls and the score assigned to it. In the computations of 
scores of states according to population per bank office 'a' is 
taken as 25~ of X. All the States with the rank 1, are there~ 
fore States with population per bank office within the range of 
(X'+25%I) and similarlY States with a rank 2 are those falling in 
between the ranges (I+25%X') and (X'+50~). 
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Table 2.4 : Scores of States According to Population Per 
Office for the Years 1969 and 1984 

- - - - - - - - - - - - - - - - - - - - ---- -
State 
-- - - -

1. Andhra Pradesh 

2. Assam 

). Bihar 

4. Gujarat 

5. H~ryana 

6. Himachal Pradesh 

7. Jammu and Kashmir 

8. Karnataka 

9. Kerala 

10. Madhya Pradesh 

11. Maharashtra 

12. Manipur 

13. Meghalaya 

14. Nagaland 

15. Orissa 

16. Punjab 

17. Rajasthan 

18. Tamil Nadu 

19. Tripura 

20. Uttar Pradesh 

21. West Bengal 

1969 

+ l 

+ 8 

+ 9 

- 2 

- 1 

+ 1 

+ 4 

- 2 

- 2 

+ 4 

- 2 

+27 

+ 5 

+12 

+10 

2 

+ 1 

- 2 

+15 

+ 4 

+ 1 

1984 -------
+ 1 

+ 4 

+ 2 

- 1 

- 1 

- 2 

- 2 

- 2 

- 2 

+ 1 

- 1 

+ 4 

- 1 

- 1 

+ 1 

- 2 

+ 1 

- 1 

+ 3 

+ 2 

+ 2 

- - - - - - - - - - - - - - - - - - -- - - - -- - - - - -
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' that there were 7 States with population par office less than 

the All-India Average (AIA) in the year 1969, out of which 4 

States, viz. Haryana, Punjab, Karnataka, and Kerala, maintained 

their scores in the year 1984. The other three States in this 

group, i.e., States with population per office less than AIA, 

viz. Maharashtra, Gujarat and Tamil Nadu, moved nearer the AIA 

in the year 1984. As far as the second group (Group B), i.e. 

States with population per office more than AIA, is concerned 

there were four types of movements: 

a) States moving towards the AIA, as is indicated 
by the change in their scores, but still in 
the same group: There were 7 such States, as 
can be seen in the Table. 

b) States which were in Group B in 1969 and in 
Group A in 1984 (for example, Jammu and Kashmir, 
Meghalaya and Nagaland). In the case of these 
States there was clear evidence of movement 
towards AIA. 

c) States moving farther away from the AIA, i.e., 
West Bengal and Himachal Pradesh showed this 
type of movement; and 

d) States maintaining the scores within the same 
group, like Andhra Pradesh and Rajasthan. 

Hence, by looking at these different types of behaviour 

within the Group B, it may be stated that there was, on the 

whole, a definite movement nearer to the AIA in a large number 
-
of States. By combining these two observations, i.e., States 

within Group A have either moved towards the AIA or maintained 

their earlier position and most of the States within Group B 



58 

moved nearer the AIA, one may state that the inter-state dis

parities in banking facilities were on the decline. 

Another way of looking at the problem of changes in 
• 

the availability of banking facilities, among different States, 

proxied by population per bank office, is to examine the dis

persion of the distribution patterns for the two years, i.e., 

1969 and 1984, in relation with their respective means. 1 For 

this, we have chosen standard deviation as the measure of dis

persion. In the following table are presented means (I), 

standard deviations (di) and coefficient of variation (V) for 

the years 1969 and 1984. 

- - - - - - - - - - - - - - - - - --
1969 1984 - --- - - - - - - - - - - - - - - - -- - - - --
64.0 15.0 

132.0 5.7 

206.6 38.0 

- - - - -- - - - - - - - - - - - - - -
From the Table, it is clear that the absolute as well 

as relative dispersion indicated by Ci and V respectively, 

are quite low for the year 1984 compared to those in 1969. 

This coupled with a low I for the year 1984 (15.0) denoting 

1 It has to be mentioned, however, that the analysis 
relies upon the argument that branch expansion aims at creating 
infrastructural facilities making available banking facilities 
to increased numbers with more geographical coverage, etc. But 
the reduction in the number of population served per bank office 
~ !! should not be treated as desirable for any length of 
time, because, in the ultimate analysis, at least at the 
aggregate level, the costs have to be balanced with the returns. 
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that the number of persons covered by a single bank office is 

much lower in comparison with the figure for 1969, leads to 

the conclusion that during the period 1969-1984 not only has 
• 

the coverage improved but also the increased branch expansion 

resulted in reducing the inter-state disparities as regards 

banking facilities proxied by number of persons per bank office. 

It is to be noticed that the coefficient of variation is quite 

low for the 1984 se~ies, confirming that the variation in 1984 

is less than the variation in 1969. 

Yet, another measure used to study the problem of in

equality is the 'Lorenz Curve' analysis. Lorenz Curve is 

widely used to represent and analyse the size distributions 

of income and wealth. The curve portrays a relationship 

between the cumulative proportion of income units and the cumu

lative proportions·of income received when the units are 

arranged in ascending or descending order of thair income. 

In our analysis 'Lorenz Curve' as shown in Figure 2.1, 

presents the distribution of banking facilities among different 

States, i.e., the percentage share of banking facilities asso

ciated with a certain percentage share of number of units 

(States), in years 1969 and 1984. If the distribution is 

perfect, i.e., a certain percentage of units associated with 

exactly the same percentage of banking facilities, then the 

Lorenz Curve will be a straight line and merge with the 'Line 

of Equality' or 'egalitarian line'. If the distribution is not 

perfect the Lorenz Curve will lie nearer or farther depending 

upon the inequality in the distribution. The curvature also 

depends upon the degree of inequality in the distribution. 
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From the Figure, it may be seen that the Lorenz Curve 

for the year 19S4 was nearer to the line of equality than the 

one for the year 1969. Thus, it is very clear that during the 
. 

period 1969-84, the inequality in the distribution of banking 

facilities among States has declined. 

Next, coming to the problem of deployment of credit 

among various States, we have used credit-deposit ratio as an 

indicator. The credit-deposit ratio of a particular State 

indicates the proportion of deposits mobilised in the State 

that has been sanctioned as credit in the State concerned. This, 

however, should not be used for the purpose of examining the 

issue of siphoning-off resources from one State to another, 

because of the limitations of the nature of data which have 

.been mentioned earlier. 

Tables 2.5 and 2.6 present the credit-deposit ratios of 

various States and their scores respectively for the years 1969 

and 19S3. It may be observed from the data furnished in the 

Tables, that there was a marginal change in the number of States 

below the all-India average; i.e., there were altogether 14 

States in this group in 1969 and 11 for 1983. But as regards 

the range within which different States fell in the two refer

ence years, there has been a marked change. In the year 1969 

States below the all-India average varied within the range of 

+2 to -10, whereas for the year 1983 the corresponding range 
..-

was compressed to +5 to -5. Thus, between the period 1969-

1983, the range within which various States fell according to 

their scores in both the groups -- credit-deposit ratio higher 
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Table 2.5 : Credit-Deposit Ratios : State-wise 

State ------
1. Andhra Pradesh 

2. Assam 

3. Bihar 

4. Gujarat 

5. Haryana 

6. Himachal Pradesh 

7. Jammu and Kashmir 

8. Karnataka 

9. Kerala 

10. Madhya Pradesh 

11. Maharashtra 

12. Nagaland 

13. Orissa 

14. Punjab 

15. Rajasthan 

16. Tamil Nadu 

17. Tripura 

18. Uttar Pradesh 

19. West Bengal 

All India 
- - - - -

- - - - - - - - - - - - - -- -
1969 ·1983 - - - -- - - - --- ---
94.2 

42.4 

27.2 

50.6 

47.2 

22.3 

9.2 

72.7 

613.8 

55.8 

92.1 

8.1 

49.5 

33.2 

49.8 

133.5 

5.9 

44.5 

100.6 

70.8 

45.6 

44.5 

53.7 

70.4 

44.2 

47.1 

81.5 

66.9 

60.7 

89.9 

36.6 

85.0 

41.4 

71.3 

95.5 

74.1 

48.2 

57.8 

- - - - - - -- - - - - - - - - - - -72.2 68.1 
- - - - - - - -- - - - - - - - - - --

Sources : RBI, various issues of: 
(a) Basic Statistical Returns. 
(b) Report on Currency and Finance. 
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Table 2.6 : Scores of States According to Credit-Deposit 
Ratio 

- - - - - - - - - -
State - - ~ - - ~ -

1. Andhra Pradesh 

2. Assam 

3. Bihar 

4. Gujarat 

5. Haryana 

6. Himachal Pradesh 

7. Jammu and Kashmir 

13. Karnataka 

9. Kerala 

10. Madhya Pradesh 

11. Maharashtra 

12. Naga1and 

13. Orissa 

14. Punjab 

15. Raj as than 

16. Tamil Nadu 

17. Tripura 

113. Uttar Pradesh 

19. West Bengal 

- - - - - - - - -
- - - - - 1969 ------

+ 4 

- 5 

- 7 

- 3 

- 4 

- 7 
- 9 

+ 1 

- 1 

- 3 

+ 3 

- 9 

- 4 

- 6 

- 4 
+ 9 

-10 

- 4 

+ 4 

- - -- -
- - - 19133 - -

+ 1 

- 4 

- 4 
- 3 

+ 1 

- 4 

- 4 
+ 2 

- 1 

- 2 
+ 4 

- 5 
+ 3 

- 4 

+ 1 

+ 5 

+ 1 

- 3 

- 2 

- - - - - - - - - - - - - - - - - - - - - - - - - --
Note: For computing the scores 'a' is taken as 1~ of I. 
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and lower than the national average -- had declined. 

We may now examine the relative position of the indi

vidual States based on their scores along with the sing, which 

will depict whether a particular State's position has improved 

or otherwise, betwedn the years 1969 and 198). 

First, we deal with the States with credit-deposit ratios 

below the all-India average (scores with negative sign), which 

we call as Group A. In the year 1969, in Group A there were 

14 States. Out of these 14 States, in the year 198), 8 States 

appeared with the same sign, but with a clear movement towards 

the all-India average credit-deposit ratio; whereas 4 States 

had a change in the sign of their scores, i.e., there was a 

shift from Group A to Group B. But even here, all these 4 

States showed a movement towards the average credit-deposit 

ratio. In the case of the remaining two States, viz. Kera1a 

and Gujarat, there was no change, i.e., they maintained their 

scores. To sum up, in Group A, out of 14 States, 12 moved 

nearer to, and 2 maintained their earlier position, judged by 

their scores in the two reference years. 

Next coming to the States with credit-deposit ratios 

higher than the all-India average, which we designate as Group 

B, it may be observed that there were 5 such States. From this 

group three States, viz. Andhra Pradesh, Tamil Nadu and West 

Bengal, showed a movement towards all-India average whereas 

other two States (Karnataka and Maharashtra) moved farther from 

all-India average. 

Thus, between the two years 1969 and 198) there ware 
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and lower than the national average -- had declined. 

We may now examine the relative position of the indi

vidual States based on their scores along with the sing, which 

will depict whether a particular State's position has improved 

or otherwise, betwedn the years 1969 and 198). 

First, we deal with the States with credit-deposit ratios 

below the all-India average (scores with negative sign), which 

we call as Group A. In the year 1969, in Group A there were 

14 States. Out of these 14 States, in the year 198), 8 States 

appeared with the same sign, but with a clear movement towards 

the all-India average credit-deposit ratio; whereas 4 States 

had a change in the sign of their scores, i.e., there was a 

shift from Group A to Group B. But even here, all these 4 

States showed a movement towards the average credit-deposit 

ratio. In the case of the remaining two States, viz. Kerala 

and Gujarat, there was no change, i.e., they maintained their 

scores. To sum up, in Group A, out of 14 States, 12 moved 

nearer to, and 2 maintained their earlier position, judged by 

their scores in the two reference years. 

Next coming to the States with credit-deposit ratios 

higher than the all-India average, which we designate as Group 

B, it may be observed that there were 5 such States. From this 

group three States, viz. Andhra Pradesh, Tamil Nadu and West 

Bengal, showed a movement towards all-India average whereas 

other two States (Karnataka and Maharashtra) moved farther from 

all-India average. 

Thus, betwean the two years 1969 and 1983 there were 
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only two States drifting farther from 1 while 15 States moved 

closer to 1 the all-India average credit-deposit ratio. 

An analysis of dispersion of the series for the years 

1969 and 1983 leads to the same conclusion that during the 

period 1969-83 disparities among States with respect to credit

deposit ratio1 were on the decline. This may be seen from the 

following Table. 

- - - - - - - - - - - - - -1969 1983 
- - - - - - - - - - - - - - - -

72.2 68.1 

38.3 18.2 

53.1 26.7 

- - - - - - - - - - - - - - - - - -
From the Table it may be observed that in the year 

1983 the variation in the series was somewhat lower in com

parison to that of 1969, judged from standard deviation (cr) 

as well as coefficient of variation (V). 

The same, i.e •• the decline in the inequality among 

different States with respect to credit-deposit ratio, may be 

seen from Figure 2.2. From the Diagram depicting Lorena 

Curves for the years 1969 and 1983, it may be seen that the 

curve for the year 1983 lies nearer to the line of equality. 

1 A higher or lower credit-deposit ratio, Paf se, may 
not reveal anything apart from the amount of ere t-supported 
by one unit of deposits. An increase in the credit-deposit 
ratio. however. means that a larger incremental credit for a 
unit increase in deposits. From the viewpoint of reducing 
the imbalances among States, the development of incremental 
credit may be helpful to achieve the objective. 
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Another interesting feature is that the change in the dis

tribution pattern between 1969 and 1983 is more pronounced 

80 far as the bottom five States are concerned. In other 

words, the bottom five States forming roughly 26 per cent of 

total number of States accounted for 7 par cent and 18 per 

cant share in terms of credit-deposit ratio in 1969 and 1983 

respectively. 

It may, therefore, be concluded that the regional im

balances, i.e., the disparities among States as regards avail

ability of banking facilities were on the decline during the 

period 1969-83, as is observed in terms of population per bank 

office and credit-deposit ratios of different States. 

2. Sectoral Deployment of Bank Credit 

As mentioned earlier, allocation of bank credit among 

different sectors according to national priorities is one of 

the principal objectives of credit planning. The importance 

of the issue of sectoral allocation of credit becomes clear 

when one looks at the basic forces that have led to several 

developments in the banking system like social control, 

nationalisation, etc. These changes ware effected to bring 

about certain structural changes in the deployment of commer

cial bank credit. This was so because commercial banks being 

the main source of short-term finance were expected to help 

achieve the Plan objectives by reorienting their credit 

policies. 

Now, we shall try to analyse the deployment of 

scheduled commercial bank credit at two levels: 
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1. At the aggregate sectoral level, i.e. by 
broad sectors like industry, agriculture, 
trade, services and personal loans, and 

2. at industry-group level within the industry 
sector. 

We do not propose at this stage to attempt a micro-

level study dealing with the norms for inventory and receivables 

to determine the requirements of bank credit. This requires an 

approach that takes into account total assets as well as lia

bilities of the unit concerned to arrive at the requirements 

of bank credit. Here, we present the sector-wise deployment 

of bank credit against their output. Though there may be no 

direct relationship between bank credit and output, since the 

data is not available on inventories and trade credit at the 

sectoral level which leaves no option but to use the data on 

output to study the deployment of bank credit in various sectors. 

Table 2.7 presents the sector-wise distribution of bank credit 

and output. 

From Table 2.7 it may be seen that there was a marked 

shift in the pattern of credit deployment by banks. According 

to the data, there was a decline in the proportion of outstand

ing credit to industry1 which stood at 66 per cent in 1969, 

came down to 49 per cent in 1981. Within the industry, the 

1 Here, industry refers to the 'Group II, Industry', 
according to the classification of 'Basic Statistical Returns'. 
An adjustment is made regarding the output figures taken from 
c.s.o. National Accounts Statistics, by adding Mining and 
Quarrying to the secondary sector, to make the two sets of 
figures comparable. See, Appendix for the adjustments that 
have been made. 



Table 2.7 : Distribution of Commercial Bank Credit and Net Domestic Product by Industry of Origin . 
(In per cent) 

- - - --- - - - -- - - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - - - -
1969 1972 1973 1974 1975 1976 1977 197S 1979 19SO 19Sl - -- - - -- - - - -- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - --

I. Agriculture and 
Allied Activities 

II. Industry 
Manufacturing 

III. Trade 
IV. Others 

5.5 6.a 
65.9 54.1 
62.6 51.2 

17.4 
2S.6 21.7 

Bank Credit 

9.0 S.9 10.7 10.4 10.4 12.3 13.2 14.S 16.7 
57.2 59.1 62.5 54.6 52.5 47.7 46.a 4S.o 49.1 
53.7 55.5 55.2 47.9 45.4 45.4 44.S 46.0 47.1 
1S.6 17.4 16.6 26.7 2S.4 26.3 25.4 22.2 17.9 
15.0 14.5 10.1 8.3 8.6 13.7 14.6 15.0 16.3 

Net Domestic Product 
I. Agriculture and 

Allied Activities 49.7 47.8 51.5 47.3 43.4 41.7 42.3 39.6 37.3 3S.6 36.2 
II. Industry 

Manufacturi~g 

III Trade 
IV. Others 

2o.a 21.0 19.4 21.0 22.2 23.4 23.2 25,2 25.3 24.3 24.5 
13.5 13.9 13.4 15.o 15.o 15.5 15.2 16.a 17.3 16.7 16.1 

- 10.7 10.6 12.2 13.2 12.8 13.0 13.2 14.3 15.2 16.a 
29.4 20.4 18.4 19.4 21.1 22.0 21.4 22.0 23.1 22.0 22.5 

- ---- - - - - - - - - - - - - - - - - - - - - -- - - - - - - - - - - - - -- - - - --
~: For the year 1969 bank credit to the Trade Sector is not separately available, but 

included in 'others'. We have, therefore! clubbed the output of Trading Sector 
with the output of 'others' for the year 969. 

Sources: Various issues of: 
a) c.s.o., National Accounts Statistics. 
b) R.B.I., Banking Statistics, Basic Statistical Returns. 
c) R.B.I., Supplement to RBI Bulletin, April 1973. 
d) R.B.I., Reports on Currency and Finance. 
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share of manufacturing sector declined to 47 per cent in 1981 

from 63 per cent in i969 of total bank credit. On the other 

hand, during the same period, the share of agriculture in total 
-

credit increased from 5.5 per cent to 16.7 per cent. Thus, 

it could be said as a preliminary observation that there has 

been a change in the lending pattern of commercial banks. An 

important point which needs to be mentioned is that the share 

of agriculture in total outstanding bank credit has increased 

while its share in total output represented by Net Domestic 

Product (NDP) has declined over the same period, from 49.7 per 

cent in 1969 to 36.2 per cent in 1981. On the other hand, 

industry's share in total credit has declined, while its share 

in output has increased from 20.8 per cent to 24.5 per cent 

for the same period. But it may be pointed out that the share 

of industry in total bank credit (49 per cent) was still dis

proportionately higher than its share in output (24.5 per cent), 

in 1981. And this is particularly clear in the case of manu

facturing sector which accounted for 47 per cent of total bank 

credit and only 16 per cent of output in the year 1981. This 

contrast is better brought out by a comparison of the share of 

agriculture in total bank credit (16.7 per cent) and its share 

in output (36.2 per cent) in the same year. 

Though the data show that the share of industry in 

total bank credit has declined, the question still remains 

whether or not industry had 'excess' bank credit. This is not 

clear from the analysis we have made so far, because it is in 

highly aggregative terms. The inter-sectoral comparison of 
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commercial bank credit or total institutional credit with 

their share in output may not be very meaningful, since the 

nature of operations and the type of finance that these 

sectors'require are very different. Hence, it will be useful 

to analyse the deployment of bank credit within the industry

sector. Even within industry, the analysis for the period 

1973-1981 is restricted to the manufacturing sector which 

accounted for about 96 per cent of outstanding bank credit, 

and for more than 65 per cent of output of the industry in 1981. 

Table 2.8 presents the percentage shares of 11 industry 

groups of the manufacturing sector, in bank credit and value 

added (proxy for output). Some adjustments regarding regroup

ing were made with respect to industry groups 6, 7, 8 and 9 

for purposes of comparison between the BSR data on credit and 

data on output taken from National Accounts Statistics (see 

Appendix). 

From Table 2.8 it is seen that there did not exist a 

unique relation between bank credit and value added for all 

the 11 industry groups, over the years. Some industries like 

engineering and basic metals and minerals had a relatively 

greater share in bank credit than their contribution to output 

throughout the period. And some other industries, viz. (a) 

beverages and tobacco, (b) paper and paper products, (c) 

leather products, (d) rubber, plastic, petroleum and coal 

products, (e) vehicles, vehicle parts and transport equipment, 

and (f) wood and wood products, etc., did show a different 

trend, i.e., their share in output was higher than their share 
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Table 2.a : Industry-~ise Distribution of Commercial Bank Credit and Output 

(in per cent) 

--------------------- ·197j---- i974---- ·1975---- i976- -.---1977- --- -197ii---- i979---- -198o---- i9a1- • · 

---------- ---------- ---------- ---------- ---------- ---------- ---------- ---------- -----------BC VA BC VA BC VA BC VA BC VA BC VA BC VA BC VA BC VA 
... ----- ---- ... - -- ............ - - -- ... -- - .. -- ... - ...... - .. -- .. - --............... - ... - ...... - - - ... - - - - ... - - - ... - ............... - ..... - - ... - -
1. Food Products 

2. Beverages and Tobacco 

3. Textiles 

4, Paper, Paper Products and 
Printing 

5, Leather and Leather Products 

6. Rubber, Plastic, Petroleum and 
Coal Products 1 

7, Chemicals and Chemical Products 

8. Basic Metals and Metal Products 

9, Engineering 

10. Vehicles, Vehicle Parts and 
Transport Equipment 

10.5 8.7 9.1 8.4 9.6 8.8 8.7 8.6 9.5 9.8 11.4 7.4 11.4 7.2 9.4 9.3 

2.3 3.1 2.3 3.1 2.2 3.7 1.8 4.3 2.2 ).5 2.0 4.0 1.8 ),2 1.9 J,4 

22,3 25.3 22,1 22.9 19.8 19.9 20.5 19.1 21.5 20.4. 21.1 21.8 19.9 23.2 18.3 21.3 

9.2 8.6 

1.5 3.1 

18.) 18.3 

3.4 3.8 3.1 4.3 3.1 4.0 3.3 3.7 3.2 3.5 3·3 3.6 3·5 3.9 3.7 4.2 3.8 4.0 

1.8 2.1 1.4 1.8 1.3 1.8 1.5 2,0 1.5 1.8 1.6 1.8 1.9 2.1 1,8 2.1 1.6 1,7 

3.1 3.6 4.1 4.5 3.9 4.8 3.8 5.4 4.0 5.6 4.1 5.8 4.2 6.0 5.7 5.8 9.2 10.8 

8.5 9.2 9.1 9.8 9.6 9.6 10.9 9.5 10.6 9.7 11.2 10.6 11.3 9.9 12,4 10.6 12.1 9.6 

12.1 10.8 u.6 11,4 13.1 11.9 13,1 11.7 12.6 10.6 12.2 11.2 11.a 11.1 12.3 10.1 11.9 11.2 

18.5 11,1 19.5 10.8 20.3 11.6 22,1 11.7 19.4 ll,J 20.5 11.1 21.5 11,2 21.5 11.5 19.8 11.4 

4.6 5.6 4.8 5.2 5.3 5.3 4.9 5.5 4.6 5.0 5.1 5.3 5.3 5.6 5.4 5.8 4.4 6,1 

11, Wood and Wood Products, Mineral 
Products and other Manufacturing 
Industries 12,7 16.7 12.9 17,4 11,8 18.5 9,3 18.4 1o.B 18,7 7.2 17.4 7,4 16.6 7.7 16.0 8,3 15.2 

............ - ......... - ... - ... -- ......... -- ...... -- ................ -... - ... ---- ... -- ...... -...... - ... - ... _,_ ... -- ............ - ......... - ............ -- ... -..................... -- ... -
BC • Outstanding Bank Credit, VA • Value Added, 

· Sources: Various issues of: a) RBI, Banking Statistics, Basic Statistical Returns. 

b) c.s.o., National Accounts Statistics, 
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of bank credit for all the five years. However, in the case 

of three industry groups, viz. (a) food products, (b) textiles, 

and (c) chemical and chemical products, the evidence was 

mixed. 'Another important point to be noted is that even the 

industries with similar trends differ with regard to the 

dimensions of differences of their shares in bank credit and 
' 

output which may be seen, for example, with respect to industry 

groups g and 9 in the Table. Hence, the evidence available 

at this stage is not adequate either to support or not to 
't• . support the hypothesis that bank credit has been deployed in 

relation to the output, among different manufacturing industries. 

This is because commercial bank credit to industry is 

supposed to finance the working capital requirements. The 

working capital needs of different industries will be different 

depending upon the nature of their operations, scale of output, 

trading practices, and the manufacturing process. Therefore, 

working capital and changes in it become important for an 

analysis of bank credit. This problem needs a thorough 

enquiry of sources of funds and the various uses to which 

they are utilised in order to determine the adequacy of bank 

credit for a particular industry or firm. The main import of 

the argument is that optimal utilisation of bank credit 

demands a batter utilisation of working capital. Therefore, 

the volume of working capital and factors which influence it 

become crucial. However, this involves questions such as the 

optimal levels of various components of current assets and 

method of financing them, i.e., what proportion of the working 
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capital requirements may be met by banks. In other words, 

the extent to which the draft on the banking system by the 

industry can be minimised? These issues will be taken up in 

Chapters V and VI. 

3. Advances to the Priority Sectors 

After the foregoing examination of the sectoral distri

bution of bank credit, we may now turn our attention to an 

analysis of the deployment of credit to priority sectors. One 

of the objectives of credit planning, as observed earlier, is 

provision of credit for certain sectors classified as 'priority 

sectors'. Priority sectors have been defined to include (a) 

agriculture, (b) small scale industry, (c) road and water 

transport operators, (d) retail trade and business, (e) profe

ssional and self-employment, (f) education, and (g) setting up 

of industrial estates. It is important to note that there is 

no single criterion adopted in defining the priority sectors. 

Rather, it may be viewed as an operational counterpart in 

financial terms, of the government's socio-economic objectives. 

The deployment of credit under the priority sector scheme, thus 

seems to have been devised to provide credit in adequate 

amounts at lower rates of interest to the above-mentioned 

sectors. The essence of the idea may be better understood, 

when seen in relation with the lending practices of the commer

cial banks, especially prior to nationalisation. However, the 

then lending practices of private commercial banks have to be 

explained in terms of achieving their primary goal, i.e., 

maximisation of profits, like any other private business firm. 
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From the bankers' point of view dealing with a single large 

account rather than a number of small accounts is preferable 

because it involves lowdr costs of administration. And from 

the safety angle also industrial sector satisfies the require

ments of banks regarding security. As mentioned earlier, some 

of the large private industrial houses had substantial control 

over commercial banks which resulted in a nexus between 

commercial banks and the industry, and this was the main 

reason for the imposition of social control over banks. The 

RBI following the guidelines of the government, therefore, 

devised the scheme of priority sector lending to provide 

adequate credit facilities to these hitherto neglected sectors. 

The· RBI also set a target for the banks that one-third of 

total bank credit should be given to the priority sectors by 

March 1979 and this has been recently raised to 40 per cent 

to be reached by March 1985. Table 2.9 presents the share of 

the priority sectors in scheduled commercial bank credit, from 

the year 1969 to 1984. 

From the data furnished in Table 2.9 it is seen that 

there was a significant increase in the share of priority 

sectors in the scheduled commercial bank credit. It increased 

from 14 per cent in 1969 to 37 per cent by 1984. Though the 

share of priority sector advances in 1979 (30.9 per cent) was 

below the targeted one-third of total advances by the end of 

March 1979, it is a clear testimony of change in policy, and 

involvement of the banking system in the development of these 

sectors. 
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Table 2.2 . Scheduled Commercial Banks' Advances to Priority . 
Sectors 

(Rs. in crores) 
- - - - - - - - - - - - - - - - - - - - - - - - - - -

" Per cent of total Year Amount bank credit - - - - - - - - - - - - - - - - - - - - - - - - -
End of June 1969 504 14.0 

1970 838 19.9 
1971 1015 21.3 
1972 1149 21.0 

1973 1478 23.0 
1974 1901 24.2 
1975 2242 25.0 
1976 2815 24.5 
1977 3488 25.8 
1978 4491 28.6 

1979 5906 30.9 
1980 7278 33.0 
1981 9110 34.3 
1982 10683 35.9 

End of March 1983 12322 35.7 
1984* 14384 36.7 

- - - - - - -- - - - - - - - - - - - - - - - - - - - - --
Note : *Provisional. 

Source: RBI, Reports on Currency and Finance. 

Now, let us analyse the relative positions of agricul

ture and small scale industry (SSI) within the priority 

sectors. These two accounted for 90 per cent of total priority 

sector advances of banks till 1975, which decreased to around 

80 per cent in 1984. 

Commercial bank lending to agriculture has become 

increasingly important and accounted for about 15 per cent of 
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&ota1 bank credit ~n 1984. The h~1 issued gu~elines to th~ 

banks in December 1970, for £1nancing ot· agricul~ure emphasis

ing that, "the main objective of commercial bank lending to 
. ~ . 

agriculture is/assist cultivators to move to a higher techno-

logical plane of activity".! Banks have been striving to 

increasingly involve themselves in the development of this 

sector, by providing adequate credit facilities. For this 

purpose they have adopted several schemes like (a) area-approach, 

i.e. selecting groups of villages in different areas and meet

ing the credit needs of the farmers, (b) the scheme of financ

ing Primary Agricultural Credit Societies which in turn cater 

to the needs of farmers, and (c) financing through Farmers' 

Service Societies which provide to the members credit as well 

as certain services like supply of inputs and marketing of the 

produce, etc. These efforts, supplemented by the branch expan

sion drive with special emphasis on rural and semi-urban areas, 

have increased the share of agriculture in total priority 

sector· advances from 37 per cent in 1969 to 43 per cent in 

1984. 

Regarding the SSI, until 1975, it accounted for more 

than 50 per cent of the total priority sector advances. From 

1975 onwards there was a gradual decline in its share and 

accounted for approximately 37 per cent of the priority sector 

advances in 1984. But this has to be interpreted cautiously. 

It is not as though that SSI is becoming less important within 

1 RBI, Report on Currency and Finance, 1970-71, p. 128. 
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the priority sector group, but the other groups within the 

priority sector could not make use of the banking facilities 

prior to bank nationalisation of 1969, due to various reasons, 
• 

like the problem of accessibility, lack of information, and 

security, etc. Hence, the SSI accounted for a major share 

within the priority sector advances till the year 1975. The 

post-nationalisation period witnessed an increase in the share 

of agriculture and particularly the share of 'other' priority 

sectors which increased from 6 per cent in 1969 to 20 per cent 

in 1984 of total priority sector advances. 

The evidence, thus, showed that the share of priority 

sector advances in total scheduled commercial bank credit, and 

the share of agriculture and 'other' priority sectors within 

the priority sector advances has increased substantially 

between the years 1969 and 1984. But still much has to be 

done on this front for which the banking system may have to 

face operational problems involved in providing credit to a 

large number of small borrowers. 

The operational problems arise because of the associated 

higher costs in servicing a larger number of small accounts. 

According to government policy, credit to priority sectors in 

the year 1981-82 was to be provided at a concessional rate of 

interest with a ceiling of 13.5 per cent, depending upon the 

purpose and the type of beneficiary as against a maximum inte

rest rate of 19.5 per cent for non-priority sectors. Hence, 

there may be no incentive for the banks to lend to the priority 

sectors particularly in situations where there is sufficient 
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Table 2.10 : Scheduled Commercial Banks' Advances to Agriculture 
and Small Scale Industry 

(Rs. in crores) 
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Year 

- - -
1969 

1972 

1973 

1974 

1975 

1976 

1977 

1978 

1979 

1980 

1981 

1982 

1983 

1984 

Agriculture 
-----------------------Amount Per cent of 

total priority 
sactor advances - - - - - - - - - - -

188 
(5.5) 
440 

(6.8) 
572 

(9.0) 
709 

(8.9) 
969 

(10. 7) 

1214 
(10.4) 

1399 
(10.4) 

1961 
(12.3) 

2521 
(13.2) 

3097 
(14.8) 

3901 
(14.9) 

4588 
(15.4) 

5275 
(15.3) 

6133 
(15.2) 

37.3 

38.1 

38.7 

37.3 

43.2 

43.1 

40.1 

43.7 

42.7 

42.6 

42.8 

42.9 

42.8 

42.6 

- -- - - - - - - - - - -

s.s.r. 
------------------------Amount Per cent of 

total priority 
sector advances - - - - - - - - - - - -

286 
(8. 4) 

598 
(11.3) 

759 
(12.0) 

1005 
(12.6) 

1118 
(12.4) 

1251 
( 10.7) 

1462 
(10.9) 

1848 
(11.6) 

2277 
(11.9) 

2793 
(11.9) 

3420 
(12.9) 

3921 
(13.2) 

4486 
( 13.2) 

5412 
(13 .4) 

56.7 

52.0 

51.3 

52.9 

49.9 

41.9 

41.1 

38.5 

38.4 

37.5 

36.7 

36.4 

36.; 

- - - - - - - - - - - - -
Note : Figures in parentheses are percentages to total bank 

credit. 
Source: RBI, Reports on Currency and Finance. 



80 

demand for credit from large borrowers. But the argument of 

profitability by the banks has to be balanced with the social 

objectives. Increased lending to priority sectors in line 

with the. government policy, will have a bearing on the profit

ability of banks. That is, to fulfil social objectives banks 

are faced with a combination of (a) increasing the efficiency 

of operations thereby reducing costs to compensate, at least 

partly, the decline in profitability due to increased priority 

sector lending, and (b) charging higher rates of interest for 

the non-priority sector advances to make good, even partially, 

the decline in profitability of banks, i.e., cross subsidisa

tion. 

To sum up, there was a substantial increase in priority 

sector advances by commercial banks during the period 1969-84. 

Agriculture and small-scale industry were the two major consti

tuents of the priority sector, accounting for 80 per cent of 

the total priority sector advances in 1984. The share of 

these two in 1969 was 94 per cent and, therefore, during the 

period 1969-84 there was a decline in the share of agriculture 

and small-scale industry put together in the total advances of 

banks to the priority sector. However, it may be noticed that 

the share of small-scale industry has declined from approxi

mately 57 per cent in 1969 to )7 per cent in 1984, whereas the 

share of agriculture has increased from about )7 per cent to 

4) per cent for the respective years. 

Section IV 

In this chapter, the formulation of credit planning is 
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presented bringing into focus the theoretical under-pinnings 

in determining the desired level of bank credit in relation to 

the Plan targets of output. The desired level of bank credit 
• 

is determined via the relationships between (a) output and 

money supply and (b) money supply and bank credit to the commer

cial sector. In the light of the importance that is being 

accorded to bank credit to the commercial sector, especially 

from the policy point of view, it is noted that the RBI's 

approach to money supply determination may be useful for pur

poses of credit planning. For, the RBI's analysis of 'Sources 

of Change of Money Stock' traces the sources of change in money 

supply to sectors of origin and also helps the monetary autho

rity to take a decision on the permissible level of bank credit 

to the commercial sector. It is of crucial importance since 

the other sources of changes in money supply viz., bank credit 

to the governmant sector and changes in foreign exchange assets 

are not amenable to the RBI's control. 

In this chapter the objectives of credit planning in 

India and analyses of impact of credit planning in terms of (a) 

rural-urban and state-wise disparities as to the availability 

of banking facilities, (b) sectoral distribution of credit and 

(c) priority sector advances are also presented. 

Three indicators are used in. our analyses, to study the 

imbalances between rural-urban areas as to the availability of 

banking facilities. These indicators are: (a) the percentage 

share of rural offices in total bank offices, (b) the percentage 

share of deposits and credit of rural offices in total deposits 
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and credit, and (c) credit-deposit ratios of different areas 

by population groups. It is observed that all these three 

indicators showed a trend which is in favour of rural areas. 

In other words, we found that the rural-urban disparities in 

terms of availability of banking facilities have declined. 

Similarly, our exercises regarding inter-State imbalances in 

terms of population per bank office and credit-deposit ratios 

of different States revealed that there has been a declining 

trend in the inequalities of availability of banking facilities 

among States. 

As regards sectoral deployment of bank credit it is 

observed that the share of industry has declined substantially, 

i.e., from 66 per cent in 1969 to 49 per cent in 1981, while 

the share of agriculture had gone up from 5.5 per cent in 1969 

to 17 per cent in 1981. However, agriculture which contri

buted 36 per cent of national income accounted for only 17 

per cent of bank credit, while manufacturing industry with 

only 16 per cent of national income accounted for 47 per cent 

of total bank credit in 1981. There is still, therefore, some 

scope for further improvement to correct the imbalances of 

availability of bank credit at the sectoral level. The industry 

level analysis did not show any clear-cut trend as to the 

relation between output and bank credit among different types 

of industries. 

Lastly, the evidence shows that the percentage share 

of priority sectors in total bank credit has been increasing 



and was around 37 per cent in 1984. Furthermore, there appears 

to be a good chance of achieving the target of 40 per cent of 

total bank credi~ to the priority sectors by March 1985. 

To conclude, it may be stated that the success of 

credit planning in India is satisfactory in terms of the 

objectives listed and analysed in the preceding sections. 
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Appendix II.l : Adjustmants Made for Ensuring Comparability of 
Data of National Accounts Statistics and 
Basic Statistical Returns 

For the purpose of comparison between the data publis~ed 

in National Accounts Statistics and Basic Statistical Returns, 

the following adjustments, by regrouping some of the industries, 

wherever necessary, are done. 

Basic Statistical 
Returns 

I. Mining and 
Quarrying 

II. a) Rubber and 
Rubber Products 

b) Plastic and 
Plastic Products 

c) Basic Minerals 

III. Basic Metals and 
Metal Products 

IV. Engineering 

V. a) Cement, Cement 
Products 

b) All other. 
industries 
not classified 
elsewhere 

National Accounts Statistics 

I. The figure for crude petroleum 
and natural gas has been deducted 
from Mining and Quarrying. 

II. a) Rubber, plastic, petroleum 
and coal products. 

b) Crude petroleum and natural 
gas. 

III. a) Basic metals and alloys 
industries 

b) Metal products and parts 
except machinary and transport 
equipments. 

IV. a) Machinary, machine tools and 
parte except electrical 
machinery 

b) Electrical machinery, 
apparatus, and appliances. 

V. a) Wood and wood products, 
furniture and fixtures. 

b) Non-metallic mineral products. 

c) Miscellaneous manufacturing 
industries. 



CHAPTER III 

DEMAND FOR BANK CREDIT BY LARGE CORPORATE SECTOR 

Introduction 

In Chapter II, the relationship between commercial bank 

credit and output has been analysed. However, the analysis 

made therein is at a fairly aggregative level, i.e., sectoral 

level like agriculture, industry and so on. The coverage is 

broad,even with regard to the analysis of sub-groups within 

the industrial sector, since registered and unregistered manu

facturing units are incorporated. It has also been seen that, 

among factors influencing money supply, it is bank credit to 

the commercial sector that ~s amenable to the policy control 

of the monetary authority. Furthermore, from the viewpoint of 

credit planning, as it has been defined in Chapter I, commer

cial bank credit to the commercial sector is very important. 

However, as the scope of the present study is restricted to the 

explanation of the relationship between credit planning and the 

finances of the large and medium public limited companies, in 

what follows an attempt is made to explain ~he determinants of 

outstanding bank credit to this group of companies. 

The chapter is divided into five sections. First section 

presents a brief analysis of the importance of two variables 

viz. output and inventory in explaining bank credit. In Section 

II are presented the sources of data and the variables used in 

85 



the analysis. The method of estimation and the specification 

of the equations are presented in Section III. The empirical 

results are presented and analysed in Section IV. A summary 

of the findings is given in Section v. 

Section I 

In this section, analyses of the relationships between 

(a) output and bank credit and (b) inventory and bank credit 

are presented •. 

Output and Bank Credit 

The RBI's credit policy, which is characterised as 

'controlled expansion', puts emphasis on meeting credit require

ments in relation to output growth in the economy. In other 

words, though the policy aims at restraint on credit expansion 

to check inflationary pressures, the endeavour is to meet the 

genuine credit requirements for increase in output. That is, 

providing adequate bank credit to a sector/industry based on 

their production plans in the light of the priorities laid down 

in the National Plan. The assumption that there exists a 

determinate and stable relationship between credit require

ments and production forms the basis and this relationship is 

termed as 'production elasticity of credit' or 'credit coeff

icient of production' which would measure the credit require

ments of a sector/industry in relation to production.1 The 

concept of production elasticity of credit assumes that for 

1 M. Narasimham, "Credit Planning: Its Hationale and 
Content," Prajnan, January-March 1972, p. 78. 
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every manufacturing activity there is a minimum credit need 

and that every increase in production is expected to lead to 

a corresponding increase in the need for credit. Further, 

credit creation in the economy cannot be out of tune with the 

trends in production for maintaining a stable price level. 

Shetty argues that, "Even on~ priori considerations, and as a 

first approximation, it could be hypothesised that credit for 

any sector or industry over a period (not necessarily in the 

short run) has to have some relationship with its performance 

in real terms particularly of output."1 The theoretical basis 

of a relationship between bank credit and output is that bank 

credit is one constituent of short term sources of funds and 

finances a part of the working capital of an industrial unit. 

Inventory and Bank Credit 

The determination of bank credit requirements by postu

lating a relation between inventory and bank credit also seems 

to be satisfactory. This is based on the argument that deci

sions of a firm regarding output are dependent on various 

factors operating simultaneously, like expectations regarding 

demand, market share, availability of raw materials, apart from 

availability of bank credit as such. Besides, knowing that 

bank credit is to finance short term requirements or current 

assets, it is reasonable to assume that bank credit is used 

mainly to finance inventory holdings which are a major item of 

1 S.L. Shetty, "Deployment of Credit: An Assessment of 
Structural Changes," in L.C. Gupta (ed.), Banking and Working 
Capital Finance, Macmillan, Delhi, 1978, p.l42. 
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current assets. In this connection, it may be added that 

changes in the availability as well as cost of bank credit will 

have its impact, first, on inventory rather than on output. 

This is because in the short run, presumably, the costs of 

adjusting output will be higher than the costs of inventory 

adjustments. 

However, three situations may be visualised in which 

inventory holdings ceteris paribus may be different for the 

same level of output and hence requirements of bank credit may 

be different for the same level of output. They are as follows: 

i) When realised sales and expected sales 
are equal the increase in finished 
goods inventory will be zero; 

ii) When expected sales are higher than 
actual sales the change in finished 
goods inventory will be positive; 
and 

iii) When actual sales exceed expected sales 
the inventory of finished goods will 
decline. 

Similarly, in a situation where both output and sales increase, 

other things remaining the same, one of the following three 

situations may be observed. 

(1) Output and sales change by the same amount. In 

this case, the increase in inventory is mainly due to higher 

levels of raw material requirements to sustain higher levels 

of output. Since we have assumed that the increase in output 

and sales are equal, the increase in finished goods inventory 

will be insignificant. Work-in-progress inventory remains 
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unchanged, ceteris paribus, for any level of output in the 

short run given the scale of output. 

(2) The increase in output is higher than the increase 
-in sales. In this situation, both raw materials and finished 

goods inventory will increase. Raw materials inventory will 

rise for the same reason as given in (1). Finished goods 

inventory will be high because the absolute increase in the 

volume of output is higher than that of sales. This is 

because of the discrepancy between expected and realised sales. 

In other words, the level of output will be decided on the 

basis o~ expected sales, and if at the end of the period 

actual sales are less than sales expected at the beginning of 

the period, there will be an increase in finished goods 

inventory. 

(3) The increase in output is less than that in sales. 

In this case, since current sales are higher than current out

put, inventory of finished goods will decline. In other words, 

realised sales are higher than expected sales and hence there 

is a decline in finished goods inventory. Inventory of raw 

materials with production process unchanged, however, will 

increase because of higher levels of output. The aggregate 

level of inventory, therefore, will depend on the balancing 

of these two components of inventory, moving in opposite 

directions. 

In the following sections the main focus will be on 

two issues, viz. (l) analysis of the major factors in explain

ing outstanding levels of bank credit to industry, and (2) 
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examining whether it is output or inventory that is signif

icantly related to bank credit. For this, we make use of 

regression analysis. The sources of data and variables used 

are presented in the next section. 

Section II 

Sources of Data 

In the analysis carried out here, industry refers to 

large and medium public limited companies as presented in the 

RBI's Company Finance Studies. Thus, the balance sheets and 

income and expenditure statements of this group of companies 

form the basic source of data. The period covered is from 

1965-66 to 1980-81. 1 However, certain problems arise in the 

use of these data because their coverage is not uniform. 

That is, data are not available throughout the period for the 

same number of companies. The coverage of the sample is 

changed on a quinquennial basis. The number of companies 

covered in the present analysis are 1501, 1650 and 1720 res

pectively for three periods, i.e. 1965-66 to 1969-70, 1970-71 

to 1975-76 and 1976-77 to 1980-81. Even within a period, 

though the coverage (i.e., the total number of companies 

covered) is kept constant, the sample number of companies for 
;' 

1 a) RBI, Financial Statistics of Joint Stock Companies 
in India 1960-61 to 1970-71. RBI, Bombay, August 1975. 

b) RBI, Financial Statistics of Joint Stock Com anies 
in India 1 0- to - • B , Bombay, • 

c) RBI, "Finances of Large and Medium Public Limited 
Companies," RBI Bulletins, (i) September 1977, (ii) May 1980, 
(iii) November 1981, (iv) July 1983. 
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different industry groups is not the same for all the years, 

during the period 1976-77 to 1980-81. Besides, the same 

companies might not have appeared in the samples throughout 

the period. However, this may not create a serious problem 

since we have used the same set of data for all the variables 

(except rata of intarest and inflation) like bank credit, 

output, inventory and trade credit. 

Variables Used 

Q • Value of output 

M • Value of inventory 

N • Net Trade Credit (sundry creditors - sundry debtors) 

I • Rata of Int=rest or Loan Rate 

Id • Rate of Interest on Debentures 

R • (I - Id) 
"' "' pt - pt-1 P • Rata of Inflation : P • ...:..~-----

Pt-1 
R"' • Real Rata of Interest (I • P•) 

P: • Expected Rate of Inflation 

P • Wholesale Price Index 

BC • Outstanding Bank Credit 

BCt_1 • Outstanding Bank Credit in period 't-1'. 

All variables with a bar, denote real magnitudes, i.e., 

nominal values deflated by wholesale price index. 

Section III 

Single equation regression models are used to explain 

the demand for bank credit by industry. Output is used as the 

major explanatory variable in some of the equations, along 
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with rate of interest, net trade credit and rate of inflation. 

In some equations, inventory is used as an explanatory vari

able in place of output. We have also tried to examine the 

hypothesis of partial adjustment, i.e., BC is used as an 

explanatory variable with one year time-lag. 

MOdel 

The demand for bank credit by industry is hypothesised 

to depend upon the level of output/inventory, rate of interest, 

availability of trade credit, and rate of inflation. The 

higher the level of output/inventory, ceteris paribus, the 

higher will be the demand for bank credit. A higher level of 

output/inventory requires larger amounts of funds to meet the 

working capital requirements and hence higher will be the 

demand for bank credit. On the other hand, the higher the rate 

of interest, representing cost of bank borrowings, the lower 

will be the demand for bank credit. However, the impact of 

rate of interest on demand for bank credit, in final analysis, 

has to be seen from the viewpoint of minimisation of total 

costs. This will bring into picture some other offsetting 

factors like ordering costs, discounts associated with bulk 

purchases and so on. We shall not be dealing with this aspect 

as the relevant data are not available. On theoretical grounds, 

rate of inflation is to have a positive relationship with 

demand for bank credit as, at high rates of inflation, a larger 

volume of funds will be required to finance the same level of 

operations or for holding the same quantum of inventory. The 

variable, net trade credit, if positive denotes that industry 
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is a net borrower of funds from other sectors or industries 

and is assumed to be inversely related with the dependent 

variable. On the other hand, if industry is a net credit giver 

to others, the coefficient of net trade credit variable is 

expected to appear with a positive sign. 

It is postulated that bank credit is linearly related 

to output/inventory and other explanatory variables. The 

simplest version of the regression model used is as given 

below: 

where BC • outstanding bank credit 
Q • value of output 
b • credit coefficient of production. 

• • • (I) 

Subsequently other variables, viz. rate of interest, rate of 

inflation, net trade credit have been introduced sequentially 

and also different combinations of these variables are 

experimented with. 

Similar equations, using inventory as the main expla-
. 

natory variable, are also estimated. The basic equation with 

inventory as explanatory variable is 

• • • (II) 

On the other hand, the third equation assumes partial 

adjustment of demand for bank credit to its desired level 

within each time period, i.e., one year. The specifications 

in equations I and II suggest that demand for bank credit is 

instantaneously adjusted with respect to output and inventory. 

A partial adjustment model, however, implies that the actual 
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level of bank credit corresponding to any set of the values 

of explanatory variables adjusts in each period by a fraction 

of the discrepancy between the desired and past levels of 

bank credit. That is, 

BCt- BCt_1 • )\(BC~- BCt_1) • • • ( 1) 

where BC~ • Desired level of bank credit. 

However, the desired level of bank credit, as is true of the 

actual level of bank credit, is assumed to be a function of 

output/inventory. Therefore, 

BC~ • a + bQt 

or 

BC~ • a + bl\ • • • 

In relation (1), A is the speed of adjustment para

meter with values lying between 0 and 1, i.e., 0 <A< 1. 

Substituting (1) and (2) in equation II, we get : 

(2) 

BCt • a )\ + b A 1\ + ( 1 - 1\ ) BCt_1 • • • (III) 

If A takes the value unity, it implies complete adjustment 

within one year and equation III is identical with equation II. 

The lower the value of )\ the slower is the adjustment process. 

We have also used, in some of the equations, different 

cost variables, like debenture rate of interest (Id) reflecting 

the cost of alternative source of funds, real rate of interest 

* (R ), i.e., nominal rate of interest adjusted for the rate or 

inflation, and the difference between loan rate and debenture 

rate of interest (R). Likewise, in some or the equations 

(eq. 43-56) expected rate of inflation (P~) is used. We have e 
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also tried with the price level (WPI) variable instead of rate 

of inflation {eq. 83-126). The model is estimated with both 

nominal and real variables. 

Section IV 

The equations are estimated by the method of ordinary 

least squares (OLS). The regression estimates in both nominal 

and real terms are presented in Appendix III.l for the three 

equations using output, inventory, lagged dependent variable 

along with other explanatory variables. However, here, we 

present two selected equations. The equations presented below 

are selected by a combination of criteria, i.e., appropriate

ness of the signs of coefficients, coefficient of multiple 

determination adjusted for degree of freedom (~.), 't' values 

of the 'b' coefficients and DurbinWatson Statistic(D.W.). 

Eq.No. 15) 

Eq.No. 36) 

BCt • -88.67 + 0.69 Mt 
{0.82) {11.66)~~ 

BCt • 320.47 + 0.15 ~ 
(5.39) (13.98)•• 

- 1.22 Nt 
(3.40) ~· 

'R2 • 0.986 

o.w •• 1.068@ 

• 0.991 

• o.w •• 1.625 

Figures in parentheses are 't' values. 

** - Significant at 1 per cent level. 

• - significant at 5 per ce·nt level. 

@ - D.W. Statistic in the inconclusive range at 
5 per cent level of significance. 
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In equation 15 inventory (M) and net trade credit (N) 

and in equation 36, output (~) and(N)are used as explanatory 

variables. In both equations outstanding level of bank credit 

is expressed as a linear function of inventory/output and net 

trade credit. The total explanatory power of the two equations 

is very high, i.e., 99 per cent. In other words, these two 

variables between them i.e., ,inventory and net trade credit 

or output and net trade credit, explain 99 per cent of the 

variation in bank credit. The coefficients of all the vari

ables in both the equations are statistically significant. 

There is no auto-correlation, judged by the D.W. statistic at 

5 per cent level of significance, in equation )6. However, in 

equation 15, the value of D.W. lies in the inconclusive range 

at 5 par cent level of significance. Therefore, positive first 

order auto-correlation among residuals cannot be ruled out. 

And this is further confirmed from equation 99, in which the 

D.W. statistic is 0.6;6 indicating the presence of auto

correlation. 

Moreover, equation 65, where both output and inventory 

are used as explanatory va'riables, suggests that output is 

significantly related to bank credit. In fact, the sign of 

inventory coefficient suggests an inverse relation between 

inventory and bank credit. The reason seems to be the problem 

of multi-collinearity as there is almost perfect positive 

correlation between output and inventory. The value of corre

lation coefficient between output and inventory is 0.995. And 

also to be seen in this connection is equation 66 where 
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inventory is regressed on output. The fit is highly satis

factory by the usual criteria and explains 96 per cent of 

variation in inventory. 

In other words, though output or inventory appear to be 

logical candidates to the explanation of.demand for bank 

credit, equations 65 and 66 make it clear that it is output \ 

which is crucial in the determination of both inventory and 

bank credit. As inventory is highly correlated with output, 

the former when used as an independent variable may probably 

be capturing the effect of output. 

On statistical grounds, therefore, the equations using 

output as an explanatory variable performed better than those 

with inventory as an explanatory variable. The set of aqua-

tions in both nominal and real terms with output as one of the 

explanatory variables on the whole gave better fit. It may, 

therefore, be stated that demand for bank credit by industry 

is significantly related to output and net trade credit. Almost 

similar results are obtained when demand function for bank 

credit is estimated in real terms (eq. 68). 

From the regression results reported in Appendix III.l 

it is sean that in most of the equations, rate of inflation 

* variable lP ) appears with a positive s~gn_contrary to the 

~ priori reasoning. Moreover, many of the equations satisfy 

other statistical criteria like absence of autocorrelation, 

high n2s and the coefficient of p* in most of the equations is 

statistically significant. In other words, a large number of 

equations ·where rate of inflation is used as explanatory 
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variable satisfies the normal statistical criteria, except 

the sign, and fits are good. The regression results are almost 

similar, so far as the sign of the coefficient of rate of . 
' inflation is concerned, in nominal and real variables as well 

* as when expected rate of inflation (Pe) or wholesale price 

index (WPI) is used as explanatory variable. 

Therefore, an explanation of the negative sign of 

* coefficient of P is in order, since ~ priori reasoning postu-

lates a positive relationship between rate of inflation and 

demand for bank credit. It is based on the assumption that 

bank credit is for meeting working capital requirements of 

which inventory holding is a major item. Therefore, to hold 

the same units of inventory when price level is rising, the 

industry's bank credit requiremez~ will be higher. Moreover, 

the argument crucially depends on the assumption that all 

prices, i.e., input and output prices of industry rise simul

taneously and instantaneously. If this were to be true the 

* coefficient of P should appear with a positive sign. 

Since, the coefficient of rate of inflation consistently 

appeared with a negative sign in most of the equations and also 

statistically significant, the assumption that input and output 

prices rise instantaneously resulting in a positive relation

ship between bank credit and output/inventory seems doubtful. 

Input prices include price of raw materials and price of labour 

(wage rates). A more plausible assumption, however, seems to 

be that different prices adjust with different speed, i.e., 

some prices adjust faster than other prices. As regards our 
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sample, viz., industry, there is no empirical evidence to 

contend which price, i.e., input or output price, rises first. 

Moreover, in general, it is difficult to disentangle a change 

in the price level and to state confidently as to which of the 

two prices, i.e., input or output prices, is leading or lagging • 

• But the negative sign of the coefficient of P indicates that 

output price leads and input prices lag, resulting in an incr

ease in additional generation of funds in the short run for a 

given level of output and hence a decrease in the bank credit 

requirements. 

However, the assumption that all input prices lag behind 

output prices seems to be a very strong one. Nonetheless, the 

coefficient of rate of inflation appearing with a negative sign 

is possible even with a weaker assumption of allowing instan

taneous adjustment of material input prices and of lagging wage 

rates. And this is not an unreasonable assumption if one takes 

into account factors like: 

a) the sample used for the analysis being big 
companies, there might be certain oligo
polistic characteristics allowing for control 
over their prices, 

b) the nature of wage contracts, typically 
extending over a period of, say, 3 or 5 
years, and 

c) the labour market conditions where, rela
tively, the supply is higher making the 
bargaining power of labour somewhat weak. 

Under these conditions, it may not be unreasonable to 

postulate a time lag in the adjustment of wage rates. Acceptance 
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of this assumption results in an inverse relationship between 

rate of inflation and demand for bank credit. This is illu

strated with an example. 
" Let us suppose that in time period 't', with zero rate 

of inflation the industry's output is 'X' units. To produce X 

units of output, let us also suppose that the input require

ments are 'a' units of labour and 'b' units of material inputs. 

Further, allowing for a certain rate of return, the relation

ship between the value of inputs (a and b) and output (X) may 

be shown as 

• • • (1) 

where A 1 and ;\ 2 denote the price per unit of output and 

material inputs & labour respectively. Consider that in 

period t+1 the output of industry remains unchanged. Now, 

superimposing the assumption that wages lag behind output and 

material input prices and also assuming that the rate of in

crease in these prices is equal to rate of inflation (lT) in 

period t+1, inequality 1 may be written as: 

••• (2) 

It should be noticed that in inequal1t1es(1) and(2),a and b are 

of the same magnitude, because of the assumption that output 

in t+1 remains unchanged at the same level as in period t. 

Inequalities(1)and(2)state that the revenue obtained from X 

units of output is larger by a certain amount than the expend

iture incurred on inputs a and b. However, with the assumption 

of lagged wages while other prices adjust to the rate of infla

tion, it may be seen that 
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( lTt\1 • A1) xt•l - [ A2a • (1TA2 • A2)b]t+l 

> A1 xt - A2(a+b)t • • • (3) 

Thus, it is to be seen that with the assumption of wages adjust

ing with a time lag, ceteris paribus, inflation results in 

generating a larger volume of sales revenue for any given level 

of output. And the larger the availability of internal sources 

of funds the lower will be the demand for bank credit. 1 There

fore, the net effect of a rising price level on demand for bank 

credit will be negative. 

The negative sign of the coefficient of rate of infla-
\ 

tion may also be justified from the viewpoint of credit policy I 
-

of the RBI. The main stance of the RBI's credit policy is 

'controlled expansion', i.e.-, allowing a rate of expansion in 

bank credit within certain limits so as to ensure price stabi

lity while simultaneously meeting all the genuine credit require-

ments to fulfil production targets. Naturally, following this 
'' • • \I 

policy of controlled expansion in periods of rising prices 

results in a restriction on the availability of bank credit. 

Moreover, the structural changes that have taken place in the 

banking system after bank nationalisation of 1969, resulted in 

an increasingly larger proportion of bank credit being made 

available to the priority sectors which, in turn, led to a 

decline in the share of industry in total bank credit. 

1 See, T.R. Venkatachalam and Y.S.R. Sharma, "An Econo
metric Analysis of Financial Behaviour of the Private Corporate 
Sector in India," Reserve Bank Staff Occasional Papers, Vol.), 
No.2, December 1978, p. 78. 

\ 
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As regards the variable of cost of credit, from the 

results reported in Appendix III.l, it may be se~n that the 

rate of interest (I) variable in most of the equations appears 

with a sign contrary to expectations. Moreover, in none of 

the equations, except in equations 94, 95 and 96, the coeffi

cients are statistically significant. It may also be seen that 
>I< 

evan these three equations, either contain P as an argum~nt 

of the function or has the problem of autocorrelation and, 

therefore, are not satisfactory. 

Further, from the reported regression results in 

Appendix, it may be noticed that equations using other vari

ables reflecting the cost of credit, viz., debenture rate of 

interest (Id) representing the cost of credit from an alterna-

tive source, the 

rate of interest 

difference between I and Id (R) and real 
>I< 

(R ) also did not perform well. In almost 

all the equations in which these variables are used they 

appear with wrong sign. It may be also noticed that inclusion 

of I sequentially, in different combinations of output/inven

tory and other explanatory variables, the standard errors of 

coefficients of output/inventory have increased, without any 

improvement in the overall statistical fit. Thus, the cost 

of credit variable do not show any systematic influence on the 

dependent variable BC. 

However, the above results do not exclude the possibi

lity that the rate of interest affects the demand for bank 

credit. For, it is essential to take into account the expect

ations r~garding future profits also to have an idea about 
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borrowers' response to changes in the rate of interest with 

respect to their demand for bank credit. Suppose that the 

central bank raises the rates of interest in a boom period 

when expectations about future profits are high (and decrease 

it when expected future profits are low). Then, even, an in

crease in the rata of interest may; ceteris paribus, tend to 

decrease the demand for bank credit and vice-versa, it may not 

be reflected in the regression results similar to that of those 

reported in the Appendix III.l. For, the expectations about 

future profits may tend to compensate or even overcompensate, 

the impact of a rise in the rate of interest on the demand for 

bank credit. Furthermore, the rata of interest used in our 

study being an administered rata, with marginal variation may 

not correspond to the rate of interest determined by the market 

forces of demand and supply a meaningful measure of the cost 

of bank borrowings. And this may result in interest rate vari

able in the demand function for bank credit to be not significant 

or even appearing with a perverse sign. 1 

1 See, (a) Gunnar Eliassen, The Credit Market, Invest
ment Planning and Monetary Policy - An Econometric Study of 
Manufacturing Industries, Almquist & Wiksell, StockholiD, 
pp. l0)-104. 

(b) Michael c. Lovell, "Determinants of Inventory 
Investment," in Models of Income Determination Studies in 
Income and Wealth, NBER, Princeton University ~ress, 1964, 
pp. 213-214. 

(c) C. P. Khetan, R. R. Waghmare and J. c. Handa, 
The Monetary Structure of the Indian Economy, Macmillan, 1976, 
pp. 59-60. 

(d) Reserve Bank of India, "The Incidence of Effect 
of Hates of Interest on Bank Credit," RBI Bulletin, February 
1976, p. 136. 
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Lastly, the use of lagged dependent variable BCt_1 as 

a regressor is based on the assumption of a partial adjustment 

hypothesis. However, it may be noticed that there is a general 

worsening of the overall statistical fit when BCt_1 is used as 

an additional explanatory var~able. The output/inventory and 

net trade credit variables, significant without BCt_1, lost 

statistical significance in many of the equations when BCt_1 
is added. It is also to be noted that since we have used 

lagged dependent variable as a regressor, the Durbin-Watson 

statistic may not be useful in testing for autocorrelation. 1 

Further, since there are only 16 observations, the Durbin ~ 

statistic suggasted for testing autocorrelation in such models, 

may not be helpful. 2 This is because the Durbin h statistic 

can be used only for large samples. Since equations not using 

BCt_1 give better fits than with BCt_1 we are inclined to 

reject the hypothesis of partial adjustment in the present case. 

Section V 

Conclusions 

The broad conclusions emerging from the preceding 

regression analysis are as follows. 

(1) Output and inventory are linearly related to and 

are of special importance in the explanation of outstanding 

levels of commercial bank credit for large and medium public 

1 J. Johnston, Econometric Methods, McGraw-Hill Inc., 
Tokyo, 1972, p. 252. 

2 Ibid., p. 313. 
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limited companies. 

(2) As regards the question of choosing betwaan output 

and inventory, it seems that output variable scores on stati-

stical grounds as explained in the previous section. However, 

we still think that in the determination of bank credit at 

firm/industry-group level, inventory may be an important vari

able since the inventory/output ratios of different industries 

may be different due to the nature of product, technology, trade 

practices, etc. This may result in varied demands for bank 

credit for the same levels of output in differant industries. 

Further work is to be done at a disaggregated level, i.e., 

industry groups/firms, to examine this point. 

(3) The output elasticity of demand for bank credit is 

0.92. That is a one per cent change in the level of output, 

other things remaining same, will be accompanied by 0.92 per 

cent change in demand for bank credit, in the same direction. 

(4) Trade credit variable is significantly, inversely, 

related to demand for bank credit by industry. It is in line 

with~ priori reasoning, since, for a given level of output, 

larger availability of trade credit, i.e., credit obtained by 

industry exceeding credit given by industry, may reduce the 

demand for bank credit by industry. This is so, because, a part 

of the working capital requirements are met by others (creditors) 

when industry is a net borrower in the form of trade credit. 

(5) The rate of inflation is inversely related to bank 

credit. Though it is at variance with the expected relation, 

from the point of view credit policy of the RBI it is in con

formity with the policy objective of restricting the supply of 
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bank credit in periods of inflation and also from the angle of 

desired structural changes in the deployment of bank credit. 

Further, as explained in the previous section, the additional 

generation of internal funds may act as a depressing factor on 

the demand for bank credit in periods of inflation. 

(6) The interest rate variable turning out to be insigni

ficant implies that it is rather availability of funds for 

firms that may be more important than the cost of credit, which 

needs to be examined. This is not surprising considering the 

fact that interest payments as a percentage of total expendi

ture, according to the data available from the studies on 

company finances of the RBI, are around 3 per cent. Besides, 

cost of funds from alternative sources may, perhaps, have an 

influence on demand for bank credit, rather than its own cost. 
. l This, of course, needs further empirical exploration. However, 

it may be stated that the higher the cost of alternative sources 

of funds like public deposits, 2 in relation to cost of bank 

credit, ceteris paribus, the higher will be the demand for bank 

credit. 

l See, (a) T.R. Venkatachalam and Y.S.R. Sharma, op.cit., 
P• 7S. 

(b) C.P. Khetan, R.R. Waghmare and J.G. Handa, op.cit., 
p. 7S. 

2 
closer 
due to 

We could not use interest rate on public deposits, the 
short-term alternative source of funds for industry, 
non-availability of data for the entire period. 
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Appendix III.I : Regression Equations of Demand for Bank Credit by Industry 

.. - - .. .. - - .. .. -- --- - .. - --- .. .. - - - .. --... - - - - .. .. - - .. --- - .. .. - .. --- - .. - .. -- .. - .. -- .. - - .. .. - --- .. - - -- .. -
Regression Coefficients and 't' values of 

Equation Intercept -----------•---------------------------------------------------------------------------------------------Number Q M N I Id R P• P: R• P BCt-1 lr2 D.~~. 
(I-Id) (I-P*) 

(1) (2) (3) (~) ( 5) (6) (7) (8) (9) (10) (11) (12) (13) (14) (15) - .. - .. - .. .. .. .. - - .. - .. - ... - - - - .. - .. - .. - .. - - .. - .. - - - .. --- ----------- ---- - .. - .. - ---- .. - - .. - .. .. .. .. ----
1 229.07 0.~9 0.975 0,744 

(3.18) (24.19) •• 

2 122.02 o.~3 27.00 0.974 o. 750 
(0.77) (5.77) .. (0,76) 

3 331.~7 0.52 -10.06 -12.20 0.989 1.922• 
(2 .69) (9.78) .. (0.41) (4.26) •• 

~ -99.26 0.66 -1,21 3.50 0.985 0.692 
(0. 70) (6.90) •• (3,12) .. (0,12) 

19~.53 0.60 -D.46 -10.&! -9.36 0.969 1. 58@ 
( 1.15) (6.73)•• (1.10) (0.~4) (2.45)• 

6 267.36 M~ 55.00 0.977 0, 76 
(3. 56) (12,09)•• (1.45) 

7 304.?7 o.~ 17.42 -11.19 0.989 1.69~ 
(5.54) (17.76)•• (0,63) (3.97)•• 

8 -29.51 o. 65 -1.12 32.67 0.966 0.813 (0.24) (8.66)•• (3.07)•• (1.07) 

9 166.10 O.S6 -0.46 17.46 .Q,36 0.969 1.423~ (1.21) (7.52)•• (1.10) (0,64) (2,20)• 

10 463.62 0.49 51.83 -87.63 0.976 0.846 
(1. 55) (5.80)•• (1.32) (1,32) 

11 567.61 O.S6 10,54 -67.74 -11.73 0.990 1.936• (3.06) (10,06)•• (D.40) (1.61) (4.35)•• 

12 450.61 0.64 -0,51 10,31 -69.76 -6.73 0.991 1.682@ 
(2.08) (7 .46)•• (1.26) (Q,40). (1. 70) (2.46)• 

13 219.63 0.73 -1.18 26,82 -80.52 0,986 0.974<e (0.93) (7.53)•• (3.26)•• (0.89) (1,63) 

14 269.42 0.50 -11.80 0.990 1.629* (6.00) (37.65)•• (4.57)•• 
15 -88.67 0.69 -1.22 0,986 1.068!! (0,82) (11.16)•• (3,40)•• 
.. .. -.. - .. .. .. - .. - .. .. .. ---............. -- .. - ..... --- .... -- .. - .. ---- .. - .... -.... - .... -- .... - .. ---- .. -- .. -- .. - ......... -

(continued) 
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AEE•ndix rrr.r : (continued) 

------------------------------------ .. ------- .. -.... ---- .. -- .. - .. ----"(i)·--·(2)·---i3j""""t4l (5) (6) (7) (8) (9) (10) (ll) (12) (13) (14) (15) 
- -- -- - - - - .. - -- - - - - - ------------ ....... --- ... ------------------------- .. - .. ------ .. --------
16 150.82 0.58 -0.48 -8.97 0.990 1.51@ 

(1.14) (8.34)** (1,12) (2.50)• 

17 91.45 0,17 0,70 0.992 1.446 
(1. 96) (J.12)** (5.72)•• 

18 8.18 O,lJ 21.35 0.69 0.992 1.655 
(0,093) (2.02)* (l,ll) (5.70)** 

19 112.11 0,24 9.53 -4.36 0.52 0.993 1,804 
(0. 90) (2.14)* (0.44) (1.17) (2,67)• 

20 135.95 0,18 0,16 11,84 -4.51 o. 57 0.992 1.898 
(0.93) (0.93) (0,35) (0.51) (1.15) (2.25)* 

21 21.13 0,10 0,10 23.08 o. 73 0.992 1.706 
(0.19) (0,51) (0.22) ( 1,07) (3.41)•* 

I 

22 419.54 0,12 0.988 1.14:62 
(9.31) (34.99)** 

23 359.85 0,12 12.43 0.987 1.1o51'£ 1 
(2.84) (8.97)•• (0,51) \ 

24 446.03 0.12 3.25 .6.63 0.992 1.895* 
(4.22) (11.55)•• (0,16) (2.88)•• 

25 266.89 0.14 -0.53 11,28 0,990 1. 5861'£ 
(2.23) (8.96)•* (2.16)• (0.52) 

26 415.07 0,13 -0.11 4.21 -5.76 0.991 l.a80@ 
(2.83) (7 .62)*• (0.32) (0,20) (1.58) 

27 448.46 0.12 39.25 0.989 0.888 
(9.44) (1?.81)•• (1.47) 

28 475.35 0,12 23.33 -6.08 0.992 1.539@ 
(11.79) (21.41)** (1.03) (2,69)¥* 

29 352.40 0,14 -0.49 32.11 0.991 1.362@ 
(5.64) (ll.48)n (2.09)* (1.34) 

30 445.46 0.13 -0.13 24.07 -5.07 0,992 1.541@ 
(5,08) (8,82)*• (0.38) (1.02) (1.45) 

--- - ... - - - --- - .. - - - - - - -- - - - - - - - - - - ---- -- .. - - - -- - -... - - - - ---- - - - - .. -- - - - - - --- - - - - - - - - ---
(continued) 
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Appendix III.I : (continued) 

--- - ------ - -- -----.. - -- - - - - - ---- --- -- - -- - --- - - - - - - - - - - - - - -- - .. - - - - - - - .. - - .. --- - .. - -
(1) (2) (3) (4) ( 5) (6) (7) (8) (9) (10) (11) (12) (1)) (14) (15) --------(!"·--------------------------------------------------------------------

31 650.46 0.13 36.03 -72.93 0.989 0.817 
(3.12) (9.35)** (1. 34) (1.69) 

32 64).97 0.13 21.07 -52.01 -5.91 0.992 1.3591!!1 
(3.76) (11.59)•• ( o. 92) (1.43) (2.61)* 

33 617.58 0.13 -0.09 21.66 -51.51 -5.23 0.992 1.37@ 
(J.OO) (8,00)•• (0,26) (0,90) (1.36) (1.48) 

34 508,96 0.15 -0.46 30,10 -57.70 0.991 1.27@ 
( 2. 52) (9.45)•• (1.92)• (1,23) (1.45) 

35 462.01 0,1) -6.69 0.992 1. 924* (12.07) (44.03)** (3.06)•• 

36 320.47 0.15 -0.54 0.991 1,625* 
(5.39) (13.98)•• (2,24)• 

37 438.19 0.13 -0.10 -5.91 0.<;92 1.917• (5.00) (9.46)•• (0.30) (1. 78)• 

38 225.46 0.06 O.S3 0,992 1.695 ().04) (3.09)•• (2.99)•• 
39 109.00 0.05 21.84 Q.56 0.992 1.807 (0.87) (2.02)• (1.14) (3.17 )•• 
40 232.96 0,07 14.44 -3.06 0.37 0.992 1.936 (1.23) (1.95)• (0,68) 1 o.a8) (1.34) 
41 225.93 0.05 0,27 16.38 -3.79 0.51 0.992 1.981 (1.16) (D.77) (0,61) (0.75) (1.01) (1.40) 
42 91.31 0.03 0.13 23,64 0,65 0.992 1.804 (0,64) (0.54) (0.31) (1.14) (1.91)• 
43 297.06 Q.42t* 34.89 -29.63 0.993 1.684@ 

(3.29) (10.55 (1.82)• (5.76)"* 
44 219.70 D.49r -0.30 28,06 -25.77 0.992 1.603@ 

(1.65) (5.53 (0,80) (1.33) (3.63)** 
45 442.31 0.48 * 20,72 -27.48 0.991 1.383® 

(7 ,37) (19.91) (0.84) (1,.65)•• 

.... ----------------- .. -------------- .. ---------------- .. ------------ .. ---- ...... ------
(continued) 
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46 275.59 0.55~ -0.47 1S.5) -21.67 0.991 l. )SS~ 
(2.00) (8.68 (l.)J) (0.77) (3.01) •• 

47 4)0,64 0.49 -2S. 96 0.991 1.091~ 
(7. 47) (41,2l)AA (5.19) .. 

48 25S,61 0.57 -0.49 -22.7 5 0.992 1.102~ 
(1.93) (9.S4)H (1.41) (),28)•• 

49 157.52 0.27 28.)2 -16.)7 0.)7 0.9Y4 1.711 
(1.42) (2.92)** (1.60) (1.93)* (1.87)• 

50 171.81 0,2) 0,11 )0.21 -16.40 0.41 0.99) l. 746 
(1,)4) (1,24) (0,26) (l. 52) ( l.S5) * (l. 59) 

51 405.76 0.11 )0,18 -17.65 0.99) 1.266@ 
(4,2S) (10,89)•• (1.60) (),42)¥* 

52 40).50 0.11 -0,01 29.96 -17.46 0.992 1.274® 
(). 29) (5.5))*¥ ( 0,0)) (1.43) (2,15)* 

53 544.06 0.12 26.9) -14.09 0.992 l.O?HI 
(10.26) (21.69) •• (1.20) (2,67)* 

54 49).09 0.1) -0.16 . 26.99 -11.29 0.992 1.21111 
(4.JS) (8.88)•• (0.52) (1.16) (l.47) 

55 5J3,S7 0.1) -15.)9 0.992 1.119® 
(10.0)) (4).57) •• (2.9))** 

56 4SJ, 51 0.1) -0.16 -12.6) 0.992 1.2S)Iil 
(4.24) (9.72)•• (0,50) (1.64) 

57 440.42 0,12 ?.56 0.994 1.650• 
(1), 70) (45.78)•• (3.91)•• 

5S 4)2.46 0.12 -0,04 7.29 0,99) l. 66811 
( 6.62) (9.70)** (0.14) (2.62)* 

59 )60,26 o.o8 0.21 6,29 0.)2 0.99) 1.874 
(). 79) (1.64) (0.58) (2,14)* (1,04) 

60 )62,60 0.10 5.82 0,20 0.994 1,850 
(),9)) (4.00)** (2.12)• (0,90) 

.. - .. - - ..... -- .. - .. - - ... -.... - - --- - - - ---- .. , - - - - - - --- -- - ---- - - - ... - - - ----- - - - ------ - ... - .. ---- .. --
(continued) 
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AEEendix III.! : (continued) 

------------------------------------------------------------------------------
(1) ' ( 2) (3) (4) (5) (6) (7) (8 l (9) (10) (ll) (12) (13) (14) (15) 

' ------------------------------------------------------------------------------
61 261.11 0.47 u.o1 0.991 1.684* 

(5.89) (36.78)•• (4.98)•• 

62 133.28 0.55 -0.46 9.26 0.991 1. 500@ 
(1.17) {0.06)•• (1.21) (2.95)** 

6) 181.80 0.24 0.12 6.29 0.49 O.Y94 1.900 
(1.85) (1.70) (0.30) (2.1ol• (2.4)) 

64 156.87 0.27 6.08 0.45 0.994 1.843 
(3.12) (4.13)•" (2.2))* (2.92) .. 

65 476.18 0.13 -0.06 0.9d2 1.038® 
(0.95) (3.32)•• (Q.46) 

66 404.47 0.26 0.957 1.08 
(3.08) (20,11)•• I 

67 J)l.61 0.61 -3.35 0,9'14 0.709 
(2.11) (3.83)•• (0. 74) 

68 223.82 0.62 58.18 -7 .)7 ().976 0.855 
(1.33) (4.10)•• ( l. 43) (1.42) 

69 -30.22 o. 75 -1.10 20.75 -).59 o. Y84 o. 797<~ 
(0.18) (5.65)•• (2.66)• ( o. 58 l (O.SO) 

0.861~ ( 70 416.)5 0.58 58.93 -4.08 0.977 
(2.62) (3.85)•• (1.54) (0.94) 

71 371.36 0.59 61,04 -46.25 -4.93 0.974 o.a6o"' 
(1.11) (3.48)•• ( l. 44) (D.52) (0.69) 

72 244.60 o. 70 -1.23 22.19 -96.05 1.90 0.985 0.99411 
(0,95) (5.22)** (3.00)•• (0.64) (1.36) (0,)2) 

73 -19.28 0.76 -1.19 -2.05 0.985 0.681 
(0.12) (5.87)•• (3.2))** (0.59) 

74 65.10 0.7) -1.08 )6.0) -2,62 0.985 0.91CNI 
(0,)7) (5.62)•• (2.87)•• (1.15) (0.75) 

75 6).48 0.16 0,14 33.92 -2,)6 0.71 0.991 1.692 
(0.50) (Oo75) (0.29) (1.27) (0,71) (3.2JJ•• 

--------- ---- - -- .. - - - .. - .. - .. - - - - - - - - -- - - - -- -- - - -- - - -- - .. ---- - ---- - -- .. - --- ----------
(continuud) 
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Appendix III.! : (continued) 

i1i--- "t2J---- (3j--- "t4J--- - (5j- -- "t6J--- - (7j--- "taJ·- -- (9j --- (1oJ--- -1i1i --- (12l- -- "ti3j -- "ti4i - - (15J- -
~ -------------------- ----- ---- ---- - - - --------- ---- ------ - ---------- -- ~ --------- -

76 

77 

78 

79 

80 

81 

82 

83 

85 

86 

87 

75.30 
(0.58) 

44.33 
(0.43) 

523.90 
(4.42) 

441.77 
(3.35) 

309.81 
(1.97) 

570.57 
(4.92) 

389.15 
(2.48) 

602.05 
(2.60) 

537.33 
(2.55) 

322,28 
(2.11) 

146.64 
(0.90) 

136.56 
(0.80) 

184.30 
(1.10) 

0.15 
(6.76)H 

0.14 
(6.89)** 

0,15 
(7.27)•• 

0.14 
(6.75)*" 

0.14 
(7 .32) .. 

0.14 
(6,21)•• 

0.14 
(6.90)•• 

0.15 
(7.51)•• 

0.06 
(1. 57) 

0.04 
(0.60~ 

0.06 
(0.93) 

0.20 
(0.95) 

0.20 
(1.71) 

-0.08 
(0.17) 

-0.45 
(1.42) 

31.14 
(1.31) 

36.49 
(1.30) 

19.78 
( o. 67) 

42.13 
(1. 59) 

-0,45 33.33 
(1.61) (1.31) 

40.74 .. -50.57 
(1.41) (0,85) 

-0,61 21,12 -86.62 
(1.92)• (0.76) (1.53) 

-0.53 
(1.88). 

0,22 
(0.49) 

-0,02 
(0•04) 

26.99 
(1.13) 

32.89 
(1.19) 

0.02 
(0.01) 

-2.25 
(0.72) 

-2.31 
(0.95) 

-4.37 
(1.53) 

-1.51 
10.44) 

-2.66 
(1.15) 

-0,64 
(0.26) 

-2,17 
(0. 56) 

3.28 
(0. 73) 

-0.03 
(0.01) 

-1.06 
(0.39) 

-1.63 
(0.53) 

0.69 
(0,28) 

0.67 0.991 1.420 
(2.99)** 

0,66 0.992 1.633 
(5.06)•• 

0.988 1.100@ 

0.9M 1,020@ 

0.989 1.487@ 

0.989 0,837 

0. 990 1. 321@ 

0.988 u.817® 

0.990 1.464@ 

0.990 1.623@ 

0.52 0.992 1.782 
(2.47)• 

0,66 0.991 1.778 
(1.87)• 

0,55 
( l. 58 J 

0.991 1.741 

- ----------- - - -- - - - - - ----- - - - - - -- - ----- - ---- - - - --- - - - --- ------- - -- ----- --------
(continued) 



Appendix III.I : (continued) 

- - ------ ---- ------- ----------- - - - - - - ------ - - - - -- - - - - - - - - - - - --- - -. ------ -~ ----Eouation 
NUmber Intercept il I P• p R"' 

{I-P•) 
o.w. 

-- - -- - - ------ -- -- - - ----- - -- - - - - - - --- - - - - - ------ - - - --- - - -- - - - - - -- - - - ---------
89 

90 

91 

92 

93 

94 

95 

96 

97 

98 

99 

100 

101 

102 

103 

104 

7.92 
(6.41) 

4.95 
(4.67) 

8,86 
(8 .15) 

5. 76 
(4.22) 

8.66 
(9.31) 

7.31 
(8.86) 

6.34 
(5.89) 

6.79 
(5,29) 

4.99 
(4.78) 

5.36 
(2.72) 

0.13 
(0.68) 

6.55 
(4.25) 

2,)5 
(1.24) 

5. 76 
(4.44) 

4.30 
(2.95) 

0,06 
(3,82)•• 

0.13 
(7,00)•• 

0,05 
(J.J1l•• 

0.11 
(4.60)•• 

0.06 
(5.15)*• 

I 
0,12 

(6.03)** 

0.14 
(5.23)•• 

0,12 
(5.63)** 

0.14 
(6.44)** 

-M5 
(0, 94) 

-0,21 
(0.53) 

-0.03 
().58)** 

-0,36 
(3.22)** 

-0,23 
(1.94)* 

-0.77 -0.15 

0,33 
(3.69)** 

(2.55)• (1,18) 

0,63 -0.94 
(6,06)•• (3.71)** 

0,27 
(3.83)** 

0.51 -0.69 
(5.11)** (2.92)** 

0.34 
(5.88)•• 

0.47 -0.13 
(5.23)•• (1.76) 

3.44 0,49 -0,17 

-0,08 
(3.60)** 

-0.06 
(3,21)•• 

-0.06 
(2,03)• 

-0,08 
(4.40)** 

-0,08 
(4.47)•• 

0,07 
(2.67)•• 

0.02 
(2.94)•• 

0.07 
(3.33)** 

0,05 
(2,55)* 

0,475 

0.772 

0.635 

0.771 

0.717 

0.835 

0.686 

0.779 

0.457 

o. 716 

0,684 

0.801 

0.765 

0.798 

0.503 

0.880 

1.429@ 

1. 704* 

1.134@ 

1. 750@ 

0.750 

0.636 

0.901 

1.145@ 

1.24711 

1.492@ 

0.653 
(1,51) (3.53)** (1.52) 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - ~ - - " - - - - - - - - - - - - - - - - - " " - - - - (c;n;i~u;dj - - - - -
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Appendix III.! : (continued) 

.. - -- - .... ----- ... - ------ -----... - - - --- - - -- - - - --- .. ----- --- - - .. -- -- -- - .- -.. - - - - -- - ----Equation Intercept ~ M ll' I Id R P• p R* llrrt-1 lr2 o.w. Number 
(I-Id) U-P•) 

-- - .. -- - ------- ----- - - -- --- - -- ----- - - --- - --- .. - ----- -- ---- .. - .. .. .. - .. -- - - .. --- - - .. --
105 2.99 0.51 -0.)9 -0.04 -0.06 0.794 1.283@ (1.44) (5.04)** (0.88) (0.37) (2.44)• 
106 0.09 0.66 -1.16 -0.10 0.709 o.ao4 (0.05) (5.35)•• (3.20}*¥ (0.84) 

107 1.91 o. 58 -0.01 o. 569 0.583 (0.81) (4.10)•• (2.16)• 
108 1.16 0.59 0,27 -0,03 0.567 0.643 (0.46) (4.15)•• (0.96) (1.71) 
109 0,17 0.59 -1.21 0.07 0.003 0.684 0.817@ (0.08) (4.90)** (2.33)* (0,29) (0,14) 
110 2.39 - I o. 58 0,28 -0.02 o. 572 0,703 (0.99) (4.12)•• (1.05) (2.31)• 
111 2,16 0,58 0.28 -0.23 -0.02 o.m 0.694 ( o. 59) 0.90)•• ( o. 97) (0.39) (0.88) 
112 3.05 0.57 -1.48 0.08 -0.71 0.03 o. 713 1.233~ (1.07) (4.87)** (2.81)*• (0.34) (1.46) (1.16) 
113 0.31 o. 59 -1.26 0.01 o. 708 0.810 (0.15) (5.09)•• (2.68)•• (0.80) 
114 0.74 0.59 -1,20 0.20 0,002 o. 703 o.noig! (0.35) (5.05)•• (2.51)* (0.91) (0.21) 
115 0.01 0.53 -1.06 0.15 -0.00~ 0.11 0.656 0,902 (0,01) (2.39)• (1.52) (D.43) (0.11 (0.35) 
116 0.31 0.58 -1.24 0,01 0.03 0.681 0.82) (0,15) (3.09)** (2,)0)* (D.74) (0.10) 
117 0.10 0.35 0.45 -0.04 0.43 0.615 1.095 (0,04) (1. 77) (1.57) (2.15)• (1. 58) 
:us 4.91 0.16 -0.03 0,791 1.024~ (4.86) (6.96)•• (4.70)** 
119 4. 75 0.16 0,08 -0.03 0.777 1,003@ 

(4.30) (6.69)** (D.43) (2.51)• 
120 4.66 0.15 -0.46 o.o1 -0.02 0.777 1.225@ (4.21) (6.23)** (1.02) (0,07) (1.1.95) - --------.. - .. ------ -- .. - - -- --- -- -- - - ---- -- -- -- - --- - .. ----- - - ---------- - --- ------

(continued) 
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Appendix III.I : (continued) 

- - - - - - --- - - -- - --- - - - - - - - - - - - -- - - - - - - - - - - -- - - -- - - - - - --- -- - - --- - ------- --- - - --
Equation Intercept 1l" R N' I Id R p~ p R• lllrt-1 

li2 D.W. Number 
(I-Idl (I-P~) 

" - --- -- - - - --- - - - - - - - - - -- - - -- - - - - -- - - - - - -- - - - - --- ~ - - - -- - -- - - - - - - ---- - -- ----
121 5.16 0.16 0,11 -0,03 0.779 0.9S$@ 

(4.55) (6.6Jl•• (0.55) (4.17)•• 

122 1,.89 0.15 -0.1,5 o.o8 -0.02 0,781 1.186@ 
(1,,22) (6.20)•• (1.06) (0,44) (1.58) 

123 5.J6 0.16 0,10 -0.15 -O,OJ 0, 759 0.989@ 
(2,60) (6,Jll•• (0,46) (O,J6) (1.44) 

124 6.18 0.15 -0.63 0,02 0.)8 -0,001 0.772 l,J28@ 
(2.93) (5.69)•• (1.27) (0,09) (0.85) (0.07) 

125 1,.68 0,15 -0,1,7 -0.02 0.796 1.235@ 
(1,,60) {6.50)•• (1.15) (1,58) 

126 3.89 0.14 0.17 -0.03 0,761, Llu9@ 
(2.10) (J.4il** (0,67) (2.50)* 

127 1,,27 0.14 -0.41 0,06 -0.02 0.757 1.248@ 
(2,21) (J,50)** (0.82) (0,21) (0,9J) 

128 4.52 0,15 -0.1,6 -0,02 0, 778 1.258@ 
(),16) (1,,29)•• (1.08) (1.46) 

- - -- -- - - - - - - -- - - - - --- - - - - - - - - -- --- - -- - - - - - - - - - - -- - --- - - - -- -- - - - - --- ---------. 
~ : ~• Significant at l per cent level. 

List of Variables Used: 

Q • Value of output 

M • Value of inventory 

N • Net trade credit 
(Sundry Creditors - Sundry debtors) 

I • Rate of interest or loan rate 

Id • Rate of interest on debentures 

R • (I - Id) 

* Significant at 5 per cent level, @ D.W. statistic in the inconclusive range at 5 per cent level 
of significance. 

P* = Rate of inflation; 
p - p I P* • t t-

Pt-1 

R* • Real rate of interest (I - P*) 

P: • Expected rate of inflation 

P = Wholesale price index 

BC • Outstanding bank credit 

BCt-l • Outstanding bank credit in period t-1, 

All variables with a bar denote real magnitudes i.e., nominal values deflated by wholesale price index, 



CHAPTER IV 

WORKING CAPITAL ANALYSIS 

Introduction 

In Chapters II and III the relationship between output 

and bank credit has been analysed. In Chapter III an analysis 

of demand for bank credit is presented using single equation 

regression models. It is found that output is an important 

variable in the explanation of outstanding bank credit. The 

estimated production elasticity of bank credit is approxi

mately 0.92. The production elasticity of bank credit approach 

to the determination of the requirements of bank credit• 

relies heavily on the assumption that every increase in output 

necessitates a certain increase in demand for bank credit. But 

this approach to the determination of bank credit ·does not 

distinguish between bank credit being used for long-term 

investment and for financing working capital requirements. 

The distinction, however, is crucial particularly in the Indian 

context because of two reasons. Firstly, industry in India 

relies heavily on bank credit as a source of short-term 

finance; secondly and more importantly from the viewpoint of 

credit planning, as discussed in Chapter II, bank credit to 

the commercial sector becomes an important variable not only 

because of the objective of price st~bility but also because of 

the objective of deployment of bank credit among various 

sectors in line with national plan priorities. 

116 
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Bank credit to industry is mainly to finance working 

capital requirements. An approach to the determination of 

bank credit making a distinction between working capital re

quirements and other investment requiremsnts is, therefore, 

essential. The distinction between working capital and other 

investment requirements also brings into focus the correspon

dence of different sources of funds, used to finance working 

capital and fixed capital, apart from bank credit, viz. other 

short-term borrowings, long-term borrowings and owned funds. 

The present chapter is divided into four sections. 

Section I deals with the definition of working capital. In 

Section II, the analyses of working capital and the structure 

of current assets and current liabilities are presented. In 

Section III, the pattern of working capital, using the working 

capital gap approach, is presented. Conclusions are presented 

in Section IV. 

Section I 

Definition of Working Capital 

Broadly, there are two views regarding the definition 

of working capital. The term working capital is used both as 

a 'gross' and a 'net' concept. Net working capital refers to 

the difference between current assets and current liabilities. 

Gross working capital represents the total amount of funds used 

for current operating purposes, i.e., total current assets. 

The choice between the two concepts depends upon the purpose 

in view. For example, if the objective ·is to judge the current 
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financial soundness or the short term liquidity of a concern, 

the net concept is more meaningful; however, if the purpose 

is to assess how efficiently the current assets are being used, 

it is the gross working capital that ought to be used. Accord

ing to Dockeray and Husband, "Management prefers gross working 

capital or total current assets concept. ••• it takes into 

consideration all the current resources of the enterprise from 

whatever source derived and their application to the current 

and future activities of the enterprise."1 From the lender's 

point of view, however, the concept of net working capital is 

more relevant since he is more interested in the liquidity 

position of the enterprise that will ensure the timely repay

ments and minimise the risk of default. 

It is appropriate to bring out the distinction between 

current and non-current assets/liabilities, since working 

capital has been defined either as net current assets, or as 

total current assets. Assets and liabilities are classified 

into current and non-current items depending upon their 

maturity. Current assets are those which are convertible or 

tend to be converted into cash within a short period of time, 

normally one year. Likewise, current liabilities are obliga

tions which fall due for payment within a year. It is, thus, 

obvious from lenders' point of view that current assets, 

besides providing an adequate cover to meet the current 

1 J.C. Dockeray and W.H. Husband. Modern Corporation 
Finance. Richard D. Irwin, Inc., Homewood, Illinois, 1966, 
p. 536. 
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obligations as they mature, should also have the quality of 

liquidity. This implies that there should be a continuous 

and uninterrupted transformation of current assets into cash 

involving a circular flow from cash to inventories to receiv

ables and back into cash. Any interruption of this cycle 

results in the disruption of normal production and sales. 

Current assets would thus comprise, apart from cash itself, 

investment in marketable securities, accounts receivables and 

inventory. Similarly, current liabilities are those obliga

tions maturing within a year and thus con~titute all short-term 

borrowings, current provisions, and accounts payable and other 

short-term debtor balances. 

The one year criterion used for separating assets and 

liabilities as current and non-current is based on practical 

convenience and convention. There is, however, another 

approach to determine the currentness of assets and liabilities 1 

viz., the operating cycle criterion advocated by the American 

Institute of Certified Public Accountants (AICPA). The AICPA 

proposed a departure from any narrow definition of strict one 

year interpretation for separating current assets/liabilities 

as follows: 

"For accounting purposes the term current assets is used 

to designate cash and other assets or resources commonly iden

tified as those which are reasonably expected to be realised 

in cash or sold or consumed during the normal operating cycle 

of the business~ The term current liabilities is used princi

pally to designate obligations whose liquidation is reasonably 
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expected to require the use of existing resources properly 

classifiable as current assets or the creation of other 

current liabilities."! . 
The concept of operating cycle, thus, becomes crucial 

in determining current assets and current liabilities. An 

operating cycle is defined as, "the average time intervening 

between the production process and the- final cash realisation."2 

The length of the operating cycle of any unit involved 

in production is the time taken from the acquisition of raw 

materials to the realisation of cash from sales. Thus, the 

operating cycle consists generally of four phases in the 

following sequence: (a) the acquisition of raw matarials and 

other resources, (b) the production process, (c) storage of 

final goods, i.e., the time taken for marketing of goods, and 

(d) realisation of cash from goods sold. The finances required 

to complete an operating cycle, i.e., the amount of funds 

required to maintain a certain level of inventory and receiv

ables in relation to output/sales, is considered to be the 

working capital requirement of the enterprise. 

Park and Gladson argued that the AICPA concept of 

operating cycle is in several respects a forward step towards 

realism than the conventional one-year accounting period concept. 

1 S.A. Murali Prasad, "Evaluating Working Capital Require-
ments," in S.L.N. Simba and A. Raman (ed.). Credit Planning 
and Policy, Vora and Co., Bombay, 1974, p. 82. 

2 c. Park and J.W. Gladson. Working Capital. Macmillan, 
New York, 1963, p. 12. 
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According to them, it will provide, "a specific time period 

basis (a) for tracing the flow of strategic working capital in 

a business, and (b) for measuring the fund of working capital 

which the management may commit to the productive activities 

of the business."1 One major point in favour of the operating 

cycle concept is that it facilitates the estimation of working 

capital requirements of the unit concerned in a more scientific 

way taking into account the nature of the industry or unit, 

technological factors as well as trading conventions. It thus 

helps in the batter management of current assets and hence 

management of working capital. 2 In the following sections an 

attempt is made to present the trends and pattern of working 

capital with respect to the medium and large public limited 

companies, which will be referred to as the RBI's sample 

companies, hereafterwards, for the period 1965-66 to 1980-81. 

For this purpose, we make use of the data on Company 

Finance Studies published by the Reserve Bank of India.3 The 

absolute figures may not be comparable since the coverage of · 

the sample is different for the three periods. The number of 

companies included in the sample are 1501, 1650 and 1720 for 

periods 1965-66 to 1969-70, 1970-71 to 1975-76 and 1976-77 to 

1980-81, respectively. However, the rates of growth and ratios 

1 Ibid., P• 3. 

2 See S.K. Chakraborthy, "Operating Cycle and Working 
Capital Management," Economic and Political Weekly, August 25, 
1973, pp. M69-M76. 

3 See for further details, footnote 
Chapter III. 

, p. , 
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of different variables may not be subject to this limitation 

in revealing the broad trend over the period of time. First, 

we shall present the analyses regarding the volume or quantum 

of working capital and structure of working capital. Secondly, 

the composition of current liabilities and changes in it over 

the period of analysis are presented. 

Section II 

Volume of Working Capital 

The importance of the magnitude of working capital may 

be understood from two aspects. Firstly, the rate of growth 

of an economy is a function of capital accumulation. Inven

tories (a major component of working capital), and changes in 

it, form a part of total capital formation. Secondly, the 

optimal utilisation of fixed assets is related to the optimal 

utilisation of working capital. 1 Working capital and utilisa

tion of working capital, therefore, have a bearing on the pace 

of economic development. 

The analysis of the magnitude of working capital is 

carried out, under both approaches, viz., gross and net 

approaches. It may be seen from the basic data presented in 

the Appendix IV.l, that there was a continuous increase in the 

level of working capital throughout the period of analysis. 

The annual rates of growth in gross working capital are 

presented in Col.l of Table 4.1. 

1 See: S. Chakravarthy, "Working Capital Management and 
Economic Growth," in L.C. Gupta (ed.J, op.cit., P• 25. 
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Table 4.1 : Trends in Gross Working Capital (GWC) 

------ - - - - - - - - - - - - - - - - - - - - - - -Annual Rate GWC as per cent GWC as per 
Year of Growth total Assets cent Output 

(Per cent) 
(1) (2) (3) 

- - - - - - - - - -- - - - - - - - -------
1965-66 
1966-67 
1967-68 
1968-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 

- - -

12.4 
8.1 
7.5 
9.7 

16.6 
10.6 

5.7 
15.7 
22.8 
8.1 
3.5 
8.1 

12.1 
14.8 
15.6 

- - - - - - - - - -

54.9 
54.5 
54.8 
55.5 
56.9 
57.0 
58.6 
58.4 
60.3 
62.4 
62.0 
61.3 
61.0 
61.7 
62.8 
62.5 

56.7 
57.2 
57.7 
57.3 
56.4 
56.2 
55.6 
54.0 
56.2 
53.5 
53.1 
50.4 
49.6 
49.4 
49.9 
49.0 

- - - - - - - - - - -- -
As seen from the Table the rates of growth varied very 

widely ranging from 3.5 in 1976-77 to 22.8 in 1974-75. The 

variations in the annual rates of increase in working capital 

may have to be explained in terms of variations in its 

components and factors influencing the changea in these 

components. This will be done later while presenting the 

structure of working capital. 

In Table 4.1, columns 2 and 3 present working capital 

as a percentage of total assets and of output, respectively. 



124 

It is noticed that working capital as percentage of total 

assets ranged from 54.5 in 1966-67 to 62.8 in 1979-80. Another 

feature of this ratio is th~t there was a gradual increase in 

it over the period of analysis. This gives an idea of the 

importance of managing working capital as a part of total 

operations of industry since current assets or gross working 

capital accounted for more than 60 per cent of total assets 

or total capital employed from the year 1973-74 onwards. 

The increase in working capital as per cent of total 

capital employed may be interpreted as due to either efficient 

utilisation of fixed capital or an increase in current assets 

at a rate higher than in other assets. The increase in current 

assets at a higher rate was again due either to accumulation 

of inventory or to an increase in credit sales since these two 

accounted for more than 90 per cent of current assets of the 

sample companies analysed. This will be examined later while 

discussing the structure of working capital. 

The other ratio, viz., the ratio of working capital to 

output, denotes the efficiency of utilisation of working 

capital. In other words, this ratio presents the amount of 

worki~g capital per unit of output. It may be observed from 

Table 4.1 that there was a decline in the ratio over the period 

under study. The minimisation of ratio of working capital to 

output implies a better utilisation of current assets. Thus 

the two ratios, viz., working capital to total assets and 

working capital to output, viewed together leads to the con

clusion that the overall importance and efficiency of working 
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capital increased during the period 1965-66 to 1980-81 • 

.Now, we shall present the analysis of magnitude of 

working capital in terms of net working capital approach. From 

the data presented in Appendix, it may be observed that net 

working capital increased from Rs. 441 crores in 1965-66 to 

Rs.2181 crores in 1980-81. However, the annual rates of growth 

in net working capital presented in column 1 of Table 4.2 

showed a very wide variation over the years. 

Table 4.2 : Trends in .Net Working Capital (.NWC) 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Year 

Annual Rates of 
Growth (Per cent) 

(1) 

NWC as per cent of 
Total Long-term Funds 

(2) - -- - - - - - - - - - - - - - -- - - - -- -- - - - - -
1965-66 
1966-67 
1967-68 
1968-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 

Negli. 

" 
13.6 
16.2 
27.1 
15.7 
12.2 
13.6 
16.5 
Neg. 

Negli. 
1.5 
7.7 

21.9 
15.3 

18.5 
16.6 
15.8 
17.0 
18.6 
22.6 
24.6 
25.5 
26.7 
2:/.4 
24.5 
23.5 
22.1 
21.9 
23.8 
23.4 

- - - - - - - - - - - - - --- -- - - - -- - - --
Note : Neg. • Negative. 

Negli. • Negligible. 
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The annual rat~s of growth were negligible for some of 

the years and even negative in the year 1975-76 while the 

highest rate of growth of 27 per cent was registered in the 

year 1970-71. Since net working capital has been defined as 

current assets minus current liabilities, the variation in the 

rates of growth of net working capital is dependent on the 

levels of and relative rates of growth in current assets and 

current liabilities. Thus, the factors that influence the 

magnitude of net working capital reflect the effect of not only 

the internal policy decisions of a firm like inventory manage

ment, trade credit practices, investment and cash management 
I 

but also exogenous influences like the availability and cost 

of credit from various sources. However, it has to be noted 

that, to a certain extent, inventory and trade credit are also 

subject to external influences and there was no clear-cut 

trend in the annual rates of growth of net working capital. 

Another ratio presented in column 2 of Table 4.2 is 

the ratio of net working capital to total long-term funds. 

This ratio indicates the contribution of shareholders funds 

and long-term borrowings towards financing current assets. For, 

net working capital being the excess of current assets over 

current liabilities, by balance sheet identity, it must have 

been financed by shareholders' funds and long-term borrowings. 

There was an increase in this ratio till 1974-75 and there

after it registered a decline. It may, therefore, be stated 

that after 1974-75 the contribution of long-term funds towards 

financing current assets declined. 
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Structure of Working Capital 

Now, we may turn to analysing the structure of working 

capital. Current assets comprise (a) inventory, (b) loans and 

advances and other debtor balances, (c) quoted investments, 

(d) advance tax payments, and (e) cash and bank balances. The 

composition of these items in current assets or gross working 

capital is presented in Table 4.). 

Table 4.3 : Structure of Gross Working Capital 

(In percentages) - - -- - - - - - - - -- - - - - - - -- - -
Year Inventories 

(1) - - - - - - - - - - - - - - -
1965-66 
1966-67 
1967-68 
1968-69 
1969-70 
1970-71 
1971-72 
1972-7) 
197)-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 

58.2 
58.1 
59.0 
56.2 
55.2 
55.8 
57.1 
57.1 
56.9 
60.0 
57.5 
54.) 
5).4 
54.9 
56.) 
56.9 

Receivables 
(2) ------

31.7 
)2.6 
)2.6 
)4. 7 
35.1 
)4.9 
)4.2 
)4.1 
33.1 
31.9 
34.0 
)7.0 

)7.4 
)6.5 
36.1 
37 .o 

Others 
()) 

10.1 
9.3 
8.4 
9.1 
9.7 
9.) 
8.7 
8.8 

10.0 
8.2 
8.5 
8.7 
9.2 
8.6 
7.6 
6.1 

- - - - - - - - - - - - - - - - - - - -- -- --- - - - - -
It is noticed that inventory was the most important 

item of gross working capital, which accounted for more than 
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55 per cent of current assets, followed by loans, advances 

and other debtor balances or receivables. These two items 

together constitute~ more than 90 per cent of current assets 

in all the years, i.e., from 1965-66 to 1980-81. The other 

three components, viz., (1) quoted investments, (2) advance 

tax payments, and (3) cash and bank balances formed less than 

10 per cent of current assets and are presented in the Table 

4.3 as 'others'. 

A cursory glance at Table 4.3 reveals that inventory as 

a proportion of current assets declined after 1975-76. The 

decline in inventory as a proportion of gross working capital 

indicates that due to constraints on bank lending, inventory's 

share in current assets declined. While increase in the 

receivables seen along with a declining trend in the ratio of 

sundry debtors to sundry creditors (see Table 4.5) points to 

the fact that in periods of constraints on the availability of 

bank credit, reliance on trade credit will be higher. This 

point will be discussed in detail in the next section. 

It is, thus, seen that inventory and receivables con

stituted more than 90 per cent, of current assets and deserve 

further analysis. The analysis regarding inventory is 

presented first. 

Inventory comprises raw materials, work-in-progress, 

stocks and stores, and finished goods and hence depends both 

on level of production and sales. Raw materials and stores 

and spares are related to output whereas finished goods 

inventory is dependent on sales as well. For any firm as an 
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on-going concern there is always a certain minimum level of 

inventory to be carried, determined by technological and 

business conditions. Firms may also hold some inventory over 

and above this minimum level as a margin of safety. This is 

because forecasting always involves some element of uncertainty 

and hence to minimise loss due to the deviation or variance 

between expected and realised sales, firms are justified to 

hold inventories to cover this, over and above the minimum 

requirements. Another argument is that firms, with a view to 

make speculative profits, hold inventory in excess of what is 

regarded as safety level. In what follows we shall try to 

present the factors influencing inventory holdings. 

Firms hold inventory for various reasons ranging from 

maintaining a smooth flow of output to making speculative 

profits. However, the following may be mentioned as the main 

motives for inventory holding: 

a) production motive, 
b) buffer stock motive, and 
c) speculative motive. 

The rationale behind the three motives is discussed below. 

Production Motive: The production motive for inventory 

holding may be explained as the desire by a firm to maintain a 

certain level of inventory which will enable it to attain a 

certain level of output without any interruption. Inventory 

based on production motive consists of raw materials and stores 

and work-in-progress. Given the technology, changes in produc

tion levels lead to changes in raw materials inventory. Work-
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in-progress is related to the scale of production which is 

assumed to remain unchanged in the short run. The required 

level of inventories as determined under this motive will be, 

therefore, just enough to carry out the production activity 

of the firm. However, it has to be noted that this is based 

on certain assumptions like, absence of (a) lead time, i.e., 

time gap between placing an order and delivery of the items, 

and (b) supply constraints, i.e., non-availability of raw 

materials throughout the year in the market. The implications 

of these two assumptions will be discussed under buffer stock 

motive. 

Buffer Stock Motive: This takes into account the levels 

and changes of inventory (over and above the minimum require

ments as stipulated under the production motive) that are due 

to the presence of lead time, supply constraints as well as 

deviations of actual sales from expected sales. Inventory 

under this motive constitutes not only raw materials, stores 

and work-in-progress but also finished goods. It is not 

unreasonable to assume that manufacturers in the presence of 

variable lead time and supply constraints actually hold a level 

of inventory higher than what is determined by production 

motive alone. 

The reasons for buffer stock holding may be explained 

in terms of an attempt to avoid undesirable consequences of a 

failure to satisfy customers' demand due to unanticipated 

spurt in sales as well as unexpected stoppages in production 

resulting in stock-outs and loss of potential sales and profits. 
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I~, ~herefore, becomes economical to hold inventory in excess 

of ~he level ~ha~ is determined by the actual production 

requirements. 

Thus, inventory in finishad goods is mainly for two 

reasons. Firstly, it will help ~o dampen the effect of loss 

of sales due to sudden or unanticipated reduction or complete 

stoppage of production. Firms consider it importan~ because 

failure to satisfy customers' demand in the sho~ run may have 

implications for their share of market and profits in the long 

run. Secondly, the buffer stock inventory in finished goods 

acts as a shock absorber in the event of actual sales exceed

ing expected sales, for the buffer stock of finished goods 

makes it possible for the firm no~ to lose customers to its 

competitors. 1 

Speculative Motive: The preceding discussion on 

decision-making in regard to inventory holding has not taken 

into accoun~ the impact of anticipated price changes on the 

level of invantory holdings. In a real world situation, how

ever, other things remaining the same, it is plausible that 

manufac~urers make attempts to adjust their inventory holdings 

so as to take advantage of price changes in the light of 

expectations regarding the behaviour of prices. The speculative 

motive results in a higher level of inventory because of: 

1 Gary Fromm, "Inventories, Business Cycles and Economic 
Stabilization," in Joint Economic Committee of the u.s. 
Congress, 1962, Inventory Fluctuations and Economic Stabilization, 
Part IV, Washington, D.c., 1962, p. )9. 
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a) accumulation or raw materials and stores, in 
anticipation of higher prices, in quantities 
larger than what normally they would have 
held. Because of this, raw materials and 
stores will be at higher levels than the level 
dictated by the buffer stock motive alone; 

b) accumulation of finished goods inventory, 
expecting an increase in their prices results 
in higher levels or inventory than would be 
the case in the absence of price expectations. 

However, as far as raw material inventory is concerned 

this need not necessarily be to make speculative gains since 

it may also be surmised that firms try to build up raw 

material inventory with a view to reduce the future cost o£ 

production. 1 On the other hand, an increase in the finished 

goods inventory with anticipated price increase may be said 

to be a purely speculative phenomenon. 2 

Till now, the focus of discussion has been on the three 

basic motives for inventory holdings and changes therein. The 

main difficult~, however, lies in separating out the three 

motives and deciding what proportion of total inventory is to 

be ascribed to each of the motives. Another question of crucial 

1 (a) Franco Modigliani, "Business Reasons for Holding 
Inventories and Their Macro Economic Implications," Problems 
of Capital Formation, Studies in Income and Wealth, Vol. 19, 
NBER, 1957, p. $02. 

(b) Abramovitz Moses. Inventories and Business 
With Special Reference to Manufacturers Inventories. 
1950, p. )15. 

2 Abramovitz Moses, op.cit., p. 124. 
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importance in this regard is whether firms in reality behave 

in such a manner as if they were trying to hold inventories in 

three separate compartments as determined by the three motives. 

It may not be so, because it is reasonable to assume that, in 

reality, firms view inventory as a single item the holding of 

which is associated with certain costs like interest, storage, 

spoilage, etc. Therefore, what one can safely assert in this 

regard is that firms, as a part of cost minimisation effort, 

try to hold a level of inventory which may be termed as desired 

or optimum level of inventory that will equate at the margin 

the benefits with costs of inventory holdings. 1 

However, we have to identify the factors that influence 

a firm's decision in determining the optimal or equilibrium 

level of inventories. It may be said that firms will hold, if 

the inventory holding is cost-free, a level of inventory 

dictated by the three basic motives. In other words, at zero 

costs, ceteris paribus, manufactureFs prefer to hold a level 

of inventory determined according to the above three motives. 

The inventory holdings, however, involve costs because they 

tie up money whether borrowed or own which, in turn, is asso

ciated with interest cost or opportunity cost. Besides, there 

are certain other costs like ordering costs, transport, 

1 (a) Franco Modigliani, op.cit., pp. 500-501. 

(b) See also, Mack Ruth "Characteristics of Inventory 
Investment: The Aggregate and its Parts," Problems of Calital 
Formatio£A Studies in Income and Wealth, Vol. 19, NBER, 957, 
PP• 471- 7. 
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storage and obsolescence and spoilage costs. Some of these 

costs are directly and some are inversely related to the level 

of inventory. 

For example, if a firm's estimated consumption require

ments of raw materials is 'X' units per period, the concerned 

firm may either buy all the 'X' units at one time or procure 

in different quantities at different times, spread over a 

period, depending upon its actual need. In the former case, 

ordering and transport costs will be minimum and also the firm 

may realise discounts associated with bulk purchases, whereas 

storage, spoilage and interest costs will be high; and vice

versa in the latter case. The balancing of these forces 

pulling in opposite directions, therefore, results in an 

optimum or equilibrium level of inventory for a particular 

level of output. 

In Table 4.4 inventory ratios viz., inventory to output 

and short-term bank borrowings to inventory for the period 

1965-66 to 1980-81 are presented. Here, however, we are not 

presenting the analysis of inventory holdings in a framework 

which will reveal whether the extant levels of inventory 

holdings in relation to output are optimal or not. This problem 

will be discussed in the next chapter while presenting the 

analysis of bank borrowings within the framework of the Tandon 

Committee recommendations regarding norms for inventory and 

receivables. The analysis here, therefore, is restricted to 

the examination of trends in inventory movements in relation 

to output and bank credit. 
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Tabla 4.4 : Inventory Ratios 

(In Percentage) 
------- - - - - - - - - - - - - - - - - -I/0 STBB/I 

- -- -·- - - - - - - -- - - -- - -- - - - -
1965-66 
1966-67 
1967-68 
1968-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 

33.1 
33.2 
)4.1 
32.2 
31.1 
31.3 
31.7 
.)0.8 
32.0 
31.9 
)0.6 
27.4 
26.5 
27.1 
28.1 
27.2 

- - - - - - - - - - - - - - - - - - - -
Nota: I/0 • Inventory-Output Ratio. 

58.0 
60.8 
6).1 
64.9 
64.2 
57.4 
53.8 
49.0 
47.1 
45.5 
49.5 
52.4 
52.8 
51.1 
46.8 
4.).9 

- - - - - - - -
STBB/I • Short-term Bank BOrrowings-Inventory Ratio. 

From the Tabla it may be observed that inventory-output 

ratio was higher than .)0 par cant till the year. 1975-76 after 

which declined and was around 27 per cant thereafter. As 

inventory-output ratio indicates inventory held per unit of 

output. a declining inventory-output ratio, ceteris paribus, 

implies a higher turnover of inventory. In other words, a 

declining inventory-output ratio reflects an improvement in 

the utilisation of inventory and hence a batter inventory 
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management. The observed decline in inventory-output ratio 

especially from the year 1976-77 onwards, when seen in the 

light of declining ratio of bank credit to inventory for the . 
same period, indicates that the implementation of the ·randon 

Committee norms by banks was, by and large, effective in 

reducing the RBI's sample companies' inventory holdings. 

The other ratio that is presented in Table 4.4 is the 

ratio of short-term bank borrowings (STBB) to inventory. This 

ratio gives the amount of short-term bank credit per unit of 

inventory. The higher the ratio the higher the proportion of 

inventory financed by bank credit and vice-versa. However, 

there is no hard-and-fast rule of what should be the ideal 

ratio. This is because, inventory holdings is a function of 

many factors like various associated costs and benefits as 

mentioned earlier, and a~so the availability of funds from 

different sources, including credit from banks. On the other 

hand, the supply of bank credit depends upon a different set 

of factors, like objective of price stability acting as a 

constraint on total supply of bank credit and the pattern of 

credit deployment among sectors as envisaged by the RBI. The 

behaviour of the ratio of bank credit to inventory, therefore, 

provides information regarding the importance of bank credit 

with respect to inventory holdings. 

It may be observed from Table 4.4 that the ratio of 

STBB to inventory varied between 5S per cent and 65 per cent 

till the year 1970-71 and declined thereafter and was generally 

at a lower level in comparison with the earlier period, i.e., 
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1965-66 to 1970-71. It may be noted further that the decline 

in STBB-inventory ratio after 1971-72 was more due to a rela

tively lower rate of increase in bank funds than in inventory. 

This may be inferred from the ratio of inventory to current 

assets. The ratio of inventory to current assets was more 

stable over the period of analysis than the ratio of STBB to 

inventory. These two ratios seen together suggest that there 

was a marginal decline in inventory as a proportion of current 

assets and the amount of bank credit used for financing a unit 

of inventory declined. Therefore, as a preliminary observa

tion it may be stated that the changes in credit policy, parti

cularly after 1970, aimed at a credit deployment favouring the 

priority sector, had an impact in reducing the share of bank 

credit available to the RBI's sample companies which was 

partly due to the decline in the inventory holdings of industry 

and partly due to the decline in bank credit to finance a 

unit of inventory. 

Now, let us turn our attention to the other major 

component of current assets, viz., receivables. From Table 

4.) it may be observed that in the first three years, i.e., 

from 1965-66 to 1967-68, the ratio of receivables to current 

assets was less than )) per cent. From 1968-69 to 1975-76 

there was a marginal increase in the ratio of receivables to 

current assets and stabilised around 34 per cent. Thereafter, 

it had gone up and was around 37 per cent for the rest of the 

period under analysis. The movement in the ratio, therefore, 

indicates that over the period of analysis the importance of 
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receivables as a component of current assets had slightly 

gone up. 

The major component of receivables is sundry debtors 

which arise out of credit sales. The various factors affect

ing credit sales and hence sundry debtors may be broadly 

grouped into (a) exogenous and (b) endogenous factors. 

Exogenous factors are largely beyond the control of a firm 

and hence are taken as given to a firm which accordingly 

adjusts its operations regarding sales on credit. These are 

general business conditions, money and credit market condi

tions and the prevailing trade practices. Endogenous factors 

are those in the purview and control of the firm and include 

variables such as the size of cash discounts, credit terms, 

selection of customers and collection policies. 

There is, however, one significant distinction between 

investment in inventory and financing of receivables. While 

in both cases the optimal level will be determined by costs 

and benefits at the margin, receivables can theoretically be 

reduced to zero as there is no minimum level as such in case 

of receivables that have to be maintained. 

The ratio of sundry debtors to sundry creditors indi

cates whether a firm is a net borrower or lender in its 

dealings with other firms. If the ratio is greater than 1 it 

may then be inferred that a firm is a net lender, i.e., the 

amount of credit extended in the form of credit sales is larger 

than what it obtained in the form of credit on its purchases. 

In Table 4.5 the trend in sundry debtors is presented. 
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Table 4.5 : Trends in Sundry Debtors 

(In Percentages) - - - - - - - - - - - - - - - - - - - - -· - - --
SD/REC SD/SC SD/CA SO/Sales - - - -·- - - - - - - - - - - - - - - - - - - - - - - - - --

1965-66 
1966-67 
1967-6S 
1968-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 

65.0 
62.6 
65.3 
67.4 
66.9 
67.3 
67.5 
66.0 
62.5 
63.6 
66.2 
67 .o 
67.1 
66.0 
65.1 
66.2 

92.9 
88.4 
89.7 
95.9 
94.0 
94.8 
93.4 
86.7 
79.5 
72.5 
79.4 
86.9 
83.8 
77.6 
76.6 
76.2 

20.6 
20.4 
21.3 
23.4 
23.5 
23.5 
23.1 
22.5 
20.7 
20.3 
22.5 
24.8 
25.1 
24.1 
23.5 
24.5 

• 
12.0 
11.9 
12.4 
13.5 
13.4 
13.5 
13.1 
12.1 
11.9 
11.3 
12.1 
12.5 
12.5 
12.1 
11.9 
12.2 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - --
Note: SD/REC • Ratio of Sundry Debtors to Receivables. 

SD/SC • Ratio of Sundry Debtors to Sundry Creditors. 
SD/CA • Ratio of Sundry Debtors to Current Assets. 

From Table 4.5 it is observed that sundry debtors was 

the major component of receivables and on an average accounted 

for 65 per cent and 25 per cent of receivables and sales 

respectively during the period 1965-66 to 1980-81. In all the 

sixteen years the ratio of sundry debtors to sundry creditors 

was less than 1. However, till the year 1971-72 for the RBI's 

sample companies the ratio of sundry debtors to sundry creditors 
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was nearer to 1, i.e., above 90 per cent and thereafter was at 

a relatively low level - on an avdrage around SO per cent. The 

ratio of_sundry debtors tQ sales, reflecting sales on credit, 

was almost stable around 12 per cent during the period of 

analysis. The stability in the ratio of sundry debtors to 

sales along with the observed decline in the ratio of sundry 

debtors to sundry creditors from 1972-73 onwards indicate that 

the RBI's sample companies reliance on trade credit increased. 

It is, therefore, clear that there was a net flow of credit to 

the RBI's sample companies in all the sixteen years from other 

public limited companies, government companies, private limited 

companies, small-scale industry, etc. 

So far the focus of the discussion was on the importance 

of inventory and receivables, the two major components of 

current assets which, in turn, are one of the determinants of 

working capital according to the net working capital approach. 

Let us now turn our attention to the other determinant of net 

working capital, viz., current liabilities. 

Current liabilities comprise short-term borrowings, 

current provisions, and trade dues and other current liabilities 

or accounts payable. Short-term borrowings are borrowings from 

banks (exclusive of the portion treated as debt) and other 

short-term borrowings. Accounts payables represents what a 

firm owes to others in the form of creditors for purchases, 

liabilities to subsidiaries, unpaid interest on loans, unclaimed 

dividends, deposits from customers and agents, etc. The 

relevant data regarding short-term borrowings and accounts 
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payable are furnished in Table 4.6. It may be noticed that 

short-term borrowings and accounts payable together accounted 

for about 90 per cent of current liabilities. Of the two, 

accounts payable formed around 50 per cent of current liabi

lities. As in the case of accounts receivable, the optimum 

level of accounts payable depends on the associated costs and 

benefits. The costs are cash discounts forgone and indirect 

effects on the management of inventory while benefits include 

interest costs saved if the firm has to pay for its purchases 

through borrowings. The analysis regarding increase in net 

trade credit during periods of credit scarcity is presented 

earlier while discussing the importance of sundry debtors. Now 

we turn to short-term borrowings (STB). 

The relevant data are pr-esented in Table 4.6 from which 

it may be seen that STB as percentage of current liabilities 

declined more or less continuously from 1967-68 onwards. The 

decline in the ratio suggests relatively higher rates of 

increase of other components of current liabilities. Accounts 

payable and current provisions are the two other components of 

current liabilities. The share of current provisions remained 

the same, i.e., around 9 per cent of current liabilities, 

almost throughout the period. Therefore, it was the increased 

share of accounts payable, as seen from Table 4.6, that has 

resulted in a lower ratio of STB to current liabilities. The 

decline in STB to current liabilities ratio has also to be 

accounted for by the movements in STBB or in other short-term 

borrowings (OSTB) or in both. For this purpose, the ratios of 
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Table 4.6 : Structure of Current Liabilities 

(In Per cent) ------ - - - - - - - - - - - - - - - - - - - - - - -
STB 
(1) 

Accounts 
payable 

(2} 

Provi
sions 

(3) 
STBB 

(4) - - - - - - - - - - - - - - - - - - - - - - - - -
1965-66 
1966-67 
1967-68 
19M-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 

49.2 
50.7 
52.4 
51.8 
51.1 
48.3 
46.6 
4).5 
40.7 
)9.6 
)9.5 
39.4 
)8.) 
37.6 
35.9 
)).5 

)8.8 
38.5 
)8.6 
)9.7 
41.1 
43.5 
44.5 
47.5 
50.2 
51.6 
50.6 
50.4 
52.1 
53.4 
54.9 
57.8 

12.0 
10.8 
9.0 
8.4 
7.9 
8.2 
8.9 
9.0 
9.1 
8.8 
9.9 

10.2 
9.6 
9.0 
9.2 
8.7 

39.0 
40.2 
41.9 
41.2 
40.6 
41.1 
39.8 
J7 .o 
)5.3 
35.0 
35.6 
35.2 
)4.4 
34.0 
32.3 
29.8 

STBB/STB 
{5) - - - -

79.) 
79.) 
80.2 
79.5 
79.5 
85.0 
85.0 
85.0 
86.7 
88.8 
90.1 
89.3 
89.8 
90.4 
90.0 
88.9 

- - - - - - - - - - - - - - - ----- - - - - - ---- - -
Note: a) Columns 1, 2, 3 and 4 are expressed as percentage of 

total current liabilities. 

b) STB • Short-term Borrowings 
STBB • Short-term Bank Borrowings 
CL • Current Liabilities 

STBB to current liabilities and STBB to STB will be useful 

and are presented in columns 4 and 5 of Table 4.6. Though 

there was a general decline in the ratio of STBB to current 

liabilities, it is noticed that the decline in STB to current 

liabilities ratio was more due to the decline in OSTB. The 
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increase in the ratio of STBB to STB also points to the fact 

that the importance of OSTB as a component of STB declined 

over the period of analysis. 

From the above analysis of current liabilities, the 

following points are to be highlighted: 

a) Current liabilities as a percentage of total 
liabilities over the period of analysis, has 
increased; 

b) STB and accounts payable accounted for more 
than 90 per cent of current liabilities during 
the years 1965-66 to 1980-81; 

c) STB as percentage of current liabilities 
declined; and 

d) Accounts payable as a percentage of current 
liabilities increased. 

Further, it may be observed that: 

1) Though current liabilities as a percentage of total 

liabilities or total capital employed increased, there was no 

significant change in the liquidity position of the sample 

companies as judged by the current ratio (ratio of current 

assets to current liabilities). This is because current 

assets have also increased during the same period. Therefore, 

current assets as well as current liabilities as proportion 

of total capital employed had gone up. Thus, the structure of 

finances of the RBI's sample companies in terms of long-term 

and short-term sources had undergone a change in favour of 

short-term sources. Some of the reasons for this development 

are presented in the next section while discussing the pattern 

of working capital. 
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2) The importance of accounts payable as a component 

of current liabilities had gone up while the share of STB 

declined. And this increase in accounts payable viewed along 

with the decline in the ratio of sundry debtors to sundry 

creditors makes it clear that reliance on trade credit 

increased and the sample companies were net borrowers of funds 

in the form of trade credit. This observation coupled with 

the structural changes sought to be brought about by the RBI, 

i.e., change in deployment of commercial bank credit in favour 

of priority sectors, supports the view that large firms try to 

compensate, at least partly, the shortfall in bank credit by 

resorting to enhanced trade credit. In other words, trade 

credit seems to be a substitute for bank borrowings. 

In this section some of the issues regarding the 

volume, structure, and movements of current assets and current 

liabilities over a period of time (1965-66 to 19SO-Sl) and the 

determinants of working capital are discussed. In the follow

ing section the pattern of working capital according to 

Working Capital Gap approach is presented. 

Section III 

Pattern of Working Capital 

Working Capital Gap (WCG) is defined as current assets 

minus current liabilities other than STBB. Thus WCG is 

identical with Net Working Capital (NWC) adjusted for STBB 

since NWC is equivalent to current assets less current 

liabilities. That is 
NWC - STBB • WCG. 
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The NWC approach gives the quantum of current assets 

that are being financed by owned funds and long-tarm borrow

ings. In other words, NWC is that part of current assets 
• 

financed by sources other than current liabilities. Thus, 

strictly speaking, in NWC approach shareholders funds and long

term borrowings appear as residual sources meeting the gap 

between current assets and current liabilities. In other 

words, it implies that if a firm is able to borrow as much as 

it would like to from banks and other short-term sources the 

contribution from equity and long-term borrowings towards 

financing current assets could be kept at a minimum level. 

And perhaps this type of behaviour by industry may be quite 

plausible because of the following reasons: 

1) Enhancing the equity base would imply diluting the 

control of existing shareholders.1 

.2) From the point of view of borrowers, borrowings in 

general are a preferred source of finance over equity since 

(a) borrowings do not dilute control unlike new issue of shares 

and (b) the servicing of borrowings, i.e., interest costs are 

deductible for tax purposes, thus reducing the post-tax costs 

of borrowings. 

3) MOreover, long-term borrowings from financial insti

tutions with a convertibility clause make the borrowers reluctant 

to raise funds from this source2 than it would have been 

l D.C. Rao, "The Structure of Corporate Finance and Some 
Related Policy Issues," Reserve Bank of India Occasional Papers, 
Vol. 1, No. 2, December 1980, p. 127. 

2 Ibid., p. 133. 
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otherwise. Long-term borrowings from public in the form of 

debentures is on a limited scale during the reference period 

because of the lower rates of return on them in comparison 

with alternative investments from the point of view of invest

ing public. Another form of borrowings, i.e., public deposits, 

are costlier than borrowings from banks. Rao states that, 

"For the less well established companies, the effective cost 

of raising deposits {inclusive of interest, advertisement and 

brokerage) may turn out to be more than the cost of bank 

borrowing, which may account for the fact that deposits are not 

more widely solicited."l 

For, the reasons stated above, industry would be reluc

tant to increase the share of owned funds and term borrowings 

towards financing current assets and rather would prefer bank 

finance. However, with the reordering of priorities, espe

cially_after the nationalisation of banks, an increasingly 

large proportion of bank resources are sought to be deployed 

to meat the requirements of priority sectors. And this has 

made it necessary to reduce the dependance of industry on 

banks. 

The WCG approach to the analysis of working capital and 

to the determination of bank credit reveals the extent of bank 

finance towards meeting the shortfall in other short-term 

sources for financing current assets. Thus, the WCG approach, 

will be helpful in assessing and planning the bank credit 

requirements of a firm. 

l Ibid., p. 143. 
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Table 4.7 : Pattern of Working Capital 

- - - - - - - - - - - - -
CA 
(1) 

- - - - - - --
OCL 
(2) 

WCG 
(3) 

(Rs. in crores) 
- - -- - - - - - -

STBB 
(4) 

WCG as per 
cent of CA 

(5) - - - - - -------- - - - - - - - -- -- - - -- - - -
1965-66 
1966-67 
1967-68 
1968-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 

2)71 
2664 
2881 
3096 
3396 
3961 
4382 
4632 
5361 
6586 
7117 
7366 
7960 
8927 

10250 
11852 

1178 
1327 
1414 
1521 
1668 
1822 
2030 
2207 
2613 
3308 
3670 
3846 
4276 
4870 
5658 
6786 

1193 
1337 
1467 
1575 
1728 
2139 
2352 
2425 
2748 
.3278 
3447 
.3520 
3684 
4057 
4592 
5066 

752 
89) 

1021 
1068 
1140 
1269 
1344 
1295 
1438 
1783 
20.30 
209.3 
2244 
2505 
2700 
2885 

50.) 
50.2 
50.9 
50.9 
50.9 
5).9 
5).7 
52.) 
51.) 
49.8 
48.4 
47 .a 
46.) 
45.4 
44.8 
42.7 

- - - - - - - - - - - - - - - - -- -- -- - - - - - -- --
Note : CA • Current Assets 

OCL • Other Current Liabilities 
WCG • Working Capital Gap 
STBB • Short-term Bank Borrowings. 

The relevant data with respect to current assets, 

current liabilities other than STBB, WCG are presented in 

Table 4.7. It is noticed that there was a continuous increase, 

in absolute terms, in WCG throughout the period, i.e., from 

1965-66 to 1980-81. However, WCG as a percentage of total 

current assets represents the gap between investment in current 
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assets and the availability of short-term funds through 

sources other than bank borrowings. In other words, this 

ratio indicates the excess of long-term funds plus short-term 

bank borrowings as percentage of current assets. It is 

noticed that till 1969-70 WCG as a percentage of current 

assets was around 50 pe~ cent and in the year 1970-71 it had 

gone up to 54 per cent and thereafter started to decline. The 

change in the structure of short-term sources of funds broadly 

reveals that the importance of accounts payable increased 

while that of STBB declined during the years 1965-66 to 1980-Sl. 

Theoretically, the emphasis of WCG approach is on the 

identification of the magnitude of shortfall in short-term 

sources of funds other than bank credit in relation to current 

assets and then deciding what proportion of it is to be financed 

by bank borrowings. It, therefore, takes into account, though 

implicitly, aspects like the capital structure of a firm. This 

is so, because determination of bank credit as a certain pro

portion of WCG also means that a certain proportion of WCG 

should come in the form of owned funds and term borrowing 

towards financing current assets. This has relevance in the 

context of reducing the dependence of industrial sector on 

banking system for credit. 

The determination of bank credit based on WCG also 

involves certain issues, from the angle of credit planning. 

One of the objectives of credit planning is deployment of bank 

credit linked with production or output targets. From this 

point of view, inventory holdings and receivables, forming the 
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bulk of current assets which in turn, one of the determinants 

of WCG, and hence bank credit have to be in relation to out

put targets. In this cont!xt, a need arises to work with 

certain norms of inventory and receivables related to output. 

Therefore, from credit planning point of view, WCG 

approach to the determination of bank credit seeks to establish 

a relation between bank credit and output, inter alia, with 

the imposition of norms on inventory and receivables. The 

norms for inventory and receivables and the appropriate level 

of bank borrowings related to WCG are presented in the next 

chapter with respect to eight Indian industries. In the next 

section conclusions that emerged from the analyses are 

presented. 

Section IV 

Conclusions 

The analyses presented in the preceding sections with 

respect to volume, structure and pattern of working capital 

reveal the following: 

i) Gross working capital, i.e., total current assets, 

on an average, accounted for 60 per cent of total assets or 

total capital employed. Moreover, the proportion of current 

assets in total assets had been increasing over time and, 

therefore, the volume or quantum of working capital had been 

increasing. 

ii) As regards the structure of working capital it may 

be noted that inventories and receivables constituted more than 
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90 per cent of current assets. Inventories alone accounted 

for more than 55 per cent of current assets. However, the 

available evidence ~bows that, on the whole, the importance 

of receivables had gone up while there was a marginal decline 

in the share of inventories and other current assets in 

total current assets, during the period of analysis. 

iii) The increase in the ratio of current assets to 

total assets was mainly due to a large increase in receivables, 

a component of current assets. In fact, after 1975-76 the 

ratio of inventories to current assets had declined. The former 

observation, i.e., an increase in receivables ratio, seen 

together with the ratio of sundry debtors to sundry creditors 

which was less than 1 throughout the period and more importantly 

a further decline in it after 1971 indicates that the reliance 

on trade credit of the RBI's sample companies increased. 

iv) There is evidence to show that the importance and 

efficiency of working capital increased during the period of 

analysis. An increase in current assets-total assets ratio 

indicates the increase in the importance of working capital 

as a proportion of total capital employed. The observed 

decline in the ratio of current assets to output suggests that 

the amount of working capital used per unit of output declined. 

v) The observed decline in the two ratios, viz., 

inventory to output and short-term bank borrowings to inventory 

indicates that for the RBI's sample companies (a) inventories 

in. relation to output, particularly after 1975-76, declined and 

(b) the amount of bank credit available to finance a unit of 
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inventory declined. These are in line with the objective of 

credit policy, i.e., reducing the dependence of industrial 

sector on bank finance. 

vi) The analysis regarding the changes in the structure 

of finances in terms of long-term and short-term sources 

revealed that there was a change in favour of short-term 

sources. In other words, current assets as well as current 

liabilities as proportion of total capital employed had gone 

. up during the period 1965-66 to 1980-81 with respect to the 

RBI's sample companies. 
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Appendix IV.l 1 Data on Some Selected Variables of Medium and Large Public Limited Companies for the Period 1965-66 to 1980-81 

(Rs. in crores) 
------------------- ~----------.------------------------------------- -.------1965- 1966- 1967- 1968- 1969- 1970- 1971- 1973- 1973~ 1974- 1975- 1976- 1977- 1978- 1979- 1980-

66 67 68 69 10 71 72 73 74 75 76 77 78 79 so 81 -------------------- -------. ------------- ---------------------- ------------
1. Output 4179 4657 4990 5403 6020 7054 7875 8581 9546 12303 13413 14607 16058 18079 20534 24174 

2. Inventory 1381 1549 1700 1740 1875 2211 2500 2644 3051 3922 4099 3996 4249 4901 5768 6749 

3. Current Assets 2371 2664 2881 3096 3396 3961 4382 4632 5361 6586 7117 7366 7960 8927 10250 11852 

4, Current Liabilities 1930 2220 2435 2589 2807 3091 3375 3502 4077 5090 5700 5938 6520 7375 8358 9671 

5. Short-term Bank Borrowings 752 893 1021 1061! 1139 1269 1344 1295 1437 1783 2030 2093 2243 2505 2700 2885 

6. Other Short-term Borrowin~s 198 234 255 273 295 224 229 228 220 231 224 246 251 268 298 352 

7, Sundry Debtors 488 544 613 724 797 932 1012 1044 1109 1339 1598 1827 1995 2151 2411 2900 

8, Sundry Creditors 525 615 61!3 755 848 983 1084 1177 1395 1847 2012 2103 2)80 2773 3147 3805 

9. Accounts Receivable 752 868 940 1076 1~94 1381 1497 1579 1773 2101 2422 2725 2976 3257 3695 4386 

10. Accounts Payable 749 860 941 1027 1155 1344 1503 1665 2048 2625 2883 2996 3398 3940 4590 5589 

11. Net Working Capital 441 444 446 507 589 870 1007 1130 1284 1496 1417 1428 1440 1552 1892 2181 

12, Total Assets/Liabilities 4319 4891 5258 5577 5970 6942 7476 7927 8890 10550 11479 12008 13044 14460 16)09 18970 

13. Sales 4081 4565 4931 5353 5970 6910 7749 8598 9356 11833 11371 14581 15949 17782 20268 23736 

----------- - ------ ----- - ------------- --------- - - - - -------- ----- ---- ----- ---
Sources 1 Reserve Bank of India, Ia) Financial Statistics of Joint Stock Companies in India, 1260-61 to 1270-Zl, Bombay, August 1975. 

(b) Financial Statistics of Joint Stock Companies in India, 1270-Zl to 122~-z~. Bombay, 1977. 
(c) Various issues of RBI Bulletin, 



CHAPTER V 

INVENTORY NORMS, METHODS OF LENDING AND 
EXCESS BANK BORROWINGS OF INDUSTRY 

Introduction 

The two important questions which have to be answered 

in the context of commercial bank lending to the industrial 

sector are (1) what constitutes the working capital require

ments of an industry, and (2) what portion of the working 

capital requirements of industry may be met by bank borrowings? 

Associated with the former question is whether appropriate 

norms can be evolved for build-up of current assets to bring 

down excessive dependence of companies on bank finance. In 

the previous chapter an attempt is made to examine the issue 

of working capital, i.e., what are the components of working 

capital and what are the determinants of, or factors influ

encing the components of, working capital. It is seen there 

that the two components determining the magnitude of working 

capital (net) are current assets and current liabilities. And, 

among the various items comprising these two, some were identi

fied as the main components, variations in which are the major 

factors determining the level and changes in working capital 

requirements. They are inventory, borrowings and net trade 

credit. But the question that still remains unanswered is 

whether a firm that holds a level of current assets, especially 

inventories, in excess of its production requirements should 

153 
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be allowed to obtain credit.from banks. 

The chapter is divided into six sections. In Section I 

a brief background of the situation that led to the constitu-
' 

tion of the Tandon Committee, its terms of reference, and the 

Committee's recommendations regarding inventory norms and 

methods of lending are presented. It also contains data 

sources and the methodology followed in our analysis. Section II 

deals with the trend and magnitudes of excess bank borrowings 

by industry computed for the period 1971-72 to 1980-81 within 

the framework of the Tandon Committee recommendations. In 

Section III analyses regarding the factors or determinants of 

excess bank borrowings viz. inventory norms, other current 

liabilities and methods of lending are presented. Section IV 

discusses the end use of excess bank borrowings, i.e., whether 

the excess bank borrowings were used for holding excess current 

assets or to finance fixed assets. Section V examines the 

scope for reducing excess bank borrowings of industry and the 

implications of this reduction on industry as well as banking 

system. Major conclusions emerging from our analyses are 

presented in Section VI. 

Section I 

A. Background to the Constitution of the Study Group 

Under the security-based lending system, when banks used 

to grant credit facilities against the security of assets, the 

higher the level of inventory holdings, the higher the entitle-

ment of a firm to obtain credit from a bank. According to a 
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report by the National Credit Council, also known as the 

Dehejia Committee's Report, this reportedly led to excessive 

inventory build-up by large firms. 1 Except for reasons like 

poor management, excessive inventory is largely held as an 

insurance against failure of supplies or for reaping specula

tive profits. 

Apart from the undesirable consequences of the security

oriented lending system, - like inequitable distribution of 

credit among different sectors and geographical areas, credit 

being available only to the established and big borrowers 

leading to concentration of economic power - the emergence of 

public sector and the priority sector as major clAimants to 

bank credit necessitated a fresh look at the distribution of 

bank credit. Further, the lendable resources of the banks 

to the corporate sector as a proportion of total bank credit 

declined, partly due to the increased share of the priority 

sectors in total bank credit, and partly due to the increase 

in statutory reserve requirements. These developments made 

it necessary for the banking system to ensure that industrial 

credit is production-oriented and the funds are used for the 

purpose for which they are lent. 

On the basis of the Dehejia Committee's finding that the 

credit utilisation by industry rose steeply while production 

1 National Credit Council, Report of the Study Group on 
the Extent to Which Credit Needs of Industry and Trade Are 
Likely To Be Inflated and How Such Trends Could Be Checked, 
Bombay, 1969. 
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remained stagnant, the RBI imposed credit restraints in the 

year 19731 which had the effect of increasing the cost and/or 

reducing the availability of bank credit. It was further 

noticed that as at the end of June 1974, credit limits sanctioned 

by the banking system aggregated Rs.l2,880 crores while total 

deposits of the banking system amounted to Rs.l0,706 crores. 2 

This type of situation could have resulted in undesired deve

lopments, if the borrowers had fully used their facilities. 

It was against this background that the 'Study Group to Frame 

Guidelines for the Follow-up of Bank Credit', popularly known 

as the Tandon Committee, was constituted by the RBI in 1974. 

In the text, hereafterwards, the words Tandon Committee, 

Committee, Group, Study Group are interchangeably used. 

1 a) The Net Liquidity Ratio (NLR) was raised three times 
during the year on March 20, June 29 and November 16 from 36 
to 37 per cent, 37 to 39 per cent and 39 to 40 per cent 
respectively. 

b) The Cash Reserve Ratio (CRR) was raised from 3 per 
cent to 8 per cent in three phases during the year, i.e., on 
May 31 from 3 to 5 per cent, on September 8 from 5 to 7 per 
cent and on September 22 from 7 to 8 per cent. 

c) Effective from May 31, 1973, Bank Rate was raised 
from 6 to 7 per cent. 

d) The Minimum Lending Rate (MLR) on bank advances was 
raised twice during the year: First, the MLR was raised from 
9 to 10 per cent on June 1 and further to 11 per cent on 
December 1. 

e) Most of the refinance facilities at or below the 
Bank Rate were withdrawn in July 1973. 

f) For the first time, a quantitative credit ceiling 
was imposed on commercial bankst non-food credit. 

2 Reserve Bank of India, Report of the Study Group to Frame 
Guidelines for Follow-up of Bank Credit, BOmbay,~975, P• 12. 
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B. Terms of Reference of the Tandon Committee 

The terms of reference of the Committee 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 to 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 periodi
cal forecasts from borrowers of (a) business/ 
production plans, and (b) credit needs, 

(iii) to make suggestions for prescribing inventory 
norms for different industries both in the 
private and public sectors and indicate the 
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 recommendations regarding the sources 
for financing the minimum working capital 
requirements, 

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

(vii) to make recommendations on any other related 
matter as 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."_!/ 

From the terms of reference the Group identified the following 

tasks: 

"(a) what constitutes the working capital requirements 
of industry which banks should finance and what 
is the end use of credit? 

1 Ibid., pp. 4-5. 
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(b) how is the quantum of bank advances to be 
determined? 

(c) can norms be evolved for build-up of current 
assets and for deb~ equity ratio to ensure 
minimal dependence on·bank finance? 

(d) can the current manner and style of lending 
be improved? 

(e) can an adequate planning, assessment and 
information system be evolved, to ensure a 
disciplined flow of credit to meet genuine 
production needs and its proper supervision?"_!/ 

As we are interested in examining two questions, viz., 

norms for current assets and for the scale of financing by 

commercial banks within the framework of the Group's recommend

ations, we shall present here a critical assessment of the 

Committee's recommendations on these two issues. 

C. Recommended Norms and Methods of Landing 

In its Interim Report, the Group has suggested norms 

for inventory and receivables for ten major industries. They 

are presented in Appendix V.l. The principal objective was, 

"to introduce a discipline and improvement in the maintenance 

of reasonable inventory and receivables levels consistent with 

encouragement of production " 2 • • • • The RBI accepted the norms 

and gave directions to all scheduled commercial banks to imple

ment the norms, on an experimental basis, and to furnish it 

with a feedback of the experience. Later, the Committee 

extended the norms, covering 15 major industries, and certain 

1 Ibid., p. a. 
2 Ibid., P• 18. 
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norms, suggested in the Interim Report, were revised in the 

light o£ in£ormation received from the banks. The suggested 

norms for 15 industries are presented in Appendix V.2. 

First, let us examine the norms for current assets. 

Inventory and receivables constitute a major part of current 

assets. Inventory comprises (i) stock of raw materials (inclu

ding consumable stores), (ii) work-in-progress or stock-in

process, (iii) finished goods. Norms were suggested separately 

£or all these components viz. raw materials, finished goods, 

and stock-in-process and receivables. Variability or flexibi

lity of norms within the total sanctioned limit, i.e., o£ 

permitting holding of higher level of finished goods because 

of lower levels of raw materials or receivables, etc., is not 

allowed as that would defeat the very purpose of fixing norms. 

The Group proceeded from two basic premises. (i) "If 

bank credit is to be viewed as a tool of resource allocation 

in the economy, one cannot get away from the need to define 

norms fqr reasonable levels of inventories (including safety 

stock) and receivables in each industry."! (ii) "The main 

function of a banker as a lender is to supplement the borrower's 

resourfes to carry an acceptable level of current assets. The 

implications are two-fold; one, the level of current assets 

must be reasonable and based on norms; two, a part of the fund 

requirements for carrying current assets must be found from 

long-term funds comprising owned funds and term borrowings 

1 Ibid., p. 17. 
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including other non-current liabilities."l 

a) Coverage of Norms 

Norms are applicable to all industrial borrowers (of 

the 15 major industries) from the banking system with aggregate 

limits for working capital finance exceeding Rs. 10 lakhs. 

The Group suggested that the norms to be made applicable to 

other borrowers, i.e., borrowers with aggregate limits of less 

than Rs. 10 lakhs progressively as early as possible. The 

Group made it clear that banks should keep in view the purpose 

and spirit behind the norms while granting credit to the other 

borrowers, i.e., borrowers or industries other than the 15 

industries. Norms should be uniformly applied by all banks 

to industries both in the private sector and in the public 

sector. 
-

b) Deviations from Norms 

The norms suggested by the Committee may be changed for 

the entire industry and not for an individual borrower. The 

norms can be changed by the Committee of Directions of the 

Reserve Bank of India, on the basis of the recommendations 

made either by the banks or by the industry's representative. 

Deviations from norms are permitted for a short period, 

in the following six eases: 

(i) bunched receipt of raw materials including 
imports, 

(ii) power-cuts, strikes and other unavoidable 
interruptions in the process of production, 

1 Ibid., P• 17. 
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(iii) transport delays and bottlenecks, 

(iv) accumulation of finished goods due to non
availability of shipping space for exports 
or other disruptions in sales but not under 
circumstances where a sale stimulation is 
needed through reduction in prices, 

(v) build-up of stocks of finished goods such 
as machinery due to failure to take 
delivery, on the part of purchasers for 
whom these were specifically manufactured, 
and 

(vi) need to cover full or substantial require
ment of raw materials for specific export 
contract of short duration. 

The Group states that "the deviations should be for 

known specific circumstances and situations (which should be 

recorded) and allowed for agreed periods which should be rela

tively short.n1 The above-permitted deviations are only for 

temporary periods and not on a roll-over basis. The unit 

should carry the normal levels of current assets when conditions 

revert to normal. 

The rationale for suggesting norms for individual 

components of current assets is the recognition that an indus

trial unit's excess holding of inventories and recaivables, 

i.e., more than its production requirements, should not be 

financed by bank credit. Consequently, with the suggested 

methods of bank lending along with inventory and receivables 

norms, the quantum of bank credit be limited to financing a 

part of working capital, thus reducing the dependence of industry 

on commercial banks. 

1 Ibid., p. 25. 
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As credit planning has to be dovetailed with production 

planning, the banks should finance only current assets of a 

firm that are necessary to carry out its operations. In other 

words, bank credit should be strictly available for financing 

working capital requirements based upon the output. A need 

arises, therefore, to know the level of current assets that 

are essential to support a particular level of output of a 

firm - termed as 'reasonable' level of current assets by the 

Group. Hence the Group, with a view to link credit with produc

tion requirements, suggested norms for inventory and receiv

ables at the industry level to be followed by commercial banks 

as an operational framework. The norms suggested take into 

account: 

"(a) the company finance studies made by the 
Reserve Bank, · 

(b) process period in the different industries, 

(c) discussions with experts in the industries 
concerned, 

(d) general discussions with the industry 
interests, 

(e) 

(f) 

need for ensuring smooth production, 
depending upon the availability of the 
materials, seasonality, etc., and 

reactions and feedback on the Interim 
Report." ..Jj 

The Group has clearly stated that, except in cases of 

permitted deviations from norms, the borrowers are not 

expected to hold current assets in excess of the reasonable 

1 Ibid., P• 19. 
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levels as per the norms and that the norm is not an entitle

ment to hold current assets upto this level. In other words, 

if a unit has managed in the past with less current assets 

than what is considered reasonable level of current assets 

as per norms, the unit should continue to do so. 

D. Sources of Data and Methodology 

Within the light of the norms suggested by the Group, 

now let us analyse the situation at the industry level with 

respect to bank credit and see if there were any excess 

borrowings. 

For this purpose we make use of the data published by 

the Reserve Bank. The period of analysis is from 1970-71 to 

19e0-S1.1 The number of companies included in each industry 

sample varies over the period. And it is also not feasible to 

know from the company finance studies whether or not the same 

companies, appear in different samples. The analysis is 

carried out on the assumption that the sample is representative 

of the industry. While year-to-year comparisons may not be 

valid because the number of companies included in the sample 

at each industry level was different, from 1975-76 onwards, 

some broad trends in the data may be noted. 

For the purpose of determining whether there were any 

excess bank borrowings by industry, we first calculate the 

1 a) Reserve Bank of India, Financial Statistics of 
Joint Stock Companies in India, RBI, Bombay, 1975. 

b) Reserve Bank of India, RBI Bulletin, September 1977; 
May 19eo; November 19e1; July 1983. 
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reasonable level of current assets (RCA) and then excess bank 

credit is worked out by making use of the lending norms. For 

computing RCA, the norms suggested by the Group with respect 

to (a) r'aw materials and stores, {b) work-in-progres~, (c) 

finished goods, and (d) receivables, are utilised. The level 

of raw materials and stores is expressed as so many months 

consumption of raw materials and stores. Work-in-progress is 

expressed as so many months cost of production; finished 

goods are expressed as so many months cost of sales while 

receivables are expressed as so many months of sales. The 

implicit assumption underlying the norms is that a unit in 

any particular industry is a representative of that industry 

and thus it should be able to carry out its operations by 

holding a level of current assets that are worked out for the 

industry by taking into account various factors mentioned 

earlier. As has been already obsarved that for purposes of 

calculation of reasonable level of inventory and receivables, 

norms or the actual holdings whichever is lower should be 

used. To this, then, is to be added other current assets, 

viz., loans and advanc~s, quoted investments, advance tax 
r-- -

payments and cash and bank balances to arrive at the RCA. 

From this RCA, current liabilities, other than bank 

borrowings, are deducted to arrive at working capital gap 

(WCG). Current liabilities that are taken into account for 

this purpose are: (a} current provisions, (b) other borrowings 

(exclusive of the portion included under debt), and (c) trade 

dues and other current liabilities. 
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After working out the working capital gap, the first 

and second Methods of lending suggested by the Group are used 

to compute the permissible levels of bank finance (PBF). The 

Group has suggested three alternatives for working out the 

PBF. They were: 

"(i) Bank can work out the working capital gap, 
i.e., total current assets less currant 
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 current assets out of long
term funds, i.e., owned funds plus term 
borrowings. A certain level of credit for 
purchases and other current 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. 

(iii) Same as (ii) above, but excluding cora 
current assets from total current assets 
on the theory that core current assets 
should be financed out of long-term funds, 
i.e., owned funds plus term borrowings."1 

These three lending methods ware suggested by the Group 

to reduce the dependence of industry on the banking system. 

Under landing Method I, 75 per cent of the WCG alone will be 

1 Reserve Bank of India, Report of the Study Group to 
Frame Guidelines for the Follow-up of Bank Credit, op.c!t., 
p. 27. 
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financed by banks; under lending Method II 75 per cent of 

the current assets will be financed by bank credit and other 

current liabilities; under the Method II, the core current 

assets (the technological minimum) will not be financed by 

banks at all, and of the remaining, 75 per cent will be 

financed by bank credit and other current liabilities. The 

core current assets will have to be financed by owned funds 

and term borrowings. The concept of core current assets is 

borrowed from the Dahejia Committee's concept of 'hard core', 

and the Group has entrusted the task of working out the core 

current assets for different industries to the Indian Banks' 

Association. 

The Group has expressed that, though landing Method III 

is the ideal one which will greatly reduce the dependence of 

industry on banks, it would be batter, from the point of view 

of allowing time for the units to adjust their capital struc

ture, to start with the landing Method I and gradually reach 

lending Method III. 

The industry-wise analysis is done for 10 years using 

the data on company finance studies of the RBI for the period 

1970-71 to 1980-811 for the following eight industries.(!) Jute 

1 The following abbreviated notations are used hereafter, 
unless otherwise specified, to denote different industries: 

1) Jute textiles - Jute 

4
~2J Transport Equipment - Tran.Equip. 
~ Rubber and rubber products - Rubber 

Edible, vegetable and hydrogenated oils - EVH 
5) Cotton textiles - Cotton 
6) Medicines and pharmaceutical preparations - MPH 
7) Basic industrial chemicals- SIC. 
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textiles, (2) Transport equipment, (3) Cement, (4) Rubber and 

rubber products, (5) Edible, vegetable and hydrogenated oils, 

(6) Cotton textiles, (7) Medicines and pharmaceuticals, and 

(8) Basic industrial chemicals. The proforma given below is 

used for the computations. 

1 

2 

4 

5 

ro~ 1 

Annual consumption of raw materials and stores and spares 

Annual cost of production 

Annual cost of sales 

Annual sales 

a) Raw materials (including stores and other items 
used in the process of manufacture) 

b) Stock-in-process or Work-in-progress 
c) Finished goods 
d) Receivables 
e) Sundry loans and advances 
f) Investments (Quoted) 
g) Cash and bank balances 

Sum of (a) to (g): Reasonable level of 
current assets (RCA) 

6 Current liabilities other than bank borrowings 

7 Working capital gap (WCG) (5-6) 

8 Permissible levels of bank finance (PBF) 

I Method 
II Method 

9 Actual bank borrowings (ABB) 

10 Excess bank borrowings (EBB) (9 - 8) 

I Method (9 - 8.I) 
II Method (9 - 8.II) 
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The annual cost of production and cost of sales are 

calculated as shown below. 

FORM 2 

1 Raw materials, components, ate., consumed 

2 Stores and spares consumed 

3 Power and fuel 

4 Salaries, wages and bonus 

5 Provident fund 

6 Employees' welfare expenses 

7 Managerial remuneration 

g Repairs to machinery 

9 Repairs to buildings 

10 Other expenses 

11 Depreciation provision 

12 Other provisions 

Sub-Total (1 to 12) 

13 Add: 

Opening Stock-in-process 

Sub-Total 

14 Deduct: 

Closing stock-in-process 

15 Sub-Total (Annual Cost of Production) 

16 Add: -
Opening stock of finished goods 

Sub-Total 

17 Deduct: 

Closing stock of finished goods 

18 Sub-Total (Annual Cost of Sales) 
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The reasonable level of current assets is calculated 

as shown below. 

1. 

FORM J 

a) Raw materials and stores1 

b) 
. 2 

Stock-in-process 

c) Finished goods) 

cO Receivables4 

e) Other current assets 

Total: Reasonable level of current assets 

1Raw materials and stores are equal to so many months 
of annual consumption according to the suggested 
norm or the actual holdings, whichever is lower. 

2stock-in-process is equal to so many months of cost 
of production as per the norm or the actual figure, 
whichever is lower. 

)Finished goods is equal to so many months cost of 
sales as per norm or the actual holdings, whichever 
is lower. 

4Receivables is equal to so many·months of sales as 
per norm or the actual outstandings, whichever is 
lower. 
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The computation of excess bank borrowings is done in 

the following way. 

FORM 4 

1. Reasonable level of current assets 

2. Current liabilities other than bank borrowings (OCL) 

3. Working capital gap (1 - 2) 

4. Permissible level of bank finance (PBF) 

I Method 

II 1-1ethod 

Sub-Total 

Less: OCL 

Sub-Total 

5. Actual bank 

6. Excess bank 

I Method 

II Method 

. 75 per cent of WCG • 

• • 
RCA 
Deduct 25,. of RCA 

PBF. II Method 

borrowings 

borrowings 

• • 

. 
• 

Actual bank borrowings 
Deduct PBF (Method I) 
Sub-Total EBB (Method I) 

Actual bank borrowings 
Deduct PBF (Method II) 
Sub-Total EBB (Method II) 



Section II 

A. Trend in Excess Bank Borrowings (EBB) 

In Table 5.1 the data pertaining to ABB, PBF and EBB 

are presented with respect to the afore-~entioned eight indus

tries for the period 1971-72 to 1980-81. The computations of 

PBF and EBB are presented in the Tables given in Appendix V.5. 

The following observations may be made on the basis of data 

presented in Table 5.1. 

1. Three industries, viz., Jute textiles, Transport 
equipment, and Cement had EBB under both lending 
methods throughout the period. 

2. According to lending Method I, apart from the 
three industries in (1), 

(a) Rubber and rubber products industry had 
EBB, except for two years i.e. 1972-73 
and 1973-74; Edible, vegetable and 
hydrogenated oils had excess bank borr
owings in all the years except for the 
years 1979-SO and 1980-Sl, 

(b) Cotton textiles which started with an EBB 
of 2.4 per cent, exhibited absence of EBB 
for the next four years; but again there 
were EBB for the subsequent three years and 
for the last two years there were no EBB. 

(c) There were no EBB throughout the period 
with respect to (i) Medicines and pharma
ceutical preparations and (ii) Basic 
industrial chemicals. 

3. According to lending Method II, apart from the three 
industries in (1): 
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Table 5.1 : Industry-wise Excess Bank Borrowings 

(Rs. in 1akhs) -- - - - - - - - - - - - - - - - - - - - - -- - - - - -- - -PBF EBB EBB as % ABB 
Year ABB • ------------ ------------ -------------I II I II I II - - - - - - - - - - - - - - - - - - - - - ·- - - - -- - - - --
ill 

1971-72 966 528 245 438 721 45.3 77.7 
1972-73 951 613 286 338 665 35.5 69.9 
1973-74 1004 818 477 186 527 18.5 52.3 
1974-75 1257 952 577 305 680 24.3 54.1 
1975-76 892 611 244 281 648 31.5 72.6 

1976-77 883 606 236 277 647 31.4 73.3 
1977-78 943 726 220 217 723 23.0 76.7 
1978-79 950 496 Neg. 454 950 47.8 100.0 
1979-80 918 1121 559 359 39.1 
1980-81 88o 1248 610 - 270 30.7 

MPH -
1971-72 2541 3945 2643 - - -
1972-7.3 2902 4405 2991 
1973-74 .3096 4917 3.340 
1974-75 .3689 6022 4127 
1975-76 3814 7411 5382 -
1976-77 40.30 5904 3738 292 7.2 

1977-78 4277 6148 3748 529 12.4 

1978-79 4518 7778 5146 -
1979-80 5614 866.3 5427 187 3.3 
1980-81 7212 10654 7140 72 1.0 

- - - - - - - ~ - - - - - - - - -- - - - - - - - - - - - - -
(continued) 
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Table 5.1 : (continued) 

- - - -- - - - - - - - - - - - - - - - - - - - ----- - - -PBF EBB EBB as % ABB 
Year ABE ------------ ------------- ------------I II I II I II 
- - - - - - - - - - - - - - - - - - - - - - - - -- - - - - - --
COT.TEX. 

1971-72 22846 22306 16576 540 6270 2.4 27.4 
1972-73 21842 23887 18138 3704 17.0 
1973-74 22671 26204 19346 3325 14.7 
1974-75 26780 33772 25279 1501 5.6 
1975-76 30879 34266 24917 5962 19.3 
1976-77 34998 30724 20207 4274 14791 12.2 42.3 
1977-78 39612 33052 20840 6560 18772 16.6 47.4 
1978-79 45516 42323 28329 3193 17187 7.0 38.o 
1979-80 42898 43949 29114 13784 32.0 
1980-81 47881 49390 31518 - 16263 - 34.0 

.ill 

1971-72 6825 6844 3294 3531 51.7 
1972-73 5917 7897 3865 2052 - 34.7 
1973-74 6768 9095 4854 1914 2S.3 
1974-75 8068 12808 7226 842 10.4 
1975-76 9987 . 18376 11626 -
1976-77 11763 24034 16083 -
1977-78 12507 24119 15711 
1978-79 13385 25349 15214 -
1979-80 15527 26864 15589 -
1980-81 20833 31498 19359 1474 7.1 

. . - - - - - - - - - - - - - - - - - - - - - --- --- - ---
(continua4) 
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Table 5.1 : (continued) 

- - - - - - - - - - - - - - - - -- - - - -- - - - - - - - - -PBF EBB EBB as " ABB Year ABB ------------ ------------- ------------I II I II I II -- - - - - - - - - - - - - - - - - - - - - - - - -- - - - - --
JUTE 

1971-72 5688 4283 2850 1405 2838 24.7 49.9 
1972-73 5682 4559 3064 1123 2618 19.8 46.1 
1973-74 7373 3066 1006 4307 6367 58.4 86.4 
1974-75 7509 2974 628 4535 6881 60.4 91.6 
1975-76 6696 3316 915 3380 5781 50.5 86.3 
1976-77 5913 3049 846 2864 5067 48.4 85.7 
1977-78 6739 2780 213 3959 6526 58.7 96.8 
1978-79 7777· 1109 6668 7777 85.4 100.0 
1979-80 6780 2396 4384 6780 64.7 100.0 
1980-81 7190 3556 474 3634 6716 50.5 93.4 

CEl-iENT 

1971-72 2491 2.32 2259 2491 90.7 100.0 
1972-7.3 2423 71 - 2352 2352 97.1 100.0 
197)-74 2916 2916 2916 100.0 100.0 
1974-75 2577 2577 2577 100.0 100.0 
1975-76 2797 2797 2797 100.0 100.0 
1976-77 4315 - 4315 4315 100.0 100.0 
1977-78 2319 2319 2319 100.0 100.0 
1978-79 2032 2032 2032 100.0 100.0 
1979-80 2818 2818 2818 100.0 100.0 
1980-81 4404 4404 4404 100.0 100.0 

- - - - - - - - - - - - - - - - - - - - - - - - - - -------
(continued) 
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Table 5.1 : (continued) 

- - - - - - - - - - - - - - - - - - - - - - -- - -- --- - --PBF EBB EBB as '/> ABB 
Year ABB ------------ ------~----- ------------I II I II I II - - - - - - - - - - - - - - - - - - -- - - - - - --- - - - --
TRAN.EQUIP. 

1971-72 8610 5954 .3029 2656 5581 )0.8 64.8 
1972-7.3 7546 5481 2288 2065 5258 27.4 69.7 
197.3-74 9.377 6.376 2600 2985 6777 :u.s 72.2 
1974-75 14.385 7897- 2908 6488 11479 45.1 79.8 
1975-76 14.377 8440 2878 59.37 11499 41 • .3 80.0 
1976-77 16777 11660 6135 5117 10642 .30.5 63.4 
1977-78 16956 12.381 6651 4575 10305 27 .o 60.8 
1978-79 1671.3 12341 4776 4372 11937 26.2 96.7 
1979-80 25192 14066 4720 11126 20472 44.2 81.) 
1980-81 18697 11102 7597 18697 40.6 1uO.O 

RUBBER 

1971-72 2.341 19.30 916 411 1425 17.6 60.9 
1972-73 1697 2028 946 751 - 44.3 
197.3-74 1128 20)8 752 376 - 33.3 
1974-75 3436 2814 1161 622 2275 18.1 66.2 
1975-76 4312 2878 924 1434 3388 33 • .3 78.6 
1976-77 6528 1852 4676 6528 71.6 100.0 
1977-78 6860 2805 570 4055 6290 59.1 91.7 
1978-79 6185 3554 914 2631 5271 42.5 85.2 
1979-80 5914 3.301 - 2613 5914 44.2 100.0 
1980-81 6211 3073 3138 6211 50.5 100.0 

- - - - -- - - - - - - - - - - - - - - - - - - -- - - -- - - -
Note : '.Neg.' • Negligible. 

t - t • .Nil. 
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(a) There were excess bank borrowings through
out the period in regard to (i) Rubber and 
rubber products, (ii) Edible, vegetable and 
hydrogenated oils and (iii) Cotton textiles. 

(b) There were EBB in the first four years with 
respect to Basic industrial chemicals. 

(c) There were no EBB in the first five years 
with respect to Medicines and pharmaceuti
cal-products. 

It may be also observed that in regard to no industry 

was there a clear-cut tendency in the movement of the EBB as 

percentage of ABB under both the Methods of lending. 

B. Magnitudes of EBB 

As regards the magnitudes of EBB, Cement industry dis

played peculiar characteristics, i.e., negative working capital1 

throughout the period as per lending Method II, and negative 

working capital in all the years, except 1971-72 and 1972-73 

as per lending Method I. Even in the two years, i.e., 1971-72 

and 1972-73 the excess borrowings were of the order of 91 per 

cent and 97 per cent of ABB respectively. Medicines and 

pharmaceutical preparations industry showed quite different 

1 Negative working capital refers to a situation where 
current liabilities other than STBB are in excess of RCA. 
Under the suggested methods of lending by the Committee, a 
firm in order to avail bank credi~ should have a positive 
working capital gap. Negative working capital, therefore, 
implies that the short term resources, other than bank 
borrowings, are more than RCA and hence the entire bank 
credit is to be treated as EBB. The implication is that to 
pay off short-term bank borrowings, a firm has to either 
rundown its excess current asset holdings, if there are any, 
or raise funds through term borrowing and equity capital. 



behaviour to that of Cement industry in the sensa that there 

were no EBB throughout the period as per Method I and there 

were EBB only in four years ranging between 1.0 per cent and 

12.4 per cent as per Method II. In case of the other six 

industries EBB, as per Method I, were at a higher level with 

respect to Jute textiles and Rubber and rubber products, i.e., 

exceeding 50 per cent of ABB in some years, while EBB were at 

a lower level, i.e., less than 50 per cent of ABB for Transport 

equipment, EVH oils and Cotton textiles. There were no excess 

borrowings by Basic industrial chemicals. As per lending Method 

II, four industries, viz., Jute textiles, Transport equipment, 

Rubber and rubber products and EVH oils, had EBB at a higher 

level i.e., between 50 and 100 per cent of ABB, whereas in the 

case of two industries, Cotton textiles and Basic industrial 

chemicals, the EBB were comparatively at lower levels, less 

than 50 per cent of ABB. 

In this connection two points have to be kept in mind. 

1. From the point of view of placing an industry 
under Method I or Method II of lending, the 
above analysis is useful, since it broadly gives 
an idea regarding the extent of EBB. The Tandon 
Committee opined that 75 per cent of WCG as the 
maximum limit on bank borrowings under the 1st 
Method is liberal, but viewed it as a beginning, 
"particularly to facilitate financial structuring 
of new companies, setting up projects in backward 
areas and also for flexibility in re-structuring 

1 of existing companies with a weak financial base." 

1 Ibid., P• )0. 



However, "••• the aim should be to move forward 
and borrowers who already fall in the third or 
second category should not increase their 
dependence on bank borrowings an~ revert to 
the second or first category respectively.n1 

From Table 5.1 it may be seen that four indus
tries, viz., Cotton textiles, EVH oils, 
Medicines pharmaceuticals, and Basic industrial 
chemicals may be brought under lending Method 
II. This is based on the fact that there were 
no EBB in the most recent years i.e., 1979-80 
and 1980-81 under Method I and EBB were 
negligible in case of Medicines and pharmaceu
ticals, Basic industrial chemicals and less 
than 40 per cent of ABB with respect to EVH 
oils and Cotton textiles as per Method II. And 
even it may be thought that Medicines and 
pharmaceuticals and Basic industrial chemicals 
may be brought under Method III since EBB were 
negligible as per Method II. The results show 
that Jute textiles, Transport equipment and 
Rubber and rubber products industries are to 
be kept under Method I for some more time, 
since they have, 

a) substantial EBB, more than 40 per cent of 
ABB, under Method I; and 

b) under Method II EBB were very high, i.e., 
upto 100 pdr cent in the case of Jute 
textiles and more than 60 per cent for 
Rubber and rubber products, for the years 
1979-80 and 1980-81. 

1 Ibid., p. 30. 
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In the case of Cement industry, it seems, the suggested 

norms are grossly inadequate in relation to the actual current 

assets holdings of the industry. 

The observations are subject to two limitations: 

i) acceptance of the norms suggested by the 
Gommittee, 

ii) the computations are based on the combined 
balance sheet and income, expenditure and 
appropriation data at the industry level. 
This may result in underestimation, i.e., 
EBB at the industry level computed on the 
basis of combined balance sheets are likely 
to be lower than the EBB computed at the 
firm level and aggregated for the same 
number of companies (see Appendix v.6). 

Moreover, the above interpretation is carried on the 

basis of EBB as percentage of ABB. This should not be taken 

to mean that an industry with high percentage should be paid 

more attention than an industry with a low percentage figure. 

From the banks' point of view, what is more important is the 

amount of funds that is being locked up with the industries 

for financing assets other than RCA. This is because a 

substantial amount of funds could be released by bringing down, 

even marginally, the share of EBB in ABB than by a substantial 

pruning of the EBB. For example, in the year 1978-79, the EBB 

as per Method I for Cotton textiles and EVH oils were 7 per 

cent and 47.8 per cent respectively. Even a one percentage 

decline in EBB of Cotton textiles would release an amount of 

the order of Rs.460 crores which is higher than the total 
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outstanding EBB of the EVH oils industry. The point that is 

sought to be emphasised here is that from the point of view 

the dredit planning and policy, the quantum of bank credit 

expected to be released by adherence to the norms in industries 

with large borrowings should also be given due importance 

along with attempts to bring all industries iQ conformity with 

norms. 

Section III 

The problem of variation in excess borrowings has to 

be explained in terms of analysis of factors responsible for 

EBB. Given the level of ABB, it is PBF that determines the 

EBB, since EBB • ABB - PBF. On the other hand, PBF is depen

dent on two variables viz., {a) WCG and {b) the methods of 

lending. WCG is again based on the norms for inventories and 

receivables and the level of OCL. Thus, the three important 

factors that influence PBF are, therefore, (i) the norms for 

inventories and receivables, (ii) the level of OCL, and (iii) 

the methods of lending. 

A) Norms 

The suggested norms for inventory and receivables based 

on several factors, as mentioned earlier, are supposed to 

ensure that a unit will hold a·level of current assets (RCA) 

that will meet the production requirements. The basic objec

tive is to discourage firms to hold excess inventories over 

,and above their production requirements. The Group, while 

suggesting norms for various industries, has taken into 

I 

'' 



consideration the process period in different industries 
I 

availability of raw materials for ensuring smooth production, 

seasonality, technology, practices of trade credit, industry

wise and region-wise variations, etc. The suggested norms 

are for a maximum level of inventory and receivables on a 

disaggregated level, i.e., separate norms for each of the 

components. These norms for raw materials and stores, work

in-progress, finished goods and receivables resemble the four 

phases of the operating cycle. They are: (1) acquisition of 

raw materials and other components, (2) production process, 

(3) the marketing of goods, and (4) the recovery or collection 

of the funds committed to the process of production. The 

length of operating cycle is thus the time required to convert 

cash-into-goods and goods-into-cash. The finance required for 

completing an operating cycle, therefore, is the basic working 

capital requirement of a firm. The firm is thus required to 

hold a certain level of inventory in the form of raw material, 

work-in-progress, f~nished goods and receivables to carry out 

smoothly its production plans because of the presence of the 

time-lags involved at various stages of manufacturing process. 

But the two approaches mentioned, viz., ~andon Committee norms 

and the operating cycle approach to working capital require

ments, try to spell out the maximum levels of inventory and 

receivables that a firm might hold to fulfil their production 

targets. The norms, according to both the approaches, determine 

the working capital requirements necessary to attain production 

targets and are therefore considered desirable. In a later 



182 

section, we present the suggested norms of Tandon Com.ittee 

for inventory (component-wise) and receivables juxtaposing 

th! norms according to the operating cycle approach. This we 

believe would throw some light on the validity of the 

suggested norms for different industries. 

B) Other Current Liabilities (OCL) 

The components of OCL that are taken into account by 

the Tandon Committee are: (a) current provisions, (b) other 

short-term borrowings, and (c) trade dues and other current 

liabilities. OCL assumes importance in the analysis of bank 

credit within the Group's framework, since WCG is defined as 

RCA minus OCL. 'Once the WCG is arrived at, the PBF are cal

culated by applying the Group's suggested methods of lending. 

Thus, indirectly, what determines the PBF apart from 

the norms for inventory holdings and receivables and the methods 

of lending, is the level of OCL. In other words, for a given 

level of RCA, the higher the level of OCL the lower will be 

the WCG and hence the lower will be PBF. In passing, we may 

state that the incentive to raise resources from short-term 

sources other than banks, gets blunted, since the shortfall as 

reflected in the WCG will be met by bank credit as per the 

Group's recommendations. In fact, there may not be any efforts 

by a firm to attract short-term funds because of (a) the 

interest rate differential, and (b) costs of obtaining loans 

from banks (transaction costs) are less compared with other 

sources. Thus, the recommended approach aimed at reducing the 

dependency of industry on banks may in fact induce a complacency 
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on the part of borrowers in regard to tapping other short

term sources. This is because the PBF, in the framework of 

the Committee, has been treated as a residual instead of a 

determining factor which will be helpful to plan the credit 

deployment by banks, as well as to induce the borrowers to 

actively explore other sources of finance. 

We think that from the point of view of credit planning, 

the Tandon Committee approach is not very much helpful, in 

the sense that it does not give an idea of the demand for 

bank credit, by a firm independent of OCL. Therefore, firms' 

demand for bank credit, though based on production targets 

and inventory requirements, is again dependent on the avail

ability of other short-term fUnds. This creates problems, 

since the level of OCL is dependent on factors like public's 

willingness to invest in or lend to the corporate sector 

companies' efforts, trade credit practices, etc. From the 

banks' point of view, it becomes rather difficult to assess 

the demand for credit by firms unless the level of OCL is 

known. This will have further implications for matching 

supply of and demand for bank credit. Further, firms may not 

make the required efforts to tap other short-term sources for 

two reasons. Firstly, there is no direct penalty for not 

mobilising OCL, since the Committee visualises that a certain 

portion of the gap reflecting the shortfall in OCL in relation 

to RCA will be met by bank credit. Secondly, the willingness 

of firms to substitute OCL for bank credit is dependent on the 

ease with which funds can be obtained from these sources as 

also cost considerations. 



It is, however, to be noted that a part of WCG has to 

be met by a firm's own resources plus term borrowings. For 

a firm, therefore, the trade off is between raising OCL which 

will minimise the WCG thus reducing its contribution by way 

of iong-term funds towards current assets and keeping OCL at 

a minimum level so that the PBF for a given level of RCA will 

be higher with a higher matching contribution by way of long

term funds. In other words, the effective trade off is among 

other short-term borrowings and bank credit and long-term 

sources of funds, because for a given level of RCA the high$r 

the level of OCL the lower will be the PBF and matching con

tribution towards RCA and vice versa. This also implies that 

with a better capacity to raise long-term funds a firm can 

afford to keep the OCL at a lower level. Since, for given 

level of RCA, the lower the level of OCL the larger will be 

the_WCG and therefore the higher will be the unit's capacity 

to borrow from banks. 

As regards access to capital market, the prevailing 

notion is that big and well established firms have an edge 

over new companies in gaining the confidence of the investing 

public.1 The big and well-established companies, therefore, 

have an advantageous position vis-a-vis new and weaker companies 

1 (a) M.Y. Khan, New Issue Market and Finance for Industry 
in India. Allied, New Delhi, 1978, p. 17. 

(b) D.c. Rao, "The Structure of Corporate Finance and 
Some Related Policy Issues," Reserve Bank Staff Occasional 
Papers, Vol. 1, No. 2, December 1980, P• 125. 



in availing bank credit facilities because of the difference 

regarding the accessibility to the capital market. 

One of the basic objectives ·or credit planning is to 

meet the demand for bank credit based on production require

ments. The framework suggested by Tandon Committee also 

accepts this point of view stating that, "The rationale of 

norms and the need to link credit with production requiremants 

is to us thus fairly clear; and we envisage that eventually 

the entire system of credit planning will be dovetailed with 

production planning ••• ".! 

However, production decisions are directly related with 

certain components of current assets, viz., raw materials, 

work-in-progress and stocks of finished goods. The other 

current assets taken into account for the purpose of computing 

RCA are receivables, quoted investments, advance tax payments 

and cash and bank balances. These components of current assets 

do not have any direct bearing on production decisions. Like

wise, OCL which are deducted from RCA to arrive at WCG and PBF, 

also do not have any direct relation with the production 

process. 

C) Methods of Lending 

The third factor, which influences PBF and therefore 

EBB, in the Committee's framework, is the Methods of lending. 

Two of the three methods of lending, i.e., Methods I and II, 

1 Reserve Bank of India, Rerort of the Study Group to 
Frame Guidelines for Follow-up o Bank Credit, op.clt., 
p. 30. 
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suggested by the Committee were accepted by the RBI. Both 

the methods visualise meeting a certain portion of WCG 

according to Method I or a part of RCA accordir~ to Method II 

from lon'g-term funds, i.e., net worth and long-term borrowings. 

For availing of any credit from the banks, therefore, each 

borrower must have a positive WCG as per ~~thod I, and positive 

WCG (with adjusted RCA) as per Method II. That is, a part of 

current assets must be financed by the borrow~r from long-term 

funds. The objective of the methods of lending is to ensure a 

reasonable relationship between current assets and current 

liabilities, and each successive method is intended to increase 

the producer's contribution towards financing current assets. 

The Committee, thus, expects a secular reduction in industry's 

dependence on bank finance following the implementation of 

norms for inventory and receivables, and the methods of lending. 

In a later section we examine the trend in excess bank 

borrowings with respect to eight industries to assess whether 

all of them should be put under Method II, as was suggested 

by the 'Chore Committee•. 1 

Now we shall present the analysis with respect to 

fluctuations in EBB. Fluctuations in EBB, as argued earlitr, 

are mainly because of three factors, viz., (i) norms for 

inventories and receivables, (ii) level of OCL and (iii) 

Methods of lending. So, an attempt is made here to analyse 

1 Reserve Bank of India, Report of the Working Group to 
Review the System of Cash Credit, RBI, Bombay, 1979. 
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EBB and fluctuations in it in relation to these three factors, 

during the period 1971-72 to 1980-81 for eight industries. 

Fluctuations in EBB 

(i) Norms for Inventories and Receivables 

The methodology followed here is a comparison between 

the norms suggested by Tandon Committee for different indus

tries regarding inventory and receivables with the actual 

holdings of inventories and receivables. This will reveal two 

things. 

(a) Which component or components of inventory 
and receivables is mainly contributing to 
EBB. 

(b) The closeness or otherwise of.suggested 
norms with the prevailing practic~ in the 
industry regarding inventory holdings and 
trade credit. 

Table 5.2 presents receivables and component-wise 

holdings of inventory expressed as number of days, for eight 

industries during the period 1971-72 to 1980-81. The compu

tations are done in the following ways. 

(a) Raw materials: 

Stock of raw materials + Stores 
· and spares · x 365 • No. of days 
Annual consumption of raw 
materials, stores and spares 

(b) w.r.P.: 

(c) Finished Goods: 

Stock of finished goods 
Annual cost of sales X 365 • No. of days 



Table 5,.2_: Component-wise Inventory Holdings o£ Industry 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
EVH 

RM 
WIP 
FG 
Rec 

)0 

4 
22 
10 

34 
6 

17 
10 

29 
5 

20 
11 

)0 
5 

22 
9 

23 
5 

20 
10 

27 
5 

23 
11 

Cot,.Tex. 

RM 
WIP 
FG 
Roc 

!!ill! 
RM 
WIP 
FG 
Roc 

NQ 

RM 
WIP 
FG 
Rec 

"-!!.!! 
RM 
WIP 
FG 
Rec 

TR.EQ. 

RM 
WIP 
FG 
!tee. 

CE~IENT 

RM 
WIP 
FG 
Reo 

RUBBER 

RM 
WIP 

FG 
i!ec 

76 
2) 

44 
39 

98 
21 
35 
33 

112 122 
18 20 
49 45 
50 48 

160 
11 
47 
56 

98 
9 

40 
26 

161 
11 
35 
52 

86 
9 

35 
2) 

162 lo6 
2) 22 
2) 26 
48 39 

11) 
25 
35 
31 

82 
28 
37 
j) 

114 114 
20 21 
41 45 
50 44 

156 
12 
37 
42 

137 
16 
44 
41 

128 128 
10 9 
45 49 
29 28 

65 
30 
36 
32 

91 
21 
45 
40 

114 
17 
39 
47 

89 
9 

40 
27 

59 
31 
)1 

31 

85 
21 
43 
46 

87 
13 
33 
53 

89 
10 
38 
24 

164 152 130 126 
2) 31 30 26 
28 30 29 23 
38 42 44 52 

261 268 231 278 219 170 
14 11 19 19 21 18 

12 12 12 10 12 11 
48 44 45 39 33 34 

99 106 102 
10 10 10 
26 22 22 
51 35 29 

101 66 
12 11 
28 46 
40 50 

65 
10 
47 
72 

Note ~t • H.aw materials. stores and spares. 
\\·rp • '-'·ork-in-progress .. 
F~ • Finished goods. 
Rec Receivables. 

23 
5 

22 
8 

57 
31 
30 
33 

94 
22 
38 
45 

103 
14 
32 
56 

90 
10 
38 
28 

129 
27 
22 
49 

156 
9 
8 

31 

62 
9 

37 
69 

23 
6 

24 
15 

69 
28 
27 
31 

90 
21 
39 
42 

21 
6 

18 
9 

77 
27 
25 
JJ 

97 
20 
44 
42 

99 119 
14 14 
30 29 
57 51 

87 101 
11 9 
54 48 
29 29 

127 
26 
16 
4) 

171 
11 
11 

33 

64 
10 
29 
66 

144 
30 
17 
47 

196 
13 
11 
29 

78 
9 

26 
60 

24 
5 

21 
8 

73 
27 
25 
35 

94 
21 
48 
40 

lOS 

14 
31 
58 

98 
8 

41 
25 

121 
27 
16 
43 

193 
13 

9 
29 

65 
9 

27 
68 

(Number of' DaYs) 

l.A 

22 

82 
15 
60 
37 

82 
8 

30 
52 

75 
8 

37 
45 

67 
22 

75 

45 
15 

30 

60 
7 

52 

1.8 

26 
5 

21 
10 

77 
27 
32 
33 

101 
21 
44 
45 

124 
14 
36 
51 

99 
9 

43 
27 

142 
26 
23 
44 

2U 

15 
11 
)6 

81 
10 
31 
54 

1.C 

29 
5 

20 
10 

87 
25 
37 
34 

110 
20 
45 
46 

1.0 

24 
5 

22 
10 

67 
29 
28 
33 

92 
21 
42 
45 

146 103 
13 14 
40 31 
48 55 

106 
9 

42 
27 

155 
26 
27 

'42 

251 
18 
12 
42 

95 
11 
29 
41 

93 
10 
44 
27 

129 
27 
19 
47 

178 
11 
10 
31 

67 
9 

33 
67 
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(d) Receivables: 

Sundry Debtors ~65 • 
Sales x ~ No. of days. 

In Table 5.2, Cols. 1-A, 1-B, 1-C, 1-D represent res

pectively the norms suggested by the Tandon Committee, the 

average level of actual holding over the period, the average 

level of actual holding over the first five years, i.e., from 

1971-72 to 1975-76 and the average level of actual holdings 

for the latter period (1976-77 to 1980-81). The rest of the 

columns are figures for the respective years for different 

industries, for inventory and receivables. The division of 

the total period into two sub-periods is done mainly because 

it was in the year 1975 that the Tandon Committee submitted the 

Report to RBI and, therefore, it would perhaps be mora meaning

ful to observe the trends in inventory and receivables prior 

to and after the implementation of the norms separately and 

compare with the suggested norms. 

Firstly, a comparison of the suggested norms (1-A) with 

the average actual holdings (1-B) reveals that, except in the 

case of EVH, in all other industries the average actual raw 

material holdings were higher than the suggested norm. Another 

important factor is that except EVH and Cotton textile indus

tries, in the other six industries for all the ten years the 

actual holdings of raw materials were higher than the norm 

suggested for the respective industry. The norms for work-in

progress were also lower than the average actual holdings, 

except in case of Cement industry. The actual holdings were 
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higher than the norm suggested in all the years with respect 

to three industries, viz. (i) MPH (ii) BIC and (iii) Rubber 

and rubber products. 

The Committee has suggested clubbed norms for finished 

goods and receivables for certain industries, like Cotton 

textiles, EVH, Transport equipment, Cement, Rubber and rubber 

products, etc. In other words, the combined level of finished 

goods and/or receivables expressed as so many months' cost of 

sales and/or sales respectively was given as the norm. Out of 

the five industries mentioned above, for two industries, viz. 

Cotton textiles and Transport equipment, the norm was higher 

than the average actual holdings of finished goods and receiv

ables. On the other hand, the average actual holdings exceeded 

the suggested clubbed norms for the three other industries. 

Except for one year, i.e., 1973~74, in the case of Rubber 

industry and for all the ten years in the case of EVH and 

Cement industries, actual holdings were higher than the 

suggested norms. Next coming to the three other industries 

covered in the present study, viz., MPH, BIC and Jute textiles 

industry, for which separate norms for finished goods and 

receivables were suggested by the Committee, the finished 

goods norm was higher for MPH while for the other two indus

tries the average actual holdings were higher than the norms. 

It is also observed that in case of MPH the actual holdings 

were less than the suggested norm for all the years. Regarding 

receivables it may be observed that the norm conformed to the 

average actual holdings. On the other hand, in Jute textiles 
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the average actual holdings as well as actual holdings for 

all the years were less than the suggested norm. 

Till now we have examined the relation between suggested 

norms (1-A) and average actual holding of different components 

of inventories and receivables for the period 1971-72 to 

1980-81 across the industries. Now we shall examine the rela

tion between the average actual holdings of the two sub

periods as shown in Cols. 1-C and 1-D with that of the 

suggested norms. This, we hope, may throw some light on the 

broad trends in actual holdings which will roughly indicate 

the effectiveness or impact of the norms on the inventory 

holdings of these industries. 

From Table 5.2 it may be seen that in all the industries 

the average actual holdings of raw materials declined in sub

period I (Col. 1-C}. But as regards the other components, the 

evidence is mixed, i.e., unlike in the case of raw materials 

showing a decline in all the industries from sub-period I to 

sub-period II, there was no clear-cut trend in the behaviour 

of work-in-progress and finished goods inventories. 

To sum up, two broad conclusions emerge from the analysis. 

1. Since there were differences in the suggested 
norms and actual holdings, in some cases very 
substantial, there is a need for the revision 
of the norms. 

2. As regards the impact of the norms on the actual 
holdings is concerned, there is clear-cut 
evidence that raw material holdings declined, 
which means that the norms did have an influence 
on the behaviour of industry. 
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Table 5.2 read along with the EBB does not give any 

clear-cut relationship between actual holdings of inventory 

and receivables and EBB. It supports our contention that the 

decisive factors in determining the EBB within the Committee's 

framework are OCL and the methods of lending. For example, 

though there was no substantial difference in the actual holdings 

of EVH industry in different years in the second sub-period, 

the fluctuations in EBB were quite significant. However, here, 

we do not propose to go into the proximate reasons of EBB, viz. 

excess current asset holdings and/or deficit of long term 

sources, since this will be analysed while discussing the issue 

of end-use of bank borrowings. Now the analysis regarding the 

effect of OCL on EBB is presented. 

Other Current Liabilities 

Within the framework of the Committee's approach, OCL 

is the second factor determining the WCG, and hence PBF and 

EBB. As explained above, in the Committee's framework PBF are 

obtained as a residual that will make planning by banks, with 

respect to deployment of credit, a difficult task. Since a 

unit's PBF is dependent on WCG and WGG, in its turn, is related 

to the difference between RCA and OCL, PBF for different units 

within the same industry, with uniform norms for inventory and 

receivables, will be different depending upon the magnitudes 

of RCA and WCG. Further, one can visualise situations where 

for borrowers with same levels of output, sales, and RCA, the 

PBF may be different because of different levels of OCL. In 

other words, assuming equal accessibility to bank borrowings 
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and other short-term sources, the borrowdrs are free to choose 

between short-term bank borrowing and other short-term borrow

ings. This may be illustrated with the help of a hypothetical 
-example. 

Consider an industry comprising 4 firms with the 

following data: 

RCA "' X • 100 

OCL • M • 40, 50, 60, 70 

WCG • (X - M) 

PBF I • (X. - M)O. 75 

PBF II • (0.75X - M) 

Firm !ill! OCL WCG PBF I PBF II - -
1) 100 70 30 22.5 (7.5) 5 (25) 

2) 100 60 40 30 (10) 15 (25) 

3) 100 50 50 37.5 (12.5) 25 (25) 

4) 100 40 60 45 (15) 35 (25) 

Figures in parentheses 
from long-term funds. 

represent the required contribution 

From the above illustration it is clear, that companies 

within the same industry, with the same level of current 

assets will be treated differently as regards the amount of 

credit they can obtain from banks because, of varying levels 

of OCL. Thus, in the Committee's framework, the level of OCL 

becomes a crucial factor in determining the PBF. But OCL 

being dependent on a host of factors like the unit's willing

ness to borrow, the relative cost of funds, the availability 
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of funds, etc., and also because of the residual approach 

adopted by the Committee in determining PBF, the borrowers 

may be able to influence the PBF by changes in OCL. 

It is seen from the illustration that under lending 

Method I, a decline in OCL by one unit results in an increase 

of PBF by 0.75 units, with an increase in the matching contri

bution from long term funds by 0.25 units. In other words if 

the unit has the capacity to raise funds from long-term sources 

or convert some of the short-term borrowings into long-term, 

the unit's capacity to borrow (PBF) will be higher. In addi

tion, because of (a) residual approach to determination of PBF 

and (b) the relative costs of funds, there may be no compulsion 

on the units to raise maximum possible resources outside the 

banking system, as long as they can bring in the required 

long-term funds. And this is more true, under lending Method 

II since the long-term funds to be brought in are related to 

only RCA. In other words, under Method II a unit decline in 

OCL, for a given RCA, results in an increase of PBF by one 

unit. 

Thus, it is not quite clear from the Committee's 

approach as regards the feasibility of reducing the depend•nce 

of industry on banking system. This is so because the industry 

may attempt a reduction in the OCL along_with an increase in 

the long-term funds, which will enhance the PBF, under lending 

Method I; while under lending Method II a rupee decline in 

OCL will enhance the PBF by one rupee. Thus, this brings into 

forefront much wider issues like (a) the financial structure 
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of industry which again is intricately related to rates of 

interest, savers preference, etc., and (b) the implications 

with respect to the banking system. 

Another aspect that deserves attention in this regard 

is the approach to the determination of PBF. The framework 

suggested by the Committee determines PBF in the following 

way: 
RCA - OCL • WCG • PBF + LT. 

In other words, a part of the working capital gap will 

be met by long-term funds (25 per cent of WCG under lending 

Method I, 25 per cent of RCA under Method II) and the remain

ing is treated as maximum permissible level of bank finance. 

The drawbacks or weaknesses of this approach have been 

discussed above. 

If bank credit has to be treated as a tool of resource 

allocation and the relative dependence of industry on banking 

system is to be progressively reduced, then permissible level 

of bank finance has to be first determined. In other words, 

PBF has to be an active variable, i.e., influencing the magni

tudes of other sources of funds rather than being determined 

as a residual factor as in the Committee's framework. 

Methods of Lending 

The methods of lending suggested by the Committee is 

another factor influencing the PBF. The basic rationale of 

these methods is to supplement borrowers' resources to 

maintain a reasonable level of current assets to carry out 

production plans. In other words, a part of the w?rking 



196 

capital gap will be met by bank borrowings and the remaining 

portion of WCG has-to be met by long-term funds. The contri

bution of long-term funds to finance current assets will be 

higher under successive methods of lending. 

Here, we are concerned with only examining the issue 

whether it is feasible to bring all the industries under 

lending Method II, as suggested by the Chore Committee Report. 

The Chore Committee recommended a switch-over to the lending 

Method II suggested by the Tandon Committee according to which 

the borrowers' contribution from owned funds and long-term 

sources to meet the working capital requirements should at 

least be 25 per cent of the total current assets. The empirical 

results presented in Table 5.1 reveal that there exists a 

substantial difference between differant industries as regards 

their EBB under lending Methods I and II. 

For this purpose, the eight industries are divided into 

two groups, i.e. industries (I) without EBB and (II) with EBB 

under lending Method I. Group I comprises industries (1) MPH, 

(2) BIC, (3) Cotton textiles and (4) EVH. Group II includes 

(1) Jute textiles, (2) Cement, (3) Rubber and rubber products, 

and (4) Transport equipment. in the second group, the EBB 

under lending Method II were very high, particularly in the 

later period, to the extent of 100 per cent of actual bank 

borrowings. In the case of Cement industry, the EBB under 

both the methods of lending, except for two years under Method I, 

were to the extent of 100 per cent. The EBB under Method I 

were also quite high in all these industries. Therefore, 



prima facie, it appears that placing all industries under 

lending Method II may not be feasible, considering the large 

amounts of EBB. However, the issue of the implementation of 

lending Method II, has to be examined in relation to the 

current state of the capital market, which is presented in 

Section V. In the next section analysis regarding the end-use 

of bank credit is presented. 

Section IV 

End-Use of Bank Credit 

It was the general contention that the security

oriented approach to lending has resulted in over-financing 

of industry in relation to production and inventory require

ments. The National Credit Council's Study Group appointed in 

1968 to review the commercial bank lending pointed out that: 

(a) there has bean a general increase in bank 
credit to industry in relation to production 
and inventory, and 

(b) in some cases, there was a diversion of 
funds in acquiring long term assets or 
fixed capital assets. 

The Dehejia Committee argued that there was a dispro

portionate growth of inventory and diversion of bank credit to 

financing assets that are not intended to be acquired by short 

term bank credit. But the Dehejia Committee did not suggest 

any quantitative norms to bring down the inventory levels of 

industry. Later, it was the Tandon Committee which argued 

that the demand for bank credit be reduced partly by curtailing 

the inventory levels and partly by increasing the contribution 
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of industry by way of long term funds towards financing current 

assets. The Tandon Committee felt that the norms and methods 

of le~di~g not only bring down the demand for ba~k credit, but 

also ensure the end-use of bank credit for production purposes. 

The end-use of bank credit is said to be proper only 

when (a) it has not been used for acquiring assets other than 

current assets, (b) it has not been used for holding current 

assets in excess of those justified by production requirements. 

Both the aspects of end-use of bank credit are desired from 

the viewpoint of better utilisation of bank credit avoiding 

excess inventory accumulation and diversion to fixed assets 

financing, thus making the bank finance increasingly available 

to priority sector borrowers. 

The two issues, i.e. excess current asset holdings, and 

the use of bank credit for acquiring assets other than current 

assets are examined with respect to eight industries for the 

period 1971-72 to 1980-81. For this purpose, we have juxta

posed the actual holdings of current assets and the RCA to 

work out excess current assets. Then, the excess current 

assets series is compared with EBB series. 

Our analysis of end-use of bank credit is aimed at 

examining the following main points: 

(a) whether bank credit has been used for 
productive purposes only; 

(b) whether there are EBB; if yes, whether 
EBB has been used (i) to hold excess 
current assets and/or (ii) to finance 
fixed assets. 

The first issue of follow up of bank credit, viz. whether 
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bank credit is used for production purpose only is analysed 

with reference to EBB. This is so because PBF and EBB are 

computed with reference to RCA, which, in turn, are based on 

production requirements. Therefore, absence of EBB, measured 

by Tandon Committee norms, means that bank credit is used for 

production purposes only, while the presence of EBB indicates 

the use of bank credit for (i) and/or (ii) of (b) mentioned 

above. 

However, it has to be remembered that for EBB computa

tions within the framework of the Tandon Committee, it is 

assumed that under Method I 25 per cent of WCG and under . 
Method II 25 per cent of RCA has to be met by owned funds and 

long term borrowings. Therefore, to examine the issue of end

use of bank credit, EBB may have to be decomposed into three 

parts, viz.: 

1. Due to the deficiency in long term funds to 
meet the stipulations of the Committee's 
recommendations. 

2. Excess current asset holdings. 

3. If EBB exceed the sum total of 1+2, then it 
is a clear indication of diversion of funds 
to finance long term assets, which is also 
reflected in a shortfall in long term funds 
towards financing fixed assets. 

In Tables 5.3 and 5.4 industry-wise EBB and the decom

position of EBB in terms of uses for which they have been put, 

for the period 1971-72 to 1980-81 are presented. The computa

tions of EBB in Table 5.3 are done through 'Balance Sheet 

approach' and is presented below. The balance sheet approach 
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Table ~-~ • Decomposition of EBB into Various Components • 
(Industry-wise) 

(Rs. in lakhs) - - - - - - -- - - - - - - - - - - - - - - - - - -- - - -- -
LTF 

EBB 
LTA ELT 25% of ECA --------------(1-2) WCG I II - - - - -- - - - - - - - - - - - - - - - - - - - - -- --

EVH 

1971-72 1261 1067 194 176 457 439 726 
1972-73 1380 1053 327 204 458 335 661 
1973-74 1651 1075 576 273 490 187 528 
1974-75 1912 1289 623 317 612 306 680 
1975-76 1875 1412 463 204 541 282 649 
1976-77 1766 1096 670 202 744 276 647 
1977-78 2024 1248 776 242 751 217 723 
1978-79 1797 1066 731 165 1020 454 950 
1979-80 2809 1636 1173 374 595 358 
1980-81 3598 2087 1511 312 727 270 

JUTE 

1971-72 6794 5412 1382 1428 1360 1406 2839 
1972-73 6867 5813 1054 1520 658 1124 2619 
1973-74 6327 6152 175 1022 3460 4307 6367 
1974-75 7435 6991 444 992 3987 4535 6881 
1975-76 6093 6504 -411 1105 1864 3380 5781 
1976-77 4392 6018 -1626 1016 222 2864 5068 
1977-78 3457 6259 -2802 926 231 3959 6526 
1978-79 2511 6323 -3812 370 2486 6668 777/ 
1979-80 5210 5974 -764 799 2821 4384 6780 
1980-81 6868 7390 -522 1185 1930 3635 6717 

- - - - - - - - - - - - - - - - - - - - -- - - - - -- - --
(continued) 
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Table 5.3 : (continued) 

- - - - - - - - -- - - - - - .- - - - -- - - - - - - -- - -
LTF LTA ELT 25% of ECA EBB 

(1-2) WCG ----------.--
I II 

-- -·------- - - - - - - - - - - - --- - - - - - - - -
TRAN.EQUIP. 

1971-72 23713 16717 6956 1985 7625 2654 5579 
1972-73 24922 17015 7907 1827 8146 2066 5259 
1973-74 26627 18011 13616 2125 9471 2985 6776 
1974-75 213451 20152 13299 2632 12154 6487 11477 
1975-76 29907 23116 6791 2813 9916 59313 11500 
1976-77 3.3501 25729 7772 )886 9003 5117 10642 
1977-713 36158 26693 9465 4127 9913 4575 10305 
19713-79 41409 29.312 12097 4114 12355 4372 11937 
1979-80 47.307 3.3693 1.3614 4689 20050 11125 20472 
1980-81 56014 42.399 13615 3701 17511 7597 113697 

CEMENT 

1971-72 17035 13499 35.36 77 5719 2260 2491 

1972-73 16901 13302 3599 2.3 5929 2353 2353 
1973-74 16287 130.36 3251 6238 2916 2916 

1974-75 16403 13411 2992 - 7857 2577 2577 

1975-76 16491 13705 2786 6758 2797 2797 

1976-77 16957 154.31 1526 6951 4315 4315 
1977-78 17644 15833 1811 6650 2319 2319 

1978-79 18870 16126 2744 6499 2032 2032 

.1979-80 19483 17944 1539 7273 2818 21318 

1980-131 22996 21929 1067 8682 4404 4404 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- -
(continued) 
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Table 5l • (continued) • 

- - - - -· - - - - - - - - - - - - - - - - -- - - - - - - - -
LTF LTA ELT 25% of ECA EBB 

(1-2) WCG -----------I II - - - -- -· ~- - - - - - - - - - - - - - - - - - - - - - - -- -
COT.TEl. 

1971-72 45a81 33323 1255!3 7435 5665 542 6272 
1972-7} 51754 35339 16415 7962 6407 3704 
1973-74 61367 3794!3 23419 !3735 11148 3322 
1974-7S 6!3263 43252 25011 11257 675!3 1500 
1975-76 6609!3 4745!3 1!3640 11422 3831 5962 
1976-71 59231 46802 12429 10241 6461 4273 14790 
1977-78 61655 49271 12384 11017 7926 6559 18772 
197!3-79 72!329 58053 14776 14108 3861 3193 17187 
1979-88 89369 66808 22561 14650 6859 13783 
19!30-81 106783 !32682 24101 16463 6026 16261 

.!@ 

1971-72 48601 39737 8864 2281 6565 3531 

1972-73 51776 41419 10357 2632 5743 2051 

1973-7' 54529 42684 11!345 3031 6488 1916 

1974-71 61558 42492 19066 4269 10058 - 843 

1975-7l 66675 43242 23433 6125 !3919 -
1976-77 83180 54927 28253 8011 7970 -
1977-78 89090 59086 30004 8040 10352 

1978-79 92178 64093 280!35 !3450 7669 

1979-81 103528 71646 )1882 8955 11591 

1980-81 )20774 85759 35015 10499 13852 1475 

- - - - - ...-.. - - - - - - - - - - - - - - - - - - - - - - - - --
(continued) 
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Table 5.3 : (continued) 

- - - - ------- - - - - - - - - - - - - - -
LTF LTA ELT 255b of ECA 

-E~ 
(l-2L WCG ------------I II 

- - - - - - - - - - - - - - - - - - - - - -- - - -- - -- --
1:!f!! 
1971-72 10340 5866 4474 1315 1755 
1972-73 11398 6175 5223 1468 2251 
1973-74 12620 6727 5893 1639 2432 
1974-75 14038 7178 6860 2007 2519 
1975-76 14772 7474 7298 2470 1230 
1976-77 13308 7111 6197 1969 2355 292 
1977-78 14372 7429 6943 2049 3022 529 
1978-79 16424 8849 7575 2593 1722 
1979-80 18683 10290 8393 2888 2458 188 
1980-81 21423 12202 9221 3551 2228 72 

RUBBER 

1971-72 8228 5480 2748 643 2515 410 1424 

1972-73 8612 5675 2937 676 1930 751 

1973-74 8961 5732 3229 679 1638 375 

1974-75 10381 6297 4084 938 3769 623 2276 

1975-76 10795 6601 4194 959 4669 1434 3388 

1976-77 11603 8566 3037 617 7096 4676 6528 

1977-78 11652 8503 3149 935 6268 4054 6289 

1978-79 12507 8637 3870 1185 5316 2631 5271 

1979-80 13562 9003 4559 1100 6071 2612 5914 

1980-81 14907 9810 5097 1024 7212 3139 6216 

- - - - - - - - - - - - - - - - --- - - - - - - - - - -- - --
Note : LTF • Long Term Funds. - LTA • Long Term (Fixed) Assets. 

ELT • Excess Long Term Funds. 
ECA • Excess Current Assets. 
WCG • Working Capital Gap. 
EBB • Excess Bank Borrowings. 
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Table 2 ·!± • Excess Bank Borrowings, Excess Current Assets and . 
Deficit in Long-Term Funds (Industry-wise) 

(Rs. in lakhs) -- - - - - - - - - - - - - - - - - -- - - - -- --- - --EBB I ECA DCWC EBB II ECA DCWC 
- - - - - - - - - - - - - - - - - - - - - - - - - - - - -- -
EVH -
1971-72 439 439 726 457 269 

1972-73 335 335 661 458 203 

1973-74 187 187 528 490 ;a 
1974-75 306 306 680 612 68 

1975-76 282 282 649 541 lOS 

1976-77 276 276 647 647 -
1977-78 217 217 723 723 

19713-79 454 454 950 950 

1979-80 358 358 

1980-Sl 270 270 

JUTE 

1971-72 1406 1360 46 2839 1360 1479 

1972-73 1124 658 466 2619 658 1961 

1973-74 4307 3460 847 6367 3460 2907 

1974-75 4535 3987 5413 6S81 3987 2894 

1975-76 3380 11364 1165 5781 1864 3506 
(411) (411) 

1976-77 2864 222 1016 5068 222 3220 
(1626) (1626) 

1977-78 3959 231 926 6526 231 349~ 
(2802) (2802 

1978-79 6668 24136 370 7777 24136 1479 
(3812) (3812) 

1979-80 4384 2821 799 
(764) 

67130 2821 3195 
(764) 

1980-Sl 3635 1930 11133 6717 1930 4265 
(522) (522) 

- - - - - ------ - - - - - - - - - - - - - - - - - -
(continued) 
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Table 5.4 • (continued) . 
------- - -- - - - - - - - -- - - - - - - - - - - - --EBB I ECA DCWC EBB II ECA DCWC - - - - - - - - - - - - - - - - - - - - - - - - - - - - - --
TR.EQUIP. 

1971-72 2654 2654 - 5579 5579 
1972-73 2066 2066 5259 5259 
1973-74 2985 2985 6776 6776 
1974-75 6487 64S7 11477 11477 
1975-76 5938 5938 - 11500 9916 1584 
1976-77 5117 5117 10642 9003 1639 
1977-78 4575 4575 10305 9913 392 
1978-79 4372 4372 11937 11937 
1979-80 11125 11125 20437 20050 422 
1980-81 7597 7597 18697 17511 1186 

CEMENT 

1971-72 2260 2260 2491 2491 

1972-73 2353 2353 2433 2433 

1973-74 2916 2916 2916 2916 

1974-75 2577 2577 2577 2577 

1975-76 2797 2797 2797 2797 

1976-77 4315 4315 4315 4315 

1977-78 2319 2319 2319 2319 

1978-79 2032 2032 2032 2032 

1979-80 2818 2818 2818 2818 

1980-81 4404 4404 4404 4404 

--- - - - - - - - - - - - - - - -- - - - - - - - - - - - - -
(continued) 
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Table 5.4. . (continued) • 

- - - - - - - - - - - - - - - - - - - -- - - - -------EBB I ECA DCWC EBB II ECA DCWC - - - - ~ - - - - - - -- - - - - - - -- - - - - - - - - - -
COT.TEX. 

1971-72 54.2 54.2 6272 5665 607 
1972-73 3704 3704 
1973-74. 3322 3322 
1974.-75 1500 1500 
1975-76 5962 3831 2131 
1976-77 4.273 4.273 14790 6461 8329 
1977-78 6559 6559 18772 7926 10846 
1978-79 3193 3193 17187 3861 13326 
1979-80 13783 6859 6924 
1980-81 16261 6026 10235 

JgQ 

1971-72 - 3531 3531 

1972-73 2051 2051 -
1973-74. 1916 1916 

1974.-75 - 843 843 -
1975-76 -
1976-77 
1977-78 -
1978-79 
1979-80 
1980-81 1475 1475 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - --
(continued) 
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Table 5.4 : (continued) 

- - - - - - - - - - - - -
EBB I - - - - - - - - - - - - - - - - --ECA DCWC EBB II ECA DCWC - - - - - - - - - - - - - ---------------- -·-

~ 

1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-SO 
1980-81 

RUBBER 

1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 

410 

623 
14.34 
4676 
4054 
2631 
2612 
3139 

410 

623 -
1434 
4676 
4054 
2631 
2612 
3139 

292 
529 

188 
72 

1424 
751 
375 

2276 
3388 
6528 
6289 
5271 
5914 
6211 

292 
529 

188 
72 

1424 
751 
375 

2276 
.3388 
6528 
6289 
5271 
5914 
6211 

-

21 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Note: ECA • Excess Current Assets. 

EBB • Excess Bank Borrowings. 
DCWC • Deficit in Long-Term Funds to Finance Working 

Capital. 

'-' • Nil. 
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facilitates decomposition of EBB into (a) excess current 

assets (ECA), (b) deficiency of long term funds towards the 

contribution of working capital (DCWC), and (c) diversion to 

fixed assets (DFA). But here, two of the items, viz. WCG and 

RCA, are obtained from the computations done within the Tandon 

Committee's framework. The end-results, i.e., EBB, are 

identical in both the approaches, because of the accounting 

identity, as shown below. 

A) Lending Method I: 

Tandon Committee Approach: 

EBB • ABB - PBF 

• ABB- 0.75 WCG 

Balance Sheet Approach: 

EBB • 0.25 WCG + ECA - ELT 

where ECA • ACA - RCA 

ELT • LTF - LTA 

ECA • Excess Current Assets 
ACA • Actual Current Assets 
RCA • Reasonable Current Assets 
ELT • Excess Long Term Funds 
LTF • Total Long Term Funds 
LTA • Total Long Term Assets. 

• • • (I) 

• • • (II) 

The logic of the Balance Sheet Approach is explained below: 

By Balance Sheet identity: 

Total Liabilities • Total Assets 

This can be broadly divided into: 

LTF + CL • LTA + CA 

LTF - LTA • CA - CL 

••• (1) 

••• (2) 



209 

Further, current assets and current liabilities may be 

divided, following the Tandon Committee approach, into: 

CA • RCA + ECA 

CL • OCL + BB 
' 

Making use of (3) and (4) and substituting in (2), we 

LTF- LTA •(RCA + ECA)~ (OCL + BB) 

Bank borrowing can further be split into (a) PBF and 

(b) EBB. Therefore, 

ELT • RCA + ECA - OCL - (PBF + EBB) 

Regarding the terms, we get: 

EBB • (RCA - OCL) + ECA - ELT - PBF 

In the Tandon Committee approach: 

RCA - OCL • WCG 

Therefore, EBB • 0.25 WCG + ECA - ELT 

Now, the equivalence of the two approaches is shown: 

From equations (I) and (II), it may be written: 

ABB - 0.75 WCG • 0.25 WCG + ECA - ELT 

ABB • WCG + ECA - ELT 

Now by deducting (II) from (IV), we get: 

ABB - EBB • 0.75 WCG, 

whic~, by rearranging, can be written as: 

EBB • ABB - 0.75 WCG 
Or 

EBB • ABB - PBF 

••• ()) 

••• (4) 

arrive at 

••• (5) 

• • • ( 6) 

••• (7) 

••• (S) 

••• 

••• 

(III) 

(IV) 

This is nothing but the approach followed by Tandon Committee 

to compute EBB. Likewise, the equivalence of EBB of Tandon 
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Committee Approach and of Balance Sheet Approacbl is shown 

below, for lending Method II. 

B) Lendi.ng Method II: 

Tandon Committee Approach: 

EBB • ABB - PBF 

• ABB- [(0.75 RCA- OCL)) 

Balance Sheet Approach: 

EBB • 0.25 RCA + ECA - ELT 

Therefore, 

ABB- [(0.75 RCA- OCL)) • 0.25RCA + ECA- ELT 

ABB • RCA + OCL + ECA - ELT 

••• (I) 

•. • (II) 

••• 

••• 

(III) 

(IV) 

The Balance Sheet Approach, though gives the same end

results with respect to EBB as Tandon Committee Approach, is 

useful from the point of view of analysis of end-use of bank 

credit, since it is possible to decompose EBB into its 

components like (a) ECA, (b) deficit in LTF towards financing 

CA as suggested by the Committee as shown in Table 5.4, and 

(c) diversion to fixed assets, as reflected under ELT (Col. 3 

of Table 5.3). 

1 Starting with the identity 7 in Method I, identity (II) 
is arrived at as follows: 

EBB • (RCA •. OCL) + ECC - ELT - PBF 

• [(RCA- (OCL + PBF)) + ECC- ELT 

The term in square brackets is equivalent to 0.25 RCA 
in Tandon Committee's second method of lending. Therefore, 

EBB • 0.25 RCA + ECC - ELT. 
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With the help of Tables 5.3 and 5.4 we shall present 

the extant situation in industry as regards the two objec

tives of financial follow up cited above, viz. 

(a) whether bank credit was used for production 
purposes; 

(b) if there were excess bank borrowings for 
what purposes have they been utiliseA. 

It is to be mentioned that within the framework of 

Tandon Committee's suggestions, bank borrowings are deemed 

to have been utilised for production purposes, so long as 

there are no EBB. It does not, however, mean that the con

cerned industry is not holding excess current assets than 

warranted by production requirements. That is, absence of 

EBB coupled With presence of ECA indicates that the industry's 

long term funds are adequate to finance EGA and is line with 

the Committee's suggested contribution of long term funds 

towards financing a part of RCA. Whether in such cases it is 

not feasible and desirable to reduce bank credit (though 

there were no EBB according to the Committee's framework) to 

bring down the level of current assets is a moot point, which 

has to take into consideration the discrepancy between the 

suggested norms for inventory and receivables, and the actual 

holdings of these current assets by industry. This issue baa 

been discussed earlier, and here, we ionfine ourselves to 

examining whether or not bank credit has been used for only 

production purposes. 

From Table 5.3 it may be seen that according to Method I 

three industries, viz. (1) BIG, (ii) MPH and (iii) Cotton 
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textiles (except in three years) had no EBB. All other 

industries had EBB. Judged by the criterion stated above, 

only the three industries with no EBB used bank credit for 

production purposes only, while in other industries at least 

a part of bank credit was utilised for purposes other than 

production. On the other hand, according to Method II of 

lending, it is to be noticed that all industries had EBB. Even 

industries like MPH and BIC, with no EBB throughout the period 

under Method I, had EBB in some years. It may be noticed, 

however, in case of BIC from 1975-76 to 1979-80 there were no 

EBB, and in MPH there were no EBB till 1975-76; in the other 

years EBB in both these industries were less than 10 per cent 

of ABB. Therefore, it may be stated that on the whole only 

MPH and BIC utilised bank credit for production purposes 

alone. 

Now we shall present the analysis regarding EBB and 

division thereof into different components like (1) excess 

current assets, (2) inadequacy of long term funds to meet the 

Committee's suggestions with respect to financing a part of 

current assets, and (3) diversion of bank credit to finance 

fixed and other long term assets. Here, the methodology 

followed is shown below: 

EBB • ECA + DCWC + DFOA 

where, DCWC • Deficiency of LTF towards the contribution 
of working capital 

DFOA • Diversion to fixed and other assets. 

From the above identity relation, total EBB are allocated 

among the three components. It is assumed that EBB are because 
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of (a) ECA, (b) DCWC and (c) DFOA, in a sequential order. In 

other words, ECA has a first claim followed by DCWC and DFOA 

in allocation of EBB and if, in a particular year, for an 

industry EBB < ECA for that year entire EBB is assumed to be 

because of the holding of ECA. On the other hand, if EBB > ECA, 

the excess of EBB over and above ECA, in the first instance 

is allocated to DCWC; any EBB, is then thought of due to 

DFOA. However, it has to be noted that DFOA can be directly 

obtained from Col.) of Table 5.) representing excess of long 

term funds (ELT). Only when ELT appears with a negative sign, 

is there a clear case of diversion of bank credit to acquire 

fixed and other long term assets. 

From Table 5.4 it may be seen that, under lending 

Method I, there were no EBB due to DCWC except in the case of 

Jute textiles. For industries with EBB, except Jute textiles, 

it is observed that EBB were due to ECA only. That is, within 

the suggested framework of the Committee, EBB were used for 

holding current assets over and above RCA. Thus, in all these 

industries excess long term funds were adequate to meet the 

suggested contribution towards financing a part of WCG, and 

also a part of ECA. As regards Jute textiles, the whole of 

ECA were met by EBB throughout the period. In addition, a 

part of contribution towards financing WCG was met by EBB till 

1974-75, while from 1975-76 onwards not only the entire amount 

of WCG, but also the deficit in long term funds was met by EBB, 

i.e. EBB > ECA + DCWC. This may be seen from Table 5.) also 

where ELT for the Jute textiles appears with a negative sign 
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from 1975-76. As far as diversion of bank credit to finance 

fixed assets is concerned, there is evidence only in the 

case of Jute textil~s from 1975-76 onwards and no evidence 

for other industries. 

Next coming to the lending Method II, it is to be sean 

that BIC and MPH have EBB in some years, and rest of the 

industries had EBB in all the years. Four industries, viz., 

Cement, BIC, MPH and Rubber and rubber products, held only 

ECA with EBB. Industries like EVH, Transport equipment, and 

Cotton textiles showed a mixed type of behaviour, i.e., in 

some of the years EBB were used for only holdings of ECA and 

in some other years, a part of RCA was also met by EBB. How

ever, it has to be noticed that in EVH, till 1975-76, EBB 

were used not only to cover ECA but also a part of RCA, while 

in the latter period the ELT were adequate not only to meet 

the required contribution towards KCA but also a part of ECA. 

On the other hand, there was an exact opposite trend in the 

case of the Transport equipment and Cotton textiles industries. 

In other words, in these two industries the whole of EBB were 

due to ECA till the year 1975-76 while in the latter years EBB 

were mainly due to ECA, though a part of EBB were because of 

DCWC, i.e. during the period 1977-7S to 1980-81, the long term 

funds were not adequate to meat the matching contribution as 

per the lending Method II. In the case of Jute textiles, not 

only the whole of ECA but also a part of the RCA till 1974-75 

was met by EBB. From 1975-76 the total of the RCA requirement 

and DFOA was met by bank borrowings. 
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From the above analysis• therefore. it is clear that 

in all the eight industries ECA was the main reason for EBB. 

And in• only one industry. viz •• Jute textiles. out of eight 

industries analysed diversion of bank credit to finance fixed 

assets is found to be present. Therefore. there is every 

reason to believe that proper inventory management has a 

vital role to play in reducing the dependence of industry on 

the banking system thus releasing funds to be deployed else

where for purposes of production. In the following section 

the analysis regarding the implications of eliminating the EBB 

for the industry as well as banking system is presented. 

Section V 

Score for Reducing EBB and the Implications of 
it or the Industry and the Banking System 

In an earlier section. we have seen that there is no 

adequate evidence to support the Chore Committee's recornmenda. 

tion that all industries/units with borrowing limits more than 

Rs. 10 lakbs should be brought under second method of lending. 

There are some industries like Cement. Jute and Rubber and 

rubber products which had very high EBB even under Method I. 

Therefore. bringing these industries. ceteris paribus. under 

lending Method II would only make matters difficult. i.e •• the 

resources to be brought in the form of long term funds to 

comply with the lending Method II would be enormous and hence 

deserves further consideration. 

The total amount of EBB for all the eight industries 

covered in this study for the year 1980-81 were Rs.541 crores. 
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This constitutes 48 par cent of total actual bank borrowings 

of the eight industries in that year. As par the Chore 

Committee recommendation. to follow the lending Method II of 

the Tandon Committee. these industries have to either rundown 

their holdings of inventory which are excess according to the 

Tandon Committee framework or to bring funds in the form of 

equity and term borrowings. The excess bank borrowings due to 

excess current asset holdings are presented in Table 5.) and 

will be discussed later. So far as raising funds from the 

capital market is concerned• the sources are (a) share capital 

or equity capital. (b) borrowings from the public (debentures 

and company deposits). The capacity of industry to raise 

funds from these sources to the extant that would enable it 

to meet the requirements as par lending Method II. appears to 

be rather a difficult task. 

This is because the total capital raised by all non

government companies (public and privata limited companies) 

though increasing continuously. was about Rs. 450 crorea only 

in the year 19S2. On the other hand. the total capital raised 

by non-grovarnment public limited companies during the year 

19Sl-S2 was Rs.l70 croras only. Therefore. it would certainly 

have been a very difficult task for the eight industries 

analysed in the present study to raise capital to the extent 

of Rs. 541 crores in order to comply with the lending Method II. 

However. to make a final conclusion. regarding this aspect. 

an analysis of the current state of the capital market ia 

necessary which is presented later. 



However, it is essential to point out here that EBB 

may also be due to the holdings of excass currant assets 

arrived at by the application of inventory and receivables 

norms suggested by the Tandon Committee. The excess current 

asset holdings in the year 1980-81 for all the eight indus

tries taken together amounted to Rs. 582 crores (see Table 5.3) 

which was, in fact, more than EBB in that year as well as in 

the preceding years, i.e., excess current asset holdings were 

higher than EBB. It seems, therefore, that strict compliance 

with inventory and receivables norms would have resulted in 

drawing down of inventory and receivables levels, reduced the 

EBB and thus would have release d funds to be deployed else-

where. 

Of the two ways to eliminate EBB and reduce the depen

dence of industry on bank credit, viz., (a) running down of 

excess current asset holdings, and (b) raising long term 

sources, we shall deal with the latter first. However, it 

should be emphasised that both the aspects are equally 

important, since: 

a) accumulation of inventories in excess of 
production requirements results in ineffi
cient use of resources, and 

b) to the extent bank funds are locked up in 
some sectors/units credit facilities will be 
denied to some other sectors/units where 
funda can be utilised for production purposes. 

We have already seen that the magnitude of EBB, with 

respect to the eight industries covered, according to Method 

II were very high and it would be a difficult task for the 
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industry to bring in long-term resources to comply with the 

norms. 

The study by D.C. Rao also reveals that "the experience 

however; has been disappointing and ~he amount of equity 

raised from the public by non-financial companies each year 

has remained small. The equity market has become increasingly 

reliant on support from public financial institutions."1 The 

study also brings out the fact that the public response to 

debentures was generally very poor in the earlier years. It 

is stated that, "the main cause of the low public demand for 

debentures is the low rate of return. The ceiling on deben

ture interest rate is, at least in recent years too low in 

relation to other rates of return available to investors."2 

And loans from the term-lending institutions are not generally 

available for companies seeking to shift the maturity pattern 

of working capital finance. 

However, recently many measures are taken by the 

government to develop an active capital market. These measures 

range from relaxation in debt-equity norms enabling companies 

to raise more capital from the public to alloWing the 

companies to pay higher rates of dividend on preference shares 

and higher rates of interest on debentures and company deposits. 

These measures are taken to enable the Indian corporate sector 

to raise additional funds in the form of debentures and to 

1 D.C. Rao, op.cit., P• 154. 

2 Ibid., p. 138. 



219 

make the investments in the corporate securities attractive 

from the viewpoint of public. 

The debt-equity ratio for issuing debentures was 
" doubled rrom 1:1 to 2:1 in October 1980, thus widening the 

scope for companies to raise funds through debenture issues. 

Companies were also given the option to offer an incentive of 

a premi-um upto 5 per cent of the face value on non-convertible 

debentures at the time of redemption. 

Rates of return on different forms of corporate invest

ments along with the rate of return on fixed bank deposits 

are presented in Table 5.5. 

Fixed deposit rate repr~sents the return that could be 

obtained by investing public as an alternative to the risk

adjusted return on corporate securities. The dividend yield 

on ordinary shares, as shown in the Table, on an avarage, was 

about 6 per cent which is low~r than the yield on bank 

deposits. However, the total yield on ordinary shares arrived 

at by taking into account the element of capital gain/loss 

gives a different picture, i.e. the total yield on shares in 

most of the years during 1970 to 1982 was higher than that of 

bank deposit rate. The differential betwaen the two rates was 

quite high in the years 1978-79 (30 per cent) and 1981-82 (14 

per cent). It is to be noticed that the capital gain/loss was 

highly variable from year to year. The difference between 

fixed deposit rate and total yield on ordinary shares was not 

much during the period 1970-71 to 1977-78 but thereaft~r the 

total yield on ordinary shares rose quite steeply while bank 



Table 5.5 : Rates o£ Return on Corporate Securities and Bank Deposits 
(Per cent per annum) 

- - - - - - - - - - - -- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Year 

- - - -
1970-71 
1975-76 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 

l 
5 year 
Fixed 
deposit 

2 
Average gross 
yield on 
Ordinary shares 

3 
Capital 
gain/ 
loss* 

4 
(2+3) 
Total 
yield 

5 
Deben
tures 

Prefer
ence 
shares - - ---- - - - - - - - - - - - - - - - -- - - -- -- - -

7.25 
10.00 
9.00 
9.00 

10.00 
10.00 
11.00 

5.50 
5.41 
6.52 
5.66 
5.83 
5.88 
5.51 

5.00 
-13.51 

3.41 
34.00 
10.00 
12.20 
20.10 

10.50 
-8.10 
9.93 

39.66 
15.83 
18.08 
25.61 

8.00 
10.50a 
10. sob 
10.50 
10.50 
l3.50c 
l3.50d 
15.00 

9.50 
11.00 
11.00 
11.00 
11.00 
n.oo 
13.50 

Company 
Deposits 
(5 years) ------

9.00-16.00 
12.00-16.00 
12.oo-16.ooe 
11.50-16.00 
lS.U0-16.00 
15.00-16.00 

- - - -- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Notes: 
* Rate of change in average annual index of security prices. This represents the capital 

gain/loss that could be realised by the average shareholder in the year. 
a - Effective from September 121 1974 and for a term exceeding 7 years; for a term less 

than 7 years the rate was lu per cent. 
b - Interest on rights debentures issued by public limited companies to augment their long 

term working capital resources was fixed at a rate of 10.5 per cent upto 7 years 
maturity and 11 per cent on the maturity from 8 to 12 years. 

c - The ceiling on interest rate on public issue of debentures was raised from 11 per cent 
to 12 per cent from October 1980 and further to 13.5 per cent from March 1981. 

d • While the existing ceiling on interest rate of 13.5 per cent was maintained for issue 
of convertible debentures, the ceiling rate was raised to 15 per cent on non
convertible debentures from March 1981. 

e - The acceptance of deposits for periods more than 3 years has been prohibited with 
effect from April 1978, but companies are permitted to retain such deposits accepted 
prior to April 1978 till maturity. 

Source : RBI, various issues of Heports on Currency and Finance. 

N 
N 
0 
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deposit rate remained stable thus resulting in a wide margin 

between the two rates of return. 

The difference between yields on preference shares and 

bank deposit was not much and variations in the differential 

over the period were also within a narrow range, i.e. between 

1 per cent and 2.5 per cent. However, the difference between 

these two was largest (2.5 per cent) in the year 1981-82, 

when the ceiling on dividend rates on preference shares was 

raised to 13.5 per cent. 

On the other hand, differential between debenture rate 

and fixed deposit rate increased from 1980-81 onwards; prior 

to 1980-81, the difference between these two rates of return 

was not large (the maximum being 1.5 per cent in the years 

1977-78 and 1978-79). 

Regarding the 5 year company deposits, though the 

ceiling rate was kept unchanged at 16 per cent, the minimum 

rate was raised from 11.5 per cent in 1979-80 to 15 per cent 

in 1980-81. Thus, the difference between ceiling and minimum 

rates on company deposits narrowed down to the extent of 1 

per cent; the difference between fixed deposit rate and rate 

of interest on company deposits widened from the year 1980-81. 

All these measures taken by the government to make 

investments in corporate securities attractive to the invest

ing public appear to have achieved the purpose to some extent 

as reflected in the larger amounts that were being raised by 

the corporate sector and in the improvement in the number of 

over-subscribed issues since 1979. In Table 5.6 data regarding 
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the amounts offered to and subscribed by the public during 

1971 and 1982 are presented. 

Table 5.6 : Public Response to Capital Issues• 
. 
( Rs. crores) - - - - - - - - - - - - - - - -- - - - - - - -------

Year ended 
( 1) (2) (3) 

Offered Subscribed Col. 2 as March 31 to by per cent of 
Public Public Col. 1 - - - - - - - - - - - - - - - - - - - - - - - - - -

1971 33.30 19.15 57.51 
1976 56.39 28.56 50.65 
1979 46.50 34.77 74.77 
1980 48.36 39.89 82.48 
1981 74.10 65.59 88.51 
1982 301.98 260.93 86.41 

- - - - ------ -- --- - - - - - - - - - - - -
Note: • Capital issues for which data on public response was 

available. 

Source: RBI, various issues of RBI Bulletin. 

From the above Table it is seen that the public response 

to the capital issues of the corporate sector as measured by 

the ratio of the amount subscribed by the public to the amount 

offered (subscription rate) has increased since 1979, and from 

1980 onwards, the subscription rate was, on an average, around 

85 per cent. Another notable feature is that the amounts 

offered as well as subscribed in the year 1982 increased four 

times to those of the year 1981. Thus there was a sudden 

spurt in the supply of and demand for corporate securities. 

Besides the relaxation in debt-equity norm, higher 

rates of intarest on various corporate securities and tax 
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concessions, the government also adopted the buy-back arrange

ment to encourage issues of non-convertible debentures. Under 

this scheme the companies can buy back non-convertible 

debentures at par from any holder whose holding does not 

exceed Rs. 40,000 and who had held them for a period of at 

least one year and the companies can in turn place these 

debentures with the public financial institutions. All these 

measures have resulted in an improvement in the capital 

market as judged by the public response and the amounts 

raised through capital issues by corporate sector. 

It may, therefore, be said that the capital market is 

not so sluggish as it was a few years ago and now there is 

ample scope for the companies to obtain funds from the public. 

In the light of the above analysis, i.e. (a) the policy 

measures taken by the government to develop an active capital 

market and (b) excess holdings of current assets by industry, 

it seems possible for corporate units to reduce the EBB partly • 
by liquidating the excess current assets and partly. by raising 

additional funds from the market. Therefore, the Chore 

Committee's suggestion that all industries with borrowings 

Rs. 10 lakhs and above should be brought under Method II or 
lending, though at a first glance seems a difficult task 

because of the large magnitudes of EBB involved as shown in 

Table 5.3, an in-depth analysis of the state of capital market 

and a rather strict compliance with inventory norms of the 

Tandon Committee reveals that it may not be so. 

Another aspect that needs to be highlighted in this 
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is the suggestion made by the Chore Committee that the 

extant EBB should be segregated and treated as a working 

capital term loan repayable in instalments over a pariod of 

time. The Committee also recommended a higher rate of inte

rest, i.e. 2 per cent per annum higher than the rate charged 

on the cash credit to induce the borrowers to repay the 

instalments promptly. In effect, this amounts to conversion 

of that portion of outstanding bank borrowings which are 

treated as excess within the Tandon Committee's framework 

into a long term loan with a fixed repayment schedule. This 

will enable banks to plan their deployment of credit more 

effectively. Further, increasingly larger amounts of funds 

will be at the disposal of banks, since every year a portion 

of bank credit hitherto locked up with the industry will ba 

released due to periodical repayments. 

However, this requires that the borrowers have to 

either increase their retained profits, i.e. ploughing back 

of profits or to raise funds from sources other than banks, 

to ensure the regular repayment of working capital term loan. 

As retained profits are the excess of net profits over divi

dend payments, retained profits mainly depend on net profits, 

assuming that the company has to pay a certain rate of 

dividend. Net profits, in turn, depend upon total profits 

adjusted for interest and tax payments. A higher level ot 

total profits, ceteris paribus, requires efficient utilisa

tion of assets of which current assets are an important 

component. Therefore efficient management of inventory, the 
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principal component of current assets (i.e. holding an 

optimum level of inventory in relation to production require

ments), becomes crucial in maximising profits and increasing 

the volume of retained profits. Thus, in the context of our 

analysis, holdings of excess current assets should be brought 

down as a part of cost minimisation to increase total profits. 

Till now the discussion has bean focussed on the 

implications for industries of the implementation of the 

Tandon Committee recommendations especially with regard to 

lending Method II. However, equally important in this respect 

is its effect on the banking system (commercial banks) since 

bringing all the industries under lending Method II involves 

diverting a substantial part of industry's funds requiremdnts 

from the banking system to the market. This we shall present 

with reference to the three alternatives to reduce the EBB of 

the industry. They are: 

(A) Liquidation of the excess current asset 
holdings, 

(B) Raising long term resources from the 
market, and 

(C) Conversion of EBB into a working capital 
term loan. 

or the above, the first two are open for the industry, 

of course, with certain restrictions on raising funds from 

the public and the third one is suggested by the Chore 

Committee. 

A) Liquidation of excess current assets: 

The excess current asset holdings are, as shown earlier, 
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compu~ed by following the inventory and raceivables norms 

as suggested by the Tandon Commi~tee. It was also seen that 

EBB were in some of the industries wholly and in some other 

industries partly due to holdings of excess current assets. 

There was, thus, ample scope for a reduction of EBB of indus

~ry by liquidating excess current asset holdings. 

B) Raising Funds from the Public: 

This source of funds includes capital raised through 

issuing shares, debentures and acceptance of company deposits. 

We have outlined earlier several measures that are taken by 

the Government to develop an active capital market to enable 

the companies to raise additional funds from the market. How

ever, the crucial question in the context of making the 

industry borrow from the capital markat is whether the funds 

that are going to be tapped by the corporate sector will 

come from: 

{a) additional savings of the communi~y, or 

(b) from those savers who are outside the ambit 
of financial system, or 

(c) a switchover of the public from bank 
deposits into corporate securities or 
deposits. 

It is rather difficult to make any statement without 

empirical evidence whether the relatively higher rates of 

return on corporate securities will result in an improvement 

in the overall savings-income ratio. Besides, the proportion 

of savings in financial assets for a given level of income 

also depends on the rate of inflation and laval of economic 
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development. The ratio of savings in financial assets is 

generally related positively to the level of economic deve

lopment and inversely to the rate of inflation. Further, in 

an economy like India where agricultural sector's contribu

tion to national income is quite high, it is doubtful whether 

an improvement in the rates of return on corporate securities 

will lead to a significant change in saving-income ratio. 

The second aspect of raising long term funds from the 

market is that of inducing those surplus units whose savings 

are held in the form of physical assets or hoardings of cash, 

to invest in corporate securities. In other words, by provid

ing an incentive in the form of higper rates of return on 

corporate securities a part of savings of the community 

hitherto held in the form of non-financial assets may be 

transferred to the corporate sector. However, in the Indian 

context this also seems doubtful since a major segment of 

this class of savers are from the rural sector where the 

general awareness regarding alternative investment opportu

nities is very poor with limited information available. 

The third and rather more important effect of the 

corporate sector's raising funds from the market on the 

banking system is a simple transfer of funds from banks to 

the corporate sector. Assuming that the relative rate of 

return on corporate securities is higher than that on bank 

deposits, other things remaining the same, it is logical to 

expect a flow of funds from the banking system to the industry. 

However, this may not lead to a decline in the deposits of 
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the banking system since, 

i) part of the funds will flow into the banking 
system through repayments of the outstanding 
credit by industry, and 

ii) a large portion of the additional funds 
raised by industry from market will be held 
in the form of bank deposits, i.e. increase 
in the cash holdings of industry due to 
additional long term borrowings may be very 
insignificant. Therefore, in effect, the 
impact of a transfer of the above type on 
the operations of the banking system might 
be minimal. 

To sum up, if the industry's attempts to raise long 

term resources results in either (a) or (b) as mentioned 

above, the deposits of the banking system will, in fact, be 

augmented. It has to be, however, remembered that this is 

based on the assumption that the additional resources 

mobilised by the industry will flow into the banking system 

either as industry's deposits or repayments of bank credit 

by industry. Whereas in the case of a simple switchover from 

bank deposits into investments in corporate securities by the 

public, the effect on banking system if at all is marginal. 

It is to be pointed out that though the effect on banking 

system's operations of a switch-over from bank deposits into 

industrial securities by the public is negligible, 1 it may 

1 This is so because the leakage or cash drain from the 
banking system as a whole will be negligible when savers 
switch-over from bank deposits to corporate securities. 
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most likely result in dilution of control of the Monetary 

Authority over industry. In other words to the extent indus

try's d~pendence on the bankin~ system gets reduced, the 

overall effect of the credit control measures of the Monetary 

Authority in influencing the behaviour of industry tends to 

be weak. However, as the industry becomes increasingly 

reliant on capital market for funds the administrative 

controls in the form of regulations as framed under the 

Companies Act, MRTP Act, The Capital Issues Control Act and 

FERA will become more pervasive and effective. Whether this 

development, i.e. enhancement of administrative control at 

the cost of financial control, is desirable or not is a 

difficult question to answer and beyond the scope of the 

present study. 

C) Conversion of EBB into a Working Capital Term Loan: 

This measure, in effect, has implications similar to 

that in (B), when industry resorts to borrowings from the 

market to repay the instalments of working capital term loan. 

However, over a period of time the conversion of EBB into 

working capital term loan facilitates a redeployment of bank 

resources, since the industry's dependence on banking system 

will be reduced. In other words, increasingly larger amounts 

of bank funds will be made available to sectors other than 

industry. 

Another aspect of the problem of industry's increasing 

reliance on capital market is that whether it is desirable or 

not since theoretically financial intermediation facilitates 



230 

flow of funds from surplus spenders (savers) to deficit 

spenders (investors) in large amounts. There is a vast 

amount of literature on issues like the effects of financial 

intermediation on economic development, how financial intdr

mediation results in improving the ratio of savings to income 

in financial assets by supplying different types of financial 

instruments to suit the requirements of different types of 

savers and the factors which enable financial intermediaries 

to supply larger amounts of funds to investors at relatively 

low rates of interest than the rate at which investors had 

to borrow directly from the savers. 1 It is the last aspect, 

i.e. financial intermediation resulting in low cost of funds 

to the ultimate investors that deserves more attention in 

the context of increasing reliance of industry for funds on 

the market. In other words, by making industry more reliant 

on direct borrowings from the ultimate savers the beneficial 

effects of financial intermediation are denied to both 

investors and savers. 

The preceding analyses present the trend and magni

tudes of EBB of the selected eight industries, determinants 

of EBB, end-use of EBB and the implications of eliminating 

EBB for the industry as well as banking system. In the next 

1 See (a) James Tobin and William Brainard, "Financial 
Intermediaries and the Effectiveness of Monetary Control," 
in Donald D. Hester and James Tobin (ed.). Financial Markets 
and Economic Activity. John Wiley and Sons Inc., New York, 
1967, pp. 57-58. 

(b) Basil J. Moore. An Introduction to the Theog: of 
Finance. Amerind Publishing Co., New Delhi, 1971, pp.9~111. 
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section, we shall now present the major conclusions drawn 

from the above analyses. 

Section VI 

Conclusions 

In this chapter a critical review of the Tandon 

Committee recommendations in regard to norms for current 

asset holdings and the Methods of lending is presented. By 

following these norms EBB are worked out for eight industries 

for a period of ten years, i.e. from 1971-72 to 1980-81. The 

EBB according to Methods I and II are broadly as follows. 

Method I 

a) Jute Textiles, Cement and Transport equipment 
industries had EBB in all the years. 

b) Rubber and rubber products and EVH industries 
except for two years (i.e. 1972-73 and 
1973-74 in the case of the former and 1979-80 
and 1980-81 for the latter) had EBB for the 
rest of the period. 

c) As regards Cotton textiles industry, there 
is no discernible trend in EBB -- low level 
of EBB followed by absence of EBB for four 
years, then again there were EBB for three 
years again to be followed by absence of 
EBB in the last two years. 

d) In the case of two industries, viz., MPH and 
BIC there were no EBB throughout the period. 

Method II 

a) Except MPH and BIC all the other six indus
tries had EBB in all the years. 
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b) There were no EBB in the case of MPH till 
the year 1975-76 while BIC had EBB till 
the year 1974-75. 

ln the light of the views expressed by the Tandon 

Committee in regard to placing the industries under the 

suggested alternative methods of lending, it has been 

observed on the basis of computed EBB, that it is possible 

to bring only four out of eight industries viz., Cotton 

textiles, EVH, MPH and BIC, under lending Method II. It has 

also been noticed that, in the case of Cement industry, 

there was a wide gap between the suggested norms and actual 

holdings of current assets in all the years indicating the 

need for a further examination of the norms. 

The main reasons for the EBB by industry are analysed 

in terms of (a) norms for current assets, (b) OCL, and (c) 

Methods of lending. In this context an attempt is made to 

compare the Tandon Committee norms for receivables and 

component-wise inventory holdings with the actual holdings 

expressed as so many number of days arrived at by using the 

operating cycle approach~ This has revealed that in all the 

ten years actual holdings of raw materials ware higher than 

those suggested by the Tandon Committee for all industries, 

except EVH and Cotton textiles. Even in the case of Cotton 

textiles industry the average level of actual holdings of 

raw materials over the ten years was higher than the Tandon 

Committee norm. Thus, out of eight, seven industries' actual 

average holdings of raw materials were higher than the 
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suggested norm by the Tandon Committee. However, the period

wise analysis shows that in the second sub-period, i.e., from 

1976-77 to 1980-81 the average actual holdings of raw 

materials declined in comparison with that of the first sub

period i.e. from 1971-72 to 1975-76, indicating the impact 

of the implementation of the Tandon Committee norms on the 

behaviour of industry. 

So far as work-in-progress is concerned, except in 

the case of two industries viz., Jute textiles and Cement 

where the norm by the Tandon Committee and the average actual 

holdings were the same, in the other six industries the 

number of days of actual average holdings were higher than 

those of the Tandon Committee norms. 

The evidence in regard to finished goods and receiv

ables is inconclusive, i.e. the suggested norms are higher 

in some industries while the avarage actual holdings were 

higher in some other industries. Further, even With refer

ence to a particular industry there was no clear trend, since, 

the actual holdings were higher than the suggested norms in 

some years and vice-versa in some other years. 

Next, while discussing the importance of OCL the 

implications of it in relation to the magnitudes of EBB are 

presented. The emphasis here is that in the Committee's 

framework since bank borrowings are implicitly treated as a 

residual, the industry has the option to manipulate its 

current asset holdings and OCL in such a way that it will 
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obtain maximum level of bank credit. This is more so con

sidering the low cost of bank funds. It was also seen that 

due to the residual approach followed by the Committee to 

determine bank credit, there is no compulsion for the indus

try to tap funds from alternative sources. 

As regards the suggested methods of lending, two 

issues are discussed. They are (a) the effect on the magni

tudes of EBB by following Methods I and II, and (b) the 

desirability as well as the consequences of bringing all the 

industries under second Method of lending as proposed by the 

Chore Committee. In relation to the second issue, it was 

observed that at a first glance it appears to be a very diff

icult task to bring all the industries under lending Method II 

because of the large amounts of EBB involved. However, a 

detailed analysis of the state of capital market coupled with 

the ECA indicates that with some efforts by the Government to 

stabilise and to further promote capital market and sincere 

efforts by industry to liquidate ECA, the objective of reduc

ing EBB and thus making industry less reliant on bank funds 

could be realised. 

An attempt has also been made to decompose the EBB' 

as arrived at within the framework of Tandon Committee reco

mmendations into (a) ECA, (b) DCWC, and (c) DFOA. It is 

found that ECA was the main reason for EBB. This confirms the 

Dehejia Committee's finding that industry's borrowings had 

grown at higher rates in relation to growth in output. On 
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the other hand, the Dehejia Committee's observation that 

bank borrowings being used for financing fixed assets is not 

found to be present, except i~ the case of Jute textiles, 

for the period 1970-71 to 1980-81 with respect to our sample 

industries. 

However, a more important aspect is the effect on 

financial institutions in general and commercial banks in 

particular of the implementation of the lending Method II. 

Since this involves raising large amounts of funds directly 

from the public by industry, to that extent it may lead to 

a decline in the level of financial intermediation. There

fore, as pointed out earlier, it may result in a diminution 

of the benefits because of a reduction in the role of 

financial intermediaries. 



1. Cotton textiles 

2. Synthetic textiles 

3. Jute textiles 

4. Pharmaceuticals 

5. Rubber products 

6. Fertilisers : 
(i) for nitrogenous 

plants 

(ii) for phosphatic 
plants 

SUGGESTED INVENTORY NORMS 

Raw materials 

1 

1. 1/2 (Bomba.y & Ahmedabad 
areas} 

2. 1/2 (Eastern areas -
Bihar, Orissa, 
West Bengal and 
Assam) 

2 (Other than the above) 
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2.-Z.l/Z 
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1/?.- 3/4 (near the 
refinery) 

1 - 1. 1/ Z (for inland 
units) 

2 - (for units in port 
areas) 

3 - (for inlanu unit>~) 

Finished goods 

(Z) 

Receivables and inlt.nd bill 
discounts (exclusive of 
foreign bill discounts) 

3} 

'------~2~------~' 

1/Z to 1 

1 (for clomestic 
sale) 

1. 1/ Z (for export) 

1/Z 

3/4 - 1 (where stocks 
are in plant site) 

1. 1/2 (where stocks are 
also in upcountry 
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(1) (Z) 

• 

8. Paper : 
(i) Bamboo and wood 4 - 8 (to be built up in (i) Controlled sales 314 

stages from November (ii) Free sales 114 
to May and thereafter 
to be brought down) 

(ii) Chemicals Z.l/Z 

9. Light engineering 3 I z 

1 o. Medium engineering 3 - do -

Note 1. Raw materials are expressed as so many months' consumption. 

Z. Finished goods and receivabl.::s are expressed as so many months' sales. 
These figures represent only the average levels. Individual- items of finished 
gooos and receivables could be for different periods which could exceed the 
indicated norms so long as the overall average level of finished goods and 
receivables does not exceed the amounts as determined in terms of the norm. 

(3) 

1/Z 
-do-

I 
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Appendix V.2 
SUGGESTED NORMS FOR INVENTORY AND RECEIVABLES 

Industry Raw materials Stocke- Finiehed Receivabl~•• 
(including store 11 in- goode and bille 
and other items proceee purchased and 
used in the diecoWlted 
process of 
manufacture) 

(1) (Z) (3) (4) (5) 

i) Cotton and Cotton 
Synthetic 2. (Bombay and 314 (Com- I 2..1/4 I 
Textiles Ahmedabad posite 

areas) textile 
mille) 

3 (Eastern liZ (Other 
areas - mills) 
Bihar, 
Orissa, 
West 
Bengal 
and 
Assam) 

2., 1 I Z (Other 
than the 
above 
areas) 

z Other raw 
materials 

ii}Man-made 1.112 liZ I 1. 314 

Fibre 
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(l) (2) (3) (4) (5) -
~) Jute 2.1/2 1/4 1 (For 1.1/Z 

Textiles Dome a-
tlc 
sales) 

and 

1.1/Z (For 
exports) 

ll)Rubber z 1/4 I 1. 3/4 I 
Products 

,) Fertilisers -

aj For nitro- 3/4 (Units Negli- 1 (Where 1. 1/~ 

genous near re- gible stocks 

plants finery) are in 
plant site) 

1. 1/Z (Units 1.1/2 (Where 

away from stocks are in 

refinery) upcountry 
centres) 

b) For phos- Z {Units in Negli- 1 (Where 1.114 

phatic port areas) gib1e stocks 
are in 

plants plant site) 

3 {Units 
1.1/Z (Where 

away from 
stocks are 

port areas) 
also in up-
country centres) 

n) Pharma- 7..3/4 1/Z z 1. 1 I 4 

ceuticals 

Iii) Dyes and 7..1/4 1 3/4 z. 1 I 4. 

I 
Dyestuffs 

!iii) Basic 7..3/4 1/4 1 1. 3/4 

Industrial 
Chemicals 
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(1) (Z) (3) (4) (s} 

ix} Vegetable and 1 Negli- I 314 I 
Hydrogenated gible 
Oils 

x) Paper Z-b Bamboo •• 1 (For 314 
and Wood con-

(To be trolled 
built up in aalea) 
stages from and 
November 
to May and 114 (For 

thereafter free 

to be brought aalu) 

down) 

Z.ll4 Cbeml· 
cala 

xi) Cement Z.114 Gypsum liZ I 1 I 

1.114 Lime-
stone 

• 
314 Coal I 

1.1IZ Packing 
materials 

xil) Engineering • 

Automobiles 
3/4 I Z.liZ 

and ancillaries Z.l/4 

>.:.i.ii) Engineering -

314 I Z.l/Z I 
Consumer 
Durable a 

);iv) Engineering -

z 314 I Z.liZ 
Ancillaries 
(other than 
Automobile 
Ancillaries) and 
Component 
Suppliers 
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(1) (Z) (3) (4) (5) 

Engineering -

Machinery Z., 3/4 1. 1/4 '·--..::3;.:... 1:.!/-=Z.~--'' Manufac;.t\lrers 
and other 
Capital Equip-
ment Suppliers 
(other than Heavy 

Engineering)** 

- ~~-- ~--·~~--7--------------------------------------------· 

Notes : 1) . ~aw materials are expressed as so many month•' con•ump
tion. They include stores and other item• used in the 

. process of manufacture. 

ii} · a) Stocks~in-process are exprened·a• so many montb1 ' 

cost of production. 

~~ In individual cases, the bank may deviate !rom the 
·norm for stocks-in-process if it is satisfierl that the 

actual process time irivolved in any particular unit, 
say, in view of the nature of production, past experience 
and technology employed, is more than the norm 

· suggestecl. 

Hi) a) Finished goods anc; receivables are expressed as 10 

many months' cost of sales anC: sales respectively. 
These figures represent only the average levels. 
lnclividual items of finished goods and receivables 
could be for dif!erent periods which coulC: exceed the 
indicated norms eo·long ali the. overall average level 
of finished goods and receivables does not exceed the 
amounts as determinea in terms of the norm. 

iv) 

**v) 

• b) The norm presecribed for receivables r~lates only to 
inland sales on short term ba9is {i.e. exclucling 
!-'eceivables arising out o£ deferred payment aales and 
exports). 

Stocks o£ spares are not included for norms, since in !inan~ 
cial terms they are not significant in many industriEs. Banks 
will ascertain requirements of spares for inclivicual units. 
They should, however, keep a watchfql eye if spare• exceed 
S% of total inventories, 

Heavy Engine~ ring will include supply o£ whole or subs tan
tial plants involving long manufacturing perioci, i.e. sugar, 
cement, steel and textile plants. 
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Appendix V.3 : The Scheme of the Computations of Excess Bank 
Borrowings 

1) Annual consumption of raw materials o.nd stores &. spa1·as 

2) Annual cost of production 

3) Annual cost of sales 

4) Annual sales 

5) a) Raw materials and stores & spares 

b) Work-in-progress 

c) Finished goods 

d) Receivables 

e) Sundry loans and advances 

f) Investments (Quoted) 

g) Cash and bank balances 

Sum of {a) to (g): Reasonable level of 
current assets (RCA) 

6) Current liabilities other than bank borrowings 

7) Working capital gap (WCG): (RCA- 6) 

S) Permissible levels of bank finance (PBF) 

I Method 

II Niethod 

9) Actual bank borrowings (ABB) 

10) Excess bank borrowings (EBB) 

I Method 

II Method 

' 
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Appendix V.4 Adjustments Made as Regards Inventory Norms 

Some adjustments wherever necessary, as shown below, ware made 

regarding the inventory norms of some of the industries due to 

lack of availability of data as required by the sugeested 

norms corresponding to different components of raw materials 

or places where the firms are located, etc. 

- ----- - -
Industry 

- - - - - - - - - - - - - - - - - - - - -
Suggested Norm Norm Used 

(Number of Months) 
- - - - - - - - - - - - - - - - - - - - - - - - - - - - -
1) Jute 

textiles 

2) Cement 

3) Cotton 
textiles 

Finished goods: 1 (Domestic 
Sales) 

1~ (For exports) 

Raw materials and Stores & spares: 

21 
4 Gypsum 

11 
4 Limestone 

t Coal 

11 
'2' Packing materials 

1) Raw materials & stores & sparas: 

a) Cotton: 
2 (Bombay and Ahmedabad 
3 (Eastern areas - Bihar, 

Orissa, West Bengal 
and Assam) 

areas) 2 (Other than the above 

b) 2 (Other raw materials) 

2) Work-in-progress: 

t (Composite mills) 

~ (Other mills) 

21 
4 

- - - - - - - - - - -- - - - - - - - - - - - - - - - - - -
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AEpendix V.5 : Excess Bank Borrowings : Industry-wise 
(Rupees in lakhs) 

------------------------------- i971:72 -1972-73- i973:74 -1974-75- i975:76 -1976-77- i977:7s -1978-79- i979:8o -198o-Sl-
----- -- --- ----------- ---- -~--- - - ------ -- ---- - -- ---- ----------- -- - -- -- -- - -- -. -' 
1. MEDICINE AND PHARMACEUTICAL PREPARATIONS 

1) Annual consumption of raw materials and stores & spares 10669 11938 13613 17626 20329 19840 21487 25127 29298 33836 

2) Annual cost of production 19399 217S8 24339 29859 33545 33812 36548 42048 48448 55702 

3) Annual cost of sales 19124 21698 24273 29024 33747 3}477 36664 41473 47210 54287 

4) Annual sales 23028 26037 28879 33917 38950 39007 42729 48425 54601 60651 

5) a) Raw materials and stores & spares 2445 2736 3120. 4039 4o59 4259 4924 5769 6714 7754 
b) Work-in-progress 808 908 1014 1244. 1398 1409 1523 1752 2018 2321 
c) Finished goods 2567 2657 2723 3588 4133 3938 3822 4392 5682 7097 
d) Receivables 2399 2712 3008 3533 4057 4063 4451 5044 5688 6318 
e) Sundry loans and advaqces 1114 1216 1473 1916 1922 1416 1468 2640 2903 3184 
f) Investments (Quoted) 24 28 15 15 16 42 153 69 63 80 
g) Cash and bank balances 1110 1272 1512 1307 1813 1410 1458 1235 1427 1505 

RCA : Sum of (a) to (g) 10467 11529 12865 15612 17998 16537 17799 20901 24495 28259 

6) Current liabilities other than bank borrowings 5207 5656 6309 7582 8117 8665 9601 10530 12944 14054 

7) \~orking capital gap (WCG) : (RCA - 6) 5260 5873 6556 8030 9881 7872 8198 10371 11551 14205 

8) Permissible levels of bank finance (PBF): 
a) Method I 3945 4405 4917 6022 7411 5904 6148 7778 8663 10654 

b) Method II 2643 2991 :mo 4127 5382 me 3748 5146 5427 7140 

9) Actual bank borrowings (ABB) 2541 2902 3096 3689 3814 4030 4277 4518 5614 7212 

10) Excess bank borrowings (EBB): 
a) Method I 
b) Method II 292 529 187 72 

-- - - - - - - - - - - - - - - - - - - - -- - - - - - - - - - - -- - - - - - - - --- - - - - --- - ---- -- - -- - ----- ----- --. 
li£l!: '-' • Nil. (continued) 

Norms: a) Raw materials and stores : 2t c) Finished goods 2 

b) Work-in-progress • 1 
•! d) Receivables ll 

4 
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AEEendix V.2 : (continued) 
(Rupees in lakbs, --- ------ ---- - -- -- -- - - - - - - - --- --- ---- - --- - - -- -- --- -- ------- - - -- ----- --------

' 
1971-72 1972-7) 1973-74 1974-75 1975-76 197~77 1977-78 1978-79 1979-80 1980-Sl 

- ----- -- ------- -- --------- - - - -- ----- -- ----- - -- ----- - -------- ------------- ---. . ~ 

2. JUTE TEXTILES 

l) Annual consumption of raw materials and stores & spares 18299 20214 18917 19064 22764 21820 2)u87 21819 22629 25106 

2) Annual cost of production 29717 33691 )2290 35833 39344 36308 38573 36286 40630 46555 

3) Annual cost of sales 29320 33639 31670 34978 39445 )6249 38403 34972 39775 4bl>42 

4) Annual sales )1244 34500 )1800 37386 40240 35376 )7)10 35057 44350 49421 

5) a) Raw materials and storos & spares 3812 4211 3941 3972 4742 4350 4652 4546 4714 5230 
b) Work-in-progress 619 702 673 7411 820 756 803 756 846 970 
c) Finished goods 3054 )260 3299 )64) 4lu9 3882 3992 J64J 4143 4859 
d) Receivables 2270 2215 2604 2954 2515 2335 2854 27o2 35o8 3350 
e) Sundry loans and advances 1215 1207 1393 1544 1403 1160 1208 1313 11>19 1901 
f) Investments (Quoted) 247 252 233 242 2)4 239 219 189 163 181 
g) Cash and Bank balances 228 211 181 251 204 219 245 400 450 577 

RCA : Sum of (a) to (g) 11445 12058 12327 13352 14027 12881 13973 131109 15503 170o8 

6) Current liabilities other than bank borrowings 5734 5979 8239 9)86 9605 8815 10267 12130 123u8 12327 

7) Working capital gap (WCG) : (RCA - 6) 5711 6079 4088 3966 4422 40b6 3706 1479 3195 4741 

8) Permissible levels of bank finance (PBF): 
a) Method I ir283 4559 30ob 2974 JJlti 3049 21ao 1109 2396 3556 
b) Method II 2a5o 3064 1006 628 915 846 213 474 

9) Actual bank borrowings (ABB) 5688 5682 7373 7509 b696 5913 6739 7TI? 6780 7190 

10) Excess bank borrowings (EBB): 
a) Method I 1405 1123 4307 4535 )380 2ac4 J959 o668 4384 )634 

b) Method II 28)8 21>18 6367 6881 5781 5067 6526 7777 6780 6716 

-- -- - --- ---- - ------ - - - - - - - - -- - - -- - - - - - - - - - --- - --- --- -------- -------- ... ----- --
~ : '-' • Nil. (continued) 

Norms : a) Raw materials and stores : 2~ c) Finished goods • 11 • 7; 

b) Work-in-progress • 1 • 4 d) Receivables : 1~ 
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Appendix V.5 : (continued) 
(Rupees in lather ----- ------- --- -- ----- -------- ----- ---- ----------- ------------- -------------

' 
1971-72 1972-7) 197)-74 1974-75 1975-76 197~77 1977-78 1978-79 1979-80 1980-81 ------------ --- --------- ------- -- -------------------------------------------

). BASIC INDUSTRIAL CHEMICAlS 

1) Annual consumption of raw materials and stores & spares 20012 22641 25846 42ll2 52124 b747J 71456 767)9 88466 106428 
2) Annual cost of production 36996 41989 46776 68741 84524 108870 ll5162 125445 1441)4 166845 
J) Annual cost of sales 36519 4261) 46140 65548 85493 108742 ll45J7 1<51<2 14)09J Juu;!4J 
4) Annual sales 45665 52704 56669 821)5 101446 125896 133095 1445oJ 1oJ)41 18451) 
5) a) Raw materials and stores & spares 4516 5189 592) 9651 11945 15462 lo375 l758o 20273 24)90 

b) ~ork-in-progress 771 875 975 14)2 1761 22o8 2399 261) )OUJ J51S 
c) Finished goods )043 )551 )845 5462 7124 90&2 ~545 10)96 115)1 1385) 
d) Receivables 6659 7549 <>568 9212 1)142 18)60 19410 21082 2)203 26906 
e) Sundry loans and advaqces )8)1 4275 5339 5941 7194 6866 7914 112So 14047 14497 
f) Investments (Quoted) 676 774 974 1073 1231 1318 1481 1651 1652 1751 
g) Cash and bank balances 3761 4446 5470 66)4 9102 10516 6oub 9725 7205 56)5 

RCA : Sum of (a) to {g) 2)327 26659 29094 39405 51499 6)852 65790 74339 80920 90552 

6) Current liabilities other than bank borrowings 14201 16129 16968 22)28 26998 )1806 336)1 40540 45101 48555 

7) Working capital gap (WCG) ; (RCA - 6) 9126 105)0 12126 17077 24501 32046 32159 3)799 35819 41997 

8) Permissible levels of bank finance ( PBF): 
a) Method I 6844 7897 9095 12806 187)6 240)4 24119 25349 2M64 31498 
b) Method II 3294 )865 4854 7226 11626 1608) 15711 15214 15589 19)59 

9) Actual bank borrowings (ABB) 6825 5917 67M 8066 9987 ll763 12507 1)385 15527 20SJJ 

lO)Excess bank borrowings (EBB): 

a) Method I 
b) Method II 3531 2052 1914 842 14n 

- ---- - -- ---- - -- -- - - - - - --- - - - -- --- -- -- -- - - --- -- - - - - ------ --- ------. -----. -- --
~ : '-' • Nil. (continued) 
Norms: a) Raw materials and stores : 2t c) Finished goods : 1 

b) Work-in-progress . 1 . l; d) Receivables lt 
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Appendix V.5 : (continued) 
IRupooe in 1akhat 

----------------------- -.----------------------------------------------------1971-?Z 197Z-7J 197)-74 1974-75 1975-76 1976-77 1977-78 1978-79 1979-80 1980-81 
----------------------------------------------------------------------------

1) Annual consumption of raw materials and stores & spares 

2) Annual cost of production 

3) Annual cost of sales 

4) Annual sales 

5) a) Raw materials and stores & spares 
b) Work-in-progress 
c) Finished goods 
d) Receivables 
e) Sundry loans and advanees 
f) Investments (Quoted) 
g) Cash and bank balances 

RCA : Sum of (a) to (g) 

6) Current liabilities other than bank borrowings 

7) Working capital gap (WCG): {RCA - 6) 

8) Permissible levels of bank finance (PBF): 
a) Method I 
b) Method II 

9) Actual bank borrowings (ABB) 

10) &xcess bank borrowings (EBB): 
a) Hethod I 
b) Method II 

6671 

17022 

16916 

19106 

834 
709 

1501 

1720 
260 
382 

5406 

5097 

309 

232 

2491 

2259 
2491 

7192 

18144 

18119 

19482 

899 
756 

1567 

1706 
287 
345 

5560 

5466 

94 

71 

2423 

2352 
2423 

8917 

18917 

la894 

19403 

1146 
788 

1596 

1921 
270 
708 

6524 

6592 

Neg 

2916 

2916 
2916 

8438 

21429 

21454 

22091,. 

1055 
893 

1811. 

2092 
271 
592 

6717 

8064 

Neg 

2571 

2571 
2571 

11450 

27296 

272b8 

29492 

1431 
1040 

2365 

2912 
199 
824 

8771 

9945 

Neg 

2797 

2797 
2797 

13903 

33202 

3)170 

34b25 

17)8 
963 

2825 

2724 
340 
905 

9495 

10605 

Neg 

4315 

4315 
4315 

15251 

35071 

35869 

38084 

1906 
923 

3081 

2710 
J)5 

1732 

10687 

13207 

Neg 

2319 

2)19 
2319 

147b2 

358)8 

35489 

37897 

1845 
1037 

JOSS 

4313 
338 

1710 

12301 

14024 

Neg 

20)2 

<0)2 
2032 

15187 19129 

37027 41420 

3o935 41441 

39451 41930 

1898 2391 
1332 1505 

3183 3474 

471>4 59)) 
)46 261 

1023 1446 

12546 15010 

15462 18221 

Neg Neg 

2818 

2616 
2818 

4404 

4404 
4404 

- - - - - - - - - - -- - -- - - - - - - - - - - - -- - - - - - - - --- - - - - - - - - - - - - -- -- - --- --- - -- - ------ ---- --
~ : 1 - 1 • Nil. Nag • Negative. 

( continusd) 

Norms: a) Uaw materials and stores : 1~ 

b) Work-in-progress : ~ 

c) Finished goods ) 

d) Receivables l 1 
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Appendix V.5 : (continued) 
(Rupees in lakhs) ---- - -- -- - -- -- - -- --- --- --- -- -- - - - -- -- -- -----------

1971-72 1972-73 1973-74 1974-75 1975-76 1976-77 1977-71! 1978-79 1979-80 1980-81 
- -- --- - - --- -- ---- ~ - ---- - -- - -- - - - -- - - - -- --- -- --- - --- -- ---- --- -- ---------- ----
5, RUBBER AND RUBBER PRODUCTS 

1) Annual consumption of raw materials and stores & spares 11863 12972 13076 20149 24358 22872 24763 28604 32649 41573 

2) Annual cost of production 16986 18816 19222 27572 31145 32218 35186 39125 44399 55491! 

3) Annual cost of sales 16588 1S865 19155 26673 31235 32151 35227 39353 44426 54655 

4) Annual sales 18293 20424 20588 29181 33801 33875 36322 41731 48733 58460 

5) a) Raw materials and stores & spares 1977 2162 2179 3358 4059 3812 4127 4767 5441 6929 
b) Work-in-progress 354 392 400 574 649 671 733 815 925 1156 
c) Finished goods ! 2543 2865 2906 4072 4742 4814 5217 5912 6792 8248 
d) Receivables 
e) Sundry loans and adva,ces 685 817 837 1241 1230 1067 1285 1798 2138 3040 
f) Investments (Quoted) 61 64 68 78 80 50 49 47 46 47 
g) Cash and bank balances 1008 731 1563 1040 894 859 1268 1962 2873 2961 

RCA : Sum of (a) to (g) 6628 7031 7865 10363 11654 11273 12679 15301 18216 22381 

6) Current liabilities other than bank borrowings 4055 4327 5147 6611 7816 8803 8939 10562 13814 18284 

7) Working capital gap (WCG) : (RCA - 6) 2573 2704 2718 3752 3831! 2470 3740 4739 4402 4097 

8) Permissible levels of bank finance ( PBF): 
a) Method I 1930 2028 2038 2814 2878 1852 2805 3554 3301 3073 
b) Method II 916 946 752 1161 924 570 914 

9) Actual bank borrowings (ABB) 2341 1697 1128 3436 4312 6528 6860 6185 5914 6211 

10) Excess bank borrowings (EBB): 
a) Method I 411 620 1434 4676 4055 2631 2613 3138 

b) Method II 1425 751 376 2225 3388 6528 6290 5271 5914 6211 

- - - - - ---- - - - - - -- - - ---- ---- - - ---- - - -- - - - - - - - - - --- --- - -- ---- --- -- -- - ----------
Note : '-' • Nil. (continued) 

Norms : a) Raw materials and stores : 2 c) Finished goods 
lt 

b) Work-in-progress . 1 d) Receivables • 1; 
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Appendix V.5 : (continued) 
(Rupees ln lakha) - ------ - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - i9?1:7z -t972.7;- i97;:7;: -t97i:-7s- i975:76 -1976-77- i977:78 -t97ii-79- in9..ao 19ao..a1 

----------------------------------------------------------------------------
6, EDIBLE,VEGETABLE AND HYDROGENATED OILS 

1) Annual consumption of raw materials and stores & spares 

2) Annual cost of production 

3) Annual cost of sales 

4) Annual sales 

5) a) Raw materials and stores & spares 
b) Work-in-progress 
c) Finished goods ! 
d) Receivables 
e) Sundry loans and advaacas 
f) Investments (Quoted) 
g) Cash and bank balances 

RCA : Sum of Ia) to (g) 

6) Currant liabilities other than bank borrowings 

7) Working capital gap (WCG): (RCA - 6) 

6) Permissible levels of bank finance (PBF): 
a) Method I 
b) Method II 

9) Actual bank borrowings (ABB) 

10) Excess bank borrowings (EBB): 
a) Method I 
b) Method II 

10392 

11477 

11466 

11576 

652 

720 

211 
2 

68 

1853 

1149 

704 

528 
245 

966 

438 
725 

11676 

12817 

12912 

13202 

973 

816 

267 
3 

64 

2123 

130b 

817 

613 
286 

951 

336 
665 

12661 

14043 

138S6 

14507 

998 

887 

426 
11 

135 

2457 

1)66 

1091 

818 
477 

1004 

186 
527 

15283 

16872 

16627 

17234 

1242 

1058 

308 
11 

148 

27o7 

1498 

1269 

952 
577 

1257 

328 
680 

1)80) 

15481 

15450 

15883 

851 

979 

265 
ll 

177 

2283 

l40S 

815 

611 

244 

892 

281 
648 

12397 

l40ol 

13975 

14333 

899 

885 

325 
1 

182 

2292 

1483 

809 

606 
2)6 

883 

277 
647 

17126 

l9U05 

18849 

19348 

lOtil 

1194 

529 
2 

205 

2991 

2023 

9oS 

72o 
220 

943 

217 
723 

l40U4 

157<5 

15627 

15963 

684 

987 

565 
3 

193 

2652 

1991 

661 

496 

950 

454 
950 

19241 

217 35 

218~5 

ll554 

1116 

1388 

900 
3 

138S 

3764 

2249 

1495 

1121 
559 

918 

359 

21544 

24384 

240'}7 

25018 

1431 

1535 

978 
3 

15)5 

4216 

2552 

1664 

1248 
610 

880 

270 

-- - --- - -- -- - - - - ----- - - - - -- - - --- ---- ------ -- - --- - -- -- - -- -- . --- - ---- -. -. - --- --
~ : '·' • Nil, Neg. • Negative (continued) 

Norms: a) Raw materials and stores : 1 
b) Finished goods : 1 
c) Receivables 4 
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Appendix V,5 : (continued) 
(Rupees in lakha) 

------------------------------- 1971:12 -1972-73- i9?3:74 -1974-7,- i97s:76 ·1976.77- i97?:78 -1978-79- i979:So -19s0-81--~ -------- ------------------------- -----------------------------------------
?. COTTON T&XTILES 

l) Annual consumption of raw matarlals and stores & spares 

2) Annual cost of production 

3) Annual cost of sales 

4) Annual sales 

5) a) Raw materials and stores & spares 
b) Work-in-progress 
c) Finished goods 
d) Receivables 
e) Sundry loans and advances 
f) Investments (Quoted) 

I 

g) Cash and bank balances 

RCA: Sum of (a) to (g) 

6) Current liabilities other than bank borrowings 

7) Working capital gap (WCG): (RCA- 6) 

8) Permissible levels of bank finance (PBF): 
a) Method I 
b) Method II 

9) Actual bank borrowings (ABB) 

10) &xcess bank borrowings (EBB): 
a) Method I 
b) Method II 

75957 

113458 

111725 

116865 

11.242 
7091 

21912 

5556 
1748 
2118 

52662 

22920 

29742 

22306 
16576 

22846 

540 
6270 

?7012 

123988 

125261 

133348 

14440 
7322 

24)17 

5)08 
1692 
1723 

54849 

22999 

31850 

2)887 
161)6 

21842 

3704 

83689 

137124 

13olll 

151362 

15691 
8570 

25805 

7404 
1826 
3076 

b23?< 

27433 

34939 

26204 
19346 

22671 

3325 

111533 

176080 

171563 

18)989 

20912 
lluL5 

34489 

8274 
1364 
2958 

79002 

33972 

45030 

33772 
25279 

26780 

1501 

117782 

191962 

193911 

195387 

21098 
11998 

36697 

8567 
2095 
2628 

8)08) 

37395 

45o88 

34266 
24917 

)0879 

5962 

135206 

210646 

21061S 

214058 

21911 
13lt>5 

)6257 

7411 
1718 
2570 

83032 

420o7 

40965 

)0724 
20207 

349~8 

4274 
14791 

157047 

238586 

237163 

247058 

24024 
14912 

41Jo6 

7643 
1855 
J12l 

92921 

48851 

44070 

))052 
20840 

)9o12 

6560 
18772 

171737 

2680)6 

267750 

288741 

32201 
16752 

4476) 

12383 
1975 
43;5 

112409 

55978 

5o4)1 

42323 
28329 

45516 

3193 
17187 

175698 201531 

280)85 325054 

2799b0 32251'1 

30u001 347102 

32943 37787 
17524 203lo 

47245 55478 

13865 16794 
1957 1$59 
4407 51U9 

117941 137 )43 

59342 71489 

58599 65854 

43949 49)90 
29114 31518 

42898 47781 

13784 16263 

-- - - - - - - - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - - - - - - -- - --- - - ------- ----- -------- - - ---
!Q1! : '-' • Nil. 

Norms: a) a&w materials and stores 

b) Work-in-progress 

• 21 • J; 

: t 
c) Finished goods ) 

) 
d) Receivables ) 

(continued) 
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Appendix V.5 : (continued) 
(Rupeea 1D lakha) 

------------------------------- i9?1:1i -1972-7)- i97J:74 -1974-7s- i97s:76 -1976-77- i977:78 -1976-79- i979:So ·19so-i1-
----------------------------------------------------------------------------
8. TRANSPORT EQUIPMENT 

1) Annual consumption of raw materials and storas & spares 

2) Annual cost of production 

)) Annual cost of sales 

4) Annual sales 

5) a) Raw materials and stores & spares 
b) liork-in-progress 
c) Finished goods j 
d) Receivables ) 
e) Sundry loans and advances 
f) Investments (Quoted) 1 

g) Cash and bank balances 

RCA: Sum of {a) to {g) 

6) Current liabilities other than bank borrowings 

7) Working capital gap (WCG): (RCA - 6) 

8) Permissible levels of bank finance (PBF): 
a) Method I 
b) Method II 

9) Actual bank borrowings (ABB) 

10) Excess ba~k borrowings (EBB): 
a) Method I 
b) Method II 

29468 

42388 

42073 

45727 

5525 
2649 

8591 

1855 
266 
753 

19639 

11700 

7939 

5954 
3029 

8610 

2656 
5581 

30562 

45309 

44843 

48448 

5730 
2753 

8367 

2180 
273 
776 

20079 

12771 

7308 

5481 
2288 

7546 

2065 
5258 

35631 

51966 

51109 

55322 

6681 
3248 

9675 

2917 
301 
866 

23688 

15166 

8502 

6376 
2600 

9377 

2985 
6777 

47250 

65342 

64081 

69246 

8859 
4084 

13159 

2954 
260 

1173 

30489 

19959 

10530 

7897 
2908 

14385 

6488 
11479 

50527 

71361 

71837 

77528 

9474 
44o0 

15182 

)210 
255 
921 

3)502 

22249 

11253 

8440 
2878 

14377 

5937 
11499 

53289 

76730 

76649 

84636 

9992 
4791J 

17027 

4161 
282 

1387 

37645 

22099 

15546 

11660 
6135 

16777 

5117 
10642 

54058 

81043 

81179 

89441 

1013o 
5065 

16910 

4750 
331 

2238 

39429 

22921 

16508 

12381 
o651 

16956 

4575 
10305 

70938 

102532 

103013 

113597 

13301 
6408 

17921 

5553 
410 

3123 

46716 

30201 

16455 

12341 
4776 

1671J 

4372 
11937 

85573 

1194o5 

118388 

1)1108 

16045 
7467 

22510 

0743 
484 

289) 

56142 

37387 

18755 

14066 
4720 

25192 

11126 
20472 

109906 

154424 

15)190 

169671 

20607 
9652 

270)8 

8)02 
479 

2714 

68792 

5)989 

14803 

11102 

18697 

7595 
18697 

- - - - - - - - - ---- - - - - - - - - -- - - - - - - - - - - - - - - - - - -- - - - - - - - - - -- --- - --- -- - ----- -- --- ---
~ : '-' • Nil. 

Norms : a) Raw materials and stores : 2f 
b) Work-in-progress : t 

c) Finished goods 

d) Receivables 
: 2~ 
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Appendix V.6 : Excess Bank Borrowings and the Problems 
of Aggregation 

As mentioned in footnote on p. 1 t>~ for the purpose of 

calculation of RCA inventories and receivables are taken 

according to the suggested norm or the actual holdings which

ever is low. For the same number of companies RCA at the 

aggregate industry level using combined balance sheet data is 

likely to be higher than the RCA computed at the firm level 

and added together to arrive at the industry's RCA. This can 

be shown as below. 

Suppose there are 'n' firms in the industry, with 

actual holdings of CA of each Ai and norm for each firm as mi. 

Let us also suppose that RCA1 and RCA2 denotes, reasonable 

level of current assets for industry, computed at the firm 

level and added together and RCA worked out with combined 

data for the same number of firms. 

Following the procedure suggested by the Committee, 

To prove 

(Ai, 

(.Ui, 

mi) 

Dni) 

that RCA2 ~ RCA1, split n into three sets such that: 

s1 . Ai > mi • n1 . 
s2 • Ai • mi • n2 • 

s3 • Ai < mi • n3 • 

n1 + n2 + n3 • n 

RGA1 • L m1 + L mi + ~ Ai 
n1 n2 n3 

RCA2 is either ~ Ai or L mi 
n n 
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a) If RCA2 • ~ Ai 
n 

Then RCA2 > RCA1 

iT ~ Ai + ~ Ai + ~ Ai > ~ mi + ~ mi + ~ Ai 
n1 ~ n3 n1 n2 n

3 
But ~ Ai > ~ mi provided that there is at least 

n1 n1 

one firm for which Ai > mi. 

b) If RCA2 • ~i 
n 

Then RCA2 > RCA1 

if ~ mi + ~ mi + L mi > ~ mi + ~ mi + L Ai 
n1 ~ n3 n1 n2 n

3 

But ~ mi > L Ai provided that there is at least 
n3 n3 

one firm for which Ai < mi. 

:. Unless for all firms Ai • mi, RCA2 > RCA1• 

If for all firms Ai • mi, then RCA2 • RCA1• In 

any case it cannot happen that RCA2 < RCA1• 

The same can be illustrated with the help of a 
numerical example 

Ai mi Min (Ai 1 mi) 

Firm 1 50 30 30 
2 40 40 40 
3 25 30 25 

~ 115 100 95 

RCA1 • IMin (Ai, mi) 

- 95 
RCA • Min (LAi, Lmi) 

• 100. 

We also know that (a) the higher the RCA, ceteris paribus, the 

higher will be PBF (b) Given ABB, the higher the PBF, the 

lower wi 11 be EBB. 



CHAPTER VI 

ANALYSIS OF EXCESS BANK BORROw!NGS: 
COMPANY LEVEL 

In this chapter an analysis of the excess bank borro

wings (EBB} using the Tandon Committee norms at the firm or 

company level is presented, while the analysis at the 

. industry-level for eight industries in the previous chapter 

has been outlined. Though the Tandon Committee suggested 

norms for inventory and receivables at the industry level, 

in practice, banks have to take decisions at the firm level, 

while lending. Besides, an analysis at the company level 

will be useful for examining the relationships between (a) 

size and excess bank borrowings and (b) rate of growth and 

excess bank borrowings of companies. 

In Section I details pertaining to the selected sample 

companies used in the analysis are presented. Section II 

deals with EBB of these companies computed within the frame

work of the Tandon Committee's recommendations. Section III 

is concerned With an analysis of the relationships between 

(a) size and EBB and (b) rate of growth and EBB of companies. 

In Section IV summary and conclusions are presented. 

Section I 

The sample selected for analysis consists of a total 

of 100 companies drawn from five different industries. The 

254 
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basic sources of data are published balance sheets and 

income, expenditure and appropriation accounts submitted by 

these companies to the RBI. All these companies from which 

our sample is drawn belong to the 'Medium and Large Public 

Limited Companies'. 

These 100 companies are chosen from a universe of )OS 

companies belonging to five industries, viz., (1) Cotton 

textiles (composite mills), (2} Cotton textiles (spinning), 1 

(3) Basic industrial chemicals, (4) Medicine and pharmaceu

tical preparations and (5) Edible, vegetable and hydrogenated 

oils. 2 

Since we are interested in examining (a) EBB at firm 

level, and (b) relationship between EBB and size of the firm, 

we decided to have a continuous series, i.e. a series with 

same companies recurring for a period of time. A sample with 

same companies spread over a period of time will be devoid of 

the influence of new companies as well as of companies dropping 

out of a sample for reasons like mergers, liquidation, etc. 

1 In 'Financial Statistics of Joint Stock Companies' 
published by the RBI, data for composite mills and spinning 
mills are separately available. The two are combined and 
published under cotton textiles. 

2 Hereonwards, unless specified otherwise, the following 
abbreviated notations are used to denote companies within a 
specific industry: 

Cotton textiles (composite mills) . COT.COM • • 
Cotton textiles (spinning) • COT.SP • • 

Basic industrial chemicals • BIC . 
Medicine and pharmaceutical preparations . ~H . 
Edible, vegetable and hydrogenated oils • EVH . 
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On the other hand, in a sample where the endeavour is to keep 

the number of companies in the sample constant over a period 

of time, as for example, in the case of the RBI samples in 

their "Studies on Company Finances", it is likely that some 

companies are substituted because of delays in returns from 

companies, apart from reasons cited above. The financial 

behaviour of an industry, represented by an aggregation of 

companies with respect to a sample containing same companies, 

will be more meaningful than a sample of same numbar of but 

different companies, spread over a period of time. This is 

particularly more so when the objective is to study the beha

viour of industry to changes in exogenous factors, say, a 

change in credit policy. We have, therefore, selected our 

100 companies from a universe of 308 companies recurring for 

the period 1970-71 to 1978-79. 

One of the main reasons for choosing the above

mentioned five industries, is of computational convenience, 

the other being adequate coverage in terms of number of 

companies and paid-up capital. For, the inventory norms 

suggested by the Tandon Committee with respect to these indus

tries are relatively simple i.e. directly applicable, whereas 

in the case of many other industries like Fertilizers, Paper 

and paper products, etc., the application of norms need 

further disaggregation of raw materials into various components 

(see Appendix V.2). 

In addition, the coverage was satisfactory in terms of 

number of companies as well as paid-up capital. For the year 



1978-79 these five industries accounted for nearly 23 per cent 

of total number of companies covered in the RBI's sample. In 

terms of paid-up capital these five industries accounted for 

roughly 26 per cent of paid-up capital of the RBI's sample. 

On the other hand, the 308 companies of the 'common series'! 

accounted for about 7S per cent of number of companies and S9 

per cent of paid-up capital of the RBI's sample companies with 

respect to the above-mentioned five industries. 

Our selected 100 companies formed 25 per cent and 32 

per cent of the REI's sample and common series companies res

pectively of the five industries. In terms of paid-up capital, 

our selected sample of companies accounted for 34 per cent and 

38 per cent respectively of the REI's sample and common series 

companies of the five industries. 

For the selection of these 100 companies we followed 

stratified random sampling method. First, all these companies 

belonging to these five industries appearing continuously in 

the REI's sample have been arranged industry-wise, from 

1970-71 to 1978-79. 

Second, the sample companies from each industry were 

then selected on a random basis i.e., avery fourth company 

in the case of Cotton textiles, both composite as well as 

1 Common series refers to the total number of companies 
appearing in the RBI's sample continuously during the period 
under study, i.e. from 1970-71 to 1978-79. The common series 
is a sub-set of RBI's sample companies and data for the 
RBI's sample are published at industry-level and for the 
total sample number of companies. 



spinning, every third company in the ca3 e of MPH and so on. 

The total number of companies, thus chosen from five indus

tries came to 100. 
" 

The industry-wise distribution of common series 

companies and selected sample is as follows: 

Table 6.1 : Industry-wise Distribution of Sample Companies 

- - - - - -- - - -- - - - - - - - - - - --- - - - -

------
1. COT.COM. 

2. COT.SP. 

3. BIC 

4. MPH 

5. EVH 

Numbar of common 
series companies 

( 1) - -- - - - - -
114 

91 

50 

45 

8 

Number of sample 
companies 

(2) 

2 as ). 1 

()) - -- - - - -- - - - -
29 

23 

25 

15 

8 

25 

25 

50 

33 

100 

- - - - - - - - - - - - - - - - - - - - - - - -Total 308 100 32.5 - - - - - - - - - - - - - - - - - - - - -
The selected sample, thus, formed approximately 32 

per cent of the common series companies. The industry-wise 

coverage ranges between 25 per cent and 100 par cent of 

common series companies among the five different industries. 

Section II 

In this section, an analysis of EBB of the 100 

companies is presented. The procedure followed to compute 

EBB is the same as outlined in Chapter v. 
EBB of the sample companies, computed within the frame

work of the Tandon Committee recommendations, are presented 
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in Appendix VI.l. To make the analysis manageable, we have 

chosen three years to examine the trend in EBB. The three 

years are 1970-71, 1975-76 and 1978-79. The reason for 

choosing these years is that 1970-71 and 1978-79 being open

ing and closing years for which data are collected; 1975-76 

being the year from which the banks have been asked by the 

RBI to implement the Tandon Committee recommendations. However, 

the emphasis of the analysis is placed on two years, i.e. 

1975-76 and 1978-79, since the financial behaviour of 

companies from 1975-76 onwards is expected to reflect the 

impact of the implementation of the Tandon Committee reco

mmendations. 

Firstly, we shall present analysis regarding the 

number of companies with EBB. Here, a note of caution is 

necessary. The EBB are computed for the year 1970-71 as per 

the Tandon Committee's framework though the Committee's reco

mmendations were implemented from 1975-76 onwards. We have 

done so mainly to examine the behaviour of firms with respect 

to bank borrowings; in other words, to see whether there was 

any perceptible change in the behaviour of firms with respect 

to bank borrowings, prior to and after the implementation of 

norms. In effect, therefore, the year 1975-76 is treated as 

a point of departure and the behaviour of firms with respect 

to bank borrowings in years 1970-71 and 1978-79 is compared 

with that of 1975-76. 

In Table 6.2, the number of companies (industry-wise) 

with EBB, according to Methods I and II of lending suggested 

by the Tandon Committee, are presented. 
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Table 6.2 • Number of Companies with EBB (Industry-wise) • 

- - - - - - - - - - - -- - - - -- - - - - - - -- -
Industry 

1970-71 1975-76 1978-79 -------- --------- --------'I II I II I II - - - - - - - - - - - - - - - -- --- - - - ---- --
1~ COT.COM. 22 23 21 26 26 27 
2. COT.SP. 18 21 19 20 15 20 

3. BIC 13 17 14 17 17 18 

4. MPH 9 11 10 12 9 13 

5. EVH 5 8 4 7 6 8 

- - - - - - --- -- --Total 67 81 82 73 86 - - - - .- - - - - - - - - - - - - - - - - - -- ---
From the Table it is seen that .the number of companies 

with EBB increased according to Method I, from 67 in the 

year 1970-71 to 68 and further to 73 in the years 1975-76 

and 1978-79 respectively, whereas, according to lending 

Method II, there was an increase from 81 to 82 and further 

to 86 in the year 1978-79. It may be noticed that as per both 

lending methods the number of companies with EBB in 1978-79 

was higher than in 1975-76. 

The industry-wise analysis, however, gives a slightly 

different picture. As per lending Method I, in the case of 

BIC there was an increase in the number of companies with 

EBB from 13 to 14 and further to 17 in the years 1975-76 and 

1978-79 respectively. In the case of COT.SP. and MPH first 

there was an increase in the number of EBB companies from 

1970-71 to 1975-76 followed by a decline in the year 1978-79, 

whereas EVH and COT.COM. industries first showed a decline in 
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the year 1975-76 followed by an increase in the year 1978-79. 

To sum up, only two industries viz., MPH and COT.SP., showed 

~ decline in the number of companies with EBB from 1975-76 

to 1978-79. 

As per lending Method II, two industries viz., EVH and 

COT.SP., showed a decline in the number of companies with EBB 

between 1970-71 and 1975-76. However, in the year 1978-79 

but for COT.SP. industry, there was an increase in the number 

of companies with EBB in the other four industries. Thus it 

was only in COT.SP. industry that there was a decline in the 

number of companies with EBB as per lending Method I, without 

any simultaneous increase in the number of companies as per 

lending Method II. In the other two industries, viz., EVH 

and COT.COM., though there was a decline in the number of 

EBB companies according to lending Method I, the companies 

with EBB as per Method II had gone up. 

For the purpose of analysing the magnitudes of EBB, 

industry-wise EBB for the years 1970-71, 1975-76 and 1978-79 

according to lending Methods I and II are presented in 

Table 6.3. 

From the Table it is seen that EBB for all the five 

industries together as per lending Method I in the year 

1970-71 stood at Rs. 2106 lakhs. The avdrage 

annual rates of growth of EBB during the two periods, i.e. 

from 1970-71 to 1975-76 and from 1975-76 to 1978-79 were 24 

per cent and 40 per cent respectively. 
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Table 6.~ • Industry-wise EBB . 
-- - - - - (Rs. in lakhs) - - - - - - - -- - - - - - - - - --------

Industry 
1970-71 1975-76 1978-79 

----------- -----------I II -----------' I II I II ------ -- - - - - - - - - - - - -- - - - - -- - --
1. COT.COM. 948 1825 2769 4122 6804 8851 
2. COT.SP. 374 50S 357 521 464 768 
3. BIC 489 732 928 1297 2084 2545 
4. MPH 239 439 500 792 591 986 
5. EVH 56 129 119 180 326 614 

- - - -
Total - - - - - - - - - - - - - - - - - - - - - - -

2106 3633 4673 6912 10269 13764 - - - - - -- - - - - - - - - - - - - - --- - - - - - - - --
The total EBB as per lending Method II increased, on 

an average, at rates of 18 per cent and 33.3 per cent per 

annum during the two periods respectively. This indicates 

that, in effect, the objective of reducing industry's depen

dence on bank borrowings by the implementation of the Tandon 

Committee recommendations does not appear to be successful. 

It may also be noticed that actual bank borrowings increased 

at average annual rates of 11.7 per cent and 24.7 per cent 

respectively during the two periods. Even taking into account 

the high rate of growth in bank credit during the second 

period, it still seems that the situation has not changed 

much after the implementation of the Tandon Committee's reco

mmendations. However, the industry-wise average annual rates 

of growth in EBB revealed that the average annual rates of 

growth in period II are higher as per both lending methods, 

except in the case of MPH industry. 
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Now, we shall try to explain EBB with the help of 

excess current asset holdings of these companies. Excess 

current assets (ECA), a, has been defined in Chapter IV are 

the difference between actual current assets and the current 

assets as per the norms suggested by the Tandon Committee. 

ECA of 100 companies are presented component-wise, viz., (a) 

raw materials and stores, (b) work-in-progress, (c) finished 

goods and (d) receivables, in Appendix VI.2. 

In Table 6.4 ECA at the industry-group laval are 

presented. 

Table 6.4 : Number of Companies with ECA (Component-wise) 

-- - - -- - - - - -- - - ---- - - - -- - - - ---- -
1970-71 1975-76 1978-79 

Industry -------------- -------------- --------------R W F RE R W F RE R W F RE - - - - - - -- - --
1. BIC 19 10 16 12 19 14 16 13 17 11 11 

2. MPH 11 10 3 11 10 10 - 12 9 9 1 

3. COT.COM. 14 9 21 8 16 20 8 16 26 

4. COT .SP. 16 4 11 1 5 12 3 2 

5. EVH 3 6 4 - 7 3 - 7 

- - - -- - ---------
R • Raw Materials & Stores 
F • Finished Goods 

w. 
RE• 

Work-in-progress 
Receivables. 

For Cotton textiles and EVH the Tandon Committee 

suggested clubbed norm for finished goods and receivables 

(see Chapter V). 

13 
13 

From Table 6.4 it may be seen that, though the number 

of companies with excess raw materials and work-in-progress 

holdings declined from 1975-76 onwards, still 49 companies had 
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excess raw material and stores and 39 companies had excess 

holdings of work-in-progress in the year 197S-79. It is also 

to be noticed that in all the industries, except COT.SP., the 

number of companies with excess raw material a~d stores and 

work-in-progress was less in the year 197S-79 than in 1975-76. 

Though the number of companies with EBB according to 

both lending methods increased from 1975-76 to 197S-79, the 

number of companies with excess holdings of raw materials and 

stores and work-in-progress declined during the same period. 

As regards finished goods and receivables for the industries 

with separate norms viz., BIC and MPH, there was a decline in 

the number of companies with excess holdings of finished goods 

from 16 in 1975-76 to 11 in 1978-79. The number of companies 

with excess receivables remained almost unchanged in both 

these industries. In the case of the other three industries 

with clubbed or combined norm for finished goods and receiv

ables, there was no change in the number of companies with 

excess holdings in EVH industry, while there was an increase 

from 20 in 1975-7~ to 26 in 1978-79 in COT.COM. industry. On 

the other hand, there was a decline i.e. from 5 companies in 

1975-76 to 2 companies in 1978-79 with excess holdings in 

the case of COT.SP. industry. 

However this does not provide any explanation as to 
J ' 

why there was an increase (a) in the number of companies with 

EBB, or, (b) the magnitudes of EBB. This only gives a rough 

idea as to which component of current assets was held in excess 

than the suggested norm and the trend therein. It may be 
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noticed_ that in BIC and COT.SP. industries relatively more 

companies had excess raw material holdings, whereas in EVH and 

COT.COM. industries more companies had excess finished goods 
. -

and receivables. Thus, the analysis is helpful to bring out 

the industry-specific behaviour as regards holdings of current 

assets in the light of the suggested norms and provides useful. 

information for the authorities to see what further changes 

are to be made to make the norms more realistic. 

Now, we shall present an analysis of the magnitude of 

EBB expressed as a percentage of ABB. In Table 6.5 industry

wise EBB as percentage of ABB of the respective industry are 

presented for the years 1970-71, 1975-76 and 1978-79. It is 

seen from the Table that the total EBB of 100 companies as 

percentage of total ABB, according to both lending methods 

increased from 1970-71 to 1978-79. In the year 1978-79, EBB 

as percentage of ABB were 62 per cent and 83 per cent accord

ing to lending Methods I and II respectively. 

Table 6.5 : Industry-wise EBB as Percentage of ABB 

- - - - -- - - - - -- -
Industry 

------
1. COT.COM. 
2. COT.SP. 
3. BIC 
4. MPH 
5. EVH 

1970-71 
-------------I II - - - -
28.3 
59.3 
48.6 
31.3 
22.5 

(35.1) 

- - - -
54.4 
80.6 
72.7 
57.5 
51.6 

(60.1) 

- - - - - ------ - ----1975-76 1978-79 
-------------I II --- --
52.3 
47.9 
49.2 
43.2 
26.8 

(49.1) 

- - --
77.9 
70.0 
68.7 
68.4 
54.6 

(72.6) 

------------I II - -- -
66.7 
45.1 
69.6 
38.2 
41.3 

(62.0) 

- - --
86.7 
74.8 
84.9 
63.7 
77.7 

(83.1) 

------ .. - - - - - - - - - - - - - - ---- - - - - --
Note : Figures in parentheses are percentages of total EBB 

to total ABB. 
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The industry-wise analysis shows that from 1970-71 to 

1975-76, except in the COT.SP. industry, in the other four 

indus~ries, EBB as percentage of ABB had gone up as per lend

ing Method I. As regards lending Method II, two industries, 

viz., BIC and COT.SP. showed a decline in 1975-76 while the 

other three industries had higher EBB in 1975-76. 

However, we are more interested as to what happened 

after 1975-76, since the Tandon Committee recommendations 

were implemented from then on. It is to be observed that 

according to lending Method I, only two industries, viz., MPH 

and COT.SP. showed a decline in 1975-76 while the other three 

industries exhibited a rising trend. As regards lending 

Method II, only one industry viz., MPH, showed a decline in 

the year 1978-79, while the other four industries had rela

tively higher levels of EBB expressed as a percentage of ABB 

in the year 197g-79 than in 1975-76. 

Thus, only MPH industry showed a decline in the year 

1978-79 according to both lending methods, whereas COT.SP. 

industry had higher EBB in 1978-79 than in 1975-76 as per 

lending Method II, while EBB according to Method I were low. 

On the other hand, the other three industries had relatively 

high levels of EBB in 1978-79 than ~n 1975-76 according to 

both methods of lending. It may be observed that EBB of all 

companies taken together as per both methods of lending were 

quite high in 1978-79 (see Table 6.5). 

Now, in order to examine the relationship between EBB 

and excess holdings of current assets in detail, we have made 
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an analysis of the companies with similar behaviour as regards 

the component-wise holdings of ECA in relation to their EBB. 

In other words, if companies A and B in an industry have 

excess holdings of, say, raw materials and finished goods it 

is reasonable to expect, ceteris paribus, that they show 

similar behaviour so far as bank borrowings are concerned. 

On the other hand, if companies A and B exhibit diff

erent types of behaviour with respect to their EBB that indi

cates the influence of factors other than ECA on their EBB. 

This point has been discussed in Chapter V while presenting 

the analysis of the impact of other current liabilities (OCL) 

and long term funds (LTF) in the determination of EBB. Here 

a detailed analysis is presented bringing out the importance 

of OCL and LTF in the determination of EBB. For this, we have 

chosen the' companies within an industry with similar behaviour 

regarding ECA. For this purpose, we have taken companies 

from only two industries viz., MPH and COT.SP. The analysis 

is confined to the year 1978-79. The selected companies are 

given below. 

Company Company 
Industry Code No. Industry Code No. 

MPH 00238 COT.SP. 00477 

00242 00512 

00245 00537 

00953 00563 

00967 01380 

01513 
01702 
01772 
01829 
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In MPH industry, the selected companies are grouped 

into four broad categories on the basis of similarity or beha

viour regarding their component-wise excess holdings or 

inventory and receivables, while showing a dissimilar behaviour· 

regarding EBB. Likewise, the companies from COT.SP. industry 

fall into two categories. In the Table below are presented 

category-wise distribution of these companies and their position 

regarding EBB according to the Methods of lending. 

- - - - - - - - - - - - - - - - - - - - - - - - - - - -
Company Excess Holdings EBB 

Industry Code No. ----------------- -------
R w F RE I II 

- - - - - - - - - - - - - - - ------- --- ---- --
MPH 

Category A 1 00238 E g p 
2 01829 E E p p 

B 1 00242 E E E p p 
2 00245 E E E 

c 1 00953 E p p 

2 01772 E p 

3 01513 E p p 

D 1 00967 E - E p p 

2 01702 E E - p 

- - - -- - - - - - - --- - - - - ·- - -- - - -
Company Excess Holdings EBB 

Industry. Code No. ---------------- -------
R w F &. RE I II 

- - - - - - - -- - -- - --- --- - - -- - - - - - - - -
COT.SP. 

Category A 1 00477 - - p 

2 00512 - - p p 

3 01380 p 

B 1 00537 E p p 

2 00563 E - p 

- - - - ---- - - - --- - - - - - -- - -- -- -
Note: ,_, denotes absence of EBB. 

E denotes excess holdings. 
p denotes presence of EBB. 
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As has been mentioned, the analysis is carried out 

category-wise which may reveal the influence of factors 

other than EGA on EBB. For this, we have followed the 

'balance sheet approach' as explained in Chapter V. The 

balance sheet identities for lending Methods I and Il res

pectively are shown below: 

EBB • 0.25 WCG + EGA - ELTF l 

EBB • 0.25 RCA + EGA - ELTF 

Thus, it is seen that the required matching contri

bution by a firm in the form of long-term funds denoted by 

0.25 WCG and 0.25 RCA and holdings of EGA are positively 

associated with EBB, whereas ELTF are inversely related to 

EBB. On the other hand, OCL is also positively related to 

EBB, since the higher the level of OCL the lower will be the 

level of WCG and lower will be the levels of permissible 

level of bank finance (PBF). 

Firstly, the analysis with respect to MPH industry, 

category-wise, is presented. 

Category A 

In this category there were two companies and the 

relevant information is given below. 

1 The abbreviations WCG, ELTF and RCA denote working 
capital gap, excess long term funds and reasonable level 
of current assets respectively. For an explanation 
regarding computations of WCG, ELTF and RCA please refer 
to Chapter v. 
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(Rs.1akhs) 

Company Code No. 
Item -------------------00242 00245 

1. Total CA 526.53 613.5.7 
2. RCA 340.?8 462.43 
). ECA (1 - 2) 185.75 151.14 
4. LTF 312.53 535.15 
5. FA 100.64 235.12 
6. ELTF 211.89 300.03 

7. OCL 222.85 169.92 

Note: FA denotes fixed assets. 

EBB, estimated using the above data, according to 

lending Methods I and II as per balance sheet approach are 

as follows: 

Company 00242: 

EBB I • 29.48 + 185.75 - 211.89 • 3.34 

EBB II • 85.19 + 185.75 - 211.89 • 59.05 

Company 00245: 

EBB I • 7).13 + 151.14 - 300.0) • No EBB 

.EBB II • 115.61 + 151.14 - 300.03 • No EBB 

As shown in the table, companies 00242 and 00245 had 
' 

excess holdings of raw materials, work-in-progress and 

receivables. However, company 00242 had EBB according to 

both the methods of lending while company 00245 had no EBB 

despite the fact that actual bank borrowings as percentage 

of total funds was higher in the case of company 00245 (16.8 

per cent) than company 00242 (14.6 per cent). 



271 

The explanation is that in the case of company 00245 

LTF as a proportion of total funds was relatively high and 

OCL as a proportion of total funds was relatively low. And 

since LTF are inversely related to EBB, the higher level of 

LTF partly accounts for the absence of EBB in the case of 

company 00245. On the other hand, the higher the level of OCL 

for a given level of RCA, the lower will be WCG and hence a 

lower PBF. This will result in higher EBB for a given level 

of ABB. Thus, in the present example, a low level of OCL in 

the case of company 00245 partly accounted for the absence 

of EBB. 

One important conclusion that emerges from the 

analysis is that within the framework of the Tandon Committee 

recommendations, those companies with relatively large pro

portion of LTF will be eligible for relatively large amounts 

of bank credit. In other words, if a company is able to 

reduce its OCL, other things remaining the same, it will be 

eligible for more bank credit. Thus, the companies with 

capacity to substitute other short-term borrowings by LTF 

will be eligible for large amounts of bank credit. 

Another aspect, considering the holdings of ECA, is 

the liquidation of ECA to repay OCL and LT borrowings. Using 

the proceeds from drawing down ECA to reduce OCL will enhance 

the borrowing power i.e. PBF will be higher. For a lower 

level of OCL, given RCA, will result in a higher WCG and hence 

a larger PBF. On the other hand, repayment of long-term 

borrowings by liquidiating ECA results in status quo 80 far a8 
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EBB are concerned. This may be seen from the balance sheet 

identities as presented earlier. Therefore, even on the 

assumption that the norms suggested by the Tandon Committee 

regarding inventories and receivables are to be strictly 

complied with, there is scope for the companies to maintain 

and even enhance their levels of PBF by liquidating ECA and 

repaying OCL. The reduction in the levels of ECA as such, 

therefore, does not lead to reducing the dependence of industry 

on the banking system. 

Category B (Rs. in laJchs) 
Company Code No. 

--------------------Item oo2z8 01829 
. 

1. Total CA 1315.36 135.03 
2. RCA 1172.27 94.72 

3. ECA (1 - 2) 143.09 40.31 

4. LTF 798.89 12.19 

5. FA 482.96 12.73 

6. ELTF 315.93 -0.54 

7. OCL 605.90 55.21 

These two companies had excess holdings of work-in

progress and receivables. But company 00278 did not have 

EBB as per Method I while company 01829 had EBB as per both 

the methods of lending as shown below: 

Company 00278: (Rs. in lakhs) 

EBB I • 141.59 + 143.09 - 319.53 • Ho EBB 

EBB II • 293.07 + 143.09 - 319.53 • 120.23 

Company OU!29: 

EBB I • 9.88 + 40.31 + 0.54 • 50.73 

EBB II • 23.68 + 40.31 + 0.54 • 64.53 
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In this category, both the companies had EBB as per 

lending Method II. However, as per lending Method I, company 

00278 had no ·EBB because ELTF were adequate to meat the match

ing contribution and .to finance ECA. On the other hand, in 

the case of company 01829 long term funds were not sufficient 

even to finance fixed assets. This is a case of clear-cut 

diversion of bank credit to finance fixed assets. Although 

both the companies had EBB according to lending Method II, it 

may be seen that company 00278 had adequate LTF to provide for 

the required 25 per cent of RCA as per the Tandon Committee's 

suggestion while company 01829 had a deficit in LTF. The 

important point to be noticed is that though both the companies 

had ECA, their liquidation would have been sufficient to clear

off EBB in the case of company 00278, while in the case of 

company 01829, LTF have to be raised apart from liquidation of 

ECA. Further, it may be noticed that in the case of company 

00278 it was possible to enhance PBF to a level where there 

would be no EBB even under Method II, by making use of the 

proceeds out of ECA to repay OCL, whereas in the case of 

company 01829, there would still be EBB under lending Method II. 

Categoa c (Rs. in lakhs) 
Company Code No. 

-----------------------------Item 00953 01513 01772 

1. Total CA 121.57 307.84 186.37 
2. RCA ll6.71 206.48 178.95 
J. ECA (1 - 2) 4.86 101.36 7.42 
4. LTF -67.09 179.16 179.64 
5. FA J9.64 102.97 140.09 
6. ELTF (4 - 5) -106.73 76.19 39.55 
7. OCL 1)1.49 171.63 139.45 
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The companies in this category had excess holdings of 

receivables only. But company 00953 and company 0~513 had 

EBB under both methods of lending While company 01772 had EBB 
' under only lending Method II. 

are shown below: 
The EBB of the three companies 

Company 00953: (Rs. in lakhs) 

EBB I • Negative WCG • 96.83 

EBB II • Negative WCG • 96.83 

Company 01513: 

EBB I • 8.71 + 101.36 - 76.19 • 33.88 

EBB II • Adjusted RCA < OCL • 60.02 

Company 01772: 

EBB I • 9.87 + 7.42 - 39.55 • No EBB 

EBB II • Adjusted RCA < OCL • 7.37 

It may be observed that, in the case of company 00953, 

the WCG was negative i.e. OCL were more than RCA. According 

to the Tandon Committee's framework, a company should have a 

positive WCG in order to avail bank credit facilities. The 

entire amount of bank borrowings were, therefore, to be 

treated as EBB in this case. It is also to be noticed that 

there was a diversion of bank credit towards financing fixed 

assets. On the other hand, in the case of company 01513, the 

EBB were due to holdings of ECA. LTF were adequate to meet the 

matching contribution, while in~he case of company 01772, LTF 

were large enough not only to provide for 25 per cent of WCG 

but also to finance ECA. Hence, there were no EBB under 

lending Method I~ However, under lending Method II, ELTF were 
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not adequate to meet the matching contribution and hence there 

were EBB. 

Category D 

In this category there were two companies, viz. company 

00967 and company 01702, with holdings of excess raw materials 

and receivables. However company 00967 had EBB according to 

both the methods of lending whereas company 01702 had no EBB 

under lending Method I. The relevant data for decomposing 

EBB by 'balance sheet approach' are given below: 

(Rs. in lakhs) 

Company Code No. 
---------------------Item 00967 01702 

1. Total CA )58. 42 10.98 

2. RCA 187.6.3 2.65 

.). ECA (1 - 2) 170.79 8 • .3.3 

4. LTF .307.21 9 • .30 

5. FA 2.)5.24 0.68 

6. ELTF (4 - 5) 71.97 8.62 

7. OCL 181.01 1.62 

The EBB of the two companies, according to the two 

methods of lending, were: 

Company 00967: (Rs. in lakhs) 

EBB I • 1.65 + 170.79 - 71.97 • 100.47 

EBB II • Adjusted RCA < OCL • 105.45 

Company 01702: 

EBB I • 0.26 + 8.3.3 - 8.62 • No EBB 

EBB II • 0.66 + 8 • .3.3 - 8.62 • 0 • .)7 



It is to be seen that in the case of company 00967, 

ELTF was adequate to meet the matching contribution and a 

part of ECA under both the methods of lending. EBB were, 

therefore, basically due to holdings of ECA. Similarly, in 

the case of company 01702 ELTF were enough to provide for 

matching contribution as well as a substantial part of ECA 

holdings under lending Method II, whereas under lending Method 

I ELTF covered both the matching contribution and ECA completely; 

hence no EBB. However, an important difference between the 

two companies was that while company 01702 would have enhanced 

its PBF by liquidating ECA and paying off OCL, in the case of 

company 00967 this would not be possible since the ABB would 

be equal to PBF even after the repayment of OCL by liquidating 

ECA. 

We may now turn our attention to the COT.SP. industry. 

From this industry, the five companies belonging to this 

industry, which are analysed, fall into two broad categories 

on the basis of the behaviour with respect to holdings of ECA. 

Category A comprises 3 companies, viz. (1) 00477, (2) 00512 

and (3) 01380. These three companies did not have excess 

holdings of any component of inventories and receivables. 

Category B consists of two companies, viz. (1) 00537 and (2) 

00563, with holdings of excess raw materials. However, the 

behaviour of these companies within the same category was not 

identical with respect to EBB. Another interesting feature 

of companies in Category A was that all the three have EBB 

according to Method II of lending and one company (00512) had 
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EBB even under lending Method I despite the fact that there 

were no excess holdings of inventories and receivables. Now 

we shall present the analysis of EBB of these companies 

according to the 'balance sheet approach'. 

The data regarding category A companies are presented 

below: 

Item 

1. TCA 
2. RCA 
3. ECA (1 - 2) 
4. LTF 
5. FA 
6. ELTF 
7. OCL 

(Rs. in 1akhs) 
Company Code No. 

------------------------------00477 00512 01)80 

104.25 181.91 117.)3 
10).22 181.64 117 .)) 

1.0) O.Z? 
81.50 157.59 107.81 

69.64 158.46 8).90 

11.86 -0.87 2).91 

72.81 149.49 60.90 

The EBB of these three companies under both methods of 

lending, following balance sheet approach are shown below: 

Company 00477: (Rs. in lakhs) 

EBB I • 7.60 + 1.0) - 11.86 • No EBB 

EBB II • 25.80 + 1.03 - 11.86 • 14.97 

Company 00512: 

EBB I • 8.04 + 0.27 + 0.87 • 9.18 

EBB II • Adjusted RCA < OCL • )3.27 

Company 01380: 

EBB I • 14.11 + 0 - 2).91 • No EBB 

EBB II • 29.)) + 0 - 2).91 • 5.42 



It may be seen that company 00512, with relatively 

less bank borrowings (9.8 par cant of total funds) than the 

other two companies (11.2 per cent and 16.2 per cent of total 

-funds in the case of companies 00477 and 01380 respectively), 

had EBB according to both the methods of lending while companies 

00477 and 01380 had EBB only according to lending Method II. 

This was mainly because in the case of company 00512 LTF were 

not even adequate to finance fixed assets, whereas in the 

case of the other two companies LTF were not only sufficient 

to cover fixed assets but also provided matching contribution 

towards current assets as per the Tandon Committee's recommend

ations and also ECA. Therefore, there were no EBB according 

to lending Method I in the case of companies 00477 and 01380. 

On the other hand, according to Method II of lending it was to 

be noticed that all the three companies had a deficit in LTF. 

Another point that needs to be emphasised here is the differ

ential impact of different proportions of LTF and OCL of total 

funds on EBB. 

This may be clearly seen from the fact that under 

lending Method II companies 00477 and 01380 had 76 per cent 

and 17'per cent of EBB as a per cent of ABB respectively, 

though bank borrowings as a proportion of total funds were 

higher in the case of company 01380. One common feature of 

all the·three companies is that they could have enhanced their 

PBFs by raising additional LTF to repay OCL. Considering the ' 

level of OCL, there was ample scope for the three companies to 

make this type of substitution which would have improved their 
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borrowing capacities from the banking system, within the 

Tandon Committee's framework. 

Category B 

In this category, there were two companies, viz. company 

00537 and company 00563, which had excess raw materials. But 

company 00537 had EBB according to both the methods of lending 

while company 00563 had EBB under Method II only. The relevant 

data and the EBB as per lending Methods I and II are presented 

below: 

Company 00537: (Its. in lakhs) 

EBB I • 7.38 + 10.34- 4.63 • 13.09 

EBB II • 15.31 + 10.34 - 4.63 • 21.02 

Company 00563: 

1. 
2. 
3. 
4. 
5. 
6. 
7. 

Item 

Total 
RCA 

EBB I • 19.18 + 52.44 - 81.26 • No EBB 

EBB II • 43.29 + 52.44 - 81.26 • 14.47 

Company Code No. 

--------------------00537 00563 

C.A. 71.58 225.60 
61.24 173.16 

ECA (1 - 2) 10.34 52.44 

LTF 69.77 249.53 

FA 65.14 168.27 

ELTF 4.63 81.26 

OCL 31.71 96.42 

It may be observed that both these companies had ECA. 

However, in the case of company 00537 the liquidation of 

entire ECA to repay OCL, which would have enhanced the PBF, 
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was not sufficient to offset the EBB under both the methods 

of lending. Even direct repayment of bank credit out of the 

" proceeds realised from ECA could not have been adequate to 

completely eliminate EBB. Thus, there was a clear shortfall 

in the LTF. On the other hand, in the case of company 0056) 

liquidation of a part of ECA would have been sufficient to 

either repay EBB or to enhance the PBF via a reduction in OCL. 

In other words, company 00563 had the option of either repaying 

the EBB directly or enhancing its PBF by bringing down OCL out 

of the proceeds of ECA. 

The following observations may be made from the above 

analysis. 

(a) In the MPH industry, all the nine companies analysed 

had excess receivables while none of them had excess holdings 

of finished goods. 

(b) Category A companies of the COT.SP. industry showed 

that a company may have EBB within the framework of the Tandon 

Committee even without holdings of excess inventory or receiv

ables. In these companies, EBB were due to either a high level 

of OCL in relation to RCA which results in a lower WCG and 

hence a lower PBF or a low level of ELTF, inadequate to cover 

the matching contribution towards financing a part of RCA. 

(c) Almost all the companies in the MPH industry had 

such high levels of ECA, even higher than EBB, so that they 

had the option of (i) repaying the EBB by liquidating the ECA 

or (ii) enhancing their PBF by using the funds obtained by 
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liquida~ing ECA ~o pay off OCL. It is also to be noticed 

that these companies had high levels of ELTF to finance the 

increased levels of matching contribution in the event of (ii) 
-

mentioned above. 

(d) In the case of COT.SP. industry, the ECA holdings 

of the companies were minimal. In most of the companies the 

required contribution in the form of LTF was higher than the 

actual surplus LTF available after providing for fixed assets 

formation. 

(e) Since ECA holdings were not substantial enough in 

the case of COT.SP. industry the liquidation of which would 

have reduced EBB, the only possibility of eliminating or 

reducing EBB was to raise additional LTF. This additional 

LTF could have been used for financing part of current assets, 

as suggested by the Tandon Committee, thus making the bank 

funds hitherto locked up in financing these current assets 

available for repayment. Or, alternately, the additional 

LTF used to reduce OCL would have enhanced the WCG and hence 

PBF. In the case of these companies, therefore, there was a 

need to raise LTF in order to comply with the Tandon Committee 

norms. 

Section III 

In this section, an attempt is made to examine the 

relation between (a) company size and borrowings, and (b) rate 

of growth of companies and bank borrowings. We have used paid-



up capital as a measure of size1 and rate of change in net 

assets as an indicator of growth. Net assets consist of (a) 

net fixed assets and (b) current assets. 

Fixed assets and sales also have been used in some of 

the studies as indicators of rate of growth of companies. 

However, the relation between fixed assets and bank credit 

requirement is not direct and depends on the assumption that 

there exists some kind of a proportional relationship between 

fixed assets and working capital. A direct relation between 

sales and bank credit, too, may not be very promising, because 

inventory, a principal component of working capital, depends 

not only on sales but also on output. Since we are interested 

in a rather direct relation between rate of growth of companies 

and bank credit, we used rate of change in net assets as an 

indicator of growth which reflects the change in fixed assets 

as well as change in inventories. Moreover, for our sample 

companies it is found that fixed assets and sales are highly 

correlated with net assets. The correlation coefficients 

between (a) fixed assets and net assets and (b) sales and net 

assets are 0.93 and 0.86 respectively. Therefore, the results 

would have been more or less similar whichever measure is used 

1 As mentioned earlier, our sample companies are drawn 
from the RBI's sample of Medium and Large Public Limited 
Companies. The RBI's classification of companies into small, 
medium and large is based on the size of paid-up capital. We, 
therefore, have used paid-up capital to represent size of a 
company. And it also facilitates division of the sample into 
medium and large companies, consistent with the RBI's classi
fication. 



and some of the earlier studies also support this point of 

view. 

Meeks and Whittington state that, "In fact the two 
' 

measures proved to be highly correlated so that the results 

are broadly similar whichever measure is used".l In another 

study, it is also found that measures like net assets, sales 

and fixed assets are very closely correlated for purposes ot 

ranking. 2 

Since the emphasis of our analysis is on the relation

ships between (a) size and EBB, and (b) rate of growth and 

EBB, we have used all the 100 companies of our sample, irres

pective of the industry to which they belong. 

The size of a company may be expected to have a signi· 

ficant effect on its pattern of financing, since it may be 

argued that big and well-established companies have greater 

access to capital market as well as to banking system. In 

particular, so far as raising resources from the market is 

concerned it may not be unreasonable to suppose that large 

and established companies are generally in an advantageous 

position vis-a-vis small companies. However, large firms may 

1 Geoffrey Meeks and Geoffrey Whittil!on, The Financing 
of uoted Com ies in the United Kin dom Background Paper 
to Report on Roya Commiss on on t e Dist bution of Income 
and Wealth], Her Majesty's Stationery Office, London, 1976, 
p. 17. 

2 See J. Bates, "Alternate Measures of the Size ot Firms," 
in P.E. Hart, Studies in Profit, Business Saving and Investment 
in the United Kingdom 1920-1962, Vol. 1, George Allen and 
Unwin Ltd., London, 1965, pp. 133-149. 



not ~ave the same edge over small companies as regards bank 

borrowings in a country like India, where most of the 

scheduled commercial banks are owned and are under Government's 

control. Therefore, unlike in the case of market borrowings, 

where large and established firms are placed in a better posi

tion, in the case of bank borrowings the advantage of large 

and wall-established companies over small firms would be 

·mitigated, if not totally eliminated, since banks have to 

follow Government's broader policy objectives in their credit 

deployment. 

Nonetheless, it may be reasonable to suppose a positive 

relationship between bank borrowings and size of a company. 
is 

This/so, because working capital requirements of a company are 

positively associated with the size of it. The larger the size 

of a company, therefore, the larger the working capital require

ments, and other things remaining the same, the larger the 

bank borrowings will be. 

Next, coming to the relationship between rate of growth 

of companies and their borrowings from banks, it is hypothe

sised that there exists a positive relationship between them. 

The underlying rationale is that the working capital require

ments of fast growing companies will be higher than companies 

with lower rates of growth. This is because the indicator or 

growth used in our a~ysis is rate of change in net assets 

and net assets include current assets as well. Therefore, a 

higher rate of growth of current assets means a higher rate of 



increase in working capital requirements and hence larger bank 

borrowings. From this relation, ceteris paribus, it may be 

surmised that rate of growth of companies to be positively 

related with EBB. 

Firstly, we shall be dealing with the relation between 

size factor, as represented by paid-up-capital and EBB. 1 

Table 6.6 presents distribution of 100 companies according to 

their paid-up capital. 

Table 6.6 : Paid-up Capital-wise Distribution of 100 Companies 

- - - - - - - - - - - - - - - -- - ------ - - - -Paid-up capital 
(Lakhs of Rs.) 1970-71 1975-76 1978-79 
- - - - - - - - - - - - - - - -- -- ---- - -

5.0 - 9.99 3 (1) 3 (2) 1 (-) 

10.0 - 24.99 22 (18) 19 (15) 20 (12) 

25.0 - 49.99 32 (23) 26 (16) 23 (19) 

50.0 - 99.99 19 ( 11) 24 (18) 25 (22) 

100.0 - 199.99 15 (7) 16 (12) 15 (12) 

200.0 - 499.99 8 (6) 9 (3) 10 (4) 

500.0 and above 1 (1) 3 (2) 6 (4) 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - -.Total 100 (67) 100 (68) 100 (7.3) - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Note: Figures in parentheses are number of companies with EBB. 

From the Table it is seen that there was a concentration 

of sample companies as well as companies with EBB within the 

paid-up capital (PUC) range of Rs.lO lakbs and Rs.99.99 lakha. 

1 In this section EBB refer to EBB of companies under 
lending Method II. 
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However, if a broad division has to be made as (a) large 

companies and (b) medium companies, it may be observed that 

the number of companies with EBB expressed as a percentage of 
" total companies with EBB in relation to the number of com-

panies was higher in all the three years in the case of medium 

companies. This may be seen from the Table 6.7. 

However, companies with paid-up capital of Rs. 1 crore 

and above which have EBB bad increased as may be seen from 

Ts,ble 6.7. 

Table 6.7 : EBB of Medium and Large Companies 

(Percentages) - - - - - - - - - - -- - - - - - - - -- -- - - - - - - --
1970-71 

----------(A) B - - - - - - - - - - - - - -
Medium 76 

· Large 24 

- - - - - - - - - - -

(531 
[79] 

(14) 
[21] 

- - -

1975-76 1978-79 
---------- ----------(A) B (A) B - - - - - - - - - - - - - --
72 

28 

-- - -

(51) 
[75] 

(17) 
[25] 

- - - -

69 

31 

- - -

(531 
[73] 

(20} 
[27] 

- - - --
Note: a) Medium-size companies are companies with paid-up 

capital ranging from Rs.5 1akbs to Rs.99.99 lakbs. 

b) Col. (A) gives number of companies. 

c) Figures in parentheses are the number of companies 
with EBB. 

d) Figures in square brackets are the number of 
companies with EBB as per cent of total companies 
with EBB. 

Now we shall examine the relationship between size and 

EBB of companies in terms of the magnitudes of EBB. In Table 6.8 

EBB of the companies, paid-up capital-wise, are presented. 
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Table 61S • EBB of 100 Companies by the Size of PUC • 

(Rs. in lakhs) 
- - - - - ------ ------- - - ---------PUC 1970-71 1975-76 197S-79 

-- - - - - - - - - - - - - - -- -- --- - - ~ 

5.0 - 9.99 6 (0.3) Z7 (0.6) Nil 

10.0 - 24.99 236 (11.2) 372 (7.9) 612 (6.0) 

25.0 - 49.99 531 (25.2) 652 (13.9) 799 (7.S) 

50.0 - 99.99 472 (22.4) 1209 (25.9) 2726 (26.5) 

100.0 - 199.99 197 (9.4) 1S94 (40.5) 3940 (3S.4) 

200.0 - 499.99 560 (26.7) 124 (2. 7) 519 (5.0) 

500.0 and above 105 (5.0) 395 (S.4) 1672 (16.3) 

- - - - - - - - - - - ------- - - - - - - - - -
Total 2107 4673 10268 - - - - - - - - - - - - - ------ - - - - - -
Note: Figures in parentheses are percentage of total EBB. 

From the Table it may be seen that the share of large 

companies in EBB had increased over time from 41 .per cent of 

total EBB of all companies in 1970-71 to 51 per cent in 

1975-76 and further to 60 par cent in 197S-79. The number of 

companies, as well as companies with EBB in this group, had 

increased. And in the year 197S-79, companies from this group 

forming approximately 30 per cent of the total companies, 

accounted for approximately 60 per cent of total EBB. Another 

point to be mentioned here is that companies within the paid

up capital range of Rs.l0.0--99.99 lakhs forming approximately 

50 per cent of the sample in the year 1975-76 and 197S-79 

accounted for roughly 40 per cent of total EBB. It may, there

fore, be said that this group of companies in our sample 
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account for the bulk of EBB, within the Tandon Committee's 

framework. 

Thus, the influence of size factor on EBB, as revealed 

in our analysis, indicates that between the years 1975-76 and 

197S-79, the number of companies with EBB as well as the 

amounts of EBB with respect to large companies had gone up. 

On the other hand, the EBB of the medium-size companies, 

except within the paid-up capital range of Rs.S.0--9.99 lakhs, 

had declined from 22 per cent to 14 per cent of total EBB 

between 1975-76 and 1978-79. On the whole, from the above 

analysis it may be inferred that the size of company is posi

tively associated with EBB. This is in line with the expected 

behaviour considering the relatively large working capital 

requirements of and the consequent bank borrowings by large 

companies. Moreover, this is not surprising when one takes 

into account other factors like relatively high cost of funds 

from alternative sources, tax disadvantages and dilution of 

control associated with equity funds all of which result in 

large bank borrowings. 

Now we shall turn our attention to an examination of 

the relationships between (a) rate of growth of companies and 

bank borrowings, and (b) rate of growth of companies and EBB. 

The rates of growth of our sample 100 companies along 

with the position of EBB, i.e., presence or absence of EBB, 

for the year 1978-79 are presented in Appendix VI.l. At a 

first glance, it seems that there was no definite relation 

between rate of growth of a company and.its EBB. This is so 
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because the companies with EBB had very wide differences in 

their rates of growth ranging from a significant negative 

rate of growth (-20.3 per cent) to a growth rate of nearly 65 

per cent. Many companies with decline in net assets had EBB, 

while some of the companies with high rates of growth had no 

EBB. Thus, there is no discernible relation, as revealed by 

the available data, between EBB and rates of growth of indivi

dual companies. This is not surprising considering the fact 

that EBB are a function of current assets, OCL and LTF, apart 

from bank borrowings as such. The rate of growth in net 

assets conceals the movements in these components. In other 

words, a certain rate of growth in net assets could be asso

ciated with different movements in bank borrowings, OCL and 

LTF. And we have seen that various combinations of these 

items will result in the absence or presence of EBB, with diff

erent magnitudes, within the framework of the Tandon Committee's 

recommendations. Therefore, companies with wide ranging diff

erences in their rates of growth may still exhibit similar 

behaviour as regards EBB. 

However, further analysis classifying companies into 

three groups with respect to their rates of growth revealed 

that there was a systematic relationship between rate of growth 

and bank borrowings of the companies. For this purpose, the 

selected 100 companies are broadly divided into three groups, 

viz. 

1) Companies with negative rate of growth. 

2) Companies with a rate of growth less than 
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the average rate of growth for the 100 
companies which is 13.44 per cent. This 
group of companies will be called as 
s~ow-growth companies. 

J) Companies with rates of growth higher 
than the average, labelled as fast-growth 
companies. 

The relevant data are presented in Table 6.9. 

Table 6.9 : Size of Bank Borrowings, Changes in Bank Borrowings 
and Rates of Growth in Bank Borrowings according 

- - - -
Rate or 
Growth 

to Rate of Growth of Companies -- 100 Companies 
(1978-79} 

(in per cent} - - - - - - - - - - -- -- -- - - - - - - - - -(1} (2} (3} (4} (5} 
No. of Companies ~BB as BB as Rate of 
companies with EBB 'f, ~ NA % NA growth 

in EBB - - - - - - - - - - - -- - - - - - - - - - - - - - -
Negative 27 19 47.0 19.1 -12.7 

Slow-Growth 25 16 17.5 19.7 7.0 

Fast-Growth 48 38 24.7 20.6 32.2 

- - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -Total 100 73 21.2 20.1 14.1 - - - - - - - - - - - - - - - -- -- - - - - - - - --- - -
From the Table it may be observed that companies with 

negative rate of growth were also the companies with negative 

rate of growth in bank borrowings. 

Another point to be emphasised is that the fast-growth 

companies exhibited a high rate of growth (32 per cent) in 

bank borrowings while slow-growth companies had a lower rate 

of growth (7 per cent) in bank borrowings. This supports the 

contention that the needs of working capital of fast-growth 
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companies being high, the rate of increase in their bank 

borrowings are also high. From Cols. 1 and 2 of the Table it 

may be seen that 79 per cent of the companies in this group, 
-i.e. 38 out of 48 companies, had EBB. This coupled with the 

evidence shown in Col. 3, representing the percentage share 

of bank credit in financing net assets formation being rela

tively higher for this group, leads to the tentative conclusion 

that bank borrowings were positively associated with the rate 

of growth of companies. The evidence regarding the other two 

groups presented in the Table further confirms this pattern of 

behaviour. 

Now let us examine the relationship between rate of 

growth and EBB of the companies. 

presented in Table 6.10. 

The relevant data are 

Table 6.10 : Size of Bank Borrowings, Changes in Bank Borro
wings and Rates of Growth in Bank Borrowings 
according to Rate of Growth of Companies --
EBB Companies (1978-79) 

- - - - - - - - -~ - - - - - - - - - - - - -- - - - - - - -(1) (2) (3) (4) (5) (6) 
Rate of No. of /!, BB as BB as Rate of EBB ;; EBB as 
Growth Companies %ANA ;; NA Growth ABB % Total 

of BB EBB - - - - -- - - - - .. - - - - - - - - - - - - - --
Negative 19 30 23.1 -7.4 73.7 20.6 

Slow-Growth 16 19.7 27.1 5.8 73.7 17.9 

Fast-Growth 38 25.6 22.9 30.8 73.9 61.4 

- - -- - - - - - - - - - - - - - - - - - - - - - - - - - -
From Table 6.10 it is noted that for all the three 

groups of companies, EBB expressed as per cent of·ABB of the 

group were of the same order, i.e. approximately 74 per cant. 
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However, EBB expressed as a percentage of total EBB 

were 61 per cent, 18 and 21 per cent for the fast and slow

growth companies and companies with negative rate of growth 
' 

respectively. This indicates that, though EBB expressed as 

a percentage of ABB of the same group was almost same for all 

the three groups, the share of fast-growth companies in total 

EBB was very high. This is not surprising, as mentioned 

earlier, as there exists a positive relation between rate of 

growth and bank borrowings. In other words, the high growth 

rate companies were also the companies with high rates of bank 

borrowings. Further it may be noticed from Col.l of the Table 

that 38 companies from this group had EBB accounting for 52 

per cent of the total number of EBB companies. 

Some of the main conclusions based on the empirical 

analyses of this and earlier sections of this chapter are 

presented in the next section. 

Section IV 

Our data show that the implementation of the Tandon 

Committee recom.endations did not achieve the desired objec

tive of reducing corporate firms' dependence on the banking 

system. It is noted that there was no decline either in the 

number of companies with EBB or in the magnitudes of EBB in 

the year 1978-79 compared with that ·Of 1975-76. In fact, the 

number of companies with EBB and also EBB as percentage of 

ABB had gone up in the year 1978-79. However, after 1975-76 

the number of companies with excess raw material and work-in-
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progress holdings declined which is in conformity with the 

observation made by the industry level analysis in the 

previous chapter. Thus, the positive aspect of the implement-
' 

ation of the norms is that it resulted in bringing down 

components of excess inventory holdings by firms. However, 

this reduction has not led to a decline in EBB, since EBB, as 

has been noticed, are a function of OCL and LTF as per the 

Tandon Committee's suggested methods of lending apart from 

the level of current assets as such. 

It is observed that companies with similar behaviour 

regarding excess holdings of inventory and receivables showed 

divergent behaviour as regards EBB. It is also seen that for 

a given level of current assets, PBF could be different with 

different levels of OCL. Another interasting feature is that 

some of the companies, with no excess holdings of inventory 

and receivables and without diversion of bank credit for 

financing fixed assets, did have EBB. All these point to the 

fact that it is not just the level of current asset holdings 

that is crucial in the determination of EBB of a company; 

equally important are the levels of OCL in determining the 

working capital gap and therefore PBF. Therefore, the capacity 

of a company to keep its OCL at a lower level for a given level 

of current assets will enhance its borrowing power, i.e. PBF. 

Hence, the elasticity of substitution between LTF and other 

short-term sources is of crucial importance in the determination 

of PBF for a given level of current assets. Further, the 

analysis reveals that the Tandon Committee's norms for inventory 
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and receivables and methods of lending as a package has the 

effect of making companies to raise additional resources from 

the capital market to meet the required matching contribution 
" 

towards financing a part of current assets. Our analyses 

reveal that many medium-size companies had EBB not because of 

ECA but due to shortage of LTF. Whether this class of 

companies will be able to raise funds from the capital market, 

is a problem which needs further empirical work. A related 

question in this context is the impact of this development on 

the operations of the banking system which has been discussed 

in Chapter v. 
As regards the second issue, it has been observed that 

the size and EBB of the companies were positively associated. 

In other words, large companies with paid-up capital of Rs. 1 

crore and more accounted for a high proportion of EBB. Further, 

the share of these companies in total EBB had gone up between 

the years 1975-76 and 1978-79. 

It is also observed that the rate of growth of companies 

and bank borrowings were positively associated, i.e., fast

growth companies were the companies with high growth rates in 

bank borrowings and slow-growth companies had a moderate rate 

of increase in bank credit while companies with negative rate 

of growth showed a decline in their bank credit. The evidence 

(Tabla 6.9, Cola. 3 and 4) suggests that bank credit is an 

important source of funds for the companies. It is seen (Table 

6.10, Col.6) that fast-growth companies accounted for the bulk 

of EBB, i.e., slightly lass than two-thirds of total EBB. 
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In the light of the above two findings it seems that 

more attention needs to be paid to large and fast growing 

companies by the banking system in order to reduce the depend

ence o£ industry on bank credit. This may be achieved by the 

banking system strictly following the Tandon Committee reco

mmendations. For, the compliance with the Tandon Committee's 

norms result in either reduction of ECA or compelling the 

companies with EBB to raise additional funds from the market. 

And this may release some of the bank funds hitherto locked-in 

with companies either for holding excess inventories in rela

tion to production requirements or for financing fixed assets. 

The funds thus released may be deployed elsewhere in the 

economy and this will help achieve one of the objectives of 

credit planning viz., provision of bank credit for productive 

purposes. The Tandon Committee recommendations, therefore, 

should form an integral part of credit policy. 

Moreover, the potential capacity of large companies to 

obtain resources from capital market being higher than medium 

and small companies, large companies may not face serious 

financial problems, unlike the latter group, if the banking 

system strictly adheres to the Tandon Committee recommendations. 

Of late, as showed in Chapter V, the response of the public 

towards investing in the private corporate sector in the form 

of debentures and company deposits has been quite good. None

theless, the Indian capital market needs to be further 

strengthened so that a part of the working capital requirements 

of the corporate sector, as envisaged by the Tandon Committee, 
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may be financed through this source. For developing the 

capital market, measures like simplifying the procedures, 

relaxation of debt-equity norms and a realistic interest rate 

structure may be helpful. 
. 

However, to avoid any deleterious effect on the produc

tion performance of companies with large EBB, by a one-time 

and sudden reduction in bank credit, it is perhaps advisable 

to eliminate EBB over a period of time. It may help if the 

banking system follows the suggestion made by the Chore 

Committee with respect to EBB. The Chore Committee, in fact, 

recommended that EBB may be converted into a long-term loan 

viz., 'working capital term-loan' (WCTL) to be repayable over 

a span of time. Moreover, to induce the borrowers to repay 

WCTL on time the Committee also suggested a penal rate of 

interest, i~e., 2 per cent more than what is charged on cash 

credit accounts. 

To conclude, it is clear that there is scope for . 
reducing the dependence of companies on bank credit by follow

ing the recommendations of the Tandon and Chore Committees 

along with some measures to develop the capital market. 
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Appendix VI.1 : Excess Bank Borrowings of Companies 
{l!s. in '000) -----. --------- --- ------ --- --------- ---- -- ---- ------ ---------------- --- ------

Name ot 
Industry 

Company Landing Method I 

Code -·---·-----···---------·------------------------·------·----·-· Number 1970- 1971· 1972- 1973- 1974- 1975- 1976- 1977- 1978-
71 72 73 ?It 75 76 77 78 79 

Landing Method II 

--------~-----------------------------------------------------1970- 1971- 1972- 1973- 1974- 1975- 1976- 1977- 1978-
71 72 73 74. 75 76 77 78 79 ------ - - --- --- - -------------- --- --- --- --------- --- ------------ ----------. ----

1) COT.COM. 00032 
00036 
00041 
00047 
00052 
00058 
00065 
00453 
00464 
00469 
00481 
00489 
00501 
00508 
00525 
00533 
00542 
00547 
00553 
00565 
00570 
00578 
00587 
00607 
00618 
00631 
01369 
01393 
01798 

NE 
14216 

2704 
4764 

NE 
NE 
NE 

NE NE 
34788 NE 

NE 1086 
21665 12838 

NE 1387 
902 NE 

2478 4670 
NE NE 

4522 532 
8106 16355 
1870 10215 

294 2885 
7354 12218 

NE 1709 
5837 2067 
4187 6364 
1457 4727 
8000 10942 

1044 
7780 
4863 
7348 
1101 
7481 

NE 
801 

2577 
5180 
8865 

NE 
NE 
NE 

27778 
6811 
2464 
5030 
4967 
8691 
2978 
3905 

NE 
5490 

NE 
2405 

NE 
2169 
4981 

5669 NE 1856 
NE 

5198 
36509 
6454 

NE 
5066 
6598 

14766 
6894 
2063 
38)8 
5755 

NIL NIL 
9192 12620 

85864 151264 
2881 11114 
7347 15667 
6970 14176 
8666 612 

12782 18339 
10176 9421 

3460 3526 
477 4843 

6062 12838 
NE NE 175 

5466 3623 4369 
NE 8413 12631 

4025 9991 13425 
6835 7701 572 

492 1717 
1846 21872 

20 3138 

244 NE 
8369 21063 
5555 9421 

NE NE 1236 
17098 38122 32805 
3826 NE 1620 

NE NE 
2987 4557 

14498 17487 
2322 3493 
1028 7142 
4130 4452 
4101 5224 

110 120 

NIL 
6104 

23626 
3157 
1005 
4971 
5617 

NIL 

NIL NIL 
6')74 9872 

24035 18422 
3283 2456 

NIL 
7731 

24626 
7345 

NIL 
7944 

29487 
6676 

NE 
5700 
5245 
1016 

NE NE NE 
6573 122)3 18077 
6855 3252 4.145 

24 NIL NIL 

61 
668 
207 

1975 
130 
189 
143 
61 

258 
129 

24. 
NE 
247 

59 
15 

178 
143 
236 

37 
2966 

51 
NIL 

33 
388 
89 

NE 
214 

38 
NIL 

NE 
690 
87 

2407 
81 

100 
219 

81 
231 
93 
38 

123 
290 
293 

34 
97 

239 
145 
11 

It 55 
9 

99 
148 
424 
61 

NE 
245 
104 
tiiL 

587 1730 960 6474 20)40 3324 16976 
34122 48616 4480 157 16930 NIL NIL 
6987 534 65U9 4790 11123 16431 2332 

13362 31458 21297 33645 43795 95205 151264 
111 1252 5264 7517 13636 10405 20988 
226 4157 1596 7736 5820 10595 15657 
209 7540 124.78 12425 15562 21256 28711 
NE 3489 5816 10885 14437 16968 18542 

81)0 6935 132u7 16861 24748 23236 31015 
10891 9050 7652 6451 11620 14206 14666 
3690 13363 10000 6683 5177 7046 6404 
4123 7408 4873 1464 5156 5747 10586 
9155 14054 11020 6862 10155 10150 16)76 
1018 4429 NE 3497 NE 3)25 5496 
6991 3273 2059 3684 8097 6284 7147 
7603 10238 6714 562 4006 14584 19190 
2475 5973 6486 4198 7376 14000 16379 
9387 10966 11438 8903 13980 14635 11149 
2351 3051 2396 NE 2535 1483 3992 

22557 29073 13429 28805 31504 51109 47590 
2913 6051 9013 13302 8074 41v1 6279 

NE NE NIL NIL NIL NIL NIL 
4581 7076 10898 9008 15733 14313 15069 

14498 17487 24887 27787 25111 26560 29487 
3635 4020 4555 4546 4032 7345 8563 
2955 9133 2869 2780 NS 2UU8 1515 
5691 5885 6762 7981 9474 14594 20)51 
4101 5224 5617 70)1 75~1 3252 4145 
110 120 NIL 2000 lu51 NIL tilL 

174 151 
756 802 
3)8 21) 

1975 2487 
201 209 
262 201 
383 404 
170 199 
)93 )46 
182 143 
69 98 
30 170 

264 3)) 
140 374 

47 71 
266 210 
183 239 
)19 292 
81 50 

400 455 
115 103 
NIL 160 
126 265 
388 424 
99 87 
21 NS 

241 261 
64 104 

NIL NIL 

-- - --- - ----- - -- -- -- -- ------------ ------- ---- --- ~ ------ ---- -------------------
(continued) 
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2) COT.SP, 00040 

00477 

00498 
00512 

00537 
00563 
00579 
00590 

00597 
00602 

00613 
00619 
00623 
00626 

01364 
01376 
01380 

01397 
01403 
01413 
01660 

01801 

02172 

17248 6439 

1650 1757 
NE 4942 

3571 3444 
260 423 

1765 )042 
NIL NIL 

2594 2901 

NE NE 
52) I 916 

1000 1)8 

1315 1785 
3012 62)9 

NE NE 

55 699 
733 1763 
NE 1151 

239 334 
343 569 
693 916 
668 NE 

1256 NE 
209 NE 

4~78 

695 
4667 
2352 

518 
2156 

NIL 
2073 

NE 
466 

537 
2419 
6772 

NE 

NE 
1506 

1377 
784 

17 
406 

NE 
NE 
NE 

5056 NIL 
NIL NE 

60)6 5035 

2773 3917 
16 1324 

422 NE 
NIL 1164 

2654 2567 

916 1167 
NIL NE 

935 NE 
583 998 

2549 NE 
NE NE 

1784 1939 
2114 1135 
1697 1560 

361 1144 
1186 1740 

255 494 
NE 657 
NE NE 

NE 1746 

NIL NIL 

NIL NIL 
6))2 11439 

4972 3589 
1129 1514 

NE NE 
NE 826 

4103 5024 

1742 1399 

37 349 
1267 662 

2107 1825 
2006 1636 

1589 5109 
2017 978 

1188 1757 
2664 2756 
2406 2716 

340 1161 

552 946 
675 NE 
147 NE 
414 NE 

NIL NE 

NE NE 

7880 5890 

1699 916 
1)01 1311 

NE NE 
NE 2295 

5149 5355 
2109 879 
2108 633 

8S2 NE 

509 176 
1274 11442 

7339 7902 
NE NE 

2096 275 
2917 NE 
2886 NE 
1026 2)13 

794 663 
NE 626 

NE NE 
NE 5691 

23577 12110 4078 18602 

2229 1757 895 NIL 
988 o1o4 680) 9425 

5152 5146 )462 520) 

460 792 990 4)0 
1785 )042 )098 2890 

NIL ~IL !HL NIL 
)026 )08) 2540 )245 

144 579 800 1945 

52) 956 981 NIL 
1349 408 782 1188 

1)15 1808 2583 808 

4312 62)9 8447 3778 
NE 5)5 552 723 
800 1880 659 2400 

733 1783 1508 2493 
209 1249 1818 1729 

401 654 1216 664 

343 569 17 1288 

693 916 748 608 

608 NE NE NE 

1641 NE NE NE 
497 NE NE NE 

(n.o. ln 'IMi) 

NIL h!L IlL 
58 NIL NIL 

9273 1ose9 151l7 
46ld 4972 )5d9 
2174 1973 2U~l 

437 No NE 

2497 501 27 20 
2799 4)89 5024 
1187 J3b6 2817 

354 79~ 911 
6) 1920 2015 

1498 2210 2087 
507 )520 )U)) 

NE 3467 5109 
)461 )453 2482 

1723 1188 1757 
1560 2664 2756 

1744 )069 3651 
1740 )40 1161 

852 946 1645 
657 675 NE 

NE 688 )24 

2778 1378 NE 

NIL 7157 

NE 1498 

78du 1uss1 
1o99 ))27 
ll55 2104 

iiE 14 77 
29Ud 7163 
5)~9 55)) 

)8 57 879 
31eo 1ou6 
2015 54 

5U9 178 
2919 1)0~8 

7))9 7902 

1294 NE 

2096 1385 
)56) 542 

3701 NE 
151) 2)20 

12)4 1496 
NE 670 
)6) NE 

ll& 7892 

- - • - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - t - - - • - - - - - - - - - - - - - - - - - - - - --
(continued) 
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Appendix VI.l : (continued) 
(1\1. ln 'OWl ---- - -- ---------- - - - -- -------- - -------------------------------------------. --

Name or 
Inrtuetry 

Compeny 
Code 
IIWilber 

Lending Method I 

---------------------------------------~----------------------1970- 1971- 1972- 1973- 1974- 1975- 1976- 1977- 1978-
71 72 7) 71t 75 76 77 78 79 

Londlfll: Method II 

-------------------------------------------------------··-----1970- 1971- 1972- 197)- 1974- 1975- 1976- 1977- 1976-
71 12 73 74 75 7o 77 74 79 --- ---------- -- --------- ----------- - - ----------------------------------. ---.. 

3) BIC 00207 
00212 

00214 
00216 
00218 
00220 
00223 
00225 
00228 
00230 
00232 
00235 
00237 

' .. 01509 
01767 

00930 
00932 
00934 
00937 
00939 
00941 
00943 
00945 
00947 
00949 

NIL NIL 

8843 6123 
7538 17690 

NE 1954 
NE NE 

3111 NE 
6272 6192 

2348 3145 
NIL 968 
NIL 1 NIL 
143 NE 

10473 10716 
1804 11208 

NE 908 
NIL NE 

1101 1482 
NIL NIL 

3600 3600 
1483 NE 

NE 3154 
NE 1387 

1966 1556 
270 NE 
NE NE 
NIL NE 

NIL 
6876 
7696 
6278 

NIL 
NE 

5475 
5570 
3000 

NIL 
NE 

1768 
11167 
1207 

NIL 
1422 

NE 
6078 

NIL 
2765 

NE 

2753 
NE 
NIL 
160 

NIL 

NE 
5397 
2570 

NE 
NE 

3663 
9960 

NIL 
NIL 
NE 

18300 
1178 

NIL 
NIL 

1494 
1745 
4970 
1516 

NE 
624 

2977 
143 
156 
NE 

NIL NIL 
NE 260 

9486 13091 
911 8571 

NIL 
NE 
NE 

13579 

NIL NIL 

NE 13415 
7990 31571 

19399 18289 
NIL NIL NIL NE NIL 
NE NE NE NE NE 

1724 2180 1024 3100 8091 
5049 4597 2121 8836 24607 

NIL NE NIL NE 6857 
NE 11818 25490 32280 43683 
NE NE NE NE 7039 

21620 NE NE NE NE 
25418 26412 50037 45)46 22988 

NIL NE 
NIL 10839 

2155 2352 
1165 NE 

10234 1520 
4393 NIL 
2066 2000 

2015 5489 
4428 2080 

NE NE 
561 1603 
NE NIL 

NIL NIL 
6633 2499 
2144 2197 
NIL NIL 

8907 10219 
3501 1630 
2519 3761 
1816 1847 
5854 4810 

NE NE 
443 2521 
NE 407 

!ilL 

9043 
2386 

NIL 
8517 
4870 
2442 

1934 
2132 

NIL 
528 
NE 

NIL NIL NIL NIL NIL NIL Nit. Nit. Nit. 
11205 8283 848) NE NE 27U4 Nli 21Jd 17)45 
16206 24508 16879 16045 16421 219>6 NE lb91U 429)) 

NE )092 7652 3257 2825 12143 1)496 21152 1d~d9 

NE NE 
5847 NE 
6272 6192 

3648 3991 
NIL 968 
NIL NIL 

261) 1426 
14184 10716 

2977 11208 
)45 988 
!UL 59 

1200 1604 
NIL NIL 

)600 )6UO 

1744 NE 
110 3547 
143 1813 

2403 2648 
451 NE 

244 66 
NIL 22) 

NIL NE NIL 
NE NE HE 

5475 3b63 3994 
7317 10002 9350 
3000 NIL NIL 

NIL 
892 

7613 
11167 

NIL 11726 
NE NE 

2)722 26788 
1178 25418 

1207 NIL lolL 

NIL NIL lilt. 

1548 1672 2459 
1155 )520 1165 
6078 4970 10234 
NIL 1772 4840 

3447 NE 2420 
154 1534 2794 

)178 3756 61)7 
91 245 NE 

NIL 514 561 
1084 1516 1343 

Nit. Nit. Nli NIL 
29b5 No Nil No 

3>42 2908 3100 8091 
9717 7371 11U78 24b07 

NE !ilL 10449 lS244 
11818 254~0 32~80 4)bd3 

NE NE Nio: 16864 
8)18 NE NE NE 

2b4l2 500>7 45)46 2~~AS 

201 NIL Nit. Nit. 
11546 6818 2499 904) 
2614 2144 2197 2386 

NE NIL NIL NIL 

1520 9533 11486 8879 
NIL 42)6 2667 6542 

2469 2987 37b1 )412 
5937 4187 )685 1934 
4479 8595 748) 4915 

NE No liE NIL 
160) ~60 2521 1407 

IIIL 1175 3015 2927 

----------------------------------------------------------------------------· 
(cootlnuod I 
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Appendix VI.l : (continued) 
Ina, In 1 UW) 

------ ·c·--- .. --------------------------------.------.--------------.-----.- --
ompany Lend inc l!etbod I Lend Ln& loiethod 11 

Naae or ~ode 
--------------------------------------------------------------In~uetry Humber 1970- 1971· 1972- 1973- l9H- 1975· 1971>- 1977· 197d-

71 72 73 74 7S 76 71 78 79 ----------------------------------------------------------------------------
4) MPH 

5) EVH 

00238 
00242 
00245 
00953 
00956 
00959 
00964 
00967 
00971 
01510 
0151) 
01702 
01769 
01772 
01829 

00)92 
00)9) 
00)94 
00395 
00397 
01)22 

01323 
01)26 

6)56 3161 13629 9665 12416 )56 
NE )564 NE NE NE 72)4 
366 NE 4416 NE NE NE 

1071 2649 3176 3695 6599 7)16 
NE NE NE 3399 5620 NE 
NIL NIL NIL NIL NIL NIL 

45)4 5286 80)6 8697 522) 9624 
2706 3686 5725 7369 7494 6826 

NE NIL NE 1552 676 267b 
773 I 983 774 1407 1908 1SS9 
NE ~ NE NE 2~3 NE 
555 604 193 87 107 9 

2751 )617 8724 10880 10078 10872 
NE NE NE NE NE NE 

4765 5357 5437 5474 )009 )193 

NE 1402 4699 3592 NE NE 
119 265 8)12 2279 16 NE 
110 116 483 537 38 652 

3939 3152 5025 1461 3752 6256 
100 1160 2167 584 2163 1916 
NE 529 NE NE NE NE 

1355 2091 2544 5258 4824 3060 
NE 2192 NE NE NE NE 

NE 
9234 
~ 

7253 
NE 
NIL 

11267 
6578 
4457 
3207 
1861 

NE 
5198 
2422 
4018 

6948 
1780 

m 
9712 
)646 
2569 
2983 

NE 

)81 

7167 
NE 

9961 
NE 
NIL 

1)102 

5416 
1383 
4210 
1657 

NIL 
5469 
759 

)623 

NE 
334 
NE 

9683 
NE 
NIL 

13208 
10048 
4173 
3741 
33SS 

NE 
9479 

NE 
5072 

2123 6607 
72 NE 

357 625 
3693 4067 
6602 12309 
2529 3955 
1628 NE 

NE 3070 

14753 12710 27)29 2Ubb1 25))3 1u125 1U45l 154~5 12020 
2830 63u8 )4u9 746 2792 9d1~ 14JJO 1J>dJ ~9v5 

2600 NE 8264 1)19 NE No NE No NS 

1071 4290 4865 5407 802d d0)6 7o59 115<8 9vdJ 
NE NE 1500 6)05 10130 25)5 NK NS 2624 
WIL NIL NIL NIL NIL NIL NIL NIL NIL 

5238 6018 9304 10496 8581 11db5 14427 14)~9 1)<0d 
5119 4991 7193 7Ju9 7495 785b 75)5 '17d9 10~45 

1400 NIL 123 )u85 )151 5778 7Jd0 4465 '/d'/1 

875 1)87 1449 1712 1908 2501 4176 4v26 4221 
NE NE llE 972 )756 190) 4614 51,66 6002 
653 6u4 2o3 141 12) )1 NE NIL )7 

4312 5562 10608 11680 14566 15505 10909 122)o 1YU5~ 

llE 512 NE No liE I•E 2422 20g8 '1)7 

5020 5811 5822 5474 J009 J255 5<85 4~do o4~< 

100 2747 6272 
1658 1907 10104 

110 116 483 
3939 )152 5794 
2306 3566 4385 
915 3720 2375 

2255 2091 2544 
1606 4927 1460 

5954 
4516 

537 
4028 
)176 
156 

6403 
UE 

771 1283 9247 7545 11956 
2249 138 4715 JS2J 1428 

;a 652 1054 851 14oo 
5898 6256 10984 85~1 57<6 
5248 4940 8010 12990 18084 
725 NE 88u0 7817 10180 

5255 )880 4813 3900 8)7 
2197 857 1321 5819 11798 

.. --- .. --- .. - .. ---------- .. ------- .. -------------- .. ---------- .. - .. ------- .. ----------. 
~ : NE • No EBB. 

NIL • No bank borrowings, 



Appendix VI.2 

Name of 
Indust.ry 
and Company 
Code 
Number 

1) N.£ 
00~07 

00~1~ 

00214 
00~16 

00~18 

00~20 

00223 
00225 
002~8 

00230 
00232 
00235 
00237 
01509 
01767 
00930 
00932 
00934 
00937 
00939 
00941 
00943 
00945 
00947 
00949 

Total 

2) Mlli 
00238 
Ql0242 
00245 
00953 
00956 
00959 
00964 
00967 
00971 
01510 
01513 
01702 
01769 
01772 
01829 

Total 

------

Component-wise Excess Curr$nt Assets of Companies 

1970-71 

------------------------
R W F RE 

E Q Q E 

E g E E 
E 0 E 0 

0 0 E E 

0 E 0 0 

E E E E 
E 0 0 E 

E E 0 0 

E E E 0 

0 E 0 0 

E 0 E E 

E 0 E E 

E 0 0 0 

E 0 0 0 

0 E E E 

E E E 0 

E 0 E E 

E E E 0 

0 0 E 0 

E 0 E E 

E 0 0 0 

E E E E 
E 0 E E 

E 0 0 0 

0 E E 0 

EBB 

I II 

X X 
p p 

p p 

X X 
X X 
p p 

p p 

p p 

X X 
X X 
p p 

p p 

p p 

X P 
X X 
p p 

X X 
p p 

p p 

X P 
X p 
p p 
p p 

X p 

X X 

-----------------------19 10 16 12 13 17 

E 0 
E E 
E.. E 

0 0 
0 E 
0 E 

E E 
E E 
E E 
E E 
0 0 
E 0 

E E 
E E 
E 0 

E E 
0 E 

0 E 

0 E 

0 E 

0 E 

0 E 

0 0 
0 E 

0 E 

0 E 

E 0 

0 0 
0 0 
E E 

p 

X 
p 

p 

X 

X 
p 

p 

X 
p 

X 
p 

p 

X 
p 

p 

p 

p 

p 

X 
X 
p 

p 

p 
p 

X 
p 

p 

X 
p 

ii--io--;---ii ___ 9 ___ ii 
-----------------------

- - - - - -

- - - - - - - - - -
1975-76 

------------------------
R w 

E g 

E E 
E 0 

E 0 

E E 
E E 
E 0 

E E 
E E 
0 E 

E E 
E E 
E 0 

E 0 

0 E 

E E 
E E 
0 E 

0 0 
0 0 
E 0 

E E 
E 0 

E 0 

0 E 

F 

g g 

E E 
0 E 

E E 
0 0 
E E 
0- E 
0 0 
E 0 

E E 
E E 
E 0 

E 0 

0 E 
E g 

E 0 

E 0 

0 E 

0 0 
E E 
E 0 

E E 
E E 
0 0 
E 0 

19 14 16 13 

0 

E 

E 

E 

0 

0 
E 

E 

E 

E 
0 

E 

E 

E 

0 

E 0 

E 0 

E 0 

0 0 
E 0 

E 0 

E 0 

0 0 
E 0 

E 0 

0 0 
0 0 
E 0 

0 0 
E 0 

10 lO 0 

E 

E 

E 

E 

X 

0 

E 

0 

E 
E 

E 

E 

0 

E 

12 

EBB 

I II 

X 
p 
p 

p 

X 

X 
p 

p 

X 
p 

X 
X 
p 

X 
p 

p 

X 
p 

X 
p 

p 

p 

X 
p 

X 

X 
p 

p 

p 

X 

p 

p 

p 

X 
p 

X 
p 

p 

p 

p 

p 

X 
p 

X 
p 
p 

p 

X 
p 

X 

14 17 

p 

p 

X 
p 

X 
X 
p 

p 

p 

p 

X 
p 

p 

X 
p 

p 

p 

X 
p 

p 

X 
p 

p 

p 

p 

p 

p 
p 
)( 

p 

10 12 

R w 

g g 

E E 
0 0 
E 0 

E g 

0 E 

E 0 

E 0 

E E 
E E 
E E 
E E 
E 0 

E 0 

0 0 
E · E 

E 0 
E E 
0 0 
0 0 
E 0 

0 E 

E 0 

E 0 

0 E 

197S-79 

F 

g 

0 

E 

0 

0 

E 

0 
E 

E 

E 

0 

0 
0 
0 

E 

0 

E 
E 

E 

E 

0 

0 

E 

0 
0 

RE 

g 

E 

E 

0 
E 

E 

E 

0 
0 
E 

E 

0 
0 

E 
E 

E 

0 

E 
0 
0 

0 
g 

E 

0 

0 

17 11 11 13 

0 

E 

E 

0 

E 

0 

E 

E 
E 

E 
0 

E 

E 

0 
0 

E 

E 
E 

0 
E 

0 
E 

G 

E 

E 

0 
0 

E 

0 
E 

0 E 

0 'E 
0 E 
0 g 
0 0 
0 . 0 

0 E 

0 g 

0 E 

E E 
0 E 

0 E 

0 E 

0 E 

0 E 

EBB 

I II 

X 
p 

p 

p 

X 
X 
p 

p 
p 

p 

p 

X 
p 

X 
p 

p 

X 
p 

p 
p 

p 

p 

X 
p 

X 

X 
p 

p 

p 

X 
X 
p 
p 

p 
p 

p 

X 
p 

X 
p 
p 

X 
p 
p 

p 

p 
p 

X 
p 
p 

17 1S 

X 
p 

X 
p 

X 
X 
p 

p 
p 

p 
p 

X 
p 

X 
p 

p 

p 

X 
p 

p 

X 
p 
p 

p 
p 
p 

p 

p 

p 
p 

-----------------------
------~ 
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Appendix VI.2 

NaiDa of 
Industry 
and Company 
Coda 
NUJDber 

3> m 
00392 
00393 
00394 
00395 
00397 
01322 
01323 
01326 

Tot.a1 

4) COT .COM. 

00032 
00036 
00041 
00047 
00052 
00058 
00065 
00453 
00464 
00469 
00481 
00489 
&0501 
00508 
00525 
00533 
00542 
00547 
00553 
00565 
00570 
00578 
00587 
00607 
COolS 
OOo}l 

01369 
01)93 
01798 

Total 

(cont.inued) 

1970-71 

R F RE 

0 0 E 

0 0 0 
E 0 0 

E 0 E 

0 0 E 

E E E 
0 0 E 

0 0 E 

3 1 6 

EBB 

I II 

X P 
p p 

p p 

p p 
p p 

X p 
p p 

X p 

5 a 

R W F.RE I II 

E E 0 

E 0 E 

E E 0 
0 E E 

E 0 0 
0 0 0 
E 0 E 

E 0 E 

0 0 0 

0 0 E 
E 0 E 

0 0 E 

0 0 E 

E E E 

E 0 0 

0 0 E 

& 0 E 

0 0 E 

0 0 E 

E E E 
0 0 E 
E & & 
& & E 
0 E E 

E 0 E 

0 0 E 

0 0 E 

0 & 0 
0 0 0 

14 9 21 

X p 
p p 

p p 
p p 

X P 
X p 

X p 

X X 
p p 
p p 
p p 

p p 

p p 

ll p 
p p 

p p 

p p 

p p 
p p 

p p 
p p 

X ll 
p p 
p p 

p p 
p p 

p p 
p p 

p p 

22 27 

- - - - - - - - - - - - - - - - - -

- - - - - - - - - - - -
1975-76 

R F RE 

E 0 E 

E E E 
0 0 0 
0 0 E 

0 0 E 
E 0 E-

E 0 E 

0 0 E 

4 1 7 

EBB 

I II 

X p 

X p 
p p 

p p 

p p 

X X 
p p 

X p 

4 7 

R W F .RE I II 

E 

0 
0 

E 

E 

E 

0 

E 

0 

0 

0 

0 

0 

0 
E 

0 

E 

0 

0 
0 

0 

0 
E 
0 

0 

0 

0 

0 

E 

E 

E 

E 
E 

0 

0 

E 

0 

0 

0 

& 

0 
E 

0 
E 

0 
0 

0 

E 

& 

E 

E 

0 

0 

E 

E 

0 

0 
0 

E 

0 
E 

0 

E 

0 

0 
E 

E 

E 

E 

E 

E 

E 

E: 

E 

~ 

E 

0 

0 
E 
0 

E 
E 

E 

E 

E 

X 

X 
p 

p 

p 

p 

p 
p 

p 

p 
p 

p 

p 

X 
p 

p 

p 

p 

I 
p 

X 

X 
p 

p 
p 

ll 
p 

p 

l 

p 

X 
p 

p 

p 
p 

p 

p 

p 

p 

p 

p 
p 

p 
p 

p 

p 

p 

p 

p 

p 

X 
p 

p 
p 

p 

p 

p 

ll 

--------------------8 16 2u 21 2<:> 

---------------------

1978-79 

R F RE 

E 0 E 

E E E 
0 0 0 
0 E E 

0 E E 

E E E 
0 0 E 

0 0 E 

3 4 7 

EBB 

I II 

p p 

X p 
p p 

p p 
p p 

p p 

X p 
'p p 

6 8 

--------------------
R W F.RE I II 

0 

E 

0 
0 

E 

E 

0 
0 
0 

0 

0 

0 
E 
g 

E 

0 
E 

0 

0 

0 
0 
0 
0 

& 

0 
0 

0 
0 

0 

E 

E 

E 

E 

E 

0 
E 

E 

0 
0 

0 

0 

0 

E 

0 
E 

0 
0 

E 

0 

E 

E 
E 

E 

0 

0 

& 

0 

E 

E 

E 

E 

E 

E: 

E: 

E 

E: 

E 

E 

E 

E 

E 

E 

E 

E 

E 

E 

E 

0 
E 
E 
E 

E: 
0 

E 

0 

X p 
p p 

p p 

p p 
p p 

p p 

p p 

p p 

p p 
p p 
p p 

p p 
p p 

p p 

p p 
p p 

p p 

r r 
p p 

·p p 

p p 

p p 
p p 
p p 
p p 

X X 
p p 

p p 

.1. l 

--------------------8 lo 2o 2o 27 
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Appendix VI.2 : (continued) 

Nama of 
Industry 
and Company 
Code 
Number 

5) COT.SP. 

00040 

00477 

00496 

00512 

00537 

00563 

00579 

00590 

00597 

00602 

00613 

00619 

00623 

00626 

01364 

01376 

01360 

01397 

01403 

01413 

01660 

01601 

02172 

Total 

1970-71 
----------------------EBB 
R W F.RS -·-----

1 II 

0 0 E 

E 0 0 

E 0 0 

0 0 0 

s 0 0 

E 0 0 

E 0 E 

E 0 0 

E 0 0 

E 0 0 

E 0 0 

E 0 E 

E 0 0 

E 0 0 

E 0 0 

0 0 0 

0 0 E 

E 0 0 

0 0 0 

0 0 0 

0 0 0 

E 0 0 

E 0 0 

16 0 4 

p p 

p p 

X p 

p p 

p p 

p p 

X X 

p p 

X p 

p p 

p p 

p p 

p p 

X X 

p p 

p p 

X p 

p p 

p p 

p p 

p p 

p p 

p p 

16 21 

- - - - - - - - - - - - -
1975-76 

---------------------EBB 
R ;; F. RE -------

I II 

0 0 0 

E 0 0 

E E 0 

0 0 0-

0 0 0 

E 0 0 

E 0 0 

E 0 E 

E 0 E 

E 0 0 

E 0 0 

E 0 0 

E 0 0 

0 0 E 

0 0 E 

0 0 E 

0 0 0 

0 0 0 

0 0 0 

0 0 0 

0 0 0 

E 0 0 

0 0 0 

11 l 5 

X X 

X X 
p p 

p p 

p p 

X X 

X P 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

p p 

19 20 

~ R • Raw materials and stores and spares. 
W • Work-in-progress. 
F • Finished goods. 

RK • Receivables 
E • Excess 

0 • No excess 
X • No EBB 

P • EBB. 

---------------------
R li F.RE 

E E E 

0 0 0 

E E 0 

0 0 0 

E 0 0 

E 0 0 

E 0 0 

E 0 0 

E 0 0 

0 0 0 

E 0 0 

0 E 0 

E 0 0 

E 0 E 

0 0 0 

0 0 0 

0 0 0 

0 0 0 

E 0 0 

0 0 0 

0 0 0 

0 0 0 

E 0 0 

12 3 2 

EBB 

I II 

!.. p 

X p 

p p 

p p 

p p 

X p 

p p 

p p 

p p 

p p 

X p 

p p 

p p 

p p 

X X 

p p 

X p 

X X 

p p 

p p 

p p 

X X 

p p 

.15 20 

--------------------
- - - - -- - - - - --



CHAPTER VII 

SUMMARY AND CONCLUSIONS 

In this study we have examined the importance and 

relevance of credit planning in India. The raison d'etre of 

credit planning is that, apart from the determination of total 

bank credit, it aims at a distribution of bank credit con

sistent with the targeted output levels of different sectors. 

The distributional aspects of bank credit, unlike in monetary 

planning, are, therefore, taken into account in a credit plan. 

Equally important is the integrated view of a credit plan as it 

takes into account and combines both promotional and control 

aspects of credit policy. In other wor~s, formulation of a 

credit plan involves structural changes that have to be 

effected in the banking system along with the determination of 

total quantum of bank credit and its distribution among sectors 

in line with Plan targets of output. In short, credit planning 

aims at mobilisation of deposits, channelling of bank credit 

into regions/sectors according to national priorities and 

restraining the overall expansion of bank credit to ensure 

stable price-level. 

The formulation of a credit plan starts with the prepa

ration of a monetary budget, in which the desired level of 

money supply in relation to the postulated rate of growth of 

output, as given in the national plan, is determined. In this 

304 
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context, it is noted that the RBI's approach to money supply 

determination enables the decomposition of the sources of 

changes in money supply by sectors of origin in terms of bank

ing system's credit to different sectors, viz., net bank 

credit to government, bank credit to commercial sector and 

net change in foreign exchange assets. The RBI's approach 

to money supply determination is, thus, useful in determining 

the desired level of bank credit to the commercial sector 

that is consistent with a desired rate of growth in money 

supply, given the net bank credit to government sector and 

the net foreign exchange assets. Since the latter two are 

not under the direct control of the RBI, bank credit to commer

cial sector becomes important in controlling the total quantum 

of bank credit. It is, therefore, argued that the RBI's 

approach to money supply determination facilitates credit 

planning as it takes into account total quantum of bank credit 

as well the distribution of it consistent with targeted rates 

of growth in output. 

For the purpose of evaluating the performance of credit 

planning in helping achievement of national priorities we have 

studied three aspects, viz., (a) branch expansion, (b) sectoral 

distribution of bank credit, and (c) advances to the priority 

sectors. The analysis of branch expansion has thrown consider

able light on aspects like inter-state and rural-urban 

disparities in the availability of banking facilities. The 

analysis of sectoral deployment has r~vealed whether or not the 

distribution of bank credit is related to output. 
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There is clear and strong evidence to state that there 

was a marked change in the structure of.bank offices in 

favour of rural areas between 1969 and 1984. The share of 

rural offices in total commercial bank offices has gone up 

to 56 per cent in 1984 from 22 per cent in 1969. In the year 

1984 rural and semi-urban offices accounted for more than 

three-fourths of total bank offices. The share of deposits 

of rural offices, in the total deposits, also increased from 

a mere 3 per cent in 1969 to 14 per cent in 1983. Likewise, 

the share of credit by rural bank offices had gone up to 12 

per cent in 1983 from 1.5 per cent in 1969. The analysis with 

respect to credit-deposit ratio also exhibits a similar trend 

i.e. the credit-deposit ratios of rural and semi-urban areas 

have improved while there was a decline with respect to 

metropolitan areas. 

The analyses regarding regional, i.e. inter-state, 

imbalances in banking facilities have been done with respect 

to (a) population per bank office, and (b) credit-deposit 

ratios of various states. The results with respect to popula

tion per bank office showed that inter-state disparities have 

been declining. There was a movement of population per bank 

office of many States nearer to the All-India average, suggest

ing a decline in the disparities in banking facilities between 

the years 1969 and 1984. This conclusion received statistical 

support when an analysis of coefficient of variation is made. 

The coefficient of variation in 1984 was much lower (38) than 



in 1969 (207). The 'Lorenz curves' plotted, using the data 

on number of bank offices and states for the years 1984 and 

1969 corroborated the finding _that inequality in the distri

bution of banking facilities among states has declined, since 

the Lorenz curve of 1984 lies nearer to the line of equality. 

Within the limitations cited in regard to interpreta

tion of credit-deposit ratios, our analyses of credit-deposit 

ratios of different states, on the same lines as in the case 

of bank offices, revealed that inter-state disparities in 

banking facilities proxied by credit-deposit ratios were on 

the decline. It may, therefore, be concluded that inter

state imbalances as regards availability of banking facilities 

declined between the years 1969 and 198). 

Next, the issue of deployment of bank credit in rela

tion to output has been examined at two levels, viz., (a) 

sectoral level and (b) industry level. The analysis at the 

sectoral level showed that the share of agriculture and 

allied activities sector in total outstanding bank credit 

increased from 5.5 per cent in 1969 to approximately 17 per 

cent in 1981, while that of industry declined from 66 per cent 

in 1969 to 49 per cent in 1981. This change in the shares of 

bank credit had taken place while their respective shares of 

output moved in the opposite directions, i.e., the contribution 

of agriculture and allied activities declined from 50 per cent 

in 1969 to )6 per cent in 1981 while industry's share had gone 

up from 21 per cent in 1969 to 24 per cent in 1981. However, 



from these trends, it is rather difficult to make out whether 

over the years bank credit was deployed in relation to output 

or not. Nonetheless, the increased share of agricultural 
-sector in total bank credit may be taken as an indicator 

towards rectifying the imbalances in the deployment of bank 

credit. 

The analysis at the industry level for 11 industries 

(Manufacturing Group) showed that while there were two 

industries with higher shares in bank credit than their 

respective shares of output, there were six industries whose J 

shares of output exceeded their share of bank credit for all 

the eight years studied, and in the case of other three 

industries there was no clear-cut trend. This, however, is 

not surprising because different working capital requirements 

per unit of output among different industries might result in 

varying amounts of credit requirements in relation to output. 

Another issue we have examined in the context of the 

impact of credit planning on the achievement of national 

plan objectives, is advances to priority sectors. It is 

observed that banks' advances to priority sectors had been 

increasing and may reach the target of 40 per cent of total 

bank advances by March 1985. The share of priority sector 

advances more than doubled between 1969 and 1984 - increasing 

from 14 per cent to 37 per cent. 

On the whole, therefore, there is adequate evidence 

to conclude that the achievement of credit planning, in 
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aligning bank credit flows with the national objectives, is 

satisfactory. 

With a view to explore, in detail, the relationship 

between bank credit to industry and its output, we estimated 

demand for bank credit by industry (large and medium public 

limited companies). To estimate demand function for bank 

credit, we tried different equations using output, inventory, 

rate of interest (loan rate), debenture rate, real rate of 

interest, rate of inflation, net trade credit and bank credit 

with one-year lag as explanatory variables. The regression 

results, reported in Chapter III, show that output and 

inventory were the major explanatory variables in the demand 

functions for bank credit. However, as explained in Chapter 

III, a further examination (equations 65 and 66) of the 

results suggests that output is a crucial variable in the 

determination of both inventory and bank credit. Output 

elasticity of demand for bank credit was 0.92, i.e., a one 

per cent change in the level of output, ceteris paribus, will 

be accompanied by 0.92 per cent change in demand for bank 

credit. Inventory, it seems, acted as a conduit transmitting 

the effects of output on demand for bank credit. This is a 

very significant finding since this supports the view that 

bank credit to industry should be available for meeting 

working capital requirements of which inventories are a 

principal component which should, in turn, have to be based 

on production levels of industry. Trade credit variable is 
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· statistically significant and, as expected, inversely related 

to demand for bank credit, supporting the view that for a 

given level of output/inventory the larger the availability 

of trade credit the lesser will be the demand for bank credit. 

Two other important conclusions that have emerged from 

the analysis relate to interest rate and inflation variables 

· in the estimation of demand for bank credit. Interest rate 

variable turning out to be statistically insignificant is not 

surprising since, (a) it is an administered rate, i.e., not 

determined by market forces of demand and supply, and (b) 

interest as a component of total expenditure of industry was 

rather very small, i.e., around 3 per cent and hence has 

little influence on the demand for bank credit. The interest 

insensitivity of demand for bank credit lends support to the 

view that, ceteris paribus, it is rather availability of bank 

funds for the companies that may be important and not the cost 

of bank credit, which needs further examination. Moreover, 

the interest rate differentials between bank credit and other 

sources of funds are perhaps more important in the decisions 

of industry, given the availability, as to how much to borrow 

from banks. 

More interesting, and perhaps controversial, is the 

finding suggesting an inverse relationship between demand for 

bank credit and rate of inflation. We tried to explain this 

rather unexpected relationship between bank credit and infla

tion, with the help of certain institutional mechanisms that 
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go into the determination of input and output prices of indus

try. Moreover, the finding is in line with the RBI's policy 

of controlled expansion of bank credit. However, we are of 

the view that without further evidence this may have to be 

treated as a tentative conclusion. Further empirical work, 

especially in regard to the postulated institutional mechanisms, 

i.e. the speeds of adjustment of wages, material input and 

output prices of industry, is essential in the examination of 

a relationship between demand for bank credit and rate of 

inflation. 

The analysis regarding working capital, on the basis 

of the RBI's sample companies during the period 1965-66 to 

1980-81, revealed the following. 

a) Gross working capital, i.e. aggregate current 
assets as a proportion of total assets 
increased over the period of analysis and 
accounted for 62 per cent in 1980-81, while 
current assets-output ratio declined from 57 
per cent in 1965-66 to 49 per cent in 1980-81. 
The importance and efficiency of current 
assets, thus, increased during the period of 
analysis. 

b) Inventories and receivables constituted more 
than 90 per cent of current assets in all the 
years. However, during the period of analysis, 
the share of inventories in current assets 
declined while that of receivables increased 
and more particularly so after the year 
1975-76. This, viewed along with sundry
debtors to sundry-creditors ratio which was 
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less than 1 throughout the period with an 
observed decline in it from 1972-73, denotes 
that the reliance of RBI's sample companies 
on trade credit has increased. In other 
words, the RBI's sample companies were net 
borrowers, especially from 1975-76 onwards, 
in the form of trade credit from other indus
tries and/or sectors and thus tried to 
compensate, at least partly, the shortfall in 
the availability of bank credit with the 
implementation of the Tandon Committee norms. 
This supports the finding of our regression 
analysis, viz., trade credit was a substitute 
for bank credit.- It seems that large firms, 
in times of credit stringency, try to obtain 
larger net trade credit. 

c) The observed decline in the ratios of inventory 
to output and short-term bank borrowings to 
inventory suggests that there was a decline in 
(a) inventories held per unit of output and (b) 
the amount of bank credit available for financing 
a unit of inventory. Both these developments 
are in line with the Tandon Committee recommend
ations for reducing the dependence of industrial 
sector on commercial banks, via a reduction in 
inventories as well as financing a part of 
current assets through long-term sources. 

We have seen that, under working capital approach to 

determination of bank credit requirement, a question arises 

as to what proportion of total current assets or working capital 

gap may be met by bank credit? Moreover, and importantly so, 

prior to deciding the proportion of bank finance, the problem 

of determining an appropriate level of current assets in 
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rela~ion to output has to be resolved. In other words, if 

firms are constrained from holding a desired level of current 

assets financed by bank credit and if bank credit is avail

able only for financing current assets related to production 

requirements, then how should the firms decide the appropriate 

levels of current assets and bank credit? Or is there any 

scope to impose certain norms on inventory holdings of indus

try? This is a crucial problem, because, if there are no 

norms on current asset holdings, a borrower-firm can hold a 

level of inventory in excess of production requirements 

financed by bank credi~. And this trend is noticed to be 

present as indicated by the increase in the ratio of current 

assets to to~al assets. Therefore, as stated earlier, some 

sort of norms on inventory holdings in relation to output of 

industry seems essential to align bank credit with output in 

order to reduce the dependence of industry on banks and thus 

make available funds to be deployed in other sectors for pro

duction purposes. Moreover, this policy will also discourage 

speculative inventory build-up by industry. In this context, 

we have made use of the Tandon Committee norms on inventories, 

receivables and methods of lending. 

For eight industries we computed excess bank borrowings 

(EBB) using the Tandon Committee's approach. We have also made 

a comparison of component-wise inventories and receivables 

arrived at by applying the Tandon Committee norms with their 

corresponding levels as per the operating cycle approach to 
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have an idea whether or not there were any wide divergences 

between them. Then, to study the end-use of bank borrowings, 

we decomposed EBB into (a) excess current asset (ECA) hold-

ings; (b) deficit in long-term funds (DLTF) to finance the 

required portion of reasonable level of current assets or 

working capital gap as suggested by the Tandon Committee; and 

(c} diversion of bank credit to finance fixed assets (DFA). 

We have also tried to examine the issue of placing industries 

under lending Method II as suggested by the Chore Committee 

and the implications thereof. 

The following are the major conclusions that follow 

from the empirical exercises that have been carried out in 

the study. 

Out of eight industries studied, three industries, 

viz., Jute textiles, Transport equipment (TR.EQ.) and Cement, 

had EBB throughout the period, i.e. 1971-72 to 19ao-a1, 

according to both the methods of lending. Medicines and 

pharmaceutical preparations (MPH) and Basic industrial chemicals 

(BIC) had EBB in none of the years as per lending Method I, 

but according to lending Method II BIC had EBB in the initial 

four years while MPH had EBB in the last 5 years. The other 

three industries, viz. Cotton textiles (Cot.Tex.), Rubber and 

rubber products (Rubber) and Edible vegetable and hydrogenated 

oils (EVH), had EBB in all the years according to lending 

Method II, .while as per Method I there were EBB in some years. 

Thus, under lending Method II, six industries had EBB in all 
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the years while, as per Method I, three industries had EBB 

in all the years and only two·industries had no EBB in any 

year. 

The analysis of EBB as per cent of actual bank borro

wings (ABB) revealed that Cement industry had almost 100 per 

cent EBB in all the years as per both the methods of lending. 

In other words, entire bank borrowings of this industry had 

to be treated as excess within the Tandon Committee's approach. 

As per lending Method I, Jute textiles and Rubber had EBB 

exceeding 50 per cent of ABB in some years. TR.E~. and EVH 

industries had less than 50 per cent while Cot.Tax. showed 

still lower EBB as percentage of ABB. Whereas, according to 

lending Method II, Jute textiles, TR.EQ., Rubbar and EVH had 

EBB exceeding 50 per cent of ABB, Cot.Tex. had less than 50 

per cent. MPH had no EBB as per landing Method I and according 

to lending Method II, EBB as percentage of ABB were insigni

ficant. Thus, as per Mathod I, three industries had EBB higher 

than 50 per cent of ABB; three other industries had EBB leas 

than 50 per cent of ABB while the other two industries had no 

EBB. On the other hand, according to Method II, EBB ranged 

between 50 per cent and 100 per cent of ABB in five industries, 

while in the other three industries EBB were less than 50 per 

cent of ABB. It is, therefore, clear.that, within the frame

work of the Tandon Committee recommendations, a substantial 

portion of bank credit to industry had to be treated as excess 

in relation to output requirements, as revealed in our 

exercises, according to lending Method I and even more so as 
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per lending Method II. In fact, in some.years the entire 

amount· of outstanding bank credit of some industries had bean 

classified as excess under lending Method II. 

We have identified three factors viz. 1 (i) ECA, (ii) 

DLTF and (iii) DFA as the causes for EBB. By following the 

balance sheet approach, we allocated EBB among the above 

three factors. In other words, we tried to answer the question 

that if there were EBB for what purpose they had been used? 

our observations are given below. 

(i) Under lending Method I, except in the case of 

Jute textiles, in all other industries EBB were due to ECA. 

EBB in the case of Jute textiles were used to finance not only 

ECA and DLTF but also fixed assets. Therefore, in Jute 

textiles industry, there appears to be a diversion of bank 

credit to finance fixed assets. 

(ii) Under lending Method II, Cement, BIC, MPH and 

Rubber industries utilised EBB for financing ECA only. In 

industries like Cot.Tex., TR.EQ., and EVH, EBB were used for 

financing ECA in some years while in some other years a 

portion of matching contribution was also met by EBB. How

ever, in these industries there was no diversion of bank 

credit towards financing fixed assets. On the whole, there

fore, there is no reason to believe that there was a 

substantial diversion of bank credit to finance fixed assets. 

On the other hand, there is overwhelming evidence to support 

the view that industry made use of bank credit to hold ECA. 



As regards placing industries under lending Method II, 

as suggested by the Chore Committee, our study finds enough 

evidence to support the Committee's view. For, it is found 

that the extant EBB were principally due to ECA holdings 

which should be positively discouraged since ECA are due to 

speculative motive and/or inefficient current assets manage

ment. Moreover, it was noted that the state of capital 

market in India has improved and it should not, therefore, be 

difficult for industrial sector to obtain long term funds 

from market for the purpose of meeting the matching contribu

tion required for financing a portion of current assets as 

suggested by the Tandon Committee. 

A related question, with the implementation of the 

Chore Committee's recommendation of placing industries under· 

lending Method II and converting the EBB into a 'working 

capital term loan', is its impact on industrial sector and 

banking system. As regards the impact on industrial sector, 

it is noted that if a company has to meet its repayments of 

working capital term-loan, the overall performance of the 

company has to go up which demands efficient inventory 

management. As far as the impact on the banking system of 

the implementation of lending Method II is concerned, it is 

seen that transfer of funds from the banking system will be, 

if at all, marginal. In fact, if an industry actively seeks 

to raise funds from the market, deposits of banking system 

may even expand provided that (i) industry's efforts lead to 
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mopping up of savings hitherto lying outside the financial 

system and (ii) attractive rates of return on corporate 

investments lead to a higher overall savings-income ratio. 
-

Thus, increased reliance of industrial sector on market under 

lending Method II may have very little effect on banking 

system as far as its command over resources is concerned. 

However, whether there will be adequate demand for bank credit 

from alternative groups of borrower~ to fill the gap is a 

relevant question. 

For, to a large extent, demand for bank credit by 

other groups of companies of the industrial sector as well 
. 

as medium and large public limited companies without excess 

bank borrowings and agriculture and other priority sectors 
of 

depends upon (i) relative cost/funds from other sources and 

(ii) their accessibility to bank credit and its availability. 

The developments in banking system after bank 

nationalisation of 1969, viz. rapid expansion of bank branches 

especially in the rural areas, increase in the share of 

priority sectors in total bank credit and the increased share 

of agriculture and other priority sectors within the priority 

sector advances indicate the potentiality of these borrowers 

for absorbing bank credit. Lack of accessibility may not 

come in the way of an increase of this sector's demand for 

bank credit because of improvements in availability of banking 

facilities. 

It may, therefore, be argued that these other sectors/ 
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borrowers are likely to absorb the funds that will be released 

from companies with EBB with the implementation of the Tandon 

Committee and the Chore Committee recommendations. 

The analyses done at the company level with respect 

to a sample of 100 companies for the period 1970-71 to 

1978-79 corroborate the findings of the industry level analysis. 

Specifically, we observed that the number of companies with 

EBB and also EBB as per cent of ABB of the companies increased 

during the period 1975-76 to 1978-79. It is also found that 

EBB were mainly due to ECA holdings. However, as revealed in 

the industry-level analysis, the results at the company-level 

also showed that there was a decline in the number of companies 

with excess raw materials and work-in-progress inventories. 

The above findings viewed together suggest that the 

recommendations of the Tandon Committee might not have been 

implemented by the commercial banks as a package as was 

envisaged by the Committee. For, the observed increase in 

the number of companies with EBB as well as the quantum of 

EBB from 1975-76 to 1978-79, on the one hand, and the fact 

that there was a decline in the number of companies with 

excess raw material and work-in-progress inventories on the 

other hand leads to the conclusion that commercial banks did 

not strictly adhere to the Tandon Committee recommendations 

while lending to the sample companies during the period 

1975-76 to 1978-79. 

In regard to the relationship between size of companies 
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and EBB, it is observed that they were positively associated. 

EBB of large companies increased from 51 per cent of total 

EBB of all the 100 sampl~ companies in 1975-76 to 61 per cent 

in 197S-79. It is also found that the rate of growth of 

companies and the rate of change in their bank borrowings 

were positively related. In other words, the actual bank 

borrowings of companies, with negative rates of growth, as a 

group declined in the year 197S-79; slow-growth companies, 

viz., companies with a positive rate of growth but less than 

the average rate of growth of 100 sample companies showed a 

moderate rate of increase in bank borrowings; while the rate 

of increase in bank borrowings was quite high in the case of 

fast-growth companies. In 197S-79, fast-growth companies' 

bank borrowings increased at 37 per cent and their EBB 

accounted for 61 per cent of total EBB. In the light of the 

above evidence, it may be argued that large and fast growing 

companies deserve special attention, in the context of imple

mentation of the Tandon Committee recommendations, by the 

commercial banks. 

The Tandon Committee's approach to determine the per

missible level of bank finance, however, suffers from one 

major drawback from the viewpoint of credit planning -- deter

mination or an appropriate level of bank credit as a residual. 

It therefore provides, as demonstrated in our study, consider

able scope for companies to obtain bank credit by manipulation 

of other sources of funds. And, as it is known that large and 
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established firms have an edge over other firms to obtain 

resources from the market, there is a built-in bias in the 

Tandon Committee's approach favouring large firms. One way 
' 

of plugging this loophole is to determine bank credit that 

will be available to a firm as a certain proportion of its 

current assets essential to carry out production plans, 

independently of the availability of funds from other sources. 

This will enable the banking system in the country to have a 

clear idea regarding the bank credit requirement of the indus

trial sector in relation to targeted output and facilitates 

credit planning. 

On the other hand, the permissible level of bank 

finance to a corporate unit determined by taking into account 

the availability of funds from other sources makes credit 

planning a difficult task. For, in this approach, as 

explained earlier, commercial banks appear to have been 

assigned a passive role, i.e., as a residual provider of 

funds. 

Moreover, from the industrial sector's point of view, 

it would be preferable to know in advance the quantum ot 

credit that will be available to a unit from banks strictly 

in relation to its planned output and current asset require

ments to achieve the planned output. This will make it 

imperative for the firms to search for alternative sources 

of funds to fulfil their production targets. 
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Finally, the major findings of the study may be 

summarized here. 

(1) The success of credit planning in India is, by 

and large, satisfactory so far as its impact on reducing 

rural-urban and inter-state disparities in the availability 

of banking facilities and deployment of bank credit is con

cerned. The structural changes that have taken place in the 

banking system after the bank nationalisation of 1969 were 

in consonance with the national priorities. 

(2) The empirical findings support the view that 

output was a crucial variable in the determination of demand 

for bank credit by industry (the RBI's sample of large and 

medium public limited companies). It is also found that rate 

of interest was not systematically related to demand for bank 

credit, which prima facie lends support to the view that 

availability of bank funds for the firms rather than the cost 

of it may be important which needs further examination. 

(3) The RBI's sample companies were net users of trade 

credit implying their increased reliance on trade credit. In 

other words, there was a net in-flow of resources to these 

companies, from other companies of the industrial sector and 

other sectors, in the form of net trade credit. 

(4) Excess bank borrowings of industry expressed as 

percentage of its actual bank borrowings were quite high as 

per lending Method II; even under Method I excess bank 

borrowings were substantial. 
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(5) Excess bank borrowings ware a consequence mainly 

of excess current asset holdings and there was no evidence, 

except in case of Jute textiles industry of the eight indus-

tries studied, of diversion of bank credit for financing fixed 

assets. 

{6) In the light of the evidence of excess current 

asset holdings coupled with the buoyance of the capital 

market, it seems that the Chore Committee recommendation of 

placing industries under lending Method II is justifiable. 

{7) Large companies and fast-growth companies 

accounted for bulk of the excess bank borrowings. 

We have identified the following areas where further · 

work is to be done which will be useful for policy purposes. 

{1) The relationship between inflation and demand for 

bank credit by industrial sector has to be further explored. 

In particular, the leads and lags With respect to input and 

output prices have to be established to know whether demand 

for enhanced bank credit during inflationary periods is to be 

satisfied. 

(2) Likewise, estimation of interest cross elasti

cities may throw light on the preferences of savers with 

respect to different forms of financial assets and the 

preferences of borrowers as to various sources of funds. 

(3) We are of the view that further work is essential 

to devise a method for determining the portion of current 



324 

assets that may be financed by bank credit without recourse 

to other current liabilities. In other words, the finance 

available from banks to an industrial unit should be 

independently determined by working out the essential current 

asset requirements in relation to targeted production~ 
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