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CHAPTER II

T- MANAGEMENT ACCOUNTING AND BANKING

The maln objective of the present study is to examline the
ext@nt to which various management a&counting techniques are
being ap;ﬁlied by the branch manager while taking f.';:f_‘,_'-:fﬁ
lending decisions. Before we discuss the application of wvarious
management accounting techniques by lending aff:l.cers.l while
taking lénding decisions it is attempted to discuss the evol-
lution and definitions of the subject of management accounting,
it's scope and usese. The developxnex;t in the Indian banking
scenario i3 also studied with a view to examine the changes

that have taken place for banking as a whole and lending in

particular.

The present chapter is divided in two sections. Section I
is devoted to development of management accounting and Section

II is devoted to development of banking.

SECTION I

MANAGEMENT ACCOUNTING 3 GENESIS AND TECHNIQUES

The term Management. Accounting is composéd of 'Management'
and *Accounting’. The word 'Management' here does not siéjnify
only top management but the ‘entire personnel charged witﬁ the
authority and responsibility of the operating organisation.

&
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Furhishing accounting information to management for the purpose
©of decision ivaking is the maintask of management accountings
Management accounting provides management withnthe tools for
analyai.i of its adtniniat;ative action i:yv patting its impact on
the possible alternatives in terms of costs,prices and profits
.ate.

'_ ‘ T;his Segtions therefore. discusses the evolution of mana-
ge‘niaaﬁ: accgux;t’:!.hg systoms the wo:;l formation of 'kzanagemnt
Accountinge fgw definitions, features of manégezqen‘b gceountantc
its scope and the main managemant ‘accounting tools and

: téchniques.

{A) EVOLUTION AND . DEFINITIONS &

Accéunﬁng is often :afexied t0 as a language of comminie-
cat:l‘bn. This indicates that the purpose of accounting is to
communicate or to report the results of business operations and
its various aspects. . .

-According to the American Institute of Certified Public
Acconntgni:u “accounting is the art of recordinge classifying
and summarising .thn a significant manner and in terms of money.,
transactions and events which are in part at least of financial
character and inﬁetpreéing th;é ze;ﬁléé‘ ;l:hei:. of“.

' Accounting can be b:raadly clasaiﬂed in 3 typea ]
(a} financial accoanting (b) cost accounting and (c) mana-v

ment accountings ‘
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These three types cannot form watertight compartments. each
one supplements the other. In fact financial accounting provides
the basis for cost acqounting as well as management accounting and
in the ultimate analysis management accqunting includes a part of

cost accounting.

It may be noted that the definition given above is more
relevant to the branch of financial accounting. Finénéial accoﬁnting
has go% its wiéei appiicaﬁion on account of the basic‘requirement
of recording the- -transaction, when any organisation starts fun-

ctioning to know its outcome.

The area of cost accounting deals mainly with analysing the
cost data. According to the Institute of €Gost and Wbrks Accountant
(zcwa), Londoh, cost accounting is "the process of accounting for
cost from the point at which expenditure is incurred or committed
to the establishment of its ultimate relationship with cost
centres and cost units. In its widest usage it embraces Ehe pPrepa-
ration of gtatistical data, the application of cost control methods
and the ascertainment of the profitability activities carried out
or plaﬁned."- ‘

The term management accounting is very wide and includes both
the types of accounting mentioned above. It deals specifically with
information generation for management for the purpose of decision-

making and to administer the operations.

. In his article *Evolution of management accountingrl
Kaplan has summarised how the subject of management accounting
has developed over a period of time. He states that "later in

19805 the newly formed mass distribution and mass production
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1. Kaplan Robert S., 'Evolution of Management Accounting’
accounting Review, July, 1984, pp. 390-417.
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éntérpri ses adapted the internal accounting reporting systems
of ‘the railroads to thelr own organisations. The nationwide
wholessle and retail d;l.st_:ributbrs produced highly detailed data
on salaé turnover by depaft;.ment geographic area;‘ generating
performance reports very similar o those that would be used

100 yearsw,x later to monitor the performance of revemie centres
in the Eizm®.? '

Acccrd:!.ng t0 ReSe Kaﬁlan “the origin of modern management
: accounting can he traceﬁ to the emergence of managed hierarchical
entarpz:!.ses in the eax:ly nineteenth c:enmz:yo such as armories

and textile :11:113.51‘?.3

\ B s
'

Eventhough out of need of management tf¢ techniques were
being developed and suiting to, the needs of organisations Pplanning
and. reporting systems were being developed, it was known as

accounting for management or management oriented accountinge

‘As Callaby puts :l.i: "The f£irst world war showed the need for
¢ost dontrol in the industry and from this need was born The
‘Institute c;f ‘Cost and Management Acﬁauntant“;4 Ho further states
that “the second world war reinforced- the demand for cost
control and the American under the Marshall pkan gave the next

iMFEtuS".S

-~‘--dq--d-“-—‘-‘-‘ﬂu~-‘ﬁ‘~‘~--‘-~

2e. Ibidoo Pe 3920

3e Kaplan Robert 8. and anthony A. Atkinson.. advanced Manage-
- . ment Accounting:s Pe. 2.

4. Callaby FslAe.s Management Ac;:count;ing. in Practices pe. ix.
Be Ibidba Pe Ixe
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As ,Poi_otod'ogzt i:y mény whiters. ménagemex;t a_ocounting' was’
not known o .bu'sin_és.s world until 1950.. The ,ter;nf was first \
fﬁo;:ma);:lky described in a re;éort entitled 'Management Aocounting_'
in '1959; The report was published hﬁr Mglo-Amex‘@cah council of
Productivity Management Accounting Team after its visit to United
States during 1950.% The team in its report defines management
accounting ‘as "the presentation of "ac¢ounting information in such

- a way-as to assist management in the ereation of 'policy and in

- e

. the day-to-day operations of an undertaking"

's_ome. othe: definitions oﬁ manag.emgnt accounting are as under,
‘for -example 3 -
"Any form of accounting which enables a business to be concluded

more effz.oiently oan be rega:ded ‘as Management Accounting“

. ICA ENGLAND ~ AND WALES
T "Management accounting 1s the appli~

cation of appropriate techniques and conoepts in processing
historioal and projected economic data of an ent:l.ty to ass:lst
management in establishing phans fo:: reasonable e.oonomio obje~

otives :ln the making of rat;onal decisions with a view towards

L

these’ objectives®. mmxczm ‘ACCOUNTING A..moc:cATz o

i

6a Sahaf‘ MsAes Management Accounting - Principles and Practice,
po -4e

Callaby F.‘.Au _Management Accounting in Praoticea Pe iXe

- Vinayakam Nee Management Accounting - Tools and Techniques.
p- 30

1

Murphy Max:y E-o ;Manage::ial Accountingc p. z-.l.
¥ Sahaf M¥.A- [\i\o\y\c\éewont Aceoumtmg_ Prineip 1£5 ond f”md;\‘u, P-4
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the application of pxofessiénal knowlédge' and skill in the
prepération of ace@unting‘ information in such a way as to assist
managenfent in the formation of policies and in the planning and

control ‘of the operations of the under taking“.

*
ICMA LONDON
A s phe term management accounting covers all

those seryices by which the accounting department can assist
top management and other departments in the formation of policy,
the ‘conirgl of its execution and appreciatio.n of its effective-

8", : ST Y *
- RGss . . BROAD AND GARMICHAEL

~-~~f\f; Pointing out the distinction of

,'r““-\‘/L A S'I/ e e—mASE. T
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management acccunting fxom financ:}.al accounting and stating the
characteristics of’ management accounts.ng very precise}.y

Prof. Bromwich' states that, "Pinancial accounting is also used by
those external to the enterprise for ‘decision 'makj:ng'é External
accounting reports may h¢§ provide ideal information for
decision-making.’ ‘Tﬁis is because decision-making is future-
oriented whereas financial accounting is none<dynamic. backe-ground
. ooking, _consérvaﬁ:xyea as objective as possible and subject to
q‘;aﬁa.tor‘y and ‘tanthewr ;réguiatj.on. _ﬁénégeﬁené aééouhtiné 1§ ﬁﬁtur’.;e-
oriented, is dynamic, produces forward looking figures and is
meaﬁt_ to be ‘decision and control relevant; should 'not be too
concerned with objectivity and is not generally subject to
external tegila;ions"ﬂ

7. Bromwich Michaels 'Ménagesfial aAccounting $ Definition -and
Scope - Erom a managerial view? Management Accounting,
Septembers, 1988, p. 26,

x SahaF X-A. quo\ae.mem‘t ACCOU"’\UV\E» Prineiples  and Practree P-s



The IFAC defines management accounting as "the process of
identification, measurement, accummlation, &analysis, prepara-
tion, interpretation and communication of information (both
financial and operating) used by management to plan, evaluate
and control within.an;organisation and to assure use of and ’
account;bility fornits.xesources.‘Management accounting also
comprises the préparatian of financlial reports £or non-manage=
ment group such és shakeholders; cieditors. regulatory agencies

f

and tax au*_;horities“.3

Thus here the importance and utility of the subject of
. management acgounting to the non-management group is also

emphasi sad.

From above going various éefinitionsfénd descriptions it
follows that (i) the subject of management accounting is a
ﬁérger of management and accounting (i) ~ . it involves the
use of accqunting information for decision-making (iil) it is
to be used towards impfoving-the efficiency of the organisation
and (iv) it is to be used for efficient utilisation of resources

and accountability of the same.

Briefly‘put, “the primary task of the management accounting
is therefore, to redeéign the entire accounting system so as to

serve the operational needs of the firm. It furnishes definite

W Gm SR W WE M3 e SR A% AR AR W e OB w8 WRCUWE mh We G wm A am dn om o an e

8. Ibides pe 27
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accounting information, past, present or future .which may be
used as a bisis for management action. The financial data are
80 devised and systematically developed that they become a

unique tool for management decision®.’

Cyril Banyard puts this in another way by describing the

abilities required of a management accountant 'as follows

"In these process of develorment over 65 vears (1920 to
1985), the Management accountant has become known as

accountant with speéial ability 3

{a) to relate well to manégers and the techniecal
disciplines through acquiring a communication
capaﬁility based on understanding their subject

as well as finance:

(p) to provide skill in synthethising of ideas from
all kinds of data, to complement gbility in

analysis.

{¢) to aprprozch with a forward lovking commerciszl
awaren23s both strategie and lmmediate business

issues“.lo

To £i1£il all these regquirements the management

aceountant should have some knowledge of varlety of subjects

¢ e M e e e aw s T @R SR W M e WE G W G W WS gy E L Mk Mm SR e S e G R e WS

9. Kulshrestha N«K.,» an Approach to Management Accountings
’ De 4o '
i0. Banyard Cyril: Managément Accounting in Business =

Developments over the Next Decade? Management Accounting.
April, 1985, p. 48,
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1ike political ‘sScienceés sociology: psychology, managements
economics, statistics, law etd. This is ‘b'gcause the knowledge
of these subjects makes I“li's. functioning smooth. The knowledge
of Pél:!.ticél Science helps to-understand authority relat:!.onéhips
and z’ésbonsi’bility 1denti£ication in the organisation. The
behavionr of staff in grcup can be understcod with the help of
' Sociology. The study of Psychclogy throws 1ight on the mental
| ma]ca-upﬂ of the employers and employees. It ﬁurt:her helpa in
mo‘civa’cing .utaff ané controlling their action. Management
reveals the art of managing 1n mauagerial process and the
kzxowledge of subject of Eccmmics assists in the forecasting
of sales., proéuctmm determination of optimum output and to
analyse c:osw “evexme, pro.r.ﬁ.t alce statis.,ics gives the knowe

..., analytical technigues and the hnowledse of
ledge oz:/lnaw protécts the things from being ultravirese

(B) SCOPE OF MANAGEMENT ACCOUNTING s
From the above going discussion it follows that the ééope
pﬁ, manégément acco'untin"glis veyy vast and includes within its
foia al:iiost all 'aspécts of 'busi’naés operations. However,:
following are some of the main area falling within the -ambit

of Management Aécodntinggfl\:
(1) Financtal accounting

{ii) Cost accounting

-~~--‘--—---~-&~-~-~-w-hdﬂ--~ﬂﬂ-.

11.; Sahaf My 2\... &anagement Accounting - Prinr:iples and Practicec
po 60

© Vinayakam- Nu ‘Management Accounting: Teols and ‘I‘echniques.
“Pe 6e .

Maheshwari S.N.c !«ianagement Accounting for Bankers, PeAs9.
Kulshrestha N.K« An Approach to Management Accounting, p»13.
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(iv)
)
{vi)
Avid)
(viis)
U
) -
(x4)"
(xt4)
(xiid)
(xiv)

Budgeting/Budgetory control
Statistical data/Quantitative techniques

Taxation

Office services

Cost control techniques

. Methods and procedure

Internal auditing

- Inventory control

Interim reporting

Inflation accounting
Revaluation accounting

Operation research

.{C) MANAGEMENT ACCOUNTING TECHNIQUES s

- From a foregoing background of development of subject of

_management accounting, its descriptive definitions, salient

features and scope, it follows that the management will have to

use various tools and techniques towards achieving the goals of

effective planning, organising, co-ordinating and controlling

the efforts and resources of the undertaking. Generally a

complete list of tools and techniques is not available because

after all the management has to be tailor made and dynamic

according to the needs of the undertaking and hence the manage-

ment accounting tools and techniques have also to be tailormade

and dynamic: occording to the requirements of the organisation.

-



>S~ti11 the major tools and tephniques ¢an briefly be put as
fﬁ;lqws s
Planning, organising, co-ordinating and controlling are

the main functions of the management and hence the first tool/

{;é”chnig:ues of nianégement; accounting is the planninge. The manage=

b

meqﬁ lt;ill always be interested in the profit and for the purpose
of, ‘profit pl _annihg one important technique which is being used

is of break = even - analysis or cost =~ volume ~ profit analysis..
How to present the profit figure to the external~analyst is very
iiﬁpoztant. for image building and to get funds £from banks and f’of
this purpose the costing techniques adopted by the organisation
for the purpose of stock-valunation plays a very important role..
Management will also always be interested in knowing from where
th,é fu_nds have come and where they have been used during the

yéér and for this purpose funds flow statement can:be prepared..
Algo, this funds flow statement can be used as a tool of planning
by pfoj,éet;!.ng balancesheet and income and expenditures between
two dates. More important than funds flew is the cash flow
bécanse one would not have heard any organisation being closed

if enough cash is avallable on hand and hence cash budgets are
vez:j important for the management and over and above this the
analysis of financial statements and the relationship between two\
components of -the balanceéheet or profit and loss account and one
component of bglancesheet and one component of profit and loss .

account is important. Another one important decision which
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manageﬁiéht has to take is regarding investment, which is known
e{%-fthe investment decision or capital budgeting decision. Various
techniquas are available :ﬁor this decision-making like payback.
ARRo NPV and JIRRs

All the above techniques of managemant. aecounting 1.e.
*P;a:snningo _Budgetory coptrola ccstivng Techniques, b!arginalv
CQstingo Cash -Flow A}:aly'sisaﬂ Fu;lds Flow aAnalysis. :E‘inan,cialr '
Siatemefxt Ax_zalgsi_s:ﬁ Ratio analysis, 'a'x_gé Capital Budgetf._ing are
bkigfly discussed.

1) PLANNIm :

Planning is the most: important function of management.. It
involvea determination of a course of action to achieve desired
rgwlts. It can rightly be described as the process of thinking
béforg acting. Tt refers to visualization of Firm's future posir-s
tions\ove’r a specified period of time and the determination of )
the’ fequired course of action to enable the firms to reach that
positions

* A.k: Chatterjee has rightly pointed out the use of planning
in management accounting. He states that, *Management accounting
(ax managemeat accountancy) is a multi-disciplinary ‘system which
as it has evolved in the modern worlde 1s not exclusively
concerned with historical transactions and maintenance of
accounting records. It looks ahead :Lnto the future providing a '
—work,ab;l.e business plan which gives management a glimpse of |

shape of things to éome, It is the eye and ears of management
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constantly reviewing and controlling performance vis-a-vis
standards it has established, reviewing the standards themselves

when need be® .12

Kaplan trac‘es’ tr;e origin of piannj.ng and contxols, to' the
19th century. In his article he states that "the demand for
:l.nfc;rmation for 1htez:na1, planning and control s&pparently arose
in the first half of the 19th century. When firms,sychi as
textile mills and-rallroadss had to devise internal administra-
tive procedures to co-ordinate the multiple processes involved

in the performance ‘'of basic activity“;ls

According to 'Knont,z and O'Donnell ™although the exact
future can seldom be predidted and factors beyond control may
interfere with the best - laid planse unless there is pla_m;:l.ng:
events are left to ci;ance. Planning is an intellectually
demanding processs it requires the consclous determination of
courses of action and the basing of dscisions on purposes

kfnwlédgé and considered estimates.“u

According to MA. Pitcher "some forward planning seems
essential if business is not to miss the good opportuni ties

ﬂﬂ-“-&m-hu-—h--mnmcn-baﬁ*n-un—“a

12. Chatterjee A.Kes Management Techniques of Bank Lending.
Ps 4264

13. Kaplan R.S., BEvolution of Management Acccunting. Pe 391,
Accounting Reviews Julys 1984.

14, KXoontz Harold,O* Donnell Cyril and Weihr:l.ch Hein:o
. Management, p. 156. ‘



which p‘reaefxt ‘themselves from time to time or risk wasting
effort and money exploring every single new avemue regardless

of the logic of track of it, in placing them alongside the come-
15

pany' s mainstream activities®. )
It {i.¢. Planning)™ is an inescapable part of alil

"rational human activity. Because of its importance to organisa=-

‘t.tons. the:h: planning process have become r:efined and structuréd

in order to improve th!-.ir efficiency, "16as Lucey puts it.

Ezmphasising the 1mpo::1;ance of pl atming Anthony si:a'ces that
“s group of people mt operating under some sort of plans is

merely an incoherent directionless mobs not an oxganisation.” 17

L) BUDGETING ¥

?1anning and eontrolling are two main functions of the
‘managemeni: and this technique/tool of management accounting
assiats towards both these f.‘unct:.ons of the management.
"Bndge\:ing dates back to the eighteenth century in Englanda
when the anmal accountj.ng r:eport presented to parliment was
refe::z:ed i:o as budget. It includeda not only the aceounts of
" the pa'st year, but also an estimate of the ‘coming year's
'_expendimres. Hencea budgeting has traditz.onally been assoc:l.ated
with -the accounting fnnc:tioa. After 3.900. business budgets were

‘w'ﬂuﬁnb’-bunmuﬁn—“”n“-nn-‘nﬂb‘nﬁ--

15. Pitchar MeBes Managemeﬁt Accounting for the lending banker,
Po 25’ . z

16. Lucey T., Marnagement Accountings pe 58.
'17. ‘Anthony Robert N., Management Accounting Principles, p. 356.
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éredtaally de"'velopea in many connteies and budgeting became

”:ecognﬁ:ze as a management :Eunetion" 8

Thus budget is a man of future aetivity expressed in
:Einaneiel/quantitative terms eover:l.ng a speeific period of |
time asuelly one yea::. According to the Institute of COet and
p Management Accountants. Engl anda "a budget is a :Et.nanciel and/or
",'quentitative statement. prepared and approwed prior to a definéd |
‘pexied of timeo of the poliey to be pursued during thet peried '
‘fcr the purpese of attaining a given objective." Je Ratnatnngao
~R. Pike and G. Hooley mt‘» hu&get in the follewj.ng words "A '
. budget :l.s a quantitative expression of a plan of action and an.

. aid to co-crd:lnaticn and implemem:afsion"lg As Jospeh: Baggott
puts it. 'I‘he planning aspect of budgeting fix:et:-ef-all enables |
management to determine those po}.ieies needed to aeh:leve the
desired goals. ‘A knewledge of the coste of the J:esouree inpute
tegeéther w:.th the predicted incomes forms the basis: for profit .

'forecast:l.ng “20 ‘ o

From ebevec the characteristics of. budget may be briefly

stated as follewe

ﬂuu-‘--"ﬁ“-‘———ulynq‘-co-—!"-_ﬁ“-.*c-

18+ Burke Walter L. & Smyth E. Bryan, Accounting for Management
Cost Analysis, Planning Control and decision making, pe 15.

19. Ratnatunga Jes ‘Pike R. and Hooley G.J-: The application of-

©  management accounting technilques to maxketing - Accounting
and Business’ Research =" Antumns 1988, Pe 3654

20. Baggott Jeseph. Cost and Management Accounting Made
Simples pe 211e

- v
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(a) It is prepared in’ advance.
(b) It is derived from the long-term strategy of the
- business.
{c) ,Iﬁ‘felates to future per;'iod.
(d) 11;. ‘:‘L%expreéééd in éuantii_:ativé form or -monetary
. unif;s or worth. l
The few benefits derived from budgeting as pointed out by
Praaanna Chandra are =
‘ “Budgets provide several benefits in that they
‘ - inc‘!uce management to think systematically about
the fumrea
< serve as a deviée for 'co-ordinating the complex
operations of the business,
~ provide a medium for commumcamag the plans of
the firm
~ motivate managers at all lévelé to perform well
- serve as a standard against which the actual perfor-
mance ma;y be judgeda"u
Explaining budgéting as ~ma§agement— accounting technique Lucey:
states that "Short=term tactical plann;ing or budgetory planning
is the' procass of prepar‘iﬂng detai}.ed: short-term (usually one
» year) pl éns for the fimct:!.gns; activities and depéi:tménts of
. tﬁe orgvani sation thus converting the long~term corporate plan

e me W e S M W G gl R G G gy G e s W SR W G B A R GBS W ae Y gy W we em W

21+ Chandra Prasanna, Manager's Guide to Finance and Accounting.
Pe 81
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into action. :fh general. plans-are developed using physical
valuesc for exampleo fox mxmber of units to be produced, the
' number of houx:s to be worked, the amount of materials to be
‘Icansumed aad somn. When monetary values are attached the ‘

‘ plan bacomes a budget“ 22

One of the too).s of management accounting mentioned ahOVe

'18 ma::gifxal ecst.ing- A opposed to full eosting. the marginal
| costing refers to the variatloas in cost with unit change in
proauction. As deﬁined by the xnstitute of coat and Management
. ’Accountan Se London marginal cast is "the amount at any given
'volumg. oﬁ output by which aggregggte costs are changed if the
volum of output is ihcraasefi or de;ei‘eaéa& by o*ne. anit®,
- B;:eak even analysis is the extension of marginal cost
| ana};ﬁs;sfl It (Bfeak even analysié} dates back to 1903 and "the
use o£ Break even charts to express the variations of cost ‘
with output could be found in writings in England and United
States in 1903 ang 1904%,23

The break even point refars o the point where there is

no profit no l’ms's.;. -iee. derived as where the sales revemue(sR) .
22. Lucéy Pes Manafgexﬁent Accountings De 66e

23. Kaplan Robert See Evolution of Management Accounting,
_ Accounting Review: Julyo 1984. Pe 39‘7.
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is equal to total cost (TC).--
SeRe = Tl

SPPYx0: & Fe +Ve Peue x Q

1 R
sSp }?n' - VeCePourw

Wheres S.p Pu is Sales price per unit
Q is the quantity
f‘c is ;:he fiﬁed cost and
VaPu 15» the wvarisble cost per unit.
Sp Pu = V¢ Pu represents the contribution per unit. This
indig:atas the units when the contribution will egquate the

fixed éosf:.ﬁ

This break-even point may be arrived at in terms of
units as shown above or in terms of sales. When 1t is arrived
at in terms of sales it is known as breskeeven sales. where
certain level of sales price, fixed cost and variable cost

per unlt are assumed to be given. .

~ Naturally, any undertaking will not be interested in
searching this point only? however, the aim would be to
achieve certain goal, generally about the guantum of sales or
certain profitability ievel. Break~even-analysis zlso helps
in drawing this information. Hence, on account of its useful-
ness break-éven analysis has got a wider utility for manage-
xial decision making. It is also known as costevolumesprofit

relationship because 1t represents the relatlionship anongst
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these three variables. Thus break-even-analysis becomes major

tool for profit plannings.

Assumptions ¢ .

(a)

{b)
{c)

(a)

(e)
(£)
{a)

(n)
- (1)
%)

()

The assumptions on which break-even-analysis is based
:
Cost can be ¢classifled into f£ixed and varilable

components
The principle of cost-varisblility is valid.

Variable costs vary proportionately with the volume

of changes.

Fixed costs remain constant irgespective of level of

actlivity. .
Selling price does not change w;th volume changes.
There is no change in general price level.

There is only one product or in the case of multi-

product sales mix remains constantes
There is synchronisation between production and sales.
Productivity per worker remains constant.

Revemue and ¢osts are being compared with a common

activity base.

Plant capacity and efficienéy remain unaffected.
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Irfﬁ.i:d@{;cing-uncertainly in break-even-calculations s -

- Now when the management is using these break-even-axia;?ysié;
which is broadly known-as cost-volume - profit relationship.
for the profit planning. as per the general prevailing pra.ctice»
at aifferent levels of sales volume different profit figures
'arq worked out. Here there is an assumptior; that certain sa},eé

'q“olumé is 0 be’ é@}}iévgd. It is fur!:ﬁer assumed ;:hatrgales
, ;:vr:'ice remains constant for various sales wolume assumed for
different period and fixed casts and variable costs alsc remain(
same. This assumption that no factor except sales- volume changes,
‘ove:c a:l.mplifies the ::eality or one may say that it :!.s far £rom
xeality.' As rightly put by BeMe Lall Nigame ® "No' sooner has the

' i .analyst -gotten ‘a-fix on the various mrt#nent £actors, then

they begin to drift away from hime. Unless therefores the .

‘ lfo:mat is recast to bring in the dimensi:on of risk and uncer-
taintyo it is largely a theoretical censtmcto hardly holc’iing
gaod in the actual bnsiness 1ife.® w2 ‘

| Now when the uncertainties are prevailing it is worth while
to inqo:p_o:ate this ;shance factor in the profit pPlanning. Hem:e
‘what is required is {a) to assign probability to various sales
volur@ which are likely to be achieved ises which sales volume
is more likely to be .achieved is very lmportant and accordingly
likely profitability is to be wo:ked out. This gives pl azmed
profit very nearer t'.o reality. (b) when profit prlanning is made.“

-”“‘--~‘h-~~-‘*“--~---‘-*--~-~-~

24+ Nigam B.Me» Lalle Financial Analysis Tachniques for Banking
Decisionss pe 224.
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‘the ‘salas price, E£ixed cost \and variable cost ﬁet u:nit are also
assnni%‘ééim- be constante Nows in the competitive market‘xéiféh
'-change in volume oxr change in demand there are all possibilities
that the price will change and with change. in price profit - ‘
ffflar‘gin, will changes hences in-order to achieve their goglss the
éﬁnamic‘ ‘management should take into consideration the “probéioié
:vrari ations in the sales price and’ variable cost per unit wi’t:h ‘

change in circumstancea/change in volume of Sales. 25 .

(

About incorporating uncertainiy :l.n coat«-volume—profit
anal ysis Horngren states that “Obviouslys our estimates and ‘
pre&ictions are subject to wvarying degrees of nncertaini‘yc which |
.i.s defined here as the possibility that the actual amunt w:!.ll |
' deviate ‘Erom expec’ced amounta o Application of sensitivity
analyais o gertainly model is the most widely used approach
. sensitivity analysis is a "what if® technimxea that measures
how the expected values in a decis:lon model w:tll be affected by
c¢hanges: in the éritical data .'mputs. xn the context of cost-
'volume-profit analysis sensitivity analysis answers questions
such aS» *what will my net income he» :Lf the unit variable coats
or the szles: prices. ¢hanges by some amoupt from: the o;igi_nalx
predictiqh.? .esss The major bez;g‘,fit of sgngitiv@ty analysis‘ is
its provision of an immediate financlal measure of 'the 'éénséq&é#

nces of possible' prediction errors. It helps focus ’oix those

.‘-n‘-ﬂn--u---nhﬂunbﬂ-m--uﬁmﬂouba-»

i

25. Malikarjunappa Teo Break even. point under Risk : Management ¥
‘Adcountante, December, 1984+ pe ‘736. He has- discussed. both. -
' . the above points with the help of an example in the said-
. papar . . '



37

aspects that are very sensitive indeed and it eases the manager's
mind regarding those predictions that have little impact on o

decision,=?®

“considexatio'n’ for mmlti-product situation s

‘ One of the aSSumption underlying break-evan analysis 13 o
regar:ding the siagle product situation or constant p::oduct m::.x
in case of mlti-»product firm. In this connection Ko manjegowda
rmsntions t:hat mthe rapid ohange 1n innovations, t:.et:lmoii.ogyar~
demands. compatitive situation and the need for survival and g
'_grmfth‘ have forced the firms to mamufactire more than one
'produci'n‘,. The result has been'multi-product strategy which is a

shortned name for. a company's long range planning.

Eventhough the fi:ms make'or sel}. several prodncts the '
Break-even ooncept has heen basically developed by the cost '
. accountant on the px:amisa that each :Eirm makes or: sells orﬂ.y one
product. The reason for such bias may be found partly .‘.n the
si.mplioity of theoretical analysisa when :!.t is confined to a -
single product. It is also felt that determination ‘of BEs is +

conceptually and empirically difficult under multi-product

situation.® 2?

AR .:,:-_-.

| Eventhough there is no standard method for determination of
break-even point under mlti-product simatiom var:ious methods
are being appl&.ed for the purposo.,,_ . b e o e e

-“qu'-ﬂﬁ--u--’--n-m—&m‘-uuﬁ-w-ﬂ-ﬁﬂu

26.° Horngren chai:les T,o cQst Accounting 3 A Manageriel Emphasis:

27. Kanjegowda Kes Approaches to multi-produot Break-even-point s
An Appraisal < Management Accountants Augusts 1987, pe. 589«
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S:inivasan while emphasising the limitation of break-even-’ :
analysis states that "one of the lim:!.tation of break-even—-analysis
:Ls that the results obta.tnea on a firm's aggregate income and
fexpense statement can be misleading in the case where firm sells
a number of products. Thus comp;ating the break-even sales in
zunits would depend on the availz.bild.ty of information w break

down the aggxegate &ata by pr:o&ncts. n28,

k When theae th::ea aspecta viz. sales valume may he a random i
:variableo varia:ble cost per tmit and sales price per unit may
;cha.nge at. different level of production and :m.zltiproduct sit.ua-
tions are 1ncarpora‘ced in break-even analysis. 1 t: gives more ‘

realistia output. : . S _ ",
Introducing time - value of money E B

. ’I.‘he mc:st -recent development J.n breakueven analysis is the
tiatmductic.m of time-value ‘concept to the bxeak-even-analysis.
M+ Preeman and Ke Freeman paint out how inconaistent :Lt is to |
,,appxaise anestment using aisccuntea ¢ash :Elow techniques like
-net - presen_t yalueiand‘ to- make operating decisipns ,basetii“on
. break=even’ ar’zalysis*. They show that whatever the break even leve(l
is workeci out without digcounting {which is the general practice)o
gets disto::ted when the diseounting is applied to the coming
yearss when bxeak-even point -is not aahievaa in the yeax of
~ 4 installatiomz 9 , | ‘

287 . Srinivasan Venkatesam Mo:ze on Break-even—analysis. J'ournal
- of commarcial Bank Iaenchngo ‘Julys 1984, P+ 56, )

29. The above comrent is based on' the article by Freeman Mark
“and - F::eeman Kerrie, Consldering the time value of money in .
Break even analysis, Management Accountings Januarye 1993,
PPs 5052,

%
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(V) cqsm;m TECHNIQUE 3 )
g The correct gpsﬁ determination is the basic requirement .

. for pﬁcfit;ﬁlann;ngo variocus methods ﬁ::»f.z costing are ¢ al;sorption
-’césting; standard costing and ma.rgiual gostings Here ‘the: detailed
discuésibn of ‘these’.; | techniques is not being made. 4hewevéz:¢ wha;t
is much more important is thg use of these techniques by the
ma'.,xiager'ent in thé Process of dedision—making.' Margi;nal éostirig

as dis cussed in the ébm@ para :Ls basis for break-evenwanalysis.
‘.I‘he standar& costing is the planning stage and then use of it in -
carrying out varianca analysis is a control technique. Fo:: the
puzposn of price determination a decision has to be made betweenv

the anso rption co sting and the marginal costing.

- It may be noted that one :I.mpoxtant aspect of cost:!.ng
technique is about the method of stoek-valuation.

When the goods are purchased, they are pnrchased at certainv
pi:ice and it is c;u:!.te possiblga that some part of it remains in;
stock at the year&ehd. At what price these stock should be shovn
;lé a matter of ‘concern for the méﬁagemantr because higher the
‘value of stock showns higher will be the profit and also higﬁer
value of stock will affect to the level iof‘ cu'rré'n't assets and’
hence the working capital and also tﬁe current ratio.

There are‘ various methods of pricing the material Nissu.e
which in turn affeet to stock—valuation. ‘They are3°

(a} specifie price method (b} AEI;S‘,O (::}~ z.xm_ (d} Ave'racje" price -

30. Prasad NeKer Principles and Practice of cost Accounting.
-Pps (3419 « 3.26) -
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mthod (e} S8tandard price Nethod (£) Base=stock method (g) HIFO
“(n) Magket price method {4) RIFO. ‘

I‘i:5-is not necessary to‘go -iato details of all these methndlé.
‘Jut as’the FIFO and LIFO method affe¢ts the stock-valuation from
twﬁ éifi‘ferent directions, they are discussed here.
FIFO & This means “First-IneFirst-Out® i.e. here the issues
‘are priced in the order of the purchases. The price of the
Ea:iiest‘consignment is taken Q”fi_rst\.v and when that coxisi‘gnméxit

L)

is exhausted, the price of next consignment 1s applied and so on.

The effect of this on atp’cj:k—va\luation g;li be, t;.he' pz:icj_e‘
of the 1ate§st purchase is o be considered for \quan't:!;ty pur-
cﬁased in the last c;nsignment. :iﬁ the quanti,i:ir‘ of stock is
higher than quantity of stock purchased in last consiénmen&
the price of next to last consignment is to be considered for
quantity purchased in that consigmment and S¢ one. As a result of
this when for the purpose of igsue of stock FIFO method is useds
the stockavaluation will be at the most current price.

LIFO ¢ This means “Last-In-First-Out". In this method,. pricing
‘of the issue is made in the xéve;sé or&er‘ of purchases ises by
adopting the priée‘. of latest avaﬁaﬁle cor‘xsignment.l' This ih&i-
cates that he:ce the ecurrent cost of material is applied to the

cost of units except where the material is purchased long agoes

The effect of this on Stock-valuation will be that tie
'si_’:oék will be ;valued at the ddest price of the consignmnt. "

-
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i.es -here. the reference will.be made to the-copening stock if
it is not consumed before next issue and for the balance quantity

the next consignment and so one

A mimite study of. these two methods will reveal that both
‘these are almost opposite to each other. They affect very much
Qdifgégrgn#l}g; o thfa stock-valuations for example, if an infla-
‘timfiaxg- situation is assumadu where ?ricécs are rising rapidly. .
undey.the FIFO method the sto_c:'k'-vali;:étion being at the :1;1‘:3;51: |
‘ 'priég' will be higher and under LIFO method stock-valuation being

at the oldest mrice will be lowers This will aﬁfed?’e/ profit
Eigures workiﬁg capitai and c;uree;t ratio which ma égéne nt hés to
decide very ca::efully: ises how they want to present it to the
external-analyst. o i o ‘

- This is because when stc.ck—valﬁation is highers, profit is {\
shown highers Secondlye .-s’teek/invgn'&ory forms part of current
assetss hence it will inerease the current ratio and also the
net working capital': also when higher the profit higher will be
the tax burden and this will reflect directly on the liquidity
aspect. of the units Gcnt:ary will be 'che "ituation when stock

~

is valued on LIFO basis. Here profit will be lower hence ﬁax«

1iability v}ﬁ..‘l_ be lowsr. current asiséts will bé lower an&' heme
current ratio and net working capital both will be lower. "L TF0
therefores mst be considered primérily a tax=-tool which allows

the tax-payer L~ o) el:.minate infl ationary factors from’ invenhories

and to reduce the tax-iiabil ity adcordingly.™ w3l

uu“-“-—ﬂﬂm—mnw--wmonm- o s vl W s W WEA Gus D wae

31* Golding Jordan L. Retail Inventories and Loan Officer @
Journal of chunercial ‘Bank Lendings June, 1972, p‘ 23.
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. Undér MAOCARO Me auditors are required to certify
"whether the auditor on the basis of his examination.of stocks
is satisfied that the valuation is f£alr and proper in accordance
with the normally accepted accounting principles ? Is the basis
of valuation of stockssame as in thehprecgding years? if there

is any deviation in the basis of valuation effect of such devia-

tions 1f material is to be reported. 032

¢

) ' Eventhoughs under Indian Accounting standard the method of
inventory valuation is not mandatory. a broad condition‘M

regarding valuation of inventory at lower of historicecal cost or
.het realisable value.33 |
Both FIFO and LIFO are the acceptable basis for stock

‘valuations alongwith average cost.34

The ;anly req:uirement is the consistency in the method of
vaiuatien and the disc;osure under the circumstances 'of change
in the method of valuation for any matexial effect, alongwith
the extent thereof.35

- my R M B gy G R NE M A W e e I WE Gk PR ORI W WE W WP R W e oy M e P W e W

32. Mamufacturing and other companies (Auditor's Report) orderx,
1988, issued by Gompany Law Boards (Paragraph 4(a) (vi))

33. accounting Standard & 2
Valuation of Inventories Para s 24
Issued by
Institute of Chartered Accountants of Indiag.Ddelhi

34. Ibider Para 26e1.
35« Ibides Para 31«
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v Howevern in the opinion of Bohan and Ruhbin "LIFO companies

xrsh uld disclose the alternative inventory amount or the LIFO
eserve because many users of financial statements f£ind that

infoxmation helpful in anal ysi‘ ,ng the effect of price changes

. and conmaring LIFO companies wlith Non=LIFO companies. "35 )

On the :I;mpac.t of different methods of stock-valuation

ﬁérﬁtson observes that 3 “LIFO has the effect of unders
-invagtory in terms of its current cost, A company using LIFO
shows a lower current ratio and higher debt to networth ;'at_':iog ‘
tha*n 4f it were using FIFO (First in/first out). By more closely S
matéhing current costs with current selling prices, LIFO also
‘,s‘ta‘.te,s x:ro;ﬁit more conservatively because it tends to reduce'»thhe
'impact of inflation by'nﬂnimising_the holding gains which result
from ﬁuxchasi’ng inventory in one period and selling it~ Several.
periods later. FIFO forces those holding gains through the’

11:&5&13 statement on a eurrent basis. While this improves opera-
#ihg and leyerage ratios in relation to LIFO statement, 1t also
results in"‘moré taxable incomes a higher 'ta:;-liab:l.‘lity’o‘ and a -
reéuct:l.on in cash compared- to LIFO company. If the LIFO company
effectively invests th:l.s’casi; savixigs. models can demonstrate
that the company will develop better performance statistics in

the long-run than the FIFO company."'s7

3_6;- Boha;zyniéhael P. and Rubbin Steven,

* LIFO s What should be disclosed ? The Key : Help for users
of financial statements : Journal of Accountarye Februarye
1985, pe 73+

3'7. Morrison T« Lincolh Jr.r The Last Word on LIFO This week !
Journal of Commercial Bank Lending. September, 1980, p. 34
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(V) FUNDS FLOW 3

Punds flow statement describes the sources from which
addiﬁional funds were derived and uses to which these funds were
put and hence it :Lé also known as Sources and application of ,
fimdaf According to Anthony "Income statement is a flow state-
Yman"t: it explains the changes that occufed in retained earning
" in connectioh with operat:!.on of business by summarising the
increases {revenues) and decreases (:L.e. expenses) during the

- period.® 38 o

- The funds flow statement evanthough not the bass.c stat
sumuari&es what- has happenedo between the twa balancesheet dates.
. Unlike bal.anceshee’ca it :i.s not prepared from the basic recordses
'however it is prepared from the balénéesheet; Hence one Of the
: basic puxpose of funds flow statement is of "analysing what has

; happened in the past. n39

) M.A; Pitcher puts the utility of funds flow statement in the

’ following wcz:ds s

"The basic idea is that for any given period a statement of
~_sources and application of funds should provide a link between
‘the initial balancesheet, the closing balan®sheet and the profit
and ‘1655' .account running between the two dates. If balancesheets -
can only reveal a 'frozen' plcture of £he‘ financlal Structure of
é ‘business at a momént in time whilst the profit and loss account

frelates only to items of revenue and expenditure (it does not

38, . An‘;hony Robe::t Nee Manggement Accountmg Principles, F.240.
39. Ibider Do 258. ' '
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Eédt. Ceds show~'purehases of a capital nature) there would appear
to beq 'Some value .in producing a statement that shows the nature
and amount of the funds that- hecame ezailable dur:ing the year and
’ how. they were used by the managers of the business. Th:ls state-
' ment Ain no way replaces the balancesheet or profit and 1088
account but .-should be looked upon as an additional report which
dra.r:s Selected information from these other docmuents in such
’,a way -as to show, the overau flows of funds frem the beginning

tothe end of the account.iug period "40

According -to s.c. \<u’ : ‘al "f:he funds flow statement is not

-3 supporting sehedule to, the balancesheet. the incoxqe statement
- ox. Lhe statement of allocation of earningso a:.thoughi :i:t ie B ‘
‘ ‘technieally based upon the sams accounting éata and ties into
these i:f:.x‘zanei‘a; statements. It ise insteads a _c;omplem—e‘ntarg_w -
"f,etate'mento an impoxtant- report in its gwn r‘igﬁt to pfeeent o

info:mation which canmt be obta:!.ned from the other f:lnancial ‘
w21 ) :

‘ So far as the preparation aspect of funds £low statexrent is
concerned it can be prepared 3 '
"}(f_a)f‘ directly f:com two balancesheets :l..e. here “the fands flow ,

statement will indicate each aspect of change.

(b) by preparinq £irst the schedule of changes in working
. capital and then prepaxﬂ.ng funds flow statement. Here the

%--nﬂ--“ﬁﬁnn“---n-'--cn---l-m—-u--ﬁ‘

‘ '40. Pig:cher M.A-o Management Accounting for the Len&ing Banker,
41. Kucchal S.c.o Financiel Management *« An Analytical and
- 'Conceptual Apbproachs, De 37«
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funds flow statement will indicabe only the change :Ln
‘we:king capital and’ only those items which do not form
o part of either current assets or gurrent liab:.lﬁ.ties |
w:lll be shcwn 1ndividually in the fnnds flow statementv. ,
‘Her.e statement of changes in wo:king capital will be
R annexeci to funds flow statement. ‘
| {v;) cas FLOW .
1:', Emphasising the :l.mportance of 1i<zuidity and thereby cashy
.H. clemens states t:hat ,m.iquidity is very important. Cash .
must ba availablea aht:ainable :I.n .every business in the right‘ e '
. quantity at t'he r:lgh’c time. ;Its presence means wvigour’ and |
" stam:lnao 3 its absence ‘weakness and instability. The £low of.
cash is the ultimate criterion of sound Msina.ss and saund “
lending alika."42 Henca Mt is l:.ttla comfort for management to
kmw that t'he £irm has good net working capital positdion if

, 1nsufficient cash is available to meet required .expendimreas"’“

Similar to funds f£low statements.cash £low statements may
élso relate either to past or to future. When the statement is
«éreparedv from historical datas it is known as statement of cash
ﬁlow; This revéals ‘the mismanggemeht of funds, if anys in the
immediate pasts which ‘can- be rectified in the time :to come. when’

tnis statemem‘: is p:epared based on the fozecasts (i .e. the

42. Clemens JiHeo Balancesheets and the 1ending banke.r A new
. - .. assesgsment. of accounting-stateménts and their int:erpretation«
in :elation to Bank advances. P 244.

43.~ i(orn‘.-qs. winton and Boyd Thomas.
. Accounting % -For Management Planning and Decision making, pe284.
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statement is relevant to the fﬁt@re period) it is known as cash

budget or cash projections.

Cash flow Statement is a statement showing the effect on
aash of business activity. 'Cash flow' in financial analysis
means net‘incomé after adding'back expense ihems which currently
4o not use fundss such as depreciation. However, adding back
such items as depreciation does not convert the net income to -

somethinge.

- The methods in which cash flow statements/cash budget can
be prepared are $- -

‘cash receipts and di sbursements
Aa;;gétaa earnings

Bal ancesheet projections
wWorking capital extrapolation

any of this method can be usedr under both the circumstances
viz. preparation of cash flow from historical statemen#s‘aad .
preparation of cash projection based on the future datas. The
methods are not being discussed as it is the outcome which is

important for management and not the method of preparation. -

Pointing out Qtility of cash flow statement/cash budget for
@aqaéegegtJP?ﬁgher states §h§£~x S ‘ i
. "A cash flow fprecast examiheé the implications of the operating
and capital budget on the cash resources of a business. It is

not concerned with a profit or loss. or any items not involving



48

inflows or outflows of cash. It 1s a vital part of the planning
and control mechanism of a-business. enabling management to make

thé‘fqlleSt use of what is normally a very scarce ..~ assetm“4§

. Acccfding to Anéhonya "In making cash buéget: special
attention is paid to the timing of the fiowss that is to the’
anticipated need for cashs in each month or in each quarter of
the period covered. Particularly in business subject to seasonal

needs Th waonths wWhew inventories ake he.w\g

fluctuatzons; there are likexy t5 be heavy but temporary cashA
built up."?>

From the point of view of reliving pressures on internal
funds and méking them work hardexs, the projected cash statement
appears nothing short of panacea for the problems of the financial
managers Bﬁ comparing expected recelpts with expected expenditures
in the form of cash forecastss one can estimate the likely over-
age or shortage of funds in any given period and then weigh the
different alternatives fcr <¢losling..s fore-knowledge of cash
balgnce is important hotﬁ as an indicator of'readiness'to meet’
obligations and as a maésure_of free ﬁapital available for investe
ment and dividenfis. With this device the whole gammt of financial
Programmes can be pre-tzsted, and thelr feasibility examingd

before any zsctual moves are madee.

The most recent development in cash f£low planning is one
known as the strategic cash flow plannings and Bhattacharya

obsexves that “strategic fundsg management is a far superior tool

44. Pitcher M.A. Management Ac¢countinf for Lending Banker, p«93 .+

45. Anthony Robert N., Management Accounting Principles. p. 259.
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ﬁo‘—the ‘harroy concepﬁ of cash flow planning-. In cash flow p!}anning
,we are aacepting a static situation i-e. if we have a planneda

expansion programme and the cash requirement faor cutweigh cash
generat:!.om we look at only two options raising finance and
' :edumng i:he expansion nragramme. If 1n the middle of this

period: we :Eace a crisis, we do not know eXactly where we can

f:urn to fo:: help.

- In strategic cash flow plauning we are loeking at the entixe
scenario in the dynamic sense; considering every avail able

possib:.lity for demand and supply of cash n46
(vn} FINANCIAL STATEMENT AHALYSIS AND RATIO ANALYSIS 3

- . Financial statements serve as horoscopes of the enterprises.
and can ke studied and anslysed in order to measure finaneial
position of a concern: Such statements contain sufficient . . _

" valuable inﬁoma;cien about various. aspects of business that can
be useful for business decisions. Like lines in palm 0r horoscope

£financial séatements‘ can be studied: . puzzled over and scrutinized.

' I.M: Pandey describes financial analysis as “the process of -
iﬂeﬁtt‘fyiug’ ‘the financial strengths and weaknesses of the £irm by
. properly establishing relationships between the items of the

balancesheet and the profit and loss accounte w7

~ According to John N. Myer "Financial statement analysis is
largely a study of relationships awong -the various £inanelal '
,&Q-cwa’nwuﬁuﬂwhn-m_@uﬂ-ﬂﬁua.--q-nmnu‘

-46s -Bhattacharya Kez;cn, [-8trategic cash flow planning @ Management
: Accountings. Januarys 1988, p. 2%. . .

47), Pandey T.M.. ._giqapcial Managements De 500 -



factors in a business, as disclosed by a single set of state=
" ments and study of thess factors as shown in a series of
s!:.a.‘\:é.-axrw«;x.z.w'.:'.ss.\"'g’8 . -

“Fiz{ancial analysis is a mental process that requires
ingemitya imaginations experience and insight a process for

X e .. ) ‘
which there can belmechanical substitutes.?$S o

- 80 far as xatlo analysls is concerned the werd "z:atio’f
comes J.rom the Latin word ’rerl' meaning "to thinke judgeo
caleulate, relation® and is related with the past participle
‘;rams"§0 "'n the middlezges it was used to signify computations

generally reckoningo ¢aleuiation or reasoning. n31

Ratio analysis is onz of the popular tools of f£inancial
statement analysis. Ratio is the quotient formsd when one
. magnitude is divided by another measured in the same unite a
ratle is defined as "the indicated quotient of two mathematical
expressions® and as the "relatlicnship between two or moxe:

thingse®

An adequate financial anslysis invoives more than an

understanding and interpretaiion ¢f each of the individual ratiose

u-un.-u--u—“--ﬂmlub.n.“”uu*--“ﬁ*ﬂnn--u

48. Myer John vide Sahaf M.A-c Magagement Accounting - Principles
and Practices, pe 324

49. Chandrs Prasannas, Manager®s Guide to Finance and Accounting.
Pe 4%

50. New’ Wabstor's Dictonary of English Language (COllege Ed:.tion):
’ Delhi; 1974, pe 1242 -

ﬁi'é;am BuMes Lalls Financial ,Atza}._ysis Techniques for Banking
Decigionss pe 65
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Farther more. the -analyst requires the insight into the mean: /4?

UT‘IV"

- of Lie inter relationships among the raties and financia{faﬁfg

‘in the statements.

Ratios simplify the comprehension of financial statements.
They £ell the whole story as a heap of financial data is
condensed in them. Ratio analysis throws light on the effici%ggy
of tﬁe business organisation. It permits comparision of firm's
figures with da ta for similar firms and possibly with industry-
wise datae And it permits the data to be measured agalnst yard-

' sticks of performance or of sound financial condition.

A study of frend of strategic ratios may help the management
in its task of planning and forecasting. It measures profitabi-
lity and solvency of the concern. At times investment decisions
are based on the conditions revealed by certain rétios. In this
iespect they render valuable aid to the management which is
pPlanning the investment of surplus cashi the bank and the

creditorg.

The ratios can broadly be divided in the folléwing group 3 .
(a) shorteterm liquidity {b) long-term solvency or structural
‘xaties~v4c) profitability ratlos- (&) turnover ratios and

(e) coverage ratio. 3
..

Under the £irst group of shorteterm liguidity the ratios
which cén be computed aré current ratio, acid test ratio.
absolute iiquidify ratios, inventory to working capital and

currént liabilitiss to nst worth.



Under the.second. groups debteequity, fixed~assets (Met) to
tangible net worth, and net worth plus long-térm liabilities to
~net block can be computed. Under. the third group of proBitability
ratios, the ratios which are generally indimded are gress profit
ratios net profit ratio. return on ;nvesﬁneni;. return on common

. equity and. return on total assets. .

under the fourth group of turnover ratios the- rgtios which
 can be computed ares inventory turnover ratio, receivable turn--
ove:z*". ratio, average collection period, -and asset turnover ratio.
whereas in the group of coverage ratios, one can include times

interest earned and the fixed coverage ratio.

The above is not the éxhaustiv'e list of r atios. according to’
the requirement the relationships between the two figures or |
'group of figures can be worked out. However., the above ‘combina=
tion of ratios throws light almost on all the facets of ‘financhal’
health of an enterprise. In following para is disuussed :wha.t
these each of the ratio indicate and the significance of the same.

(a) SHORT=TERM LIQUIDITY RATIOS 3

Current Ratio s

The current ratio is computed by dividing cufren,t “éssets by
current liabilities. Current assets normally include cashe
., marketable securitles, sundry debtofs (accounts receivable) and
‘ linveptorj and -carrent liab:!{liﬁies consist of sundry creditors
(accounts payaiblé) short-term loans and advances., current

lisbilities and provision for taxes and other accrued expenses.
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This ratio indicates the extent to which the claims of shorteterm
creditors are covered by assets that are likely to be converted

:l'nﬁiflcash in a period qqrrespohdi,ng 1:0 the maturity of claims.

The current ratio of 2:1 is :'%a generally accepted standards
however it varies £rom industrir to industry and within the same
;nduétry £rom company to company and w;lthi.n the same company from
ééésqn to seasone.

Acidi=test Ratio 3

,  This (is also termed as “Quick-Ratio". It is determined by
- @ividing 'quick assets' i.e. cash, marketable securiﬁies and
s;zndﬁy debtors by current liabilities. This ratio is ‘a better
teat of financial strength than the current ratio, as it gives
no consideration to inventory which mas; be very slow-én;oiring i.a.
the inventories having ready market cah be included While

computing this ratio.

A quickeratio of 1:1 has actually been considered favoursble
since for every rupee of current liabilities there is a rupee of
quick assetss Like current ratio a reasonable standard for the
acid-tést ratio varies from season to season in a company and

. £rom company to company in an industry.

" Absolute=-liquidity Ratio

— '.rhis is even a more ri?mz{us test of finaciéi st“reﬁgth -of
“ a £irms This is said to throw :_!.right specifically on situétions
where the cash convertibility of even receivables might be-
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;qu'éstidx;‘éd'._ Fifty percent is an acceptable standard for the-
" absolute liquidity ratio. what is conveyed by ALR is eagh and
invastments/current 1iabilitias. : - T .

Inventory to Working Capital 3

' This ratio indicates the proportion of inventory to ‘working
capital. The ideal standard for the ratio isb531. This ratio

A iadicaﬁ‘:es't:ﬁe ﬁbtential loss that the undertaking may suffer by
@ecline in inventory values.

Cﬁr'reni:‘. Lisbilities to Net Worth s g

‘rhis ratio measures the relatianship between the amount of
‘funds supplied cwners and the amount raised by current debts.
'!he rel ationship between the :Eunds obtained temporarﬂy from
the cxecjitors and the investments made permanently by the Droe
priéf:oxs of a commercial or indusi:rial business enterpriss is
- significant in tﬁa“t“ it shows the protection available to shorte
- térm c¢reditors. Higher the ratics, lesser the protecétion amd

" vice-versa.
(b) LONG TERM smw.m RATIOS 3

Debt«-equity Rat:l.o 3

*

-

This rat.io occupies the £irst place in the group of long-
te:m solvency. It is almst venarated by bankexs and other
\ financial deciszon-makers. This should be propetly called the
fcapital structux:e or capitalization relationshipa for its
underlying pnrpose is to pinpoint the proportion in which owners



55

and creditors have bontributed to the scheme of capitalisation..

It gives an idea of the amount of asset "cushion" avallable to

 _ creditors wh:l.ciri could absorb operating losses and decreases in

asset values. In conseg’;a_mqe. the ratio help to judge how far

1;1&3' firm is in a position at present and shall be in a position
3';5 .a» future to meet its 1ndebtedness{ and how independent it cah

feel £inancially. ' o -

Fixed aAsset (Net) to Tangible Net Worth 3
a4 . ‘. b N \ -

:’.Ehis ratio also fal.ls_ in the group of judging long-term
soivénay. QThis ratio shows the extent to which ownership funds

: gré sunk in permanent assets. which necessarily have a low turn-

’ ovy'er\. Such capital assets acquired ar_( created lay~ the> firm aid%

' production and distri'.-mticn‘hc{eevez; they do not form part of

' trading operations from ‘ahybédy' s point of view including that

*of'i bank: hence, tlie'ir' aggregate proportion .should be as low as

poséibie. The reasohable propaf:tion of tangible capital assets

1;6 net t;:or—i:h is— the best guaraixtée égéin'st'overtrading and

cbnéequenﬂir for a trim financial position.
" Net worth Plus Long-te:m: Liabilitieﬁs to Net Block ¢

,, This ratio examines the extent t0 which these long-term

. funds have been used for the £ixed Jpl‘ock. As a matter of fact,
{ Yiet worth plus’ lohg~term 1iabilities is a capital employed and
: when this is related to net block it gives clearer picture of

' financing patterns.
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| (c) PROFITABILITY RATIOS ¥

The ratios mennioned in fo:agoing para shows various measuxe-
ments available for shoxt-term solvency and long-term solvency |
af the organisat.ion. The equal importance is given by the mana-
gemeni: to the profitsbility aspect of the organisation. 'Sim.la:. )
fci‘ ab&res va’r:lous measures are avallable to judge profitability - -
of‘ﬁpg o;ganis‘at:!.fon* from various angles. Here below is the brief

~

aiggass;org of these measures.
G%'qsé ?rof.c'it Rai:;l._g z
This ratio indicates thé‘ relationship between gross profit’
and sales where gross Profit refers to sales mimus cost of saless
“'.‘E'hisy isl one of the oldest and widely uéed finénciél rét::‘!;og'
it {.s of Value for comparision betwéen two similar husinéss ur&its
oz: among d.ifferent bPerioda: A steady and adequate rate of gross

profit is a reliable evidence of efﬁicient mana:ges:me&mt:.52

‘Net Pro:c.tt Ratio 3

‘This is the rat:l.o of net profit to sales. This ratio g:!.ves )
a complete plcture so far as the firm's performance in relation

to sales is concerned.
Return on Investment 3

The origin of this ratio is traced to the Dupont 'Gpaiéany. As
R;S; ‘Rapl an mentions, “The Dupont Company divised an aceounting

measures Return on Investment (ROX), to serve both as an indicator

--Onmu--——mnnuQu-mu«-mu--n--hcwnv—-

52. Sivasankaran K., Importance of Ratio Analysis In Industrial
Advances, IBA°Bulletin, 1989, p. 265 .

1
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of efficiency of its diverse operating departments and as.a
measure of finaneial performance of the company as a whole.
The Ro]: approach was extended in about 1912 by one of the
Dapont's financlal officars. Donaldson Brown deczomposed the
Rol: calculation in to the product of the sa,lea turnover ratio
{sales divided by total investment) and the operating ratio of

earning to sales. >3

This is a single comp.v;éhensixfe measure that condenses
a-verything' happening within an orgari'sation. it is regarded as
ihe basic measure of £irnts overa_il efficiency, not merely of g
profitability. It is an indicator of the fundamental ability
of the management to extrdct the most out of men, ‘materials
and money. This ratic is generally .measured by Earning after.

)taxeo divided by Net Bléc.{S Plus workiag Qépitals
Return on Common Equity s

' This ratio is also termed as the investors ratio. Return
on total equity interest is a measure of the success with which
directors have managed the company for the benefit of the .
-equity share ho}.ders. Here, for. the returns net profit after
all taxes and interest 1s to be taken. In this sense it is a
fai’r: measure of gnéging the earning power of the owner's
‘ iﬁvéstment, and hence of the success with which the directors
manage the c;:_ompanf for the be@ééitk of the equity‘ sﬁare-ho;dérs.

53. Kaplan R+Se«s The Evolution of Management Accounting -
: Accounting Reviewo .mlyo 1984, pp. -397=398 , B
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Return on total equity interest is therefore especially crucial
to the £inancial analyst interested in investing in equity

funds or in extending credit for long periods.
eturn on Total Assets 3

with a view to deriving a meaningful notion of the earning
sttength.df a business, its total assets rather than the equity
interest are ofteﬁ taken a8 a bench marke. This ratio relates
the net income of the enterprise to its average total available
assets and shows how far the management has exploited the funds
furnished by all the conceined groupss owners as well as
creditorss to produce sales and profits. Total assets thus
r&bresent here the ampunt invested in plant and working capital

rather than the stogk holder's invested capital.
(d) TURNOVER RATIOS 3

One of the central tésk@ of financial management is to
contrcl and accelerate the funds activity and generate higher
sales per unit of assets. Given the number of times the average
investment is turned over. it is evident that the higher this
veltocity, ceteris paibuss the larger is the return on capital

employed, and the more efficient is the concern in utilising

- its resources.

Inventory Turnover Ratio H

This is an important measure of successful merchandis;ng.
It is the customary indicator of stock utilisation and mercan-

tile policies of the managemént. The ratio gensrally speaking
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indicates sales divided by inventory. However, this has two
limitationss vize sales are over a period of time, whereas
inventory is at one point ¢f time, hence as a remedy average
inventory should be taken and the other limitation of the above
formula is that sales 1s represented at market value vhereas
the inventory at c&st- Hence, instead of sales, it should be
taken as cost of sales:‘and hence the formula‘for right 1ndict§r

should be cost of sales divided by average inventory.

The ilnterpretation of this ratlo should be with care and
with reference to the industrys the company, the method of

valuation and such other infiuencing factors.
Receivable Turnover Ratio 3

This is a significant measure of assessing the quality of
accounts recelvable. It shows the period for which they remain
outstanding. This s a goocd supplementary test of the validity

of the current ratio.
Average Collection Period s

" The ratio discussed in the above para does not give infor-
mation directly regarding the days for which a debtor stands.
i.e. the[number of days the receivables are unsetiled on the
averags. However, management is interested in this information

ande this is available from the Average collection period. This

Acgounts Recelvable % 365 -

igs found out by using the formula 3 Sales
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Asset Turnover Ratio

This ratio is calculated by dividing net sales by the net
tangible assets i.e. net fixed assets plus current assets. This
ratio measures the intensity with which the corporate assets
have been utilized by the management. An unduly high investment
cutput ratio indicates over trading on assets, a sluggish low
ratio excessive investment in assets concerned. The managements

therefore, has to search for the optimal ratioe.
(e} COVERAGE RATIO 2
Tines Interest Rarned

The first among the coverage ratio is the ' times interest
earned®, signifying the ability of a concern to unload its
first burden. If its earnings are insufficient even to cover the

interest payments the firm is surely incfficient.
Flaed Coverage Ratio :
This is a supplemnt to the above ratio. This ratio can be

found f£rom the following formula : (Gross cash flow + Term loan

interest ) i-Tbtal debt Service.

The ratio indicates the extent to which the debt services
are covered by the cach flow. It gives an idea regarding the

liqnidity of the organisation of thas provosed borrower.
(VIII) CcapITaL SUDGETING 3

Investment in the fixed assets (Plant and machinery)

‘involves high amount of funds and the efficient utilisation of
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. ’ché _same determines the productivity and profitability of the
organisation. A decislon to invest a sign:!.f.tcant sum in fixed
assets usually shapes the structure of business for many yearse
'and a reversal of policy will often involve the sale of assets
at a{ loss as well as leaving the ent?rprise in a considerably
wéakéned position. Michael Bromwich also includes investment
appralsal amﬁgst oné of the role of managemeﬁt acco‘unéihg and
he states “this activ:lty includes s the appraisal of longeterm

physﬁ.cal investments and investment programmes 8

- Funding of accepted Projects

- Posgt audit of accepted projects.!'54

The detailed technique of investment appraisal or capital
budgeting deeision are kept out of purview of discusslon, however(

the brief review of msthods is presented here.

For any capital project investment the two main important
aspects are (a) funds to be allocated and (b) the selection

. *

of projects

- For par:t (a)' main importantg qnesiions will be (1) how much
' mne;;v is going to be neéde}l for capital expenditure in coming
planning period (ii) how much money is going to be available in
total for such proposed investment (1ii) how are available
fuﬁds going to be assigned to the projects under consideration ?

54. Bromwhich Michael, Managerial accounting - Definition and
Secope from a managerial view. Management Accountinge
September, 1988, pe 26.



So far as selection of projects is concerned the scientific
- evaluation process are availables, the techniques which are
.wiéely used are 2 (1) pay back method (ii) accounting rate of .
return (iii) time adjusted rate of return calculated by -

present value method or internal rate of return. /

~

() Pay back method 3

Here the length of time required for the stream of cash
pmceeds Proﬁuced hy investmaent . to be equal to original cash
‘ out}.ay is: worked ouf:.. ‘This me?;hod t‘.alks about the term required
to recover the capital coste.

(ii) Aeeounting Rate of Return :

Under this method,  the capital employed an& related incone
are determine&o howaver, .for determination of in:ome there
exists variety of methods. Here one can use (d8) income before
taxes and depreciation or (b) income after tax but addihg back

defprec,;atipn or {c).income after tax and after depreciation.
{(iii) Time Adjusted Rate of Return s

The pay .back method considers the term in which capital
investment ¢an be recovered, and the accounting rate of return
indicates the earnings on account of investment, however, both
’ of them do not take into considératicn' the ﬁiu;e v-alue' of monef.

f What is cunveyed by tims value of money :l.s that a mpee today

has hj.gher value than a rupee tq,morrow in a simple sense of the

terms angi hence the. yret\;rns_ which’are to occur over the life of
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asset cannot be taken as the total return today. The NPV and IRR
. method takeg into consideration :th.i:s’_aspect and hence they are
known as Time Adjusted Rate of Return. .

Net Present Value Mathod §

Here what is the expéetéa rate of return :S:s determined by
‘the investor in advance. Once this rate is determined the ‘
expected returns are discounted to present point of time to
“ find ocut the present. value of returns. and if the present value ‘
f expected remrns 13 higher. than the. investment, then only the.
investment decisien‘ is ta};gen. For e.g. Lf the investor ewpects
= to have 15‘%‘ of the rate of return, the present value of Re.io

to be recelved one year from today will be

| 1
o PV = ety = 0,8696
Si:_nii arlye i-;he p:es_é'nt‘ va‘iue of Re.l to be recelved two years
- I:F .
T | 1+ a2 .
with each of this present value factor, the amount of estimated

rei;;xrns will be multiplied ‘and addition of present value of

from now will be PV = s 0,7561

estiniated returns over a period of time will give the present
value of estimated returns. "

Now 1;‘.» these present value of éstimate‘é :étum is higher
'than the axmunt of investment reqﬁ:lred investment decision w:lll

be taken by ’che management.
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Internal -Rate of Return 2

- This is also a method where the ;z:im-evalue of money is-
iaken into considerations however the “e:&:ec»ted rate of return is
not determined here in advance and hence discounting. is not made
at a decided rate. However, the rate of return is estimated -
here by trial and errors iées on the one hand there is an

amount of investment for which decision is to be taken. On the

other hand the returns are estimated over a period of time and

discounting Of the same is 'made at various rates one after the -

‘another. The internal igte gjf rei:uéz:xa} is that rate where the -

inwestment (=cost) equates the present value of returns. If this

. rate of rate of return is acceptable. to the management. they

take the investment dec;éign.

Detailed dlscussion sbout pros and cons of each of these
techniques, problems zbout ,:anking.of the project when alterna-
f:ive projects are avaﬂabier problems ‘of capital rat:l.on;.nga

capital budgeting éée‘isioné \iﬁder the cl recumstances of uncer-

~'ca3‘.n1y e’s:c. are kept n‘ut of purview ©f diséussions -

In this secdtion are discussed the major techniques of i:he

managemeni: accountings ‘All these techniques except that of

capital quge_tiﬂg are included urtzae"r‘:s't"udy‘ for examing the
applicatio‘h tpere_éf while 'ta}ting lending decisions by commer=
cial bankss The importance of this techniques f£rom the point
eﬁ ‘v:l.éw of -lending. off;l.c,e:;- is pointed out (discussed) in the
Chapter IIIs, alongwith the questions which were put to the

selected lending officers.
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Before discussion of significance of questionnaire it is
considered necessary to discuss some of the important develop-
ment in the lending portfolio of commercial banks over a period

of"t)i’me." These developments are discussed in Section II.

SECTION II

' B_zmnm DEVELOPMENT

This section sttempts to examine the development of
«banking in general and of lending function in Particular, in

Incx;f.a over pericaa tof t:!.me.
EVEUTION &

although evidence regarding the existence of money lending

55

operations in India is found a8 early as the Rgveda the

earlieat document in the vedicliterature no information is

~avallable regarding their pursuit as a profession by a sectibn

of the commanity till 500 ~3,c.56

"Modern banking in Indla was founded by Europeans with the

cetting up of Agency Housese which subsequen‘i:ly were transformed

n--&----nﬂﬁ-ﬁw-ﬂﬂun--‘~---~--ﬁ- -,

55, (a) Macdonell A«A. and Keith A.Bi» Vedic Index of Names
and S‘ubj@ctSl Vol. Ie rologo

{h) A.A. Macdonell ass.tgns the Rgveda to a period between
2000 B.C. to 1400 B.Cs 3 A Vedic Reader for Studentss
ppP. xi - xii and Maurice Winternitz assigns the
Rgveda a period 2500 B.Ce = 2000 B.Cse A History of
$ndian Literature, Vol. Is p. 310.

56. Panandikar S.Ge. Banking in India, Pe le
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into Presidency Banks and they in turn into Imperial Bank of

: India: which was subséquently naticnalised and nan'ed as State

Bank of India. 57~ ‘

_ ®Nationalisation of Imperial Bank of Indias in 1955 and
deéi,gnating it as State Bank of Indias take over of eight state
aséégiated banks in 1959;3::_:3 affii;ating them to SBI as its
subsidiariess introduction of social control schemes in FebruaYye
19'69\;3. fullfledged natlionalisation of 14 major banks in Julye 1969,
setting up of Regiénal Rural Banks in 1§753» the Ytaunching.of

' Integrated Rural Development programme in 1978, the s:qconéi phase
of ‘nationallisation of 6 1ead5.:ig banks in 1980 and est{ahlishment
of National Bank for Agriculture and Rural Development in 1982

i

Gan be mentioned as some of the important landmarks in Indian.

Banking s\-:.en«a."58

“Since natlonalisation in 1969 dramatie chariges have occured
J.n‘t-éhe profile of Indian banking« The banks were called upon to ‘
;Sla‘y the role of a devempment'agency. In this new rqle:‘ they
were assigned a variety of socio-economic reslaonsi:biiities. ’
They have entered a new era of *mass' banking in lieu of what ;'was
hither to called ‘class’ baikinge. The banking system thus emerged -

as a catalytic agent in sccelerating the economic growth ! g

S in the context of the _Pive Year Plans®. 59 This

kﬁm_,_~ Eoﬂ’m‘--n-uh@muwa,ﬂ‘,”mﬂqnb-b--

57. Chandréy}ia \}asife‘&éﬁ;on Bénk Credii: in I"ndia: Pe 206,
58+ Ibides Ds- 206,

89. Basu C.Res Commercial Banking in the Planned Economy of Indias
Pe ix. \“.,_,
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"banks as purveyors of ¢ redit to the trade and 1ndustryc have

, knowu to opérate w:l.thin the ambit of economic and credit policies.

‘ operative at a-given point of time." 60

%The commgrcial banks provide. a range of: services to satisfy
the financial needs of all types o:E caushomers fxom smallest
perscna,}. account holder to the largest company. These services
c':an be: groupea under the following headings. 3. '

(1) depos_its {11) lend:!.ng (.i:li) money transmission (.'Lv)
£inancial and advisory services (v) fo:eign sex:vices.» 61

As far as banks profitability aspec'c is concerned it may be

noted that of the total income of nationalised banks f£or the year

1990-91, interest income constituted 92.1%.°% This indicates the

importance of credit portfouo in the ‘banking worlde

Aqeo:dix:_ag to Harvfield "'credit is the corner stone of society
eesse In its raw states credit is reliance. It is each man's ‘£aith
that his neighbour will carry out whatever engagems ni he ‘has -

takan. Credit is made up of th::ee elements? the acceptance of Avx\j by o
obligok, the preswmed abilcty of

/{the ohlicgor to perform that dutys and availibility of ‘social

sancticn in the form of law to compel _perfczm..».nce or a compensatory

substitute for pexjférmahce.“’ﬁa

60 Krishne murthi M. “Finanoing of Industrial Operations - Forty

yvears ln Retrospect = State Bank of Indiza Monthliy Reviews
. Vol. 2746}, 1988 pe 276. = . _ . _ .

61: Khan Masood Ahmade Banking in Fridias pe 34.

62 Rese:ve Bank of India Bulletim 1992: smpplement s Report on
R Trena an& Progress of Banking in In&ia. 1990-91: Juﬁy—&‘uneop.fss:n

63 Harf:’ield Hem:ya Bany! Cx:edit and Acceptames. p. 3. '
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- - On account of the drastic -changes in the banking structures
tl}e Aimportance of ¢redit portfolic in the varled portfolio of
-. banking system and its unique natures the credit function has

unde:gpne changes over a period of time in the Indian chgnari,o.

‘wpraditional banking emphasizes three crieteria s safetyo
liquidity and profitability: roughly in that orders It Bérves
‘very well the bankers': and borrovers® interests. .Allpca!:ien of,
‘eredit and(tatio;sing of credit to serve socletyts interest as
and when necessary. are almost coia;éiete‘ly outsi;dé 1ts-framework
of ope:aﬁiéns,".'“* o .‘ .,

As pointed out bys HiN. "«I,én;den'o "Prior to nationalisation’
‘of commercial bankse credit extended by:these banks was not need
based? i.e. quantum of credit given was not what particular
Q ;ndustry needed but related to value of security they can offer
a.g@lsza_:‘:gin they .cah provide. This resulted in piling up of large .
quantity of raw materials irrespeective of the ‘industzfies need..

There was no regular appraisal of credit need."ss»;

Tandon Committee Report makes a remark on transitory phase
of iending system in India." The banking system was asked to -

adopt a new approach as a credit agency. based on development and

pa»en‘cial rather than on .aecur:.ty only to assist the weake.r

sectors of soc:ietv and later to lend to public sectors alsc:.

“-Q”ﬂﬂ--’-‘nn‘-~n--u&-n--n-w-mﬂﬁ-

64+ Singh Sampat Pae Ideas 6n Bank Credit ¢ A Historical
‘Agcounts Bank Lending 3 Some cGntzoversial Issues (Ed-)o
e Singh Sampats Pee pPe 624 - .

65. Kunden HeNes Flnaneial Planning and working Cap.ttal
. Management . The Bankexe Junes 1989, p. 25,
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significant sectors of economys which were outside the scope of

bank lending have now been brought within its ambite 286

when the system of credit is totally security based, it is

the*only aspeét undé: consideration th*le“tak;!:ng lending decision-
and hence no other factors have any place in the process of loan
decision. Howeve:o as commented by Natlonal CIec‘x‘it council'
study Group Noi 2 "the security oriented approach to lending had

‘~la&~' to over finaneing of industry in relation to production
| trends -as . also with reference to. inventczy to 1ndustry" 67 Here
, it 15 imparta *nt'. to note a remark on eas, "It (CAS) has been
instrumental :l.n the process ‘of transforming the earliexr security

approc‘ch to bank 1ending 0o wnaed baaad asbpxoa.ch. 69 A

: - xn bis 1ettez: addressed to Chalrman of all schednled commexe
~ cial banks dated Rovenbexr 30, 1978 Dre I.Ge Patel, the then
Governa::o RBI also’ stated that "exedit has tc be necessarily
related to increase inm outputs economic activitye emplcyment i
qz‘e@mon and so on." 69 ©On the similayr lines 5.P. Singh mentions
tlj;/at‘,"c:edit ise therefore: a scarce national resource whic¢h
needs to be‘used affieiéntly under conditions of inflla’t:ic;n as

‘ we).]. as deflations or shortage as well as surpluses, so as to
numumnwmu‘u--nqﬂ----&u-w’ﬂw—m‘-l‘u”u

664 Report of the study group to frame guidelines for follow up
'af Bank Creﬂit 3 Reserve Bank of Indias Bomnay: 12975, pe L.

67» Ibides pe 100

-

68+ Credit Authorisation sSchemes Jouraal of Banking smdieeu
Volume 1i{1} JanuaryeMarchs pe 17+ o

69. Credit Pelicy s RBI uaverner‘s Letter ©o Scheduled Commerel al
Banks ¢ The Journal of Indian Institute of Bankers; Vole 49
October-Decenbers 19784 ‘pe 182.
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échieve optimum credit multiplier. Efficlent credit allocation

and planning are necessary to minimise wastage and misuse of
" 70 .
The Tondon Committee recomended "that the banking system
ahg;i;ld turn to financing of industry on the basis of a total
stuay of- borxrowar®s operations rather than on security consi-

derations alone. wll

When the borrower's total study is invited while taking the

1oah deeisions it calls for aﬂélication<of various tools and
techniques for analysis of borrower® 8 past. present and future
prebable organisational health.

It is here that the borrowers need to plan their ~ée.:\t::i.on
in advance. As Tandon eommititeé Réport states tliatf "any new
aystem should in particular make customer plan his credit needa

W72

in advance and observe d:l.scipline in use, It fu:ther enmha-

sises that "in order to ensure that castomer's do not.use new

t

c;ash ‘credit facility in an unplanned manner and thus create ,same', "

-

problems as are faced in a present system. we recoumend that the

financing should be placed on a quarterly liudget:lng- reporting

system for operational purposes. “73 .

.-‘----““'-‘-“_“--“--‘~-~“---p

70. sSingh Sampat P.s RBI Study Group on follow-up of Bank creait.'
- Journal of the Indian Institute of Bankers, Vol. 47, .
October-December, 19762 pe. 194.

71 Report of the Study Group foy frame guide-lines for follow=up
of Bank-Credit t Reserve Bank of Indiss Bombay, 1975, pe 10e

72. Ibides Do 15
73. Ibid'oa Pe 33.
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.- . In their recommended scheme the committee states that "It is
in the customer's own interest to plan its operations, if he is
to ‘be assured by the banker of adequate credit to meet his

gé"’xihine production needs 74

“The borrower shoulds therefore.
furnish an operating statement and funds-flow Statement for the
whole year {l.e. the next year) as also 'a projected balancesheet s

75 "The quarterly operating system

at the end of the next year".
‘ and funds flow statement will constitute a segment of the annual
plan submitted earlier and the banker will seewhether the quar~

terly plan is more ox;t less in line with earlier expectations. n76

"'J.‘he banker wills therefore, need to knows 1s the bo;:i:ower
_Kééping to the original plah of oparations and are costs, sales,

profits and funds flow according to plan ?'77

WPhe twc basie f:\!.nanciai‘ ratlos which a banker will always
inék to are the debt - equity ratio (i.e. total outside liabili-
ties to eguity) and .current xétid,"’s’ Chore Committee f{eport -
has also emphasised the tool of o3 § anxﬁng by emphaéia.thg tle |
quarterly 1n£’ormat16n system. It is stated that "the borrower
should be asked to give his guarterly requirement of funds pefore

the commencement of the gquartsr on the basis of his budgét, the.

¥

74. Ibides pe 37. . o
754 :tbid;; Pe 37
76« Ibidie Do 3B
77¢ Ibides Pe 40,
78+ Ibides Po 49



actual requirement being within the sanctioned limit for the

particulax peak level /non-peak level periods.® w79

wWith the implementa’cion of the Chore Committse recomendations
iw RBI: bormﬁers with credit limit Of Rse5 Millioh or more were
addj.ticrxally requirad to ensure that their current assets were
‘ ﬁinanci:d o the extent of at least 25 percent through long-term
funds which in effeét meant maintenance of a minimum qurrent

ratio of 1.33¢1 a8 compared to 131 ‘for ‘other bo::fowers.‘!ao e

After the Tandon and Chore c‘omittses on establn.shmant of
norms and review and fallcw-up of the samao the Marathe c:mmittae
was appointed with a specific task of rav!.ew of CAS. The main
recommenda’cion emphasised the dishursement of credit; to the - :
hormwer on £ulfilling certain qond.ttions which are subject to
post disbursement verification. The conditions to avail this
facility of fast track weresgite comprehensive which emphasised
(1) Reasonableness of estimates/projections in regard to saless
chargeable éurrent‘ assets, other current assets, current liabil-
};ities (other than bank borrowing) and net working capital
£{11) gléasification of current éssets- and current liabilitlies,
:f.n confirmity with the guldelines 1ésugd by the Reserve Bank .
(141). Ma@gte‘na;c@ of minimum current x’at:!.o of 1.3321 (except

under exempted categories) (iwv) Prompt submission of quarterly

.“‘-‘”b"-"_'““‘“-“-””--n“‘. - e e

79, Repoxt of the Working Group to Review the System of Cash
. Gredits Reserve Bank of India., Bombay, 1979, p. 51.

80, Report of the Committee to Review the Working of the
Monetary Systeme RBI,» Boubaye 1985, pe. 185,
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operating statements by the ‘bqr‘rgwex‘:o for the past 6 npnths{wi,th
" an ﬁnﬁextaking to do 50 -:!.-n4 future »al‘s‘o and (v)” An undertaking by
the borrower to snhmit his anmaal accounts m:omptly and regular

anmal x:eview being earried out by the bank even whaxe enhance- )

ment :Ln cre&it facility is not invo}.ved.al

A review of the recommndations of these various comm:l.ttees
one. gf:tgr the other indicates the following t The Nat;l,pnal
credit council changed the emphatils from security oriénted to
purpose oriem:ed advaaces. The 'rqndon C:ommittee established the
norms :F.or invent:ory aad gave the methoda of lending.. The Chore
COmmittee si.mplifted the forms of QIS and emphasisa& on separat:e
' limit for peak season and non—peak aeasan. The Mar:at:he c::mctee
’ provided an 1m:ent:!.ve of fast track system to borrowers fulfilling

tha comprehensive requirema m:s.
o g

The Chakravarthy c«amuﬂ.ttae Report suggested the hifuzcation
of credit limit in 3 parts as -cash credit I (covering supplies to.}
government)s Cash credit II -(covering sperial circumstances or-
contingencies) and normsl working capital limits covering the

‘balance of the credit faézlj.}:ies( which in thelr vo‘p;.:‘z;qn' would
enable banks to monitor trends in ;autstanding‘.l“az'
‘ mhe-Vagul Committeé in turn speaks about a gradual shift

to bj.ll financing from facility of c:ash credit/cvverdraft 80" far

as :eceivables are "aneernedﬁs o

81.- Report cf the COmmit‘crae €0 Rav;?w mrking of the Credit
Authoxisation Scheme: RBEe 1983,

82, Report of the eomm.tttee to Review the . WOrking of ‘the Monetary .
Systém =~ RBIe Bombayo 1%5; Ps 203 & 206,

83, Report of the Working Group on the Monetary Market, RBI:
Bonbays 19870 Ps 164
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The change in the bas;l.s of lending in India is very rightly
suhmgx:ﬂiaed»by S;;!?. Singh in the following words. *To beg;i_n with
-4n Inc}ia: the accepted basis was the lex.xding‘ to a person on the
strength of his personality and character. The banker relied on
his signature eese z.ater we shiftedo to the 1end:l.ng against ,
secu:ity basdis asee For industrial advanges it has also proved
irr:elev'ant sese The meaninfgul basis today. therefore: is the

:Einaneing of the industrial operations. The c‘ietermination of the

need for advance. the viab:!.lity of the proposal and the subse-
quant follcw-up are a11 to be checked with xaference to the level
anci the quality o£ industrial operat:.ons of the borrowar. par’d- '

, cularlv :!.ts ab:l.lity to generate funds. B4 4

'The above mentioned brief survey pictures the graduai L
improvement and strengthening of the discipline in the credit
,,'pq;:fcﬁolio‘ over a peried of almost two decades.

. - On.a 1@01; to the banking statistics over a per_.iod of two ‘
deggé&és r,é,_vgels that the nun')ber.pf branches have ,@n,c:;reased at a
.di“astié speea over. a period ;qf k two de‘ca,de(es._ from 68262 in Junes
+ 1969 to 695:70, in March. 1992 ‘total credit between the above ;two'
dates have inci'easd{lufi:om Rse 3?9‘9 cxores to Rse 131520 ¢rores and
deposits have inq;:ease& frofa 83.4646 c.%:ozes o &.23?568 betveen
- the ai:dve period.as’ iees the banking sector has grown up by lea;ps
anc? bounds. As D.m. Ghosh puLs it "since nationalisation they ‘

.“-*‘“-““‘-“Q-n-”-‘*““”-“&*-‘-u‘.‘

- B [

'84. Singh’sampat P.. The Lending System in Transition, Prajnan
a'anuary Marclu 1981. Vol. xo' no. ir Pe 38

85. Banking statistics s _Basic Statistical Reuzrns 3 Volume 20,
‘ Marchr 19910 RBIO Pe le .

[ -



79

" have recorded phenomenal growths unparalleled in the wordld."®®
Hence 3.1; c;an be said that to cope up wiéh the drastic

expanéiom- particularly on the -si‘de of credlit, where, the

beét ugse of funds is :}équired to bé icnad:e bﬁr bankss the

various cogﬁiééees as state{d al_:o;e ie‘eré appointed, which have -

thrown ligl;h on zthe vérioﬁa" aspects of c¢redit pc;rtt‘olio} and

as rightly mentioned by A«R. Varadhan ®in the context of a

g:dw:l.‘ng economy and conﬂm_ous demax;d from industrial borroe

wéi:é for bank' finances the guidelines issued by RBI under i:he

reconmendationa of various committees set up by them will he

a useful tool for bankers as well as borrowers to ensure ‘

proper and productive end use of funds."® | However. as

Ramachandra Rao "has rightly stateds "banks are lending insti-

tutionss but all loans disbursed may not prove to be ‘good loans

in the sensé that some of them are bound t©0 become bad-debts

to be written off."0

To look into this probiem which is more acute in the
priority sector and particularly in agricultural adwances, a
committee was appointed under ‘the Chairmanship of A.M. Khushroe
who has noted the figures of overdues to be 48.4% 45.8% and

N . . N = - - . . - -
- N s TR G W A W G en AR TS WS G e N W W ar s O A B AR AR G TR A s GRS A

86+ Ghosh D.N., Commar¢ial Bankirig 3 Lessons £rom Indian
Experience : The Journal of Indian Institute of Bankers.,
. Vole« 60, ROe ls January-Marche 1989 p. 45.

'87. Varadhan A.Rss Role of c.'omercial Banks in Working capital
. Management :.The Banker 3 August, 19880 Pe 39..

88+ Ramachandra Rao B.e Currant Trends in Indian Bankingo
Po 119.
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43.4,4 respectively for the years 1983=-84, 198485 and 1985-86

which are the percentage of overdues to demand.89

Ba_nld.ng' statistics upto year 1990 does‘mt publish data
:éga;:di_,ng the ‘overdues or of the health status of the advances.
It is interesting to note that it is only for the jear 1991, for
the £irst time that the data are publiehed regarding the health
atéﬁna.« Accordingly 7.7% of the outstanding credit each above
Rs.ZSOOO are falling in the health code Ss 6+ 7 .and Bo Also out
‘of the report:l.ng branches 18% of advances .are shown to be

ovei:‘&uesgo

‘ 'Even before ten years S.P. Singh has observed that; "there
are- enongh fagts to show that the quality of bank lending to
:!.n@ustry has been declining in recent years. The mumber of sicks )
frozens difficukt problem and irregular accounts have been

rising alarmingly:"”t : -

" The applicationbof int:ereat:. on accrual basiss on non=perfors
ming account, distorts, the fair view of Bank's profitability
ahd in the light of this the Narsimham Committee “recommends’
that in :esye‘céo? banks and —financiél Institations which are - -

| folioﬁ:l;ng éhe accrual system of accountings no income should be
,,,,, n22

'-n-‘.-ﬁ&unpm--‘~‘-‘wq--”-‘—b-ﬂﬂﬂﬂ

89, A Review of Agricultural Credit 3ystem in J.‘naiao RBI:; Bombay:
1989, Do 541. T

90. Banking Statiatics - Basic Statistical Returxns « v::lumec 1205
March, 1991+ Reserve Bank of Indias pe 25%

91. Singh Sampat P.s The.Lending sSystem in Transition - Prajnan?
January-Marchs 1981s pp. 38«39,

92. The Financial System <« A Nabhi Publication, 1992, Report by
™. Narasimhams pe 6.
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“ A f£irst step in direction of analysis of advance pc:::v:wl:fcﬁ:I.oo~
according to its health was introduction of heal th code system
si'nce 19857 according. to which the banks are required to divide
the advance portfolio as £ollows. t.

Satisfactorys irregular: sick.viable/under nursings sick=non=
viable/sticky: debts recalleds suitfiled ...» accountss decreed
debts: and bad and doubtful . debtse ‘as a prudent accqunting
pxactice‘ of cessation of interest application on non-performing
loans, banks were advised-in May 1989 not to charge and take to
ﬁﬁés.r‘ income account,:!.-ntex‘est on loans classified ux;der Healtp

' code ¢lassifications 6. 7 and 8 from the quarter in which

- -

individual accounts are classified undexr these eatego:ies. AsS a
ﬁurthe: step towards ‘greater transparancy 1n bank accnunts and
wit:h a view ©o ensuring that recognition af income 1s done on a |
m::e prudential basiss banks were advised in October. 1990 that
fmm the accounting year 1990-91 they should not charge ard take
to their income account, interest on‘ advances classified under

iiaalt:h (:ode classifﬂ.ca’d.on 5 also from the quaztex in which the

1nd§.vidual ‘accounts are so classifiaa. 93

However, so far as this Health Code system ig concernea a

7

research stuay by Karunasagar sbates tbat "the responses show. ,
-wide variance ang- unifozmity of- classificationw as missing. "914 -

-u-—»-w-cuunmhamnnqnﬂmﬁ---nn-—-"q

93 Reserve Bank of India Bulletin 1992, Supplement 3 Report
on Treand and. P::c:gress of Banking An Indias 199091,
PO 80- . )
94+ Karunasagars Credit Manitoring 3ystem - A Review of
Health-Code: Classification- of: Borrowal Accounts by commer-
¢lal Banks = A thesis submitted to NIBM. Pune, for Post
Graduate’ Biploma in ‘BanK Mahagement, 1990=91, p. 17.

%
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By a circular dated 27th April, 1992 a new base of ‘asset

classification has been specified in addition to present health
code system and acccéx:dingly advance partfolio is to be classified
in 4 categories -as st:andard assetss substandard assets, doubtful
dabts and loss assets. This classification is intended to -

pi:dvﬁ.de‘ the basis for determining provisions for loan losses R

‘ By a circular dated March 23 1993 the extent of provision
has to be declared and accordingly "banks should make 100% -
‘provision in respect of loss assets and not lass than 30% of the
tot.al provis.toning needed in respect of sub-standard advances.
doubtful advances and advances with outstanding balance of
R§2’5900/~ and léss during the year ending March, 1993. The ba;l.ance"
of~provisioning needed in respect of the sbove categories of |

advances not provided for as on 31st March 1?93. together w:u:h
A tha fresh provisioning needed in respect ef credit facilides
identified in the ysar ending 3ist March, 1994 should be made

as on date.gﬁ'

Thus Qver and above the advances which are categorised as
sub=-standards doubful or losseassetss the provision is required
to be made for 100% of loan amount outstanding below m.zsaoo/..
by March, 1994. This necessarily indicates that the loan amount )
of less than Rs.25000/- is net eonsidere& good. ’

u“ﬁ-”‘“-“w-“-nﬂ“”ﬂ“--‘~--‘--“-—~.

. 95. RBI Circular No. BPBC 129/21.02.043.92 datzed 27th. April,
1992, Vides The ehartered Adgountante Marchs 1993« p. 8496

"96. The Chartered Accountante April. 1993¢ ps B79 t RBI -
Cirgular ‘Noes DBOD NO.« BPBC: 55/21904.048 .93 datec'i March 23. ..
1993, , ~

- » - -
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It is important to note here that ‘the accounts to which loan
amount given is upto Rs.25000/~ comstitutes 94.9% of total number
of accounts to which advances are given and it constitutes 22%
of the amount of outstan&ing adv.rames as on March: 1991 .9?
:F:!.gures as on Marchs 1993 are not availahlea however, one can
assume .that there would not be much difference than the above
pe;céntage and this indicates the seriousness of the deterio;;ating

q_dé‘.!.’ity of the advance po:t:éolip.

) !-Iere it is of interest to note some of the aspects pointed
- ont by Bala shanmugamx i'cllowing are the aSpecxts which a lender
ix;z{st remembero not just in zala’don f:.o problem lcanses . but for:
loans in general are § _ t ‘

- {4i) any loan can beaome a.problem loan? ‘

Ciii.{de’éection of problem is of utmost impoxtancea

(~1ii)a coherent strategy must be designed

.(:Lv) the borrower must respond to the advice

"(’s"r} a business is more thanh mere f:!.gux:es

(v:-‘.) figures can be used to conceal moxe than revals and
(vii)close monitoring of borrower's husiness at all times is

" essential®i® B

It is :on the £ ¥st time that the doncept of transperancy
of accounts has been 1nt:xoduced in the bank's accounting systemo

by the. recomendatxon of_the. Narasimham eomittee. As put in

nbn-u—-------iﬁ--wu-wu - -n-----—“n

97.. Banking Statistics 2 Basi;: Statistiea}. Returnss Volume 3. 20,
Marchs, 1991 RBI: Do 10.

%.Shanmgam Balas Manag:!. ng Problem Loans % 'Bhe Bankerc December,
19870 P 290 .
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para 14 “the committeé believes that the balancesheets of banks
and £inancial instimtions*sl;ﬁuld be made transperent and full
disclosures made in the balancesheets as recommended by the

International Accounting Standards cammittee"."“gg :

Prior to this recommendation situation in India was
prevailing as st'.ated by Datta Bhabat:osh $ "no one knows what
the xeally had debts. amount tos for banks are legally permittad
to shcw theix bad debts as ' nil! wami then to provide unstated |

amounts as reserves against bad debts "100

This sec’cion diseusses the davelopmnt in the lending

portfolio of commmial “banks: the problems arising at the stage

\ subsequent to the ganction of the 1oan and inez:easing emphasis |
on gl;e transperancy of bank accountss ’

CONCLUSION 3 .

This c¢hapter which is divided in ;:wo ‘sections has dii.scués'ed
the evolution, definitionss scope and techniques of management
éﬁ“coxinting in Section I and development of Banking Scenario in’
genei‘éi and lending i;ortfoiio in particular is discussed in
Section II of the chapter. This forms a base for the study inm

broad sense.

99+« The Financial System 3 Report by M.s NarasimhMo A Nabhi
.Publications pe 8¢ . . . _ . . -

100, Datta Bhabatoshs Banks 3 18 Years after nationalisations -
The Bankers Aprils 1988+ Pe 24. ‘
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Alsos in the case of study based on primary data collection
the questionnaire plays a role of a pillar and hences the next
chapter, l.ee. Chapter III is devoted to discussion of contents

and significance of the questionnaire.



