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- QUESTIONNAIRE 3 CONTENTS AND SIGNIFICANCE

The chapter discusses(thg basis of sample selection, method
fé;lowed for data cohlection and the contents of the questionnaire,
iﬁ}addition to discussing the contents of the questionnaires the
rélevant literature on the basis of which the questions are
devéiOPed are also discussed. The questionnaire is mainly
npﬁionally divided in two’ parts (1) quantiﬁ?%ative and (2)
qualkitative aspect. The quahtitattée aspect studies the size and
status of the branch and the qualitative aspect studies the |
factors given importance and techniques being followed in taking
iendihg decisione. It is in theqialitative part that the teehnidues/
tools of management accounting are included to study its applica-
tion in the lending decision.

(AX SAMPLE SELECTION:

The banking industry in India is spread over the whole of
India and the branches of Indian banks have also spréadvoutside of
the country. The banking 1ndnst£y(in India can mainly be divided

in the following groups shown in the form of génelogical tree ¢
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"Out of the above main groupse i.e. sghgéuled and non-seheduled
banks, the scheduled commercial banks are at the dominant place.
Out ofs in total 60190 branches as on June, 1991, of all commer-
cial banks in India only 42 branches were of mn-schéduleé \
commercial banks.?' Thuss as the share of non-scheduled commercial
_'bénks was neglligible tﬁey are not included within the purview and
scope of the present study. Amongst the scheduled commercial
bankse the dominant role is played by the SBI and its 'é,ssociates
and the nationalised banks. This is clear from the following
figures‘ 3 '

" | TABLE ¢ IIXe1

STARE OF EACH GROUP OF SCHEDULED COMMERCIAL BANKS
AS ON MARCH, 1991

(Figures in percentage)

Banks Group : Of£ices Deposités  Credit

1. SBI and its associates = 19,92 26.58  27.96
2; Nationalised Banks - 49465 60,97  57.49
Submtotal 69457 87.55  B85.45

3. Foreign Banks " 0424 5.68 7.54
4« Regional Rural Banks 23.81 2.42 /3402
5. Other aci'xeduled commercial ‘
banks ) 638 435 T 4400
TOTAL 100,00 100,00 100,00

Source ¢ Banking Statisties s Basic Statistical Returns s Vvolume ¢
20, Marchs 1991, Published in Februarys 1993, Published by R.B.Z.

1. RBI Bulletins, 1992¢ pe52s



84

From the sbove table it is clear thate evanthough the Raglonal
Rural ‘Sanks branches are more than 20%, their share in deposits -
and advances is lass ‘than S%e whoreas the 5BZs its associates
and nationalissd banksconstizute around 70% of the branches and
- BT% and 854 of the total duposits and credit respectively of
schadulad eom&él‘ banks in Indiae The shaze of foreiga banks
and othexr scheduled commercial banks 38 absolutely negliaible.
 On aceonunt of the abuve readon, State Bank of Iadias its asso-
ciaves asd the naticnalised Danks are kept under the purview of
tha amay.

. cow.ng to tha sacond aspact of the schedulsd commercial
barkse the branches in the rural area are at the highest percen=
tage Lede S50.9% wharaad the a dvances aad deposits are at the | :
lowast parcentage 1.es 14.9(.: and 15.47 ) respectively. At the - .
otmn axtm axs the: Metropoiitan es.:n.s.e:. wharas sasathough -
‘mmber of branches are oniy 19/ o the saazc in towad ac‘mdu}.ua
commarcial banks' advanaes and doxsoss.ﬁs was 46.3% and 39.3%
raspsctively. whercas so far as urban population group is
concerneds the nusber of offices constitutes 14.3% of total -
officai ' of schaduled commercial banks and advances mnd a-poums'
aza 22.3% and 24.5% of tocal advances and deposits of acheduled -
commazcial banks at afl India level. Aud hance the sanple selew
_cttan was decided o ba of w:bau arsas ' |

' magst the urban a:eaa the cit.y of ﬁamda was mam:a&;j
xaitabla s!n: Bazpla studye cawamezing the fant that At has a - f '
t}'tsnd of zmgstxialia'a%cm since last few years. It has alse
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got some nearby rural area. As a gesult, the advance porfolioc.
1‘::; Baroda. will have a mixture of all types of advances and
naturally the lending officers in Baroda will be with experience
of varied porﬁfolio. and hence the sample selection of gurban

area like Barodae.

Out of total of 307 branches -of scheduled commercizal banks
in the district of Baroda, 131 (42.67%) brancheé are situated in
rural area,17 branches (5.54%) in semi-urban area and 159
(51.79%) branches in Baroda ‘u’xbén areay whereas out of total
advances of Rse122605 lakhs of Baroda districte Rse42345 (34.54%)
lakhs were by fural brancheSs %.3597 lakhs (2.93%) were bysemi-

urban branches and ks.76663 lakhs (62.53%) were by urban area.2

Out of 159 branches 146 branches were situatéd in Baroda
city region as on December, 1992 as per the primary data collected
by us.

(8) DATA COLLECTION 3

As the prasent study*isl concerned with the *application of
management techniques in i’ending decisions by commercial banks
in India’ and here ’in as the viewss policies and proeedureé
followed by branch mah;:ger are vary important as well as are of
-mmch concern, the primary data 'cbllectiéi; waé thought the mast
appropriate methods For the primary data collection one may
' adopt t (i) Telephonic¢ discussion (ii) Malled questionnaire
xﬁethod or {(4ii) Personal interview method. Looking to the

2. Banking Statistics 3 Basic Statistical Returns, Volume 20,
March, 1891, published in Februarys 1993, p. 46.
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Indian conditions, appmaches,c@s‘{: aspects and the type of
information reguired, telephonle idt;g‘cussion was not felt suitable,
The studies conducted in the foreign countries regarding banks
based on primary data collection, shows that the nunber of
rgs.pondepts were subst(z;lly lower as comparad to the sample size
contacted in the case of mailled gquestionnaire method fexf'_ 8ege |
42 responses were received out of 100 by Ja&gs DeitricK.S Also,
the ;.nformaﬁon sought for in the questionnailre was considerably
in detail and it also included the case ‘stuﬁ'i‘és ﬁan,ce the personal
intexrview »iueﬂtéﬁ;w'a,s— considered té -be. the bast suited. The
?x:pblems attributed to malled questionnaire method are also

faced by some of the researchers in the area of accounting, which
. may be due to unwarranted approach ix; rasponding to the question-
.nalre or on account of the overburden of the work at the higher
level of the organisation. In the light of this, for the rurpose
of data collection, personal interview method was selected: An
attempt was made to contact each branch of the nationalised bank

and SBI and its associates situated in Baroda city reglon.

In the £first round, if the manager was availatle at his
oﬁfiqe and was in a mood to listen a person not connected with
the business .dgrecthWatory, There
have been the cases where. either the manager had gone out for
some office work like inspection, courte ete. or he may be busy

'with his customer sblvihg his problems or he may be busy with the

’3. Deitrick James We and Stamps Jennifer L., The.use of Accounting
Information by Bank Loan Officers & Journal of Commercial Bank
Lendinge November.l‘JSlo Ds 57
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pr0poseﬁ Yorrower in diéeussing “his cases ands, even the intro=-
ductory discussion was also not possible in the first round.
Afte: the introductory session, there has to be series of followe
up sessions with most of the branch managerss Only in very few
-cases in the third or fourth meéting the reply to the questionnalr
waa received« Even after series of follow-up and discussion in
soma casesy it so happenad that the manaders were not willing to
comply with the questionnaire under ﬁuem time and
staff c,enstraints@» saying they are busymation- ©OF .
prapoéa&, s/returns/court cases and in thosée cases if there is a
very rude or ‘negative response the only alternative left with, the
researcher will be to give the least consideration to that branch.
On the other hand there ‘have been the other extreeme where even-
though the branch manager mAy be with total positive spproache -
but he was facing genuine‘diffiéultieé and under such circum-

‘ stances, there had been the caSeé wheres by working on weekend '
day or holiday the manager had complied wi th,{(:&;estionnaire « On
account of first extreeme mexitj.oned above the respondents were
not total 146 {i.e.- for branches situated in Baroda. City Region)
but approaching to it iies 105 (71.924))

During the course of reSeax;'ch it was observed that there 1s
é basic difference between the research connected with the Lanklng
industry and research in the £leld of other social sciences, For
example, in the area of marketing take the area of product ‘deve=

lopment the managers are to be contacteao hut the thinQS‘ to be

%
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revealed are opens becausethey are al so making rublicity and
advertisement of the products put by them in the market. In the
axeé of condumey behaviour the researcher has to contact the
consumerss where there are no time constrain?s; no bar on.
ecntacting the sample (consumeri) on holiday. Here in case of
primary'data;collection £from bank branches the respondents are

to b¢ contacited between 11.00 a.me. and 5.390 p.m. and upto

3.30 pem. only on Saturday. Also period between 11,00 a.m. to
1.00 pems is generélly considered to bs thelr peak hours and
hence generally tgey are not In a mood t have non~business talks.

In the afternoon sessions they have thelr responsibllities like

stockeInpection etec. and weekly returns alsoc they have to file.

From the above goilng picture of the various situations it
will be ¢lear that the time that can be spared by the bank
officisls t a researcher is reduced to a substantial extent.
Morejiovers the sparing of the time by the bank officials to a
‘researcher depends.eqnally on the apprcach and aptitude of the

branch manager to a researcher for a gulck response or otherwise.
(¢} BACK GROUND FOR DEVELOPMENT OF QUESTIONNAIRE 3

The development ofkqﬁestionnaire ¢an be put in the following
stages @
i. Reference to research conducted in the areaof bankinges

srecifically, to work conducted on primary data collsction.

ii.. Reference to gpplication forms réquired to be £filled in

by the korrower. while gpplying for advances £rom banke
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iii. Discussion with few lending officeré.

In the first stages the reference was made to the research
conducted in the area of banking, especially on the primary data
’ golleci:ioﬁr A reference was also made to the qdes_tionnaireo if
theyo are aallable with the literature. One which was found the
‘@ixbst usefules for preparation of the questionnaire was "The effect
of Aggregating Accounting Reports on Quality 6f the Lending
Décision. An Empiricsl Invéstigation by A Rashad Abdett-Kha'li'k'i:/
‘a!'xdi "Méné.gerhent Planning and control system in Commercial Banks'
by Mohinder N. Kaura.> Both of above were containing the ques=~
Qifonnaixe;' which was found useful in framing the questionnaire
for present study.

In the second stages the gpplication forms were collected .
of various nationalised }aanks and SBI and its associates, for
different types of advances for different segments. The{ ,utility -
of these forms lie in the information a8 to the detalls required
£o be furnished by the proposed borrowers.

Ands in the third stage the discussions were held with few ‘
branch managers regarding how the information gathered through

application forms was belng used and how the judgements were made

~ﬁ~~~----‘----ﬁ--~~~"-ﬂ-‘-------

4. A. Rashad Abdet Khalik, The Effect of Aggregating Accounting
- Reports on the Quality of the Lending Decision : An Empirical
Investigation 3 Empirical Research in Accounting : Selected

Studies, 1973, ppe 136137,

5+ Kalira Mohinder N, Management Planning and control system in
Commarcial Banks, pe 128=139, :
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regarding the integrity of the borrower etc. and how a successful
loan could be made. Discussions were also very useful for the |

purpose of preparation of the questionnaire.
D. CONIENTS OF THE QUESTIONNAIRE 13

- The questionnaire can broadly be divided in two groups %
data based information and the subjective information.

i. ©ATA - BASED INFORMATION s

amongst the data bése& 'piec;es of .informatibnaathe informa~

tion was sought regardﬁ.ng advanéésé ‘gaposits and profits of the
: Abranc:h ::or the last five yeax:s. Initiallyc the data were sought.

~ for the ye.ars 1965 19704 1975: 1980 and 1985 to 1991 (except
for the year .1988’ for which there was no closing). However, the
branches contacted in the beginning expressed their inability
because of the non-availibility of data or because ‘the branches
were opened after 1975 and so on. And therefore the study covers
. the perilod 1985 to 1991. The branches were also very mich relu-
ctant to furnish any type of data base information on the grounds
of secrecy which is well accepted. Hawevers the researcher made
an attempt to convince the branch managers about the requirement
of data only for study purpose and by ensuring the confidentia-
1ity ofh the s‘em_e.“ To ensure and to hxz;inta;i:{ éxe ébnfi&enéiality
of the data: to be submitted by the respondent: no reference
ragard:!.ng the bank or branch is kept on the questionnaira. Al so
coua;dariqg the fact that the_ branch manager may not like to
reveal the 1den1:i£y the ipfomﬁat:l.on regarding the respondent' s
name, ages qualificat:l.on and experienée are also not included
in the questionnaire. |
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After dropping this much informations the branch manager
furnished some informations which was data based. Howevex, the
information reggrding the year 1985 was still a problem. And"
only very few could furnish meagre information. Maximum data were
a§a&lahle for the year 1991, and the minimum one was for the
&éaﬁ 1985, For the year 1988. there was no c¢losing on account’pf
the uniform accounting year made and hences afteriﬁeceﬁbera 1987
information available was for March., 1989. amongst the items of
information for advances further information was demanded =
regarding priority advance and non-priority advance. This infor-
mation regarding deposits, advances and profits constltutes théﬂ
first*th:ee questions-df.the-questiénnagré; This information
regarding the b;anGthas collecteds to have an idea regarding
the size of the branch and to know how with change in size there
can be a change in the approach of a branch mangger.

Information about the write-off & The information regaréing
advances written off by the branch is sought for Sy Qe4 of the -
questionnairé. This information is sought for the years 1980
énd‘1985,to 1991, which comprises of the number of casess, amount
and the segment. The purpose of putting this qﬁestﬁcnhwas o
know the extent to which advances are being‘writfen off in - -
various years and to have segmentwise comparision of. write-off

and yearwlse trend analysis of write-off for branch.

This information was not furnished by majority of the’ branches
on the following grounds ¢ :
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(2} This information is'consideregl to be confiéential (b) When,-
once the branch moves the proposales it is the higher authority.
t:o‘ sanction the write~off (c) A systematlic register for write-
off is not avallsble at branches (d) Even if “detalls are kapt
regarding the amount written-off, it hardly gives information

regarding year from which this advances have become non~-performing.
Segmentwise' Facilitywlse Advances 3

TO obtain this information Q. Ho. 5 was f£ramed, wherein
matrices were prepargd for each years to furnish tl'fe inf,ormatiq;@
regarding segmentwise and fallitywise a;.dvance.s lece .-s;c_:;a:l.us‘.:~ each
segment columns wexe given :egarding facil :Lty i.c. ver:tically
there were all segments leas Agriaultural loam Small Scale
Industries: Small msigess and ‘Retail,l. Trader, Self emploged and
'P:;oféésionélw ‘I‘ranspo'rt ‘Q_perat:'aro, g;duc ations any oi;he,x priority
sector ad{rance: 'eom;nerqiél and industrial sector, advances

‘ égainst mvemmt secﬁzjities ai:d any other and total_ and hori-
zont;-;:lly al:l facj.iiéies .vi'z, term loan. cash.credit, overdrafts
g BP. BﬁoA any other and totals Here also the dii:fficul‘«;i\‘es were -
e@reéééd by tﬁ‘e branch managers sbout furnishing such minute
detai}.s and under such disappointing circumstancess the reseaxcher
had to compmmise w:l.th the detalls about total facilitywlse
advance and tota;l. segmentwise dataa,”:ﬁo:_ this also there was a
poor response as eéxﬁpa;red to reaponse for question Nos. 1,2 andiid.
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The reason for putting Q.Noe 5 was to Vhavé an idea hbout
.the facllitywise advance within a given segment -as this can give
an idea as to the specialisation of branch in a particular
segment and particular facillity and to see how this affecte& the
approaches of the lending: officer.

' Qe 657 and 8 are subj'écéive which are discussed in part-II

in the following pages.
Regularity Aspect of Rdvance 3

This information was obtained by Q.9 of the questfonnalre.
"Hedrév again the yearwise r{tatz_:ix was preparad regarding the rejular
‘repaymente irregul'ar‘ xepayméxif; and non=fulfilment of the repaye
ment scheduié; The information was sought Loth foxr the amount
and the mamber of cases « ‘The inﬁo&:niatio:i was further asked
segnemtnwises i.e. the above ;uforrﬁaltion was required for agri-
‘cultural Segment, SSI» BMRT» SEPR, TO. EDU-and C'& E. In this
césé‘s‘} it was very diffiéult: for the branch managers to furnish
the required information. Under the eircumstances requasts- were
made’ to fﬁmis‘h the information based on yearly health code:
statements. Howeven it was felt during the course of discussion
_ statements were not Uniform fok all e- SBI - and
that the format of the health code/nationalised banks. And a5 a
conseciuence' and as a last. alternative during the course of
discussion the branch managers were at a liberty to furnish
information from any source available to them: In very few cases
the abkove information was ‘made available by éﬁe branch managers.
The infoxmation. given was about the bad and doubtful debts/
protested bills/suifled cases/over dues, In absense of detailed
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:i;ﬁformatioh e;vailébléo any -6f~ﬁhis information which was made. '
available was consid‘ered tc be a problem credit. ) ‘
Difﬂculties which arxe and can 'be faced in collection of "
such ‘detalls regarding problem credit or overdues are also
supported by the data furnished in Banking Statisticss Basic
Stat:!.stigal Re.turns'o, Vol ZOo March, 1991. Here-table 1.24
fq:‘rﬁ’shés information regarding ' distribution of overdues of
scheduled commercial banka: According to state and population
group”s here India is divided into 6 ;regiou and within each”'- |
region statewise information for each pépul ation %grm'zp is give;x
separately iees for rurals, semi-urban and urband metroplitan the
information is given regarding overdnes. But the refe:cenca to the
total column- reveals that the information is only for 26544 ‘)
brariches oniy of which éutsj:andin,g credit is ,Rs.5625287 lakhs.
‘The total aci:xedx;iéd commereisl Banks as on March, 1991 zeported
by the same volume are 61‘724 and Mtal. credit Rs.12420293 1akhs:
LeSe only 43% of the bx:anchgs were. eonsistent in reﬂportif.pg\ over=
dues, which were c@nstiti.;ti:ig 45.29% of the total credit of J
Scheduled Commercial Banks in India. It is evident thuSo even
pt;e;{ﬁ?gléi?_fgﬂi%t‘at h??&- f&t cover all hranches«. The notes on tahle on
Ais based on 26544 branches whose data on overdues x:eported in

BSR-?. return were foun& to be cons:lstent.

The purpose of putting this question by the researcher was
to sees the extent to which the application of management -

accounting technlques affects the problem credite.
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The analysis was mgug:ht necessary in view of the :éact ;h‘at “what
is really painful is not only the volume of overdues has kept on
rising but the proportion qf overdues and the outstanding has

2 :;been rising signifi:caintly; 6 "The scale of write offs and allowan—
ces for bad-debts in Indian Banking Industry points clearly to
the pridence of identifying potential repayment difficulties '

.earlier 1n the banking xelationship. al

(ii) QUALITATIVE -INFORMATION 3,

" Qeli0e 647 and & of the Lq&eatiolnnaife are subjgct;ye,z:in nature
: and may be considered to constitute the sedond yrortion of the

. questionnaire. -

RANKING OF FACTORS &

"‘I.'his infor;nati;on is iec“;uesvteizl’ ihrough Qe Noo 6. ‘He‘re 'the
:!.nformat.ion was sought regarding the factors wh:&ch are g:l.ven
:!.mportance while taking lending decisions. The factoxs selected
a:e t charactero capabilityo secu::j.ty offered by the borrowero
puxpose. economic viahils.tyo financ&al feasibility. technical
feasibility and nat&onal .tnterest and suitability- The factors
were selected on the baais o:E the literature contributed by both,
' Indian and foreign authoz:s. Far e+ge. a‘eremy Taylox: states. that
' "as lenders we learn firs’c the elementary c:omponents of lending,.
the £ive "c" s of credito capitala capacity. characteres eollaﬁ ’
teral and the canditions of businass. All thesa five points

'ﬂ----’----*ﬁ-*‘-‘—‘--‘-ﬁ”-’----ﬂ--ﬁ

6. Kalra S.S.» Menace of Overdues: The Banker, Aprilo 1990, pe. 25;

'7. c’level and Peter, Beyond the Balancesheét « Furning Losers
into winners, The Banker, June, 1986, pe. 41, ,

8. Taylor Jeremy F.s Credit Risk and the Logic of Lending,
Bankers Monthly Magazine, May., 1986, pe 22.
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9

e 3
are alsqpbinted out by David Kohl.~ Bertz puts it as "character

. “;:!.s the first “c" of the four "C"s of credit assessment (the

others are capaci tys capital and condition."w

- Al sO» ‘C’ohem Gilmre and ‘S;Lnger stateg that “ahsﬁers to
five key. questions are analysed (1) for what purpose will the
iloan funds be used by the firms ? (2) what is the proposed |
. -amount of loan 2. (3) What is the proposad maturity of the loan?
(@) ‘What'is the proposed ~xez;ayngent schedule of the loan ? (5)
What security is. offerﬂé to the ban}c in connection with ‘the

711

lcan 2" Out of a!i the factors referxea 0 by thems researcher’

thed ta look :Lm:o the factors which we::e unavoidable and

aceordingly the managez:s were required to give the ranking to
the above faators and not to state whether they consider the
above ffacﬁéréor note ihé #ankizig has to be in the oider of
‘priérity i.e¢ the ﬂé.rtor whf.ch was given the most importance was
£to bé assigned :ank 1 and the faetor which was to be given the
least importanea the ‘k;ankf 8‘

‘ Faetanvise Anal_ysi.s 3

{a) cCharacter o
The importance of t‘n;:.s factor has been rightly pointed out

‘ bz MeZA. Pitcher. He says, "the character of the box:réwer will
9. Kohl David M., Lending to Agribusiness: Journal of Commercial
Bank Lendings Aprile 1990, pe 22.

10« Bertz Paul Bse Rx for Credit & hecogh:!.tion and Treatment of
: Dist;ressed Debtors Business Cxeaita Februaxyo 19894 p. 26.

13.. Cohen Kahnan Tes Gilmore Thomas c. and S8inger Frank Au Bank
Procedures. for Analysing Business Loan Appllcations « vide
Analytical Methods in Bankings edee by Cohen Kalman Je and
Hammer Fredefick S p. 233. _
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always -be a prime fadtor in any lend\:!‘.ngr decision «ees they ]_.end
to the man and that considerations of honesty and‘integriﬁy far
outweight any judgement they may make on an-ahalysis of Ffinancial
information which may be avaﬂable."%z

‘What is conveyed by the word character 1s very precisely
.explained by Lall Nigam in the follewing words s "Character is
"the most sought 'after attribute by the banker and is ®"invisible"
ﬁhieh he refers to block letters by "™™AN® ... It (Character) is
sald to be égg:egate of certain mental and moral qualities, A
person is noted for eccentricitys when he is governed by high
sense of righteousness. Honesty is in the fore front of a well J
formed business personalitys the other qualities being integrity,
fairnesa, res”ponsibiiities; temperances trustworthiness, indue
striousness etc. Character thus defined becomés credit character.
When these traits comﬁ_ine to make one conacientious about his |
debtse so far as the evidence of character is concerned perhaps

the best is along and consistent record of credit repayment. w13

' Character' is holding the first place in ™An ocear of "C"s |

14

des¢ribed by Jack Crigger. As pointed out by Larry White

“character® is directly related to the question s will the custn-
mer repay ? Whether we are talking about business or an individual
we,hmust be able to answe;r this qqegtion in‘.affj.xmatﬂ.ve to gxi;qnd '5

-w---—uv—--q---‘Jucuu--n—uu-quqnaﬁ-

12+ Pitcher MeAes Management Accounting for the Lending Bankers
“Pe 90

13. Nigam BeMe Lalle Financial Analysis ‘rechniques for Ban}d.ng
-Decisionss pe 60é -

14. Crigger Jack Res An Ocean of #ohs g Journal of Commercial
Bank Lending, Decembers 1975s De 2.
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!

e #13 Corpora puts the precaution that.f “but before funds

cradite.
are dispersed the loan officer should be certain that the customer
has unquestionable :Lm:egn:f'.ty”15~

Providing gu:l.dei ines as to how ‘t;c’v judgé the character of
t';he borrower? Pace and Simonson :éoint out that "each business
transact&.on becomes an addition to the credit background which is

eflected in credit reports, prior bank relationships dealing
with trade creditors and dealing with customers. If bag:kgrqund
shows all debts have previously been handksd as. agreed, chances

é:e: that the loan will be similarly handled.'lT

Polnting out the cilrcumstances un&e:;yhich character is of
- utmost importance I «Ce Mathér states that @ '“éhe integrity of

thé borroweér must be undoubted particularly whera the sécurity

is ;Lnadequate 5 cover the ma:ﬂ.mum te ba adx’anéed.ia

7

As Hubert Mott states P "despite what some may say the “C"s ”
of credit have not been nepealed ] They are alive and well and
carnnot be ignored with :!.mpwmj.ty. eharaater is still of primary
:l.mportance. There is still no substitute for the old maxim

-~un--an“-n.‘--a---‘m“--‘-—n--“éé

15. white Larry R.. Credit Analysis. Two More “C"s Of. Credits
"+ The Jonrnal of Commercial Bank Lending: October, 1990, p. 1l.

16+ Corpora Leohard P.,» A Ragulatox’ s hook at Thrae of the F:Lve
*c%s of Credit, Journal of Commerciszl Bank Lending. Tunes
1992. Pe 45.

1?. Pace Edmond E. and simonson Dona:ld G.p The Foux: Hnndles of-

Liending (Atraining Feature)s The Journal of Commercial
Bank Lending.v Marcho 19‘77. pe 11.

18. Mather L.cu "rhe Liending Bankers A Review of Principles of
Bank Lending Unsecured Advances ana Balancesheet and the
- Bankers Pe 3.3..“~ .
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“know your borrowers.“19

‘ on this basis the ‘f'aﬂi:af “chafacter" was included as one’
of the é’ight £factors :la:t the Qué stionnaires Duri,ng the course of
discussion Wwith the branch managers it was opserved that they
were least concerned with any other side of the characters, but
they were most interested in’ the consistent repaymen’c record: of

the borrower and h:i.s integrity.
: ‘(b) cayability

( Point:!.ng out the importance of this £actox M.A. Pitcher
states that "capabil ity is another area of concern and it provide:
' the apport:unity to introduce an idea which is of great relevance |
to bankers.‘z Accardina to Nigam "aapacit:y szlgn.ifies the ability
to pay when a debt falls dues It measures the business. risk ofg
-8 J;banra;id is in féchfindj:ea;ti.\ie of the 'bqr'zower"é competence

to successfully w use the money requested for "2l

1‘&‘

' With feferénce to the quéstloxi how to judge capability
. White mentions that *Does ‘;:he‘ customer have where withal to repay
-the loan-and what are these sources of repayment ? ’22 fcvigger

- e j— - - —

«q"'--”“"“-“-"”‘”‘-”-“‘-'“---‘”‘

19; Mott Hubert Cu; Commercial Loans. Thelr Changing and
Unchanging Aspects, The Journal of Commarcial Bank Landinga
Septaembexo 1972c Pe 59« \

204 °itche: Fi.zxu Managemmt Accounti ng for the Lehding Bankers
P 11- ‘ R .

21. Nigam B.M.. ‘Lalls B‘:Lnanc:lal Analysis 'rechnicmes for Bankingo
Eecisiom Pe 60. ’ .

22. ihite LarrybRes Credit Analysis. Two More “C"s of Credit,

" ' Journal oOf cOmmarcial Bank Lendings Octobers 1990+ pe 13+
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puts the capacity in.the following words 1 Weapacity the ability
to pay debtsses Do we look at cash flow to determine that he can

repay ?'“23

{¢) -Security Offered by Borrower @

E:;:plaining how ecollateral should be viewed Crigger states
that "Collateral Probably the most important thing one can say
abouts Collateral is that we should not look to Collateral o
pay a debt. "4 o Further explains the care to be taken for
securit;r as follows = "correctly done the pledge should be sound.
properly do&uuented and c;ontimogxsly‘ azz.ecked as to its authen~
éiéity and value. Otherwise we can wind-up ;v:,th an unsecured loan
25

and a 1loss."” Pace and Simonsen state() that "collateral is

usually the bést secondary source of repayment and the more

¢oll aﬁexai the betters. n»zﬁs,

- 8tating the Cardinal principles of bank lending [ ~ Vaswani
points out that “safetys liquidity and profitability (of funds '
lent) are thus the th:ee cardinal principles of bankexenéing.“zv

n‘ﬁ‘.up-p--Q’Q-w;‘-‘”bn--h-n-h--nﬁﬁ

23. erigger Jadk Res An Ocean of "C"s, Jou::nal of Cmmnercial
' Bapnk Léndings Decerra:exo 1975: Pe '3Is -

24i Ibidu pé 3.
25. Ibide. P. 4¢

26. Pace Edmond E: and Simonson Donald Gn The Pour Hundles of
Lending (A training Feature)s Jwrnal of Commerclal Bank
I.endinga Marchys . 1977. Pe 104 - L

27. Vaswani T.A.. The Banker and i_:_ha Bal angesheet, pe 6+
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BPointing out why security requirements be given importance Ii«Ce
Mathep) states thats "the liqpidity of the advance in the ordi-
nary course of business should be unquestionable and the safet&
requirement should usually'ba supported by the deposit of
approved security as an insurance against unforseen develop»

- mente n28

Kolhatkar states that "the security margin is the practical
sagety valve for monimmging the operations in the account on a

monthly basis."29,

Ramasubraﬁéniaa also states that "it is true that with
the advent of sociai control followed by nationalisation of
banks the aecent has shifted from* security oriented' to
’purpose-baseé’ advancess Nevertheless; the basic principles of '
sound lending are still valid and no prydent banker can ignore
thems 1f banks are to retain their financial scundness and

continue to enjoy the confidence of the investing publig.“ao

{d) Puzrpose 3

This Factor was also selected based on literature. Pointing
6nt the impOrténée of purpose Srivastav éaya that “banksr shoﬁld
inqnire into the purpose for which the loan is taken. As a

matter of fact the safety and liquidity of loan depend on the

ﬁﬂ---‘--hﬁ“.-“ﬂﬂ--”--w‘-----u—-ﬂ.

‘ 28. ﬁathetvbic.@ .The L,ending Banker: A.Revisw of Principles of
Bank Lending Unsecured Advance and Balancesheet and the
Balﬂ@r‘ Pe 110 :

29, Kohatkax!A@Y.a ?ank.Cradit’és a Supplementaiy Resourdes;
IBA Bulletin, Januarye 1985+ Vole VIIs NO« 6+ Pe 91

30. Ramasubramaniag Vee. Bank.Advances & Margin on Securities:
' IBA Bulletin:xﬁébsﬂV§¥i ﬁﬁ;‘&. June, 1986, p. 101.
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purpose for which it will -be put. a31 Pace én;:i S;jl.mohson put the
importance of pﬁrﬁosé in the follbwiﬁg words “technically,
business 1c;an are most often for working capital purp‘os‘e; the
p:ogéeds 'of' é,&ch-,laans may be used for any séve:;al purpose
:l.ncluc’iing ‘inﬁ‘v‘festmént in éhort-term asSeﬁ items and ie_du:‘:tion of
shorteterm lisbilities. The specific purpose howewver must be

concretely defined. w32

Giving guidance to the loan offic'ers )Mills states thats
“the purpose of ‘a proposed léan is important not only in the
determination of compliance g:ith your bank&s loan poliey but
also in the determination of risks proper loan st_mci:uree Pricing
etcs Make sure that you (banker) fully, understand the- specifics
of- how the borrower intends to use his loan proceeds before you

sign the check.g‘;33

Amongst the questiéns which the banker should put First to
the horrower Genea Ba::'éitt_ states that "what purpose ? Agains the
banker expects a specific comprehensive answér. A vague descrie

ptions such as * for general corporate purpose' will not suffice. n3d

”-‘-“-‘-u*“~~-h&~““~~~~ﬂ-Q'~“‘~u.

31 uriva's;tava R.M..; Management of Indian Financial Institutions
Pe 18 )

32. Pace Edmnd Ee 2nd Simonson Donald G;. The Four Hufdies ‘of
Lending {a training feature)es Journsl of Comnaz:cia}. Bank
Lending, Marche 1977, pe ile . s o
33« Miils Re Waynes Traditlional Credit Principles for Changing
: Times, Journal of Commercial Bank Lendings Julye 1983¢ pe 214

34, Barrett Gene Res What Bankers Want to Know Before Granting

:oa- Szzgall Buslness Loams Journal of Accountancy. Apr:i.l: 1990,
Pe . . . :
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In view of Bedi and Hardikare "the purpose should be produéi:ive
so that the money not only remalns safe but also provides a

definjte source of repayment.',',a 3

D.A+ Egginton states that "the
purpose of borrowing is a convenient and important starting
roint ... Purpose has considerable bearing on riske because of

the effect of borrowing on financial structure. "36

The next three factors are more b;fconcerned with: the term

loan appraisale.
(e} Economic Viability 3

'c,oope'r takes a 1ong-;term ﬁeé énd -empbasises the eﬁonbniic
bengf:!.ts in the followlng words s T'the intended use of 16an' mst
be evaluated on the basis of analy;s:!.s of the jneed and adequacy
of the amount requested to serve that need. This involved a
3udgemeht as to the overall economic benefits such as from
expansions of operations or nndernizing for 1mprovenant 1n

efficiency.” 37

Matchg!.ng the loan répayment perioa and ecdnomi;:: life of tl;'e \
asset ‘Mr. Corpora observes - that & *“the-purpose-of l;oa'n»"mu‘st be
economically feasible and clearly understood by the loan officert,
$imply put the transaction must make good sense sees l};aturitigs
should be consistent with the economic life of asset belng
funded. n38 '

--‘--QD-----nbng-----“--‘--’----‘

35+ Bedli HelL. and Hardikar V.K.. Practical Banking Advances, Pe26.

36+ Egglnton DeAes Accounting for the Bankers PPe179-80% .

37. Cooper PeJesr Four P's for Lending (Shaking the dust off the
Four ¢'s of Credit), Journal of Commerclal Bank Lendingo
Jul ye 1975) Ps 48,

38+ Corpora Leonard P.» A Regulators Look at Three of the Five ('s
of Credit, Journal of Commercial Bank Lending, Junes1992:pe46.
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(£) Financial Feaslbility s .

The. purpose for which loan is to be given should be finan-
cia’ily feasible. This is applicable in both the cases i.es (1)
working capital advance and (ii) term loan advance. Emphasising
fix;anc_ial_- ﬁeasibg.lity for the purpose of »repéyment as per
| 'échééule; ‘Qaée' and Simonson reméxrk that “serhaps the most funda-

n)xam':alf-vitem of information in a loan 'ié.-- to know where the money
' will come from to repay the 1aan. Although the borrower may be ‘
ve;ry honest and the proceeds of the loan my be used appropria=- |
talya the loan should not ke made unless the primary source of

3% pi11s m(té the importance of

repayment is reasonably certain.
‘financial féaéibility in the following words s "Alwayss alwayé '
be "atir"e that your propésed loan repayment schedule 1s consistent
with’ the previously determined real purpose of the 1oan and the
) }bormwer' 8 existing projected financial status. If it isn'te

: fone of your expected sources of cash for loan repayment may be
available when needed. w20

(g) ' Technical Feaaibility :

This factor 13 more connacted with the appraisal of term
1oan. The project fo: which t.erm 1oan is proposed to be glven
should be technically sound. This is because if the project is

.‘~,§_~~~-~““-s~m”-»-~m1—-—‘--Q-"~-v-~~--‘6
t,

39. ?@.r::evﬁdmbn '»éndlsgimcnson Donald Gees The Four Hurdles of

“Lending ¢ (A Training Feature). Journal of_Commercial Bank
Lendinga Marcho 1977: Pe 12. )

40. Mills R: wWaynes T:aditional c:ad.tt Principles of _Changing
" Timess a'ournal of eomnercial Bank Lendinga Julys 1983, pe 23
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not techniéaily feasible, it affects the economic and financial
feasibility of the project. This factor has been taken imto
consideration while preparing the quéstionnaire, from the various
application forms referred to by the researcher. Stating the

import‘an:ce-of tachnieal feasibility Bﬁattacharya statess» “having

_established the viability of the product the appraiser should -

‘now ‘moye on to determiné the technical feasibility of the
project «esee In case the process innovations are nntr;ed and
appi:e‘vé,n thgr!e.musi; be detalled teqhi';iqal, feasibility study
starting from the laboratory run of the production process to -

the tesi;ing.:re;pqrt‘af sample pro’éué;;:- ees Hence if the project -

"proposal is drawh on the basis of laboratory experiments, the.

credit app::aisex_: must dlscuss it with the boxrrower and bring-
him down to.reality."?l

Emphasising the importance of technical aépedt& in lénéing
decisions Jon Oliver s;**:es' thaﬁ " a relisble forecast often
can not be made without a working knowleége of the technology
and markets involvedo 80 that. the likely futux:e performanca of

the individual firm: :l.n its competi.tive envixonment can be

wsegsed. 42

As Tony —stevens states- "aAn- impoétant part of technical

assessment is inv'estingating ‘the extent to which a new product '
w:l.ll fox: an 1n1tial period be protectea from co:npetition :I.n the

41. Bhattacharya Hrishikese. Bank Lending Princ}.ples, ‘z'heoryo V
< P:cacticeo pp. 308~309,

42. Oliver Jon R.s A New Approach to Evaluating Major Business -
.and Technological Riskss Journal of comercial Bank Lendings
E’ebxuaryo 1984s ps 62.
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market place by patents or slaecialised know-how."43

{h) National Interest and Suitability 3

“The requirements of many ‘borrowers may be completely free *
fx:om all ‘riskss but Fail to comply with this second principle
(suitability)a which stems from *t;he banker's wish ‘to concentrate
his lending on mirposes 'which are desir‘able from the stand point
of economic health of the na.tion.... The ‘purpose of the advance
‘and 1ta likely benefit or otherwise ta the country is thus an
’:important feamre m be weighed in the halame. Sometimes the
, neea of nhe horxower ‘may be deemed 80 essent.tal for economic
‘ progress or national necessity that. the - advance will be grant.ed
desp;!,te the heavy risk entailed and ‘the complete failure of the
proposal to fulfil the principles of safei:y. nid Here it 1.9 '
, :I.mportant to note cement of TeA. Vaswani that "the puz:pose of
loan should be in the namre of a gemiine buainess requirementn
the loan should‘ not be utilised for speculation or for an antie
social or anti~-national puz.,,:‘?sa 1ike cornering or hoarding. In
that context: - the banker w:.ll assess the financial solvency and
earning capacity of. the bqrro,wg;: his experience and know-hows
technical. or othexwise (—in mai,at:l.an, to. his business and .th.a Par=
. pose of the loan) or :Ln otherwords ‘his managerial abilityc
1ntegx:ityo :epn’cation and standing "45 |

\--u-&-ﬂﬁt“*nm“uua--ﬁ-‘-n-’u‘-~-~*-’--

43. Stevens Tonys Servicing the New Ventire Vide Banker's
Management ‘Handboolé Ed.. Richard ‘Hand Scombe; De, 157.

" 44+ Mather L Ce.s The Lénding Banker, A Review of Principles- of
Bank Lendlngs/ Unsécured Advances and.Bal ancesheet and the
. Bankero Po '1le

~ 45. Vaswanl 'I!.Au T‘te Banker and the Balanceshaet: Pe 7o

r
i
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Tﬁis 1‘{; obout “the facﬁors which are selected in the present
study which should be looked :Lnto while. sanctioning the loan
proposal. The rel ative importance of various factors need not
remaix; same among different segnents and hence individual
. resyonses were réqueste& ;‘Eoi: :ankiné of varlous factors for each
segment separately. The sogments for which respondents were
‘required to repl,y separately ax:e ag'riculturea small seale indu-
'st::jies: small borrowers and .retailer'.- self employed and profee

ssionals transport operstor. educations C & I, and others.
MANAGEMENT ACCOUNPING TECHNIQUES 1

XIn the next question vize Qe ’3 an attempt is made to examine
application of certa:!.n management accounting techniques in
lending decisions by commercial bani;s in India. Here Shri V.N.
HUKKU states that “some important points that need careful
considerations in analysis are as under s (a) the profit prospe-
cts. (b) Ratio of owned resources working' capital and quick
assets to the amount of J.é:oana‘d‘ :Eu'nds_‘.‘ {c) Gosi: of goods sold and
line of credit ratio (d) The mumber of days proj'ecteé sales

outstanding in projected accounts receivable. , -
On the basis of the abové‘z‘ céonsiderations the bankers should

fix a line of credit. 46

Acooxdnag 0 t‘;’. aeevanan&am. "’important- management aocountmg

tech':iques z:elevant to a banker are (i) planning and mdgeting

.ﬁv-uuﬂ-ﬁnnﬁ‘-b----—---‘-u----‘-—d

46. Hukku V‘N.p Bank Finance for woz:king c:agitalo 'I'he Journal
of the Inﬁian Institute of Bankers. Vol. 462 NOe 4s
Octobe:: - Deoemnem 19?5; Pe 207,
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(11) analysis of projected financial statements (iii) funds
flow and cash flow technigues {iv) marginal costing and break-
even analysis (v). Capital budgeting (vzl.} magagement reports
sisee the system of budgeting and comparing actuvals with plan
at periodical intem,aal is. the effective way of verifying that
the unit is carrying on its operations smoothlys It may be
merxti@ned here tha*:. the QIS of the chcore committee is based on

this cancept. ud?

o ALY ﬁh@' above mentioned i:e_chhiques are c¢overed up in the :
. questionnaire for the purpose of study except capital I:Qudget.:!.ng

and management reportse.

Capital budgeting is nnot considered in the questionnaire
only with a view that the methods of pay back periods net
bresent value or internal rate of ’ reﬁz;:n z-:zre to bhe used for
installation of machinery or so, for which term lcan is generally
being takens financing of which is mainly governed by the
financial institutions.

8o far as management .zports are cc;ncernedou it has been
observed during the course ‘oﬁ discussion wi%:h various branch
managers that the réports which are prepared,flor managerial
purpese are not generally open to outsiders and hences instead
of gatting these coples of management reports better info‘xma.tion
can be haaz by verbal discﬁssion with the staff of borrowers
during periodical visits.

- . ¥ > : - D
N . MR Gme W e TEE N s TR R o am R AR e TR e SR A G e W w T W e W Bm R A Y e

47. Jeevandndam i, Management Accounting - A Handbook for
" Bankerss P .2123
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 Over and-above:these techniques. the application or utility
- of method of costing adpted for stock valuation by borrower is

-also studied through questionnalree '

Thus the technigues under study are 3 ‘(1) business plan.
BREE A buégét . (4141) break~even analysis 4%iv) method of costing
(v} funds flow statements ' (vE) cash flow statements and (vii)

analysis of 4fi"x‘ianc'i'al statement and ratié analysis. :

The iﬁformatiozi regérding application of these techniques
-was not sought in general, ut for each segment sepa::'atel'y.r
- This was done so cons_idgriixg the fact tﬁat each se'gmeht is
-unigue by itself of its awfu e.g. the characteristics of
agricultural advance will differ from that of SSI. of SSI with
the small borrowers; evénthbugh all these three are the priority
sector advances. Evéxy within small borrower advances the‘
characteristicss; and considerations for advande for education’
and t:anépoz:‘t operator will be considerably different than
~advance to small borrowers and retall trader. And the chara-
cteri stiés and ccensidera-ion to be given to non=priority
segment ;willh obviously be different than the considerations to
be given to the pfi—.ori‘ty sector advance and even within nona;
Priority seétor .eo:‘miderations. to be given for sanction of term
loan and working capital advances will differ. This is because
both term loan and workling capital are with two different
purposes. Whereas "“the flow of bank credit in the form of term

- Ioans was cfficialﬁyfen?&raged' as ‘be;l_»ng in-confirmity with the
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policy of rapid industrialisation under the five year plans"48
the “working capital finance is needed for the acquisition of
curr'eht: ass,etsﬁ ,and by and -;arge inventory forms a major constie _

tuent thereof."*’

and hence "any over estimation of the requi~-
. rement rés.glt;i;:gxg» in blockage of scarce funds in idle asset is
bdt‘h; a “dr:ain on éx:ofiqtability as also a reflection on the

performance of managemant of the financing instiuﬂ.on.s 0
COnsidering the above aspects, the raws were kept £or techniques

and columns were kept fa:: segment.

"+ The respon@ents were requlred tos tate 'y’ or 'N' only for
‘ye‘s' or *No' for application or use of the toolie while
takz.ng the lending decision and for non—application or non-use
of that tool while taking lending dccision for that particular -
sgg:gent«. Haviqg@ ‘gj.vex; these *yes' or 'No' reply degizfn@ing on
segment ':i:'o'rf;p‘a‘i'r‘,ticula’.r' techniques the respondents were required
' 'to give the yesponse regarding the detailed aspects to be seen
“in that particular management accountling tool/technique.

| " Each 'ﬁoéi?teéhniéue faas its ov'm( wide area of application. |
In ehe deta‘.‘.led questions mnning from Qe 7& £o Q. 7F ho

uumuuﬂ-ﬂ—-thﬁnum-n‘auuu---‘.ﬁm---.

48. Khan N.¥Y., and Singh Preeti. Commercial Banks and Industrial
.7 ¥inance « Term Lending and Underwriting. Prajnam Jamuary=
Marche 19790 VOlo VIII' Noe 10 Poe 554

49. Hukku V.Nee Bank Finance for Working Capitals The Journal
. of the Indian Institute of, Bankers, V’o}.. 4€s NOo 4y
‘Gctaber ~ December, 1975, p. 205. .

&

_50. Bhanot: s.P.; ?inam:ing of Working Capital by Banks = IBA .
Bulletim Novemhero 1985. P 358, vol, VIIo No. 16. ;
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dei;aiiéd, questions were put for the teehniéue *budget' (which B
ijs inc:lu&,ed i'n ‘the main quéétion HOa 7) « The considerations for
put.ting separately business plan and- hudget in the main. questior
are as follows s (:I.) business plan may:.be. ,inte:r:preted ina -
very general sense whereas budget im'olves the details about
the exact target to be reached and 5.1: involves detailed

calcul ations .

The reason far: not putting different question for- bud{:;ef

'ané business plan in the detailed questionnaire are as followss:

The questions for bug'iness plan were framed in such a way
that they also cover the requirement of budget because after
all budget is management's plan for a business expressed in -

finantial terms as explailned ia Chapter IIs

DETAILED QUESTIONS 2
{a) BUSINESS FLAN :
The importance of business pPlan for banks has been_rightly
emphasi sed by Anthement and Roe in the £ollowing words H
Mesanca boxrowers strategy is more inmo::tant in milding a
sound portfol:.o of- quality 10ans. The m.\.lowxng checklist is
xeaommendeu as a sf.az:ting point i:o assist the loan off:!.cerin
evaluating an applicant‘s business streng%:hs and weaknesses in

-

pursuing a new business venture or managing ongoing entexrprises

1. What is ‘b‘ggrower‘s business strategy ? Can the borrower
delireakte the strategy's: Key component 2" ’

2. what is the borrower's market ? Where is the market ?
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3. Who are the borrower's customers ? What does he or she

know about them 7

4 wWho are the firm's competitors ? Where are they ? How

do they compete ? What are their strengths and
weakfpesses ?“51

John Durkee and Lan Sharlit also state. that "a lender requires
a business plan from a customer in order to make credit decislon

which are financially sound and viablie over the term of the

‘ 52

bank' s commitment.® Sta¥t Dyer puts the importance of businees

Plan in the following wards,‘“balancesheet and reveme agcounts
iook backwards., budg2ts look forwards. Budgets are an important

aid in assessing tae viability of a prospective borrower's

proposition and in reaching the lending Q§Cision“w53

Keepling above aspects ln view the follcowing questions were

put to the respondents $

(i) Is the business plan given importance particularly in

case of absolutely\new husiness ?

'-—u-wnv-ﬁ-uum-‘-u--nﬂ-‘nnw-—--—O-u

51. Authameant Joel P: and Roe C. Willianulvndcrstanding a
Bu51ness Strategy, The Key to Successful Small Business
Lending, Journsl of Commercial. Bank Lending Januarys
19920 P 40,

S52.Durkee John M. and sharlit Lan B.e Csh flow Planning on a
less than Expected Basis, Journal of Commercial Bank
Lendings April, 1982, p. 41.

53¢ Dyer Staurt, Bank Lending with Management Accounts and
Case Studiess ps 40.
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The importance of business plan lies in two directlions
‘ta) the business which is to start and (b) the business
which is ongoinge And it is for the new organisations that

business plan is of utmost importance and hence the question.

{ii) The second sub quastion regarding the business plan
ielated to the verlfication of the correctness of the plan.
This was put considering the fact that "targets should be .

set to b2 reached, however, ambititlously they are determlned.A
Théy must take account of the company's strength and weaknesses

. 5
and the environment in which it cperates."'4

/

While emphasising the correctness of business plan it has
baen stated by 9'Malley thats "financial forecasting can be
extreemly valuable tc the commercial loan officer but should

B . i~
be approached with.aautionw"5“

(1iid) Q. 72 (3i1) is én,extensi&n of Q. 7 A {i1) i.e. to decide
the cozrectnesé of the plan? éne has to analyse the factors
which a;fnct to tﬁe achi ~vement of the plan. The factoxrs taken
into ﬂoqsideration for achzevement cf the plan are 3 avallibi-
llty of raw material. aCC@SSLbllity of raw material. cost of

production, units of that industry in that areas spread of

54. Pitcher M.A., Management Accounting far the Lending Banker.
Do 27

$5.0'Malley Charles A. III, Financisl Forecasting and the
Credit Decisions Journal of Commercial Bank Lendings
Novenber, 1977: pe 48.
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that 1ndﬁé€ry all over Indiae and demand of the product. The
importance of each of these factors is discussed in the following

linesse . . .

AVAILIBILITY OF RAW MATERIAL 4is important because without -
the availibil :Ijty of raw materlal production can not proceed
further and if tﬁe production is hampered all the subsequent
activities are hampered and it has its final impact on the
profitablility of the organisation, .

ACCESIBILITY ' OF RAW MATERIAL 15 the second important factor
for achievement of the business plan. Eventhough raw material

is availables but is avallable at far off places it is quite
possible that there is delay and this may delay the production
schedule and f£inally it may have an effect on the profitability.

COST OF PRODUCTION is the third important component of
business plan. It is the main determinant for pricing ana in
turn it determinesthe profitabilitys therefores the extent to
which cést of production is correctly projected is very“
important determinant to decide the extent to which profit

projections will turnout to be true/correct.

UNITS OF THAT INDUSTRY .in that areuis the fourth factor.
It.ié ; —w}efy_ iﬁprr#a;xﬁ f;ci;.ar to décide éﬁe ievel of d;eménd of
the product and thé extent of competition that the proposed '
borrower will face. This aspect is to be viewed very critica;lyr
becauser if the projecte‘d sales level is éhown very high Sy

the proposed borrower but looking to the level of conmpetitions
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if it is very difficult to achieve that level of sales the banker
should discuss about the ground on which that demand level is
shown and if the proposed borrower is comvinced the projections

may be adjusted accordingly.

SPREAD OF THAT INDUS’I‘RY IN ALL OVER. INDIA 1is the ffth
factor which is also considered important for products having

) demand at the national level i.e. for pxoducts which are the
n:onsumeh goods items, previous fac’aor is important but for
'products of consumer durable nature; the spreqd all over India B

is equal ly important.

e

Last but not of the 1aast importance factor considered is
the DEMAND _OF THE PRODUCT. Without the demand of the products
sales can not be matefioiised; and tﬁeféforea' the level of demand
of the product should . be viewed very critiaally while going througl
the business plans submitted by the borrowero 1:o judge correcte
ness of the same (:!.v) Q. 7Aa (iv) is "Do you :t.ns:i.st for quantifiact‘
business plan ? This question was put considering the fact that
'if the business plans are prepax:e&. in general, it w:!.l]: be very
diffi_éult' to exercise any sort of control, on vague business plans
and hence business plans ‘should be quantificl. "Vague aims such
-as *a large increase in turnover's *a ‘much 1mproved profitability ¢
‘an increasing market share' donot prévide a c¢learly defined path
for a business. Precise objectivea enable management to calculate
the exteat of improvements to be made 1f the business is moving '

of course “56
' 564 ‘Pi.tdhér M«Aes Management Accounting for 'Lendixig -Banker,
PPe 26, 270 . :
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(v Qe 7 AE(V} ‘is regarding the period for which business plans
are being demanded for :l..e. for one yearo two years, three years -

or more than three years.

This- information was sbught'wi‘th a view to analysing the
nurber -of 'y'ears for which ‘the forward planning are being sought
for.' ‘l‘he ex:tent to which bankers try to look ahead, - whethez:.
they want to run ahead by one years two- yearss - three years or

more than three years is very important.

" .- This sort of forward Planning is important both for the
bankers and the borrowers, because when the borrowers are
' required to furnish’ this type of forecasting they are complelled .
to have a look in futire to ﬁorsee ?:h’asﬁ~ problems/contingencies.:
which niéy occur in business apd steps that they should take to
i;aick,lé wiﬁh the like;.y growing situat;lons. ,F;ord the point of
view of bankers, it provides a tool for monitoring and controlling.
cOni;rpi}.‘inguis not possible without planning and hence if the
projections/business plans are taken from the borrowerss the
bankers can see whether those projections are achieved or not
and if not, the bankers can ask for ‘an explanation from the

=

borrower.

5:§he sﬁorter the period of s.tuéyo the closer the actual
outcome will be to that which was projected. The reason for this
is that cash prq_fjecéﬁed per’fo& is t&jpidally built off the previous
period and thus ergors in the near term tend to get maginfied in
succeeding periods.” 57

--c-—-n-—--w‘——p-m’-ho---—-p—nm-u-n-n

57. O'Malley Charles a TTI, Financing Forecasting and th; Credit
~ Decision,. Journal of COmmercial Bank Lenﬂingo ‘November. 1977,
Po “48 o .
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(vi) Q. 7 alvi) is, "Is 4tress given to plans developed on
current;egoﬁéﬁic situation ?" This question intends to examine
the  importance assigned to the effect of governmenﬁnpolicyc
affecting the proposed borrower while taking lending decision.
Th;s is a veyy important aspect to be taken care of by the
‘bankers. because for example, if the impoxrt license is rquired
bxyﬁpe‘pxbppéed bor;oweéragd if the license is still not
reéeivédwby him acpérdiné to prévailing import.iicense policy.

one cannot decide the future course of action.

" Phis point was takquinﬁn ccnéideration afeer referring
to thénapplication forms, which are required to be £filled in
by the proposéd borrowers (2143 Qe 7 A (Vii) is the last question
for the technique business plan. It is, "Is consideration giyeq
to future economic trends ?" This is important from point of
view that if there is a trend for liberalisation, what effect
will be on the business of the proposed borrowers. should be
analysed by the banker, for example, &ffect on the business of
the proposed borrower. if customduty rates are belng reduced.
All such things are required to be anal&sed by the banker and
the bankers are require§ to sse whether these aspects are taken
into consideration by the borrower or not while developing the

business plan.
b) BREAKSEVEN ANALYSIS

For the purpose of lending decision break-even point is of

utmost importance..As Brenda Gilliam iightly‘puts it "unless a
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firm is operating above break-evens the chances of -repayment from

operations are slim.”sBA

Axkhat level of production and in which year the borrower
will reach to beeak-evan Ievel is vexy important. Moreover, the
proportioa of the fixed costrand variable cost also holds the

place of importancee.

1

Break-even analysis can tell the banker, what sales level
his borrower muét a&hieve %to cover his costs: Break-even |
analysis is an important c"em;,':onen‘t of detez:mir;ing the profita=-
b:l.lity of the potential bo:rrowerf.'

The information about contributien is very important for
bankers to know from which year the organisation will be capahle
to repay the loan. However; the fixad,cost‘will also include the
‘eve:heads. There may be expenses which are non-cashs hence what
is more important is“the cash break-even: As it is rightiy
stated by Ve Srinivasan that "from.the banker''s perspective
cash flows woul d appear tn be more important than the company s

n39 and the

net income or operating pmofit as the case may bes"
author has shown that the cash flow break-even is somewhat lower
than the accounting break-éven because of the exclusion of non=~

' cash charges.

As pointed out by Laudeman "break-zven analysis goes beyond
identifying the sales 1evei at which a company can meet existing

expenses-and lpan obligations.,lt can be usged for a number of

59. Srinivasan Venkatesan, More on Break-even Analysis: Journal
of Commercial Bank Lending, July, 1984, ps 56+ |

58 « Gilliam Brenda, Can this loan be repaid ? The Bankers Magazing
Nowmember-December, 1990, pe 77.:
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different business decisions but perhaps the most meaningful is
the use of break-even analysis in considering the feasibility of

increasing a company's level of boxrowéngs.“so

In the light of the above and discussion in Chaper II the

detailed qnestions on break-gven analysis were framed as £ollows @
Breakueven Analysms and Type of Organlsation H

is whether the technique is adopted for established customer

for ongoing organisation ?

‘i1is whether thé technique is adopted for established customer

K74

for new organisation proposeéd to be commenced 2

iii. whether used for new customer (who has éohe for the firét

" time) to your bank)but,has established business 2

ive AWhether used for new customer proposing to inaugurate new

'organisation ?

This group of four questlions was put with a view to study
_ for which type of borrower the technique is adopted the most afid
for which type of borrower it is adopted the least. Only marginal

difference was kept between these four types of hcrrdﬁers.
Various Factors and Breakseven point 3~

Q. 7 B (v) is regarding the factors linked with break-even
analysis. ractors are, (a) percentage of total capafity at
. which break-even point is reached, (b) numbeér of years that

organisation will take to reach break=~even leval and (e¢) propor<

tion of fixed cost and variable cost. -

ﬂ-h‘-~~-‘~-‘~--u-—‘buﬁﬁ--n--—&-‘n

60, Laudeman Mark Le, A Pract[tical Approach to Break-even Analysis,
Journal of Commercial Bank Lendingu Januaxyb 1987, pe. 45
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' Looking at the importance of these factors,it is attempted
to.stqdﬁ whethg:‘ali,these factors .are being glven importance or

not ,these three factors were put.

The first factor is important considering the faect that if
at a very ligh level of installed capaecity break-even points ;s
reached,’ it is not worthwhile looking to the fact that the costs
of installations of equipments are bgiﬁg'ré¢ayeréd at a very
létter date. |

The number of years that organisation will take to reach

-break<even level is important, to decide the repayment schedule.

' Proportion of fixed cost and variable cost is important,
from the point of view that on’the fixed cost generaliy lower .
control can bg exerclised either by the borrower or by the banker.
To illustrates once installation ofiplant and machinery is made
there will be speciiicAdépreciation charge on the same. Similarly,
it is very difficult £o reduce the level of salary. For utilities,
wbether'broduction';s there or not certain minimum charges are -’
to ‘be paid. The level of breakeeven also aepeﬁds on the composi-
tion of fixed cost and variable cost. “

With these considerations above three factors were included
in the,Questiqnnaire.'

' To emphasise this poiﬁt more and to study in detail the
factors, two cases were devéloped.-mhé dét;ils of éasés and ﬁhé

analysis thereon is given alongwith the discussion of analysis.
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The third case is put to see the consideration given to the
percentage of :installed capaclty at which break-even point is.
reached. This case is also discussed alongwith analysis.

Margin of Safety and Break-even Analysis

(vi)*Q»~7;ék(vi) is regardihg "Is the margin of éafety'(Sales~

BEP) takén into consideration while sanctioning the loan 2"

Mgfgin of:safety is very important for bankers to deciée.the
repgyﬁént'séheduleg as is rightly pit by Srinivasan, "Combined
,withroperating léaverage; the margin of safetycan eﬁhable the
. bankers to assess the degree of risk involved by lending to a
progpective bnyer or the committed risk in the case of an existing
'bor:ower."61}Panqras states that, “the banker should ensure that
the projets‘which are highly riskY‘and uncertain shouid possess -
a-high degree of margin of qafety so that any drop in sales or
—increase in costs would not jeopardise the viability of the
project and would not affect the repaying capacity of the orga~
nisation.“62 l '

Here also is d6veioped one daseslmhe details and analysis -

of which aJ:e given in the Chapter VL ,

Q. 7 B (vii) deals with the‘use of information regarding
1margin of safety in deciding the repayment schedule. This is
ccnnected with Qs 7 B (vi).

Qnuoa--h‘-hmnnu----»u--‘-n--t-—rb-n-

61. Srinivasan Venkatesan, More on Bregk~even Analysise Journal
- of.Commercial Bank Lending, Julye 1964, Pe 583
62. Pancras Ues Break—even Analysis and Lending Banker, Credit
Managemeng {Planning, Apprcisal and Supervision (Ed. by
SalieNa Si!nha))‘ Poe 2544
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Introducing Probability and Sensitivity Analysis to Break-even
Analysis .t '

The next question i.e. Q. 7 B (#iii) concerns itself with
the use of'stétisticél test of probability made %o get more
clear idea about level of sales and deviations in profitability
level,~The question was put taking into consideration the
aspeéts discussed in Chaptér I;; Heiée it is assumed that not
on;y that the gquantlty can change but it is also assumed to be
the random vaiiahle and hence the mean and standérd’deviation
of the guantity are given and the probability of‘profit being
' greatér than zero is worked out in the given cases and the
respondents were requested to give their judgement as to out of
the given two borrowers to whom they will sanction the advance. -
The case and analysis to the respense are discussed in Chapter

VI,

The aspect of sensitivity analysis‘is discussed by Q.7B(ix)
The qﬁpeet of probability and sensitivity analysis could have i
been herged in one question and one case to bring 1t nearer to
realiﬁy: howevers, in view of some exigencies it was felt that it
would be better if both these aspects {(probsbility and sensiti-
vity) are studied separately. Hence in this question the

aspect of sensitivity is put separately. -

. _The.sensitivity analysis here taken was a .very simple.
situation mathématically#~howevero it was a very essential and
an iﬁto;tant agpect'to‘be considered before the lending decision

is finalised. -

T
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"“Here an'attempt is made to examine, the respondent's
approach to judge viz. what will be impact on profitibility
level and on BE:P of a change in any of the factor affecting to
the profit ? Heres as it should be very clears the factors
affecting the profit are the fixed cost, variable cost,
quantity{ of sale and selling price. The wariation in quantity - ’
of. s—c"ale' over a period of time are aédepted by the business world,
however the lﬁtely varlations in the sales-price, f£ixed cost
and variable. 7 cost are not being considersd generally. Here,
in the given case, the 1ikely changes in variable cost per unit,
fixed coﬁt and sales price per unit are considered one after
the another and effect thereof is worked out on profit. The case

and the response thereon are discussed in the Chapter VI,
- Multl Product Firm and Break-even Apalysis ¢

The application of break~even point in multl product ksitua-i
tion is inquired into by Q. 7B{x)+ In the rapidly developing '
business world; the énterp.remaurs are génetally' not con&entrating
on the produ‘ctiop of single 'producte howaver, tﬁere is é trend
- for the multi-product: Now when there are more than one product,
the jimportan‘ce of break=even analysis further increases. Here, '
the first and simple thing is to have a composite break-even
pointyi :Biﬁgi_eéihﬁeéite break-even point is meant that break-sven
point :Ls vféund' out “together for all the droducts in rupese terms
and them it is converted into units ahsidering their prices and
hence the question put here is "In the case of multi product firm

we would l1lika to knov.é that how product-wise break-even point is



found out by bank or demanded by bank ? What 1s the accepted base
for allocation of fixed cost between varlous products ? Is it
distributed equally between-\all the products 2"

Application of Break-even Analysis t© Bank Branch @

Over and above its application for analysis of borrowerss
break=even analysis has its’ application to bankers also: This
aspect is examined by Q. 7B(xI). Here respendents were required '
to inform whether the analysis (i.e. Break-even analysis) is
used by bankers while taking lending decisions to find out the
effect on profit of composition of loan portfolio.

The qﬁestion was put mainly to convey the idea floated by
S« Singh. According to him “a banker will hardly be interested
in break-even analysis per Ses...s+ Change in price will lead to
an upward shift of total revenue. This in turn will lead to a
downward shlft of break-even point to the left. For a branchs
change in prices of its products is practically out of gquestion
c’as lending rates, service charges and locker fees etc. are all
given for the branches But the branch c¢an certainly evolve an
advance mix r}:hich is superior to the existing one in terms of
better returns. For exampler, lending under DRI i3 at 4% lending
to small people may be at 12% or 13% to other priority sectors
such a;s émall scale industries and agriculture may be 14 to 15%
and to other traditional sector the rates may go upto even»ls.s%.'
Similaz:ly the ;iecision to lend may generate income ranging f£rom

4% to 16.5% while -decision not lend, but to remit the balances to:
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head office ;naﬁr yleld at least a notional return of 9 to 11%

to the bi'anch.‘ Here agains .there is a choice before the branch
to lend ér not to lend. Generallys a decision to lend would be
more profitable for the branche. A dynamic branch would like to
improve its earnings by planning to add more of such products'

in the advance ix ) which are more profitable for the 1:>r:annc:h.63

In the countries where the, interest rates are determined
by the bank itself with opén competition in the marke,t; consi-
derable xesearcﬁ has been carried out. The following ’:ema::k
gives an idea regarding the same. i.e. "there is a break-even
point at which the monthly cash flow of lnterest payment invested
will provide enough incremental revemue to affset the cost of ‘1
billing and collecting these funds.’ Anything over this point will
cqntribute to profits and,anytl:xing under this point will dilute
profits. There is nothing to sugé;est that these findings cannot

€4

- be extra-=polated for larger banks.®”" Delton Chesser's comment

on. this point is also worth noting. He states that, “the conclu~
dion is that‘ if ﬁe bank plans to break-even, that iss to equate
the gains and losses that are expected to result f£rom ﬁhis loans
the applicant must be charged an interest rate of 12%. \)Because

of conmetitive‘condition and usury sFatutés:’ banks 'x;\ay not

always be able to charge the m@uteé bf’l:é}ﬁcseven rate of inéérest."ss
But-under the present scen&trio of Indian Banking system, research

--—-c--1&-—‘”—‘-&---------»----—--u.

63, Singh S., Performance Budgating for Cmnmercial Banks in India.
Pe 654 , -

64+ Polinsky Richard M., "Break-even Analysis for Commercial Loan
Billing, Journal of cOmmerc:ial Bank Lending» Augusts 1976, p.53.

65. Chesser Delton Le.e Determination of the Break-even Interest
Rate, Journal of Commercial Bank Lendinge Marche. 1975, pe. 42.
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on this line has a limited scopes Thus by questions put for this .
technigque an attempt i3 made to examine the various aspect of
Break-even analysis including the.application thereof to Bank

branches; .
{c) /GOSTING TECHNIQUE $

The costing technique determined plays a very important
role in the managerial decision~making.aé discussed in chapter Iﬁ
There it is discussed with main referénce to stock valuation. It
is explained in the said chapter how with change in method of
charging each issue of inventory, the stock valuation diffeérs.
and this stock valuation further affects to the profit figure,’
value of current assets, current ratio and net working capital.
One further impact of stock valuation directly on cash flow cahA
be explained as follows - Assume the two proposed borrower from
the same‘industry. Assume also same composition of inventory
content at the year end. If one of the préposed borrower £ollows
FIFO method and the another follows LIFO method, the first one
will show higher invehtory {when the prices are rising)., higher
current assets, higher profits and higher net working capital as
compared to the borrower followlng LIFO methods, of stock issue.
The effect of higher profit (to borrower following FIFS method). -
ﬂwill be on tax liability, which obviocusly will be higher
(p{gyiéed thé# tge*pgg§n§s§tippa; structure of both the borrowers
is-same). This higher tax liability will directly affect cash
outflows which will. increase the need of borrowing and this '
higher borrowing meéqs higher interest burden aﬁd_the circle

continmies. : . Lol . “
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Oon Ethe above back ground it can be sald that the strength - ;
of compahx fo:'!.}owing LIFO 1s higher than the company following
FIFO, howevez;o? in the context of the basis of lendings one f£inds
that it is the current ratio and working capital based on which

the permissibi;a bank finance are being worked out and hence the

6

remark by Bohan and Rubbin6 becomes very important for conside=~

ration of bankers under such circumstances.

Dg.ri.ng the survey of literature it has been observed that

much work is carried out in foreign countries on the subj ect®?

however ‘it seems that very little has been carried onut in the

indian s‘é:enarib. Still it is clear from the remark of Mehrotra . I

-ﬂ--nﬂn----puuucnu-m-nq-n------ao-‘

664 Bohan Michael P. and Ribbin Steveno LIFO s what should be
disclosed ? The Key : Help for Users of Financlal StatementSo
Journal of Accountanin Februaryo 1985¢ PPe 72-—74. ) ‘

(a) Anchin Howardc zimmerman Morris.,' Anch:.n Block and Anch:l.n.
‘some Facts on LIFrD -for Lenders, Journal of Commercial
‘Bank Ledninga September, 19'74. p. 37 to 43.

{b). Swindell Robert M. (Jr.), Adjusting for the Effects of
- .LIFO & A Worksheet, Journal of Cemmercial Bank Lending,
June, 1986, ppe 60=71.

{c) Nelson Carl L., The Big Rush to LIFO. Journal of
COmercial Bank Lendingc December, 1975, ppe 31-39.

(@) Bohan Michael P. and Rubbin Steven t LIFO : What should
.- be discdosed ? The Key : Help for Users of Financial
Statgmeghs» Journal of Accountancyo Februaryo 1985,
' ppo 2w 40 .

{e) Morision T. Lincoln 3 The Last Word on LIFO, This Week 1 .
" Journal of commercial Bank Lending., September, 1980,
DPPe 2<18.

(f)t &'ibson Scotte LIFO Vs. FIFO 3 A Return -t6 the Basics,
‘Journal of COnunerc:!.al ‘Bank lend:l.nge October., 1991,
pp. 36-40.
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P

that the method of valuation of inventory can be used as a tool
to manipuiatélthé profiti’wﬁieh is put in the following lines -
for reédﬁ reférende."-éhange in ‘valuation of inventory (LIFO to
FiFO or vice vegsa) writlng back depreciations change in depre-
ciatiéntsystem (straight line to WDV or vice versa). under
provision of iiability» revaluation of assets etc. are usually
accepted practice to inflate/manipulate prbfit‘“es

To study the above aspect question put to the respondents
was, "whether costing technique followed or to be follgwed by
the proposed borrower is taken into consideration while sanction=--
ing the loan 2® and further to thesé three cases were also

; developed which are di scussed in the Chapter VI.
(3) FUNDS TFLOW STATEMENT $

AUsé of this s;atéments for“analysis of borrower's health -
is becoming of increasing. importance now-a~days for bankers?
and hence this is included in the guestionnaire, N. Vinayakam
. emphasises the importance of these technique for bankers in the
following words - “"when finéhciﬁg‘is resorted through borrowings
by busihess congerﬁs; 5§nkegs and financial institutions invaria-
bly insist.onfthe filing of funds flow statement alongwith the
loan appliéétion. All searching and intricate issues pertaining
vto thekfipang;al_affairs of the concern such as overall credit
Qorthigess ofithe concerns the,feasibility)of.tha sqheme for-

which the loan is:required, the current ratios, the source of

68, Mehrotra Shyamjie  Cash Flow Analysis 3 Reading Borrower's
- Heal th" Prajnan, Vole xixe Noe« 3, 1990, pp. 287-288 .
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repayment, current fundé:generating,capacity through normal‘ {
operationss various sources of financing adopted and the like
can be best understood by reference to the funds flow state-

ment.gg,

Emphasising the use of .funds flow as a tool of plannings
Anthony states that "as a tool of planning, the.projected funds
£flow statement 1s an essential device for planning the amount.
tim;ng and chanacter of nen finéncing; Estimate@ uses of funds
for new fixed assets: fb; working capltales for aividends and
for éﬁe fepa&men; of debéﬂare made for each of the several
future years ustally at least two or three but in some cases 10

: ‘ 70
years or more."

On utllity of funds £flow statement for bankers B.M. Lall
Nigam states. that; “the banker¢ for exampleo can successfully
evaluate the financial habits of the companyb l.e. managerialg
attitndes towards spending and financlng. He appraises impact

'371

and quality of investmants and disznvestmenas. He continues

further that, “the fact is that the funds statement tnndsrto
’ oub -
answer theAleading qpestdons which a banker would like to pnt toA
his constituent s bﬂow much do you need ? what for ? When can it

be’ repaid 2 from what source ?72

.~~v—-‘~—-ﬂ-n-~~~---ﬂ~~—-~~---w&~—

69, Vinayakam ‘Nee Management Accounting H Tools and Techniquea'
DPe 314.. ! . Co . :

170. Anthony Robert Nes Managementnaccount;ng 3 PrincipleSo'p. 258 ¢

71. Nigam BeM. Lallo Financial Analysis ”echnzquas fbr Banking =
Decisions, pi 158. - . -

2% Ibides pe 1584
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?ointing out the importance of funds flow statement. K.M,
Chitnis states that "the scrutiny of -the projected funds state-
ment.has:been regarded as an}importang tool in the appraisal
piocgdu;e -

1.  Funds statement shows the capacity of the borrower
in generating funds out of buslness operations whether the

profits have been retained in the business.

2+ Does the fun@s statémenté‘shcw diversion of shorte
~ term funds for long~term uses. ? How does the borrower proposes

to remedy the diversion 2

3. Dmes the statement incorporate provisions for payment
of income tax ? Encroachment on working capital funds will
have adverse effect.if the tax-liability is pald out of working

funds. w13

The followlng questions were put for the funds flow state~-

ment in the qnestionnaira E ;

(;)l Whether funds flow statemenﬁ is demanded for future one
year or more ? ‘

As such the statement of sources and application of funds-
is being prepaxed from the balancesheet. (it is a secondary
statement. But when the projections Sre being demanded by the
bankerss what is important that how those projections are to be
met with leeer suppose the proposed borrower givgs three year's
préjections where he may show differing level of.fixed assets/
investments. How this increase is being met with is very

t-a.-c-n*’-(n-wu-n-mbnuﬂn-“‘hnnuob-ﬂﬂh

73. Chitnls K.M.,» Credit Appraisal 1n Bankse pe 102,
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\important. Moreover, one of the method of preparation of funds
flow statement is showing change in working capital. When, it is
shown ééecifica;lya how the incréa'se in ,wdrki‘ng’ capitégl will be
met,will be apparent f:om the statement of sources and applica-
tioh of 'funds and éheref.ore. for what period in advance these

dei:éils are being demanded by the bankers is very important.

{ii) The }aspeét of comparision of actual achievemenss with -thé
‘projections is inquired into by Q. 7 (ii). This is important
considexring the ﬁaét; that the controlling is the maln important
aspect of management. If the Projections are not ‘corﬁpared with

" the actualse there is no monmitoring and in that case the purpose
of submission of project is not served. So far as this compafi-
'sion aspeci‘is Lconc,erned S.cé, Shah states that "the lending
skills of bankers consist of ﬂ\;{g elements ¢ first the assumption
regaréing the earning potentiale healthy cash flow and good
performance on which the credit sanctlon rests and second the
comparision of actual performance of the borrower from month to
month with the assumption.. ;n the past -tt{ese skills were
informal. Senior bankers used them as a rule of thumb and kept
them exclusively to themse}.veéa Much of themwere based on the

personal judgement and individual decisions.

This was possible when lending was simple and -Banks lent
only to large, selected credit worthy elite of industrial enter=
Prises. In the new environment with the complexities of husinéss

.and extensive retail banking., this pidéess“of making assumptions

N
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and cgmparing1pe:£o:mance with refepence to them has to be

formalised.?74

Qe 1D(1ii) is an extension of Q. 29(&1). Here the informa-
tion was requested from the ‘respondents regarding their experi-
ence for percentage of correct projections. The experiencea was
ubraadly divided in three parts viz. the actual positions matching

‘oabout 50-- of cases and ynore thavy 5o°l¢ ok Qases,
with. pro;ections in less than 50% of casesA\This information
,Lhraws ‘light on the extent t0 whith realities kally with

prajections.

Q. {iv) examihes the utilicy of funds flow statement in
deciding rapaynent schedule. 1e.es how the information regarding ‘
funds flow is useful in determining the ;epayment schedule of

the borrowers
(e} casH FLOW STATEMENT 2

Cash flow is very importan£ for any organisation. As pointed

out by M.A. Pitchers "Profit is an opinion but cash is a fact

is an often expressed thought in banking«circles.“75‘

Id

Nigam emphasises the importance of cash flow for bankers
in the following words 3 “Surp;isingly enough, this typical
tool of management—self,eﬁéluat;on—has emerged as a heart land
of newly articulated techniques for bankers, as distinguished

from other suppliers of fundse. As a financial model for the -
future; it reveals a good deal to the banker."ve,

75. Pitcher M.A., Management Accounting er Lending Bénkera Pe 28,
76. Nigam B:M« Lalls Financial Analysis Techniques for Banking
Decisionss p. 183.

74+ Shah S.G. Bank Credit Supervision over the use of funds by and
monitoring the phyical and financlal performance of the
borrowers Pe Be
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pifferentiating the income.and cash flow Peter Tischler
mentions that "the accrued nature of income doess howevers suggest
that accrued income and true cash income might be quite different
monetary values. Therefore, it is advisable to determine how much
these two value may differ and then to ascertaln which of these
values is a more reliable indicator of the firm's debt pairme_x;t;,

capacitye. n??

also Jerry Viscione mentions that "the data also indicate
that net income plus depreciation and {net) working capital

£rom operations can be poor proxies for cash flow from opera=

tionse 8

Following remark of Shyamji Mehtrotra points out lthe impore
tance of cash flow statements for banks - "an experienced banker
was once asked about the secret of hié decision-making. He
;ei:lied that before taking émy lending decisions he wanted the
prospective borrower to satisfy him on two basic points ,fii’:étl;{r
how is he going to pa{} back the money and secondly what should

he (banker) do to know that his plans on which répayment depends

are really materizlising. 79 He further states that "cash f£low

is one of the tools to have this information (about the health
of his borrower' s business)c and more preciyely borrower's

ab:u.ity 0 meet his obligations as and when’ they mature.”® n80

77. Pischler Peter J.. Evaluating a Firm's Liquidity and Bank
Credit Risks, Journal of Commercial Bank Lending, October.
1974, pe 26,

78+ viscione-Jerry Ads Assessing }:‘inancial ‘Distress, Journal of
_ Commercial Bank Lendinge July: 1985, p. 40.

79« Mehrotra Shzamjia Cash- Flow &nalysiss Reading Borrower's
Healths Prajnam Vol. xixe Noe 3, 1990, p. 287.

88. Ibid.., P 287.

-
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Cash flow statement provides information regarding sources
and uses of éash i.e. the movement of cash between the two

balancesheet dates.

There are the ways and means to manipulate/'inflate profits
however, there are no methods/accountinyg conventions +¢ manipu=-
late cash flows and thereby to hide significant flows from the

banker.

For the utility of cash flow Shyamji‘Mehﬁﬁra states that
“but cash flow gnalysis provided us with deeper iasight into the
financial affairs of the company ra£her~thn%wﬁat is revealed by
the funds flow analysis.. Hence one can conclude by saying that
by a systematic study of cash flow statement, a banker can
easily identify the strength and weaknesses of the borrowers.
It is a better indicator of borrower's solvency and ligquiditys
It highlights the weaknesses of the borrower and can be used
as an instrument to identify incipilent sickness because the

liquidity crunch always precgdes loslng profitability;dal

Pointing out the importance of cash flow Roger Nordgren
'states thats, "cash flow analysis theory is for many the corner
stone of financial analysis; yet it is too often misunderstood

or anly superficially comprehanded.”8?2

-Pointing out the weakness of financial statement and empha-
sising the importancé of ecash flow.Lqu‘HeaZEh states thats .

”aqcrual-béséd income statements, statement of charges in

e e W mh W WS T gy W R o YT s WO MR S S s IR e W MR g W gy A G am TH K W SR gy

81. Ibides pe 293.

82+ Nordgren Roger K., Uni -esstanding Cash Flows A Key step in
Financial Analysis, Journal of Commercial Bank Ledding,
" Mayes 19864 .pe 3
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financial position based on changes in working capital and
current-non-current classificatlion of assets and llabilities do
not provide the insight into the amounts and timing of a company's
future cash flows that is needed by today's bankers when making.

loan degisions. w83

Explaining how the time factor of cagh%low and outflow .
affects the requirement of advances Nordgren mentions that. '}
“For bankers, the key element in the asset conversion cycle 3,;5
time. Timing differences between cash inflows and cash ou’cfléws
are responsibl‘e for the need to borrows money. If cash is flowing’
out over a period of time faster than it is flowing in» an
external cash source or sources will be necessary to keep the
business going until cash bﬂgins to flow in faster than it f£lows
out.  Looking at two balancesheets and an income statement does
not always reveal the reasons for temporary imbalance in cash

flows. n84

He further states thate. "to the sensitive analyste the cash
£low reﬁért presents a company's history and the skill of its
managers in rich detail. Ultimatelys the confidence a lender has |

in the management ability of a firm determimes to a great extent

a willingness to extend credit.*®>

- YR A mE WE WS WB TP AF we ae TR WS R W AN we S W W TR mn S W W B gy R o W W G

83. Health Loyd Ce.s Financlal Statementss Credit Analysis and
the Forgotten Bankere Journal of Commercial Bank Lendinge
March. 1981, p. 12. .

84+ Nordgren »Roger K. Understanding Cashflows A Key Step in
_ Financilal Analysise Journal of Commercial Bank Lendinge
~ May» 1986, p. 15. B ‘ ’ ) ’

85. Ibide., Pe 15.
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Contrary to general belief about short-term aspect of cash
flow Jim Eck ford emphasises the long-term aspect of cashflow
in following linese. "cashflow problems are contrary to popular
bel—igfc Jong=term problems, cashflow problems do not arise,
ofternight and are not the problems of last year and the years
previous, Lending bankers should be able to identify good and
bad Ac‘:ashflow generators. B6 He further states thate "it is
uﬁ;‘fort.unaéé *Ehét’ most users -(readers) of the funds flow state:—
ment do not appreciate the difference between cashflow and

profit flow. w87

Pointing out the general confusion existing amongst bankers
regarding increase in work:l.ng cap:l.tal and cash consumption Jim
Eckford states that. “bankers £ind it slightly more difficult to

understand that increase in working capital consume cash unless
‘" they are funded by creditors finance. W38

Stating cash to be a king Jim Eckford states that "cash-flow
accounting/analysis is a valuable additional tool in the hands
of the finanaial 'analysé/b’ank'er cash flows are what matter. It is

not possibie’ to lie, xméuld: bend, d;l.stor"c reéﬁ" cash f£flows. Cash
is l‘::i.‘nga“89 ‘ ( ’

86 Eckford Jimz Cashflow Accounting Part Iz Scottish Banker's
~  -‘Magazine, Vol. Lie Xxve No« 300, Febmarya 1984, ps 149,

87 Ibid.o Pe’ 1500

88. Ihidu D» 152-153.

89. Eckford Jims - Cash flow Accounting Part II t Sco ttish Banker s
Magazine, November, 19844 pe. 114:
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Bxpldining in a fine manner: how the increase in proﬁita— :
bility éan affect to c{:ash-'shqrtagea' xestgr states that $ "under-
standiqg ﬁow a ‘»firm can become profit rich and cash poor can
leaci to u'xore appropriate loaﬁ struct::rivng. Detalled f£inancial .
pro;:ggtions are needed to e stimate the amount and timing of tie
» borrower*s financing requirements and subsequent repayment
ahility. Such an analysiso of rapidly gx:owing firms reveals the
borrowe:‘s :I.nability to make principal payments dux:ing the growth
period and indicates that a revolving credit arrangement would

be an appropriate loan stzuc ture. 90

Coming to the qizes;tipng put in thié{ questionnaire for cash
flowss the first question is

(i) F."br wliicl-i p’exiédl cash imdée’tsa are being demanded-monthly, -
quarterl y; six memthly; or yearly.

The purpose of putting this question waSo to examine whether
the bankers look a month ahead; a quarter aheads six month shead
or a year ahead’ ? On the basis of ‘above theoratical discussion
| it 1s very clear that to take the precautionary action and to
plan the loan stxuctureo information xegarding cashflows play a
very important role and with that consideration only th:l.s
quest:lon was put. o

(i1} Q. 7B (ii) is "aAre x:hese cash budgets demanded at the tina
of sanctioning the advance ol

This was with a view to looking into the point of time at
il:hiich infarmation regarding ‘cash position is being sought for by

.””‘”-*‘*--‘-‘”“--‘-‘-~‘~~-“-“--

90, Kester George W.s ®Why Borrowers Become Profit Rich and Cash
. Poors Journal of cCcommerclal Bank ;-endingo Octobexr, 1992; p. 53.
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bankers. The time of sanction of loan proposal is very crucilal
for lending decision, both for. term loan and working capital.
In the case of temm=loan eventhough it is for a fixed period of
time, once the loan i disbursed and if the répayment does’ not
.come ih then the recovery procedures are to be commenced and
all 4;'.hese are the time consuming things. As it 1s stated by

. Kalra; “11: i:he recent years slow process of recovery of advances
has posed a bi.g Problem fcr the banks in the deposit mobiliza-
t:.on because the total strength of the bank staff 1s geared

‘towards effecting the x:ecoves:y which is also not satisfactoxy‘ n31

Q. 7E (5.:!.) is mrtaining o the ut:!.lity of cash flow state-
ment in deciding the repayment schedule. The pro jected financial
statements are sought from the bozrowera now if the repayment’

' schedules are fixed for the borrowez on the basls of the above
' mentioned statements, it may be difficult for the borrower to
meet with those repayment schedules because the real repayment
capacity of the borrowe: depends on the cash flow i.e. to say
if the cash generat:l_ons and pxofitability are not mov:l,ng in
one line the repaymexit capacity méy turnout to be 'slender/wéak.»
Therefore, cash flow Statements ,shoﬁld be used to d'eéj.’de the
repayment schedule and hence the qxiestion was irncluded in the

- questionnaires’

Q. 7B fiv) 1s regarding comparision of actual caéh position
with. the original budgets submitted by the borrower. This is aliso
very cruclal to the fact that the comparision of the budget with '

-n--‘mﬁ*-"--‘“‘ﬂ-nﬂn-b”--‘----~~

91. Kalra SeSee Menace of OverdueSa 'rhe Bankerc Aprilc 1990, p‘ 25.
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A'the achievement gives an important clue regarding the capability
of the borrower and real situations. A quick and timely compari-
sion of these data may'also help theé bank in rescheduling of the
répgy_ment: s¢hedules providipg additional tempora.fy help to the
hor;cm# "to save the borrowa;g ﬁmm go.ing‘ out of order; and théreby;
avoiding l1oan to be turning into a badloan decision/l‘oan losses.,
W:Lth ‘these said a_spacts in consideration this .,x;uestion was

framed- o \ . ‘ . ; . . R

- Hores there was rio need to have bifurcations of this

' information ’é{e‘c:o;:'dixig to segments in which loan is assigned, .
pecause, the application or otherwise of c ash budget is Geéided
'at the very beéginning ééaga in the main question. Facilitywise
also. i:;fureatio,n was .not consldered necessary considering the
fact that may it be working capital advance or may it be term
-loane’ the inférmatj,o.ﬂ ,regarfiing cash budgst Plays an impprtant
'role to decide the requirement of fund and to-decide repayment

schedul e respectivelys No bifurcation was thought necessary

* " according to the amount for which loan is to be sanctionedo

because the amount of the loan big or small, is not important:
what is important here 1s the relevent cash flow because it

rlays an important rqles
(f) m:mcxan S‘I‘AE‘EMENT Amszszs AND RATIO ANALYSIS 1

Expl aining why the management accountant should view the
financial statements £rom banker's wview point Lew.ts and Les J.ie
state& that ¢ “The bhalancesheet and accounts of f,irms or

dompanies are looked at from various view points by those
T - . N .k - = 2 . - ,‘ K .
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concerned with thém; such as i:reditorsa sharéholders. bankers
etcs’ The managemn’c accountant must be able to 1nterpret them
from all these poim:s of view: because he may. be requi::ed to
advi.se from any of them why he should consider the accounts from
banker' s position may be less.obvi_.ous but if he is to advisg on
thé best way oﬁ‘ raising new finance the chances of success ‘in
raising a sf;ort-tgrm‘ loan or bverdr(af"t énd to what é:itent it

may be possible he will need to work ocut some idea of the bank

. manager’ s likeiy reaction. w2

In ';‘:he opinion of Christy George 2the borrower's f£inancial
data base contalhs a wealth of information we can use to track
our ioan porfolio's wulnerability to major change in the economy.

It also functlons as an efficlent early warning system for

specific borrowexs ..“93

JKehneth Sorensen also makes a remark that, "Finaxicial
statements present the financial effects of transactions conducted

by the business enterprise and should be/\ primary tool used by the

lender in evaluating credit worthiness atntil_.f’:.isk.."94

~_”-‘-'—.-c.’nm‘””‘“--'-ﬂ--’“--—--‘.

92, Brown Lewis Je anﬁ Howard Leslie Res Manageriel Accounting
and Fiaanca; e 621, « ,

83+ Christy George C. ¢ Problem Loan Prevention and Management
from Portfolio Point of view, Journal of Commercial Bank
Lendingo Octobero 1988, pe e

) 94. Sorensen Kenneth: Aes Your Customer!s Financial Statements
oW the anaZ Lender should view thems Journal of commercial Bank
Bending, November, 1975, pe 37.
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About.the utility of ratio analysis william Bjork statet
that "ratio analysis is a powerful tool in gaining a more complete

understanding of the business*activity.“gs

Paul Patrick belleves
thatf”:atips,areA1mportant tools inlasce:téining significant

:elgt;onshipg'gf business fact. These relationships are worth=
while indicators sees NOt svees abéolute indicators of impending

financial difficulties;“gs,

‘Giving a word of caution about the use of ratios for judging
soundnééslof the organisation Sivasankaran states that "a banker
has only the‘financ;al‘statements for ver¥fying the c:edié worthie-
pessipf a proppective borrower. But the statements are basically
figures which can €asily be dressed up. An intelligent banker
is one who sees through the cover and findg out the real finan-
cial position of the hor;qwer.ﬁ97 He further states that "ratio
analysis is a tool available to a ;enﬁing banker for arriving at
a 1eﬁding decisione. It should be remembered that these'ratios
Aa;e computed on the:basis of fiﬁaﬁciaitstatements sﬁpplied by the
ho;rowe#. And there lies the pit falls. The two,finéndial

95, Bjork william E.s, The Judgement Factor in Commercial Credit
Analysiss Journal of Commercial Bank‘Lendinga September,
- 1983, pe. ‘40, ’

96. Paul J. Patrick: A.Comparision of Ratios of Successful
Industrial Enterprises with those of Falled 'Firmse= Certi~-
fied Public Accountants. Fourth Quarter, 1932, p. 598 as
quoted by Bettinger cuss in "Bank tuptcy Predicition as
a Tool. for Commercial Lenders™ in Journal of COmmercial

ank Lendingo Julys . 1981s pe 20.

97, ! 8zvasan Karan.x.t'lmportance of Ratio Analyszs in Industrial
aAdvancesS. IBA Bulletin, Decembere 1989, pe. 262,
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£

statements are profit aad‘ioss account and balancesheet. As
balancesheet is prepared as on a particular day it has been
likened to a snap shot taken. of something in motion. It is

possible to dress~up a balancesheet to give a good—picture.%gs

Emphasising the improvements which can be incorporated in
the method of-computation ahd“se of ratios. L:C. Gupta states
thats "the prevalling practices are too conventional to be
wholly satisfactory and take no account of the change in environ-
mentes Such change has invalldated many of the old practices.

- A pféctide@;bf taking into account ohly long-texm\debt
instead of total debt fox(debtﬂequity ratio and several other

practices too.“99

Heifurther states that ”definite scope exists for making

ratio anélysis a sharper tool for appraisal and forwar@ing.“loo

and also "financial ratios have traditionally been used in re=-

search to classify falled and non-failed firmsa“l 1

In opinion
of Baruchlbevw also "One technique frequently employed by bank
*1oan ofticers is ratio analysis. Ratio analysis is an approach
to financial statement interpretation; that is accomplished by?

;
ﬂ-‘bmﬂ-um---’r’.u*-ﬂ-m-hu‘--‘-‘-~-~

98+ Ibides DPas 265.

99. Gupta Ls: Css The Forewarnirg Property of Financial -Ratios,-
. 'Prajnans Vol. xvis No. 2, 188§o pP. 163, .-

100, Ibides p- A63.

101. Gent:y'aames.A.o New Bold Paul and White Ford David, Predi=
. eting Bankrupty.s If cash flows Not the Bottom Line what is ?
Financial Analyst Journale Vol 41, NO.: 5¢ .pe. 4756 as quoted
in The CFA Digests Spring, 1986, Vol. 16, NO. 2+ Pe 41.
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redicing several financial variables to a relatively small set

of rétio.”lqz

‘ c T George while specifying weight for various ratios
within a given range notes that, "analytical study of solvencyw
liquidity. ﬁrofitabi;ity and productivity gives a near-safe
performance profile for determining the on=going viability and

prosperity of any economic activity. 1103

cgm&ng to the gquastion put in the questionnaire for ratio
analysis the first question is ' ’

(i) Whether information sbout various ratios is demanded at

the time of sanctioning loan 72

This is important from the view point that the strength
and weaknesses of the proposed borrower should be Jjudged in
advances before indulging into the business with him i.e‘ before
the loan is sanctioned to the progosed borrowere maximum possible

study should be carried out of the borrower.

(il) After the above question the next guestion is regarding
collection of information about financial status of borrdwer
uniili the loan is.repaida Therefore, the question is *periodically
untﬂ% the loan is’ repaid'e.

.‘-u_-‘,-‘—n--ﬁ---‘~~-‘—-------’--

102. Baruch Lév.; Financial Statement Analysises A New Approachs
Pe 34, as quoted by Deitrick James We. and Stamps Jennifer
Le+s  The Use of Accounting Information by Bank Loan Officers.
Jougga%aof commercial Bank Lending, November; 1981.
p. =3 )

103. George C‘T.a Effective Credit Administration Through
Weighted Average System” IBA Bulletin, Septenber,*1991.
Pe 21.
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- Moreover, the position for cash credit i1s also inquired

into.

Above guestion is followed by an inguiry regarding the
selective examination of the ratios or general., i.e. whether
the information regarding ratios is demanded f£from all types
of borrowers or from the selected korrowers. Here the borrowers
are divided in four groups ise. (1) advance amount less than
Rse25, 000 (ii) advance amount more than Rs¢25, 000 but less than
‘fe 2 lakhs (iii) advance amount greater than Rss2 lakhs but
less than .10 lakhs and (iv) advance amount greatﬂ%han Rse10
iakhs. And fér this purpose éhe info?mation was sought regarding

19 ratios.

The meaning and interpretation of these 19 ratlos is
presented in Chapter II and hence the same is not duplicated here.

However, wherdever necessary importance to bankers is lighlighted.

- The ratios under study are divided in five broad groups

whilch are as follows

‘Short-term Liquidity Ratios

Long-term Liquidity, Ratios

Profitability Ratiés'

Turnover Ratios and - — : - -

Cowerage Ratios

Basil Mavrovitis also states that the 'focus on liquidity,

leverage. and profitability ratios when performing financial
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statement analysis. They are the three key business variables

that must be balanced to bes an engoing entity‘nlcé

SHORT-TERM SOLVENCY RATIOS 3

The first group of ratios is of short-term solvency ratios.
Here the ratios under study are : current ratio, acid test ratios
absolute liquidity ratio, inventory to working capital and current

liabilities to networth:

’ In‘addition £to discussion on all these ratios in Chapter II
in detail, first two iie. current ratio and quiék ratio are

discussed here from bankers' angle.
Current Ratio 3

Current ratio seems to be the most popular in the banking
world and is acclaimed to be a key quotient. If we look to the
development in discipline aspect of bank lendings the report of
the Tondon Commlttee in moving from f£irst methed of lending to
the third method of lending the current ratio is made more and
more sounde. It is the current ratio only which is referred to

while discussing the three methods of lending.

While discussing the proposed method of lending in the first
method, current ratic is kept as 1.17:1, in the second method to
be 1.33:1 and in the third method (which is considered to be the

ideal standadd) current ratio given is 1.7%921.

This ratio seems to have been given impertance on account of

the fact that it talks well about the shorteterm solvency, how

--n--“_.".--i-n-'nu.‘p-m-:--u-'-“--------

104+ Mavrovitis Basil P., Fifty Thoughts on Financial Statement
Analysis, Business Credits Februarys, 1991, p. 10.
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well the -organisation can meet with its liabilities out of its
assetse Ce.T. George also ététes that "a professional banker
should make a sensitivity study of the current ratio, if he wants
to £ind out the real financial health of the unit."!%3

Mavrovitis Basil states thats, "Current ratios under 1:1
. and quick ratios under 0.5:1. generally reflect firms that are

approaching illiquidity."los

Also "the Reserve Bank of India has laid down the following
crieteria for definition of a sick enterprise ¢ (a) cash losses
for the prewvious year, the current. yearand anticipated for the
next year (b) current ratio being less than one (c) detrloraw=

ting debt equity ratioﬁlo?

It may be noted, this has not e scaped criticisms and ix;
this conte¥t V. Srikrishna states; “the twelve month concept
was introduced mainly to counter the problems posed by the
operational cycle. According to this methods all assets/lisbili-
ties turned over within 12 months itself means nothing to any
£firm. Hence two concepts are combined when current assets
inclgde all operational assets (i.e. inventory and trade debtors)
and fexﬁ part of operational cycle concept, and other assets
form éart of 12 month concept. 51milailyw current liabllities
1nclﬁde trade creditors and form part of opemational cycle
concept?s and all other liabilities form }ati 65 12 month concept.

105+ George C.T.s Financial Statements and the Bankere IBA Bulle-
tine Marche 1985 VOl. viis NOs 8s pe 1394

106. Mavrovitis Basil P.. Fifty Thoughts on Financial Statement
‘Analysis, Business ¢redit, February, 1991, pe. 10,

107. Iyer T.N. Krishna, Guidelines for Financing of Small Scale
Industries (A Hand Book for Bankers)s p. 100, -~
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For ﬁhe RBI sapple of 1867 Public limited companies, inventdéy

and trade debtors constituted about 75 percent of current assets
and "all other liabilities' were 63 percent of cuirent liabili-

ties. This means that definstian of current asset is 1argely<ﬂwsahond

(L‘/ce,boxsaﬁ whereas  H . d&gmxhcn of 108
Kcurrent liability is largely 12 month based. "

He further quotes
the f;ndingsJof-William Bever and states thaty “ﬁilliam:ﬁ. Bever
exémgﬁe¢ #he?prédicgiﬁeﬁﬁoﬁér(éﬁlth;rty differeht financial

raﬁios éot”a\period upto -5 years ﬁfior to fallure. He concluded -
that the currént ratio was among the worst breéiétﬁts of fallure

, . 109
(the most effective being the ratio of cash flow to total debt.)"

'ACID-TEST RATIO s
This ratio is used in conjuction with current ratio. It gives

moré clear . view of_fhe firm's‘po:éétié; ability to meet its
immediate obligations.

- "KeVs Rao here notes that, "the relationship between current
assets and current liabilities both of which are balancesheet .
items rglateé'tg the last working day of the éccounting year. a
day before which or after which it could be materially different?
thus the current ratio can be over emphasised, particularly if

the shorter-term movement of the ratio is not keenly watched.

. The acid-test ratio also-poses the same problems as currente

ratlo calculated.@;lo

m-a------u--------.----.“---—---—ﬁn

108, Srikrishaa Ve Current Ratio Revisiteda Prajnan: Vbl. XﬂTIIe
NO-‘I,].% 9y Po 4620

109.Ibld.. Pe 463,

1104Ra0 K.V.. ' Strengths and Weaknesses of Current: Ratio, IBA
., Bulletin, March, 1987: Vole ixs No« 32 pPe 45.
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LONG=-TERM SOLVENCY RATIOS 3

" The ne#t'group of ratlos discussed is that of long term
solvéncy. This should also be oOf mudhminterest to the bankers.
Thevkétios included in thé quéstionnéire here are —<D§bt equity
Ratio: fixed assets (Net) to tangible net worth, and net worth +

, long~term liabilitias to net b&cck.

As the meaning and importance of the;é ratios are alréady
discussed in Chapter II the same is not repeated’ here. Howevero
so far as bankers are concerned; the following remark of the
ﬂandon COmmittee Report is very 1nportant for debt equity ratilo
and hence the same is represented here s "if the end product of
industry has'tc be s01d at a cheaper price and adequate dividends
are also to be given to make equity attractive to the investor,
no éompany can afford-even if it ﬁe:é possible to trade, entirely
' on owned funds, for rely too heavily on borrowed funds. Thepe
has to be a balance between the two what the company provides

and what it borrowq;“lii

‘Edgqr puts the importance of deﬁt'equity ratio 'in loan
managément function as followss" perhaps the best indicator of
impending proklems 1is the debt to equity ratio. when this ratio
exceeds industry norms‘thg-lender ignores the problem only at', -
great perils Al though. the emphasis on an inadequate networth
goes inﬁand out of fashiung the function.of networth_as a margin.-
'of-e:ror is‘a~eonstan§z“112

~~uq-m~-n“-‘-‘«‘mnn-‘-----ﬂbn-rn-ﬂ--

11ls Report of Sfudy Group to Frame Guidelines for Folow up of
" 'Bank Gredit = RBI, Bombaye 1975, Chapter 9 Para 9.7: Ps504

112, uﬂorsynan T Eﬁng1Qa}%w Effective loan Management, pe 111.
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-Regégdih-g;debt equity ratioc A. Rogar Bosma states that:
"One of the bench marks that analysts and loan officers seview
‘ca:ce,full:z is company's debt to worth ratioe.ess Although there
is no particular right or wrong debt-to-worth ratios it is
imbortant to track changes in the ratlo overtime, abrupt changes
might indicate that samething is-a miss. "113 '

In a study c¢onducted by Henry Kennedy for four financial
tratios viz. tangible equity to debt ratio. cux;rent ratios inver;-
tory to turnover ratio and-quick rétio he found that equ.tty' to

114
debt ratio proved to be most useful :!.n terms of predictive value.

PROFITABILITY RATIOS s-

Edr a banker who chooses between one borrower and anéther or
between one industrial security and anothers the préf;.t record
is by far the most important crieterioh. It is the key considera-
tion in yaséess:lng credit worthiness or éliglbility for 'a loans
a certain mtnimmn rate of profit has generally been mandatory.
Everything else being equal. the banker' s choice will Se on ~tfxe

borrower who shows a more consistent f;rofit performance.

But the baniter like any other analyst is not interested in
absolute profits. He wants to know as to how those profits stand

i,n‘relation to the earlier years of the same firm, to those of

. -

113. Roger Bosma Ae.s Diagnosing Credit Weakness Some Early warming
Signs - The Banker's Magazine, November, Decembers, 1988. pe T1-

114. g;de Bettinger Casss Bankruptcy Prediction as a Tool for
-7 7 "Qommereial Lenders, dJournil of Commercial -Bank Lending, - - -
© Julyes 1981+ Do 21. -
! . IR . - M / - - < - % N B -
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"the inauséjéy as a whole and to some of the lending units of‘ the
industry. For sﬁch a comparision the statistical rel”;.tionship
have to be found outs '

. Amongst the statistical relationships, those understudy
are t gross profit to sales (G.P: ratio)., net profit to sales
(N.P. ratio); earnings after tax to net.block + working capital
(ROX) 7 profit after tax to«comnbn »équityA {ROCE) 7 net profit to
net biock + cu&:rent assets (ROTA)» |

All these relationships are of a very hn.gh significance to
the lenc‘i:!.ng banker. 'I‘he meaning and interpretation are already
discussed in Chapter IIs however, -for het profit ratioc, we would
further like to sﬁaste és follows.

Net profif ratio used in conjuction with gross profit ratio )
will glve certain worthyhile signals o the lending bankers: If
gxoss profit ::atio x:ema:!.ns steady and the net profit ratio fallsc.
the lending banker should examine the expenses which have causéd
this £all and whether such expenses are extra-ordinaryo non-

regurring etes

For prcfitability ratios also Morsman considers them
important for problem loan identificat:l.on- He states that
#al though many 1ndicators can be selecteaa perhaPSo net income/
total assets-is the best: The business of business is to-make a
profits e;nd_,when adequate profitability does’ n;:>t exist, the .

lender must question the viability of the borréwer."‘nfs

N P _ - . . L. . ’
~~-'“&'-~—-»-“./-c"-nm—&‘u-m’-"ﬁ-woonu'omn

115. Mors{!ta't'x__ TLes ﬁdéai} Mi. Effectivé Loan Managemente pe 112,
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Under this group following ratios are understudy~i ;ngengary
turnover ratio. rece;vable turnover ratios average collection
reriod and asset turnover ratios. The mean%ng and interpretation
of tnese ra;ios is already disouesed ;nrehepter IX, hence the

same is not repeated here. waevera it is importent to ,note here
vthe comment by Hester Donald on inventory turnover ratio.. He

- states that, “if an applicant's 1nventories are rapidly growing
. or particularly highe banksare cautious when extending credit.

. The ratio of . inventories to sales. for a firm relative to its

“indns try is a measure of whether inventories are controlled “116’

i
H

| COVERAGE 'RATIOS 3
Here the ratios under study are times interest earned and )
the fixed;coverage'ratdo. The meaning and interpretation are
already discussed in Chapter fI@'Howerer the £6llowing comments
’ere fonnd important for bankers for‘#hese two ‘ratios and the
‘same are. as folious. For the f£ixed coverage ratio DavidABradiow
states that “bankers have traditionally Placed a great deal
Yof reiiance on a borrower's assets. They have also tended to
focus on acorualébased,inpome or profitability. However, £rom
‘a oreditor{s berspectivec the critical iseue is whether the
borrower is generatzng enough cash to service and repay the
debt "117 Dev. strischek states that "besides applying funds to

.--~--~‘-—-----'ﬂ‘-‘-”-‘“-‘---”““

116. Hester Donald D.. An Empirical Examination of a Commercial
‘Bank Loan Offer Function, Vide Analytical Methods in
Banking Ede Cohen Kalman J. and Hammer Frederick S., pe 184.

117. BradIOW'David Aoo Early deteotion of problen 1oans:
Journal of Commerelal Bank Lending, April,. 1986+ p. 49.
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the payx;xent of interest expense on its long=term debts a firm
must also commit funds to repayment of the debt principal.
s’ct;ec;uled\’ repayments of principal are just as »mandato'ry as
interest payments «es.s A conservative analytical approach is to
assume that the debt will be repaid as agreed. scheduled debt
rép_ayment .is quélly as important in appraising a firm's solvew-

ncy as is. :Lntei:eét expense f'.."s:.c:tm:'."“‘8

- The times interest earned ratlio gives bankers an idea of
the extent to which éa:nihgs could contract before such interegt
Obliéat_idns are threatened, and hence they place much faith in
this ratlos As stated by Dev Strischeks “one of the most widely
used solvency x:’atio”is the TIE."11?

A«K«¢ Sengupta emphasises the importance of this ratio in
the following words 3 "a.very important indicator for judging
the financial strength of a company with reference to its-

aﬁnz’w to meet the interest obligations is indicated by interest

coverage rat:l.o or times interest earned J:-at::!.m'*120

ﬁnﬁq—ﬁ-mnqﬁn-qm--u---mﬂwnu--‘-—ou—

118, Strischek Deves (a) Anal ysing the Quantity and Quality
of Cash flow for Long~term Borrowing"e Journal of Commer-
cial Bank Lending, May. 1980, p. 35« {b) Solvency 3 The
‘Congcept and an Approach for the Analysls of ILong-term
Borrowers: .Journal of COmmercial Bank Lending. Februarys
1973, Pe 36=384 -

119 Ibid., {a) p. 34 (b) pe 35.

120+ Sengupta AiKes Risk Appraisal in Bank Lending; Praj nans
T U Vole Xxixe Nowo 3.0 1990: Pe- 57- -
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MONITORING AND FOLLOW-UP 3

- Once the,loanﬂis sanctioned, its periodical monitoring and
obe equally impoktant. The objective of wmonitebimg and Fedow-ub
follow-up{will mainly be to ensure that the funds are used for
the purpose for whiéﬁnthey were givens the things are mév;ng
as per origiﬁal projections submitted by the borrower, to keep
a watch on any dues which are-a6cumulating and detect the signéls
and symptoms of sidkness at the i&cipient stage for initiating

timely corrective action.

The importance of féllow~up is emphasised by Tondon Commi-
ttee in the following woﬂd§‘= “a bank has to follow-up and
supervise ihe use of credit w verify f;rst whethéro ghe assums
ption on which the lending décision was taken continue to hold
good both iﬁ regard to the borrowex's operations and the environ-
ment and second whethef the end use 1s according to the purpose

for which the credit was given.#l2l

Monitoring includes supervision, and review function goes
alongwith follow-up. Herz:, Hingecrani and Chawia expaln supervi-
sions f£0llow-up and iéQiéﬁ4iniéhe foilowing words. - -

“Supervision generally relates to the behaviour of the
aceount as per bank'®s norms and limits fixed periodicéllyb

usually eachﬁgoﬁ;h: on the basis of informetlon provided by the

borrowar.

Foilow~up generally relates to assessment cf operating

rerformance of the borrower as compared to the data provided by

121. Report O£ the Study Group to Frame Guidelines for follow=-up
of Bank Credit, RBI, Bombay, 1975, pe 40.

-
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the borrower initlally at the time of £ixation of limits. It is
more or ;egs an evaluation of actual performance as conpared to
that pfoniiéé&? | |

.,  Review generally relates to an evaluation of the borrower
on‘“ the bés:!.s of supervision and follow-up as the borrower with
a view to finding out how 'good’ is the_accénnt. On the basis

of this review a bank decides on the extent of commitment of

funds extendable to a particular borrower.

Supervision, followsup and review are different versions at
different time intervals towards the common goal of examining the

safety of an acconnt.”‘l_zz

As Bidani and Mitra puti> its "a bank has to follow=up and
supervise the units to £find out if utilisation of credit is in -
accordance with the purpose for which it was allowed. The bank
has also to verlfy assumptions-on which the loan was sancticned
contimie to hold good w;tth regard to. operations and the environ-
ment and whether the promotors are adhering to the terms and .
conditions o.é sanction. This is done by evolving system for
obtaihing information at regular intervals or making visits to

the uni*;.."lzs . A

Accd:ding to Sampat Singhs ! follow=up is closely related _to'

the basis of lending. If the basls of lending be the man behind

-“----‘”---Q“----~-‘----“-'6----~

122. Hingorani N.L., and Chawla QsPss Management Accountings pes 18.

123. Bidani S.Ne and Mitra P«K.é Bank Finance for Industry wOrking
- . ..Capltal and Texm loanse .p. 144e. - ~ .-



the operations, the follow-up shall have to be zeroed on to hime N
If the basis of lending is the security then the follow~up shall
have to focus on the stock statements. documentat:lon; insurance
cover and the physical inspection of goods. But i1f the basis of
lending really be the level of quality of operations of the
borrower, then the follow—up shall also have to be based on

them eeses To control quality of lendlng is viri;ually to control
quality of industriai operations.»}24 ’ _

The .change req;uirgd in system of follow—up with change in
' style of. lending is explained by Bidani and Sshee as follows &

“Thia ehange in _Style and approach has necessitated the
.adoption of a scientific system of supervision and follow—up
which from the banker’ s view point can be defined as a systematic
. e'valuation of the performance of loan-taking enterprise to
‘ onsure ghat it operates economice_ally and 1f problem arise; to

suggest 'Practical soidi:iofx."lzs

According to Ravindran Gu ”any absense or tardy of recyolinc
of lendable funds wi.ll _affect the prospect of further lending and
uktimately may jeoparé‘gise the prospect of further credit supply
both_.at maoro‘and ‘miero Ii.ee\rgel.*"m6 STn general good credit |

maintenance practices can help minimiza 1088 exposure and

-‘-"ﬁ‘ﬁ--‘-&‘---‘hnﬂﬂnq-—n‘-h‘---a

124. Singh Samptat P.r The Lending System in Transitione
- Prajnano Jamary-March, 1981e Vole xo NOY1le Ps 38a . _ - .
1254 B:Ldani s.n. and Sahae P.Bée "How Bank Credit is Adnd.nisteredav
Do’ 130 C .

126« Ravindran G-: Reoovery and Follow-up of Advances ¢ Agri-
cultural Banker, ‘October-~December, 1988+ pe 10.



inc;ease the likelihood of a solid port folio.“127

- Edward .Altman also opines similarly and he mentions that
“if a bank 13 veyy efficient in recovering all or a significant
pmportion o.f bad~1oans the net effect on bank profitability will
of course*be >.1vess severe than 1f it is :I.ne?f:!.cient in this

endqvor. sz R

*low s.he point is whiqh of. the following tools are used for
the purpose 2 Here the tools which were inquirad ‘are x Cash bude

P

gets. funds flow statement and ratio analysis.

' Business plans, breakeeven analysis and costing system should
obviously not form part gf monitoring because business plan once
submitted remains the same e:icepi: in the case of revised proj am
' etions. Hences the function remalns only that of comparing the
actuals against the plan. The break~even point has also to be
found £irst given the invesjﬁment decision. This can also be
‘¢heckeds iees whether it is actually achleved or not. So far as
‘c‘o‘séing system is concerned once it 1s dedided, it is to be
adopted for number -of years consistently, with a ﬁoédiﬁon that -
change if -any has -to be reported alongwith impact of change in
the yeat of change ih the method of costing (Particularly for
change it ths method of stock-valuation).

I-Iencea the a.bove three techniqnes i.e. cash budgeta funds
flow -and xatio analysis are specific ally included in the group
of mnitoring and follow-up.

—‘---~~~~‘-------~-u~~~-~“‘~-~-ﬂ--

127. Bird Ant, Preventive Medicine for Loan Portfolios, Journal
’ of Commercial Bank Lending, Decembar; 1990: Pe. 61.

128. Altman Bdward T<s Some Estimgtes of Cost of Lending Errors
for Commerclal -Banks, Journal of Commerclal Bank Lendingc
" Octobers 1977, ppe 51=52.
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The use of cash flow in prediction of business failure is
identified by Jay Alix and Elmer Heupel, in the following words:
"o quantitative financial testing or detection procedures
should be employed by lenders from the earliest signs of changes
in £inancial posit:l.on,if not in an across the board manner on

all significant loan exposures.

Cash flow analj,rsi's can lead to a deep understanding of any
companys no matter how successful or stable. The valué of this =
analysis in identifying troubled companies cannot be over

<=zm};>has:l.s*.ed.“129 - -

- Also 8o far as the warning slgnals are concerned .'!.t is given
by cash flow in a better- way than by others. This is pointed out
by Aziz and others in the following words ¢ "tpe’ quality of
signals - as given by the cash flow based on (CFB) variables and
historic cost acccunting. measures of perfcrmahée may be assessed

from the following examples

A.M. International, MG Louth Steel., Nucorp Energy, Sambo's
ReStau‘Fariés, SarXOn Industries, Seatrain ‘Lines'alm‘i Wickes in 1981
had price-earnings multiples significantly higher than market

but their cash flows were not encouraging. They all filed banks

ruptey petition under chapter 11 in 1982."130

.----ﬁbnun-—unuu.-‘g.-;-.—---.a---_—---u

129. Alix Jay and Heupel Elmexr E.» Predicting Business Fallures 3
Let the Lender Beware, J ournal of Commercial Bank Lendings
Aprils 1990, p. 58-.

1304 ‘Aziz aAbduls - Emanuel David Cw and Lawson Gerald H«s Bank= -
prediction, An Investigation of Cash Flow Based Models.,
Journal of Management Studiese 25=5, Septembero 1988y pe421.
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. The utility of financial statements for monitoring purpose
in explained by Martin :Ln the following words 2 " .iees
,:olp}-.‘ainingfggp‘ spreading and analyzing financial statethents aﬁﬁ
pre-detemmined intervals. This function obviously will deter-

m.a.ne whether or not the borrower is in compliance wlth existing
credit z-.tgr:cﬁ:&-mem:e.."'3‘31

The use of ratio analysis is also not unknown as a predi-,
ctor of failure. As IAN Zimmer puts it "the paper indicated
that financial ratios based on conventional accounting infor=

matton are useful to loan officers for the purpose of predi-

cting corporate failure. 132

Thus, it can be said ‘t_l;al*o "it,:ai'z incng.toringr on the other

hadd consists of post approval éredit >analysis in ordér‘ to
detect. deterloration in loan quality-’“133 Here “the future

be , ‘ -
goodness = Op = badness of loans can/accurately predicted based

on a continmously updated analysis of loan cofficer's past loan

evaluations. "13_4

i
“---”-'-‘““--_}“"----------—~---

131. Martin K.D., Problem Loan Signals and Follow=-ups Journal
' of Coxmnercial ,Bank Lendingc Septenber.,. 1973; Pe 38.

132+ Zimmer AN, A’ Lens Study of the Prediction of Corporate
Failure by Bank Loan Officers, ps 635, Journal of
© Accounting Researcho Vol 1Bo No’ 2+ Autumn, 1980,

133. Udell Gregory F.. Loan Quality cOmnercial Loan Review T
T “'and Loan Officer Controctings Journal of _Banking and
Finance 13 (1989}o pe 369:

134. Rothenberg David, Predicting the Status of Your Loan,
- Three Years from Nows. The  Journal of Commercial Bank T.endl ngs
Aprila- 1980. Pe 284 \
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'Fo; proper monitorieg and follow-up the Tandon Committee
suggested the following ;easuxes s '

‘ Mpn&hiy'stock seatement in the revised form

‘M?er;edical stock 1n€pee£ion ~

| dgeréeeijjﬁeqibrEanee or bddeet information

‘;Half:jeafly proforma belenceeheet and brofit and

' “Ldss account within 60 days.

Annual audited eccounts within 3 months.135 )

‘SD far as the _system of‘quarterly information suggested
by'andog,cpm@ittee is concerned it 1s stated. in para 5&21
of Chore Committee Report that " wees¢ the system recommended

0136 and to

’ by Tondon cemmittee has yet to take firm rootss
get over this difficulty sinm&ified forms were suggestea by -

;he Qho;e;ﬂommittee.

So fer as halfayearlj fiﬁaﬁdial sﬁatements are c¢concernad
ﬁheir importence is also recognised by the foreign countries.
g}ehard‘ﬁgmm pq;s-it—in;the~followigg—words :-"considering the -
.indféased ava;iibil;ty‘of interim financial‘statements_apd the -
Alaterxdeliveryubf‘year end financial statementss interim

—h—n-ﬂ-n—n—-h—n-‘----------nﬂ----

135. Report of the study gmonp to Erame Guidelines for
» follow=up of Bank Credit. RBIofBombaye 1975, pe. 47.

4;,136. Report of Working Group: tawReview the System of Cash

fc”realt, RBI, Bombayo 1979, Pe 364
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financiai staéements are becoming more important to the

commexcial lending process."lls"

" Also ¢ertain informations are useful for obtaining warning
sigdai's; In the opinion of V.S. Kaveri and S.K. Agarwale
_“banks get the required information for obtaining signals from

£he fol low:l.-iig .sources 3

(a) Ledger account of the borrower #b) Stock statement -
submitted by the korrower on a monthly basis (¢) Eacﬁozy
inspection and meeting held with the borrower during the yaar
and” (d) F:Lnanrzial statements received from the borrowers on

an annual basis w138

So far as period.!.cal)stock statements are concerned it is
suggested by Nareshkumar Mlttal that 'if possible, an attempt
must be made to exclude the stocks which remained unsold for a

‘ 13
period of more than six months, as they have become obsolete."

Edgar Morsman_also gives importance to noh~financial

m?umation and he states that: “there is always a lagtime in

receipt pf. :Eina_n_cj.al data anéd in a deter:torating situation, a

« .

137. Hémm Richard A« Using a Disclosure Checklist t6 Incraase
the value of Interim Statements, Journal of Commercial
Bank Lend:.ngo Septembero 1992, pe 314

138, Kaveri VeSe and Agarwal S.P.o Study of Ledger Account

: Datas Prajnam Vale Xixe ﬁo. 4, 1990, p. 403,

13%.: Iv!ittal Narashhzm..re Credﬁ: recovery Precautions for a
Bankers, IBA Bulletin, August. 19854 Vole VII:i No. 132
jo 302. : R
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lender can be examining statements reflecting better times in
the past. Therefore, the fiequency of receipt of finanecial

information is critical and is part of the ongoing loan moni=-
toring process origlnally established . ‘at loan approval. If a
lender is not receiving adequate interim financial data, non-

financial aspects must be reiied on to_ detect proh&ems."14°

Considering all above aspects the techniques sfudied for
monitoring and follow-up are cash flow statement, funds flow
statement and the ratio analysis. In addition, to these three
specific ool ons optlon was "anyother please specify™. This
open option was to include in it any other mode/tool/technique

used for nonitoring and followeups
CONCLUSION =

This cﬁapter presents the grounds/logic for sample
selection, methodology followed for data collection and
contents with detaliled reasonlng of the gquestionnaire. The
cases which are put in the gquestionnaire are kept out of
purview of this chapters considering them to be well-suited
at‘éhe piaée'of éiééﬁséién~aﬁdwaﬁaiy515 6£’res§onsés.

The analysis of response to above questions follows in

-

the next chapter.

W e s MR G E g e W e up W MR ME S M W WCE B e e VN WG B WM A we We e Y e e

140, Morsman Jre. Edgar Me.s Effective Loan Managements pe. 105e



