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SYNOPSIS

Practical  training  is considered  to be an  essential  part  of  all the professional  institutions  and  those who are  aspiring  for Post Graduate  in Business Administration. This project is done in the field of Finance. This report is the outcome of the project at The Dhanalakshmi Bank Ltd. 


Appraising the customers based on their ability and intention to repay the debt is one of the prime tasks of any bank. Understanding the importance of credit appraisal, the project has been undertaken to study the credit appraisal mechanism followed by Dhanalakshmi Bank Limited.

The primary objective of the project is to analyse the credit worthiness of the companies that approach the bank for cash credit facility and decide if they can be given credit facility or not. The financial statements of three companies have been analysed. 

The data used for the study was secondary in nature. The secondary data was collected from the loan application forms and financial statements of the companies.


Tools like operating statement, statement showing analysis of balance sheet, comparative statement of assets and liabilities, statement showing Maximum Permissible Bank Finance, fund flow statement and ratio analysis were used to analyse the statements. Based on the analysis and findings, suggestions had been drawn to improve the loan appraisal process of the company.
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CHAPTER I

INTRODUCTION

The study entitled “Cash Credit Appraisal Process” was done with an aim of assessing the financial health of the organizations that approach The Dhanalakshmi Bank for cash credit. This chapter provides an introduction to 

· Banking industry

· Dhanalakshmi Bank

· Cash Credit Facility
1.1 THE BANKING INDUSTRY

Bank plays an important role in the economic development of the country. The entire commercial and industrial activities are well knitted with the banks. One cannot imagine the cessation of the banking activities even for a day. There may be an economic crisis in the country if the banks stop functioning for some days.

Banking in India originated in the first decade of 18th century. The first banks were The General Bank of India, which started in 1786, and Bank of Hindustan, both of which are now defunct. The oldest bank in existence in India is the State Bank of India, which originated in the "The Bank of Bengal" in Calcutta in June 1806. This was one of the three presidency banks, the other two being the Bank of Bombay and the Bank of Madras. The presidency banks were established under charters from the British East India Company. They merged in 1925 to form the Imperial Bank of India, which, upon India's independence, became the State Bank of India. For many years the Presidency banks acted as quasi-central banks, as did their successors. The Reserve Bank of India formally took on the responsibility of regulating the Indian banking sector from 1935. After India's independence in 1947, the Reserve Bank was nationalized and given broader powers.

[image: image1]
Early History
The first fully Indian owned bank was the Allahabad Bank, established in 1865. However, at the end of late-18th century, there were hardly any banks in India in the modern sense of the term. The American Civil War stopped the supply of cotton to Lancashire from the Confederate States. Promoters opened banks to finance trading in Indian cotton. With large exposure to speculative ventures, most of the banks opened in India during that period failed. The depositors lost money and lost interest in keeping deposits with banks. Subsequently, banking in India remained the exclusive domain of Europeans for next several decades until the beginning of the 20th century. Foreign banks too started to arrive, particularly in Calcutta, in the 1860s. The Comptoire d'Escompte de Paris opened a branch in Calcutta in 1860, and another in Bombay in 1862; branches in Madras and Pondichery, then a French colony, followed. Calcutta was the most active trading port in India, mainly due to the trade of the British Empire, and so became a banking centre.

The Bank of Bengal, which later became the State Bank of India  
Around the turn of the 20th Century, the Indian economy was passing through a relative period of stability. Around five decades had elapsed since the Indian Mutiny, and the social, industrial and other infrastructure had improved. Indians had established small banks, most of which served particular ethnic and religious communities.

The presidency banks dominated banking in India. There were also some exchange banks and a number of Indian joint stock banks. All these banks operated in different segments of the economy. The exchange banks, mostly owned by Europeans, concentrated on financing foreign trade. Indian joint stock banks were generally under capitalized and lacked the experience and maturity to compete with the presidency and exchange banks. This segmentation let Lord Curzon to observe, "In respect of banking it seems we are behind the times. We are like some old fashioned sailing ship, divided by solid wooden bulkheads into separate and cumbersome compartments."

By the 1900s, the market expanded with the establishment of banks such as Punjab National Bank, in 1895 in Lahore and Bank of India, in 1906, in Mumbai - both of which were founded under private ownership. Punjab National Bank is the first Swadeshi Bank founded by the leaders like Lala Lajpat Rai, Sardar Dyal Singh Majithia. The Swadeshi movement in particular inspired local businessmen and political figures to found banks of and for the Indian community. A number of banks established then have survived to the present such as Bank of India, Corporation Bank, Indian Bank, Bank of Baroda, Canara Bank and Central Bank of India.

Nationalized Banks in India
Banking System in India is dominated by nationalized banks. The nationalization of banks in India took place in 1969 by Mrs. Indira Gandhi the then prime minister. The major objective behind nationalization was to spread banking infrastructure in rural areas and make available cheap finance to Indian farmers. Fourteen banks were nationalized in 1969. Before 1969, State Bank of India (SBI) was the only public sector bank in India. SBI was nationalized in 1955 under the SBI Act of 1955. The second phase of nationalization of Indian banks took place in the year 1980. Seven more banks were nationalized with deposits over 200 crores.
List of Public Sector Banks in India is as follows:

➢ Allahabad Bank




➢ State Bank of India (SBI)

➢ State Bank of Indore



➢ State Bank of Mysore

➢ State Bank of Patiala



➢ State Bank of Saurashtra

➢ State Bank of Travancore



➢ Syndicate Bank

➢ UCO Bank





➢ Union Bank of India

➢ United Bank of India



➢ Vijaya Bank

➢ Andhra Bank




➢ Bank of Baroda

➢ Bank of India




➢ Bank of Maharashtra

➢ Canara Bank




➢ Central Bank of India

➢ Corporation Bank




➢ Dena Bank

➢ Indian Bank




➢ Indian Overseas Bank

➢ Oriental Bank of Commerce


➢ Punjab and Sind Bank

➢ Punjab National Bank



➢ State Bank of Bikaner & Jaipur

➢ State Bank of Hyderabad

Private Banks in India


All the banks in India were earlier private banks. They were founded in the pre-independence era to cater to the banking needs of the people. But after nationalization of banks in 1969 public sector banks came to occupy dominant role in the banking structure. Private sector banking in India received a fillip in 1994 when Reserve Bank of India encouraged setting up of private banks as part of its policy of liberalization of the Indian Banking Industry. Housing Development Finance Corporation Limited (HDFC) was amongst the first to receive an 'in principle' approval from the Reserve Bank of India (RBI) to set up a bank in the private sector.

Private Banks have played a major role in the development of Indian banking industry. They have made banking more efficient and customer friendly. In the process they have jolted public sector banks out of complacency and forced them to become more competitive.
List of Private Sector Banks in India is as follows:

· Bank of Rajasthan




➢Bharat Overseas Bank

· Axis Bank





➢Catholic Syrian Bank

· Centurion Bank of Punjab



➢Dhanalakshmi Bank

· Federal Bank




➢HDFC Bank

· ICICI Bank




➢IDBI Bank

· IndusInd Bank




➢ING Vysya Bank

· Jammu & Kashmir Bank



➢Karnataka Bank

· Karur Vysya Bank




➢Kotak Mahindra Bank

· SBI Commercial and International Bank

➢South Indian Bank

· United Western Bank



➢ YES Bank
Types of Loans and Credit Facilities Given by Banks

The entire operations of the banking industry revolve around obtaining deposits and granting loans and different credit facilities to its customers for viable projects. The different types of loans and credit facilities given by the banks can be broadly classified into two types. 

· Retail Lending

· Commercial lending

Retail Lending:

Retail finance has become the preferred business of banks because of its higher spreads and low risk of delinquency. The Indian consumer is fast changing his habits, borrowing money to buy the product he wants, not content with buying what he can afford. The resultant consumer boom is what market strategists explain as the key to the access of the Indian retail finance market. Retail finance today is a win-win system in which everyone stands to gain. For the Indian consumer, it is an opportunity to upgrade his standard of living right now instead of waiting for years for his savings to accumulate. For manufacturers, it stimulates demand and lowers inventory. For middlemen, it’s a sales boosting device. For players of consumer finance i.e. banks and lending institutions, it’s a means of profit generation. 

There are a number of retails loans given by banks to its customers, which would suite their requirements.  They are stated as under: 

· Housing Loan

· Education loan

· Mortgage loan

· Personal loan

· Senior citizen pension scheme 

· Rent scheme

· Consumer durables loan

· Auto finance loan

· Trade finance loan

· Loan against National savings certificate (NSC)

· Loan against Kisan Vikas patra (KVP)

· Loan against fixed deposit receipt (FDR)

· Loan against RBI bonds

· Loan against LIC

· Loan against FCNR

· Overdraft against FD/NSC/KVP

Commercial Lending:

The entire commercial lending can be broadly classified as fund based commercial credit facility and non-fund based commercial credit facility. 
Fund Based Bank Facilities:

Term Loans
            Term loan is an installment credit repayable over a period of time in monthly/quarterly/half yearly / yearly installments. Term loan is generally granted for creation of fixed assets required for long-term use by the unit. Term loans are further classified in three categories depending upon the period of repayment as under:

· Short term repayable in less than 3 years.
· Medium term loans repayable in a period ranging from 3 years to 7 years.
· Long-term loans repayable in a period over 7 years. 
 Cash Credit Facility
            A major part of working capital requirement of any unit would consist of maintenance of inventory of raw materials, semi finished goods, finished good, stores and spares etc. In trading concern the requirement of funds will be to maintain adequate stocks in trade. Finance against such inventories by banks is generally granted in the shape of cash credit facility where drawing will be permitted against stocks of goods. It is a running account facility where deposits and withdrawals are permitted. 

Overdraft Facility
         Overdrawing permitted by the bank is current account is termed as an overdraft facility. Overdraft may be permitted without any security as ‘clean overdraft’ for temporary periods to enable the borrower to tide over some emergent financial difficulty. ‘Secured overdraft’ facility is against fixed deposits, NSC, and other securities. 

Bill Finance
       This facility is against bills of sales raised or book debts. 

Export Finance / Packing Credit
        Bank grants export credit on very liberal terms to meet all the financial requirements of exporters. The bank credit for exports can be divided in two groups as under: 

(i)Pre Shipment advances / packing credit advances:

        Financial assistance sanctioned to exporters to enable them to manufacture / procure goods meant for export and arrange for their eventual shipment to foreign countries is termed as per shipment credit. 

(ii) Post shipment credit:

        The bills purchase / discount facility granted to exporters is grouped as post shipment advance. 

Non – Fund Based Bank Facilities
        
Credit facilities, which do not involve actual deployment of funds by banks but help the obligations to obtain certain facilities from third parties, are termed as non-fund based facilities. 

It can be provided in the form of a Letter of Credit which represents a commitment of a bank to pay the seller of goods or services a certain amount provided he resents stipulated documents evidencing the shipment of goods or the performance of services within a prescribed period of time. LC can be of two types – inland or foreign .
In other words LC is the undertaking of a bank to make payment on behalf of a person to a third party with a conditional undertaking .Issuance of guarantees is also done by banks, which can be performance guarantee / financial guarantee.
The Indian banking scenario witnessed a significant development in the recent years with the entry of private banks and their focus on retail banking and convergence of services. The business models of the leading players are adapting to this impending change as banks widen the spectrum of savings and loan products they offer. Private Banks are the best positioned to acquire market share in the emerging scenario: A change is expected to make mergers between banks and Foreign Institutional Investors possible, which will benefit large private bank groups. Due to the banking industry’s strategic role for the society and also for the overall industrial growth, the researcher was interested in taking up the project in the banking industry.

1.2 THE DHANALAKSHMI BANK LIMITED
History


The foundation of Dhanalakshmi Bank Limited was laid down on 14th November 1927, in the Thrissur district of Kerala. A group of innovative entrepreneurs had started the bank with a capital of Rs.11,000 and only 7 employees. Fifty years later, in the year 1977, it became a 'Scheduled Commercial Bank'. The bank’s Corporate Office, situated at Thrissur, and Industrial Finance Branch, located in Kochi, has been accredited with certification under ISO 9001-2000. A professionally managed bank, Dhanalakshmi Bank boasts of substantial sophistication in its banking services. 

Vision 

“ Banking on relationships forever “

Mission

"To become a strong and innovative bank with integrity and social responsibility and to maximize customer satisfaction and the satisfaction of its employees, shareholders and the community."
Management Details
Chairperson : Mr.Gyanendra Nath Bajpai 
Managing Director : Mr.P.S Prasad
Company Secretary : Mr.Ravindran K Warrier

Auditors : P.B Vijayaraghavan & Co

Branches & ATMs

Dhanalakshmi Bank boasts of a network of 181 branches and 26 Extension Counters, which have been spread over the states of Kerala, Tamil Nadu, Karnataka, Andhra Pradesh, Maharashtra, Gujarat, Delhi and West Bengal. At the same time, it has installed 72 networked ATMs in all those centers where high banking activity takes place. The main aim behind this is to provide easy banking access to the clients. Sometime back only, Dhanalakshmi Bank received Reserve Bank of India's nod for opening 66 branches and 380 ATMs, across India. With this, the total customer outlets of Dhanalakshmi Bank will go up to 725, from the current 279. At the same time, it has been allowed, by the RBI, to open 5 Regional Offices in Kerala, at Thiruvananthapuram, Ernakulam, Thrissur, Palakkad and Kozhikode, apart from 2 Central Processing Centers at Thrissur and Hyderabad.

Tech-Savvy Bank

Dhanalakshmi Bank is one of those financial institutions that have moved ahead with the changing times. It has used technology widely throughout its operations, with the aim of improving the quality of customer service. The Centralised Banking Solution (CBS) on the Flexcube Platform, offered by the bank in all of branches, allows its clients to reap the benefits of Anywhere/Anytime banking, through multiple delivery channels. The 'Data Centre' of Dhanalakshmi Bank, set up in Bangalore, keeps the networked system operational 24X7. 

In keeping with the present times, Dhanalakshmi Bank has introduced tele-banking and Internet banking for its clients, at all the branches. At the same time, it has implemented centralized CMS software, with the CMS hub being located at the corporate office in Thrissur. Real Time Gross Settlement (RTGS) and National Electronic Fund Transfer (NEFT) Systems, assisting large value payments and settlements in real time on-line mode on a transaction-by-transaction basis, are the other tech-savvy services offered by the bank. 

Products & Services

The services of the bank covers 

· Personal Banking 

· Corporate Banking
· NRI Banking
· Microfinance
Dhanalakshmi Bank, after its tie-up with M/s Visa International, has introduced an International Debit Card for its clients. As a part of the effort, it has also joined CASHNET - the first independent nation-wide shared ATM network in India, National Financial Switch (ATM network) of the IDRBT - promoted by Reserve Bank of India and Cash Tree. This has allowed its clients, access to more than 25,000 ATMs in India. The bank has also ventured into life insurance through Bajaj Allianz and non-life insurance through M/s. Oriental Insurance Co. Being a depository participant of National Security Depository Limited, Dhanalakshmi Bank offers Demat services as well, though through selected branches only. The tie-ups with UAE Exchange & Financial Services for Xpress Money and Moneygram, Wallstreet Finance for Wallstreet instant cash and Indusind Bank Limited for Zoha Inc ensure fast money transfer.

Achievements

· The Bank serviced a business worth Rs.8,212 crores as on 31 March 2009, comprising of deposits worth Rs.4969 crores and advances worth Rs.3245 crores. 

· The Bank made a net profit of Rs.57.45 crores during the financial year ended 31st March 2009 and had a Capital Adequacy Ratio of 14.44% during the same period. 

· The Bank has put the Real Time Gross Settlement (RTGS) and National Electronic Fund Transfer (NEFT) systems in place to facilitate large value payments and settlements online in real time, on a transaction-by-transaction basis. 

·  In an effort to provide NRIs with value-added services, the Bank has set up NRI Boutiques (Relationship Centres) at 9 locations in the states of Kerala and Tamil Nadu. The Bank also has plans to open specialized NRI outlets at potential locations, stressing on the highest quality of service.

· On the socio-economic front, the Bank plays a leading role in dispensing Micro Credit among private and public banks based in Kerala. As at the end of March 2009, the outstandings under micro credit were Rs.124.40 crores. This involvement is part of the Bank's objective to act as a catalyst for the economic prosperity of the country. 

· The Bank's Corporate Office at Thrissur and Industrial Finance Branch at Kochi have been accredited with certification under ISO 9001-2000.

Financial inclusion incentives

· Priority Sector Advances of the Bank as on 31.03.2009 stood at Rs.1148 crore.  The priority sector ratio as on that date was 53.48%, well above the RBI benchmark of 40%

· The Bank surpassed the RBI norm of 18% in respect of agricultural credit by recording 21.40% as on 31.03.2009 with outstanding of Rs.557 crore. 

· The Bank’s achievement under weaker sections stood at 10.31% as against the RBI benchmark of 10% with outstanding amount of Rs.22.29 crore as on 31.03.09.

· The outstandings in the area of Micro credit was Rs.125 crore as on 31.03.2009.

· The number of Savings Bank accounts maintained by Self Help Groups  (SHGs) with the Bank was 20740 while the credit facilities availed by SHGs stood at Rs.35 crore as on 31.03.2009. 

· Kisan Credit Cards for Rs.5.06 crore were issued to 1717 farmers as at the end of March 2009.  

· As a part of Financial Inclusion initiatives, the Bank has opened 83046 ‘No frills’ account with outstanding amount Rs.22.22 crore as on 31.03.09

Ways To Bank
ATM
Dhanalakshmi Bank has a wide network of ATMs both at its bank branches and as individual kiosks to provide its clients with easy access to perform a host of banking transactions conveniently and securely.

Internet Banking
For over eight decades, Dhanalakshmi Bank has welcomed customers, serving them with the best products the banking industry has to offer. Online Internet banking service is a convenient, fast and secure way of banking. With the help of Internet Banking, customers can easily meet all their banking needs - right from balance enquiries to funds transfers and other financial services with just a few clicks. 

Apart from the existing features, soon the platform will be enhanced to enable the customers to shop online, make utility bill payments, book railway and air tickets, repay your loan EMIs online and pay Credit Card bills – all in a simple and secure online environment. 

Mobile Banking Services
The Dhanalakshmi Bank Ltd provides customers with two mobile banking services, DHANAM SMS @MOBILE and DHANAM ALERT@MOBILE, by which one can access or receive banking information instantly. As a Dhanalakshmi Bank customer one will have to mention which service he wish to apply for in the application form when registering for mobile banking services, along with his mobile number and any other details that are required. 

RTGS and NEFT
Money Transfers can be facilitated through Real Time Gross Settlement (RTGS) or National Electronic Fund Transfer (NEFT) anywhere in India, in any bank and any bank branch provided the branch has an Interbank Financial Service Code.

Cash Management Service (CMS) 

Dhanalakshmi Bank has always been aiming to create values for its customers. Looking beyond traditional banking, the Bank has introduced an array of products and services to cater to different customer segments. Cash Management Services is one such solution offered by the Bank to the corporate customers for the fastest collection of cheques/DDs/payorder of the business community from various locations. 

Cash Management Services (CMS) is a mechanism to efficiently manage cash flow in order to reduce risks, minimize costs and maximize profits. Cash Management encompasses integrated collection, payments, liquidity management, and receivables functions.

Their product range under the umbrella of DHANAM CMS, provide single point solution to corporate cash management requirements in the area of receivables. The essence of DHANAM CMS is Speed, Accuracy, and Efficiency. 
Products

Dhanam Local Collection (DLCC)

Dhanam Local Collection: The dealers of the customer instead of sending cheques to the latter can as well handover their cheques at the branches. No account opening is required at these branches. The proceeds of these cheques on realization (Clear Credit) will be credited to the customer's designated account maintained at the branch 

 Dhanam Upcountry Collection (DUCC)
Out Station Collections : When the customer is already in receipt of cheques from his dealers, the proceeds of these cheques can be given credit to his account. Customer will get the flexibility of Clear Credit and Guaranteed Credit
· Guaranteed Credit is giving credit as per arrangement with the customer i.e. on Day 0, Day 0+1, Day 0+2 etc
· Customer may have the option of either Clear Credit or Guaranteed Credit based on his funds requirement. The Commission for Clear Credit is cheaper than Guaranteed Credit under CMS
· The MIS i.e. the email Reports of the cheques presented/realized/returned etc. can be sent to the customer under CMS only but not in any mode of funds transfer mechanism. MIS is the unique advantage to the customer for updating his receivable position on day-to-day basis
· Dhanalakshmi Bank is serving several corporate customers in the country. An array of customers like corporates, banks, financial institutions etc. are making use of their CMS to enhance their liquidity position and for efficient management of business with the comprehensive MIS that is available from them
· Dhanalakshmi Bank Ltd with its strong network of 181 branches across the country with 100% Core banking Solutions is having an edge over others in delivering the best service to the customer’s dream requirements under CMS 

Dhanam CMS works on a hub and Spoke model. The Central Hub is at Thrissur and CMS in nodes are at various branches, which are connected to the central hub by state of art technology. 

Benefits to Clients:
· Fastest collection of cheques from different locations.

· Cheapest mode of collection method.

· Flexible arrangements make financial planning hassle free

· Safest transfer of funds

· Comprehensive and Accurate MIS.

· Hassle free reconciliation procedure.

· A Single Point Contact for responding to customer queries

· Saving in interest as instruments are collected faster

· Service charges are competitive. 

Even though started by traditional businessmen, the bank has achieved substantial sophistication in the various banking services provided. This efficient performance over the past several years induced the researcher to take up the project in Dhanalakshmi Bank.
1.3 CASH CREDIT APPRAISAL

Credit Appraisal is concerned with an act of assigning values by estimating worth, reputation, solvency and honesty of the borrowers so that the lenders can repose trust in the borrowing company’s ability and intention to repay. It is a process by which the risk associated is evaluated. Appraisal in a way reflects the strength and soundness of operations, management and organizational behavior and expresses a view of its perspective composite performance and also other organization behavior based on the study of the past results.


As lending is one of the primary functions of any bank, it is expedient that they should select their borrowers to develop quality business. This will ensure collection of debt within stipulated time agreed upon and here lies the success of the bank. Granting of loans is based on the ability of the intending borrowers and their intention to pay debt. Credit appraisal enables the intending lender to assess the risks the lender will encounter and to determine the coverage needed for the risks of such lending.

Need for credit appraisal

· Assessment of performance of the borrowers

· Decide whether to grant credit or not and if to grant, the quantum to be granted

· Measure the risk involved

· Helps fixing up the rate of interest

· Classification of customers based on relative quality of the assets

· To  monitor and follow up for prompt payment
Cash Credit

Cash credit is an arrangement under which a customer of a bank or financial institution is allowed an advance up to certain limit against credit granted by bank. Cash credit is a short-term cash loan to a company. A bank provides this type of funding, but only after the required security is given to secure the loan. Once a security for repayment has been given, the business that receives the loan can continuously draw from the bank up to a certain specified amount. That means a loan may be granted say for Rs. 1 Lakh however the customer/borrower of the loan may take the amount of loan to the extent required by him but not exceeding the limit of Rs. 1 Lakhs. This type of financing is similar to a line of credit.

Purpose

The purpose for which loan is required is essential to ascertain, as for different purposes different types of loan can be taken. E.g. Incase the loan is required to purchase fixed assets like plant and machinery, term loan must be taken as plant and machinery are long term assets it will take time in repayment of the loan and repayment can be done in Equated Monthly Installments. Where as a loan required for working capital needs, long term loan is not required as repayment does not require long period, hence cash credit may be availed.

Operation of cash credit

In Cash Credit facility an amount of loan is given to the borrower/businessman for his working capital needs. The entire amount of working capital required is not funded by the bank, some small amount will have to be funded by the businessman and the balance amount will be funded by a bank as a loan. This is as per Reserve Bank of India rules. The amount of loan to be given is decided on the basis of different types of methods like Maximum Permissible Bank Finance(MPBF) suggested by Tandoon Committee or other methods. These methods use formulae which take into consideration actual working capital required. The amount so worked out is given as loan and is called as "limit" this is because under this kind of loan the borrower may not take up the entire amount of loan as working capital requirement every day is not the same.

Example :

On one day the amount of working capital required may be Rs. 96,000 and on a another day it may be Rs. 92,000 as some debtor might have paid up some amount. Hence the businessman will require Rs.96,000 on one day and he will require Rs. 92,000 on the other day only. He on a particular day may require Rs. 1,07,300 but the loan amount that he can get is any amount which is not more than the "limit" of the loan given. If in the above eg. Limit is say Rs. 1 lakh then when he requires Rs. 1.07300 he will get loan upto Rs. 1 lakh only. The reason why he should borrow different amounts on different days as per the amount required by him on that day is that the interest calculated is on daily basis on the amount borrowed by him on different days. i.e. if amount required by him say on a particular day is say Rs.92,000 but he takes entire amount Rs. 1,00,000 he will have to pay interest on entire amount of Rs. 1 lakh. However if he would have only taken say Rs. 92,000 which he required he would have to pay interest on Rs. 92,000 only and not on Rs 1,00,000.

Advantages of cash credit 

The following considerations will show that a person who has occasion for temporary advances of money will find it more advantageous to raise these sums by a cash credit than by having bills discounted.

(i) In a cash credit the party pays interest only for the money he actually employs.

If a person wants to make use of Rs.1000, and has a bill for Rs.1500, he will get the bill discounted, and thus pays interest for Rs.500 for which he has no use. But if he has a cash credit he draws only Rs.1000, and pays interest for that amount.

(ii) In a cash credit he can repay any part of the sum drawn whenever he pleases.

If a trader has a bill for Rs.1500 discounted to-day, and should unexpectedly receive Rs.1500 to-morrow, he cannot re-discount the bill, but has actually paid interest for money he does not want. But if he draws Rs.1500 upon his cash credit account today, and tomorrow receives Rs.1500, he takes this money to the bank, and will have to pay the interest upon Rs.1500 for only one day.

(iii) In a cash credit he has the dower of drawing whenever he pleases, to the full amount of his credit but in the case of discounting bills, he must make a fresh application to the bank to discount each bill, and if the bank have at any time more profitable ways of employing their money, or if they suspect the credit of the applicant, they may refuse to discount, but this would not be the case if he had a cash credit.

(iv) In a cash credit the party does not pay the interest until the end of the year; whereas, in the other case, he pays the interest at the time the bill is discounted.


Cash credits are granted not only upon personal security, but also upon the security of the Public Funds. This furnishes great facilities for raising money to those who possess property which they are not disposed to sell. A person who is a holder of government stock may sell out a portion to supply his temporary necessities and when he wishes to replace it he finds the price of stock has risen, and it will cost him more money to repurchase than he received when he sold. But if he transfers the stock to a bank as a security for a cash credit, he may repay the money whenever he pleases and if in the meantime, the value of the security should have risen, all the advantage will be his own.

Bills Of Exchange Versus Cash Credits

· Cash credits, when once granted, are not usually suddenly called up, but bills of exchange soon fall due, and one can refuse to discount again.

· If one discounts bills of exchange, they can be re-discounted to supply the bank with funds, if necessary, but advances on cash credits cannot be replaced.

· In case of a panic or a run upon the bank, the persons having cash credits might have occasion to draw upon the bank, and the notes would immediately be returned upon the bank for payment in gold but one could refuse to discount bills of exchange until the run was over.

· A higher Interest is charged upon cash credits than upon bills of exchange.

· Cash credits, being of the nature of a permanent advance, are more beneficial to the parties; hence trade is more promoted, and the benefit to the bank must ultimately be greater.

· Parties having cash credits are more closely connected with the bank, and hence would use their influence to prevent any run upon the bank, and to promote the prosperity of the bank.

· The mode of recovering an advance upon a cash credit is more summary and certain, as the bond can be put into execution immediately, but an action for the recovery of an unpaid bill is very tedious, and may be frustrated by informality, etc.

Maintenance of Accounts

Bank will maintain the account in its own books and will provide the cash credit account holder with a monthly statement of the account. As for as accounting in the books of account of the borrower, the amount of balance reflected in the statement as on the last date of accounting called as outstanding balance should be taken in the Balance sheet, liabilities side and the interest amount shown in the statement to be taken to Profit and Loss Account, debit side.
Types of cash credit facilities offered by Banks

Cash credit facility is of two types depending upon the type of charge on goods taken as security by bank

(i) Cash credit – pledge

 
The possession of the goods is with the bank and drawings in the account are linked with actual movement of goods from / to the possession of the bank. The bank exercises the physical control of the goods. 

 (ii) Cash credit – hypothecation

                 The possession of the goods remains with the borrower and a floating charge over the stocks is created in favour of the bank. The borrower has complete control over the goods and the drawings in the account are permitted on the basis of stock statements submitted by the borrower.
A cash credit operates much in the same way as a discount account and a current account combined. It resembles a discount account in as much as a banker is usually in advance to his customer. It resembles a current account, as it is required that there be frequent operations upon it; that is, that there be perpetual payings in and drawings out of money. The bankers expect that a cash credit shall maintain a banking capital equal to its own amount. As the banker is usually in advance, a cash credit can create no banking capital by means of deposits; it can be done only by means of the notes. If then, the operations on a cash credit are sufficient to keep in circulation an amount of notes equal to the amount of the credit, then it gives satisfaction to the banker; but not otherwise. 

Previous to granting a cash credit, the banks always make inquiries to ascertain if this is likely to be the case; and even after it is granted it is liable to be called up if it has not accomplished this object. Hence, cash credits are denied to persons who have no means of circulating the banker's notes, or who wish to employ the money as a dead loan. And in all cases they are limited to such an amount as the party is supposed to be capable of employing with advantage to the bank.
 In this way cash credit appraisal process becomes very important in banks and indicates the risk involved in rendering credit to the borrower and hence the researcher was interested in taking up this project.

1.4 SCOPE
The project titled “cash credit appraisal process” was done at Dhanlakshmi bank, Pollachi. It covers the analysis of the financial statements of three companies that approached the bank for grant of cash credit. A company which is financially strong can be granted credit. The financial strength shall be determined through tools like operating statement, statement showing analysis of Balance Sheet, comparative statement of assets and liabilities, computation of  Maximum Permissible Bank Finance(MPBF),  fund flow statement , ratio analysis. Such analysis helps to reduce the chances of loan being converted into bad debt.
Through the study, the researcher gained knowledge about the loan appraising process adopted in the bank and also how other factors relating to the applicant like past relation with the bank and general business reputation affected the credit lending decision. The researcher has done the analysis with the help of the financial statements of the borrowing company.
1.5 OBJECTIVES
· To understand the concept of cash credit appraisal at Dhanalakshmi Bank

· To scrutinize the loan application of three organizations that approached the bank for cash credit  and assess its financial health to determine the credit limit

· To make suggestions for disbursement of credit to the organization
1.6 LIMITATIONS
· The study is restricted only to Dhanalakshmi Bank

· The study is based on financial statements prepared by the borrowing company and so its limitations are applicable to this study also

· Organizations might provide manipulated figures in the projections for future years

· Only approximate figures are taken for the study
CHAPTER - II

REVIEW OF LITERATURE

A literature review is an account of what has been published on a topic by accredited scholars and researchers. In writing the literature review, the purpose is to convey to reader what knowledge and ideas have been established on a topic, and what their strengths and weaknesses are. Survey of the available literature relating to his field of study is a must for the researcher so that he can keep himself updated in his field and related areas. Without this it will not be possible for a researcher to make a worthwhile contribution. Review of literature in this study deals with the importance of appraisal system in a bank.

M.Narasimham (2003)1 in the book “Industrial Finance” has reviewed that one of the critical elements in the ongoing programme of financial sector reform is the need to professionalise banking and financial services. In the last couple of decades, despite the several advantages in the technology in the world of banking and finance, banking continues to remain essentially an exercise in risk management. There is no such thing as riskless banking and the efficiency and profitability of banking and financial institutions reflect the success and effectiveness with which risk is managed. There has also been a qualitative change in the character of business risk as a result of competition, globalization and the developments in the financial markets. The need , therefore, for a proper analytical tools for risk assessment and loan management to ensure loan recovery and recycling of funds is very clear. Risk appraisal has to now go beyond the traditional assessment of credit risk and factor in not only aspects specific to the potential borrower but also the current and likely macro-economic situation and technological advances.

Md. Touhidul Alam Khan (2009)2 in his article “Better credit analysis” in “The Financial Express” records that Loan default is a universal phenomenon associated with all types of business enterprises. However, loan default in case of banks has special significance because extending credit is almost the exclusive business of banking institutions. Naturally, magnitude of loan default largely determines the fate of a bank. So, its importance is absolute for the very existence of a bank. Investors and entrepreneurs may default in paying their loans for various reasons. One of the prime reasons is negligence of the credit officers. Many credit officers do not perform their assignment sincerely, despite getting all possible information about the respective credit. To improve the functioning of bank, better credit analysis is essential. Through good credit analysis, banks can reduce the volume of bad or classified loans and subsequently it helps to form a good economic infrastructure for any country.

Hrisjikes Bhattacharya (2009)3 in his book “Lending Strategy, Credit Appraisal and Lending Decisions” records that the liberalization of the financial sector demands a new technology to cope with the rising pressures on the profitability of banks and financial sector institutions. Analyzing lending strategies, credit appraisal, risk analysis and lending decisions, while keeping in mind the broad framework of corporate banking strategy, lending is no longer an activity restricted to the assets side of the balance sheet. It must emanate from and fit snugly into the overall corporate objective of a lending organization and, in the process, it must integrate the expanding range of activities into the mainstream lending business.

Lytesedge (2007)4 in his article “Credit Analysis: The C's of Credit” says that 

when a customer  goes to see a loan officer to get a personal or business loan,  they perform credit analysis which in actuality  is a very in-depth process. It's a process that begins with what the financial industry calls the "C's of Credit." These are the standard guidelines, asked in various forms of question from a lender to a borrower during a meeting of loan consultation. Character, capacity, cash flow, capital, conditions and collateral make up the C's of Credit.


A loan officer will need to establish the character of the borrower i.e…how trust worthy are they. Next, the lender will look at the capacity  of the borrower and verify can they be held responsible in the event of default or do they have an eligible guarantor if they are unable to meet their obligations.Then lenders ask questions about cash flow to determine if the borrower will have sufficient cash in the future to repay their debt. Capital is also important. If a company has sufficient working capital they will be able to continue to meet their debt obligations even during a period of poor performance. . It is important that the borrower provide their own analysis of trends within their industry. Once this is completed, the bank outlines the terms and conditions under which it will grant a loan. The bank protects its money by asking for collateral, which are generally assets of the company requesting the loan. Collateral is almost always deemed to be a secondary form of loan repayment

Joseph Samson(2008)5 in his article “This is how a bank lends money” states that creditworthiness of a customer lies in assessing if that customer is liable to repay the loan amount in the stipulated time, or not. Here also, every bank has their own methodology to determine if a borrower is creditworthy or not. It is determined in terms of the norms and standards set by the banks. Being a very crucial step in the sanctioning of a loan, the borrower needs to be very careful in planning his financing modes. However, the borrower alone doesn’t have to do all the hard work. The banks need to be cautious, lest they end up increasing their risk exposure. All banks employ their own unique objective, subjective, financial and non-financial techniques to evaluate the creditworthiness of their customers. The actual norms decided by banks differ greatly. Each has certain norms within which the customer needs to fit in to be eligible for a loan. Based on these parameters, the maximum amount of loan that the bank can sanction and the customer is eligible for is worked out.
Pradeep Sadanapalli (2008)6 in his article “How much will a bank lend to you?” mentions a few aspects to be covered while assessing the credit worthiness of the of an individual or a business concern which are incomes of the applicant and co-applicant ,age of applicants, qualifications, professional, business security of tenure, tax history ,details of assets and their financing patterns, additional sources of income, past loan record, if any recurring liabilities. Out of these, the incomes of applicants are the most important criteria to understand and calculate the credit worthiness of the applicants. 
A.S.Ramasastri and N. K.Unnikrishnan(2009)7 in their article “The effect of credit growth on NPAs” in ‘The BusinessLine’ says that a bank with an efficient credit appraisal will grow stronger over the years. Such banks have good management control and also inherent strengths in terms of a highly motivated staff, good checks and balances, which are further enhanced by a regulatory and supervisory system.

Fahim Ahmad (2001)8 a famous Pakistani economist in his article “Credit Appraisal Techniques” in the leading business magazine of Pakistan “Finance and Markets” writes that important thing banks should remember is not to be overwhelmed by marketing or profit center reasons to book a loan but to take a balanced view when booking a loan, taking into account the risk reward aspects. Generally the bank remains optimistic during the upswing of the business cycle, but tend to forget to see how the borrower will be during the downturn, which is a shortsighted approach. Furthermore they tend to place greater emphasis on financials, which are usually outdated. This is further exacerbated by the fact that a descriptive approach is usually taken, rather than an analytical approach, to the credit. Thus a forward looking approach should also be adopted, since the loan will be repaid primarily from future cash flows, not historic performance; however both can be used as good repayment indicators.

He states the importance of proper appraisal of the source of repayment. He says that the cash cycle including payment and selling terms must be reviewed, which impact cash flow. Normally there should be reliance on identifiable cash flows for the first way out to repay the loan rather than the security itself. The lending officer should understand the cash production cycle and its tenor, and should question how the bank will be repaid if things do not work out as expected for the customer e.g. slow sales, increases in inventory costs, etc. Bank experience to date with borrower and use of facility should be reviewed. Limits with other Banks should also be provided, besides ability to obtain additional debt i.e. Bank should avoid being in a situation of lender of last resort. Sole Banking relationships are undesirable as it shows too much reliance on one source. Proposed Limit will give the overall exposure to the company, which should be reviewed to see if it is warranted, in relation to facility purpose, size of sales, capital etc., besides the usual credit criteria.

According to him financial analysis is very vital. Normally a spread sheet should be used for analysis, which shows ratios, trends etc. At minimum the last three years financials should be spread to analyze trends. Figures should be updated and not more than six months old. Quality of auditors should be ascertained to judge reliability of figures, and check if the accounts are qualified. The figures should be analyzed, not described, in order to judge the financial position of the company.

Where possible projected financials should also be obtained as repayment will be from future cash flows. Key items such as trends, market position, industry risk, industry status, capitalization, liquidity, dependence on borrowings, leverage, profitability, inventory/receivables position, besides capital/debt structure should be reviewed. Asset Turnover ratio is useful, besides leverage which shows net worth coverage of liabilities.

Days Inventory and Days Receivable are crucial indicators of a Company's liquidity and show the need for an amount of borrowed funds, which are repaid through the liquidation of these assets. Earnings are key to a company's success. Therefore one should review long term earning power, consistency and trend of core earnings, earnings mix, and dividend policy.

Balance sheet figures are at a point of time - .Therefore it is essential to analyze realistically e.g. borrowings/inventory can be reduced for balance sheet date purposes. Thus average figures are more reliable where available. Figures can also be inflated for seasonal factors e.g. inventory build-up during the cotton-buying season, which should be recognized accordingly.


Purpose of facility must be specific and general terms should be avoided, such as "working capital facility." A specific need would be to "finance inventory" or "receivables" (or both). The cash cycle including payment and selling terms must be reviewed, which impact cash flow. Security should be properly insured by a Bank approved Insurance Company and covered against various risks.

Souvik Sanyal (2009)9 in his article “Cos may have to file financial statements in e-format soon” in The Economic Times has recorded that banks should file their financial statements in a format known as XBRL, or eXtensible Business Reporting Language. XBRL enables electronic communication of financial and business data and stores. information in a format that can be accessed by all stakeholders for fast and easy analysis. This XBRL-enabled financial data management system will help in determining credit appraisal of their corporate borrowers easily.

Global Trust Bank’s Managing Director Sudhakar Gande(2004)10  in one of his interviews to Financial Express brought out the fact that inspite of being strong on technology, delivery mechanisms, a large retailer customer base, the bank failed on credit appraisal and credit management.GTB episode reinforces the firm belief of the necessity of having strong internal systems and procedures with enough checks and balances that are required for running a large bank.

Anurag (2006)11 in his article “Causes for non performing assets in public sector banks”  says that deficiencies on the part of the banks viz. in credit appraisal, monitoring and follow-ups  is one of the prime reasons for non-performing assets in banks.

J.Wilkinson(2009)12 in his article “5 C’s of banking” says that typically the bank will look at the company’s historical ability to service the debt. This means the banker will compare the company’s past 3 years free cash flow to projected debt service, as well as the past twelve months to the extent the company is well into its fiscal year. While projected cash flow is important as well, the banker will generally want to see that the company’s historical cash flow is sufficient to support the requested debt. Usually projected cash flow figures are higher than historical figures due to expected growth at the company, however the banker will view the projected cash flows with skepticism as they will generally entail some level of execution risk. To the extent that the historical cash flow is insufficient and the banker must rely on the projections, the applicant must be prepared to defend his future cash flow projections with information that would give the banker visibility to future performance, such as backlog information.

Rick Arthur (2009)13, the Chief Financial Officer of www.B2BCFO.com in his article “Understand credit’s 5 C’s to make your banker a friend” reveals that these days  the bank expects more from the customer than just the repayment of the loan. It will most likely require a depository relationship as well as the opportunity to provide treasury and other value added services. While this is normally a quid pro quo in the banking relationship anyway, it is becoming mandatory in the present banking environment for disbursement of credit. To keep and maintain the positive relationship with the banker, the customer should make sure to meet with his banker regularly and keep him or her apprised of the good, the bad, and the ugly concerning his present business position and outlook. If the customer is looking to make dramatic changes, he should make sure that the banker is in the loop. By keeping constant communication ongoing with the banker, the customer is assuring him that he cares about his business, his finances, and his money and assures himself for future credits from bank.

Rita Lowman(2008)14 Executive Vice President / CAO of American Momentum Bank, a progressive Florida-based bank in her article “Securing a Business Loan With A Bank” mentions that banks essentially are looking for sufficient equity in the company on the part of an owner.  Sufficient equity can aide a business when times are soft.  It’s important a company be able to sustain itself during tough times.  Additionally, banks want assurance that an owner is truly invested in the company and will do what it takes to turn things around if cash flow becomes a problem.  When examining capital, banks typically analyze the company’s total liabilities compared to equity, or the debt to equity ratio.  Most banks like to see the debt to equity ratio no higher than 2 to 3 times.

In addition bankers must always take a look at current economic conditions surrounding a business as well as issues surrounding its industry to determine key risk factors.  It’s important, therefore, for the owner to make evident the ability to manage these risks to ensure the future viability of the business.  Banks will examine the competitive landscape of the company, customer and supplier relationships, and other industry factors that may impede the company’s growth.  Business owners should be prepared to describe the primary threats to the business and what measures are being taken to protect the company from these risks.

Richard.G.Brody, Kimberly.E.Frank(1998)15 in their article “The Sixth C of credit” in The Journal of Bank Cost & Management Accounting suggests the consideration of a sixth "C"- commitment,in addition to the traditional 5 C’s , which can serve to improve the quality of lending decisions. In a banking environment an individual employee may be evaluated on the success or failure of his loan collectibility. As a result, additional credit may be extended to a failing loan with the hope that a turnaround will occur. With the pressure to have a successful collection record, the loan officer may choose to take additional risk instead of cutting the bank's losses as early as possible in the process. An individual does not want to be recognized for an uncollectible loan and, as a result, will take unnecessary risks to avoid the unfavorable outcome. This is done despite the fact that failure is highly likely. This desire to increase loan volume, coupled with diminished credit quality, leads to a behavioral phenomenon called "escalation of commitment”. The possible solution to the commitment phenomenon is the implementation of a dual authority system, where loans are approved by a loan officer or a loan committee and a credit policy officer. The use of the credit risk officer is inevitable  in large banks though his responsibilities may be restricted to loans over a certain rupees.

He also emphasizes the need for using full fledged databases for disbursing loan. He says that computerized systems offer the advantage of weighing each element of the loan application according to a predetermined amount. A database can be established that contains the rules used when making lending decisions, such as minimum debt-to-equity or collateral-to-debt ratios. A standardized computer system decreases bounded rationality problems where there is an overload of information to be considered by the loan officer. Having too many decision cues can result in some being considered and others disregarded in an inconsistent manner across loans. An expert system makes it more likely that different decision-makers will come to the same conclusions given the same set of facts. Improving the front-end loan process through this type of system may reduce the number of loans that end up in trouble.

Review of Literature, thus shows the importance of cash credit for business and also importance of cash credit lending decisions so as to avoid non-performing assets to the banks.
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CHAPTER III

RESEARCH METHODOLOGY

The purpose of research is to discover answer to the questions through the application of scientific procedures. The main aim of research is to find out the truth which is hidden and which has not been discovered as yet. Though each research study has its own specific purpose, following are the broad categories

· To gain familiarity with a phenomenon or to achieve new insights into it

· To portray accurately the characteristics of a particular individual, situation or a group

· To determine the frequency with which something occurs or with which it is associated with something else

Research methodology is a way to systematically solve the research problem. It may be understood as a science of studying how research is done scientifically. It describes the various steps that are generally adopted by a researcher in studying his research problem along with the logic behind them. Research methodology has many dimensions and research methods do constitute a part of the research methodology. The scope of research methodology is wider than that of research methods. Through research methodology, not only the research methods are considered but also the logic behind the methods. Why a research study has been undertaken, what data have been collected and what particular method has been adopted, why particular technique of analyzing data has been used and a host of similar other question are usually answered through research methodology concerning a research problem or study.

The study entitled “Cash Credit Appraisal Process” was done at Dhanalakshmi Bank, Pollachi. The study attempted to study how the applications for cash credit are scrutinized.
Type of study

The study undertaken was of descriptive nature. Descriptive research includes fact finding enquiries with adequate interpretation. The purpose of descriptive research is the description of state of affairs as it exists at present. The main characteristic of this method is that the researcher has no control over the variable, he can only report what is happening. It has its focus on the particular aspects of the problem studied. It is designed to gather descriptive information and provides information for formulation of more sophisticated studies. The study of cash credit appraisal process at Dhanalakshmi Bank is detailed descriptive study to find the effectiveness of the appraisal process.

Type of data

Data collection is an elaborate process in which the researcher makes a planned search for all relevant data. Data may be obtained either from the primary source or the secondary source. Secondary data was collected for the study. Data that are not originally collected rather obtained from published sources are known as secondary data.
               Only secondary data were used for the study. A total of three companies loan application form along with the Profit and Loss account and Balance Sheet were scrutinized to determine their respective credit limit. The financial statements include atleast one previous year and current year data and also projection for atleast one forthcoming year.
Tools used for analysis


The tools used for analyzing the data are are
· Operating Statement

· Statement showing analysis of Balance Sheet

· Comparative Statement of Assets and Liabilities
· Statement showing Maximum Permissible Bank Finance (MPBF)

· Fund flow statement
· Ratio Analysis

· Long Term Debt to Equity Ratio
· Total Outstanding Liabilities to Networth Ratio
· Current Ratio

· Gross profit to Net Sales Ratio
· Net Profit to Net Sales Ratio
· Interest Coverage Ratio
· Cost of Sales to Net Sales Ratio
· Inventory Turnover Ratio
· Net Working Capital to Current Assets Ratio
· Working Capital Turnover Ratio
Period of Study

             The study was undertaken for a period of 60 days during which the researcher collected details about the general process of loan scrutiny. The loan applications of the following descriptions were appraised for creditworthiness:

· A furniture firm that applied for a cash credit of Rs.10,00,000

· A coir firm that applied for a cash credit of Rs.3,00,000

· A trading firm that applied for a cash credit of Rs.10,00,000
CHAPTER IV

ANALYSIS AND INTERPRETATION

                     Analysis of data in a general way involves a number of closely related operations, which are performed with the purpose of summarizing the collected data and organizing these in such a manner that they answer the research questions. 

         Interpretation is the device through which the factors that seem to explain what has been observed by researcher in the course of the study can be better understood and it also provides a theoretical conception which can serve as a guide for future researches. The researcher can crisply explain interpretation through findings and can make others to understand the real significance of research findings. 


           Any firm wishing to avail the cash credit should submit the application form  to the bank along with atleast one past year and current year financial statements. Projected data for the atleast one forthcoming year should also be submitted.


          The data collected through Profit and Loss account and Balance Sheet has been analysed through quantitative factors like
· Operating Statement
· Statement showing analysis of Balance Sheet
· Comparative Statement of Assets and Liabilities
· Statement showing Maximum Permissible Bank Finance
· Fund Flow Statement
· Ratio Analysis
Along with these a qualitative factor, namely, the borrowers’s past financial dealings with the bank is also considered to take the lending decision
Operating Statement :


Operating statement is a financial statement that gives operating results for a specific period. It is a detailed periodic report of the financial results of a firm’s operations, as compared with budgeted and previous years’s figures.
Statement showing analysis of Balance Sheet :


This statement shows items like current liabilities, term liabilities, outside liabilities, networth, current assets, fixed assets and intangible assets.
Comparative Statement of Assets and liabilities:


A simple method of tracing periodic changes in the financial performance of a company is to prepare comparative statement. Comparative statements provide information to assess the direction of changes in the business. In these statement figures for two or more periods are placed side by side to facilitate comparison. Any financial statement can be prepared in a comparative form. But most commonly, balance sheet and income statement are above prepared in a comparative form.


The Single balance sheet shows the assets and liabilities on a certain date. The comparative balance sheet shows the value of assets and liabilities as on different dates. It indicates whether the business is moving in a favorable or unfavorable direction. 

Statement showing Maximum Permissible Bank Finance :


Till 1974,banks provided working capital finance to industrial units based on the value of current assets only. But the amount generated was used by the company for white elephant projects, which first led to liquidity problems and then financial ruin. So Tandon Committee framed the Maximum Permissible Bank Finance which postulated that a part of the fund requirement for meeting current assets should come from current liabilities including short-term bank credit and another part must be found from long term funds comprising owner’s funds and term borrowings including other non-current liabilities.

MPBF is either the difference between the working capital gap and minimum stipulated working capital or the difference between working capital gap and projected working capital whichever is less.

Minimum stipulated working capital is 20% of the working capital

Projected working capital is calculated in the following manner



 Term liabilities


Add   :  Networth

Minus :  (Fixed assets – depreciation )

  Total non - current assets  like dues from directors, advances to suppliers

  Total intangible assets ………………………………………………………………………………………

       Projected working capital

            ………………………………………………………………………………………
Fund Flow Statement :


Fund Flow Statements summarize a firm’s inflow and outflow of funds. Simply put, it tells investors where funds have come from and where funds have gone. The statements are often used to determine whether companies efficiently source and utilize funds available to them.


While granting advance to a company, the banker has to know as how the money advanced by him will be utilized. The companies that are using short-term money to finance long-term investments may run into liquidity problems in the future. Meanwhile, a company that is using long-term money to finance short-term investments may not be efficiently utilizing its capital. Ascertainment of projected use as also the utilization of funds in an earlier period is rendered easy by the compilation of fund flow statement.


Fund flow statements are prepared by taking the balance sheets for two dates representing the coverage period. The increases and decreases must then be calculated for each item. Finally, the changes are classified under four categories: 

(i) Long-term sources

(ii) Long-term uses

(iii) Short-term sources

(iv)  Short-term uses

Ratio Analysis : 


Ratio analysis is one of the techniques to evaluate the financial condition and performance of a business concern. Simply, ratio means the comparison of one figure to other relevant figure or figures. Ratio analysis helps the outsiders like creditors, shareholders, debenture-holders, bankers to know about the profitability and ability of the company to pay them interest and dividend etc. Credit analysts, those interpreting the financial ratios from the prospects of a lender, focus on the "downside" risk since they gain none of the upside from an improvement in operations. They pay great attention to liquidity and leverage ratios to ascertain a company's financial risk.


An important criterion an analyst should bear in mind is that ratios should be compiled only for those relationships that are significant. For instance, ratio of dividend declared to market value of share is not necessary for a banker. Also the rule of thumb should be decisively eschwed while interpreting the ratios. Rather than the qualitative phenomena, best use of ratio analysis can be made through comparative study. Current ratio is given the highest importance during credit lending decision. Apart from it, the following ratios are also used for the study.
Long Term Debt to Equity Ratio :

It measures the relative claim of the creditors and owners in a business organization. Debt includes all external long term liabilities and equity includes owner’s or proprietor’s fund which includes capital, all accumulated reserves and profits. A ratio greater than one means assets are mainly financed with debt, less than one means equity provides a majority of the financing. If the ratio is high (financed more with debt) then the company is in a risky position especially if interest rates are on the rise.
Long Term Debt to Equity = Debt / Equity

Total Outside Liabilities to Total Networth Ratio :

            The ratio compares outside liabilities to the networth of the firm i.e.,capital and free reserves less intangible assets. It gives an idea of the assets available to meet external liabilities which includes bank borrowings. A ratio greater than 1.0 should be avoided, since it indicates the creditor's have a greater stake in the business than the owners.
Total Outside Liabilities to Total Networth Ratio= Total Outside Liabilities/Total Networth

Current Ratio :


Current ratio is defined as the relationship between current assets and current liabilities. It is a measure of general liquidity and is most widely used to make analysis of short term financial position or liquidity of a firm.


The thumb rule for current ratio is 1.33:1. However the rule cannot be followed blindly. A relatively high current ratio is an indication that the firm has the ability to pay its current obligations in time as and when they are due.

Current Ratio= Current Assets / Current Liabilities

Gross Profit Ratio :

              Gross profit margin reflects the efficiency with which management produces each unit of product. A high gross margin ratio is reflective of good management and a low ratio indicates unfavorable trend. It shows the gap between revenue and expense at a point after which an enterprise has to meet the expenses relating to non-manufacturing activities. 

                      Gross Profit Ratio = Gross Profit / Net Sales  

Net Profit Ratio :


It indicates the final profit to the company in relation to sales. A declining trend could be a pointer to some unhealthy development unless the company has made some usurious profits in the past and has now consciously decided to reduce its profits by lowering prices of its products.

                           Net Profit Ratio = Net Profit / Sales * 100

Interest Coverage Ratio :


This shows how many times interest charges are covered by funds that are available for payment of interest. Interest cover indicates how many times a company can cover its current interest payments out of current profits. An interest cover of 2 times is reasonable for financial institutions.

Interest Coverage Ratio=Profit before Interest, Depreciation and Tax / Interest
Cost of Sales to Net Sales Ratio :


Higher the operating ratio, given a level of sales, lower will be the profit margin

Cost of Sales to Net Sales Ratio= Cost of Sales / Net Sales
Inventory Turnover Ratio :


It measures how many times a company’s inventory has been sold during the year. If this ratio decreases from the past, it means either inventory is growing or sales are dropping.

Inventory Turnover Ratio = (Finished goods*12/ total cost of sales)* 30

NWC/ Current Assets Ratio :


This ratio should be high as it indicates lesser amount of current liabilities.

NWC/ Current Assets Ratio= NWC/ Current Assets
Working Capital Turnover Ratio :


The working capital turnover ratio measure the efficiency with which the working capital is being used by a firm. A high ratio indicates efficient utilization of working capital and a low ratio indicates otherwise. But a very high working capital turnover ratio may also mean lack of sufficient working capital which is not a good situation

Working Capital Turnover Ratio = Cost of Sales / Net Working Capital
Average Collection Period :

The average collection period ratio represents the average number of days or months for which a firm has to wait before its debtors are converted into cash. This ratio measures the quality of debtors. A short collection period implies prompt payment by debtors. It reduces the chances of bad debts. Similarly, a longer collection period implies too liberal and inefficient credit collection performance. It is difficult to provide a standard collection period of debtors.
Average Collection Period = (Trade Debtors × No of days or months) / Net Credit Sales
Inventory holding period :
The number of days inventory is also known as average inventory period or number of days inventory ratio. A high number of days or months indicates that there is a lack of demand for the product being sold. A low days inventory ratio (inventory holding period) may indicate that the company is not keeping enough stock on hand to meet demands.  

Number of Days Inventory = 365 days / inventory turnover ratio
Inventory turnover ratio=Sales / Inventory (or) Cost of goods sold / Average inventory
   Following loan applications were appraised for creditworthiness:

· X furniture firm that applied for a cash credit of Rs.10,00,000

Financial statements from the year 2007 to 2011 were analysed
· X coir firm that applied for a cash credit of Rs.3,00,000
Financial statements from the year 2009 to 2011 were analysed
· X Associates which is a trading firm that applied for a cash credit of Rs.10,00,000.Financial statements from 2008 to 2011 were analysed

Once the analysis of these statements is made in the branch office , it is sent for approval to the head office along with the recommendations to grant or deny credit. The head office based on the analysis, fixes the interest rate. If the head office has doubts regarding the financial position, then it may fix the interest rate above the primary lending rate or grant credit which will be less than the amount applied for. Otherwise the full amount requested for will be granted at the interest rate which may be at par or below the primary lending rate.
Table 4.1
X FURNITURES
Form I - Operating Statement
                                                                                                                        ( Rs in Lakhs )

	
 
	 
	 
	 
	 
	 

	Particulars
	2007
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 
	 

	Net Sales
	37.48
	39.81
	46.26
	60.00
	70.00

	Less : Excise Duty
	0.00
	0.00
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 
	 

	Total
	37.48
	39.81
	46.26
	60.00
	70.00

	 
	 
	 
	 
	 
	 

	%age rise or fall in sales
	0.00
	6.22
	16.20
	29.70
	16.67

	 
	 
	 
	 
	 
	 

	Cost of Sales : 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Raw Materials
	41.46
	42.80
	44.02
	56.86
	66.54

	Insurance
	0.03
	0.02
	0.03
	0.03
	0.03

	Electricity
	0.03
	0.05
	0.05
	0.06
	0.06

	Direct Labour
	0.18
	0.27
	0.30
	0.30
	0.33

	Rent
	0.48
	0.48
	0.60
	0.60
	0.60

	Other Manufacturing Expenses
	0.09
	0.14
	0.14
	0.17
	0.20

	 
	 
	 
	 
	 
	 

	Cost of Production
	42.27
	43.76
	45.14
	58.02
	67.76

	 
	 
	 
	 
	 
	 

	Add : Opening Stock of Finished Goods
	13.82
	20.19
	25.70
	26.30
	27.00

	 
	 
	 
	 
	 
	 

	Sub Total A
	56.09
	63.95
	70.84
	84.32
	94.76

	 
	 
	 
	 
	 
	 

	Less : Closing Stock of Finished Goods
	20.19
	25.69
	26.30
	27.00
	28.00

	 
	 
	 
	 
	 
	 

	Total Cost of Sales
	35.90
	38.26
	44.54
	57.32
	66.76

	 
	 
	 
	 
	 
	 

	Selling Expenses
	0.01
	0.00
	0.00
	0.00
	0.00

	Administrative Expenses
	0.24
	0.24
	0.48
	0.51
	0.54

	 
	 
	 
	 
	 
	 

	Sub Total
	36.15
	38.50
	45.02
	57.83
	67.30

	 
	 
	 
	 
	 
	 












 (Rs in Lakhs)

	 
	 
	 
	 
	 
	 

	Particulars
	2007
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Operating Profit Before Interest
	1.33
	1.31
	1.24
	2.17
	2.70

	 
	 
	 
	 
	 
	 

	Interest
	0.64
	0.50
	0.00
	0.80
	1.20

	 
	 
	 
	 
	 
	 

	Operating Profit After Interest
	0.69
	0.81
	1.24
	1.37
	1.50

	 
	 
	 
	 
	 
	 

	Add: Other Non-Operating Income
	 
	 
	 
	 
	 

	          Misc non-operating income
	0.34
	0.29
	0.38
	0.60
	0.60

	          Interest
	0.01
	0.05
	0.05
	0.06
	0.06

	 
	 
	 
	 
	 
	 

	Less : Non-operating expenses
	0.00
	0.00
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 
	 

	 Sub Total B
	1.04
	1.15
	1.67
	2.03
	2.16

	 
	 
	 
	 
	 
	 

	Less: Provision for taxes
	0.00
	0.00
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 
	 

	Net Profit / Loss
	1.04
	1.15
	1.67
	2.03
	2.16

	 
	 
	 
	 
	 
	 



From the above table, it is observed that the net profit has kept on increasing for the five years under study. The profit has increased from Rs.1.04 lakhs in the year 2007 to Rs.2.16 lakhs in the year 2011

Table 4.2

Form II – Statement showing analysis of Balance Sheet

                                                                                                          ( Rs in Lakhs )

	
	 
	 
	 
	 
	 

	Particulars
	2007
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Liabilities
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Current Liabilities :
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Short term borrowings from banks
	6.06
	0.00
	0.00
	10.00
	10.00

	( Sub  Total A )
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Sundry Creditors
	1.25
	10.27
	6.36
	18.25
	18.25

	Loan creditors
	10.79
	18.25
	18.25
	2.50
	2.50

	Advance payment from customers
	0.00
	1.89
	0.22
	0.00
	0.00

	 
	 
	 
	 
	 
	 

	Sub Total B
	12.04
	30.41
	24.83
	20.75
	20.75

	 
	 
	 
	 
	 
	 

	Total Current Liabilities (i)
	18.10
	30.41
	24.83
	30.75
	30.75

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Term Liabilities (ii)
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Nil
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Total Outside Liabilities (i +ii)
	18.10
	30.41
	24.83
	30.75
	30.75

	 
	 
	 
	 
	 
	 

	Networth : 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Ordinary Share Capital
	13.92
	18.25
	19.39
	21.42
	23.58

	Reserves (if any)
	0.00
	0.00
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 
	 

	Total Networth
	13.92
	18.25
	19.39
	21.42
	23.58

	 
	 
	 
	 
	 
	 











( Rs in Lakhs)

	 
	 
	 
	 
	 
	 

	Particulars
	2007
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Assets 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Current Assets :
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Cash in hand
	0.18
	0.33
	0.32
	1.72
	1.88

	Cash at bank
	3.63
	11.69
	6.30
	0.50
	0.50

	Trade Debtors
	0.71
	0.28
	0.40
	12.00
	13.00

	Closing Stock of Finished Goods
	20.19
	25.69
	26.30
	27.00
	28.00

	Advances to supplier of goods
	0.65
	2.97
	3.21
	3.25
	3.25

	 
	 
	 
	 
	 
	 

	Total Current Assets (iii)
	25.36
	40.96
	36.53
	44.47
	46.63

	 
	 
	 
	 
	 
	 

	Fixed Assets :
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Gross Block
	6.66
	7.70
	7.70
	7.70
	7.70

	Less : Depreciation
	0.00
	0.00
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 
	 

	Net Block
	6.66
	7.70
	7.70
	7.70
	7.70

	 
	 
	 
	 
	 
	 

	Other Non-Current Assets
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	 and Intangible Assets
	0.00
	0.00
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Total Assets
	32.02
	48.66
	44.23
	52.17
	54.33

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Net Working Capital (iv)
	7.26
	10.55
	11.69
	13.72
	15.88

	 
	 
	 
	 
	 
	 

	Current Ratio
	1.40
	1.35
	1.47
	1.45
	1.52

	 
	 
	 
	 
	 
	 



The table shows the increasing need for working capital from year to year Rs.7.26 lakhs in the year 2008 to Rs.15.88 lakhs in the year 2011.The Current ratio also indicates a healthy financial position of the firm as it is above 1.33 in all the five years.
Table 4.3

Form III - Comparative Statement of Assets and Liabilities




                                      

         ( Rs in Lakhs )

	
	 
	 
	 
	 
	 

	Particulars
	2007
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 
	 

	Current Assets :
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Finished Goods
	20.19
	25.69
	26.30
	27.00
	28.00

	(Inventory holding period)
	6.75
	8.06
	7.09
	5.65
	5.03

	 
	 
	 
	 
	 
	 

	Trade Debtors
	0.71
	0.28
	0.40
	12.00
	13.00

	(Average Collection Period)
	0.23
	0.08
	0.10
	2.40
	2.23

	 
	 
	 
	 
	 
	 

	Advances to suppliers
	0.65
	2.97
	3.21
	3.25
	3.25

	 
	 
	 
	 
	 
	 

	Other Current Assets
	3.81
	12.02
	6.62
	2.22
	2.38

	 
	 
	 
	 
	 
	 

	Total Current Assets
	25.36
	40.96
	36.53
	44.47
	46.63

	(to agree with iii of Form II)
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Current Liabilities : 
	 
	 
	 
	 
	 

	( other than bank borrowings )
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Creditors for purchases
	12.04
	30.41
	24.83
	20.75
	20.75

	Others
	0.00
	0.00
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 
	 

	Total Current Liabilities
	12.04
	30.41
	24.83
	20.75
	20.75

	(to tally with i in Form II)
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 



Inventory holding period is getting decreased from 7.09 months in 2008 to 5.65 months in 2010. It indicates that there is a not a huge demand for the product being sold. The average collection period is getting increased by 2.30 months in 2010 which means the company has adopted a liberal credit policy .The current liability has not increased from 2010 to 2011 whereas current assets has increased by Rs.2.16 lakhs indicating increase in working capital.
Table 4.4

Statement showing computation of Maximum Permissible Bank Finance (MPBF)










( Rs in Lakhs )

	
	 
	 
	 
	 
	 

	Particulars
	2007
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Total Current Assets (i)
	25.36
	40.96
	36.53
	44.47
	46.63

	 
	 
	 
	 
	 
	 

	Other Current Liabilities (ii) 
	12.04
	30.41
	24.83
	20.75
	20.75

	 
	 
	 
	 
	 
	 

	Working Capital Gap A (i - ii)
	13.32
	10.55
	11.70
	23.72
	25.88

	 
	 
	 
	 
	 
	 

	Minimum Stipulated Working Capital  B
	2.66
	2.11
	2.34
	4.74
	5.18

	(20 % of Working Capital Gap)
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Actual/Projected net working capital

C (iv in Form II)
	7.26
	10.55
	11.69
	13.72
	15.88

	 
	 
	 
	 
	 
	 

	A – B
	10.66
	8.44
	9.36
	18.98
	20.70

	 
	 
	 
	 
	 
	 

	A – C
	6.06
	0.00
	0.01
	10.00
	10.00

	 
	 
	 
	 
	 
	 

	MPBF 
	6.06
	0.00
	0.01
	10.00
	10.00

	 
	 
	 
	 
	 
	 

	Excess Borrowings(B-C)
	-4.60
	-8.44
	-9.35
	-8.98
	-10.70

	 
	 
	 
	 
	 
	 


The Maximum Bank Permissible Finance computed for the current year is Rs.10 lakhs

Table 4.5

Fund Flow Statement





                                         ( Rs in Lakhs )

	
	 
	 
	 
	 
	 

	Particulars
	 
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 
	 

	 
	
	 
	 
	 
	 

	Sources :
	
	 
	 
	 
	 

	 
	
	 
	 
	 
	 

	Net profit After Tax
	
	1.15
	1.67
	2.03
	2.16

	 
	
	 
	 
	 
	 

	Depreciation
	
	0.00
	0.00
	0.00
	0.00

	 
	
	 
	 
	 
	 

	Increase in Capital
	
	3.18
	-0.53
	0.00
	0.00

	 
	
	 
	 
	 
	 

	Increase in Term Liabilities
	
	0.00
	0.00
	0.00
	0.00

	 
	
	 
	 
	 
	 

	Decrease in Fixed Assets
	
	0.00
	0.00
	0.00
	0.00

	 
	
	 
	 
	 
	 

	Total
	
	4.33
	1.14
	2.03
	2.16

	 
	
	 
	 
	 
	 

	 
	
	 
	 
	 
	 

	Uses : 
	
	 
	 
	 
	 

	 
	
	 
	 
	 
	 

	Net Loss
	
	0.00
	0.00
	0.00
	0.00

	 
	
	 
	 
	 
	 

	Decrease in term Liabilities
	
	0.00
	0.00
	0.00
	0.00

	 
	
	 
	 
	 
	 

	Increase in Fixed Assets
	
	1.04
	0.00
	0.00
	0.00

	 
	
	 
	 
	 
	 

	Total
	
	1.04
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 
	 


                                                    




            ( Rs in Lakhs )

	 
	 
	 
	 
	 
	 

	Particulars
	 
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Long Term Surplus or Deficit(i)
	 
	3.29
	1.14
	2.03
	2.16

	 
	 
	 
	 
	 
	 

	Increase or Decrease in Current assets
	 
	15.60
	-4.43
	7.94
	2.16

	 
	 
	 
	 
	 
	 

	Increase or Decrease in Current Liabilities
	 
	18.37
	-5.58
	-4.08
	0.00

	( Other than Bank Borrowings )
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Increase/Decrease in Working Capital Gap (ii)
	 
	10.55
	11.70
	23.72
	25.88

	 
	 
	 
	 
	 
	 

	Net Surplus or Deficit (item i - item ii)
	 
	-7.26
	-10.56
	-21.69
	-23.72

	 
	 
	 
	 
	 
	 

	Increase or Decrease in Bank Borrowings
	 
	-6.06
	0.00
	10.00
	0.00

	 
	 
	 
	 
	 
	 

	Increase or Decrease in Net Sales
	 
	2.33
	6.45
	13.74
	10.00

	 
	 
	 
	 
	 
	 

	Summary :
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Long Term Sources
	 
	4.33
	1.14
	2.03
	2.16

	Minus : Long Term Uses
	 
	1.04
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 
	 

	 A
	 
	3.29
	1.14
	2.03
	2.16

	 
	 
	 
	 
	 
	 

	Short Term Sources
	 
	12.31
	-5.58
	5.92
	0.00

	Minus : Short Term Uses
	 
	15.60
	-4.43
	7.94
	2.16

	 
	 
	 
	 
	 
	 

	 B
	 
	-3.29
	-1.15
	-2.02
	-2.16

	 
	 
	 
	 
	 
	 

	 (A+B)
	 
	0.00
	-0.01
	0.01
	0.00

	 
	 
	 
	 
	 
	 



Funds that are borrowed are used for business purpose appropriately. Hence there is no misusage of borrowed funds.

RATIO ANALYSIS
Table 4.6
Total Outside Liabilities to Total Networth Ratio

	Year
	Total Outside Liabilities
(Rs. in Lakhs)
	Total Networth
(Rs. in Lakhs)
	Ratio

	2007
	18.10
	13.92
	1.30

	2008
	30.41
	18.25
	1.67

	2009
	24.83
	19.39
	1.28

	2010
	30.75
	21.42
	1.44

	2011
	30.75
	23.58
	1.30


The ratio has come down to 1.30 in 2011 from 1.44 in 2010. It means more assets are available to meet outside liabilities
Table 4.7

Current Ratio

	Year
	Current

Assets
(Rs. in Lakhs)
	Current Liabilities
(Rs. in Lakhs)
	Ratio

	2007
	25.36
	18.10
	1.40

	2008
	40.96
	30.41
	1.35

	2009
	36.53
	24.83
	1.47

	2010
	44.47
	30.75
	1.45

	2011
	46.63
	30.75
	1.52


The required standard for current ratio is 1.33. Since the ratios are closer to the thumb-rule across the years, we can say that the company has the ability to meet its current obligations comfortably.

Table 4.8

Gross Profit to Net Sales Ratio

	Year
	Gross Profit
(Rs. in Lakhs)
	Net Sales
(Rs. in Lakhs)
	Ratio

	2007
	1.33
	37.48
	0.04

	2008
	1.31
	39.81
	0.03

	2009
	1.24
	46.26
	0.03

	2010
	2.17
	60.00
	0.04

	2011
	2.70
	70.00
	0.04


Gross profit and net profit though has not increased considerably, has not reduced too in the past 5 years. Thus the gross profit earned will be sufficient to recover all operating expenses and to build up reserves after paying all fixed interest charges.
Table 4.9

Net Profit to Net Sales Ratio

	Year
	Net Profit
(Rs. in Lakhs)
	Net Sales
(Rs. in Lakhs)
	Ratio

	2007
	1.04
	37.48
	0.03

	2008
	1.15
	39.81
	0.03

	2009
	1.67
	46.26
	0.04

	2010
	2.03
	60.00
	0.03

	2011
	2.16
	70.00
	0.03


   Net profit has remained stable in the past 5 years. This assures firm's capacity to face adverse economic conditions such as price competition, low demand, etc.

Table 4.10
Interest Coverage Ratio

	Year
	Profit Before Interest, Depreciation and Tax
(Rs. in Lakhs)
	Interest
(Rs. in Lakhs)
	Ratio

	2007
	1.68
	0.64
	2.63

	2008
	1.65
	0.50
	3.30

	2009
	1.67
	0.00
	0.00

	2010
	2.83
	0.80
	3.54

	2011
	3.36
	1.20
	2.80


Interest coverage ratio is above the required standard of 2 in all the five years. Thus the lenders are assured a regular and periodical interest income.

Table 4.11
Cost of Sales to Net Sales Ratio

	Year
	Cost of Sales
(Rs. in Lakhs)
	Net Sales
(Rs. in Lakhs)
	Ratio

	2007
	36.15
	37.48
	0.96

	2008
	38.50
	39.81
	0.97

	2009
	45.02
	46.26
	0.97

	2010
	57.83
	60.00
	0.96

	2011
	67.30
	70.00
	0.96


Cost of sales remains almost the same during the five years from 2007 to 2011. This means the company has less chance of running into losses.
Table 4.12
Inventory Turnover Ratio

	Year
	Finished Goods
(Rs. in Lakhs)
	Total Cost of Sales
(Rs. in Lakhs)
	Ratio

	2007
	20.19
	35.90
	202.50

	2008
	25.69
	38.26
	241.73

	2009
	26.30
	44.54
	212.57

	2010
	27.00
	57.32
	169.57

	2011
	28.00
	66.76
	150.99


  Inventory turnover ratio has been decreasing throughout the years of study from 202.50 in 2007 to 150.99 in 2011 indicating the rise in finished goods inventory.
Table 4.13
Net Working Capital to Current Assets Ratio

	Year
	Net Working Capital
(Rs. in Lakhs)
	Current assets
(Rs. in Lakhs)
	Ratio

	2007
	7.26
	25.36
	0.29

	2008
	10.55
	40.96
	0.26

	2009
	11.69
	36.53
	0.32

	2010
	13.72
	44.47
	0.31

	2011
	15.88
	46.63
	0.34


    Net Working Capital to Current Assets Ratio has kept on increasing from 0.29 in 2007 to 0.34 in 2011 indicating the decrease of current liabilities over the years.
Table 4.14
Working Capital Turnover Ratio

	Year
	Cost of Sales
(Rs. in Lakhs)
	Net Working Capital
(Rs. in Lakhs)
	Ratio

	2007
	36.15
	7.26
	4.94

	2008
	38.50
	10.55
	3.63

	2009
	45.02
	11.69
	3.81

	2010
	57.83
	13.72
	4.18

	2011
	67.30
	15.88
	4.20


                The ratio is increasing over the past four year and is at 4.20 in 2011 which means the company is utilizing the working capital efficiently.
Credit Granting Decision :


The Maximum Permissible Bank Finance(MPBF) computed  for X furnitures is Rs. 10 lakhs. The operating statement projects increase in profit in the next financial year and the fund flow statement reveals proper usage of borrowed fund. Ratios also indicate a healthy financial position of the company inspite of a liberal credit policy. The company has financial transactions with the bank for a period of more than five years and the bank is satisfactory with their past dealings.

Hence the requested amount of Rs. 10 lakhs shall be granted to X Furnitures.

Table 4.15

X COIR INDUSTRIES
Form I – Operating Statement




                                             (Rs in Lakhs)

	
	 
	 
	 

	Particulars
	2008
	2009
	2010

	 
	 
	 
	 

	Net Sales
	20.46
	23.93
	26.50

	%rise (or) fall in sales
	0.00
	16.96
	10.74

	Cost of Sales:
	 
	 
	 

	Raw materials
	14.95
	16.84
	19.63

	Consumable stores
	1.46
	1.52
	1.72

	Power and Fuel
	0.34
	0.37
	0.42

	Wages and Freight
	0.99
	1.04
	1.26

	Vehicle Maintenance
	0.06
	0.07
	0.10

	Machinery Maintenance
	0.07
	0.09
	0.12

	Rent
	0.18
	0.18
	0.18

	Miscellaneous
	0.25
	0.28
	0.34

	 
	 
	 
	 

	Cost of Production 
	18.30
	20.39
	23.77

	Add : Opening Stock of Finished Goods
	2.99
	4.12
	4.03

	Sub Total
	21.29
	24.51
	27.80

	Less : Closing Stock of Finished Goods
	4.12
	4.03
	5.13

	Total Cost of Sales
	17.17
	20.48
	22.67

	 
	 
	 
	 

	Selling Expenses
	0.52
	0.56
	0.60

	 
	 
	 
	 

	Sub Total
	17.69
	21.04
	23.27

	 
	 
	 
	 

	Operating Profit Before Interest
	2.77
	2.89
	3.23

	Interest
	1.26
	1.20
	1.20

	Operating Profit After Interest
	1.51
	1.69
	2.03

	Add : Non-Operating Incomes
	0.00
	0.00
	0.00

	 
	 
	 
	 

	Net Profit / Loss
	1.51
	1.69
	2.03

	 
	 
	 
	 



From the table, it is observed that the net profit of the company gets increased by 0.34 lakhs for the next financial year.

Table 4.16
Form II –Statement showing analysis of Balance Sheet









(Rs in Lakhs)

	
	 
	 
	 

	Particulars
	2009
	2010
	2011

	 
	 
	 
	 

	Current Liabilities
	 
	 
	 

	 
	 
	 
	 

	Short Term Borrowings from applicant bank
	2.93
	2.90
	3.00

	 
	 
	 
	 

	Sub Total A
	2.93
	2.90
	3.00

	 
	 
	 
	 

	Other Current Liabilities (Sub-Total B)
	0.00
	0.00
	0.00

	 
	 
	 
	 

	Total Current Liabilities (i)
	2.93
	2.90
	3.00

	 
	 
	 
	 

	Term Liabilities :
	 
	 
	 

	 
	 
	 
	 

	Term Loans (ii)
	3.78
	3.39
	2.75

	 
	 
	 
	 

	Total Outside Liabilities (i + ii)
	6.71
	6.29
	5.75

	 
	 
	 
	 

	Networth : 
	 
	 
	 

	 
	 
	 
	 

	Ordinary Share Capital
	6.64
	7.21
	8.05

	Add : Reserves ( if any)
	0.00
	0.00
	0.00

	 
	 
	 
	 

	Networth
	6.64
	7.21
	8.05

	 
	 
	 
	 

	Total Liabilities
	13.35
	13.50
	13.80

	 
	 
	 
	 











(Rs in Lakhs)

	 
	 
	 
	 

	Particulars
	2009
	2010
	2011

	 
	 
	 
	 

	Current Assets :
	 
	 
	 

	 
	 
	 
	 

	Cash and Bank Balances
	0.14
	0.17
	0.12

	Trade Debtors
	1.63
	1.85
	1.09

	Closing Stock of Finished Goods
	4.12
	4.03
	5.13

	Sales Tax Deposit
	0.03
	0.03
	0.03

	 
	 
	 
	 

	Total Current Assets (iii)
	5.92
	6.08
	6.37

	 
	 
	 
	 

	Fixed Assets
	7.14
	7.14
	7.14

	 
	 
	 
	 

	Other Non - Current Assets :
	 
	 
	 

	 
	 
	 
	 

	Advances to Supplier of Capital Goods
	0.30
	0.30
	0.30

	 
	 
	 
	 

	Total Other Non-Current Assets
	0.30
	0.30
	0.30

	 
	 
	 
	 

	Total Assets
	13.36
	13.52
	13.81

	 
	 
	 
	 

	Tangible Networth
	6.64
	7.21
	8.05

	(Networth-Intangible Assets)
	 
	 
	 

	 
	 
	 
	 

	Net Working Capital (iv)
	2.98
	3.16
	3.36

	 
	 
	 
	 

	Current Ratio
	2.02
	2.10
	2.12

	 
	 
	 
	 



The table shows increasing need for working capital from 2.98 lakhs in 2009 to 3.36 lakhs in 2011 and the current ratio is highly satisfactory since it is high above the required standard of 1.33 in all the three years.

Table 4.17
Form III - Comparative Statement of Assets and Liabilities








(Rs in Lakhs)

	 
	 
	 
	 

	Particulars
	2009
	2010
	2011

	 
	 
	 
	 

	Current Assets : 
	 
	 
	 

	Stock in Process and Finished Goods
	4.12
	4.03
	5.13

	(Inventory holding period)
	2.79
	2.30
	2.65

	 
	 
	 
	 

	Trade Debtors
	1.63
	1.85
	1.09

	(Average Collection Period)
	0.08
	0.08
	0.04

	 
	 
	 
	 

	Other Current Assets
	0.17
	0.20
	0.15

	 
	 
	 
	 

	Total Current Assets
	5.92
	6.08
	6.37

	(To Tally with iii of Form II)
	 
	 
	 

	 
	 
	 
	 

	Current Liabilities :
	 
	 
	 

	(Other than Bank Borrowings)
	 
	 
	 

	 
	 
	 
	 

	Creditors
	0.00
	0.00
	0.00

	 
	 
	 
	 

	Total Current Liabilities
	 
	 
	 

	(To Tally with i in Form II)
	0.00
	0.00
	0.00

	 
	 
	 
	 



The Inventory holding period is at 2.30 months in 2010 and 2.65 months in 2011 which indicates that the company is not making progress in sales. The collection period is 0.08 months in 2010 and 0.04 months in 2011 which means the company almost sells all its products on cash. The company’s current asset is to increase in the next financial year by Rs.0.29 lakhs where in there are no current liabilities for the company in any of the year under study.

Table 4.18

Statement showing Maximum Permissible Bank Finance (MPBF)










(Rs in Lakhs)

	 
	 
	 
	 

	Particulars
	2009
	2010
	2011

	 
	 
	 
	 

	Total Current Assets
	5.92
	6.08
	6.37

	 
	 
	 
	 

	Other Current Liabilities
	0.00
	0.00
	0.00

	 
	 
	 
	 

	Working Capital Gap A
	5.92
	6.08
	6.37

	 
	 
	 
	 

	Minimum Stipulated Working Capital B
	1.18
	1.22
	1.27

	(20% of working capital gap)
	 
	 
	 

	 
	 
	 
	 

	Projected Working Capital C (iv in Form II)
	2.98
	3.16
	3.36

	 
	 
	 
	 

	A - B  (i)
	4.74
	4.86
	5.10

	 
	 
	 
	 

	A - C (ii)
	2.94
	2.92
	3.01

	 
	 
	 
	 

	MBPF
	2.94
	2.92
	3.01

	(Item i or ii whichever is less)
	 
	 
	 

	 
	 
	 
	 

	Excess Borrowings ( B – C)
	-1.80
	-1.94
	-2.09

	 
	 
	 
	 



The Maximum Permissible Bank Finance ( MPBF) for the current year is Rs.2.92 lakhs and Rs.3.01 lakhs for the next financial year

Table 4.19

Fund Flow Statement








(Rs in Lakhs)

	
	 
	 
	 

	Particulars
	 
	2010
	2011

	 
	 
	 
	 

	Sources : 
	 
	 
	 

	 
	 
	 
	 

	Net Profit After Tax
	 
	1.69
	2.03

	 
	 
	 
	 

	Depreciation
	 
	0.00
	0.00

	 
	 
	 
	 

	Increase in Capital
	 
	-1.12
	-1.19

	 
	 
	 
	 

	Increase in Term Liabilities
	 
	0.00
	0.00

	 
	 
	 
	 

	Decrease in Fixed Assets
	 
	0.00
	0.00

	 
	 
	 
	 

	Total
	 
	0.57
	0.84

	 
	 
	 
	 

	Uses :
	 
	 
	 

	 
	 
	 
	 

	Net Loss
	 
	0.00
	0.00

	 
	 
	 
	 

	Decrease in Term Liabilities
	 
	0.39
	0.64

	 
	 
	 
	 

	Increase in Fixed Assets
	 
	0.00
	0.00

	 
	 
	 
	 

	Total
	 
	0.39
	0.64

	 
	 
	 
	 










(Rs in Lakhs)

	 
	 
	 
	 

	Particulars
	 
	2010
	2011

	 
	 
	 
	 

	 
	 
	 
	 

	Long Term Surplus/Deficit
	 
	0.18
	0.20

	 
	 
	 
	 

	Increase/Decrease in Current Assets
	 
	0.16
	0.29

	 
	 
	 
	 

	Increase /Decrease in Current Liabilities 
	 
	0.00
	0.00

	( Other than Bank Borrowings )
	 
	 
	 

	 
	 
	 
	 

	Increase/ Decrease in Working Capital Gap
	 
	0.16
	0.29

	 
	 
	 
	 

	Net Surplus or Deficit ( item 1 -item 4 )
	 
	0.02
	-0.09

	 
	 
	 
	 

	Increase/ Decrease in Bank Borrowings
	 
	-0.03
	0.10

	 
	 
	 
	 

	Increase/ Decrease in Net Sales
	 
	3.47
	2.57

	 
	 
	 
	 

	 
	 
	 
	 

	Summary :
	 
	 
	 

	 
	 
	 
	 

	Long Term Sources
	 
	0.57
	0.84

	Minus : Long Term Uses
	 
	0.39
	0.64

	A
	 
	0.18
	0.20

	 
	 
	 
	 

	Short Term Sources
	 
	-0.03
	0.10

	Minus : Short Term Uses
	 
	0.16
	0.29

	B
	 
	-0.19
	-0.19

	 
	 
	 
	 

	(A+B)
	 
	-0.01
	0.01

	 
	 
	 
	 



Funds that are borrowed are used for business purpose only. Hence there is no diversification of funds.

RATIO ANALYSIS
Table 4.20
Long Term Debt to Equity Ratio

	Year
	Long term debt

(Rs. in Lakhs)
	Equity

(Rs. in Lakhs)
	Ratio

	2009
	3.78
	6.64
	0.57

	2010
	3.39
	7.21
	0.47

	2011
	2.75
	8.05
	0.34



Long term debt is just 0.57 in the year 2009 and gets reduced further to 0.34 in the year 2011. This means the company is exposing itself to a large amount of equity.

Table 4.21
Total Outside Liabilities to Total Networth Ratio

	Year
	Total Outstanding Liabilities
(Rs. in Lakhs)
	Total Networth
(Rs in Lakhs)
	Ratio

	2009
	6.71
	6.64
	1.01

	2010
	6.29
	7.21
	0.87

	2011
	5.75
	8.05
	0.71



Though the Outside Liabilities is above the limit of 1 in the year 2009 it has come below 1 in the next two years. This means the owner’s have much stake in the business than outsiders.

Table 4.22
Current Ratio

	Year
	Current

Assets

(Rs. in Lakhs)
	Current Liabilities

(Rs. in Lakhs)
	Ratio

	2009
	5.92
	2.93
	2.02

	2010
	6.08
	2.90
	2.10

	2011
	6.37
	3.00
	2.12



The ratio is above 1.33 in all the three years which indicates that the extent of cash on hand and disposable assets are enough to pay off near term liabilities

Table 4.23

Gross Profit to Net Sales Ratio

	Year
	Gross Profit

(Rs. in Lakhs)
	Net Sales

(Rs. in Lakhs)
	Ratio

	2009
	2.77
	20.46
	0.14

	2010
	2.89
	23.93
	0.12

	2011
	3.23
	26.50
	0.12



  Gross profit has come down from 0.14 in 2009 to 0.12 in 2010 and remains stable in 2011. It indicates that the management has efficiently used labour and supplies in the production process.

Table 4.24
Net Profit to Net Sales Ratio

	Year
	Net Profit

(Rs. in Lakhs)
	Net Sales

(Rs. in Lakhs)
	Ratio

	2009
	1.51
	20.46
	0.07

	2010
	1.69
	23.93
	0.07

	2011
	2.03
	26.50
	0.08



    Net profit has increased by Rs.0.01 lakhs in 2011. This assures firm's capacity to face adverse economic conditions such as price competition, low demand, etc.

Table 4.25
Interest Coverage Ratio

	Year
	Profit Before Interest, Depreciation and Tax
(Rs. in Lakhs)
	Interest

(Rs. in Lakhs)
	Ratio

	2009
	2.77
	1.26
	2.20

	2010
	2.89
	1.20
	2.41

	2011
	3.23
	1.20
	2.69



    Interest coverage ratio is on an increasing trend and is above the required standard of 2 during all the five years. Thus the lenders are assured a regular and periodical interest income.

Table 4.26
Cost of Sales to Net Sales Ratio

	Year
	Cost of Sales

(Rs. in Lakhs)
	Net Sales

(Rs. in Lakhs)
	Ratio

	2009
	17.17
	20.46
	0.84

	2010
	20.48
	23.93
	0.86

	2011
	22.67
	26.50
	0.86



    There is no much increase in the cost of sales. It remains almost the same during the three years from 2009 to 2011. This means the company has less chance of running into losses.

Table 4.27
Inventory Turnover Ratio

	Year
	Finished Goods

(Rs. in Lakhs)
	Total Cost of Sales

(Rs. in Lakhs)
	Ratio

	2009
	4.12
	17.69
	83.84

	2010
	4.03
	21.04
	68.95

	2011
	5.13
	23.27
	79.36



Inventory turnover ratio is getting increased from 68.95 in 2010 to 79.36 in 2011 for the next financial year indicating increase in sales.

Table 4.28
Net Working Capital to Current Assets Ratio

	Year
	Net Working Capital

(Rs. in Lakhs)
	Current assets

(Rs. in Lakhs)
	Ratio

	2009
	2.98
	5.92
	0.50

	2010
	3.16
	6.08
	0.52

	2011
	3.36
	6.37
	0.53


Net Working Capital to Current Assets Ratio has kept on increasing from 0.50 in 2009 to 0.53 in 2011 indicating the decrease of current liabilities over the years

Table 4.29
Working Capital Turnover Ratio

	Year
	Cost of Sales

(Rs. in Lakhs)
	Net Working Capital

(Rs. in Lakhs)
	Ratio

	2009
	17.17
	2.98
	5.76

	2010
	20.48
	3.16
	6.48

	2011
	22.67
	3.36
	6.75


                The ratio is increasing over the past three years and is at 6.75 in 2011 which means the company is utilizing the working capital efficiently.

Credit Granting Decision :


The Maximum Permissible Bank Finance(MPBF) for X Coir Industries is Rs. 2.92 lakhs for the year 2010 and for the next year it is Rs.3.02 lakhs. The operating statement projects an increase in profit in the next financial year and the fund flow statement reveals proper usage of borrowed fund. Ratios also indicate a healthy financial position of the company and the bank has a satisfactory financial dealings with the company in the past years. Hence the full requested amount of Rs. 3 lakhs shall be granted to X Coir Industries.

Table 4.30
X ASSOCIATES
Form I – Operating Statement









(Rs in Lakhs)

	Particulars
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Net Sales
	394.29
	374.85
	385.18
	414.10

	 
	 
	 
	 
	 

	Less : Excise Duty
	0.00
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 

	Net Sales (1-2)
	394.29
	374.85
	385.18
	414.10

	 
	 
	 
	 
	 

	% age of rise or fall in sales
	0.00
	-4.93
	2.76
	7.51

	 
	 
	 
	 
	 

	Cost of Sales :
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Raw Materials
	358.65
	366.74
	397.16
	405.79

	Lorry Freight and Carriage
	0.10
	0.34
	0.55
	0.55

	Bad Debts
	0.00
	1.90
	0.00
	0.00

	Electricity Charges
	0.46
	0.42
	0.40
	0.48

	Repairs and Maintenance
	0.55
	0.02
	0.07
	0.15

	Processing Charge
	0.14
	0.00
	0.00
	0.00

	Depreciation
	1.63
	1.25
	1.02
	0.85

	Mettling Expenses
	0.68
	0.20
	0.21
	0.34

	 
	 
	 
	 
	 

	Cost of Production
	362.21
	370.87
	399.41
	408.16

	 
	 
	 
	 
	 

	Add: Opening stock of finished goods
	62.03
	49.04
	55.12
	78.83

	 
	 
	 
	 
	 

	Sub-Total
	424.24
	419.91
	454.53
	486.99

	 
	 
	 
	 
	 

	Less : Closing Stock of Finished Goods
	49.04
	55.12
	78.83
	86.33

	 
	 
	 
	 
	 

	Total Cost of Sales
	375.20
	364.79
	375.70
	400.66

	 
	 
	 
	 
	 











(Rs in Lakhs)

	 
	 
	 
	 
	 

	Particulars
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Selling and Administrative Expenses :
	 
	 
	 
	 

	Audit Fees
	0.06
	0.10
	0.00
	0.00

	Bonus Expenses
	0.47
	0.22
	0.40
	0.50

	Building Expenses
	0.00
	0.04
	0.14
	0.26

	Car Repairs and Maintenance
	0.49
	0.22
	0.25
	0.35

	Compliment Expenses
	0.00
	0.28
	0.32
	0.42

	Computer Maintenance
	0.10
	0.07
	0.12
	0.24

	Donation Expenses
	0.02
	0.00
	0.00
	0.00

	Fire Insurance
	0.00
	0.10
	0.08
	0.09

	General expenses
	0.00
	0.09
	0.14
	0.29

	Godown Rent
	0.78
	0.78
	0.60
	0.90

	Insurance Expenses
	0.17
	0.05
	0.06
	0.10

	Office Expenses
	0.26
	0.28
	0.29
	0.37

	Postage and Courier
	0.11
	0.03
	0.05
	0.08

	Printing and Stationery
	0.48
	0.12
	0.13
	0.17

	Mobile Phone Expenses
	0.14
	0.16
	0.15
	0.19

	Subscription expenses
	0.03
	0.04
	0.04
	0.06

	Telephone Charges
	0.33
	0.29
	0.23
	0.27

	UPS Battery Service
	0.01
	0.01
	0.01
	0.03

	Chit Discount
	0.05
	0.78
	0.00
	0.00

	Travelling to Staffs
	0.52
	0.39
	0.27
	0.49

	Other Expenses
	0.31
	0.14
	0.15
	0.30

	Vehicle Expenses
	0.72
	0.81
	0.65
	0.76

	Vehicle Insurance
	0.03
	0.16
	0.13
	0.20

	Discount
	11.98
	7.03
	5.54
	7.09

	Advertisement
	4.02
	3.28
	1.13
	1.32

	Salary Expenses
	2.66
	2.10
	2.10
	2.60

	Salary to Accountant
	0.18
	0.18
	0.12
	0.14

	Salary to Manager
	1.30
	1.14
	0.90
	0.90

	Salary to Canvassing Staff
	1.44
	0.86
	0.99
	1.20

	Travelling to canvassing staff
	0.36
	0.44
	0.40
	0.49

	Property Tax
	0.02
	0.14
	0.12
	0.15

	Sub-Total
	2410.24
	2394.12
	2401.21
	2431.62

	 
	 
	 
	 
	 












(Rs in Lakhs)

	 
	 
	 
	 
	 

	Particulars
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Operating Profit Before Interest
	-2015.95
	-2019.27
	-2016.03
	-2017.52

	 
	 
	 
	 
	 

	Interest :
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Interest to Car Loan
	0.30
	0.12
	0.00
	0.00

	Interest paid to Bank OD
	1.43
	4.40
	5.60
	5.65

	Interest to Chit Funds
	0.00
	0.06
	0.00
	0.00

	 
	1.73
	4.58
	5.60
	5.65

	
	 
	 
	 
	 

	Operating Profit After Interest
	-2017.68
	-2023.85
	-2021.63
	-2023.17

	 
	 
	 
	 
	 

	Add: Other Non-Operating Incomes
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Discount
	13.69
	17.73
	17.81
	19.06

	Chit Discount
	0.09
	0.13
	0.00
	0.00

	Interest from Bank
	0.08
	0.02
	0.06
	0.13

	Dividend
	0.47
	0.09
	0.00
	0.00

	Company Incentive
	0.27
	0.00
	0.56
	0.71

	Car Insurance Claim
	0.00
	0.11
	0.00
	0.00

	Rental Income
	0.00
	0.90
	1.20
	1.30

	Site Sale Profit
	0.00
	3.99
	0.00
	0.00

	Sub Total
	14.60
	22.97
	19.63
	21.20

	 
	 
	 
	 
	 

	Less: Non-Operating Expenses
	0.00
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 

	Sub-Total
	-2003.08
	-2000.88
	-2002.00
	-2001.97

	 
	 
	 
	 
	 

	Less: Provision for Taxes
	0.00
	0.00
	0.00
	 

	 
	 
	 
	 
	 

	Net Profit / Loss
	-2003.08
	-2000.88
	-2002.00
	-2001.97

	 
	 
	 
	 
	 



The company is suffering a loss in all the four years studied from 2008 to 2011
Table 4.31
Form II – Statement showing analysis of Balance Sheet
  






     

     (Rs in Lakhs)

	
	 
	 
	 
	 

	Particulars
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 

	Current Liabilities :
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Short Term Borrowings from Banks(A)
	31.76
	34.11
	35.42
	35.30

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Liabilities for Expenses
	2.84
	1.47
	1.65
	1.45

	Liabilities for Purchases
	70.09
	73.89
	81.55
	79.70

	Short Term Borrowings(Creditors)
	1.50
	1.26
	4.50
	9.00

	 
	 
	 
	 
	 

	Sub Total B
	74.43
	76.62
	87.70
	90.15

	 
	 
	 
	 
	 

	Total Current  Liabilities (i)
	106.19
	110.73
	123.12
	125.45

	 
	 
	 
	 
	 

	Term Liabilities :
	 
	 
	 
	 

	Term Loans
	0.00
	1.57
	0.00
	0.00

	Other Term Liabilities
	0.00
	1.56
	0.00
	0.00

	 
	 
	 
	 
	 

	Total Term Liabilities (ii)
	0.00
	3.13
	0.00
	0.00

	 
	 
	 
	 
	 

	Total Outside Liabilities (i+ii)
	106.19
	113.86
	123.12
	125.45

	 
	 
	 
	 
	 

	Networth :
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Capital Account
	9.20
	18.87
	25.02
	32.02

	 
	 
	 
	 
	 

	Total Liabilities
	115.39
	132.73
	148.14
	157.47

	 
	 
	 
	 
	 











(Rs in Lakhs)

	 
	 
	 
	 
	 

	Particulars
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 

	Current Assets :
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Cash and Bank Balances
	4.66
	4.03
	2.02
	1.78

	Trade Debtors
	13.41
	21.21
	13.50
	14.25

	Closing Stock of Finished Goods
	49.04
	55.12
	78.83
	86.33

	Advance Tax
	0.00
	1.26
	0.00
	0.00

	Input Tax @ 12.5%
	0.00
	0.00
	0.00
	0.14

	 
	 
	 
	 
	 

	Total Current Assets (iii)
	67.11
	81.62
	94.35
	102.50

	 
	 
	 
	 
	 

	Fixed Assets :
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Net Block
	42.08
	40.34
	39.31
	38.47

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Other Non-Current Assets :
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Deposits and Advances
	4.88
	8.91
	14.00
	16.50

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Intangible Assets :
	 
	 
	 
	 

	Nil
	0.00
	0.00
	0.00
	0.00

	Total Assets
	114.07
	130.87
	147.66
	157.47

	 
	 
	 
	 
	 

	Net Working Capital (iv)
	-39.08
	-29.11
	-28.77
	-22.95

	 
	 
	 
	 
	 

	Current Ratio
	0.63
	0.74
	0.77
	0.82

	 
	 
	 
	 
	 



The current ratio is less than the required standard of 1.33 in all the years which is a unhealthy sign indicating that the cash and cash equivalents are not sufficient to meet the short term obligations.
Table 4.32
Form III – Comparative Statement of Assets and Liabilities








(Rs in Lakhs)

	
	 
	 
	 
	 

	Particulars
	2008
	2009
	2010
	2011

	 
	 
	 
	 
	 

	Current Assets : 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Finished Goods
	49.04
	55.12
	78.83
	86.33

	(Inventory holding period)
	1.57
	1.81
	2.52
	2.59

	 
	 
	 
	 
	 

	Trade Debtors
	13.41
	21.21
	13.50
	14.25

	(Average Collection Period)
	0.03
	0.06
	0.04
	0.03

	 
	 
	 
	 
	 

	Other Current Assets
	4.66
	5.29
	2.02
	1.92

	 
	 
	 
	 
	 

	Total Current Assets
	67.11
	81.62
	94.35
	102.50

	(to agree with iii in Form II)
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Current Liabilities
	 
	 
	 
	 

	(Other than Bank Borrowings)
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Liability for Expenses
	2.84
	1.47
	1.65
	1.45

	Liability for Purchases
	70.09
	73.89
	81.55
	79.70

	Short Term Borrowings
	1.50
	1.26
	4.50
	9.00

	 
	 
	 
	 
	 

	Total Current Liabilities
	74.43
	76.62
	87.70
	90.15

	(To Tally with i in Form II)
	 
	 
	 
	 




The Inventory holding period is getting increased from 1.81 in 2008 to 2.52 in 2011 which indicate that there is a lack of demand for the product being sold .The average collection period is getting decreased in 2010 by 0.02 months which implies prompt payment by debtors. It reduces the chances of bad debts. The current assets increases from 67.11 in 2008 to 102.50 in 2011 and current liability increases from 74.43 in 2008 to 90.15 in 2011.
Table 4.33
Statement showing Computation of Maximum Permissible Bank Finance (MPBF)










(Rs in Lakhs)

	
	 
	 
	 
	 

	Particulars
	2008
	2009
	2010
	2011

	
	 
	 
	 
	 

	Total Current Assets
	67.11
	81.62
	94.35
	102.50

	 
	 
	 
	 
	 

	Total Current Liabilities
	74.43
	76.62
	87.70
	90.15

	 
	 
	 
	 
	 

	Working Capital Gap A
	-7.32
	5.00
	6.65
	12.35

	 
	 
	 
	 
	 

	Minimum Stipulated Net Working Capital B
	-1.46
	1.00
	1.33
	2.47

	 
	 
	 
	 
	 

	Projected Working Capital C
( item iv in Form II )
	-39.08
	-29.11
	-28.77
	-22.95

	 
	 
	 
	 
	 

	A – B (i)
	-5.86
	4.00
	5.32
	9.88

	 
	 
	 
	 
	 

	 A – C (ii)
	31.76
	34.11
	35.42
	35.30

	 
	 
	 
	 
	 

	MBPF
	-5.86
	4.00
	5.32
	9.88

	(Item i or ii whichever is Less)
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Excess Borrowings ( B – C )
	37.62
	30.11
	30.10
	25.42

	 
	 
	 
	 
	 



The Maximum Bank Permissible Finance computed for the current year is Rs.5 lakhs as against the requested limit of Rs.10 lakhs.
Table 4.34
Fund Flow Statement









(Rs in Lakhs)

	 
	 
	 
	 
	 

	Particulars
	 
	2009
	2010
	2011

	 
	 
	 
	 
	 

	Sources
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Net Profit After Tax
	 
	-2000.88
	-2002.00
	-2001.97

	Depreciation
	 
	1.25
	1.02
	0.85

	Increase in Capital
	 
	2010.55
	2008.15
	2008.97

	Increase in Term Liabilities
	 
	3.13
	0.00
	0.00

	Decrease in Fixed Assets
	 
	1.74
	1.03
	0.84

	 
	 
	 
	 
	 

	 Total
	 
	15.79
	8.20
	8.69

	
	
	
	
	

	Uses 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Net Loss
	 
	0.00
	0.00
	0.00

	Decrease in term liabilities
	 
	0.00
	3.13
	0.00

	Increase in Fixed Assets
	 
	0.00
	0.00
	0.00

	 
	 
	 
	 
	 

	 Total
	 
	0.00
	3.13
	0.00








(Rs in Lakhs)

	 
	 
	 
	 
	 

	Particulars
	 
	2009
	2010
	2011

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Long Term surplus/Deficit
	 
	15.79
	5.07
	8.69

	 
	 
	 
	 
	 

	Increase/Decrease in Current Assets
	 
	14.51
	12.73
	8.15

	 
	 
	 
	 
	 

	Increase/Decrease in Current Liabilities
	 
	2.19
	11.08
	2.45

	(Other than Bank Borrowings)
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Increase /Decrease in Working Capital Gap
	 
	12.32
	1.65
	5.70

	 
	 
	 
	 
	 

	Net Surplus/ Deficit 
	 
	3.47
	3.42
	2.99

	 
	 
	 
	 
	 

	Increase / Decrease in Bank Borrowings
	 
	2.35
	1.31
	-0.12

	 
	 
	 
	 
	 

	Increase / Decrease in Net Sales
	 
	-19.44
	10.33
	28.92

	 
	 
	 
	 
	 

	Summary :
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Long Term Sources
	 
	15.79
	8.20
	8.69

	Long Term Uses
	 
	0.00
	3.13
	0.00

	 
	 
	 
	 
	 

	 A
	 
	15.79
	5.07
	8.69

	 
	 
	 
	 
	 

	Short Term Sources
	 
	4.54
	12.39
	2.33

	Short Term Uses
	 
	14.51
	12.73
	8.15

	 
	 
	 
	 
	 

	 B
	 
	-9.97
	-0.34
	-5.82

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	 (A+B)
	 
	5.82
	4.73
	2.87



The table indicates that the funds are mishandled every year which means that the funds which are borrowed are diversified elsewhere and is not used for business purpose.

Credit Granting Decision :

Though the Maximum Permissible Bank Finance computed is Rs.5 lakhs, operating statement projects losses for forthcoming year. The Current ratio is very poor at 0.63, 0.74, 0.77, 0.82 for the four years under study which is much below the required limit of 1.33. The fund flow statement also reveals misuse of funds. Thus even without the consideration of the rest of ratios, it is not advisable to grant credit to X Associates.

CHAPTER V

5.1 FINDINGS

X Furnitures :
· Net profit has kept on increasing for the five years under study. The profit has increased from Rs.1.04 lakhs in the year 2007 to Rs.2.16 lakhs in the year 2011

· There is increasing need for working capital from year to year from Rs.7.26 lakhs in the year 2008 to Rs.15.88 lakhs in the year 2011
· Inventory holding period is getting decreased from 7.09 months in 2008 to 5.65 months in 2010. It indicates that the company no huge demand for the product being sold
·  The average collection period is getting increased by 2.30 months in 2010 which means the company has adopted a liberal credit policy

· The current liability has not increased from 2010 to 2011 whereas current assets has increased by Rs.2.16 lakhs indicating increase in working capital

· The Maximum Bank Permissible Finance computed for the current year is Rs.10 lakhs

· Funds that are borrowed are used only for long term and short term purposes for the business and hence no diversification of funds.

· Total Outside Liabilities gets decreased from 1.44 in 2010 to 1.30 in 2011

· Current Ratio is above the required standard of 1.33 in all the five years

· Gross profit and net profit though has not increased considerably, has not reduced too in the past 5 years

· Interest coverage ratio is satisfactory as it is above the standard of 2 all the years

· Cost of sales remains almost the same during the five years from 2007 to 2011. This means the company has less chance of running into losses.
· Inventory turnover ratio has been decreasing throughout the years of study from 202.5 in 2010 to 150.99 in 2011 indicating the rise in finished goods inventory

· Net Working Capital to Current Assets Ratio has kept on increasing from 0.29  in 2007 to 0.34 in 2011 over the past four year indicating the decrease of current liabilities over the years
X Coir Industries :
· The Net Profit of the company gets increased by 0.34 lakhs for the next financial year
· There is increasing need for working capital amount with 3.36 lakhs for 2011 and the current ratio is highly satisfactory since it is high above the required standard of 1.33 in all the three years

· The Inventory holding period is at 2.30 months in 2010 and 2.65 months in 2011 which indicates that the company is not making progress in sales

· The collection period is 0.08 months in 2010 and 0.04 months in 2011 which means the company is not lending credit except in occasional situations

· The company’s current asset is to increase in the next financial year by Rs.0.29 lakhs where in there are no current liabilities for the company in any of the year under study
· The Maximum Permissible Bank Finance for the current year is Rs.2.92 lakhs and Rs.3.01 lakhs for the next financial year

· Borrowed funds are used for business purpose only and hence there is no diversification of funds
· Long term debt to networth ratio indicates a very healthy financial position as it is just 0.57 in the year 2009 and gets reduced further to 0.34 in the year 2011

· Total Outside Liabilities is less than 1 in the past two years
· Current Ratio is above the required standard of 1.33 in all the three years

· Gross profit has come down from 0.14 in 2009 to 0.12 in 2010 and remains stable in 2011
· Net Profit gets increased by 0.01 in 2011
· Interest coverage ratio is satisfactory as it is above the standard of 2 all the years

· Cost of sales remains the same from the year 2010 to 2011. 
· Inventory turnover ratio is getting increased from 68.95 in 2010 to 79.36 in 2011 indicating increase in sales

· Net Working Capital to Current Assets Ratio has kept on increasing from 0.50 in 2009 to 0.53 in 2011  indicating the decrease of current liabilities over the years
· The working capital turnover ratio has increased from 5.76 in 2009 to 6.75 in 2011

X Associates :

· The company is in a loss in all for the four years studied from 2008 to 2011

· The current ratio is less than the required standard of 1.33 in all the years which is a unhealthy sign

· The Inventory holding period is getting increased from 1.81 in 2008 to 2.52 in 2011 which indicate that there is a lack of demand for the product being sold 

· The average collection period is getting decreased in 2010 by 0.02 months which implies prompt payment by debtors
· The current assets increases from 67.11 in 2008 to 102.50 2011 and current liability increases from 74.43 in 2008 to 90.15 in 2011 

· The Maximum Bank Permissible Finance computed for the current year is Rs.5 lakhs

· The fund flow statement  indicates that the borrowed funds are misused and is not used appropriately for business purpose

5.2 SUGGESTION
· While analyzing the balance sheet of the borrower, it is better to fix  2 as the minimum requirement for current ratio, rather than 1.33 so as to reduce the chances of loan turning into a bad debt

· A minimum of 2 past years’ financial statements and 2 projected financial statements can be analysed, so as to take efficient credit decisions

· The bank calls for projected profit & loss account and balance sheet, which are prepared by the concerned companies with an optimistic growth rate. It is important to verify whether the projected figures have actually fructified by a reference to actual. Hence there should be a regular system in place to monitor the projected data with the actuals and ascertain variations and impact of variations on the financial position of the company
· The bank shall undertake SWOT analysis regularly for each corporate to assess its performance year after year. Such an analysis strengthens the MIS of the bank besides enabling them to reorient their future strategies with regard to industry exposure, individual customer exposure etc..

· The only qualitative factor considered for lending credit lending is the past financial dealings of the borrower with the bank. Apart from this, factors like industry outlook, size of the company, market and competitive position, management of the company shall also be considered to take better decisions
5.3 CONCLUSION
The study titled “Cash credit appraisal process” at Dhanalakshmi Bank Limited was done with an aim of understanding the process of scrutinizing the loan application of organizations that approached the bank for cash credit and assess its financial health to determine the credit limit . Various tools like operating statement, analysis of balance sheet, comparative statement of assets and liabilities, fund flow statement and ratio analysis were used to determine the credit limit and take decisions regarding grant of credit.
The study reveals how much care is to be taken before granting a loan. Not just the past data but the projections for the future should also be analysed carefully. The process not just ends with computing the amount of loan that can be granted to the borrower but it also checks if the borrowed funds are utilized for business purpose only. The study also reveals the importance of the borrower’s past financial dealings in granting loan. To conclude the bank has got a sound credit appraisal process which ensures very less chance of loan turning into a bad debt.
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ANNEXURE I

Memorandum to Cash Credit

(Limits up to Rs 1 crore)

	THE DHANALAKSHMI BANK LTD

BRANCH/ZO/GO/CO:–


	PROPOSAL FOR SANCTION/APPROVAL/RENEWAL/MODIFICATION/ EXTENSION/REVIEW OF THE FOLLOWING LIMITS TO 



	Existing Limits (Rs.in lacs)
	Proposed Limits (Rs.in lacs)

	Fund Based
	Non-Fund Based
	Fund Based
	Non-Fund Based

	
	
	
	


1.Date & Origin

	Branch
	
	Zone
	

	Date of Receipt of proposal
	
	Date of putting up of proposal
	


2.Borrower Information

	Name of borrower
	

	Address
	

	Constitution
	

	Date of incorporation
	

	Dealings with us since
	

	Activity
	

	Asset classification
	

	Credit Rating 
	Past
	Present

	
	
	

	Group
	

	Names of directors/ partners
	

	Relationship of director/partner with staff/officer/director of the bank 
	--

	Status of verification with RBI/ CIBIL/ ECGC defaulters/caution list
	---


3. Details of limit

	Facility
	Limit
	Date of sanction
	Present Outstanding

	Fund Based
	
	
	

	CC
	
	
	

	OD
	
	
	

	TL
	
	
	

	FB Total (A)
	
	
	

	Non-Fund Based
	
	
	

	LC
	
	
	

	BG
	
	
	

	Others
	
	
	

	NFB Total (B)
	
	
	

	TOTAL (A+B)
	
	
	


4. Brief background (Brief remarks to be furnished in respect of all the following items by way of bullet points/short paras)
a) Applicant unit:.

b) Key promoters/personnel/management: 

c) Products / services: 

5. Operational History

a) Conduct of the account: 

b) Excess drawings, if any (frequency of irregular drawings/approvals for the same etc to be mentioned)

c) Submission of data (Submission of financial statements/stock statements/CMA data)

Submitted upto ….

d) Rating history – upgrade/downgrade

e) Compliance with terms of sanction 

f) Status of verification with RoC 

g) Details of other borrowings

h) Related party disclosure, if any

i) Whether documents are valid and in force: 

j) Other remarks (Comments on interlocking of funds, NPA history, any adverse/ noteworthy feature also to be incorporated)  

6. Details of group

a) Sister/associate concerns :

b) Group concerns :

c) Related party disclosure, if any

d) Other remarks (Comments on interlocking of funds, NPA history, any adverse/  noteworthy feature also to be incorporated)  

(Data on associate/sister concerns to be furnishes as per Annexure E)
7. Value of connection










(Rupees in lacs)

	Particulars
	Applicant
	Group

	Current account (average yearly balance)
	
	

	Savings bank (Average yearly balance)
	
	

	Term deposits (outstanding)
	
	

	Interest income
	
	

	Non interest income (break up to be given)
	
	

	LC/BG commission
	
	

	Forex business/earnings
	
	

	Processing fee / other service charges
	
	

	Income from selling other products
	
	

	Other business introduced
	
	

	Total interest income
	
	

	Total non-interest income
	
	


8. Present proposal details (TL/WC/Ad hoc/NFB vide Annexure)

a) Pricing proposed: 

b) Details of securities

i. Primary: 

ii. Collateral: 

iii. Guarantees: 

9. Compliance with loan policy guidelines/exposure norms

10. Status of statutory compliance

11. Status of RBI compliance

12. Status of Audit comments

	Audit
	Date of report
	Major irregularities/ adverse features remaining unattended
	Remarks

	Internal Inspection and Audit
	
	
	

	Credit Audit
	
	
	

	RBI Audit
	
	
	

	Concurrent Audit
	
	
	

	Stock Audit
	
	
	

	Financial statements/Auditor’s report on the borrower
	
	
	


13. Peer comparison

	Particulars
	Borrower
	Peer

	
	200-
	200-
	200-
	200-

	Growth in net sales %
	
	
	
	

	PBDIT %
	
	
	
	

	ROCE %
	
	
	
	

	TOL/TNW
	
	
	
	

	Sales/Net block
	
	
	
	

	CR
	
	
	
	

	Cash interest coverage
	
	
	
	

	DSCR
	
	
	
	


14. Market/industry scenario

15. Risk assessment including mitigation

16. Recommendations

Terms & Conditions

1) Nature of facility




2) Constitution




3) Amount





4) Interest





5) Guarantor



Credit Processing Officer/ZO




Branch Manager

Credit Processing Officer /CO



Zonal Head

Date :








Regional Rural Banks








SBI and


 Associates





Other Nationalized Banks








Foreign Banks








Private Sector








Public Sector








State 


Cooperative








   Urban Cooperative








Commercial


Banks








Cooperative


Banks








Non-scheduled Banks








Scheduled Banks





RESERVE BANK OF INDIA


(Central Bank and supreme monetary authority)
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