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L INIROOUCTION

penks in India, hove emerged as fmportant {nstrumants
of soclio « sconomic change. Camercial banks, have undergone
stgnificant transformation during the last two decadess
contours and the complexions of the change having been determined
by the socio « economic end political context of thelr oparation
{n the country. The banks hove troversed @ long and mtmddm.
pathy during the perfod, and thefr traditional functions being
ntakers of doposits, lenders of money snd providers of money
transmission services.”

Lending s by far the most important functions of
a modorn banics Advances comprise a large portion of banks
total asscts, and form the backbone of the bank?s structurc.
The strength of the benk 1s thus primeirly judged by the
soundnass of 1ts advanced.

advances not only play an {mportant part in gross
sarnings of banks but also promote the economic dovelopmont of
the country. The enphasis of banking policy on credit deploye
mt.m beon on two aspects < a more bolanced distribution of



credit anong different regions and an tncreased flow of credit
to priority sectors. Advancas by commercial banks are made to
industries, including small scale {ndustries largely for worke
ing capital and to a certain extent for acquisition of fixed
assets to trade including exports end agriculture.

A clean advance {s generally granted for @ short
period after taking fnto considerstion the nat Hquld resources
of the borrowers Since thers {s no security to fall back won,
only such perties are considered eligible as would at short
notice be expected to adjust the sccountss A large portion of
bank advances {3 granted to meet the working capital reguire~
ments of the borrowors, f.0sy for purchasing raw materials and
carrying on the business. A smoll portion of advancaes 3 in
the form of mediua term loans for meeting the fixed capitul
requirements of Dorrowers, f.8., funds for renovation of
bufldings, fmprovement of land and purchase of machinery. In
these casas, there fs & regular programme of repaymont. bflis
may be payable on demand or on dus dates.

A honik's advances ¢an be divided Into two growps,
viz., those made against sacurity upon which the bank relfes
and thoso made on the goneral credit stending of the borrowsrs
end evidenced only by a promissory notee Thus, advances fal)
under two broad heads, parsonal and collaterals This division
corresponds to the distinction made by the Cowpanfes act, 1956
betwaen secured and unsecurad lomns.



A loan i3 an advance wifch {3 made in & Jumposum
without Viberty to the borrower or ropaying with a view to
subssquent withdrawals

A sfzeable portion of the Voans and discounts
particularly of a Camarcial bank consists of unsecured
loans, that {3, loans which ars arranged against no specif'ic
coliateral end which are the abligations of borrowers who,
fn the opinfon of the lending bank, arc emcellent credit
risks. Such advances arc evidenced only by a negotiable
instrunent, pronissory nota or b1l and ore called "unsecured”
‘or "elean and the note 13 referred to a3 on “unsecurad nuge”
fecay One In which the borrower hes pladged no specific asset
to sscura paymoent to the bank when the note falls due for
payments A socursd loan 1s one in which specific property 1s
pledged to secure payment of the loan. The note s referred to
a3s a “sscuraed or collateral notes™

Another type of on advance 15 the overdraft and
cash credite In the gass of an overdraft the arrangement {s
in relation to person's current account and the constomor can
ovardraow from his account upto the limit permiftted by the
bankery whersas in the case of a cash credit the customer contie



nuously avalls of the bank's credit usually agoinst securities
without at any time, keeping ¢ credit bolances Oesides, mn
overdraft {s supposed to be for @& comparatively short timoe vhereass
ft is not 3o in the case of s cash credit.

9

The major source of the benkis funds s fts daposits
and orfginal capital fnvestment of the bankt!s shareholders plus
retained net profits and the roserves buflt up over the yoars. .

The primory loan constderstions are sofoety and
Hquiditys A bonk lends tha sums which he has received of
deposits from countless custaners of varying financial position
both rich and poor.

By weight of authority, it {3 contendsd that in
granting credit three cloments must ba considared, namely,
character, capocity ond capftals Businass character {s business
reputation, bullt up by long years of fofr dealinge Capanfty
means the ability of the business man 8o to consarve his resources,
and to gonduct his offolrs as to be eble to mect hisg obli{gations
on timse The efficioncy of cepftal, measurcs the capecity of the
spplicant, for 1t Indicates the amount of gareful consideration
that he has therefore given to his use of credit and also the
extent of aconamy in the orgentsation and adninistration of his

bustiness.



Therefore, the credit aguation can be stated as:

Character « Capacity « Capftal = Limft of Credit.

Lending §s done In verfous ways; in varfous forms,
and for varfous purposes. Etssentially, it {5 the means of
providing Yquidity to the borrower at a point of time for
& future psriod. Wwhen the purpose of providing lHiqutdity ts
to generate additfonal economic activity with stipulated .
Hqutdity, tt is termed as productive lending.

The basic assentials of good lending, whaere tha
tntention §s to deal in money proper and not other assots
acquired in ldeu of money lent are: existence of assats with
the borrovaer that are asgquired fram the monfes lent; use of
such assets for the purpose of generating cash; gemeration of
enough cash to pay for the service of monfes Jenty visible
gains to the borrower from using such monies artsing from
generation of surplusg end relation of money over the perfod
for which the mantes are lent.

The objective of good lending is based on {ssuss such
88, proper end use of funds; propor utflisation of funds for
productive purpose; adequate genaration of surplusg sppropriate
motivation for the borrowers and approximation of estimates to
actuals under conditions of uncerteinfty.



The basis of santfonfng finsncial limits has to be
the reasonable level of curront ossats needed for @ smooth
flow of productions The varfous steps in fixing the Vimits for
borrowers consist of = determining reasonable lavel of financiable
current assets at peak lewel financisl reguirements in the year
for which limits are to be provided; setting off current Yfabie
tities related to finenciable current assats against them to
determine working capitals stipulating borrowers contribution
to working capital as proportion as well as a sum sinfmung
balance befng working capital gap to be provided as the muxioum
finance bank should be abla to provids by way of financial Iimits
such that current asscts axceed current tiebilitfos Including
bank borrowings subedivide finencial Tlnits Into sub « limits
whose tota) may exceed the Yimits which cannot be drawn all at
a timos determine back wp of other commttments nesded fron the
bank for financing In respect of current liabfifcies In addition
to financial limitss stipulate wmargins to be matntained In
raspact of financial current assets held by the borrower from
time to time.

The principle comodities against which advancas are
generally made by bankers ingludes Foodstuffs, viz., Rice,
wheat, Nfllets, Sugar, Salt, Ghee, etg. Fibres, viz., Cotton



and Jute. Oflseeds viz., Linseeds, Cotton seeds, Torta seeds)
Groundenutss HI1l produce, viz) Tes, Coffee and Rubber.
Manufactured articlos; ﬁm. Iron and Steel, Psper, Hides and
skins, Textiles goods, Films and uiscellancous articles, viz.,
Tobacco, Waol, Gold and Sflver, splices, Cashewnuts.

A striking feature of commercial barks operations has
bsan the diverstification of thair advancas portfolios Sixeable
saounts of money have been given by banks by way of food procured
mant gradity loans to agriculture, oxport finance and edvances
to athar priorfty/neglectud sectors « snel) « acale {ndustry,
road and water transport operators, v etofl traders and small
businessnen and professionals and self-umployed persons.

Thus the dasic meaning behind 2V} good banking Is
that of service to the pecple, to the Govermment and to all good
undarcakingss working togethar 2o bulld o country, to bufld e
rising Yiving stendord for all and svary onos

Taday the Damars, e ongeged n this process and
there are no linitsticas to thoir sotivitties. This cen b
abscrved Fram the charsctaristics of the denker rendered by Chose
Manhettan, smmerating, “A Banker todey 15 a lot mors thasi monay



spociaifist who walts for the commnity to come to hime He is
well rounded, imaginative individusl who knows to preosent a
package of financial services to f{1] his clients necds. He is
profassionally frwolved with every kind of business from & |
Government 1o space exploration, to problems of an emerging
natfon. And he cannot be pigeonholed because versatilifty s
onc of the Ingredients of his creed and one of the keys to
BUCCOSS" .

HEER FOR T4E STUOYS

With the nationalisation of Commarcial banks, thore
has Lean a changs In the lending policies, directed towards
socio « economfc justice end aconomic devalopment,

Thus, the Iavestigator §s interested to find out the
axtont of changes 1n the tronds of advangas through the change
in aoney supply, national fincone and rate of fntarest.

one of the Himitations of the study is that the
Resarve Jank of Indfs Sulletins « Roport on Currency end Finance
ware not avaflable from 1960 to 1972« The data for Bank advances



was cbtained from the Reserve Bank of Indle, Bombay. 48 time
was the limiting foctor the dats for the varieble, rate of
interest (advence Rate and dank Rete), could not be obtained
and hance, the study had to be restricted to 1970 to 19580

and a comparison of pre and post naotionalisation trend of
advances could not be mado,

Yo To examine the trend and magnitude of
varfabiiity of the varfous components,
camperison of advances {n relation to
maonoy supply, national ingome, over @
perfod of ten years.

‘2s To quentify the impact of money supply
and nations! iIncone on bank advances.

3¢ 7o analyse the fmpact of Rete of
Interest on bank advances.
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1l REVIEW OF LITERATLOE

"sanking means the accepting, for the purpose of
fending or trwestment, of deposits of money fram the public
repeyable on demand or othervwise, and withdrawsble by cheque
draft, order or otharwise® (The Banking Regulation gty 1949).

In develaping countries, whers sconomic growth tends
to be umeven, judicious dfsbursement of credit ¢an control .
haphazard growthe ror this resson, an efffcient and camprehensive
banking system s cructale

According to rhiroze.8.Medhora, Joint Menaging Director,
of 1CICIs “In the casc of banks, titl 1963, the Government could
only issue policy directives In rospect of use of funds. Thase
directives ware fn the nature of Central Banking Control, and
thersfore, did not govern the allogation of funds sccording to
the sconaaic policy of the Gavernment.®

In order to ensure that the vast resources controlled
by the banking systom were utfilfsed to meect the basic goals of
public policy such as econonic growth and soctal justice = it was
realiscd that there was no option but to nationslise sone of the
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major bankse Conssquently, on July 19, 1963, 14 major Indian
Cammercia) Banks « accounting for 83 per cant of the tots)
depostts were nationalised, Subssquently, in April 1380, six
more were added to the 118ty "essin order to further control
the econouy to meet progressively and ssrve betterg the nseds

of tha development of the economy and to promote welfare of the
peaple in conformity with the polfcy of the State." As a result
of these landmarks, the share of nstionalised benks {ncreused to
§0.7 por cent In terms of deposits and 90.6 per cent in tarms of '
advancess

Imnadiately after nationslizetion, the outliook of
Indien benking underwent a saa change with branchos mushrooming
voritably overnighte The total mumber of branches in the twenty
two years prior to natfonalfsstion stood at 8,262. Yet, by
April 1981, the number stood at 35,192« As a result the popula=
tion per branch declined progreasively from 65,000 in 1969 to
19,000 in 1301,

An {mportant characteristic of this aamaoth expansion
tas the amphasis on more and more branches tn unbanked and undere
banked rural end semf « urban sreas as also in underbarked States
of the countrys HNew branches opened in rurel areas as parcentage
of total branches opensd fncreased from 66 per cent in 1970 to
80 per cent during 1380,
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with regard to the quantum and character of advances
by the Commercial bonks since necxionaslisation thars has bsen @
shorply marked transformation and progresss In December 1369,
the bank credit advanced was of the order of R3$.2,454 croros
only, while in 197980 the bark advances went wnto R$.17,518
croress

Tharas has becen a welcome change in the attituds of
comuercial banks towards crodit dispensetion, with greater
emshasis on the viability of projects finanted and the earning
capacity of borrowers then on securitye The lending policios
are reoriented to suft the lozal conditions bosed on the repaye
mant capacity of borrowers arising from tncremental fncomas.
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During the year 1973 = T4, the commercial banks
credit registored & record expansion of Rs.1,321 crores
(20.6%) as compared to R$+932 Crores (17.0%) in 1972 = 73
(excluding ths bills rediscounted with the Resarve Benk of
Indta)e TYotal credit inclusive of bills rediscounted with
Resarve Sank of India exponded by R8.1,580 crores (24.6%) in
1973=74 as comared with 113.936 crores (17.0%) fn 1972«73.
This transformation in the resources position of banks during
the year may be attributed matinly to the intar-action of three '
factorss first, the accelerated demand for bank cradit from
the priority and essential sectors like food procurement
operations, public sector undartakings snd axports, the last
having assuned added fmportonce in the ¢ontext of the ofl crisis;
second, the ralatively slower Pace of growth in deposits) and
third, the deployment of soveral monetary weapons by the fescrva
Banic, with a view to further tightening of credit in the context
of mounting Inflation.

In terms of expansfion of gross ecredit, in 1974 < 75,
the increcase was even lower st 11.8% as agatnst 26.5% in che
previous year, so as to gontain the continuing Inflationary
prassure. Oespite this, there was a marked fncresse in advancas
for food procurement and there was a distinct progreas in the
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deployment of crodit to priorfty sogtors. The fCredit Authorte
sation Schemet was further streamlined to ensure a more judictous
use of bark credit as also to over « sec the end use of such
credit,

The pace of bank credft expansion during 1975 - 76
was faster than that of deposit accretions Gross bank cradit
{fncluding bills radiscounted with the Resarve Bank) showad an
exponsion of R$.2,521 crores (27.7%) as campored with the
fncrease of only R8.955 crores (11.7%) n 1974«75. A major
factor contributing to this expansion was the record incraase in
food procurement credit. Moreover, the tompo of brangh expansfon
was accelerated and 19 Reglonal nNurel Banks were sat wp with the
primary objective of development of the rural economy.

Sanking trends during 1376 « 77 were characterised by
a sharp deceleration In credit expansion, and shigher deposit
growth. The lower pace of gredit expansion resulted largely from
the decliine fn the pace of public food procurasent advancas, which
had exparfenged a record increase in the previous years The
axpansion in gross bank gradit at Rs:1,981 crores (17.1%) was
significently lower than the exponsion of R8.2,533+h Grorcs
(27.3%) n 1975 = 76, ‘
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The gross bank credit expansion during 1977 « 78
of R8.1,902 crores (14.6%) was somewhat lower then thet {n
1976 » 77 (73241,987 crores or 17+7%)e This was entircly on
account of a decline in public food procurement advancess
non=food advances actuelly showed a larger rise §n 1977 « 78.
Advences for public food procuremant, which had tncreased by
R8e351 croras during 1976 « 77, recorded a docline of ws.§)
crores durfng 1977 « 78. On the otherhand, non=food advances
rose by s1,993 croves as compared with R8.1,636 crores in the
previous year.

Bank credit recorded high rates of growth over the
year 1978 = 73 » gross bank credit rose by RS.3,287 crores,
or 20.8 per cant due to tha steep expansion in nonefood credit
which was aver 8,100 crores a wosk on an average than food
cradite iceording to the target laid down by the Govermmant of
India, advances to priorfty sectors like agriculture, small scale
industries and smell borrowsrs by the public sector banks werc
to reach a level of 33 1/3 of thefr outstanding crecit by end »
March 1979« 8y the end of March 1979, the share of advances to
priority sectors by 50 darge banks accounting for about 95 per
cant of total bank credit, had increased to 305 per cent as
against 2842 per cent 3 year before, Furthery puwlic soctor banks
were also expected toxchieve by March 1979 a craedit deposit ratio
of atleast 60 per cent in respect of thelr rura) and semfeurban

branches separatelye
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Further, progress was mude Dy the banking sector
towards the attaimment of the two mstional targets relating to
advances to priority seciors end credit depasit ratio fn the
rural and semieurban sreas. Although the targets could not be
achisved, st the end of the June 1980, priority sector advanc:s
of major barks which account for 95 per cent of gross bami
credit constituted 31e6 per cent of the total met bank crodit
as against 28.8 por cont a year corlfer. .

Two important policy decisions, relating to depsioyment
of credft were made during the yoar (1) Public Soctor Sanks should
strive to rafse the proportion of advances to priority sectors
from the terget of 33 V/3 per cent to 40 per cent by 1985.

(2) 3anks should sctively provide financial Npport to tha foples
mentstion of the twanty e point programwe, which afms at fmproving
the lot of the weaker section of the populetfon.

The year 1379 « 80 indicated a sfgniffcant deceleratfon
fn the growth rate of bank credfts The incroase fn bank credit
in 1979 « 80 wes very much lower at R$.2,366 crores or $2.0 per
cent as agofnst 22.5 per cent the year bafores The slowing down
of the psce of growth in benk credit wes the cambined result of
substantial decline of R8.586 crores in food credit and a snaller
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axpansion of R8.2,952 croras or 17»7 par cent nonefood cradits
This daceleration fn bank credit growth in 1979 «» 80 §s viewed
tn the context of a dagdline tn natfonal Income.

The expansion in bank credit in 1980 « 81 was
substantially higher at 18.4,332 crores or 19.6 per cent as
against 182,381 crores or 12.1 per cent in 1979 « 80. The
expansion in both the years was the net result of increase in
nonefood gredit and declines in food credit.

As regards the national tergets set for deployment of
credit during the perfod July 13580 to June 198Y, priority sectors
share was as much as 35.7 per cent of the Incremental nonwfood
gross bank credit as against 43.3 per cant {n 1979 » 80« The
outstanding priority sector advances at the end of June 1991
formed 34«1 per cent of the total met benk erodit, comparad with
the targst of 40 par cent to be achicved by 1985, In respect of
the othor target that banks should deploy 60 per cent of the
depostts modilised in rural and semfeurban aress in the raspective
areas, at the end of December 1980, the Al Indfa Credit Deposit
Ratio of rural offices worked out to 57.2 per cent and semt urbon
offices to 48,9 per cent.

As contaimment of inflationary pressurs fs the overe
riding objective of economic policy, a slowing down of the pace
of monetary and eredit expansfon became a must and the Reserve
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Bank?®s Credit Policy waes restrictive throughout thes decede

(1370 « 80)e At the saue time banks ware urged to make ranewed
efforts to provide adaguste ¢radit to priority sectors as wel)
as to mect the gonuine requircments of production & publid
distribution of assential comnodities and to pay spacial attens
tion to the nceds of the wesker sections of sactety. The
Resarve Bank amyloyed a warfety of instruments to restrain gredit
expansfon such as qualftative and quantitative cradit controls,
ratsing the cost of credit, tightening refinence facilfitius,
bringing Participation Certificates under the purview of the
Cash Reserve Ratio and Statutory Ligquidhty Ratio otce 3etwoen
1973 « 1380, the bank rate rangod fram 7 per cant to 10 per cent,
the statutory Viquidity retio ranged between 32 per gent in 1373
to 35 per cent in 1930, The Bank tightenad refinance feciliities,
and interast rates on standby refinsnce from the bank and on
reciseounting of bills with the bank were raiseds ‘ummtitative
guidelines ware alsc set on nonefood expansion. Hance, the
gredit policy persued by the eserve Bsnk was made more rigorous
towards the close of the years and thersaftsr.

L d

Despite, the stringent ¢redit policies to be followed,
the commercial bonks catered to fncreass lending to the priority
ssctors, through the Ares Approach. Thes fmplied, choosing a
compact area, fdentifying the credit gops and developing 1t
intensfvely througn Integrated danking rFactiitlos.
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The Village Adopifon Scheme which 18 aiso an fntew
grated approach fn lending was adopted as a part of thw Area
Approache

In extonding fncreascd gredit to agriculture,
particularly among the ssall and marginal farmors, Cradit Conps
ware organised by the nationalised bonks.

The Schema of the Differential Rate of Interest was
formulated by tho Govermment of India fn 1972 The schenns is
basically meant for fmproving the sacto - sconomic lots of tha
waikor anong the wedk by providing financiel sasistance to them
for setting w suell productive endsavours at consesaional rate
of & par cente The toble below providss mmple ovidenca that
sina the tncaption of thoe achame in 1972, public segtor bhanks
have made considerable prograss.
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, Amount Percant of OR1 advances
oend of Dborrows} outstanding to mtammas off the

December accounts {crores) previous ysar
(000s) |
1972 26 0.87 0,02
1973 230 10.06 Oel2
1976 313 13.35 0.23
1975 b65 20,99 G 3!
1976 1005 47.24 056
1977 1392 67,99 0u6%
1978 1620 90.00 0 7h
1979 2076 139.80 0.98
1980 2253 158.1% 0.85

The rural peopls bonefitted and the share of the
gredit advanced to agriculture, small scale Industry, profos
ssfonals and tramport cperetors rose saerply from 14 per cent
fn 1969 to about 33.6 par cent by 1980 ~ 8l. Says econanist
Jay Oubash{ s "Senks arc now sn accepted part of tha rural
econamic landscape and to that extent they have hslped mudernise
village economy.”
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Since 1973, monftoring and allocation of ¢redit
tn sccordancs with the priorfties of varfous sectors befitting
the objectives of the five year plon and formulating e frave-
work of differential rate of interczst have been brought out
for fagcilitating soctoral deployment of cradits In this
contaext, the traditional bamk rate policy and the present day
differential rate of interast will have thetr significant role
to play owing to the mult! e agency approach of financing
agricultural and docentralised sectors. In this regard, the
recommendations of the All Indfa Credit feview Comsittes ussumes
a spectal significance which §8 "Credit to récher section in
rural arcas for agricultural productfon ¢an de at a higher rate
of fntarest than cradit for the poorer sections.®



Jung June Juns A
lro Lt 7z LB
Advance tos
y
As Agriculture (1+11) 30164 340.96 388.45 bu6408
( 15 pirectw finance 160438 206037 231487 285406
(11) Indirect finonce 15126 134459 156458 161,02
8« Small Scale Industry 369450 442420 527410 642,70
Ce Other Priority sectors 9753 1206414 142494 18149
Total advances to priority “
scgtors “ 678467 907+3 105843 1270.68
sectors (asdsc) §

Total advonces to all ¢
Soctors.

B

Jue  June
1978, 175
586 768
392 s
9% 257
868 943
234 287
16812 14,999

mumﬂwoac b0T9.76 462171 5336477 6692 7,654

1,004

726
278

.

825

2,528

9,928

19275 1,659

951 1,235
32k hah
1,315 1,644
556 698
Néug OQQ:
11,643 13,364

1979 1980
2,221 2,965
LS
14678, 24299
53t 666
2,061 2,635
951 1,268
59233 64063

16,700 20,026,
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There s another noticfable chenge In the bank's
lending policy in the post - natfonalisation perfods In order
to help benks increasc thefr contribution towards employment
creation, the Thekkar Comnittee recommended that bDanks should
make an effort to finance varfous sclfeenpmloyed groups. 3anks
have hitherto evolved credit schemes for sophisticated sections
of sclf-emaloyed groups such technicians, engineers, doctors
and transport operators with adeguate fleets Howover, For the
unsophisticated selfeamployed groups of modest means, suwh as
fruit and vegetable vondors, farmars undertaking allied agricul=-

tural activities and operating cottage industries, cobblers and
30 ong tha rocommendations of the Commfttee had been accuptad and
the Government momfied a scheme of concessfonal rate of interast
lending for such small peoples The scheme came {nto forge,
lending to this sector at a flat rate of 4 per cent per unvum
provided the borrowaer satisfied two conditions,.

e He works hard and

Z. He do2s not amploy an mssistant in his job.

The Commfttee had also recammended the ostablishment
of an agpex body called the Multi Service agency to provide
integroted financial assistaonce anc technical sdvice on financtisl
management ) purchase of row materisls and nerketing of products

to vast multitude of self-employed gruwps.
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Two study groups were appointed under the chafrmane
ship of ProfsDeReGadgl] and VeTeDehogfa to study respectively

a) ifmplementation of social control ebjectives
and

b) gaps in crodit requirements and disbursements.
These groups found that social control on banks

did ittle to check the uneven flow of credit between
differsnt territorfes. It was also not & very successful
measure in extending eredit to wesker ssctions of the society
83 they continued to ronafin neglecteds The study grow
suggestad that tmprovemants could be made through a nev orfen-
tation in banks, callicd the fLand Bank Scheme! According to
this schame, ovary Hank wes to take a lead bank role and
undartake the rosponsibility for develooting gartain chosan
areas by moanding Jt3 offorts st doposit mobfli{zations The
lead bank scheme was expected to increase credit to agriculture
and small « scale industries by expanston of banks bronchas to
rural arcas and by close connaction with other credit fnntitu-

tions.

In 1969, the lead bank scheme camc into cperation
in 336 districts in the country with the exception of tha
Metrapolftan arecs like Bumbay, Calcutta, Madras, Chandfigarh,

Tl LI
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Delhd end Gos. Each Ysad bark was expected to wark n close

connection with Cowoparative banks and finenciel institutions
to {11 in credit gaps In priority scctors and rural areas.

A reviow of the soctisl control objectivos showasd that
while several controls were fnstituted ¢n bDonks, they fefled
to channelize credit facilfties to priorfity arcas and geps
continued to growe TO serve the needs of the development of
the sconumy the Government natfonalissd caomnercial banks, The
afm of natfonalization was

¥e to diract resources to those areas which
had urgent requirenent of fundsy

2» to avold the use of gredit for speculative
and unproductive purposes, and

3« to expand the branches of banks to extend
cradit facilities and encourage banking
habit to a wider populatton.

with a world-wide flare of prices and stagnation in

our agriculturol snd fncustrial production recently, fuelled
an unpracedanted rise in prices and tn turn Yed to a rise in

demond for credive Moreover in 1973, when denanu for credit
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rose steeply at & time when production was not rising, the
rRescrve 3ank {mposed certain credit restraintse To fit In
with thaese economic campulsions, the bank falt that the time
was opportune to bring about other reforms In the bank credit
systems, so that {1t could be geared to fulfil s developmuntel
role in the aconomy in the canings years.

It was against this background that the Reserve dank
congtituted n July 1374 to frane guldelincs for follow=w of )
bank credite Its termms of reforence weres

( 1) Yo suggest guidelines for commercial banks
to follow=un and supervise credit from the
point of onsuring proper use of funds and
kecping watch on safety of advanc:sg

( 11) to make recommendations for obtaining
periodical forecasts from borrowers of
(2)business/production plons and
(b)Credit needs



(114) to make suggestions for preseribing
fnventory norms for different fndustrics

both in the private and publfc sector

and Indicato thae broad criteria for
deviating from those norms.

( fv) to suggest criteria regarding sotis~
factory cepital structure snd sound
financial basis in relation Bo borrow=
ingss

( v) to make recommendatfons regarding the
sources for finencing the afnimum
working capftal requiremontsy

( vi) to meke recomendations as to whether
the existing pattern of financing
working capital requiromonts by cash
credit/overdraft system etc., requires
to be modified, {Ff 39, to suggest
sultable modifications, and

(vif) to make recammendations on any other
related matter as the group may consfder
germane to the subject of enquiry of m:ny
other adlied matter which may be specifie
cally referred to it by the Reserve 3Jank
of Indfa.
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The méchanics of lending in the franework suggestod

by the Comnittee arcs

As a banker should be concerned with a borrowers
total operations and not merely inventorics of receivables,
exanination of the borrower's opearatfonal plan for the next
year assua:s special significance. It is in the customers
own interest to plan his operations, 1f he {s to be assured
by the barker of adequate credit to meet his genuine produce )

tion necdse

fFinanatal analysis will cover examination of tiwe
borroviars past current finencial posftion, profitability,
production operations for the next year and projected flnoncial

position at the end of tho naxt year.

The current asset positfon has to be examined to
ensure conformity with fnvontory and recaivable norms in

relation to the projected production.

In settiing the gquantum of bank finance, tho
operating funds {low and projected financial statements
provided by the customer have to be am:ndeds This will
lead to an understending between the banker and customer
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on the financiel nceds arising from the ycars* operations,
covering both long term and short term finance a3 well as
projected dispostition of the resourcces generateds

In respect of existing advances, excess financn
over and abowve the permissible lavel should be fdentified
and replaced on & repayment basis, to be adjusted over a
sarfod of time, taking fnto account customers cash accruals
and obligations and his capacity to rofse additional equity. |

The agreed quantum of bank finance will be made
aval table in separate accounts; the minfmum fund requirenents
during the year by way of a fixed losn for twelve months end
the balance, by way of cash credit and or bills,

The guarterly oparating statement and funds flow
statament will constitute a segment of the annual plan
submitted earlfer, and the banker will sece whether the
quarterly plan 1s more or less in line with earlier expectae
tionse Fund needs not directly linked to production necds
such as for {nvestments In or loans to subsidiary firms or
other companies atCe, will be avident from thequarterly funds
flow statement, and the bankar will have to take a view on
what {3 not permi{ssibla, .
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The Reserve 3Bank of Indfe appointed a study grow
in March 1979 to raview the working of the cesh credft systom
in recent years with particular referonce to the gap between
the sanctioned Iimits and the oxtent of thefr utfiisation,
under the Chatrmensiip of MreK.3.Chore.

The primary aim of setting up this Committec i3 to
look into the oparation of the Cash Credit System and to ﬂnd
alternative ways of controlling the flow of bank cradft o
industry, in order to establisnh a link betwesn output and

crodit necds,

Aftar analysing the advantages and disadvantages of
different systems of lending in vogue, viZe, Cash Credit, loons
and bills, the Committeo cane to a2 conclusion that no systen was
superfor to ths other. while considering the charecteristics
of a good system of lending, the Chore comnfttec recommended
the follawing measures for the future system of lending by
the Comnarcial banks.

(1) The advantages of the existing system
of extending credit by a conbination
of three types of lending, viz., cash
credit, loan and bt} mw be retained.
At the sane time, 1t {s necessary to give
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( 11)

sonc directional changes to cnsure
that wherever possible the use of

cash credit would be supplanted by

Joans and billse It would also be

necessary to fntroduce necassary
corrective measures to remove the
impediments in the use of LI
system of finonce and slso to remove
the drawbocks observed in the cosh
credit systemg

The short term loan system with
facility for repayment in fnstalements
where mtﬁary should be increastngly
used for financing small borrowers,
particular‘ly in the priority sectors,
for grant of packing croedits for export
purposes and generally for all types

of single transaction?' finance. This
system could be used where necassary

in the case of medium and large
borrowers for grants of adhoc accomodaw
tion for s.ectfic necds, ege, bunching
of {mports, bonus payments, advance
paymont of income tax, unexpectad delay
in collection of receivables etc.
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(411) while the b11] system of financing
rocefvables §s quite popular in the
country, the drawvee bill system for
financing nurchases hos not stil)
made much heodway. The drawee bild
system also requires to be encouraged
and should progressively replace cash
credits agatnst raw materisls and
fnputs,

Thus within the framework of the sftuatfon created
by 1ts proposal for reduction in bank financing of the working
cepital requirements of Medium and Large firms, the Chore
Working Group's recomnondatfons sre afmed st curbing the use of
cash credits and fncreasing the role of short « term loons end
5111 finance in the over « all scheme of baonk finances How the
question §s: Does the loan system or bill finance System have
such an overwhelming advantage thet ft 1s worthwhile nevirthee
less to shift from the cash credit system to those as tha work ing

group has suggestoede

The system of granting advances by way of cash credfts
has 1ts orfgin In the UsKs In Indfa, this system of leoding was
for the first time introduced by the unfon Dank tn 1839. Since



then {1t has made rapid strides {n the grant of c¢redit to
tndustry by Comorcial bankss By 1950!s a much larger
portion of the bank funds was used to finonce the iIndustrics
1ike textiles, jute, sugar, rice mills, otc., through the
system of cash credits. In additfon, banks were also usnd to
finance the movement of agricultural produce referred to as
‘produce cash credits? which were being Yiquidated tn full

at the closc of the scason. Cash credits are, thus advances
granted by the Commercial banks to industry and trade for
moeting their working capital needs. They moy be secured or
unsccureds Sut most of the cash credits are Secured by the
hypothacation of raw materials work-{n-progress, finished
goods, stores and spares amd are treated as "Demand Cash CreditsY,
Undar this systam, normally a credit line 1s fixed every year
for each undartaking by the lending bank and the amount s
transfarrad to the current account meintained by the borrower
with 1te The borrower 13 free at any time to withdraw money

fron his current accounte

As at present, Industrial advences made by way of
cash credits came to represent g predominant share in the
credit portfolfo of commercial barkss Evidently, 1t has cone
to be regarded as the lone way of making avallable the bank
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funds to Industry and trade, primsrily duc to 1ts flexibility
and operational convenfences The borrower under this system

i3 froe to withdrow the funds at any timo as recuired by him
within the sanctioned Vmits, while he 1s also free to roduce
his indebtodness and interest chernges by depositing the cash
accruals fn his accounts This has been recognised by the
Comfttee ftself and it obs:rves: "The anxfaty to minfmise
interest changes prompts the borrower to route all his cash
accruals through the account and keep the drawings at the
minimun required lovels This ensures lesser cost of funds

~and facilitates a better turnover of funds for the bank as well.
The flexibility of the system also takes care of temporary
requirements of funds by the borrowers without undue delay, withe
out detafled negotiations and without creating amy problom of
docunentation and security charging.®

The systam 1s also operationally convenient for the
custaners who ¢an route all thefr transactions fn ons account
and also for the benks who hove to maintain only one cash credit
account for all tronsactions of the customere. The account can
also be operated whethar the balance §s §n dobit or crodft.
Further, unlike the other systams of lending, credit limits are



fixad once in a year and tha borrowce 13 not reguired to
presant his case often times fn a single ysar in the cash
cradit systome The fact that the customers oe well as bunkers
are wall accustomed to {t s another resson for {ts continuing
fmportance till todaye.

Pursuant to the decision taken at the Finonce
Ministors mecting, the Reserve Bank of Indfa constituted, on
March 13, 1980, a working group to examine and report on the
modalitics of Implenentation of the 20 « point Programnz. The
Terms of Reference of the “orking Group weres

(1) 1dentification of the specific grouns of
which are to be asssisted under the 20 -
Point Programmes

(2) The ways and means of rendering assistance
to the beneficlaries {dentified under the
progeasmog

(3) Yo look Into the question of fixing sub «

targets (within the cnhanced overall target
of 40 par cent for aossistonce to priority
ssctor) to the {dentified beneffclorics.



(4) To consfder whether certatn types of
assistance to the beneficlarfes {denti-
fi:d under the programe which §s presently
not treated as "priority sector® should be
fncludzd in the “priority” categorys

{5) Yo consider modalfities of evaluation of

the poerformance of banks fn the lending to
priority sectors particularly under the

programwaag

(6) To suggest an aparopriate machinery within
the banks to monitor the progress of the
assistance to the priority sector, parti-
cularly under the programme and

(7) To make any other mcomnendations which are
fncfdental or related to the terms of
refarence mentioned abovee.

The group submitted fts report on April 22, 1980,
In pursuance of the recammendetions made by the group, banks
ware advised on Dctober 29, 1980 that

({) Forty per cent of the perfority sector
lending should be extended to the agrie
cultural sector by 1985,
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( 1) Fifty per cent of direct lendind by
camercial banks to agricultursl and
allfed activities, should be directed
to the weaker sections such as small
and marginal farmers and agricultural
labourers by March 1983, and

(111) 12.5 per cont of the total ¢redit
advanced to Small -« Scale Industrics,
should be for fural srtisans, village
craftanen and cottuge industries by
1985,

Hencey the coammercial banks have emerged as harbingers
of critical changes in the socioweconomic agrarfan and industrsal
milfeu of the country. In India todoy, no more can the old saying
nlredit goes to whare money 13" can be held true. In the othore
hand, 1t will be more correct to say that credit goes where it
is required and where it is productively utilised. Bestdes,
the banks have proved beyond doubt that the financial assistance
thay extend when canbined fmaginatively with & packege of measurcs
for enabling the utflfsation of the money productively end proffte
ably, can be an tmportamt Instrumznt im bringing Mt the required
changes in the attituce and aspirations of man, paving tae way
for social transformation and econanfc developmont.

—
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The datz base of the study and the method of analysis

usad therein are derfved belows

since the subject of the study 13 "Trends in Bank
Advances" 1370«1330, socondary daota regarding the related and
relevant varfables of bank advances, like, the Money supply,
Natfonal Income and Rate of Interost which include advence
Rate and Jank Rate, 13 ncaded for the study. AS secondary
data provided an adequate basis for analysis and ;:w&imexd
stotistics wers avaflable from 1970-80, the data on bank
advances were obtained from the Reserve 3ank of India, Sumbay
and deta on Monsy Supply, Hational Income and Rate of Interost
(including dvance Rate and 3ank Rate), were obtained from
the various 1ssuss of Report on Currency and Finance fram
Southern Indla 3ankarst Training College, Cofmbatore.

The Bank Advance, Money supply, Hetfonal Incons and
Rate of Interest (advance fate and Senk Rate) are defined asgs

A clean advance 15 generally granted for o short period
after taking fnto consfderation the net liquid resources of the

borrowere Since there is no security to fall beck won, only such

parties ore considered elipfble as would at short notice be expected

to adjust the accounts.
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Honcy swply comprises currency with the public
and such of the deposit money with the banking systam,
Including the teserve 3ank of Indfa, as 1s withdrowable ton

demand

National Incone {3 defined as the sun of {ncomos
accruing to factors of production supplied by normal rasidents
of the country before deductfon of diroct taxese. It 1s
fdontically equal to net natfonal product at factor cost.

Interest s the money which fs paid for a loon or
the use of monoys In the case of a bonker, fntcrest §s patd
by him to custaners for money deposited, and 1s recelved by
him for monay he has lent to custonerss Interost {s expressed
fn terms of an ennual rete of percentage won the principle.

Advance rate §s the lending rate, at wiich camercial
banks give loans to the public for commoercial purposes.
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B AYE

The Bank Rote is the advertised afnioun rote et which
the fieserve Sank will discount approved bills of exchange, but
the rate which wos actually charged to customers who kept thetr
accounts with the Bank wos the current morket rate, which wes,
as a rule, lower than the dank Ratse The rate was regulated
according to the swply of monay, on the one hand and thw
demand for it on the others The rotes, w hather for loonua,
discounts or deposits were rogulated more or less, according to
the 3ank Ratee The bonk rate hos now assuned some of 1ts former
stgnificance as awoapon in the hands of the Goverment to check
fnflation ond stimulate demand as and when nocessary.

Ll METHID 3 AMALYSISS

The fnvestigator has presentad the anclysis under the
following hoadingss

1o Corralation Analysis

2¢ Linoar Regressfon analysis

3¢ Muitiple Rograssion Analysis
%+ Compound Growth Rats analysis



S« Graphical representation

as« Hultiple bar disgram
be Trend Line
Ce Yoarly Fluctuatfons.

h Qgﬁﬂgkﬁ!!-}ﬁ zlﬂ%!§l§!

The method of corrclation along with cowefficiont of
determination §s used to measurc in one figure the degres of
relationship existing between the Nank Advances, Money supply,

Natfonal Incame and Rate of Interest (Advance Rate and Jank
Rate)

The correlation was obtafned by using the formulas
»n ‘ —
/zda‘-zgeﬁ Jzop? e’

where tat 18 bank advancess 'y {3 for the variables, money supply
su:fz!y, natfonal fncome and rate of fntorest.

The squars of the correlation coefficient s also
camputed to find out the coesfficlient of determination.
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The Lincar Regresston analysis 15 applied to the date
to determine the avorage probasble change in the Bank Advances

due to the voriables, Money swply, Natfonal Income and rate of
fntorests

The Linear raegressfon was found out by gplying the
formulas

A = K s=bas (s-3)
bas tim - ‘sﬂi ‘2@2

sds? - (:ds)?

where 'AY refors to bonk advencess ankd S reforss to
the variableg, monay supply, natfonal fnconc and rate of {ntercst.

Multiple Regression §s used to ssscss which voricbles
gnong the threc voriables consfdered for the study influanced
bank advances and was the dominating factor.

The multiple rogressfon {8 found out by using the
following formulas



The estimated regression linc will be:s

~ A A

~ ~
Ap = by # by Xyy + by Xy ¢ by Xg¢

'3:‘. i’zt 53 are the estimated poramaeters of

o

whare, b,

boe b,. by and b3 respectively.

The estimote of the paramoters are obtafned by the following

formul ae.

A

by * Kby X < by~ by Xy

(8l wzx

sBy Xy % xg 2 Xy Xy
sXy Xy = Xy Ky Xgex3
Estinate of b‘: ZXya ZXyhq £ Xy x3'
EXga X3 sk Xy
2
Xa8 <
o il o B 1
8]
b2~ i.’(: 2::': £ Xy x3
EXy Kyshye s xi
. sl
bS‘ ix' ﬁ’,x‘xz ix'ﬁ
z'x, x‘z'xal T! leu
8
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tat rofurs to bonk advances, X4y - money supply Xy = netional

income, Xg = advanco rate / Sonk rate.

The anall Jetters of the parameter denotes fts devigs
tion fram the corresponding meoans.

The stondord error test s also used to test the

aigmﬂcmce of the derfved rasulte

sef = Af ~zb} X WyEeth, @, wsby ax,

1

7,

i

Yartfance 'b'

A
Verfance b,

varfance '1\33

.:o?

Az

® L

/ nej

£X3 Xy Xy

£ X Xy s ‘21
8l

s,x% £Xy X

z—x, XL s xi
(8]

s sxy X

-
gxl xaz xi
8|




b6

The varfance of eoch perameter §s the product of gzn
multiplted by the ratfo of the minor doterminants The minor
determinant for each porameter 13 formed by the elemonts of
the doterminant left after striking out the row and colum
fncluding the parametor assoctated with this paramater and {s

divided by the detorminant 8.

The standard error tost used iss

Sb‘ - / Vﬂf’m% b'
1¢ 5 (by)<(4) Bys then the estimate by s statistically signie
ficant at the 5 per cent lovel of significance.

The growth rates of bonk advang:s end natfonal fncame
for ten years was camputed by fitting aon exponential function

of the form

Aw Kobt

Whare A s sank advances and *tt {s time,
loger{ithms of both sides of the equatfon, It takes the form.

8y teking



Log A s Log K ¢« Dt Log e

Log A= Log K ¢ bt
If we put Log A = ¥ and Log K = a3 for convenience suke,
the equation beconesy

Y= g+ bte

RADH ANALYSES

The Graphical Analysis was used to fit a trand line
for 3ank advances and show the yeerly fluctuatfons {n bank
advances and the variables.

b7
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Results of the study on "Tronds in Bank ‘dvences"
are described under the following headss

1« Growth of Bank Advances over a perfod of
ten years (1970-1980) as campared with
Natfonal Incomes

2+ Growth Rates of dank fdvances , monoy
supply and Hetional Incomep

3¢ Magnitude of variabilifty of bank advonces

in relation to money swply, national fncome
and rate of fntorest (Advonce Rate and Bank
Rote)

An ovarview of the position of bank advances, in
relstion to natfonal Income in India is presented fn the fol lows

ing paragraphs.

Table IV glves the detalls of the share of advances
and the sfze of natfonal fncome In Indéa during the years 1970=30s



49

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980

h63h
5161
5732
7306
8489
10615
12784
14398
17824
20750
24364

33,946
35,756
384921
59,631
58,137
60,293
63,600
764109
81,228
90,173
1, 10,010

Advanccs are considared as a mesns of fnvestaent, and

capital formation facilitating the dayetoday trade and busincss

thareby enhancing econanic growths

There was a gfx - fold

increase in advances durfng the perfod undor consideration, we

can {nfer that banking insftutions came to play crucial role
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than the non=financiel Intermectarfcs. With the natfonalisow
tion of banks and Importance glven to the priority sectors,
the neglected sectors are also turning to banks for financial
assistance and have camoe to depend on them increastingly.

The fncrease in natfonal income was only three fold
a3 compared to the six « fold fnerease in 2ok advancose This

fmplies that with avery incresse in fncome, the increase 4n
bank advances s twice as much and banking habits have picked
w in the country with the sproad of banking fnstitutions In the
backward arcase And the lead bank schese which came Into operaw
tfon also helped to £111 tn credit gaps in pefority sectors,

Table v shows bank advences as a proportion of National
Incone and Money supp ly.



1)

Colum (2) as coluan (2) as

Year Advances ’i’ﬁé&?&’“ 1 m; ;’2‘{3%“( ; of porcenta ; of
() (2) (3) %) (5) (6)
.- ot et 4248 A 41 AP s S S

1970 b684 339% 6,729 13.79 69.60
9n 516% 35756 74557 143 68.29
1972 57132 39921 8,559 Yhe72 66497
1373 7306 53631 10,052 Yae72 72,68
1974 8489 58137 1,572 1460 73435
1975 10615 60293 124,547 17,60 8460
1976 12784 63600 W,447 20410 88.48
1977 145398 76109 30,263 18.91 87.87
1978 17824 81228 36,143 21.9% 49431
1973 20750 30173 843,756 23.0 Lb7.42
1380 24364 110011 51,326 22.14 Y 1917

Bank advamces as @ ratfo of natfonal fncame stood at
13479 per cent in 1370. This ratio increased to 22.14 per cent
fn 1980« while 3ank Advances as a ratio of money supply decreased
quite sharply fron 69.60 per cent to 47446 por conte This shows
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that national income and monsy supply are relaotively more
fmportant varisbles influencing advences. Another cause for

the growth of odvances as a proportion of natfonal income than
money supply could be attributed to the resources mobflfsation
progranmes of banks in favour of the bockward arcase The decline
fn bank advances as ¢ proportion of money supply could bn: referred
to the incraeasing rate of fnflotfon In the economye. The Reserva
Bark of India thus pursues a stringent crodit policy through
qualitative and quantitative measures to curb inflation while at
the same time mobilfscs resources effoctivelye.

ADVANCE Sy MONEY SUPSLY,
. RATE AND BAlE

column(2) Column(2)
Natfonal Money as porcons= as percents Advance 3ank

Year Advonces

Incone supply t of age of Ragte Rate

e — . column(3) _columih) —
1 2 3 A 5 6 7 8

1970 4684 33946 6729  13.79 69.60 740 5,0
1971 S161 35756 7557  theb3 68429 8.5 640
1972 5732 3892 8559 W72 66437 8e5 640
1973 7306 4363} 10052 W72 72,68 Be5 640
1976 8689 58137 11572 .60 73.35 90 9.0
1975 10615 602293 12547  17.60 84460 1365 940
1976 12784 63600 Yalshs7 20,10 83.48 hae0 20
1977 14398 76109 30263  15.9) 47.57 15,0 9.0
1978 179246 B1228 36143 21,9 4931 13.0 940
1979 20750 90173 H3756 23401 4742 1650 940

1980 24364 110011 51326  22.%% 4756 1050 9.0

A e
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The above table revcals that, as advances arc increas-
fng, the advonce rate and Bank rate are also increasing, leading
to the conclusfon that this increase in {interast rates due to
an increase in advances might ba due to the accelersted demend
for bank advances from the priority end essential sectors lfike
food procurement gperations, publfc sector undertakings otc.

The magnitude of vartability of benk advonces fran 1ts
mean value {s caputed by using the method of correlation. The
co=afficiont of corralatfon showed the association batwecn bark
advances and the varfables national {incone, money Supoly, rate
of intorest (advance rate and bank rote)

| The results of the corralatfon anclysts are given in
Table VIl

mff fctent of

b yorianles gosttictent. geterafnation.
1. Hatfional Income 32 1024
2+ Monoy supply «30 «03
3. Rate of Intercst
8« Advancs prate *25 » 0625

be Sank rate 11 0121
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The correlation cocfficlent botwean bank advances
and the varfsbles was positive though the sfze of the coe
afffclents were Jow and tnspite of this nstional fncons was one
of the most foportant vartable ini'luancing Bank sovancas with
money supply followlng clogse « bye The cowaffictient of detere
minstion showad that 1024 of the varfation of bank advancos
1s associatad with natfonal fncume and «09 of the varfstion
fn bark advances could be attributed to the change $n woney
sup 1ye

’ The varfetion in benk advences could also be attribuied
to changes in advance rate («0625), but verfations in bonk
advences due to changes in bank rate 1s negligible, that s by
« 0121, |

From the above table, ft con thus be inferred that
other factors may als: {nflusnce the vartations {n bonk mivances
vastly than tho voriables tokken by the investigators

The Compound Growth Rate Mnalysis 1s an indisponsable
too fn studies on tronds. these growth rates are in a way a
sumnary statepart of the way in which the vartable (Sank advences
and National Income) haove boheved over 8 period of time
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The exponential function fitted to the rolated data
yleldad the results shown in table VIII.

GOMP JUND GROWTH OF B/t¢ ADVANCES AND MATEOuat INCHE (1970-80)

SeNO variable Ini t:a! ranater
1s Bank dvances 1546 « 785
2. Natfonal Income 1036 o327

_——

The compound growth rate of bank advences s highoer
than that of national incones while bonk edvonces increased at
the rate of 785, the national {ncone increased at 3 compounx
rate of «527. This shows thaot bank advences increoased at a

faster rate thon mﬂwl {ncones This may be dua to, the
unomp loyed turning banks for financial assistance in the hope

of self-anploying themselves.

jafice  Yariadle Pt ot
1s Money supply o501 9723
2. Hatfonal Income +273 «9070
3« Advance Rate 176259.00 <211

4e dank Rate 299541.96 o 7852
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The rogression coeefficiont of advances (A) on money
supply (S) 1s denoted by the symbol thasts It measures the
change In 2dvonces (A) corresponding to a unit change in Money
supply (S)e From the rosult the fnvestigsotor cases to the cone
clusion that the rate of chonge fn advance {5 directly nflusnced
by the Monaey Supply (+801)e This shows thot there §s a posftive
correlation («9723), botweon tha Advonces and money supplye

It can be Inferred that the increase in Money Hupply
and 1ts influence on Advances may be due to fncrease in Netional
Incane which also Influcnces the bank advancos.

Sinflarly the rate of change fn advances s directly
tnfluencad by the National Incone («273) but to & lesser degroe

than Money Supply. The correlatfon between Advances and National
Incona too 18 positive (that §s .9870).

Fron the enalysis the fnvestigator expresses that ths
increase {0 Hatfonal Income and 1ts influence on advances moy be
pinnad down to the growth of the productive sectors of the econumy.

The above table alsgo shows the charnges In idvances dus to

a chonge In aAdvance Rate (176253.84) and the corrclation between
these two was also positive («9211),
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From the abowve teble 1t can be concluded that the
change in advonce rate which brings about a chenge #n advences
was due to increasing anount of loons provided by the camercial
banks and the {ncreasing dependence of people on financial
fnstitutions for financia) sssistance.

Fran the results shown in the above table, the fnvestie
gator comes to the conclusion that the rate of change In advancos
13 directly iInfluonced by the Bonk Rate (299541.96)e This shows
that there 1s a posftive correletfon (+7452) botween the advances
and the 3ank Rate, This may be due to the fact thaty tha dank
Rate 13 the mintmum at which the Reserve 3onk discounts the
gpproved bitls of exchange.

Fron the Stendard Crror YTest! the {nvestigator infors
that the relationship botweon Advances and the varfables s
statistically signiffcent at the S per cont level of significance
(that is for advances and money supply 12423 > 23 advances end
Natfonal Income, 18.44 >2) advancos and advance Rate, 707.87 > 23
advances and dank Rote, 3358445 >2).



sstior  Yertobles.  fegresstenvilues  Corteiafi
Yo Money supply «19% #9712
2s MNational Income o114
3« Advance Rate 225470

Multiple Regression s used to find the dominating factor

influencing bank advancess For this purposs, the following
hypotheses was assuned by tho investigatore

1. advences are Influenced by Money Supply,
National Incone and “dvance Rata.

2. Advances are Influenced by Money Supply,
Hattonal Incane and Sank Rates

advances are directly influenced by money supply by
+1945 natfonal Income by «1143 ond advonce Rote by 22470. aut
this has been testad with the halp of stondard error test which
shows that advonces are directly nfluenced by money supply by
+8778, which fmplies money supply s statistically significant
at § per cent level of significence (thet {s %,-m -
(is) by = 08775 <.0974)s
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Fran the test done by fnvestigator, it s clesr thet
Natfonal Incume and Advance hate when regressed together with
money supply are not statfistically significont which Implies
that there may be other fnvisible factors Influencing odvances

rather than Hatfonal Incone and aAdvance Rate aport fraa dMoney
s lye

g PRI Corralation
dslige  Yorishbleg Begrgssion veluyes Coeffiefont
1e HMoney supoly 162 « 3820
2+ National Incore + 158
3. Bonk rate 20330

Tha second hypotheses could be written as, ‘dvincoes
arc influenced by Money Supply, National Income and Bonk Rates.

Advonces arc directly influenced by Money Supply by
« 1623 Mattfons! Income by .158) Bank Rate by 20330. To tust the
hypotheses, Standard Error tost §s applied, showing that advances
arc directly influenced by National Income by (077) which explie
cits, Natfonal Income s statistically significant st tho 5 per
e nt level of significence (thot is 5by Q/vmrim %24(-’@)%2 s o077
«079)
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Fram the above analysis, the fnvestigctor, concludes
that Homey Supply and Bank Rate ere not statistically signifi=
cant, which means that there may be other axogenous factors
1tkoe trade cycle, value of monay atcey Intluoncing odvarnkias
rather than money supply and bark rate apart from Natfonmd Incones

The multiple bar diagrom 1s f1lustratad in figure 1.
The figurcs shows thet betweon 1970 to 1977, smell scale industrics
recefved a considerable amount of advances (R$.370 crores to
R841320 crores) fram the Commorefal banks than that of the
advances raceived by the agriculture sector (23.300 eroras to
R8+1,200 crores)s 2otween 1977 - 1980 there was a significant
change in the attituds of the commercial bonks in providing
advances towards egriculturs sector (5.2,970 crores) conpared
to the advances given to small scale fndustries {842,640 crores).

The {nvastigator canes to the conclusfon that the
fncrease in anount advonced to snall scale Industries butween
1970 = 1977 may be, in trying to roduce the axtent of Wemp Joyw
ment problem in rural areass After 1977, fmportance was given
to the agricultural sector 30 as to augment Food production and
Natfonal Incame.
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Coming to the advonces given by the Commercial banks
to ather priority sectors (educatfon, Professfonals, transport
atce )y the multiple bar diagrom showed that there has been an
increasing trend of advonces from 1970, R3.100 crores to
R8s14270 crores in 1980. This shows thet there has been an
upward trond of advances to other priorfty sectors $o as to

ehhance self-amployment among tho poople.

The fnvestigator has divided the data tnto two parts,
that {s data for the years 1970 to 1974, and 1976 to 1960. For
1970 to 1974 the investigator has calculoted she midepoint of
advonces as R8.6,600 ¢rores, Indicated by the yesr 19723 and
similorly, midepoint as R8.19,900 crores indicated by the year
1978+ Hance, the investigator hes joined the two midepoints
(indicated by the yesrs 1972 and 1979) and obtatned the trend
1ine $1lustrated by figure Il.

thto the year 1971, the actual advances increased from
(R3.44600 to R845,100 groras) within the trend ltne. Wharsas from
1971 omwards, the actusl edvances fncreased tramendously from
(R35,100 crores to R8.24,300 crores) beyond the predictod trend
Hne,
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Hance, the {nvestigator infers that the rising trend
in advances may be duo to a Increase in natfonal income and
econanic growth and developmente It may also be due to increase
in food procurement gredit and acceleration fn the tempo of
branch expensfon with the abjective of development of the rural

aconaay.

The graphical representation of the yearly fluctuatfons
ia shown %9 figure 111« The tnvestigator Infers that Advances
increased in a praportionate way from 1970, R$.5000 ¢roras to
R3¢24,300 crores in 1380, Along with an fncrease in advinces
there has been @ proportionate increase in money supply from
1970, that s R$.7,000 to ns. 14,000 crores In 1976, Again,
there §s a sharpor incroment of money supply from 1976, Rse 14,000
to #8451,000 croras in 1980 This may be due to the inflatfonary
sftuatfon §n the econamy.

As regards Natfonal Income, thare i3 an fncreasing
troend fram 1970 to 1978, R$.34,000 to R3:58,000 crores and between
1976 » 1975 thers has boon a slight incresse in Nationa) Income,
that i3 from R8.58,000 to 13.60,000 crores and this has increased



6 o

i
1
DL

g ras

1
-
Congs

PETENTY T




63

tremendously to R8.1,00,000 crores In 1380, It can thus be
confimed that fncome Increased due to the tncroasing Gross
Natfonal Product of the econamy. So higher the Katfonal Incana,
higher will be the advances provided by barks.

Dus to =n incresse in natfonal Income, money swoply
and ndvamm. there has also been a increase In the advance
rate from 7 per cent {n 1970 to B.5 per cent in 197%. The
advanca rate ramained stable at 8.5 per cent for three yoars,
(that {3 from 1971 to 1973) end then rose sharply to §345 pay
cent fn 1975 1t stepped wp still further, till 1977 (16 per
cant) and fluctuated dam to 13 per cent in 1978, rising again
rapidly to 1645 per cent tn 1979, again remaining stable at
1645 per cent in 1980.

Sfmtlarly, the bank rate remained constant for four
yoers at 6 per cent fram 1970 to 1973 tncreasing swiftigy to
9 per cent in 1974 and rematned stable at this wate 9 por cent
ti1) 1980. This shous the stringent monetory or c¢redit polfcy
being pursucd to check the Incrcasing monsy supoly and thereby
{nflation tn the econcmy.



The fnvestigotor foels that, through her study,
she has fndicated the trend fn benk advances and the efforts
taken by the Govermment and the Central bank to help the
priority sector by changing thatr pdlicy to attain the goa} of
econanic development.
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The #Study on 'Trends n Bank Advonces! was undere
taken to:

1e Examine the trond and magnitude of verfabiiicy
of the varfous compononts, comparison of
advances in relation to money supply, national
income, over a perfod of ten years.

2, To quentify the fmpact of money supply and
natfonal {ncome on bank advancose.

3. Yo analyse the impact of Rate of interest on
bank advances,

The data for the study was mainly drawn fras the
rReserve Bank of Indtas Bulletins « Report on Currency end
Finance.

The study mainly s imed at comparing the behaviour
of Key variables, Honey Supply, Natfonal Income and Rate of
Interest (advance rete end bank rate), over bark advances using
the varfous methods of analysts aveflables The Compound grovad



rate of notional fncome ar! bank advances are campared and

the impect of the variables on bank advances are examined,
using the method of corrolatfon, Linesr Regressfon and Multiphe
Rogression. The Graphical Anelysts was also used to depict the
trends in bark advences,yearly fluctuations anong bank acvances
and the varfables end Multiple dar Ofagram, to onalyse the trend
of banik advancos lent to the priority soctor during the post «
natfonalisation period.

The main findings of the study can be summerised
as the following:

ts The tncrease in national incone was only
threcefold as compared to a six » fold
fncrease In bark advancese

2. Rational Income and Money Swply are two
relatively more important vartfables
influsncing advsnces.

3. Advances end Rate of Interaest (Advance
Rate and Bank Rate) Incresse due to the
asccelerated demand for Bank Advunces
from the priority omd essential soctors 11k
food procurement operations, publfc sector
undertaking etce
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The comafficient of detarminastion shows thet
1024 of the vwlaﬂmkm bark advances was
assoctiated with Hatfonal Income and 09 of
the varfation in m Advances could be
attributed to the change in monay supplye
As camparad to the changes in natfonal
income and money supply, the sz:hmgaa in
advange rate and bank rate s comparatively
less on bank advances.

Bank asdvances increased at o fastor rotas
(+785) than nottonal income («527)e

The rate of change in advonces was directly
fnfiuvenced by money supply («501) national
fncome (by +273)9 advance rate (by176259.84)
and bank rate (by 2995431.96)s The relation-
ship between advances and the voriables
{money supply, national {ncome, advonts rate
and bank ratoe) was statistically significant
2t tha § per cent lovel of significance.
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10.

The multiple regression provad that when
money supply, natfonal incom: and advance
rate wero taten togather, money supply

was statistically significant and Influenced
bank advances rather than natfonal incoms
and advance rateoe

on the otherhand, when money supply, national
fncome and bonk rate were taken together,
national fncome was statistically significemt
and had a role to play in determining tho
fncrease in bank advances.

There has been an wpwerd trend in beark
advances towerds the agriculture sector
{k8.300 erores tn 1970 to [8.2,970 crores
in 1980) as compare: to the small scale
fndustries (n3.370 crores tn 1570 to
R3:2,640 crores in 1:80) and others
(78.100 crores in 1970 to Re« 1,270 ¢rores
tn 1980).

From 1971 onwards the actual advangas
frcreased tromendously fron i13.5,100 croees
to R8424,300 crores, beyond the predicted
trend line.
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3¢ Along with on increase in money sSwply,

national income and advance rate, thore

has been an increase In bonk advences,
whereas, bonk rate has increased from

put
6 per cent to 9 per cent has remained

stable from 1974 to 1980 at 9 per cent.

The above sumary, leads the frwestigator to make a

fow suggestions regarding the fmprovement fn the allocation
of loans, as the followings

The bank may adopt a threeetfier system, sach burk
consfating of a set nunber of rural bronches, bronches In a
town, branches {n a clity, with an spex branch to decidn
policy matters for different officescaperating in diffurent
areas in the country.

The nuanbor of Sommerctal banks moy be reduced to
afght or nine so that healthy cometiction may continue, at
the same time duplfcation of operating e lerge mumber of banks

may be avolideds The {nvestigator also suggests that the savings
scheme differ to same extont to lend an olement of compatition.



hny re-gllocation of credit could be carried out In
a phased mannar parmitting ell segtors to acjust and provente
ing dislocation in econonic sctivity which would ensurs
against any drastic once ovarchange.

Agatn any re-allocation of bank advances would
necessitete changes In intarest rates to the different sectors
§f overall bank viability is not to be a causualty in the
pracosse

At prosent, banks depend on field of ficers end agrie
cultural assistants who visit rural areas to find out prospece
tive borrowers and assess viebility of the spplfcants projects.
The trauble s that the fleld officer cannot stay fong In a
particular village to find out the genuine borrowsrse 50, the
Jocal leaders, Mel.Ae?S and MeP.ts should extend full coeoperae=
tion to the barks In {dentifying the genuine borrowers or
econonically visble projects.

The existing field officers and agricultural ausistants
should be proferably employed fn thelr rempective hame villages
whare they can easily fdentify viable projects.
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It 15 in this contoxt that propar linkage botwesn
comaperatives and commercial banks 1s suggested and not only
have new procedurzs of lending to bz evolved to suft the
neads of the new classes of borrowsrs, but the whole philow
sophy of lending has to undergo e change.

To conclude, the Kamath working Group (sppointed by
the Resorve Sank of India)e On multie-agency approach has
rightly abserved, "proper end use of credit should be the Key
note of institutional finence to agriculture, for It has a
direct bearing on the quality of lending md eventually the
rocavery perfonnance, nefther of which any crodit institutfon
can afford to underestimates Tho emphasis has to be on the
qualfty of inspection rather than on the perfodicity of
fnspections. Lending {nstitutions should evolve a well =
structured {nspection procedure which should atm at 2 seaninge
ful and productive followeyp of advances,”
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= 273
AwXubayy (ve®
A« 12009.727 = 4273 (Y » 63436.818)
A m 2273Y « 5306.52

IS Gp0 L T2 CO

=

" 43870 .
Standard Ervor Test @ « 18,44 > 2
St

Advances and Rete of Intarest (/dvamge Rate)

Ber = 2}44.306
0. 012169

" 176259.00

7T
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AeXsbor (R «F)
A w 12009.727 » 176259:88 { & « 4117)
A= 176259.85 R = 8612.67%
gL — 1 LT
V445626601032 X 0.012169
= 43211
Standerd Error Tost s | 52530 94

= 707.87 > 2

aivonces and Nate of Interest (Bank Rate)

bab = §27.934 o ® 299581,96
0.002764

AwXwbob (8%
Aw 12009:727 = 299551496 (8 « 0-0?3)
Awm 2995034963 » 1135450

e —0 I

V §a5626601 ¢ 32X04 002764
- +7h52
Standsrd Error Test = 299541,96 w 3358.45 -2
89+19

Hultiple negressions « Monay Supply, Notfonal Incane amxl Advence Rate

A A A A A
Atab 0B'xuabzxu0b3x3t
A-t - *‘9590-'#33 + o194 3't * o105 xu + 22470 th
e b,zm‘ . Bzzmz b3 n,lza
® 203500000 « 183200000 + 4317 0000/44562660).32

. 2
se26601e3z



Standard Srror Tast:
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by -/w- ?a, 4‘1(%,)
Sby ® /o007700  5(«1948)

«08774%

< (3974 « Statistically stgniticant

Sby ® \e005581  's(e1142)
= 207869 > ®.571 « Statistically instgificant
Sby = /800000000 ‘s(22470)

s 28280

> 831235 = Statistically fnsignificent

Monoy Supply, Natfomal Income, Sank Rate

Ap ® = 18527078 o o162 Kyq + o158 Xpq ¢ 20330 Xy
r? » 169900000 ¢ 251300000 + ¥6810000/8h5626601432

4562601 .32

® (9828
Standerd Error Tests

Sb‘ = v,/.oo’}lta‘l
=0, 0365 >

S-bz B /4005958

s W77

st st

Sby ® /153000000

N

s 12650 Z

(318 «» Statisticslly inafgnificant

s (+1629)

5+ 1580)

079  « Statistically significant
15(20330)
10165 - Statistically fnsignificant




Compound Growth Ratas

Advancess
Aw Mbt
Log A s Log (“bt,
. Log K + Log et
wlog K bt log @
Log A = Log K + bt
fee Y = a s bt ‘
Y = 1546435 ¢ 0.785¢
A = {3.1332) & *735%
8 = (1546)e° 705t

Naticnal Incomss

4 s 1035.05 » <527t
4 ® (3.0154)0°527¢
A s (1036)e*557t

$0



