LENDING BY BANKS TO BUSINESS SECTOR

Indian banking is undergoing a series of changes ever since the “financial sector reforms” were introduced by the Government of India in the year 1991. In sequel, a metamorphosis was brought about by Reserve Bank of India through appointment of various committees with a view to streamline credit delivery system of commercial banks so as to fall in line with international practices. As part of the economic reforms, banking industry has been deregulated, made competitive and turned into a one-stop financial solution provider. Market focus is shifting from mass banking products to class banking with introduction of value added and customized products.

Banks lend money in various forms and practically for every activity. Loans are given against or in exchange of the ownership (physical or constructive) of various types of tangible items. Some of the securities against which the banks lend are:
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Commodities [In the form of finished industrial produce or agricultural produce]
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Debts [Books debts]
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Financial instruments [Shares, bonds, debentures, commercial papers etc.] 
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Real estate [Realty property] 

[image: image5.png]



Automobiles [Cars and the like]

[image: image6.png]



Consumer durable goods; 
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Documents of title [Bill of lading, Airway bill etc.]

Banks business finance facilities include the following:
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Fund based credit facilities;
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Non-fund based credit facilities;
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Equipment leasing, hire purchase finance and factoring services;
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Advances against shares, debentures, bonds, units of mutual funds and similar instruments; 
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Financing promoters’ contributions;
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Bridge loans against equity flows / issues;
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Financing of Initial Public Offerings (IPOs);

[image: image15.png]



Forward rate agreements (FRAs) and Interest Rate Swaps (IRSs).          
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Forward contracts in foreign exchange and other derivatives produces                     like currency swaps, options etc at their replacement cost value .
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Direct investments in securities including share and debentures.
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Export finance both for pre-shipment and post–shipment.

Fund based bank finances 
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Term Loans

Term loans are of two types: 
1. Short-term loans: Short-term loans cater to daily, seasonal and temporary working capital needs. These are also called cash cycle needs. Tenure of the loan is normally up to one year and the purpose is basically to meet the requirements up to one year. Crop loans, working capital finance etc. are few examples.
2. Long-term loans: This type of loan is given for a fixed period (exceeding one year and not more than 7 years) to the borrowers for acquiring long-term assets i.e. assets that will benefit the borrower over a long period. The repayment is by way of installments according to agreed terms and conditions.  However in the case of infrastructure projects, the repayment period may be for more than 7 years.  A term loan is extended to finance the following purposes:
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Specific asset;

[image: image20.png]



Modernization programme;
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Expansion programme;
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Diversification programme;
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New Project;
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Rehabilitation project.

Working capital

Working capital finance is the finance made available to the business unit to supplement its resources for holding a reasonable level of current assets. Current assets will be funded partly through current liabilities, partly through the contribution of the borrower in the form of long-term sources, which is called Margin or Net working capital. Current assets comprise of raw material, semi finished goods, finished goods, receivables, cash etc. These assets go through the operating cycle of the business unit.






Types of working capital finance
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Cash Credit and packing credits (including trust receipts and working capital term loan) against pledge / hypothecation of stocks in trade and / or standing crops (plantation).
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Discount / purchase of inland / foreign demand documentary D.P. [D.P. - document against payment] bills and usance documentary D.A. [D.A. – document against acceptance] bills under letter of credit. Under this type of lending, bank takes the bill drawn by borrower on his customer and pays him immediately deducting some amount as discount/commission. The bank then presents the bill to the borrower’s customer on the due date of the bill and collects the total amount. If the bill is delayed, the borrower or his customer pays the bank a pre-determined interest depending upon the terms of transaction
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Overdraft against approved   securities with prescribed margin.
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Import Loans against imported consignments received under letter of credits opened by Bank.
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Overdrafts against book debts / Government supply bills.
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Advance against Demand Documentary Bills for collection.

Assessment of working capital

There are three methods of assessment of working capital requirement of the business unit:
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Traditional   method;
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Turnover method;  
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Cash budget method.
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Traditional method 
As per Tandon (1975)/Chore committee (1978) recommendations, under the traditional method the following are the types of lending:


First method of lending: The first method is used only in case of sick units where margin on working capital is already eroded. Application of second method is not adopted, as the borrower has to contribute significant margin money that is not possible in the case of sick units.


Second method of lending: The commonly used method is second method of lending as per Tandon/Chore Committee recommendations, that is illustrated in the following table

	
	Method I
	METHOD –II
	Remarks 

	
	Accepted level of Current 

Assets
	Accepted level of Current 

Assets
	

	
	LESS : Current Liabilities 

(other than Bank borrowings )


	LESS : Current Liabilities 

(other than Bank borrowings
	

	
	= WORKING CAPITAL GAP
	=WORKING CAPITAL GAP
	

	
	LESS =Margin 

(Minimum of 25 % of working capital gap
or Net working capital(NWC) whichever is higher )
	LESS = Margin 

(Equal to 25% of Current assets or Net working capital (NWC ) whichever is higher. 
	Difference between first and second method of lending.

	
	=MAXIMUM PERMISSIBLE BANK

FINANCE (MPBF)
	=MAXIMUM PERMISSIBLE BANK

FINANCE (MPBF)
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Turnover method 
As per the recommendation of Nayak committee (1993), the working capital limit of the unit is computed on the basis of minimum of 20 % of its projected turnover and the unit /borrower is required to bring in margin equivalent to 5% of projected turnover.
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Cash budget method 
As per the recommendation of Kannan committee (1997), for seasonal and cyclical industries, the computation of working capital limit is done by the cash budget method. Under this method, annual projections are prepared in the form of a Budget i.e. forecast of cash inflows and cash outflow. After splitting budget into months/quarters, the period in which the deficit is the maximum will be the limit to be sanctioned, but operative limit will be restricted to the extent of deficit in the particular period. 

Credit Monitoring Arrangement (CMA): The working capital limits are to be sought through the CMA format. It is a standard format that contains funds flow statement, which is required by bankers to assess working capital limits.  However, most of the Banks now have their own tools of assessing the working capital limits.
Non-fund based bank finances 

These facilities are extended to the borrowers so that the funds are not blocked in the advances to be given to the suppliers or beneficiaries. This keeps his liquidity position comfortable, production smooth and costs low.  The borrowers have to pay commission and service charges for the service obtained.











Types of non-fund based bank finances include
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Guarantees &
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Letter of credit. 
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Guarantees: Banks issue guarantees to the borrowers for participation in tenders, offering security deposits, providing guarantees for borrowers capacity to perform contracts, avail concessions in duty on imports when tagged to some export obligations etc. There are basically two types of guarantees :

· Performance guarantee: Banks guarantees the performance of the borrower and in the event of default make payment as agreed in the guarantee.

· Financial guarantee: When borrowers are required to give cash deposit or earnest deposit for business purposes, banks furnish the guarantee for the amount and the period as specified in the guarantee.
· Deferred payment Guarantee (DPG): Banks issue deferred payment guarantee on behalf of customers ,guaranteeing payment spread over a period of time in connection with purchase of machinery, capital assets etc. 
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Letter of credit: Letters of Credit is issued by the Bank on behalf of a buyer or importer in favour of the seller or exporter guaranteeing the payment of the purchase price.  When the letter of credit is opened for an inland transaction it is called inland letter of credit and when the letter of credit is opened for an import transaction, it is called foreign letter of credit.  This mechanism avoids the payment of advances, as a reputed bank assures the payment as per the payment terms of the purchase order. All the types of L/c like the revocable, irrevocable etc., can be issued either on D.P or D.A basis.

· L/C on D.P. : Referred to as sight L/C, the sight L/C is an undertaking to pay for the documents once sighted by the bank, which conform to the terms and conditions of the letter of credit.
· L/C on D.A. : In case of  usance letter of credit, the supplier allows a credit period to the buyer to make payment for goods supplied. In the mean time, the bank shall pay the supplier and on the due date of the usance letter of credit, the buyer/bank customer shall settle the account with the bank.
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