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' CREDIT MANAGEMENT FUNCTION

In this part, an attempt has been made to deal
with the first two objectives of the study, viz. (i)
to examine the existing organisation and the system of
execution of credit management function in commercial
banks in India, and (ii) to identify the problems
faced by them in these areas and make suggestions acc-
ordingly.

X Credit management function includes mainly the
following activities at the bank level?

- Credit planning
- Delegation of lending powers
-~ Credit appraisal, and

- Credit monitoring.

In the First Chapter of this part, the methods
of credit planning have been examined and the problems
faced by banks in performance budgetting have been id-
entified and solutions proposed at the end of the Cha-
p ter.

Having determined the lending resources through
credit planning and policy, the next point consists in
s tudying the lending powers delegated to various bank.
officials., This has been dealt in chapter two of this
part. The practical problems faced by commercial banks
in this area have been identified and suggestions off-
ered at the end of the chapter.

In chapter three of the same part, an attempt
has been made to study the techniques of credit appra-
isal both for working capital and term loan. But, due
to the legal restrictions on commercial banks in prov-
iding term loans, the main attemntion has been focussed
on the appraisal of working capital with reference to
the Tandon, Chore and Marathe working groups.

) Chapter four of the part deals with credit mon-
itoring especially with the disbursement, supervision
and recovery of bank credit. Here, the main focus has
been on the area of follow-up and supervision of bank
credite Some problems have been identified and sugge-
stions offered accordingly.
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Introduction

Credit planning is the first step of credit
management function and therefore it is very importa-
nt for us to begin with it. It involves the determ-
ination of long term as well as short term goals for
the bank as a whole and designs for achieving them.
It aims at maximising the future opportunities and
minimizing the future risks by evaluating all the re-
lated variables and choosing the best out of the var-
ious alterrnative courses of action for taking better
decision. Planning is therefore, a tool for an indi-
vidual bank to measure its future performance and to
take corrective actions in case of change of economic
environment or in the Government policies. The system
of credit planning is more needed in public sector ba=-
nks which have, inspite of the Corporate objectives ,
to be in lines with the government policies. 1In fact,
they have to allocate the lendable resources according
to the following objectives.7

(1) ensuring credit flows to the identified sectors
for increasing output targets,

(ii) allocation of credit among different  sectors
according to the undernpted national priorities,

(a) achieving a Credit-deposit ratio of 59.9
and 50.0 respectively in rural and semi-
Trural population group,

7. Based on the study of various issues of 'Credit
Information Reviews' by the Reserve Bank of India.
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stepping up of priority sectors credit to
40 # of the total additional credit in a
year and 40 % of the net outstanding,

bank advances to agriculture should cons-
titute 16 % of the total credit and 504
of the loan earmarked for agriculture and
allied sectors-should go to small and ma=-
rginal farmers,

of the total advance to the small sectors

" under priority sector lending 12,5 A sho~

uld go to rural artisans, village crafts-
men, and cottage industries,

lending should be under the Differential
Rate of Interest ( DRI ) Scheme to  the
tune of 1 X of the total credit,

of the assistance under the DRI Scheme,
2/3 has to be in rural and semi-urban ar-
eas and 40 % should flow to the schedu=-
led castes and scheduled tribes, and

every branch must provide employment-ori-
ented credit facilities to at least two
additional borrowers per month to help in
tackling the unemployment problem. After
making provision for advances to the afo-
Trementioned priorities and for assistance
with respect to food grains and fertiliz-
ers, the remaining funds are allocated
to industry, trade and other sectors,

the allocation system should result in a proper

distribution of credit between the rural and
urban areas, and
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(iv)  the equitable distribution of credit among
different geographical areas must be ensured.

In order to make the credit plan exercise suc-
cessful in achieving the aforestated public objectiv—
es, each divisional/regional manager formulates a
detailed credit plan for his region. This plan is
made on a cuarterly basis and consolidated into an
annual plan so as to recognise seasonal demands and
to facilitate the periodic monitoring of the actual
performance., Apart from the public objectives there
are certain corporate objectives for any individual
bank which should be embodied in its credit plan. The
primary amongst such objectives is to maintain and in-
crease the profitability of operations since banks wh-
ether they are in the public oxr private sector have
to make profits in order to survive., Therefore, the
profitability of commercial banks very much depends
on the manner in which they deploy their available fu-
nds among various sectors., Since different categori-
es of borrowers are charged different rates of inter=
est, the mix of advances has a considerable influence
on the profits of commercial banks and that is why coﬁ
mmercial banks should also plan systematically their
profits particularly in these days when their profita-
bility is declining.

The RBI estimates the total money supply and
along with it the total demand and time deposits of
commercial banks and consequently the total credit re-
quired for all the commercial banking system. The Re-
serve Bank, taking into consideration the size, the
geographical spread, the functional coverage, the or=-
g anisational set-up etc of each individual commercial
bank, fixes some targets in terms of deposit mobilisa-
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tion, credit deployment etc., for each individual

bank. The read Office keeping in mind the target-
ed objectives of the RBI, has to assess its regi-
onal as well as its zonal and branch potentialiti-
es in order to comply with the targeted objectiv-
es. In other words, the Head Office has also to

determine some targets for its zonal and regional

offices in order tc be in line with the nbl's reg-
uirements.

The regional/zonal offices consult their bra-
nches in oxder to make them assess the business
environment of their respective command areas, and
fix consequently their performance in achieving the
identified business potentialities in terms of dep~-
osits, credit, etc. After this preliminary exerci-
se, they pass the information to the zonal/regional
office which checks if the branch credit plans com-
ply with its zonal/regional credit plan. This met-
hod of credit planning which flows right from the
grass—-root to the apex level is known as Performane
ce Budgeting System. Inspite of the performance
budgeting, commercial banks are involved in the Di=-
strict Credit plans and the Lead Bank Scheme. But
since commercial banks operate mainly on short te-
rm and due to the fact that the nBIl, when estima-~
ting its credit plan assumes that credit given by
commercial banks is mainly for short term, only the
performance budgeting which is meant for short term
credit planning will be discussed in the following
section.

Section 1

- —— ————.

Performance Budgeting System in Commercial Banks :

Budget Formulation and Settlement.
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I - Background

The performance Budgeting System (PBS) had its
origin in the Hoover Commission Report (1949) which
recommended that the whole budgeting concept of the
Federal Government should be refashioned by the adop-
tion of a budget based on functions, programmes and
: activi‘ties.8 The importance of programme and perfo-
rmance budgeting for developing countries was given
special priority by the United Nations Organisation
in 1955 and 1957.° The Twentieth Report of the Esti-
mates Committee (1957=-58) of the Government of India
emphasised the need for the adoption of performance-

C um=-progr airme budgetinglo stated that ''Performance-
cum~programme svstem of budget ing would be ideal for
a proper appreciation of the schemes and outlays in
the budget especially in the case of large - scale de-
velopmental activities. Performance budgeting should
be the goal which should be reached gradually and by
progressive stages without any serious budgeting disl-
ocation.'!'

8. Report on Budgeting and Accounting, Commission on
Executive Branch of the Government ( Chairman Her-

bert Hoover ), Washington D.C. U S Government Pr-
inting Office, 1949.

9. Government Budgeting and Economic Planning in Dev-
evoping Countries, U, N, O., New York, 1966, p. 14.

10. Estimates Committee, Iwentieth Report (1957-58) on

Budgetary Reforms, New Delhi, Second Lbk Sabha Se-
cTe arxa%, Government of India, p. 12.
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The Seventy~Third Report of the Estimates Commi-
ttee on the‘Preparation of Budget Estimates reiterated
the need for adopting performance~-cum=-programme estima-
tes by the public industrial undertaking.ll In 1968 ,
the Administrative Reforms Commission had stated that
the departments and organisations which are in direct
charge of development proarammes should introduce perf-
ormance budqeting. This should be done at the Centre
and States.J2

Further, in 1972, the Ministry of Finance (Bank-
ing Department) of the Government of India had directed
the public sector banks to prepare annual business pla=-
ns and take measures to introduce performance budget-
ing. Later on, at the top management seminars by the
NiB M in May, 1972, and April 1973, it was decided
to introduce performance budgeting in commercial banks
in India.t3

The Report of the Productivity, Efficiency and
Profitability ( PEP ) Committee adopting planning and
performance budgeting in banks stated ''The Performa—
nce budget helps the management to proceed along the
project goals and the performance evaluation at monthe
ly or quarterly intervals indicates the deviation and
corrective action that should be 1n1t1ated."l4 In

1l1. Estimates Committee, Seventy - Third Report (1959-
60) on Preparation of Budget Estimates of Public
Dﬁda_;aglngﬁ.gnd.nreseu&a&igamg£_39g~AangaLmagngxr
ts_and Accountant to Parliament, New Delhi, Second
Lok Sabha, Government of india, 1960,p.7.

12, Administrative Reforms Commission,Report of Finance,
Accounts and Audit,Government of India,New Delhi,

13. Based on the Study of various documents pertaining
to the interoduction of performance budgeting sys—
tem in commercial banks in India.

14. Report of the Committee on ProductivityEfficiency
and Profitability of Commercial banks in India,
RBI, 1977, p.ll=2.
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fact, the Performance Budgeting System was initially
introduced in 1972 by the State Bank of India for
accelerating the tempo of efforts to channelise cre-
dit to the priority sectors. From 1974, most of the
nationalised banks and some of the private sector ba-
nks have adopted the system.15

Il - Objectives of Performance Budget System

The major objectives for which the Fertorma=-
nce Budgeting System was initiated in commercial ba-
nks in India are stated as under.16

(i) to enable a bank to prepare a realistic busin-
ess plan from the grass-root level upwards and
work out its financial and manpower implicati-
ons thereby ensuring a satisfactory business
growth,

(ii) to enable the branch managers to gain competence
in planning and monitoring of the performance of
the operations of the branch,

(iii) to enable the divisional/regional management to exe-
;igggeffgctive control on the performance of branches
for indentifying the strengths and weaknesses,
and initiating corrective action, and,

(iv) to improve the involvement of different levels
of the management of the bank in the setting up
of targets and evaluating the performance and to
improve the communication between different
levels.,

15. Based on the study of Circulars and manuals of va-
rious banks, following the performance budgeting
system.

16. Mohinder N. Kaura, Management Planning and Control
System in Commercial banks, Vikas House Pvt.Ltd. ,

1984, p.56.
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Thus, performance budgeting is a scientific
appToach towards ascertaining where a bank/branch is
vis~a-vis other banks/branches at a particular point
of time in respect of various banking functions su=-
ch as deposits, credit deployment, etc., at the end
of the year or of the planned period. In other wo-
rds, a performance budget amounts to fixation of ta-
rgets by the bank/branch manager for his own perfor-
mance.

Depending on the size of his branch, its loca-
tion ( metropolitan urban, semi-urban or rural ) ,
environmental factors etc., a Branch manager has to
e stimate the potential for deposits and credit needs
of the aresz in which he operates. The branch credit
budget is influenced by the guidelines issued by its
Head Office which again is influenced by the credit
policy of the R B I and national objectives. In pr-
actice, there are cases where the resources of some
banks may not be adequate to meet their credit needs.
In case of other branches, there may be adequate len-
ding opportunities. These imbalances are set right
by transfer of resources between branches through the
head office.

In case of branches having a credit deposit ra-
tio below the prescribed limit ( i.e. 69 ), the prob-
lem is one of identifying borrowers. At no point of
time can all the branches of the bank have the same
credit-deposit ratio nor is it necessary. What is
important is that for the bank as a whole, the credit-
deposit ratio must be within the limit. Every effort
has to be made to correct the imbalances between rural,
urban and metropolitan areas. Not all branches <can



25

lend to all categories of borrowers. That will depend
upon the opportunities available in the area. For in-
stance, export c¢redit is limited to a few branches ,
direct agrlculturél advances are possible only in rur-
al areas. There may not be scope for financing small

scale industries in rural branches,

On the basis of the assessment of the area where
the branch manager operates, it should be possible for
him to estimate how much more business he can bring at
the bank both in regard to quantum and numbers. Perf-
ormance budgeting is done at three level in big banks
and at two levels in small banks. The important budget
levels are the Head Office, the Regional/Zonal Office
and the branch offices. In small banks, it is done at
the Head Office and at the branch office,

111l - Policy Framework

To begin with, at least two background papers are
prepared at the Head Office. The first one outlines
the economic outlook for the coming year. A closer an-
alysis is given for the sectors as agriculture, indust-
ry, exports and the general liquidity position. Based
on this study, the outlook for the banking industry is
visualised. The second paper aims at analysing the li-
kely economic and banking trends from the angle of bus-
iness of a bank. It gives clear ideas in respect of
the growth of deposits, credit expansion and diversifi-
cation, capital expenditure as well as the likely incr-
ease in the staff and training facilities required of
the existing staff. On the basis of these two backgro=-
und papers, a policy statement is issued by the Chair-
man and Managing Director.
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The branch manager, keeping in view the bank's
objectives, prepares the budget of his branch based
on its past performance analysis of environmental da-
ta, extent of competition, etc. The branch budget so
prepared is submitted to the next higher authority
who may be the area, divisional, regional or zonal
manager, who is responsible for the performance of
the area, division, region or zone under his control.
They are given certain guidelines by the Central Off-
ice in respect of the expected growth rate in deposi-
ts, advances, etc. Keeping these guidelines in mind,
the area, divisional regional or zonal manager exami-
nes the branch budgets submitted to him to see how
the total of the branch budgetssubmitted to him tally
with the performance goals set for the area, division,
region or zone.

In practice, the consolidation of branch budgets
will indicate that the performance goals of the areay,
division, region or zone fall short of the expected
rate of growth. 1In order that the branch budgets
are aligned to the performance goals of the area,
division,region or zone, a meeting between the branch
managers and the higher authority is arranged to sett-
le the budget, to mutual satisfaction. This stage is
known as ‘'budget settlement®.

IV - Budget Settlement in Principle and in Practice.

In principle, budget settlement is the process
by which the budget estimates of the branches are so-
ught to be reconciled with the goals set for the area/
division/region/zone under which they operate. It is
a process by which the branch budgets are critically
and objectively examined to ensure that they reasonably
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reflect the business potential of their respective
command areas and what they can achieve in terms
of deposits, advances etc. The branch budgets are
discussed with the higher authority and the perfor-
mance goals of the branches are settled on a mutua-
1lly agreed basis. In other words it/is a two-way
communication. The objective is that the goals fi-
nally settled for a branch/region/zone as well as
the bank as a whole reach its desired and agreed
goals.

Several discussion had with branch/regional/
zonal bank managers as well as planning officers
have enabled us to assess how the budgets are seti-
led in practice.

In actual practice, the process of budget se~
ttlement is different from its principles. Many
branch managers complain that there are consider-
able mistrusts and 1lack of proper understanding
during the settlement. The supervisory authority -
area, divisional, regional or zonal - expects an
element of challenge in the branch budgets which
they find absent in many cases. There is also pre-
sumption that branch managers, in general delibera~
tely underestimate the business potential of their
respective command areas and have not carried a the=
orough and systematic analysis of their environment.

The reasons for deliberate underestimation of
performance goals is born out of a branch manager's
e xperience in the matter of budget settlement. The
supervisory authority finds mostly that the total of
branch budgets do not tally with the performance go-
als set for his area, division, region or zone and
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he takes opportunity of budget settlement to prune the
branch budgets presumably after discussion with the
respective branch managers.

The outcome is that the estimates arising after
budget settlement are invariably higher than what the
branch managers had given originally. The revised
estimates cdo pose a challenge to many branch managers.,
Anticipating upwards revision of estimates, many bran-
ch managers deliberately plan for low performance
goals which, after revision of the budget settlement
meeting, becomes what they regard as realistic.

Howe&er, there are enthusiastic and young branch
managers who, in order to impress their supervisory
authority, estimate optimistically and eventually find
‘it difficudt to reach the goals. But experienced bra-
nch managers for moderate conservative or even pessim-
istic goals, knowing fully well that whatever figures
are given by them are likely to be revised upwards du-
ring the budget settlements, under-ecstimate their bud-
gets.

From the above, it is clear that performance bu-
dgeting in commercial banks is a complex and dynamic
exercise and therefore subject to'many problems. Some
of these problems originate from within the bank/branch
and some other outside of it. It is therefore importa-
nt for us to study these problems in order to suggest
corrective actions.

Section I1

Problems of Performance Budgeting in Commercial Banks

There are many problems bank managers are facing
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in performance budgeting.

Firstly, while framing the credit budget, bank
managers hsve to make the major assumption that there
will be no major changes in credit policy though cer-
tain minor changes have to be anticipated as and when
certain economic situation warrants, and that there
will be no major changes in the environmental factors.

In reality, both the assumptions are subject to
question. The HKBI's credit policy is changing quite
frequently. A glance at the RBI's Annual Report 1983
-84 shows that the C R R was raised from 7 to 8 £ in
April 1983 and again from 8 to 8.5 £ in August 1983.
Five months later, it was raised again from 8.5 to 9 %
with effect from January, 1984. These changes upset
the budget calculations of the commercial banks either
in the matier of deposits or advances.

Similarly, environmental changes may be favoura-
ble or adverse for budget realisation, natural disast-
ers, labour unrest, sickness of industrial units, etc
will have their impact on the deposit growth and the
advance portfolio of banks. As and when changes take
place, the budget also has to be revised. A periodi-
cal, if not a frequent revision in the budget thus se-
ems to be inevitable.

Secondly, due to their various preoccupation in
the day to day operations of their branches, branch
managers have some constraints in making budget estim-
ates on a scientific or systematic basis. Apart from
time factor, the non-availability of adequate and upto
date environmental data may place a branch manager at
a handicap, making him rely on past performance and
approximate guesses about future growth in business.
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Thirdly the area, divisional, regional or zonal
manager has a number of branches spread over a large
geographical area under his control and it will be ph-
ysically difficult for him to meet all the branch man-
agers individually and discuss their budgets in details.
So, only a few minutes are devoted to the budget settl-
ement for each branch. Therefore, the budget estimates
of branches are revised upwards by the high authority
to meet the performance goal of his area, division, re-
gion or zone.

Fourthly, the branch managers are not, as a cons=
equence of the above point, given adequate time to exp-
lain the basis on which they had arrived at their esti-
mates and some of them do not feel at ease to discuss
their budget in the presence of other branch managers.

Fifthly, in the process, the budget settlement
gets vitiated with the area, divisional, régional or
zonal manager deciding the performance goal for the
branches. -

Finally, when the higher authority communicates
the budget goals for the branches, it evokes generally
poor resporse>from the branch managers. They feel that
it is a budget from the top, unrelated to environmental
reality and they have compulsorily to reach the given
performance goals. It is useful, in order to illustra-
te this point, to quote here the views of a branch man-
ager on the budget settlement in practice : ''The acte-
ual settlement, however, is a difficult job because the
regional manager has not only to settle the business
budget but also the rescurce budget. There again his
hands are mostly tight. So, what he has to do is to
plan his budget within the given resources and ask the
branches to execute the plam"17

17. Pathak,K.B., Ihe Sett;emeﬁi Process s Paper presented
at the National Seminar on Banking, M.S.University of
Baroda, 1979.
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In connection with the above, some suggestions
can be made by way of actions to be taken to remove
the short comings and to make the process of budget
formulation and settlement fully serve the purpose
for which the system of performance budgeting was
originally introduced in commercial banks. These
suggestions are given below :

Firstly, the practice of the controlling autho-
rity deciding in advance as to how each region/zone
or branch should contribute should be discontinued.
This should be done only through free and frank dis-
cussions with regional/zonal or branch managers. For
this, at the budget settlement meetings, the branch
manager should be asked to give' reasons for or justi-
fy item - wise the draft budget prepared by him. For
this purpose, few branch managers- should attend the
budget settlement Conference. This implies that the
number of kranches under the region/zone be divided
into sub-groups, say, of 5 to 6 branches. When all
the branch managers of a particular region/zone are
contacted and their budgets discussed, then the final
budget of the region zone could be settled.

ySecondly, instead of keeping many economists at
the head office, it agppears more realistic to appoint
some of them, at least on temporary basis, in region/
branch offices in order to assess the environmental
business potentialisties in terms of deposits mobili-
sation, credit allocation, settlement of new industries
etc. This will help to release a little bit the branch
managers who will concentrate more on the day-to-day
operations of his branch and therefore increases the
branch management efficiency. The alternative to this
suggestion is to train a clerk of the branch in the
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field of Economics or related subjects so as to enable
him to be in charge of credit planning. The clerk
given this major role be designated as Economist Cre-
dit Planner ( ECP ), He will be reporting direct-
ly to the branch manager and the higher authority.
Before the final budget settlement, few E C Ps should
meet the high authority in order to discuss and prepa-
re the next final budget settlement. This practice
will help the higher authority to have in advance rou-
gh figures for each branch at the final budget settle-
ment conference. Therefore the ECP will help in two
ways : Firstly, he will be the main agent responsible
for the assessment of the business potentiality of the
area where his branch is operating. This will help in
getting more scientific and systematic credit plans.,
And secondly, the E C P will be a member of the Distri-
¢t Consultative Committee where he will be repres-
enting his branch/bank and therefore will be in a be-
tter position to discuss the share of his branch/bank
in the District Credit Plans -« The E CP will be a
dynamic agent of the Lead Bank.

Thircdly, in framing the draft budget, an eff-
ort should be made to focus net only on quantitative
targets such as deposits, advances etc., but also
on qualitative targets such as reduction of the number
of sick accounts, better recovery of advances, fulfile
ment of.the target to the priority sectors, improvement
of the customer service etc., This will help to increase
the efficiency in Credit management.

As a result of the above, it can be noted that,
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performance budgeting has got a great acceptance among
commercial banks in India inspite of the problems bra-
nch/regional/zonal managers are facing in formulating
and settling credit budgets. However, the system has
been only cperating since 1974 and to be effective
its working should be regularly reviewed.

Once the credit is planned and the bank resources
cut down through the instruments of credit control and
therefore the lendable resources determined, the next
stage in credit management function consists in deleg—
ating sanctioning/renewal powers to various bank offi=-
cials. This is dealt with in the following Chapter,



