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CHAPTER I 

INTRODUCTION 

The Background: 

In recent years, the Indian economy has witnessed significant 

changes in Government policy towards the real sector. These policy 

changes, aimed at liberalisation of internal and external controls, 

would enable a greater role for market forces in the economy. 

Crucial to its success is adequate provision of infrastructural 

facilities, of which financial intermediation is an important 

constituent. 

As an economy develops, a dichotomy _emerges between decision to 

save and decision to invest, as the distribution of savings among 

economic units does not always correspond to the distribution of 

investment expenditure among the~ (Bhatia and Khatkhate, 1975:133). 

As a result, 

earn, while 

some economic units will spend more than what they 

some other units will earn in excess of what they 

spend. The former, a deficit unit, has insufficient funds to cover 

its investment expenditure, while the latter, a surplus unit, 

consumes less than its current income. 

In the absence of any intermediation between surplus and deficit 

units, that is, between savers and investors, the savings of the 

former cannot be channelled to the latter to invest. Under such 

circumstances, investors are forced to limit their investment to 

the extent of funds available to them. On the other hand, the 

savers tend to invest their savings in assets that are of low value 



for economic growth like jewellery, land, etc. (Furness, 1972:11). 

This leads both deficit and surplus units to a balanced budget 

position where savings equals investment. This arrangement, 

however, would result in a low level of investment and saving and 

hence, to a relatively low growth of output (Gurley and Shaw, 

1960:196). Hence, it is essential to create a system to channelize 

funds from savers to investors so as to institutionalize savings 

and investment. 

Deficit units may obtain finance in excess of current income by (i) 

borrowing, (ii) selling an existing financial asset, (iii) selling 

a real or tangible asset and (iv) employing existing cash balance 

(Coghlan 1980:161). In the first three cases, finance will 

ultimately be provided from current savings of surplus units and by 

running down of existing stock of cash balance held by some other 

units, while the last method involves running down the stock of 

cash balances of deficit units. However, the second and third 

modes entail a change in the pattern of assets holding by the 

deficit units. In the first case, deficit units issue claims, that 

is obligations, against them which equals their deficit, and 

surplus units would tend to accumulate financial assets that equals 

their savings (Gurley and Shaw, 1960:199-200; 1968:258). 

Deficit units may borrow either directly or indirectly. It is 

direct when claims are issued directly to the lenders, namely, 

savers; arid indirect when they obtain finance through 

intermediaries who mobilise the savings of surplus units. Such 

borrowing is done by issue of primary securities by deficit units 

to these channels (Gurley, 1967:177-178). Thus, it is clear that 
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intermediation between savers and investors is crucial to the 

growth of any economy. 

The intermediaries obtain primary securities from deficit units to 

provide finance and issue secondary securities, namely, claims 

ag~inst them, to surplus units to mobilize their savings. 

Consequently, they relieve the market of some primary securities 

and substitute secondary securities whose qualities command a 

higher price. The margin between yields on primary and secondary 

securities compensate the intermediaries for their special services 

(Gurley and Shaw, 1968:258). 

Apart from such financial intermediaries, channelizing also 

requires financial instruments such as securities to effect 

transactions and financial markets to facilitate such transactions. 

Thus, a system comprising of all the above is required to 

channelize savings. Such a system, consisting of financial 

institutions, financial claims and financial markets constitutes a 

financial system. 

The financial system helps to accelerate economic growth to the 

extent it facilitates the migration of funds to the best uses, 

which will yield a higher social return (Goldsmith, 1969:400). 

Therefore, the development of a financial system is indispensable 

to stimulate real economic activity by providing finance for 

investment. 

Finance is a crucial infrastructural input for manufacturing 

activity. Inadequate availability of finance curtails investment 
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activity, both short-term and long-term. Short-term investment is 

required to facilitate day-to-day operations whereas long-term 

investment is essential for expansion of production capacity, 

diversification, etc .. As investments of this nature are crucial 

for the growth of· firms, it is necessary to raise funds to finance 

such activity. As pointed out by the Narasimham Committee1, "With 

increasing deregulation of industry and the emergence of more 

competitive conditions the responsibilities devolving on the 

financial system in mobilizing resources and allocating them 

efficiently and responding flexibly to emerging situations would be 

much greater" {GOI, 1991:2-3). 

Therefore, in the present changing scenario it seems both relevant 

and pertinent to study the response of the financial system in 

India to the challenges of industrialization. In other words, it 

becomes imperative to understand.- the role of various financial 

institutions in financing the real sector. This study is an 

attempt in that direction. More specifically, this study attempts 

to examine the role of one such important institution, namely, 

commercial banks in financing the private corporate sector2 in 

India from 1970/71 to 1989/90, that is, the period subsequent to 

the nationalisation of commercial banks in India. 

This committee was appointed by Government of India {GOI) 
in 1991 under the Chairmanship of Narasimham to examine all aspects 
r~lating to the structure, organisation, functions and procedure of 
t~he financial system. 

2 This study is confined to the analysis of private 
corporate sector defined to include non-governmental non-financial 
public and private limited companies. Private corporate activity 
in India is mostly concentrated in manufacturing - in the 80s, 
about 87 per cent of private corporate activity in India was 
concentrated in manufacturing (Shanta, 1991:54-55). 
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As a prelude to this study, the theoretical issues and the 

development of the financial system in India is examined. 

Theoretical Issues: Financial System and Economic Development: 

The importance of capital formation for economic growth has been 

broadly recognised. Although there are several factors governing 

capital formation, it is not possible to isolate the role of each 

factor and the extent of its contribution. However, financial 

factors assume great significance as they influence the 

availability of funds required to finance capital formation. Thus, 

there exists a strong relationship between real and financial 

variables (Porter, 1966:347; Dornbusch and Reynoso, 1989:204). 

The corporate sector mobilizes its required financial resources 

either from internal and external sources. Internal sources, 

consisting of capital and accumulated savings are preferred as it 

does not involve any external liabilities. Limitation of internal 

funds force firms to rely on external funds as investment 

activities and, consequently output would otherwise be restricted. 

However, external finance has to be gleaned out of the savings of 

savers. Firms can borrow from savers directly. If this process 

becomes difficult, it relies on institutions which mobilize savings 

directly from savers. 

The design of a financial system may stimulate savings and 

investment in productive use or it may retard savings and divert it 

to inefficient uses (Gurley and Shaw, 1960:47). Hence, 

characterisation of a financial system of an economy becomes 
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important. Conventionally, it has been characterized either as 

demand-following or supply-leading (Patrick, 1966:174-175). It is 

said to be demand-following when the creation of financial 

institutions, their financial assets and liabilities and related 

financial services is in response to the demand for their services 

by investors and savers in the economy. When such institutions and 

services are created in advance of their demand, then system is 

characterised as supply-leading. 

Patrick (1966:175-176) argues that the demand for financial 

.services depends upon the growth rate of real output which results 

in greater need for intermediation to transfer savings. Such a 

demand-following financial system can support and sustain the 

leading sector in the process of growth. 

The supply-leading kind of financial intermediation transfers 

resources from non-growth sector to growth-oriented sector, and 

offers possible avenues to invest and, consequently, presents an 

opportunity to induce real growth by financial means. Thus, it is 

likely to play a significant role in the early stages of economic 

development. As the process of real growth occurs, the supply­

leading impetus gradually diminishes and the demand-following 

financial response becomes dominant (Patrick, 1966:177). 

Patrick (1966:177-178) also argues that the financial system can 

influence capital stock in three ways; first, by bringing about 

changes in the ownership and composition of tangible wealth, 

through intermediation among various types of assets' holders. 

Second, financial institutions can encourage a more efficient 
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allocation of new investments, from relatively less to relatively 

more productive uses. Third, they can induce an increase in the 

rate of accumulation of capital, by providing a higher incentive to 

save, invest and work. 

In essence, three,main issues exist regarding the influence of such 

a system: impact on the growth of savings, financialization of 

savings, that is saving in financial assets, and transformation of 

mobilized funds into real capital (Bhatia and Khatkhate, 1975:133). 

A financial system satisfying these requirements assumes central 

place in the developmental process of an economy. 

Having discussed the significance of the financial system for an 

economy's growth, the development of this system in India during 

the post nationalisation period is examined. 

Financial Development in India: 

In India, the central role of capital formation in the growth 

process of the economy had been well recognised since the inception 

of Five Year Plans3. Simultaneously, emphasis was also placed on 

the financial system. The system in India was more a supply-

3 At the commencement of planning in 1951, the Indian 
economy was operating at· relatively low levels of saving and 
investment. The First Five Year Plan noted that in an under­
developed country like India with low levels of standard of living 
and rapidly increasing population, the desirable growth rate in 
output can be achieved only if the rate of capital formation could 
be stepped up over the years substantially above the level of 10 
per cent of Gross Domestic Product (GDP) observed in 1950/51 (RBI, 
1985:4) ~ 
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leading phenomenon (Rangarajan, 1984:73-74) rather than demand­

following4. 

A review of secondary literature (Goldsmith, 1983:220; Morris, 

1985:42; RBI, 1985:52; Rangarajan and Jadhav, 1992:146) shows that 

the Indian economy has witnessed significant development in the 

sphere of its financial system and compares favourably with those 

of other developing countries, including some upper income 

developing countries. 

The presence, nature and relative size of financial institutions 

and financial instruments of various types characterise a country's 

financial system {Goldsmith, 1969:26). In other words, it is 

important to know the extent of financing economic activity by the 

issue of various instruments. The financing of economic activity 

may be indicated by various ratios (Drake, 1980:25) that measure 

the financial development of an economy. Some of the standard 

ratios used are desc~ibed below: 

Finance Ratio (FR) is the ratio of total financial claims issued 
during a year in the economy to national income. It indicates the 
relationship between current flow of financial and real variables. 
In other words, it reflects the relationship between financial 
development and economic 'development. 

The First Five Year Plan states "central banking in a 
planned economy can hardly be confined to the regulation of overall 
supply of credit or to a somewhat negative regulator of the flow of 
bank credit. It would have to take on a direct and active role, 
firstly in creating or helping to create the machinery needed for 
financing developmental activities all over the country and 
secondly, ensuring that finances available flow in the direction 
intended" -quoted in Rangarajan and Jadhav, 1992:147. 
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Financial Inter-relation Ratio (FIR) is the ratio of total volume 
of financial assets in the economy to net capital formation. It 
reflects the role of financial system in financing investment. In 
other words, it establishes the relationship between financial 
structure and real assets structure of the economy. 

Intermediation Ratio (IR) is the ratio of financial assets held by 
financial institution to the issues of non-financial sectors. It 
indicates the degree of institutionalization of borrowing and 
lending and the importance of indirect finance. 

New Issues Ratio (NIR) is the ratio of primary issues5 to net 
physical capital formation in the economy. This ratio establishes 
the extent to which the non-financial sectors of the economy 
reaches out to the other sectors for funds to finance its 
investment by issuing claims of their own. 

An examination of these ratios for the Indian economy6, shows the 

following (Table 1.1). 

5 The total financial flows can be classified as arising due 
to primary or secondary issues. Securities issued by non-financial 
sectors are termed as primary issues which indicate a direct draft 
on the resources of the surplus sector to be used by deficit 
sectors. Secondary issues are created by financial intermediaries 
which borrow from surplus sectors for lending to deficit sectors 
{RBI Bulletin, December 1988:1124-1125). 

6 These indicators with respect to Indian economy have been 
worked out from "Flow-of-Funds Accounts of the Indian Economy" as 
published by Reserve Bank of India (RBI). Th~s account describes 
borrowing and lending operations of individual sectors or 'from 
whom to whom' and 'in what manner' basis. These accounts are meant 
to portray the various channels through which funds flow to 
finance, and act as a support to the real economic activity. These 
accounts, thus, reflect the role played by financial intermediaries 
in general and particular classes of financial institution in 
channelizing resources from sectors which- have surplus funds to 
deficit sectors {RBI Bulletin, December 1988:1124). 
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1. 

2. 

3. 

4. 

Table 1.1 
Indicators of Financial Development in Indian Economy: 

1970/71 to 1989/90 

1970/71 1975/76 1980/81 1985/86 
Indicators to to to to 

1974/75 1979/80 1984/85 1989/90 

Finance Ratio 0.18 0.29 0.35 0.39 

Financial 1.10 1.46 2.32 2.46 
Inter-relation Ratio 

New Issues Ratio 0.63 0.84 I 1.37 I 1.41 

Intermediation Ratio 0.77 0.74 0.69 I 0.75 

Source: Various issues of RBI Bulletin. 

I 

I 
An upward trend in Finance Ratio (FR), Financial Inter-relation 

Ratio (FIR) and the New Issues Ratio (NTR) signifies financial 

development in the Indian economy through the seventies and 

eighties. The upward trend in Finance Ratio (FR) shows that the 

financial claims which amounted to 18 per cent of National Income 

in the early seventies has increased to 39 per cent in the late 

eighties. This clearly brings out the growing role of the 

financial system in the economy. 

The upward movement of Finance Inter-relation Ratio (FIR) since 

1970/71 indicates the increasing role of financial system in 

channelizing funds in the economy for investment purposes. Over 

time, as an economy develops, its financial system experiences a 

rapid growth in financial assets relative to national income or 

national real wealth (Gurley and Shaw, 1967:257-258; Goldsmith, 

1969: 44) and hence, FIR has a tendency to rise with an economy's 

growth. The performance of FIR is highly supportive of this 

hypothesis. In other words, it is indicative of the larger role 
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played by the financial system in India in mobilising funds for 

investment purposes. 

However, financial claims consists of both primary claims issued by 

non-financial sectors and secondary issues issued by financial 

sectors. Hence, the observed rise in Financial Inter-relation 

Ratio (FIR} is a result of an increase in both the issues. A 

break-up of these issues into primary and secondary issues reveals 

the significance of the claims issued by their respective sectors. 

The New Issues Ratio (NIR} , indicating the extent of primary claims 

issued by non-financia~ sectors to directly finance their 

investment, shows a steady increase throughout the period. It 

shows that the role of non-financial sectors has also increased in 

line with the development of the financial system so as to mobilize 

funds directly for its investment. 

The Intermediation Ratio (IR) , measured as the ratio of secondary 

. issues to primary issues, shows a constant decline till mid­

eighties reflecting the increase in primary issues of non-financial 

sector. However, the relative significance of financial sectors in 

mobilizing resources has significantly improved in the late 80's, 

even though NIR has been increasing. This indicates a further 

revival of the financial sector in relation to the non-financial 

sector with regard to resource mobilization. 

The above discussion clearly points to the increasing importance of 

the financial system in the economy and of financial flows in 

relation to economic activity. While these indicators reveal the 

significance of the financial system with regard to channelising 
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savings from surplus sectors to deficit sectors of the economy, it 

is equally important to understand the role and the significance of 

the different institutions within the financial system. 

Financial Institutions in India: 

The Indian financial system consists of two major segments: an 

'organised sector' and a 1 traditional sector 1 
• The organised 

sector, organised on modern lines, includes commercial, development 

and co-operative banks, the stock market and various non-banking 

financial institutions like insurance corporations and mutual 

funds. The traditional sector, also known as the informal credit 

market, is the set of indigenous financial institutions such as 

rural and urban money lenders who mainly finance small enterprises/ 

farms and household consumption (Avadhani, 197 8a: 15-17; Morris, 

1985:1). The role of this sector, however, has been declining and 

is quite marginal at present. Hence, our study confines itself to 

the organised sector. 

The different institutions within the organised sector can be 

broadly grouped into banking and other financial institutions with 

Reserve Bank of India (RBI) as the central bank. The banking system 

consists of commercial and co-operative banks. Commercial banks 

include Indian banks in the public and private sector in addition 

to foreign banks operating in India. Other financial institutions 

include the special machinery of term-lending institutions, 

normally termed as development banks. The RBI, being the central 

bank, has its link with non-financial sectors through banks and 

other financial institutions which implement the policies initiated 
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by the Reserve Bank. 

The relative importance of different institutions in the financial 

sector is indicated by their share in total assets of all such 

institutions (Drake 1980:25). A break-up of the financial assets' 

structure of the banks and other financial institutions indicates 

a declining trend in the percentage share of financial assets of 

banks7 in the total financial assets of all financial institutions 

in India8• To illustrate, the percentage share of banks was 73.8 

per cent in 1980/81 which declined to 70.2 per cent in 1985/86 and 

further to 66.8 per cent in 1989/90. Thus, going by the magnitude 

of assets holding, the role of banks continues to be significant in 

the financial sector, although it is declining. 

A more detailed analysis of the share of various banks shows that 

scheduled commercial banks are the most important banks in the 

banking system in the country. To be more specific, these banks 

accounted for 91.7 per cent of the financial assets of banks in the 

first half of 70s which increased to 95.6 per cent in the second 

half of 80s. With a share of less than .15 per cent, the role of 

non-scheduled commercial banks is very negligible. The Co-operative 

banks had a share of 8.13 per cent in the first half of 70s which 

7 The assets Gf banks include the following items: (i) Cash 
in hand and balances with Reserve Bank; (ii) Asset with the Banking 
System; (iii) Investments; (iv) Bank credit (total loans, cash­
credits and overdrafts and bills purchased and discounted) and dues 
from banks (RBI Annual Report, 1990-91:89}. 

Computed from Report on Trend and Progress of Banking in 
India, 1991-92 (July-June) issued as a supplement to RBI 
Bulletin, January 1993. 
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declined to 4.36 per cent during the late 80s9• 

The role played by each of these institutions as mobilizers of 

funds is analyzed by studying their respective shares in total 

claims issued by·the financial sector as a whole (see Table 1.2). 

Table 1.2 
Share of Financial and Non-Financial Sectors 

In the Total Financial Claims: 1970/71 to 1989/90 

(Percentage Share) 

1970/71 1975/76 1980/81 1985/86 
Sectors to to to to 

1974/75 1979/80 1984/85 1989/90 

A. In Total Claims: (1+2) 100 100 100 100 

1. Financial Sector 43.1 42.6 40.8 43.0 
(a+b) 

a. Banking 31.6 30.0 28.9 27.8 

b. Other Financial 11.5 12.6 11.9 15.2 
Institutions 

2. Non-Financial 56.9 57.4 59.2 57.0 I 
Sector (c+d+e+f) 

c. Private Corporate 11.2 8.9 12.9 10.9 
Sector 

d. Government 35.5 32.2 37.5 38.2 

e. Households 9.4 10.5 9.0 9.5 

f. Rest of the World 0.8 5.8 -0.2 -1.6 

B. In Financial Sector 
Claims: (a+b) 100 100 100 100 

a. Banking 73.3 70.3 70.8 65.0 

b. Other Financial 26.7 29.7 29.2 35.0 
Institutions 

Source: Same as Table 1.1. 

Calculated from various issues of the Reports on Currency 
and Finance. 
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Of the total financial claims issued in the economy, the share of 

non-financial sector is higher and increasing over the period from 

1970/71 to 1984/85. However, in the late eighties, its share has 

declined. As against this, the share of financial sector has 

increased in the eighties. Table 1.2 also shows that within the 

financial sector, the share of banking sector in total claims has 

been declining, although in terms of magnitude, it still continues 

to pla~ a dominant role within the financial sector. 

However, the gains to the real sector depend on how efficiently the 

financial sector performs its function of intermediation 

(Rangarajan and Jadhav, 1992:141). An examination of the surplus 

and deficit sectors in the economy gives some insights to this (see 

Table1.3). 

Table 1.3 

Deficit and Surplus Sectors of 
Indian Economy: 1970/71 to 1989/90. 

(As percentage of National Income: NNP) 

1970/71 1975/76 1980/81 1985/86 
Sectors to to to to 

1974/75 1979/80 1984/85 1989/90 

a. Banking 0.29 0.57 0.50 0.22 

b. Other Financial -0.01 0.12 0.71 0.82 
Institutions 

c. Private Corporate -1.37 -1.92 -3.29 -3.02 
Sector 

d. Government -4.41 -7.18 -10.26 -12.10 

e. Households 4.97 7.38 8.41 10.16 

I f. Rest of the World 0.52 1 -0.97 1.65 2.89 

Notes: The negative sign indicates deficits. 

Source: Same as Table 1.1 
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It is quite evident from Table 1. 3 that the Government is the 

largest deficit sector in the economy. Its deficit as a percentage 

of national income has risen from 4.4 per cent in early 70s to 12 

per cent in late 80s. The other major deficit sector of the 

economy is the private corporate sector whose deficit as percentage 

of national income, rose from 1.37 to 3.02 during the same period. 

The surplus sectors are the 'financial', 'households' and 'rest of 

the world' sectors. Sukhamoy Chakravarty Committee (RBI, 1985;52-

53) studied the sector-wise financial balances and contended that 

the household sector is the major surplus sector in Indian economy 

and it is the saving of this sector that is important in financing 

the deficits o~ Government and the private corporate sector. Thus, 

it follows that the savings of household sector is to be mobilized 

to finance those sectors undertaking investment activities in 

excess of its savings. 

Though the private corporate sector is the second largest deficit 

sector, the primary claims issued by this sector has accounted for, 

on an average, 11 per cent of the total claims issued (see Table 

1. 2) . An analysis of the sector-wise pattern of financing the 

private corporate sector's deficit reveals that the household 

sector, the largest surplus sector of the economy, has financed, on 

an average, 25 per cent during the period 1975/76 to 1985/86 which 

sharply declined to 12 per cent subsequently10 • It shows that 

mobilization of savings directly from households by the private 

10 This has been worked out from the 'Flow-of-Funds account 
of the Indian Economy'. 
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corporate sector has not only been small in magnitude but has also 

declined over the years. This suggests that the link between the 

households sector and the private corporate sector has not been 

very strong. 

Again, although Government issued claims accounting for more than 

one-third of total claims issued in the economy (see Table 1.2), 

its deficit has been widening. Hence, the private corporate sector 

may not be in a position to secure the required financial resources 

from Government to fill up its deficit. Thus, it is the financial 

sector, the other large mobilizer of savings that assumes 

significance for the private corporate sector. 

The importance of private corporate sector in the industrialization 

of the economy can be gauged from its contribution to the economy's 

overall capital formation. The share of private corporate sector 

in the total gross capital formation has been quite impressive in 

the 80s. The proportion was of the order of 15.5 per cent, 10.8 

per cent, 18.7 per cent and 17.1 per cent during the four 

quinquennium in 70s and 80s respecti vely11 • Furthermore, the 

Eighth Five Year Plan has envisaged an investment rate of 4.33 per 

cent of Gross National Product for this sector at 1991/92 prices 

during the plan period {GOI, 1992:53). As this sector may not be 

in a position to mobilize funds directly from 'households' and 

'government' sectors, the role of intermediation becomes more 

important. Hence, the role of financial institutions is of 

cardinal importance for the growth of private corporate sector. In 

11 Computed from National Accounts Statistics, 1990 and 1991. 
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other words, the private corporate sector depends more on ·the 

financial sector for finance than on any other sector of the 

economy. Given this, the importance of commercial banks in 

financing the private corporate sector's investment needs to be 

hardly stated. 

Nationalisation of Commercial Banks: 

The above discussion brings out the crucial place occupied by 

commercial banks in the financial system of the country and its 

role in mobilizing and channelising savings in the economy. An 

examination of the evolution of commercial banks in India reveals 

that they had undergone a structural change in 1969 with their 

nationalisation. The main objectives of their nationalisation, as 

stated in the preamble to the Banking Company's (Acquisition and 

Transfer of Undertakings) Act, are "to control the heights of the 

economy and to meet progressively, and serve better, the needs of 

development of the economy in conformity with national policy and 

objectives" 12 . It began with the Government nationalising State 

Bank of India ( SBI) and its seven associate banks along with 

fourteen major Indian Scheduled Commercial Banks in the Private 

Sector, having deposits of Rs. 50 crores and above. And again, in 

April 1980, six more banks with deposit liabilities of not less 

than Rs. 200 crores each were nationalised. Sukhamoy Chakravarty 

Committee opines that this move brought a substantial segment of 

banking business under Government ownership and reinfo·rced its 

control over the total financial system (RBI, 1985:61). 

12 Quoted from Report on Currency and Finance 1969/70:103. 
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Nationalisation facilitated Government to exercise greater control 

over banking business through directed credit programmes, 

differential interest rates, etc .. The control and regulatory 

measures adopted by Reserve Bank of India are aimed at controlling 

the quantum and cost of credit and, at controlling the use and 

direction of flow,of credit. Obviously, these control mechanisms 

have a bearing on the availability of funds with banks to lend to 

the private corporate sector. 

Banks' provision of finance to the corporate sector can be either 

direct or indirect. Direct financing involves provision of credit 

of both short and long term nature whereas indirectly, it provides 

by underwriting securities such as shares and debentures. Hence, 

there is a need to examine the composition of flow of finance from 

banks to corporate sector and its pattern, especially after 

nationalisation wherein commercial banks became vulnerable to 

changes in policies initiated by RBI. 

The Empirical Studies: 

Empirical studies in this direction may be broadly classified into 

two: those that cover the period prior to nationalisation (Rosen, 

1962; Bagchi, 1962; Gupta, 1969; Ambegeokar, 1969; Bhole, 1972) 

and those covering the post-nationalisation period (Shetty, 1976 

and 1978a; Rao, 1988; Sharma, 1991). There are also some studies 
' 

(Venkatachalam and Sarma, 1978 and Misra, 1989) that cover both 

periods. 
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All studies prior to nationalisation have one common finding, that 

is, the increasing reliance on banks by the private corporate 

sector. In other words, banks have become an important source of 

borrowing for this sector, largely to meet short-term needs arising 

out of inventory.holdings. Rosen {1962) observed that the use of 

·bank funds was not influenced by profitability and the rate of 

expansion, defined as the rate of growth of fixed assets. Bagchi 

found the magnitude of investment by this sector to be influenced 

by profit after tax {PAT). However, he argued that external funds, 

particularly from banks, had accounted for the acceleration of 

investment whenever PAT was inadequate. 

Gupta and Ambegeokar observed that the use of funds from banks by 

this sector had exceeded its inventory formation. Gupta, hence, 

argued that a small portion of such finance should have gone to 

meet fixed investment. Further, he found the growth rate of 

physical assets to be more directly and closely related to security 

issues than bank credit. Hence, he argued that the fast growing 

firms relied heavily on security issues than the use of bank 

credit. Ambegeokar found that the rate of rise in bank credit 

exceeded that of inventory, sales and output. Further, he observed 

that its dependence on banks for working capital had increased, 

accompanied by 

institutions. 

a decline in reliance on other financial 

Bhole observed an increased tendency to use 

institutional credit, along with an increase in investment in 

inventories and fixed assets at a time when the rate of interest 

was rising. Hence, he concluded that the rate of interest did not 

exert influence on the investment activity of the private corporate 

sector. 
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Rosen, Bagchi and Gupta also examined the reliance on banks for 

finance across different size groups within the private corporate 

sector. There was a consensus in their conclusions; t.hat both 

small companies (with pa~d-up capital of less than Rs. 5 lakh) and 

larger companies (with paid-up capital Rs. 50 lakhs and above) 

placed less reliance on banks for finance than those in the medium 

range. Rosen and Gupta argued that small companies did not have 

much access to banks, given the nature of the lending policies of 

ban.ks, whereas larger companies had more access to its own 

resources, including the internal accretion of funds. Bagchi also 

observed that bank credit had been predominantly supporting gross 

capital formation of middle range size groups than the lower and 

upper size groups which registered the highest rates in gross 

capital formation. 

Rosen and Gupta had also analyzed the supply of finance by banks to 

meet the long-term needs of this sector. It was observed that it 

was more by way of underwriting of securities than by provision of 

long-term credit. Gupta also found that banks were in a leading 

position in the institutional arrangement of underwriting. 

Not many studies have been found on the role of banks in financing 

private corporate sector since nationalisation. The studies by 

Shetty and Rao were related to demand for bank credit from 

manufacturing sector as a whole. 

Shetty (1976) assessed the dimensional changes in credit deployment 

during the first five years of nationalisation in relation to 

changes in output and prices. The rationale for his analysis was 
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the fact that, in any accepted model of demand for money, one 

common ~~riable is the gross national product or some other variant 

of it in real terms. Ccnsequently, he hypothesised that credit for 

any sector or industry over a period has to have some relationship 

with its performance in real terms, particularly, output. He 

observed a declining trend in the credit extended by banks to 

industries since nationalisation, though it was higher than other 

sectors. On finding that the share of manufacturing sector in bank 

credit to be higher than its share in Net Domestic Product (NDP), 

he concludes that increase in bank credit has occurred ·far in 

excess of increase in output during the years 1968/69 to 1973/74. 

In his other paper, Shetty (1978a) observed that the share of 

medium and large industry in total bank credit had declined due to 

priority sector lending. Another observation, in line with his 

earlier finding, was that growth in bank credit had always been 

disproportionate to growth of their physical output, especially in 

industries like cotton textiles. His observation, particularly for 

the years 1975/76 and 1976/77 revealed (a) that increase in average 

bank credit had been higher than the growth of NDP originating in 

registered manufacturing sector even at current prices, (b) an 

appreciable increase in the rate of short-term bank credit to 

inventories and (c) relatively higher reliance on trade credit. In 

line with these observations, he suggested policies to scrutinize 

credit claims vigorously and relate credit to the genuine 

production requirements so that funds are not tied up with these 

large borrowers. 
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Rao (1988) carried out an econometric exercise on the determinants 

of demand for bank credit of some selected industries for the 

period between 1970/71 and 1984/85. He observed that output of 

these industries was the most important factor in determining its 

demand for bank credit whereas interest rate of banks and relative 

rate of interest of other sources of borrowing played only a 

secondary role. Price of output was also found to have affected 

the demand for credit significantly. The relative interest rate 

variable was significant with respect to industries like textiles, 

engineering and total manufacturing, while it was not significant 

for industries like sugar and other food products and chemicals. 

The significance of banks for private corporate sector has been 

broadly pointed out by Misra (1989) who held that it was declining 

in the 70s unlike that of 60s. He also observed an upward trend in 

the provision of term loan by banks to this sector. 

The determinants of behaviour of bank borrowing by private 

corporate sector has been studied by Venkatachalam and Sarma (1978) 

and Sharma (1991) through an econometric analysis on the financial 

behaviour of this sector. While the former study covered the 

period between 1958/59 and 1974/75, the latter covered the period 

from 1970/71 to 1986/87. Both studies reveal a positive influence 

of inventory holding on borrowing from banks. Moreover, the 

advance rate appeared to show a negative impact in the former 

study, while it proved to be insignificant in the latter study. 

However, increase in cost of borrowing from alternative sources 

seems to have raised the demand for bank credit. Further, 

Venkatachalam and Sarma postulated and found that availability of 
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internal furids and improvement in liquidity position of firms 

reduced the demand for bank funds. 

To sum up, the private corporate sector has an important part to 

play in the industrialization of the country. It depends on the 

financial sector, especially the commercial banks for financing its 

investment and, therefore, its growth. The step to nationalis~ 

banks brought banking business in the economy under the control of 

Government, thereby reinforcing its control over the financial 

system (RBI, 1985:61) . The control over commercial banks by RBI 

has a bearing on the availability of funds that banks have to lend 

to the private corporate sector. Secondary studies show that there 

have been changes in the role and nature of bank credit. While 

most of the earlier studies have dealt with specific issues, there 

are not many studies which examined the role of banks in financing 

the private corporate sector in an integrated manner. This study 

tries to fill that gap. 

An examination of some of these issues in the post-1980 period in 

comparison with the early seventies seems both useful and 

important, especially in the light of the recent policy changes in 

the financial system both implemented and contemplated13 • Such 

changes have implications for the role of commercial bank credit 

13 Many important developments in the financial system having 
bearings upon the capita~ and money markets have taken place since 
198 5/86 (Misra, 198 9: 4) . Further major changes in the policies 
regarding the financial sector are contemplated on the line of the 
recommendations of the Narasimham Committee. These policies may be 
inferred to have implications on the availability of finance, 
especially the one relating to the different sources from which the 
private corporate sector could secure funds to finance its 
investment activities. 
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which constitute the mainstay of the financial system in India. 

Objectives of the Study: 

Therefore, this study attempts to examine the role of banks in 

financing private corporate sector in India for the period 1970/71 

to 1989/90. More specifically, the study attempts: 

i} to review credit policy in detail and its influence on the 
supply of credit to industry in general and to private 
corporate sector in particular; 

ii) to study the role of funds from banks to private corporate 
sector against its overall pattern of financing; 

iii} to analyze the reliance placed on banks by different size 
groups within private corporate sector; and, 

iv} finally, to examine the determinants of borrowing from 
banks by private corporate sector. 

Data Sources and Methodology: 

The study bases itself mainly on data as published by the Reserve 

Bank of India (RBI). Data from various publications such as Report 

on Currency and Finance, Basic Statistical Returns, Statistical 

Tables Relating to Banks in India and Reserve Bank of India 

Bulletins have been used. Where published data have not been 

available, primary data have been collected from RBI. Simple 

ratios and averages have been used. In addition to this, the 

Ordinary Least Squares (OLS} method has been used to examine the 

determinants of borrowing of this sector from banks. 
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Schemeta of the Study: 

This chapter, Chapter 1, gives the background and the rationale for 

the study. The second chapter gives a brief review of policies 

affecting the supply of credit by banks to industry and examines 

the share of private corporate sector in the overall credit 

provided by banks to industry. The investment made by banks in the 

securities issued by this sector is also discussed in this 

chapter. The third chapter examines the role of finance from banks 

against the overall financing pattern of the private corporate 

sector. The reliance placed on banks by various size groups within 

private corporate sector has been analyzed in this chapter. The 

fourth chapter studies the determinants of borrowing from banks and 

chapter five summarises the findings of the study. 
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CHAPTER .II 

SUPPLY OF BANK CREDIT 

As stated earlier, with nationalisation, the deployment of 

resources by banks was regulated by policy measures initiated by 

Reserve Bank of India (RBI) which affect the availability and 

direction of funds. In a regulated financial system, policies are 

designed to influence both borrowing and lending. This chapter 
I 

analyzes the supply of bank credit to industry with specific 

reference to the private corporate sector. In the first section, 

a broad overview of policies pertaining to supply of credit to 

industry is given. Section II analyses the distribution and nature 

of bank credit to various sectors. The last section examines the 

indirect form of provision of banks' finance to the private 

corporate sector. 

SECTION I 

Credit Policies - A Broad Overview: 

As provision of credit is an important function of Commercial 

Banks, RBI is conferred power by legislation to regulate it by 

means of policy formulation. Consequently, Commercial Banks have 

to follow the guidelines and directives issued by RBI from time to 

time. The control and regulatory measures adopted by RBI for 

channelizing the flow of credit are both quantitative and 

qualitative in nature. While the former aim at controlling the 

quantum and cost of credit, the latter are meant to control its use 

and direction. 



Credit provided by banks influences the stock of money in the 

economy. The use of instruments of monetary regulation has an 

important bearing on bank credit in that, these instruments 

influence its quantum and cost. The instruments which have a 

bearing on resources available with banks to lend are Cash Reserve 

Ratio, Statutory Liquidity Ratio and Bank Rate. 

Cash Reserve Ratio (CRR) is a ratio of cash reserves to demand and 

time liabilities, outstanding on the Friday of previous week, to be 

maintained with RBI by commercial banks (RBI, 1985:246). By the 

instrument of Statutory Liquidity Ratio (SLR), banks are required 

to maintain a ratio of liquid assets to demand and time liabilities 

in the form of cash, gold and unencumbered approved securities at 

the close of business everyday (RBI, 1985:251). The Bank Rate 

(BR), one of the instruments of quantitative credit control, 

represents the standard rate at which Reserve Bank is prepared to 

buy or rediscount bills of exchange or other commercial papers 

eligible for purchases under the provision of RBI Act (RBI, 

1985:267). It is essentially a rate at which Reserve Bank extends 

advances to various categories of borrowers. 

Therefore, it is clear that credit dispensed with by banks is a 

residual of these reserve requirements which subsequently influence 

the quantum of funds available with banks to lend. Whenever banks 

find inadequate funds to meet the demand, they can borrow from 

Reserve Bank which carries the bank rate. Hence, higher the rate, 

higher would be the cost of borrowing. Thus, it is clear that any 

upward trend in these instruments would affect the availability of 

resources with banks to lend. 
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Table 2.1 details the changes in these forms of instruments over 

the years. 

Table 2.1 

Main Quantitative Controls: 1970/71 to 1989/90 

Cash Statutory Bank Credit/ Investment/ 
Years Reserve Liquidity Rate Deposit Deposit 

Ratio Ratio Ratio Ratio 

1970/71 3.00 28.00 6.00 79.3 23.1 
1971/72 3.00 28.00 6.00 74.1 23.2 
1972/73 3.00 30.00 6.00 70.8 25.0 
1973/74 7.00 32.00 7.00 73.0 23.3 
1974/75 4.00 33.00 9.00 74.1 23.9 
1975/76 4.00 33.00 . 9.00 76.8 32.5 
1976/77 6.00 33.00 9.00 75.0 31.5 
1977/78 6.00 34.00 9.00 67.3 35.6 
1978/79 6.00 34.00 9.00 65.9 33.7. 
1979/80 6.00 34.00 9.00 67.8 33.4 
1980/81 6.00 34.00 9.00 66.8 34.7 
1981/82 7.75 35.00 10.00 67.9 34.6 
1982/83 7.35 35.00 10.00 69.1 35.7 
1983/84 9.00 35.00 10.00 68.2 35.1 
1984/85 9.00 36.00 10.00 67.8 39.0 
1985/86 9.00 37.00 10.00 65.7 35.8 
1986/87 9.50 37.50 10.00 61.6 37.6 
1987/88 10.00 38.00 10.00 59.8 39.4 
1988/89 11.00 38.00 10.00 60.5 39.0 
1989/90 11.00 38.50 10.00 60.8 38.6 

Note: 10 per cent of incremental demand and time liabilities (DTL) 
is to be added to Cash Reserve Ratio (CRR) for the periods, 
1976/77 to 1979/80 and, 1983/84 to 1985/86. 

Sources: Various issues of Report on Currency and Finance. 

An upward trend is seen in the use of various monetary instruments, 

although bank rate has remained stable at 10 per cent in the 80s. 

As mentioned earlier, such a trend implies that it limits resources 

available with banks to lend. It is reflected in the downward 

trend in credit to deposit ratio vis-a-vis an upward trend in 

investment to deposit ratio. This evidence also suggests that 

these quantitative instruments have diverted funds towards 
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investment and away from deployment for credit to the industrial 

sector1• 

The upward trend in the investment-deposit ratio suggests that 

commercial banks.have increased their investment which would have 

helped various sectors to augment their financial resources through 

banks. While credit dispensed with by banks is a direct way of 

providing assistance, investment is an indirect way of extending 

assistance. Thus, it appears that commercial banks increased 

their indirect form of provision of financial assistance more than 

the direct form due to the increased use of monetary instruments. 

Ensuring an increased flow of assistance to the hitherto neglected 

sectors was one of the prime objectives of na tionalisa tion of 

banks. To this end, a new policy of priority sector lending was 

formulated, by which, liberal lending facilities were provided to 

neglected sectors like agriculture, small scale industries, the 

self-employed, retail trade, small artisans and others. 33.3 per 

cent of bank credit had to be allotted to these sectors, which was 

subsequently raised to 40 per cent by March 1985. Although small 

scale industries stood to benefit from these measures, it was not 

so with regard to medium and large industries. Thus, it meant that 

the availability of resources for industries from banks would be a 

residual after catering to the credit needs of the priority 

sectors. 

Rao estimated that 1 per cent rise in the SLR between 
March 1979 and March 1980 had led to a decline in the rate of 
growth of credit to medium and large industry by 4. 8 per cent 
during the same period (Rao, 1980a: 868). 
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Apart from such policies, the industrial sector was also affected 

by other regulatory measures such as 'Credit Authorization Scheme' 

(CAS), introduced by RBI even before nationalisation, in 1965. It 

was intended to channelize the resources of the banking system to 

different sectors of the economy according to national plan 

priorities, and to strengthen the role of RBI in monitoring the 

flow of credit to big borrowers' accounts. Accordingly, banks were 

required to take prior authorization from RBI to sanction any 

credit worth Rs. 1 crore or more to any single party, or any 

quantum that would take the total limit enjoyed by such party from 

entire banking system to Rs 1 crore or ·more on secured and/or 

unsecured basis (RBI, 1983: 6). As the industrial sector is a 

large borrower from banks, this scheme did affect the flow of 

credit from banks to this sector. A brief examination of the 

working of the scheme throws some light in this regard. 

Marathe Committee2 divides the operation of CAS since its inception 

in 1965 into four phases (RBI, 1983:6-9). In the first phase, 

which lasted till 1970, RBI' s role was confined to processing 

banks' applications to exercise a measure of restraint on banks' 

lending to large borrowers. The absence of a data base, lending 

norms and information system to follow-up credit handicapped proper 

assessment of credit needs of borrowers, and to ensure proper end-

use of funds. During the second phase, which commenced in June 

1970 and lasted till mid-1975, RBI sought to introduce a more 

2 Appointed by RBI in 1982 with reference to examine the 
objective, scope and context of CAS and to make suggestions with 
regard to making modifications therein, if any, having regard to 
the changing economic situation of the country (RBI, 1983: 1-2). 
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organized approach to the assessment of credit needs of large 

borrowers; prescribing a set of forms in which essential data were 

to be obtained by banks from borrowers seeking credit under CAS, 

and furnishing the same to RBI when authorization was sought. 

Accordi~g. to the committee, CAS entered the third and perhaps, the 

most important phase in the mid-70s with the acceptance of 

recommendations of the Tandon Committee which became the criteria 

of CAS scrutiny of application under CAS. The rationale of the 

recommendations made by Tandon Committee and their suggestions is 

as follows. 

Banks provided working capital finance to industrial units to 

finance their current assets by way of cash credit. The manner in 

which banks extended credit under this system had accentuated the 

problem of potential imbalance in demand for and supply of funds. 

The level of advance by banks was determined not by how much a 

banker could lend at a particular point of time, but by the 

borrowers' decision to borrow at that time. This made credit 

planning a difficult task for banks. To the extent that 

outstanding amount in cash credit account never fell below a 

certain level during a year, there was permanent lock up of bank 

funds in the borrowers' account. It was, therefore, to rationalize 

the system of working capital finance by the banks that the Tandon 

committee was appointed by RBI in 1974 (RBI, 1975:11-14) 3• 

3 The main terms of reference of the Committee was to review 
the existing system and effect change in such a way that under the 
new system, borrower would plan his credit needs and banks also 
would be able to plan having known the credit requirements of 
borrowers (RBI, 1975:3). 

32 



The committee observed that there was no uniformity in approach of 

any bank in the assessment of working capital requirements, 

inventories and bills receivables, being the major components. The 

Committee argued that 'if bank credit is to be viewed as a tool of 

resource allocation in the economy, one cannot get away from the 

problem of defining reasonable levels of inventories and receivable 

in each industry and hence the need for norms for these current 

assets'. In this context, the banker was viewed as a lender to 

supplement the borrowers' requirements to carry an acceptable level 

of current assets. The implications were two-fold; one, the level 

of current assets must be reasonable and based on norms; two, a 

part of the fund requirements for carrying current assets must be 

obtained from long-term funds comprising owned funds and term 

borrowing, including other non-current assets (RBI, 1975:17). 

Thus, the committee stipulated specific norms for inventory and 

receivables that could be had in each industry4. 

Further, the Tandon committee went on to suggest some approaches to 

lending, to determine the quantum of credit. In this regard, it 

underlined two basic conditions: every industrial borrower should 

hold only a reasonable level of inventory and receivables 

conforming to the norms; and second, there must be a surplus of 

current assets over current liabilities, which meant that, a part 

However, no norms have been suggested for highly seasonal 
industries like sugar, tea, etc. and those industries which work 
under specific contracts like heavy engineering which experiences 
a large tie-up of funds in current assets. These norms were 
applicable to all industries including the small scale industries, 
with aggregate limit from the banking system in excess of Rs. 10 
lakhs and above. 
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of the current assets should be financed entirely from owned funds 

or long term borrowing. 

Guided by the above objectives, the Tandon Committee formulated 

some alternatives for working out the maximum permissible level of 

bank borrowing. In.Method I, the borrower would have to contribute 

a minimum of 25 per cent of working capital gap from long term 

funds, which would give a minimum current ratio5 of 1:1. In Method 

II, the committee envisaged that the borrower would have to provide 

a minimum of 25 per cent of total current assets from long term 

funds which would give a current ratio of 1.33:1. And in Method 

III, the Committee suggested the borrowers' contribution from long 

term funds would amount to the entire core current assets and a 

minimum of 25 per cent of balance current assets which would give 

a current ratio of 1.77:1, thus, strengthening the current ratio 

further (RBI, 1975:22-29). 

Observing several drawbacks in cash credit system, the committee 

(RBI, 1975:32-35) pointed out that the level of borrowing by 

industrial units during a course of a year fluctuates from month to 

month depending on the schedules of purchases of raw materials and 

despatch of finished goods. It was also noted that the outstanding 

overdraft in a cash credit account, particularly in non-seasonal 

industries, did not fall below a certain level, thus indicating a 

Current ratio is a ratio of Current Assets to Current 
Liabilities. Current assets included by the Commit tee are raw 
materials, stores and spares, finished goods, receivables including 
bills discounted with banks and other current assets while current 
liabilities included creditors for purchases, bank borrowing 
including bills discounted with banks and others. 
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stable requireme~t of funds during a year. Therefore, it suggested 

a bifurcation of the entire cash credit limit into loan and demand 

cash credit, which could be reviewed annually. The Committee was 

of the opinion that the loan would take care of a minimum level of 

borrowing which the borrower expected to utilize throughout the 

year, while the cash credit portion would take care of fluctuations 

in credit requirements due to seasonality of demand. 

Reserve Bank of India endorsed their recommendations and eventually 

incorporated them in their credit control measures on August 21, 

1975 (RBI Bulletin, August 1975:676-679). Since then, banks' 

credit to industry has been largely governed by these measUres. 

Although the recommendations of the Tandon Committee were 

implemented, the progress had been very slow, especially the one 

relating to the bifurcation of credit limit into demand and 

fluctuating cash credit (RBI, 1989a:251). In this context, another 

Study Group was appointed by RBI in 1979 under the chairmanship of 

Chore (RBI, 1979:1-2) to review the operations of cash credit 

system, particularly with reference to the gap between sanctioned 

credit limits and the extent of their utilization, and to suggest 

modifications, if necessary (RBI, 1979:1-3). 

Of the various suggestions made by Chore committee, what is 

relevant to this study is the continuation of Tandon Norms. The 

Chore commit tee also, like Tandon commit tee, felt the need to 

reduce dependence on banks by medium and large borrowers, both in 

the private and public sectors for their production. Hence, they 

were of the view that the net surplus plus cash generated by an 

established unit should be utilized atleast partly to reduce 
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borrowing for working capital purposes. In other words, it opined 

that the established units should not divert their cash generation 

exclusively for expansion purposes which should legitimately be 

financed by promoters' own fund. Hence, it concluded that owners' 

contribution for. working capital purposes could be enhanced without 

structurally changing the Taridon committee style of lending. It 

suggested placing them under Method II of lending, to give a 

minimum current ratio of 1.33:1 and made compulsory for all 

borrowers having aggregate working capital limits of Rs.lO lakhs 

and above. 

This recommendation was accepted by RBI and was incorporated in 

their credit control measures on December 8, 19806• Mara the 

committee felt that CAS entered the fourth phase in December 1980 

with RBI adopting most of the recommendations of Chore committee. 

Since then, bank finance to industry has been mainly on the line of 

the recommendations made by Tandon and Chore Committees, although 

CAS has undergone some changes in its operation. For instance, the 

upper limit which was Rs.1 crore in 1965 was raised to Rs.2 crore 

in November 1975 and further to Rs.3 crore in August 1982 (RBI, 

1989b:31). In November 1982, it was raised to Rs. 5 crore for 

export-oriented manufacturing units (RBI, 1989b:38). The CAS was 

applicable to both private and public sector initially, though the 

latter was taken out of its purview in May 1969 and brought in 

6 The other accepted recommendations are the one pertinent 
to the lending system, bifurcation of cash credit into demand loan 
for core portion and fluctuating cash credit component, separate 
limit for peak level and normal peak-level period, drawls of funds 
to be regulated through quarterly statements, discouraging of ad 
hoc or temporary limits and the encouragement for bills finance 
(RBI Bulletin, December 1980: 981-985). 
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again in March 1973, but with an enhanced limit of Rs.3 crore with 

respect to working capital facilities and Rs. 1 crore with regard 

to term loan. In 1982, the cut-off limit for working capital funds 

for the private and public sector borrowers were equalised {RBI, 

1989b:31). The limit was further raised to Rs.4 crore (RBI, 

1989b:99) in October 1983 and again to Rs 6 crore in April 1986. 

As for the manufacturer and trader exporters, a uniform limit of 

Rs. 7 crore was fixed, as against the earlier differential limits 

of Rs.5 crore and Rs.4 crore respectively. The discretionary power 

of banks was enlarged to sanction in excess of stipulated limits 

temporarily, for periods not exceeding 3 months, upto 10 per cent 

of existing working capital limit, or 25 per cent of credit limit, 

subject to an overall ceiling of Rs. 2 crore as against the past 

ceiling of Rs. 75 lakhs (RBI, 1989b:202-203). 

However, Reserve Bank withdrew this scheme in October 1989 

following its finding that the purpose of CAS was achieved by the 

enforcement of discipline as referred to earlier. But 

nevertheless, all proposals involving sanction of aggregate working 

capital beyond Rs. 5 crore would be subjected to post sanction 

scrutiny by RBI to ensure that the basic discipline is observed. 

As for term loans, all proposals which are currently required to be 

referred to RBI for prior authorization would be subjected to post 

sanction scrutiny (RBI, 1989b:305-308). 

What is more important and, perhaps, has a bearing on the 

availability of credit is the norms for inventory and receivables 

and approach to lending. These are the policies by virtue of 

which, more contribution was expected from owned funds and long 
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term borrowing and thereby, reduce the dependence placed on banks 

by large borrowers. To what extent these policies had affected the 

resources made available by banks to industries has to be 

empirically verified. However, Narasimham commit tee is of the 

opinion that compliance with these norms has not been very 

satisfactory (GOI, 1991:13-14). In short, the regulatory measures 

of CAS, guided by the recommendations of the Tandon and Chore 

committees, changed the policy orientation of banks towards their 

lending to industry. It is against this backdrop that the pattern 

and behaviour of banks credit to industry is examined. 

SECTION II 

Sectoral Deployment of Bank Credit: 

In this section, the credit provided by commercial banks to 

industries has been analyzed. Of the total credit provided to the 
. 

commercial sector in India, commercial banks accounted, on an 

average, for 70.6 per cent and 68.5 per cent in the 70s and 80s 

respecti vely7• This fact clearly brings out the crucial role 

played by commercial banks in providing credit. 

The total credit provided to the various sectors by scheduled 

commercial banks, the most important segment of commercial banks, 

as on the last Friday of June 1971/72 was Rs. 5300 crores and this 

7 Computed from 'Sources of Money Stock', Various issues of 
Report on Currency and Finance. 
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rose toRs. 104312 crores in 1989/90. The sector wise distribution 

of bank credit is shown in Table 2.2. 

Table 2.2 
Sectoral Deployment of Bank Credit: 

1971/72 to 1989/90 

(Percentage Share) 

1971/72 1975/76 1980/81 1985/86 
Sectors to to to to 

1974/75 1979/80 1984/85 1989/90 

A. Industry 56.6 47.6 45.5 46.0 

B. Agriculture 8.9 12.2 17.2 17.1 

c. Internal Trade 17.5 25.8 20.1 16.5 

D. Services 5.9 3.6 2.6 3.7 

E. Personal Loans 3.4 3.1 3.6 4.7 

F. All Others 7.8 7.7 11.1 12.1 

Note: 1. Sectors are classified into six on the basis of their 
economic activity, namely, i) industry, ii) agriculture, iii) 
services, i v) internal trade, v) personal loans and v) all 
others. These sectors can also be broadly divided into 
priority sectors and non-priority sectors. 

Source: Various Issues of Report on Currency and Finance 

It is evident that though the bulk of bank credit continues to go 

to the manufacturing sector, its share has declined sharply in the 

second half of 70s and the 80s. However, there seems to be a 

revival in the late eighties. The share of agriculture has 

increased till the mid-80s, remaining constant since then. The 

share of internal trade which includes both retail and whole sale 

trade has registered an increase in the 70s, but declined 

subsequently during the 80s. This seems to explain the rise in the 

share of manufacturing sector from the mid-eighties. While the 

share of personal loans increas~d from 3.4 per cent in the early 

70s to 4.7 per cent during the late 80s, the share of all other 
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sectors jointly increased from 7.8 per cent to 12.1 per cent during 

the same period. 

Prior to nationalisation, industry accounted for more than 60 per 

cent of total credit8 • However, the orientation of credit 

distribution was redefined with nationalisation by introducing 

priority sector lending, aimed at providing liberal credit 

facilities to the neglected sectors like agriculture. The 

movements in the share of industry, and that of agriculture and 

internal trade in bank credit also show that it is the increased 

share of agriculture, internal trade and others that has led to the 

decline of the share of industries in bank credit. Further, the 

sharp decline since the year 1975/76, as seen in Table 2.2, could 

also be because of the implementation of Tandon norms in 1975 which 

intended to reduce the reliance placed by industries on banks. 

Therefore, a priori, it seems that the introduction of new policies 

of lending plus the implementation of Tandon norms reduced the 

share of industrial sector in total bank credit. 

However, a detailed examination of annual figures shows that the 

share of industry has gone up since the mid-80s from 41.3 per cent 

in 1984/85 to 48.7 per cent in 1989/90, although it did not regain 

its position of the 70s. This increasing trend is accompanied by 

a decline in the share of internal trade and a constant share of 

agriculture, which in the earlier periods was increasing. Hence, 

it is inferred that the lending to priority sector, especially 

8 The share of large and medium industries in the total 
commercial bank credit was around 61 per cent in March 1968 
(Mujumdar, 1982:97). 
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agriculture, which had reduced the flow of credit to industry since 

nationalisation till the mid-80s. And, the increase in the share 

of industry since the mid-80s was mainly due to the reduced 

deployment of credit to internal trade. What is inferred is that 

the introduction of the policy of priority sectors lending has had 

an important bearing on the availability of bank credit to industry 

in that it resulted in reducing the share of industry in the 

overall credit deployed in the economy. 

The industrial sector so far discussed includes also the small 

scale industry which has been accorded priority in the allocation 

of overall bank credit. Hence, to examine the impact of priority 

sector lending on credit flow to medium and large industries, it is 

relevant to examine in a disaggregated manner, the relative share 

of medium and large, and small scale industries. Table 2.3 gives 

the share of medium and large, and small scale industries in credit 

provided by banks to industries. 
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A. In 

a. 

b. 

B.In 
To 

a. 

b. 

Table ·2. 3 
Distribution of Bank Credit to Industry 
According to Size: 1971/72 to 1989/90 

(Percentage Share) 

1971/72 1975/76 1980/81 1985/86 
Particulars to to to to 

1974/75 1979/80 1984/85 1989/90 

Total Bank Credit: 

Medium and Large 44.3 36.2 33.3 33.3 
Industries 

Small Scale 12.3 11.4 12.2 12.7 
Industries 

Total Bank Credit 
Industries: .. 
Medium and Large 78.3 76.1 73.0 72.4 
Industries 

Small Scale I 21.7 I 23.9 I 27.0 . 27.6 
Industries I I I I 

Source: Same as Table 2.2 

Though nearly three-fourth of credit deployed in the industrial 

sector has been absorbed by the medium and large industries, their 

continuously declining share implies an increase in the share of 

small scale sector. This sector has in fact maintained a constant 

share even in total bank credit, although the share of total 

industry was declining until the mid-80s. This also suggests that 

the trend observed for manufacturing sector as a whole is a 

reflection of the trends in credit to medium and large industries; 

when the share of medium and large industries decreases, the share 

of industry as a whole decreases and vice versa (Tables 2.2 and 

2 • 3) • All these observations are strongly suggestive of the 

effective impact of policy measures to curb lending to big 

borrowers and to promote priority sector lending. 
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The analysis of the 'relative share of industry in bank credit 

however, does not reveal the growth in bank credit to industry over 

the years. To this end, an attempt has been made to analyze the 

trends in the growth of bank credit to industry9 (see Table 2.4}. 

Table 2.4 

Growth Rate of Bank Credit: 1971/72 to 1989/90 

1971/72 1975/76 1980/81 1985/86 
Growth Rate of to to to to 

1974/75 1979/80 1984/85 1989/90 

Total Bank Credit 19.5 18.9 18.6 15.9 

In.dustry 18.9 15.1 15.1 19~8 

Medium and Large 18.4 14.2 12.9 22.1 
Industries 

Small Scale Industries 20.9 17.9 21.6 14.6 

Source: Same as Table 2.2 

The earlier analysis revealed that the proportion of credit 

provided to industries had declined since early 70s and increased 

from the mid-80s. However, the positive growth rate seen in Table 

2.4 shows that credit to industry has been increasing in absolute 

terms. Moreover, while the growth rate of credit to industry has 

been consonant with that of total bank credit in the early 70s, it 

is much lower during the next two periods, after which it has 

risen. Given the constant growth rate observed between mid-70s and 

mid-80s, for both total bank credit and that to industry, it 

The growth rate is 
computed using the methodology 
the current year and t_1 is the 

simple annual arithmetic growth 
of (t - t_1) / t_1 * 100 where t is 
previous year. 
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appears that industries have had an increasingly lesser amount of 

bank credit deployed in the economy. 

Analysis of growth of bank credit of medium and large, and small 

scale industry shows that the former registered a lower growth than 

that for entire industry until mid-80s, while small scale 

industries registered a higher growth during the same period. This. 

suggests that inclusion of small scale industries, which enjoyed 

priority, with industries on the whole, distorts the picture of 

amount of credit provided to medium and large industries. However, 

a reverse trend was seen since the mid-80s. While small scale 

industries registered a lower growth in bank credit than the 

earlier periods, medium and large industries registered a higher 

growth in the post-eighties than the earlier periods. This 

suggests that the increased share of industry in total credit was 

largely brought about by faster rate of growth of bank credit to 

medium and large industries. It further suggests that the higher 

growth rate of the entire industrial sector since the mid-80s, 

which is higher than the rate of growth of total bank credit, has 

been mainly due to increased growth of credit provided to medium 

and large industries. Hence, it seems that the increased share of 

industry observed since the mid-80s was due to more credit 

allocated to medium and large industries whose relative share in 

the overall bank credit had been declining during the previous 

periods. Having observed the share of industry in total credit and 

its growth profile, it is pertinent to examine the distribution of 

credit by type of organisation. 
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Bank credit to Industry According to Types of Organisation: 

An examination of the share of different types of organisations in 

total credit to industry would reveal the disparities in credit 

allocation among these groups. The RBI, in disaggregating credit 

distribution by types of organisation, identifies four categories, 

namely, Public sector, Private Sector, Joint Sector and 

Individuals. 

and/ or State 

Public sector includes the undertakings of Central 

Governments and Quasi-Government Bodies. Private 

sector includes i) Government companies owned and/or managed by 

either Central or State Governments or both; ii) privately owned 

companies not falling under (i); and, iii) partnerships, 

proprietorships and joint family concerns. 

carried out following RBI' s classification. 

Analysis has been 

However, the joint 

sector undertakings and individuals not classified elsewhere is 

clubbed under one group 'Others'. 

It was noted in section I that the quantitative control of credit, 

namely, Statu tory Liquidity Ratio ( SLR) and Cash Reserve Ratio 

(CRR) has been increasing over the years. This implies a rise in 

reserve requirements on deposits, entailing a reduction in credit­

deposits ratio. Narasimham Committee (GOI, 1991:15) argues that 

the SLR has increasingly been used as an instrument for diverting 

part of household sector savings mobilised by the banking system to 

finance public sector investments. Its implications for the 

private sector are two-fold; first, the increase in reserve 

requirement implicitly reduces the overall resources available with 

banks for lending. Second, the proportion of credit to industry in 

total bank credit itself has declined from early 70s, followed by 
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a revival since mid-80s. Given this tendency, the share of private 

corporate sector in total credit to industry has to be examined to 

discern the importance of private corporate sector. An examination 

of the distribution of bank credit according to types of 

organisation (Table 2.5) shows the following. 

A. 

B. 

! 

c. 

Table 2.5 

Distribution of Bank Credit to Industry According to 
Types of Organisation: 1971/72 to 1989/90 

(Percentage Share) 

1971/72 1975/76 1980/81 1985/86 
Organisation to to to to 

1974/75 1979/80 1984/85 1989/90 

Public Sector 10.25 11.16 13.55 9.64 

Private Sector 87.30 86.22 84.42 87.60 
I (a+b+c) 

a. Government 2.89 3.08 2.47 1.74 
Companies 

I 
b. Privately Owned 60.86 58.40 52.74 54.66 

Companies 

c. Partnerships and 21.91 24.74 29.22 31.20 
others 

Others 3.26 2.62 2.03 2.76 

Source: Various issues of Basic Statistical Returns. 

The bulk of credit has gone to the private sector, with the public 

sector roughly accounting for a mere 10 per cent. A cursory glance 

at the break-up of private corporate sector in Table 2. 5 also 

points to the falling share of Government companies in the 80s. 

This observation coupled to the low share of public sector suggests 

that Public corporations have taken a relatively lesser share of 

bank credit, particularly since the mid-80s. This may be 

attributed to the increased use of reserve requirements for public 
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/ sector investment, as pointed out by Narasimham Committee, which 

implicitly means that banks' finance to public sector has been more 

by way of investment in securities than by direct credit. 

Considering the major share of privately owned companies, it is 

obvious that movement of its share should coincide with that of 

Private sector as a whole. However, the share of partnerships, 

proprietorships and jo~nt family concerns show an upward trend. If 

one views this segment as largely reflecting the small scale 

sector, then it can be inferred that till about mid-80s, they have 

been provided credit at the expense of privately owned companies, 

after which it was done by lessening the share of Public sector 

including government companies. This suggests that since the mid-

80s, the policy orientation to lend more to small scale industries 

has eroded the share of public sector rather than privately owned 

companies. 

If privately owned companies are viewed to reflect the private 

corporate sector in the economy, then it can be seen from Table 2.5 

that this sector's share of bank credit decreased till mid-80s 

because of the increase in the share of Public Sector and all other 

forms of organisations. Thus, one could conclude that the 

declining share of industry in total bank credit is largely a 

reflection-of a decline in bank credit to private corporate sector. 

It has been observed that the policy of priority sector lending has 

reduced the share of industry in the total bank credit until the 

mid-80s. Based on the above findings, one could say that the 

practice of lending to priority sectors during the initial 15 years 
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of nationalisation was at the expense of the private corporate 

sector·rather than that of public sector. 

Further, the share of industry in the overall bank credit has been 

observed to be increasing since the mid-80s, whereas that of Public 

sector has declined in that period. It, therefore, suggests that 

the increased share of industry would have been mostly absorbed by 

the private corporate sector. It is also seen that increase in the 

share of industry in the overall bank credit was accompanied by a 

reduced flow of credit to internal trade. This suggests that the 

larger share of credit provided to private corporate sector was 

also at the expense of internal trade. 

While the trends in the level of bank credit have been examined, it 

is equally important to understand the nature of bank credit and 

its change over time. 

Types of Credit: 

As stated earlier, the credit provided can be either short-term and 

long-term. Following the British banking system, Indian commercial 

banks provide short term credit, governed by physical security and 

personal guarantee (Rosen, 1962:17). Such short-term credit 

include cash credit, demand loans and overdrafts. Besides, banks 

also purchase or discount both export and inland bills, and adva~ce 

against import bills. There is also Packing credit, which is 

essentially export promotional finance, specifically meant for 

production, processing, packing and purchase -of goods meant for 

exports ( Panchumukhi et. al. , 1991:7 4) . Another type of credit 
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provided is term loan, which was facilitated by the introduction of 

refinance facilities by Reserve Bank against approved loans in 

1958. The following Table 2.6 presents the distribution of bank 

credit to industry according to the types of credit. 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

Table 2.6 

Distribution of Bank Credit to Industry According to 
Types of Credit: 1971/72 to 1989/90 

(Percentage Share} 

1971/72 1975/76 1980/81 1985/86 
Type of Credit to to to to 

1974/75 1979/80 1984/85 1989/90 . 

Cash Credit 55.53 54.74 51.33 48.84 
I I 

Overdrafts 7.14 6.19 6.78 7.12 

Demand Loans 4.18 3.37 3.26 3.00 

Term Loans 11.65 13.68 16.19 17.46 

Packing Credit 5.05 5.56 5.08 5.35 

Purchase/Discount of 
a. Export Bills 3.85 3.76 3.13 3.04 

! 

b. Inland Bills 11.87 11.72 12.1 13.9 

Others 0.73 0.98 2.12 1.29 

Note: 'Others' include advances against import bills and 
unclassified. 

Source: Same as Table 2.5 

A structural shift in the type of credit provided to industries can 

be discerned from Table 2.6. The share of short term credit such 

as cash credit and demand loans show a constant decline over the 

years. They jointly accounted for 60 per cent in the first half of 

70s which fell to 52 per cent during late 80s. The share of 

Packing credit, an export promotional credit, has remained 

constant. Provision of credit via discounting and/or purchasing 
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'bills show a marginal increase, mostly contributed by inland bills 

rather than export bills, which has declined marginally. 

The declining trend observed in case of short term credit may be 

attributed to the orientation of credit policy towards reducing the 

dependence of large borrowers on banks for finan.cing working 

capital as suggested by Tandon Commit tee. The analysis of the 

relative share of cash credit too points to the impact of policy 

measures to discourage cash credit. The increasing use of inland 

bills is an encouraging sign which again suggests the effectiveness 

of these measures 10 . 

More importantly, the share of term loans has increased, suggesting 

that the role of banks in providing long term capital has increased 

over the years. Hence, with regard to implementation of norms of 

Tandon committee, it seems that it has resulted in reducing short 

term credit and a corresponding increase in term financing. 

Perhaps, one may also attribute this· to certain other policy 

measures as well, as provision of term loan was made possible 

10 The bills system of lending is adjunct to cash credit 
system. The Chore Committee was of the view that use of bills of 
exchange enable banks and others with surplus funds to buy bills of 
various maturity; and, those with inadequate funds to discount such 
bills in the market to suit their requirements. Such· that, it 
would help eligible bankers to approach Reserve Ban~ only if they 
fail to get required amount from the market; thereby imparting 
flexibility in the money market by evening out the liquidity in the 
banking system and would also enable the monetary authority to 
exercise more effective control over the money market, besides 
promoting the credit planning by banks. These bills, being a self­
liquid short term asset, was considered by Chore Committee as the 
sui table financial instrument of banks as these resources are 
basically short-term nature (RBI, 1979: 23). 
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largely due to the introduction of refinance scheme of Industrial 

Development Bank of India (IDBI). This issue can be examined by 

studying the total refinance provided by IDBI. The annual reports 

of IDBI carries institution-wise refinance facilities provided by 

IDBI. From these reports, it can be found that share of banks in 

the refinance provided by IDBI amount to, on an average, 38.5 per 

cent for the entire 70's and 80's. A rise in the banks's share is 

noticed from 1973/74. However, a break-up between 70's and 80's 

show that the latter period has registered a higher share than the 

former period, accounting for 42.7 per cent as compared to 34.2 per 

cent in the 70's11 . It is possible that this increased refinancing 

enabled banks to extend long-term credit to industry. The 

refinance provided to banks however, could include term loans 

extended to both the small scale as well as medium and large 

industries. Due to dearth of data n6 disaggregated analysis is 

possible. Nor is any analysis by type of organisation possible. 

SECTION III 

Participation in Industrial Securities: 

Apart from providing credit, commercial banks meet the financial 

needs of industry by participating in securities issue of the 

industrial units, which are essentially long-term loans (Rosen, 

1962:31). This form of assistance helps industrial units to 

undertake investment for expansion, modernisation, diversification, 

11 Computed from various 
Development Bank of India (IDBI). 

Annual Reports of Industrial 
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etc .. The contribution of commercial banks to such types of 

investment can be gauged by examining their investment in, and 

underwriting of securities of industrial units. 

Investment in Shares and Debentures: 

An examination of the investment made by banks in the securities of 

Joint Stock Companie~ has been made using the 'Survey of investment 

of Scheduled Commercial Banks' as published in the RBI Bulletin. 

Such surveys carry the investment portfolio, both of Indian or 

Foreign securities, of all Indian scheduled commercial banks (other 

than regional rural banks} including those of offices in foreign 

countries. With respect to foreign banks in India, only the 

investment by their Indian branches is considered. The survey 

covers the following types of investment: (a} Central and State 

Government securities, (b} other trustee securities ( c} shares, 

bonds and debentures of Indian joint stock companies, (d) fixed 

deposits with banks, (e) other domestic securities including 

initial contribution to the share capital of Unit Trust of India 

and (f) foreign securities and other foreign investments, both of 

the Indian scheduled banks; and all branches in India of foreign 

banks (RBI Bulletin, Nov. 1990:785}. 

Table 2.7 summarizes the investment made by banks in securities. 

The proportion of domestic securities exclusive of 

government securities is also given. 

Indian 
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Table 2.7 
Investment by Banks in Securities of 

Joint Stock Companies: 1970/71 to 1989/90 

(Percentage Share) 

1970/71 1975/76 1980/81 1985/86 
Nature of Investment to to to to 

1974/75 1979/80 1984/85 1989/90 

I I I a. To Domestic 7.4 I 5.5 2.2 5.2 
Investments 

b. To Total 2.1 1.6 0.8 1.9 
Investments 

Note: Domestic investment exclusive of investment in Government 
securities 

Sources: Various issues of Basic Statistical Returns Relating to 
Banks in India and various issues of RBI Bulletin. 

From Table 2. 7, it is seen that investment made by banks in 

securities decreases both with respect to its domestic investment, 

excluding government securities, and with respect to their total 

investment till the mid-80s. Since then, an increasing trend is 

discernible. 

·Earlier, it was observed that there was an upward trend in the 

investment-deposit ratio (see Table 2.1), implying that the 

resources employed by banks in investment has been increasing. It 

suggests that banks would have helped joint stock companies to 

augment their finance. When viewed against this, the declining 

proportion of investment made by banks in the securities of joint 

stock companies till the mid-80s suggests that the indirect form of 

financing has declined at a time when the total resources employed 

by banks by way of investment has been increasing. However, the 

trend observed for the second half of 80s shows that banks' 

indirect form of financing has increased simultaneously. 
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One important consideration guiding investment is the returns from 

it. Between debentures and shares, while the returns on the former 

are assured, the return on shares involve risk as they are residual 

which a firm pays after meeting its other financial obligations 

such as interest on debentures, provision for taxation and so on. 

With this in mind, it would be of interest to study the 

distribution of banks' investment between shares and debentures, 

given their contrasting nature of return. To understand this, a 

break-up of investment into shares and debentures has been made and 

examined (see Table 2.8). 

Table 2.8 

Distribution of Investments According to 
Types of Securities: 1971/72 to 1989/90 

(Percentage Share) 

1971/72 1975/76 1980/81 1985/86 
Nature of Securities to to to to 

1974/75 1979/80 1984/85 1989/90 

a. Shares 38.2 31.0 31.7 13.9 

b. Debentures 61.8 69.0 68.3 86.1 

c. Total (a + b) 100 100 100 100 

Source: Various issues of RBI Bulletin. 

Participation in the ownership of joint stock companies by banks 

through investment in shares show a constant decline which is 

especially sharp in the late 80's. Thus, it appears that 

increasingly 'the principle of safety' has gtiided the banks' 

portfolio. It also suggests that the declining share of securities 

in total investment (Table 2. 7) has been due to a reduction of 
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their investment in shares. However, the share of securities in 

'total investment has gone up in the mid-80s. At the same time, a 

break up of these investments shows that the proportion of shares 

has gone down in that period. It implies that the increased 

proportion of investment in securities was made possible by 

investing more on debentures. 

The foregoing discussion highlights the increasing investment by 

banks in debentures rather than in shares. To study the trend in 

the growth of investment, their respective growth rates have been 

computed (see Table 2.9). 

Table 2.9 

Growth Rate of Investment in Securities by Banks: 
1971/72 to 1989/90 

1971/72 1975/76 1980/81 
Nature of Securities to to to 

1974/75 1979/80 1984/85 

Total Investment 21.4 22.3 18.8 

Total Investment in 19.3 9.2 9.2 
Securities 

a. Shares 2.95 12.6 2.1 

b. Debentures 35.7 8.9 13.2 

Source: Same as Table 2.8 

1985/86 
to 

1989/90 

22.0 

79.5 

45.1 

95.6 

Table 2.9 shows that the growth in investment in securities has 

peaked in the llte 80's, with a growth rate of 79.5 per cent .which 

is much higher than that of total investment. It suggests that 

since the mid-80s, banks' indirect form of providing finance has 

increased significantly. Although the proportion of investment 

made in shares went down in the late 80s, the growth in investment 
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in shares is much more than that for any of the previous periods. 

The growth in investment in debentures shows a much higher rate 

than the growth in total investment in securities. This indicates 

that indirect finance from banks to industries has increased, 

particularly since the mid-80s, in the form of safe securities such 

as debentures. 

It is important to note that this investment in securities does not 

include investment in Government securities through which the 

public sector is financed. In other words, it represents the 

securities issued by private corporate sector. 

To summarize, the analysis show that the proportion of inv~stment 

in securities has declined from the early 70s till the mid-80s, but 

increasing since then. The growth in· investment in the different 

forms of securities also show a significant rise since the mid-80s, 

implying that indirect form of finance, 

debentures, has increased during that 

especiaily investment 

period. Analysis 

in 

of 

different types of credit also reveal that the share of term loans 

has increased. This, along with increased investment in debentures 

shows that since the mid-80s, banks' role in long-term financing of 

the private corporate sector has increased. 

Another aspect of investment in securities is the underwriting of 

securities. 

agrees to 

Underwriting is 

sell securities 

a process whereby the underwriter 

for a commission and takes the 

responsibility of taking the securities not subscribed by the 

public. As the primary capital market in India is not well 

developed to attract savings directly, the role of financial 
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institutions including banks in the form of underwriting securities 

becomes critical. The role of commercial banks in underwriting 

securities can be comprehended by examining the magnitude of 

securities underwritten and the relative share of banks in 

underwriting. 

Data has been collected from the article 'Public Response to the 

Security issues' in the RBI Bulletins. However, such details are 

available only upto the year 1985. Hence, the changes in the late 

eighties could not be examined. It is also important to note that 

the non-government non-financial public limited companies accounted 

for the bulk of securities issued12 • Their share in the total 

securities issue has been, on an average, 95.4 per cent during the 

whole of 70s and 98.9 per cent in the early 80s. Hence, the 

following examination of the underwriting may be considered largely 

as a reflection of the underwriting of securities of private 

corporate sector. Table 2.10 gives the deiails. 

1! Computed from various issues of Reserve Bank of India Bulletin. 
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Table 2.10 
Underwriting of Securities By Banks: 1970 to 1985 

(Percentage Share) 

Percentage . of Underwriting Underwriting By Banks 
Years 

Shares · Debenture Total Shares Debenture Total 

1970 93.7 92.3 94.9 8.2 10.8 6.6 
1971 81.4 100.0 88.6 3.7 8.2 3.9 
1972 90.5 72.0 84.6 5.1 1.4 3.8 
1973 93.6 71.9 93.3 2.5 12.4 3.1 
1974 84.4 100.0 88.6 7.4 5.0 6.6 
1975 94.3 100.0 95.2 14.3 0.7 12.5 
1976 84.6 100.0 86.4 18.9 23.0 16.7 
1977 91.5 100.0 92.4 21.5 18.2 20.5 
1978 87.6 100.0 :89.2 18.9 13.3 17.5 
1979 73.1 100.0 76.5 11.0 0.0 9.2 
1980 60.8 16.6 41.5 8.2 0.0 6.3 
1981 80.5 85.0 82.6 14.5 20.3 17.3 
1982 69.9 129.4 1b3.3 7.9 30.9 23.9 
1983 53.6 82.6 57.6 10.8 40.3- 16.9 
1984 84.6 95.9 85.9 13.6 36.7 16.8 
1985 74.0 82.4 74.9 10.0 24.1 11.7 

Source: Same as Table 2.8 

It is evident from the Table 2.10 that a major segment of the 

securities issued were underwritten. The relative share of 

commercial banks has been increasing. To illustrate, the 

commercial banks underwrote, on an average, 6.1 per cent during the 

early 70s, 14 per cent in the late 70s and 17.4 per cent in the 

early 80s. Underwriting of both shares and debentures by banks has 

increased over time. The proportion of debentures underwritten by 

banks is higher than that of shares in the early eighties. This 

shows that banks were more in favour of debentures than shares. 

The details regarding the percentage shares of securities 

underwritten by other development financial institutions such as 

IDBI, UTI, ICICI, IFCI, LIC, SIDCs and SFCs vis-a-vis banks is also 
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examined13 . Although these institutions account for a substantial 

portion (more than 50 per cent) of the securities issues in the 

70s, their relative share has declined in the 80s to less than 40 

per cent. A look at the relative shares of these institutions 

including commercial banks show that commercial banks have played 

an important role ,during the early 70s, next to IDBI, LIC, ICICI 

and UTI; but was next only to IDBI in the late 70s; and, assumed a 

leading position in the first half of 80s14 • This reveals that the 

role of banks in underwriting securities of the private corporate 

sector has increased over the years. 

Summary of the Chapter 

To sum-up the chapter, it may be said that the share of industry in 

the overall bank credit declined from early 70's and increased from 

the mid-80s. The share of investment in the securities of Joint 

Stock Companies in total investment also moved in the same 

direction. An analysis of distribution of bank credit to industry 

according to type of organisation showed that private corporate 

13 Their abbreviations are Industrial Development Bank of 
India ( IDBI) , Unit Trust of India (UTI) , Industrial Credit and 
Investment Corporation of India (ICICI), Industrial Finance 
Corporation of India (IFCI), Life Insurance Corporation of India 
(LIC), State Industrial Development Corporations (SIDCs) and State 
Financial Corporations (SFCs). 

14 The relative shares of LIC, ICICI, UTI and IDBI during the 
early 70s were 11.4, 9.37, 7.5 and 13.8 per cent respectively as 
against the share of 6.1 per cent of commercial banks. However, 
the relative share of most of this institution declined during the 
subsequent periods. Only IDBI had accounted for a share of 21.1 
per cent which was higher than that of commercial banks during the 
second half of 70s. The early 80s experienced a further decline in 
relative share of all the development banks which all together 
accounted for about 37.9 per cent against the share of commercial 
banks which was 17.4 per cent. 
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sector accounted for the bulk of credit and its share moved in the 

same direction as that of the share of industry on the whole. That 

is, it declined during the first 15 years of nationalisation and 

increased since the mid-80s. While this analysis gives only an 

understanding of .the absolute trends in the pattern and nature of 

bank credit, it is important to understand what has been its role 

in financing the private corporate sector vis-a-vis other sources 

of borrowing. The following chapter focuses on such issues. 
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CHAPTER III 

BANK CREDIT IN RELATION TO OTHER FORMS OF FINANCE 

The previous chapter dealt with various policies that affect the 

supply of bank credit, the trends in bank credit and the various 

forms in which banks extend financial assistance to the private 

corporate sector. However, the role of banks in financing private 

corporate sector can be fully understood only if it is examined in 

relation to other forms. of finance. This chapter, therefore, 

focuses on the role of b~nk credit in relation to other forms of 

finance for the private corporate sector. The chapter begins with 

a brief theoretical discussion on the financing pattern of 

corporate sector in Section I. The extent of dependence of private 
.... 

corporate sector on the various sources of finance is examined in 

Section II. Size-wise analysis of bank borrowing is carried out in 

Section III. 

SECTION I 

The significance of bank credit in financing corporate investment 

may be assessed against the background of the overall pattern of 

corporate financing (Gupta, 1969: 21). Pattern of financing refers 

to the various forms of raising funds necessitated by the decision 

to invest. These forms are the different sources through which 

required funds are secured by corporate sector to finance their 

investment. Analysis of their relative shares in total sources of 

funds would reveal the significance attached to a particular source 

of fund. 



The different sources of funds can be broadly classified as either 

internal or external. The relative availability of funds from 

internal and external sources have an important bearing on 

investment decisions (Hoovar and Klein, 1952: 112) and, therefore, 

the nature of funds becomes important. Funds from internal sources 

are those available to firms in the form of their capital and 

retained earnings like reserves & surplus and provisions. 

Funds from external sources·are to be mobilized by issuing claims. 

The means to raise this form of funds are fresh issue of capital, 

borrowing and resorting to creditors who agree to supply raw 

materials on credit. All these incur cost, involve the obligation 

of paying interest and the risk of becoming indebtedness to 

outsiders. However, this form of fund is indispensable to a firm. 

Kuh (1971: 26-44) argues that limiting investment only to the 

extent of available capital and savings, that is internal funds, 

limits the growth of firms, as it is insufficient to finance 

investment activity for long-run growth. Therefore, taking 

recourse to external funds becomes imperative in the context of the 

potential it offers to the corporate sector to undertake investment 

in addition to what is available from internal sources. 

Studies reveal that the internal funds in the form of retained 

earnings provides a major share of funds for firms in developed 

countries (Fazzari, et.ol. 1988:146-47). On the contrary, given 

the scarce capital resources, firms in developing economies are 

more likely to have recourse to external funds (World Bank, 1991: 

36-37) . 

62 



What order does a firm follow to raise funds from these sources?. 

Meyers (1984: 581), in his Pecking Order Theory, suggests that 

firms prefer internal funds first and then, look for external funds 

if required. It is hence, implicit that external sources are 

resorted to if internal funds are not adequate. However, when a 

firm decides to avail of external funds, again an element of 

Pecking Order is followed. To quote Meyers, "they {firms) start 

with debt, then possibly hybrid securities such as convertible 

bonds, then perhaps equity as. a last resort' {Meyers, 1984: 581). 

It suggests that the corporate sector prefers to borrow first 

without issuing securities of any kind, but agree to pay interest, 

then borrow by issuing bonds which again results in paying interest 

and then finally, raise funds by issuing equity, which entails 

sharing ownership. In situations where firms are reluctant towards 

raising funds by sharing ownership, investment would be reduced if 

other forms of external funds are not available to them. 

Consequently, borrowing becomes a crucial form of external finance 

to firms, since it does not require sharing of ownership but only 

requires paying interest. 

When a firm decides to borrow, it necessarily relies on the savings 

of savers. Such saving can be mobilized either directly by issuing 

claims to the savers or indirectly by relying on institutions 

which mobilize savings. In this context, the role of banks's 

finance in relation to other sources of funds has been examined. 
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SECTION II 

Financing Pattern of Private Corporate Sector: 

The role of banks·• finance in the overall pattern of financing of 

the private corporate sector is examined by analyzing the relative 

shares of different sources of funds. Data for analysis have been 

collected from RBI's Studies on Finances of Non-Government and Non-

Financial Public and Private Limited Companies which is 

periodically published in the RBI Bulletin1• 

Table 3.1 and Table 3.2 bring out the relative shares of different 

forms of financing pursued by public and private limited companies 

respectively. In these tables, the sources of funds are classified 

as internal and external. Internal· sources consist of paid-up 

capital, reserves & surplus and provisions. External funds 

comprises of fresh issue of capital, borrowing, trade credits and 

'Others' which includes capital receipts and non-current 

liabilities. 

1 The public limited companies covered by the latest RBI's 
Study of Finances of Public Limited Companies, 1989/90, account for 
52.4 per cent of all non-government non-financial public limited 
companies in terms of paid-up capital as at the end of March 1990 
(RBI Bulletin, 1992: 1709). As for the private limited companies, 
the coverage, for the latest study 1988/89,-is to the extent of 6.4 
per cent of the total paid-up capital of all non-government non­
financial private limited companies (RBI Bulletin, 1992: 965). 
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Table 3.1 

Relative Shares of Different Sources of Funds 
Of Public Limited Companies: 1970/71 to 1989/90 

(In Percent) 

1970/71 1975/76 1980/81 1985/86 
Sources of Funds to to to to 

1974/75 1979/80 1984/85 1989/90 

Total Funds (A+B) 100 100 100 100 

A. Internal Funds: 57.1 42.9 35.3 31.8 
(a+b+c) 

a. Paid-up Capital 4.2 6.0 2.2 2.1 

b. Reserves & Surplus 15.2 7.1 9.9 5.4 

c. Provisions 37.7 29.8 23.2 24.2 

B. External Funds: 42.9 57.1 64.7 68.2 
(d+e+f+g) 

d. Fresh Issues 2.2 2.5 2.6 7.5 

e. Borrowing 16.3 27.9 35.7 38.2 

f. Trade Credits 24.5 26.5 26.0 22.4 

g. Others neg neg neg neg 

Note: a. neg indicates negligible 
b. 'Others' includes capital receipts and other non­
current liabilities. 

Source: Various issues of RBI Bulletin. 

A continuous decline in the share of funds generated from internal 

sources in the total funds, since the early 70s is discernible from 

Table 3.1. An analysis of the different components of internal 

sources reveals that the share of capital is low, while that of 

provisions has been.quite high. The reserves & surplus reflect the 

retained earnings of the corporate sector. It is seen that the 

\ 

funds from this source has fallen quite sharply. 
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The significance of external sources of funds is evident from its 

increasing share in total funds (see Table 3.1). While external 

funds raised through fresh issues of shares are limited and remains 

at less than 3 per cent of total funds till the mid-80s, it shows 

a sudden spurt and increases to 7.6 per cent in the post eighties. 

This may be due to policies initiated by Government to encourage 

growth of capital market in the country. 

It can also be seen from Table 3.1 that the role of borrowing has 

increased not only among other sources of external funds, but its 

share is even higher than the whole of internal funds, since the 

mid-70s. It suggests that public limited companies of the private 

corporate sector have increased their reliance on borrowing in 

relation to other sources of finance. 

The other major source of external funds, trade credit, accounts 

for about 25 per cent of total funds and comprises mostly of sundry 

creditors. Its share in total funds remained constant till the 

mid-80s and declined since then. However, when its contribution is 

assessed against that of increasing share of external funds, it is 

apparent that its role as an external source is diminishing. To 

illustrate, the percentage share of trade credit in external funds 

fell from nearly 62 per cent in the early 70s to 33 per cent in the 

late 80s. However, its share in external funds has declined 

continuously since the early 70s. The use of capital receipts and 

other liabilities, representing 1 Others 1 in Table 3.1, has been 

negligible, the magnitude being less than half a per cent. 
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