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Intricacies of Credit Monitoring Arrangement
Chartered Accountants play a vital role in arranging the working capital funds for their various clients. Though, the Banks have been given liberty by RBI not to follow CMA for deciding the eligibility and magnitude of working capital finance, yet the CMA system is so scientific and systematic, that it transpires the whole activity of the firm and also the way of using the working capital finance by the borrower. It is said that long term funds can be used both for long term and short term purposes but the short term funds should be used only for short term purposes and not for long term use. The CMA shows the errors of the borrowers and also their ill intention to misuse the Banks’ funds. That is why most of the Banks are still highly depending on CMA. 
However, there are some points which are to be taken care of while preparing a case for working capital. At times, it is seen that various Banks differ on treatment of certain items of the CMA. Matter is discussed below: 

Profitability Statement

1. Sales Projections:
So far as possible sales projections should be kept at an achievable level and on conservative basis. Since this is directly connected with the rating of the proposal, hence, if the sales can be achieved for Rs.100.00, it should be taken at Rs.90.00. If the projections are not met, interest rate shall increase and renewal/ enhancement shall be difficult.
2. Level of FG/ WIP:

The level of FG/ WIP in profitability statement has direct link with the projected/ estimated profitability, therefore, the level of FG/ WIP should be decided accordingly. Since this is directly connected with the inventory holding period, drawing power and current ratio too, hence this should be decided after due deliberation;

3. Profit after Tax: 
More profit will mean more tax, which the client has to decide. To avail more working capital finance and to improve the net worth of the firm, projected profit should not be overstated. Only the profit which is likely to be shown should be estimated/ projected. Any negative variance from the projected profits will amount to increase in interest rate and shall jeopardise the renewal/ enhancement in the limits.
Current Liabilities

1. Bank Finance: This column shows the amount of loan which is expected from the Bank. If there is a sub limit against the book debts that can be shown under brackets. Ultimately, this amount will appear in the MPBF statement too;
2. Channel Finance: Many companies work for other corporate like Garment distributers sell the goods of branded companies or dealers of cars sell the cars of various car manufacturers. These corporate provide channel financing through their Bankers to their dealers/ distributors on the corporate guarantees of such corporate. Thus in the books of the dealers/ distributors the channel financing amount is unsecured as the Banks/ FI do not have even the charge on such stocks/ debtors. Thus the charge is created by the Banks of the dealers/ distributors to whom the limits are being provided. Though the channel finance is unsecured, yet it should be shown under ‘current liability’ in the head namely ‘short term borrowings from others’. A few professionals show the same as unsecured loan as it is a long term finance and in the Balance Sheet of the borrower too, this is shown under ‘unsecured loan’, yet the same should be categorized as current liability in CMA since this finance is ultimately supporting and financing the current assets;
3. Sundry Creditors – against goods:

If the creditors against goods are shown on a lower level, this will amount to improved current ratio and net working capital and also better drawing power. Yet it has to be in consonance with the past track record/ industry norms/ past financial results/ holding period. To increase the limits sometimes level of creditors is reduced, which has to be justified;
One important aspect is to deal with a case where the non fund based limits for LC against purchase of raw material or Bank Guarantee for the same are also sought from the Bank. In such a case, the creditors equivalent to the amount of LC/ BG should also be shown. Though this may reduce the current ratio and NWC, yet the Banks prefer to show the same as creditors to the full extent of LC/ BG limits even if the borrower does not use the same on perennial basis;
Another case is when the borrower discounts the sales bills against LC. Though the Banks are discounting the same and are providing finance, yet the same may not be shown as current liability as on the other hand, the sundry debtors covered under LC can also be spared from being shown as current assets. This will improve the current ratio, NWC and TOL/ TNW too;

4. Income Tax Provision:

Provision for income tax can be net off with the advance income tax deposited. This will improve the current ratio/ NWC and TOL/ TNW too;

5. Term Loan Instalments:

Where the borrower has taken some term loan from the Bank/ FI, there are certain Banks who insist to show the term loan instalments which are payable in the next FISCAL as current liability whereas there are other Banks too who allow the borrower to show full amount as term loan in the long term liability. In the former case the limit is affected adversely as the current ratio and NWC both decline. In the latter case, the current ratio and the eligibility of the higher amount improve;

6. Other Current Liabilities:
The other current liabilities may be towards sales tax liability or any other outstanding expenses. Any statutory dues which are overdue for more than six months from the date of the end of the financial year, shall compel the Bank to reduce the rating of the borrower to the next lower level which will adversely affect the eligibility of the working capital finance;
Term Liabilities

1. Term Loan:

Where the Bank does not insist to show the term loan instalments in current liabilities, full amount of term loan can be shown under this head. Car loans/ other private loans like LAP etc. can be shown under the category of deferred payment credits;

2. Unsecured Loans:

Loans taken from the promoter directors/ partners of the firm whether interest free or interest bearing can be shown under this head. Normally, the level has to be static or should be increasing but should not be decreasing unless with the permission of the Bank. Sometimes this amount is treated as quasi equity; 

Net Worth
1. Equity Share Capital:

Equity share capital should be shown under this head. Share application money cannot be shown as equity. Instead the share application money is treated as current liability if the same is over and above the authorized share capital, which will adversely affect all ratios including current ratio;

2. Preference Share Capital: 

Preference Shares to be redeemed within one year should be treated as current liability and beyond that, should be categorized as long term liability;

3. General Reserves/ Share Premium:

Sometimes to save on the cost of ROC fee for increase in authorized share capital, the equity shares are issued on premium. This amount can be shown as general reserve;

4. Profit & Loss Account:

This amount will reflect the profit earned during the year. This amount sometimes is shown under General Reserve too;
Current Assets
1. Cash & Bank Balance:
Cash & Bank Balance should be shown at the lowest level as the Bank will not finance these items. The Bank shall finance against the drawing power which is based on stocks and debtors less creditors but of course the balance of cash and bank shall form part of the current assets and will govern the MPBF, yet higher cash and bank balance may not serve the purpose as even if this will improve the current ratio but will not help the drawing power;
2. Fixed Deposits:

There is serious disagreement with a few Banks for treatment of fixed deposits which are kept by them against the margin for LC/ BG. There are Bank who consider the same as ‘non current assets’ whereas a few Banks allow the same to be categorized under the current assets. This affects the current ratio and MPBF both;

3. Receivables (other than discounted under LC):

Book debts other than discounted against LC can be shown as current assets. The debtors beyond six months are normally not considered as current assets. It holds true also as drawing power will not be available on the debts beyond six months. In case of export receivables maximum holding allowed in 180 days. The holding period has to be in consonance with the past holding period or as per industry norms. A long cycle will depend on the nature of the industry; The holding period for jewellery and carpet cannot be treated on the same footing;

Margin on Receivables: Normally Banks provide 35% to 50% margin on the receivables while calculating the drawing power, whereas for CMA margin at 25% is provided. Thus even if MPBF is higher, the drawing power is lower.

4. Export Receivables:

As mentioned above, export receivables are given maximum period of 180 days. On such receivables no margins are prescribed, yet 100% recovery is expected in such cases as such matters are closely kept under surveillance of RBI;

5. Inventory:

· Raw Material: The holding should be as per the nature of the trade/ product and past records. If the material is imported, the holding period could be more as to avoid the case of frequent import ordeals. However, in case of domestic purchases, the level has to be realistic. Any increase or decrease in its level will not affect the profitability unlike FG/ SIP;
· Stock in Process: Normally Banks confuse with the time of manufacturing with the amount involved in the stock in process. Whereas the fact is, it is the calculation of the level of stock vis a vis cost of production. Any increase/ decrease in its level shall affect the profitability;

· Finished Goods:

It is the amount stuck up in Finished Goods at any point of time. Any increase/ decrease in its level shall affect the profitability. To justify the holding period of Book Debts/ RM/FG/ SIP the stock levels can be corroborated with the amount of the same as of the last date of the month of the past one year;
The projected/ estimated level of RM/ WIP/FG/ Debtors can be justified with the holding levels at the month end for the past 12 months; 

6. Other Current Assets:

The amount under this head cannot be abnormally high. It has to be explained. Like cash/ Bank deposits the same will improve the MPBF but not the drawing power;
7. Gross Block:
In case there are more profits as per projections where the proposal is composite for term loan and working capital, such profits can be shown as invested in the gross block for the next year instead of showing the same in cash and bank balance;

8. Other Non Current Assets:

Investment made/ loans and advances given to the associate concerns should be shown as noncurrent assets. Similarly security deposits given to RIICO, JVVNL, sales tax department should also be categorized as noncurrent assets;

9. Net Working Capital:
NWC should always be on the increasing trend. Any decline in the NWC from the past year’s NWC will adversely impact the eligibility for renewal/enhancement in the working capital limits;
NWC can be increased by inducting long term sources viz. showing more profits in the profitability statement which will accordingly attract income tax also. Other means are to increase equity/ unsecured loans; 

10. Current Ratio: Minimum current ratio is 1.33 which is expected by the Banks. Where it is less than 1.33 sometimes, deviation is sought by the sanctioning authority from the one step up authority in case of takeover. In case of trading concerns, a few Banks are complacent with 1.20 current ratio too;

The current ratio if it is more than 1.33 can decline in the next year which is not a disqualification but in any case, it should not be estimated/ projected below 1.33;

11. TOL/ TNW: 
Preferably it should not exceed 3;

12. Maximum Permissible Finance:
There are two methods of lending. Method I is used for SMEs where the financing is below Rs.5.00crore, it is one of the nationalised Banks. In another Bank, irrespective of the size of the working capital assistance, I method is used. Largely second method is used where 25% margin is considered on entire current assets whereas in first method, margin is considered on net working capital that is Total Current Assets less Total Current Liabilities;

In case of export receivables, margins are not considered on book debts;

13. Drawing Power:
Drawing power is calculated as under largely by all the Banks:

A.

Stocks

Less: Creditors against Goods/ creditors against LC
Net Stocks

Less: Margin

Stocks for DP purpose

B.

Add: Book Debts

(up to 60/90/180 days as per sanction)

Less: Margin at 35% to 50%

Debtors for DP purpose

A+B: Drawing Power

However in some Banks, creditors are set off against the Debtors. Thus benefit of margin is given to the borrower;

14. Drawing Power as per CMA:
Sometimes, while preparing the CMA, drawing power is not calculated on the basis of the projected stocks/ debtors and creditors. Thus even if the MPBF is higher, drawing power as per CMA is below the MPBF. The care should be taken while finalizing the CMA data;

15. DSCR:
It is often seen that at the time of renewal of the proposal, the profit for the past year is shown quite meagre. In turn, even DSCR does not work out, in case the term loan is also availed. This is irrespective of the fact that term loan instalments have gone in time. This reduces the marks in the rating which comes down resulting into higher rate of interest;
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