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N. Shivashankaran
Chief Financial officer. HO

WORKING CAPITAL
FINANCE

O ne of the major functions undertaken by the banks is extending working
capital finance to firms and companies engaged in manufacture,
service, trade etc. Over the years, the banks have acquired enough
expertise in extending working capital finance taking into account the
cash flows of the company and the need for build up of current assets
to meet continuous functioning of the unit. There are different methods
adopted to assess the working capital requirement, which we will discuss
in the later part of this article.

What is working Capital

In simple terms, working capital is the difference between Current Assets
and Current Liabilities of a company/enterprise. It indicates the level of
liquidity available in the system for the company. If Current Assets are
more than Current Liabilities the Working Capital will be positive and if
the current liabilities are more than Current Assets, the Working Capital in
the system will be negative. Companies or firms with negative working
capital are likely to face liquidity issues in their business, unless corrective
measures are taken to make the working capital positive. Since positive
working capital indicates availability of margin of the enterprise in the
business, banks will be happy to extend working capital limits to such
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units on easier terms than those units having negative working capital. Since level of current
Assets and Current liabilities decide the extent of working capital available in a unit, it is
necessary to understand what are Current Assets and Current Liabilities. When Current
Assets (CA) are more than Current Liabilities (CL), Current Ratio (CR) will be more than one
and when CL is more than CA, CR will be less than one

a. Current Assets:-

Normally the following categories of assets which are used in the manufacture of finished
goods (in case of manufacturing units) or which are traded( in a trading concern) are treated
as current assets.

i. Cash and Cash equivalents like bank balance , fixed deposits etc

ii. Inventory like raw materials, work in process, finished goods (excluding sales returns),
Store & spares etc

iii. Debtors receivable (Amount receivable on account of credit sales )
iv. Prepaid expenses

In nutshell, any asset (other than fixed assets) which can be realised or converted into cash
within a period of one year is considered as Current Assets.

b. Current liabilities

i. Creditors payable : All payables on account of credit purchases of Raw materials, Stores
and spares etc

ii. Wages payable

jii. Installments on Term loan falling due within next 12 months
iv. Accrued taxes, Dividend etc payable

v. Advance payments received against orders to be executed

As in the case of current assets, an amount payable within the next 12 months (other than
towards capital expenditure) will be treated as current liabilities.

Importance of Working Capital
Working capital is the most important aspect of every business for various reasons.
i. Strengthens solvency

As discussed earlier, a positive working capital indicates you have more money in the system
than your liabilities. This will help the enterprise to pay off short term dues without any
hassle, meet their payment requirement towards salaries, energy bills, rentals, tax dues etc.
so that the business can function smoothly.

ii. Opportunity for growth of business

A positive working capital indicates your capability to meet all your short term payment
requirements. Surplus working capital indicates your capacity to expand your business so
that you can grow the business in a structured way.

jii. Strengthening business relationships

An enterprise which is able to meet the payment requirements in a timely manner, carries with
it lot of trust and good will among all stake holders such as employees, supplier/vendors,
customers etc.

8508 oIS, cgssdal 2023
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iv. Indicates the health of the enterprise

A positive working capital in an enterprise indicates its health. Investors always look at the
health of an enterprise while taking investment decisions.

v. Obtaining Loans on easier terms

Enterprises always look forward for credit requirement for meeting their business growth,
expansion and diversification. Enterprises having adequate margins in the system which is
indicated by high positive working capital, will find it easy to source loans from banks on
much easier terms.

vi. Handling Crisis

Enterprises with high working capital in their system will be able to handle crisis situations
and absorb blows to their revenue streams and keep moving forward.

vii. Surplus generated for long term capital requirements
Methods to Assess Working Capital Requirements

There are various methods for assessing the eligible working capital finance that can be
extended to an enterprise. We shall discuss each method in detail in the coming paragraphs.

METHODS OF WORKING CAPITAL ASSESSMENT

In the previous paragraphs we had discussed about the working capital and its importance
for the smooth functioning of an enterprise. Where ever there is shortage of working capital,
such enterprises can face financial difficulties in their day to day functioning. It is here, the
role of banks come into play. Kerala Bank, like most of the commercial banks, has an array of
products to support such enterprises which can avail working capital finance from the bank
on certain terms and conditions. Kerala Bank follows the normal assessment process for
arriving at the eligible quantum of working capital finance which is followed generally by other
commercial banks. We shall discuss the assessment methods in the following paragraphs.

There are three different methods for assessing the eligible working capital finance. They are
(i) Sales Turn over method, (ii) Maximum Permissible Bank Finance (MPBF) method and (iii)
Cash Budget method.

1. Sales Turn over method

Enterprises having Annual turnover upto Rs 25 crores can be granted working capital by
assessing under this method. This method is easy to assess and simple to follow. Under
this method 25% of the projected and accepted Sales Turnover is considered as the working
capital requirement, of which 80% will be provided as Bank finance and the balance 20%
will have to be brought in by the entrepreneur as margin. The assumption here is that the
working capital requirement will be equal to 3 months sales turnover on which the enterprise
will have to bring their margin of 20%. For example, if the annual sales turnover projected by
the enterprise and accepted by the bank is Rs 25 Cr, then the bank will arrive at the eligible
working capital finance as under:

a. Projected Sales Turnover :Rs 25 cr
b. Accepted Sales Turnover :Rs 25 ¢cr
c. Working capital required ( 25% of b) :Rs 6.25 cr

8HE8 IS cgesda 2023



d. Minimum margin (20% of c) *Rs1.25cr
e. Actual margin available X
f.  Eligible finance ([ c-d] or [c-e] whichever is lower) :3cr

Even though, as indicated above, the minimum margin required or available margin in the
system, whichever is higher is to be deducted for arriving at the eligible bank finance, in
reality, banks end up extending 20% of the projected and accepted sales turnover (80%
of the working capital requirements) as working capital finance. This is mainly because,
in cases where the available margin in the system is higher than the minimum required
margin, the enterprises normally take the stand that the surplus margin is required to meet
their expansion/diversification requirements and their growth projections will be affected if
adequate working capital finance is not made available.

Problems arise when the margin available in the system is less than the minimum margin
required. In such cases also the enterprise may suffer from inadequacy of working capital
to run the unit. In such instances, normally, banks stipulate a condition to infuse long term
resources by way of fresh equity/capital or unsecured loans to improve the margin in the
system so that the activities can be conducted without financial difficulties.

2. Maximum Permissible Bank Finance (MPBF) method

The assessment under MPBF method is done based on the need to hold inventories to meet the
normal functioning of the enterprise. This method is followed based on the recommendations
of the Tandon Committee which, inter alia, include the following:

a. Bank credit would be only supplementary to borrower’s resources and not replace them.
i.e, banks would not finance 100% of the borrower’s working capital requirements.

b. Bank has to ensure proper end use of the bank credit by keeping close watch on the
borrower’s activities and ensure that proper financial discipline is maintained.

c. Industry wise inventory holding norms to be complied. This indicates that the borrower
cannot or need not hold inventory including Raw materials (RM), Stock in Process (WIP)
or Finished Goods (FG) far in excess of the industry standards. This is applicable to
holding under Debtors receivable also.

d. To ensure that the industry norms is followed in the build up of inventory and receivables,
bank fixes holding levels for each type of inventory like RM, WIP, FG and Debtors taking
into account the availability of RM, lead time required to procure the same, seasonality
of RM, process time required to convert the RM to FG and the level of holdings of FG
and need for the same. Similarly if delay is observed in the realisation of debtors, the
reasons for the same will be verified and need to finance higher levels will be discussed.
Normally debtors upto 3 months only are considered for assessment of working capital
limits. If borrower requests for finance beyond 3 months level, reasons for the same with
substantiating evidence will be sought before permitting the same.

8508 oIS, cgssdal 2023
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Example:

Particulars Projected level (Rs in lakhs)
Accepted Level
1 [ Raw materials 100 75
(4 months need) | (3 months need)
2 |WIP 60 40
(1.5 months need) | (1 month need)
3 |[FG 100 50
(2 months need) | (1 months need)
4 | Debtors 200 150
(4 months need) | (3 months need)
5 |TOTAL CA 460 315
6 |Less creditors 25 50
7 | Working Capital 435 265
8 | Minimum margin 115 79
(25% of CA)
9 | Available marginin {100 100
the system (NWC)
10 | MPBF ({ 7-8} or{ [320 165
7-9} whichever is
lower

In the above case, the party has projected higher holding levels under RM, WIP. FG and
Debtors which are above the actual level available as of now and also above the industry
average, which has appropriately been adjusted while assessing the working capital finance
eligibility. ~ Similarly, creditors have been projected as one month purchase requirement
whereas the party is actually enjoying 2 months purchase requirement as creditors, which
has been retained while making the assessment.

2. Cash Budget Method.

Cash budget is an estimation of cash flows of a business over a specified period of time. This
will provide an insight as to whether the enterprise has adequate cash to continue operations
in the specified time frame.

It will also give insight about the cash flows and cash needs and how effective the company
is in meeting the cash requirements.

The company projects its cash inflows and outflows for a given period of time, say one year
on a month on month basis. Cash inflows will come from sales, collection of receivables etc
while the cash outflows will be for purchase of RM, stores and spares, payment of energy
bills, salary and wages and other production and sales related expenditure and also payment
towards creditors. By plotting the inflows and outflows month on month, the cash surplus or
deficit will be arrived at. The bank will sanction limit for the peak level deficit and regulate the
drawings month on month based on the monthly projected deficit. Banks normally insist for
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a margin of 50% while permitting limits under this method. This method is most commonly
used in seasonal industries, construction industries, contractors, IT industries etc.

At present, we have the following products for providing Working Capital Finance:
i. KB Mithra (MSME)

ii. KB Suvidha

jii. KB GST Mithra (MSME)

iv. KB Yuva Mithra (MSME)

v. KB Suvidha Plus

vi. KB Smart

vii. KB Pravasi Kiran

viii. KB Pravasi Bhadratha

ix. Loans for FPOs

8508 oIS, cgssdal 2023
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TREASURY

Nisha. P
Senior Manager
General Banking &
Treasury Dept. HO
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The life blood of a Bank

he Kerala State Co-operative Bank Ltd is having a voluminous

treasury which is vast of its kind. The Bank is having a diversified
and a yielding portfolio with minimum risk. Based on the volume of its
module, the same is maintained with paramount significance. As like
the Treasury Department of other banks, we are dealing with almost all
products other than Foreign Exchange & Derivatives.

The Investments being a major item and also occupying a profound
volume in the Balance Sheet, is employed in available and regulated
market conditions. The Bank has to see to the regulatory as well as the
profitability aspects, concerning an investment. The level of parking of
surplus funds, and in turn the liquidity management, seems to be the two
sides of a coin. The treasury department thus influences the other basic
functionaries of the Bank too.

The Treasury offers risk coverage and investment solutions for the most
simple to the most complex products (structured products) and for all
kinds of financial assets — generally fixed income, interest rates, equities
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and exchange rates, and in some financial institutions, also commaodities. The basic treasury
functions also includes

Maintaining Capital and Reserve Requirements:

Since the treasury department is basically in charge of the bank’s regulatory needs, it is also
responsible for setting aside reserves to meet the reserve requirements prescribed by the
Reserve Bank of India. The Treasury Dept need to see that adequate regulatory prescription
regarding the CRR & SLR is maintained and also at the same time, holding an excess amount
in reserves provides no benefit since such amount does not earn interest at the market rate
and therefore represents opportunity loss for the bank. Hence a proper and ideal management
of funds is a necessity.

Liquidity Management:

Apart from maintaining the reserves, there should be a proper management of cash as well
as funds. Even though, it calls for a cashless economy, its full fledged version will take time to
loop in. Hence, the availability of funds and also the maintenance of tolerance limits in various
residual maturity pattern secure an important place in the Asset Liability Management of the
Bank, which is in turn a Treasury function.

Asset Liability Management:

Asset and liability Management (ALM) is a platform used by the Bank to mitigate financial
risks resulting from a mismatch of assets and liabilities. ALM strategies employ a combination
of risk management and financial planning and are often used by organizations to manage
long-term risks that can arise due to changing circumstances. It is also used as a planner
tool for fund deployment, product pricing and also to ascertain the dynamic liquidity and the
futuristic plan of Fund Transfer Pricing Mechanism.

Risk Management:

For a Bank with such a Balance Sheet size, it is essential to have a dedicated risk management
Department. Risk management is a fundamental and fast evolving part of the activities of the
Bank, which calls for an element of precautionary activities, controls and compliances to
plans and procedures. This is now handled by the Bank by incorporating recent regulatory
guidelines and policies

Contingency Funding Plan:

The Bank, during the times of heavy liquidity crunch needs to follow the contingency funding
plan. It is designed in a scenario, which ensures that the Bank is open to funding sources
under various liquidity challenges, warranting deployment of sources . These shall depend
upon the need of the hour and on the basis of the intensity of the situation, at hand.

The basic regulatory terms are as follows

1) Cash Reserve Ratio:- Cash reserve ratio (CRR) is the amount of money that the banks
will have to have in deposit with the central bank of the country at all times. Currently the
CRR is 4.50%.

8508 oIS, cgssdal 2023
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Statutory Liquidity Ratio:- Statutory Reserve Ratio (SLR) is the minimum percentage of
deposits that a bank has to maintain in the form of liquid cash, gold or other securities.
It is basically the reserve requirement that bank is expected to keep before offering credit
to customers. Currently the SLR is 18%.

Repo Rate:-Repo rate is the rate at which the Reserve Bank of India (RBI) lends money
to commercial banks or financial institutions in India against government securities.
Currently the Repo Rate is 6.50%.

Standing Deposit Facility- Standing Deposit Facility(SDF) is a collateral-free liquidity
absorption mechanism implemented by the RBI with the intention of transferring liquidity
out of the commercial banking sector and into the RBI. Currently the SDF is 6.25%.

Marginal Standing Facility (MSF) — Marginal Standing Facility is a provision made by the
Reserve Bank of India through which scheduled commercial banks can obtain liquidity
overnight. Currently the MSF is 6.75%.

Treasury — Investment ProductsThe Treasury is the only Department that deals with
both the Asset and Liability elements of the Bank ie Investment & Borrowings (through
market).

The very basic Treasury Investment Products are

1)
2)

3)

Bonds/Stocks:- These Bonds/stocks are type of debt security bonds issued at a fixed
rate by Central Government/State Governments, which is highly secured.

Treasury Bills:-Itis a short term debt obligation backed by the Government with a maturity
of one year or less.

Non SLR Investments:- These are investments made in PSU bonds, Corporate Bonds
and even certain Government Securities like oil bonds, Food bonds, Uday Bonds etc.

Treasury Borrowings Products are

1)

2)

Marginal Standing Facility (MSF)- This facility is provided by RBI through with the banks
can obtain overnight liquidity, if the inter bank liquidity completely dries up.

Tri Party Repo Dealing and Settlement- (TREPS)- It is an autonomous order matching
system provided by CCDS (Clear corp Dealing Systems) to enable members to borrow
and lend funds.

Clearcorp Repo Order Matching System (CROMS) is an STP enabled anonymous order
matching platform launched by CCDS for facilitating dealing in Market Repos in all kinds
of Government securities.

BASIC TREASURY TERMS OF SECURITIES

1.

Held to Maturity (HTM): The category of investment portfolio maintained by the banks
with intention to hold securities up to maturity.

Held for Trade (HFT) : The category of investment portfolio maintained by the banks with
intention to trade in securities by taking advantage of the short- term price/interest rate
movements.
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3. Available for Sale (AFS): The category of investment portfolio of banks, which do not fall
within the HTM or HFT category.

4. Mark to Market (MTM): It is process by which the financial instruments held by the
institution is valued with the current market value. This can give rise to MTM loss when
the market value of the bonds/stocks will have a lesser price compared to the book value.
This will have an impact on the P& L accounts, as the Bank has to provide Investment
Depreciation Reserve to the tune of MTM loss.

Daily Routine of Treasury Department in KSCB

The day spells out with the liquidity management which comprises of checking the maintenance
of CRR & SLR. The cash and fund position will be arrived at the day beginning taking in to
account the fund outflow and inflow reported from various Regional Offices. Followed by the
checking of cash retention limits of each Districts, by providing instructions, to each of them
to remit their surplus cash balance, if any so as to avoid idle cash.

Then the day plan, whether to invest or borrow in case of surplus/deficit respectively, is
worked out. The platform for raising fund in case of borrowings, will be determined based on
volume, availability, collateral and time needed. The options currently available to the Bank
in case of market and screen based borrowings are TREPS, CROMS,MSF and in case of
refinance borrowings is from NABARD and other borrowings such as OD against FD etc. In
case of surplus fund, the choice of investment whether in Call Money, Short Term Deposit
, SDF etc will be made as per the Asset Liability needs based on inflow and outflow and
upcoming dynamic liquidity needs.

In between the daily demand of funds from each Regional Offices will be catered from the
Centralized Banking Dept and any other commitment of funds, like repayment of borrowings,
statutory payments like DICGC, Income Taxes etc will also be planned accordingly as per
the residual maturity pattern. Any deficit or liquidity gap will be planned accordingly and
investment patterns will take care of those mismatches if any.

The market watches are done, in the NDS OM screen based on which purchase/sale options
are exercised, either for meeting demands or for profit motive. The decision for purchase
& sale of securities based on the market movements, for timely advantage. The treasury
department which comprises of the Front office plan for the funds and also do the deals in the
NDS & CCIL & e-Kuber platforms, while the Back Office does the accounting and reporting
part which is followed by the reconciliation and Risk management warnings from the Mid
Office.

Outlook for this Financial Year

The recent pause by the RBI in the current rate hiking cycle has been touted as a tactical
pause, or a wait and watch pause by the members of the RBI, and almost every member
has kept the MPC’s direction towards being vigilant on adverse forces acting on headline
inflation like crude oil prices and monsoons. Looking forward it is expected that the prices of
securities in debt market will have a chance for increase and thus the institutional investors
are in the urge to churn their portfolios in the Government Security market, and to reverse
their existing reserves, which was build for the Mark to Market losses in the preceding year.
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