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Abstract

Grouing corporate sickness seems to be a global phenomenon, at

lsast is the vorld's market-orinted economias., But the causés of
sickness may differ as betueen Third World countries like India and
the developed Western economies, After reviewing Western and Indian
work on sickness, the paper presents data on a duestionnaire and
interviews based study of the major causes of sickness in India,

and the mechanisms_available to the financial institutions ﬁo prevant
sickness, The respondents were 36 rehabilitation officers of various
Indian banks and fimancial inétitutidns. A multi-pronged model For'

preventing sickness is propecsed.

. - - s
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Introduction

Curpnraté sickness is a significant problem in many market eco-
nomies. In the UK., over 16000 units fail each year, and in the
U.5., the figurs may be much higher. In the U.K., bne in tive firms
listed on the stock exchanges turns sick, and of these, only ons
in four manages a successful turna:ound.1 A recont study indicatas
that during the decade 1967-1376, one in four companies listed on trco
.S, stock exchanges had turned sick, and only a third of thoss thnot
got sick recouersd.2 In India, it has been estimated that currently
over 550 large units and over Q000C small units are sick,3 with

rupees (40 billicons)
four thousand crore fof the funds of financial institutions and banks
tied up in those sick units. Besides these, nearly 20#% of centrall
government public entefpriSBs are loss making4 (ths estimated total
investment in central government public enterprises is around Rs,350
billion, that is, Rs.35000 crores). Not only has sicknsss assumed
the proportions of «n epidemic, it may be growing. In the U.K.,

® In India, the

business failures quadrupled between 1972 and 1982.
amount of funds of fimancial institutions tied up in defaulting
accounfs may be growing at over 10k pur annum,6 and therefore, may,
double every seven years. In fact, ths rate may have gone uo in ﬁ%n
past few years. According to a Reserve Bank survey, Dutstan&ing Eank
credit to soms 450 ‘large sick units went up from Rs.172% qrbres in
1981-82 to Rs.1813 crorss in 1982-83 {an increase of nearly 11%) and
to over 60006'sick small-scale units it went up from Rs.,394 crores in
1981-82 tp Rs.627 crores in 1982-83 (an increase of nearly 60%), for

an overall increase of around 20%3.7

Ip India the preplsm of siskmess ic liwcly to grou woroo. The

pumbor of new units coming up in the country every year is growings
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Currently some 60000 nww units come up every yzar, thanks to various
incentives offered by the government, the financial support providad
by the apex and state level financial institutions, and the facilitics
provided in industrial estates. The percentage of sntreprensurs re-
ceiving any sort of training in setting up and managing units is
minisculae. Inadeguate capacity to manage units may mean mcra and moro
units turning sick. Besides, liberalisation of the scunomy and the
advent of Msunrise®™ industries are likely to accoclerate the pace of
gntrepreneurship, Equally,.the liberalisation of the licensing
policy and of imports is likely to intensify competition, and so the

incidence of sickness may waell riss.

Economic development probably implies some industrial sickness.,
But its ravages could be reduced. An officer of Gujsrat Industrial
Devslopment Corporation recently told the author that of around
8000 units in GIDC sheds, some 25% were sick. But of these, as many
as 60% were, in his opipiop, salvageabls with better management. A
Ressrve Bank of India study indicates that B4% of sick large firms
for which viability studies were conducted wera considered to be
potentially viable, though only about 10% of the small units were do
chsiderad.a."Thesa figures provide some idesa of the potential -fof
reducing sickness. The potential may be even greater. If effective
steps can be taken tu prevent sickness in the first Place, the inci=-
dance of siéLness could be potentially lowersd even mors. For the
next decade, it may not be an impossible goal to cut down the incide-
nce of sickness to half nof what it may otheruise be (a).hy devising
steps to prevent sicknsse in the fipst place, and (o) by strangtheniﬁg
d expeditioucly thosu units that do rall

the machinery to turnaraun

gick but are salvagesble.



Definitions of Sickness

Thers have been.nuﬁerous definitions of sickness. One Western
scholar equates sickness with a lobse situation or BUA or more deciineg
in profits in a year.9 Another equates it with several years of succe-
ssively lower profits culminating in a loss situation and a cash_Flou
crisis.1g The Reserve Bank of In&ia considers a unit as sick 1f 1t a5
incurred a cash loss for a year and is likely to incur a cash loss in
the current and coming years, aleng with a poor financial structurs
(current ratio less than 1:1, worsening debt-eguity ratia).11 The
‘Indian term lending financial institutions tend to consider a unit as
sick if it has comsecutively defaulted for four half-yearly loan and
interast instalments due to the financial institutiohs, Has made cash
losses for tuo chsecutiUe years, or has lost its nst worth by 56L&,

12 gidani

and has mounting arreafs of statutory and other liabilitiss.
and Mitra compare corporate sickness with bodily sickness, and indicate
that abnormal functioning of & unit or any of its areas of management
{production, marketing, finance, personnel, or gzneral managemeﬁt)
‘would amount to corporate sickness.13 These definitions cumulatively
suggest a systems view .of corporate éickness: a unit is sick if its{

management is deficient and/or the result of operating the unit isa

loss with the brospect of further losses.

.

An operational way of judging whether there is gny deficiency in
“the management of the unit or not is to compare its current performance
with its performance in the past during comparable business conditions,
ang t0 compare its current performance with other cémpérabla unita in
thy ipdustry known to be efficisntly managed. Thesse two comparisond,
should provide a rough indicatisn of houw farT the unit is operating

palswu ite performance potential, Thus, a unit may Pes coReidnrod siok
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if it is cperating way bslow its performance potential {(aven if it is
not making cash losses or defaulting) =nd the prospects are for conti-

nuing operations below performance patential.1a

Such a viesw of courporate sickness is useful for many reasons.

First, there is no confusion betueen sickness and poor performance

e
a

bsyond the control of the unit's manégement. Aftar alil, a unit may
making cash lossas because the industry it is in is in a deep recessisn,
not because of pmof manaéament.‘ In such a case the industry is sick,
not the unit, and any revival actions nsed to be industry-orisnted
rather than unit - oriented. Sscondly, revival efferts are likely %o
yield good dividends when the unit is.perfarming well below its thénﬂ
tial, as several case studies have shaun.15 Thirdly, identification

of relatively poor psrformance can cua a unit or the financial institu-
tionps to earlier revival efforts th;n waiting for the unit to make
losses - and the earlier the rsvival efforts, the faster, more eFFacti;
va, .and less expensive may be the turnaround. Finally,rfrum a social
viewpoint, the closer enterprises uopgrats to their performance poten-
tial the better generally Qnuld be resource utilisation, and so any
efforts of stakehﬁldars (including the management, the government.
and.the financial institutions).to keep enterprises oparating a% or
near thsir parfurmgnce puten%ial sheuld yiold guﬁd dividends for the

8COUNDMY .

Empirical Work on Causas of Corporate Sickness

There has been substantial empirical work on the causas of cor-
porats sickness in. the West. The2e findinge are worth coneidering
begause though the Western sconomies aro far less regulated ahd far

more developed than the Indian economy, both are, to @ substantial



degres, market economies, and given thes prouspects for liberalisation
and development of the Indian economy, Western gxpaerience in the area
of corporate sickness may become increasingly relesvant in India.
There has also been some important work in India. The findings ars

summarised below,.

Western wourk on corporate sicknsss

te Most studiss agres that sickness can be causszd by a wide vari.ty
of Factnrs.‘ﬁ. Bruadly speaking, sickness can be caused by facturs
.internal tuv the organization, such as inadeguate management or _a sub-
optimal plant, and/or by factors extermal to the organization, such
as increased competitive pressure, recsession, or strike. Table 1

summarises tha causes as identified in a number of studies.

(Tabls ' about here)

2. The major cause of corporate sickness seems to be poor guality
of top management. This may take one of several forms : excessive
conservatism, excassive complacency, growth mania, poor financial
control, expessiue centralization and authoritarianism, wegk board and
a weak uatchdog function, ‘excessive commitment to.palicias that worked
well opnce but are no.lungesr appropriate, poor financial or magkatrng
manégament, eté,1? (wue Table 1). Although such contaxtugl factors
a8 price competition énd recaessivn are significant causess Lhaesa arg
more oftan thanm not contributory factors rather than‘main factors.

In an American study it was found that gxternal Factors (slumps, cx-
change rate changes, credit squeezes, inflation, etc. ) may have been
mainly respenaible for only about 10% ;f sorpepate doclines. On the
pEhar hand imtesrnal cguggg of docline, such as one man rula, lack

of manégsment dgpth,‘manag@ment succession problamé, ihb:éd, BUlosUeTa-

tic managament, weak finadcial control, an unbalancad $Sp maéhagement,
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a weak board, etc., accounted for about 70% of declinaes (the remaining
20% declines were caused by a mix of extermal and internal Factcgs).1
As 3 British réSearcher put it; ... ve... & crisis situatiun is
likely to uvcocur most frequently when a firm, already wezakened by poor
management, lack of conptrol and insefficiency, is subjoectoed to adverss
movsments in market demand and cummodity prices, price cpmpetiti:n

8Nd seeees+s. problems resultiﬁg from the so-called big prejact.”19

The two vital errors of omission on the part of managsment may he fai-
lure to reepond adequately tp market place changes, and inadeguats
control of operstions., Some significant errors of commission Seem tu

. ' . . 3]
be overexpansion and excessive leverage (i.e. debt}.2

3. Many declines tend to take place during vrpanizational transi-~
tions.21 For instance, once an entreprensuriasl venture has bgen esta-
blished, the Failufé-to induct a gréféssimnal manager to set up appro-
priate flmancial comtrol, production planning, etc,, systems may lead
to sicknessy if a professional manager is hired, and the organizatics
grows, excessiva centralization may léad tov sickness; if decentralizg-
tion does Ltaks place, accompanisd by a suund management centrol sysiem,
the resulting deperscnalization may cause sickness unless the managiz-

ment communicates some core values to the rank and file that act .as a

Linding force..

_ .
L Organizational size, and the bureaucratisationd of the Drganizaé
tion a gruutn in size often implies, may be an important cause of sick-
ness. Large size implies growing reliance on rules and regulaticns,
hisrarchy, and shgcialiZEtion of fungtions, Thess, in turn; can load
t0 staff alienatién, distortod coummunicatlons, admimistrative rigidity,
intardepartmantul‘nnnflictg, and subwoptimigatiom; and result in wrga-

nizational eigknoss.Z?
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5. Tha‘majur causes of sickness are not nescessarily the major inhi-
bitors of revival., For instance, in a British study of 4Q turnaround
cases, the four major causes of sicknsss were founc to bs lack of finan-
cizl cuntrol on the part of management, an inagequate chiaf executiva,
price competition, and operating ineFFiciency.23 However, of the fcur,
only prics compstition was found to be a major inhibitcr of reccvery
{6ee Tabie 2). In other wcrds, not snly was price competition a

commoOn cause of sibkness, the chances of recovery of units falling

sick because of cumpetition tended to be slim. Three othar major inhi-
bitors of recovery were a sub-optimal plant, high overheads, and weak
marketing. Thus, the more of thase four factors are presant in = sick—
nass situstion, the loss salvageable may the unit be., On ﬁha other
hand, though pnnr'financial control, an inaépropriate chisf executiva,
and operating inefficiency may be major caus;s of sicknéss, thay seem
to be Far easier to remedy, and, therefore, they do not rendsr a unit

unsalvageable.

(Table 2 about here)

6.  Uestern sxperts have suggestsd that for revival purposes it mév

24 Th: first

ke uwseful to conpsider three types uf sickness situations.
is tha hopeless cass. The hupseless case is characterisod by such
factors as a Sauére declinu‘in the unit's core business area; & single
product, single plant operation that makes divestitule difficult;

and realatively high fixed costs in relation tc value added, which
makes tha unit highly‘vulharable tu even mocdest businsss declines.

The second auggéated gategury is that of short=term survivors, who

can break even for a uﬁila but heve no lompg-term gompetitive aduantage

and therofore; may survive in a boum bubk sre likaly t® 59 under in 2

recescion. Tha third category consista of thogse Wwith gotentisl Fer
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sustainable recuvery because of a goed product or process base but
sickness due primarily to poor management. Obviously, the clear guliéy
implication for financial institutions would be to stop further A5G e
stance to the hopeless cases and give full but conditional assistance
to those with potential for sustainable recovery, with some ambiguity
about what to do vis=-a-vis the short-term survivors. The earlicr { end

better) the diagnousis the lower may be the costs of effective actiun.

Indian work on sickness

W Ressrve Bank of India study published in 1581 sought tu iden=
tify verious causes of sickness.25 THe study coversd 378 units,
According to this study, 52% of the units had become sipk dug to mis-
management, including diversion of funds, infighting, and lack of marke-
ting stpategies. About 14% had gone sick because of faulty planning
and other technical drawbacks (indicative of faulty managament)}, 23%
due top market recessiuvn, 2% due to labour trouble, and 9% due to
power. cuts, shortage of raw matarials,.etc.. Thus, the predcminant

cause of sickness appeared ts be poor quality of management.

A study by ths Econumic and Scientific Rescarch FDundatibgﬁayai—
cated that prajecﬁ cost escalatiun may be a significant prcmugsr of
sicknéss.zs In many industrios, project costs have doubled or tripled
over a duecadé. The problem is aggravated by cost cvérruns. Thus,
delays in taking on ﬁr commissioning projects may seriously inflatc
costs- and render_a uﬁit non-viable. Besides, cust per ton of capacity
can Qary widely - somstimes by a Factor of 2 — dapending on the sizs
of thao plant. Thus, wurong cholces of wlaMt 2ize and tochnology can

also be a significant ceuso uf sickness.



10

In another comparative study of sick and successful projects, .
it was found that sick prsjects were characterised by long delays in
project implementation and large cost escalations, whils successful

projects mcstly escaped Lboth thase prublems.27

In a study that attempted to identify the lead indicators of
sickness, discrimimant analysis was applied tu the financial indica-
tors of a sample of about 40 cotton textiles companies.28 The finan-
cial data for tha 13 year period 1962-74 vere cullected, and ths
attampt was to find fipancial ratios that currectly identified sick
companies before they turped sick. The study found that the ratics
of sarnings before interest, taxes, and depreciation and earnings
after interest and taxes but before depreciation tu sales and gross
assets respsctivsly gave the best rfesults. The study also found that
not worth related and liquidity ratios were not very reliablo.
Although balance sheet ratios were not as good as prufitability

ratios, tuo ratios were found to be useable : not worth/short and

long term debt, and &all ocutside liabilities/tangible assets.

There is evidence that corporate sickmnass is concentrated in
some regions, industries, and sectors, A 1983 Reserve Bank of India
survey indicates that courporate sickness is in part a regional pheno-
manun.29 For instanqe, West Bengal acecounted for 23% af the 463 larye
sick units and 19% of the small sick units. Other states with many
sick large and small units in 19B3 were Maharashtra, U.P., Tamil Nadu,
and Kafnataka. Sickness may also be partly an industry phenomenun.3D
Far instance, upto 1982, textiles,; rubber products, transport equip-

ment, ahd metal products accounted For respectively 23%, 19%, 16%,

and 14% of tho assistance sanctioned by the Industrial Reconstruction
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Corpsration of India. Sickness may in part be a sectoral phenomenon,
A study in the mid-scventiss indicatsd that the profitability sof large

private sector companies was generally far higher than that of central

31

nublic sector enterprises in the same industries, Alsuy while less

than 15% of large private sector companises are sick, nearly 2Uk uf

central public sector units in any year may be luss making.32

Bidani and ﬁitra, using a clinical model of corporate sicknsss,
identified a large variety bF causes of sickness .95 They first catc-
gorised these causes into externael and internal causes, and further
into causes raelating tv finance, production, psrsonnel, marketing,
and corpuraté managamant. Somewhat modified, the Bidani and Mitra
list of causes is summarised in Tabls 3. Bidani and Mitrz do not,
howsver, report the empirical basis -for their list nor data bearing

on the relative importance of thsesg causes,
(Tuble 3 cbout hurs)

An Intervieu and Questionnaire Study of Sickness Causes

Sgybral offiocers . of the apex . Indian, financial
institutions and banks were intervieus toc identify major causes-er
corporate sickness. By and large the follouing categories. of causes

were identified:
&

1. External industry-specific facturs, such as stagnation or rece-
~ssion in ths industry (c.g. the textile industry), cempetition faced
by the unit (6ege small units, rayon grade pulp units), gXxcess capacity

in the industry (cey. the tyre industry), stc.

2. External, guvermment - related factors, such as tax burden on the

unit, esspecially import duties, sxcise duties, and sales tax; logal



12

restrictions on the unit's.expansicn/divarsificatian {ss with FERA

and MRTP cdhpanies); government price control (as in the cass of news-
print and sugar industries); freguent chgnges in government policies
affecting the unit; liberal imports that compete with the unit's pro-
ductss; the government or its agencies going back on promises made to
the unit (chh as promised price prefsrence to joint sector units );
puer law and urdgr situation {as in parts of eastern India); political
interfarence in the unif‘s affairs (as in public sector units, acgru-
based industries); unhalpful governmental machinery (vege in supplying

power or in clearing a project), etc,

3. ' Financial institutions related factors, such as their harshness
in dealing with tha unit, delay in providing finance to the unit,
inadsquate working and/or lung term capital provided by them, their

inexpert assessment of the client's project finance proposal, etc.

4, Uthsr external factors, such as customer resistance to the
unit's products, erratic availability of raw materials fcomponents/
power /fusl to £he unit (e.ys paper and sugar industriss, aluminium
units), insdequate transport facilities availabls to the unit

for transporting cDal).

5. Internal menagement deficienciss, such as excasgive conscrvatism,
bureaucratic orientation, lack of commitment to professional management
(a8 with ssme.family-management units), in-fighting at the top, too
“much centralisation, haréh treatment of staff, recklessness, corrupt
managsment, poor financial, marketing, personnal, and manufacturing

managsttant, wrong chtice of tachnulogy, weak buoard, etc,
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A guestiopnaire was develuped for assessing the importance of

some 40 idecntified causes of sickness. For the itams a
?nur;point scalea was = ! . used for rating the importance of

each item in causing sickness. The guestionnaire was administered to
officers of two apex financial institutions (IuBI =nd ICICI) dealing

with sick accounts, and of ficers of banks looking after such accounts,

In all, 36 officers provided the data. These officers had been with
their respective financial institutions for an average of about 16 years,
and they had been involved in mopitoring/assisting sick units for an
average of nearly 3 years, Based on their averaged scores, each cause
yas classified into a major cause Or a moderate cause or a minor cause.
Those céusas with mean scecres of 2.8 and above were considered major
causes; with means of 2.5 to 2,7 were considered moderate causes; .and
those with means below 2.3 were consldered minor causes (ssa Table 4).

As mahy_as ten out of 13 méjur causes of sickness were seen to relate to
the competence and nature of the unit's management. Major causes of
sickness included corrupt management of the unit, inadequacies in fun=
stional management (financs, manufacturing, marketing), peOT general
managament {teo much centralization in decision making, louw cammitme&t

to tools of profaessional management, weak conttol of ths board,  lack of
cohesion due to infighting), and pocrr initial cholces of technology and
invastment. Tﬁa sthar major causes wers seen to relata-tn the government
frequent policy changes, and inadeguatse pouer/fuel supply. Finally,

disturbed industrial relations was also seen to be a major cause.
(Table 4 about hero)

The moderate causes of sickness ipcluded four groups of factors,
The first group related to adverss industry cenditions {axceas capacity,

competition, stagnation or recession); adverse government bahaviour
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{price control, e:iratic availability of inputs, liberalised imports
of competing products); adverse behaviour of financial institutions
(dalay in providing finance, imadequate provision of working capital
and investment finance, and poor assessment of project finance pro-
pusals); and poor unit management {c.nservatism, bureaucratic fupctioe

ning, slackness, nepovtism, puor image management).

The so-called minor causes may suometimes wall be major causes in
particular situations. Houwsver, they were ssen to be minor overail.
These included political interference, interference by financial insti-
“tutions in the management of the unit, poor lew and order situation,

and unhelpful governmental machinsry.

Uveréll, it would seem that in the judgement of rqhabilitatinn
efficers, the numbar one CDntributp;%tD sicknegss is tha unit's mana-
gement, although the conditions in the unit's industry and the errcrs
of omission and commission by the govermnment and the financiszl insti-
tutions may be significant contributory factors., Of course, each sicke
ness is moure ur less unique, with a unique constellation of factors
making the unit sick. nlso, sickness factors may vary by.industry
and region also, And yet, it is important, for designing a gep@¥Thl
sickness préveﬁtiun and recovery aiding system, to know which causes
are considsered fha must important causes cf sickness,‘and which the:

lsast.

In order to identify counstellations 3f sickness causing Factmrs
that tend to ocour tugether, with the possibility that within =sach
constellation the factnrs reinforce ons ansother, the data were subje-
cted to a factor analysis {varimax rotation of principal components Je

Saveral significant and relatively independ=nt conatellations wers
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identified (thess explained B0% of the total variance). In order of

importance, these wers

1. Management, especially excessive nepotism and family dominatisn

of company, weak board, and too much centralisation, aggravated by
low results vrientation, low commitment to professicnal management,

harsh treatment of staff, and slackness in enfoercing the performanc.

accountability of managers. This constellation seems typical of b R

tional managemsnt®,

2. Poor support of financigl imstitutions to the unit, especially

insufficient provision of working capital and long torm capital, delay
in providing Finance,'interfefence in the unit's affairs, and gencral
harshness in dealing with the unit, “in the context of industry stag-
nation, credit squeeze, and inexpert assessment of the client unit's
investmant proposal by the financial institutions, This constellaticn
may well characterise institutional behaviour when the case is a hope-
less one, or when the financial institutiuné have no confidence in

the management of the unit,

3 Negative government behaviour, espacially interference,;ﬁatﬁh

affairs of the unit, bad law and order si tuation, unhelpful govern-

mental machinery, and also powr transport facilities, power/fusl
]

shortages, etc. This constellation may be fairly local, and may ope-

rate mostly in, the su-called Mdifficult" states and regions.
involving poor marketing capability

4, Operations menagement of the unit, /combiped with overly

pptimistic e guations {by management) of returns from the project,
and poor manufacturing management and cost contrul. In short, poor

operations management, often charscteristic of novice promuters,
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S Hostile operating environment covering competition faced by

the unit, restricticn on its expansion/diuersificatiun, and customor
resistance to the unit's products, fairly typical in mature indu-

stries.

G A wheesler-dealer management - corrupt and reckless management,

with & poor market image, in the context of freguent changes in

government policies affecting the unit,
7. Libgral imports that compete with the unitts products.
B. Igg_gggggg on the unit.

9. Excess capacity in the industry in the context of grratic

availability of various inputs.

10, Price control by government.
1. Disturbed industrial relations,

In the questionnaire, the respondents were encouraged to list

sickness producing factors not covered by the 40 items rated by the

respondents. Table 5 lists these additional causses of sicknesss

(Table 5 about here)

#
Some of the causes of sickness listed in Table 5 are intere-

sting s the softness of financial institutions in dealing with incom-
petent managements; the lack of coordination and information - sharing
batwaen thd financial institutions, banks, and rolevant government
agencies; weak control of the financial imstitutions over project
implementation; reliefs and concessions that seem to reward sickness;

difficultiss for units locating projects in backward areas; the
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inability of financial institutions to detect sickness sarly; diversion
of éhort term funds for long_term usags {(and, possibly, vice VaTsa ):

lack of cuoperation of state financial corporations; and dala}s in
obtaining payments from guvernment agencies. Many of these incicate
serious, but remediable, shortcumings of the filpancial institutions, and
their relationship with the unit, the btanks, and the government,
Especially critical seem to be better project appraisal and monituring
Uf_hrojeat implementatiocn, timely detucﬁion nfy and quick, coordinated
response tu, sickness, and reliefs and concessions only to a unit with

a competent and ethical management.

Prevention cof Sickngss by Financiasl Institutions

Intervicuws with pfficers of apax and other financial institutions
indicated ssveral mechanisms that thg finanmcial institutions do, or
can, use to prevent sickness; These included;receiving munthly or
gquarterly finpancial reports from the assisted units, putting‘nomineas
of financial institution on the boards of clients, periuvdic inspoucticns
of units by ufficers of financial institutions, designation of desk
sfficers within financia2l institutions tc monitor groups of clients,
industry cells in the Financiﬁl instituticns that specialize in-keeéﬁng
abreest of developments in specific industries, market intelligence
cells that keep in touch with informative contacts (sharebrokers,
bénkers, dalzls, etc.) for gatharing market informatien on clients,
inter=instituticnal meetings, independent assessment of sales and pro-
fit projections vis-a-vis project fimance requests submitted by clients,
appuintment of interncl/statutocry auditors with the approval of finah-
cial institutions, the identification sf the 1gad agency among the
financial institutions to deal with each clisnt, use of external con-

sultants by the financial institutions to evaluate sizeable project
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finance requests, gocd character certificates from tanks, etc., to Ls

Lo
G el

gbtained by clients desirimg project finance, required management
ning for the top manesgers of units sseking projesct assistance, Tormal
training fur those officers of the financial instituticns that have

client monitering roles, ste.

A guestionnaire was develcped to assess thg usefulness of fif-
teen sickness prsvention mechanisms, The
sample of 36 rehabilitation officers of various apex financia! institue-
tiens and banks was asked to rats the usefulness of each mechanism on
a 4=puoint scale. Table 6 presents these mechanisms in'the order of
their perceived usefulness. The periodic fimancial report from the
unit was secn as the most useful sickness prevention mechanism, followed
by periodic inspection visits to the *omit, inter-institutional meetings,
indepsndent assessment by financial institutiops of the projections
made by the unit for getting prciect Fipance, fourmal training for finan-
cial institution officers pléying 3 menitoring role vis-a=-vis units,
market intelligence cells within Finanﬁial institutions, etc. Good
character certificates for chisf exscutives of units sesking projsct
finance, ovutsider nomineses of financial institutions on ths brarads o
borrowing units, the use of externzl consultants to evaluats funding
requests, compulscry management training requirsemant for the top exacu-
tives of borrowing units, insider (to Financial institLtions) nominses

oan the client's board, otc., were seecn a2s much less useful,

The combinsd wisdom of rahabilitation officers uscfully points
te the eFFicacy'DF {a) continuous monitoring of the unit right from the
project finance propssal stage, and (b) 2 profcssional roesponse to the

needs and problems of the client unit.

{Tabtle 6 about here)
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in the questiannaipe,.the rQSpmndents were asked to list any
‘additional sickness prevanting mechanisms,., Tzble 7 lisis these addi-
&isnal mechanisms. A smaller project finance consortium to facilit=te
ﬁuicker response tu sickness, greater autunomy to manitcrinq of ficars

tter

c

Eﬁ the financial institutions to apf to pfévent sickness, and b
liaison with the assisted units thrnugh, Far example, uofficers of finan-
cial institutions being sent on deputatian, are interssting sungestionc,
Gfeater autonomy for monituring'cfficaré, and of ficers being sent
advisers, cuuld be affective sickness preventive-mechanisms pruvided
these officers are well=trained in professional industrial and financi-l
management., Otherwise they may aggravate sickness through uninforman
interference, Reducing the size of the consortium also makes sense,
especially for relatively modest project finance proposals that co nuz
involve a large risk to zany financial institutiﬁn. Besidaes these
possibilitiss, the "premium rebate for no claimh idea in insurance is
Jsorth gonsidering, thet is, thare could be incentives for remaining
healthy, by way of modest inturest rebates on project finance that in-
crease with the period of health, Egually, of course, avsidable projes
ct cust escalaticns, due, fur example, to avolidable delay in project
implementation, and amateurish sales and profit projsctions that -sub-
ssquantly go hayuire, could be penalised by incrsasing thé rate of inte-
rest on additional project finance reguired {provided, f course, that

this additiovnal interest burden does not push a unit into sickness).

(Table 7 about here)

The data suggest a mpdel Sickness pmuention system at the finan-
cilal institutions, whose main elements are (a) careful project apprai-

wal; (b)rcnntinuaus monitoring of the units, especially during tha
g ’ b4 g
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project implementation stage; (c) a profassional, speedy, and coor-
dinated institutional response to the problems of units; (d) requircd
systems at the units; and {¢) incentives for remaining healthy and

disincentives for actions contributing to sickness {see Exhibit 1

for details).
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A MODEL INSTITUTIORAL 5YSTEM fOR PREVENTING SICKNESH

Continuous Monitering
of Unit

Periodic financial
reports

Desk officer for
client unit

Institutinnal nomie
nee{s) on the board

Periodic inspections

Instituticnal adviser
deputed to unit, espe-
cially to mopitor
project implementa-
tion of "risky"
venturas

Inter~institutional
revieus of unit

\
Careful Proiect

Appraisal

Independsnt verifi-
caticn of sales,
profits, =&tc.,
projections of ths
client

Careful scrutiny of
tachnology and plant
size choices, loca-
tion, government-
related contingen-
cies, and quality of
management

Use of exteenal
consultants for
appraising large

or M"risky" preojects

Professionz=l Institusic

al Response to Upnit's

Prcbiems

Training of desk offi-
cers and deputed advie
8ersS in prufessional
industrial ang fipan-
cial management

Discrationery authori-
ty to monitoring desk
officer tu commit the
institutions {(upto sume
limits) to immediate
contingency reliefs

-Better coordinafiocn
and faster response by
financial institutions
through a smaller con-
sortium

Lead agenecy concept

- —

Market intelligence. . /

and industry cells
i

= T _
Reguired Systems i An Institutional Incentives to Units
pf Clisnt Units ~—3 | System for Pre- ¢ to Remain Healthy
! venting Sicknessi
-Approval of finan- lw_h_,u f Integest reliaf if

ke - 1] . e
cial institutions

for appointing (or
removing) internal
and statutory aydi=-
tors, etc.

Professional mana-
gement training For
promoters

nc sickness

Penal intersst for
avoidable projsct
cost escalations,
carzless or falsg
sales and profit
projections.
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TABLE 1

CAUSES OF SICKNESO ACCORDING TO WESTERN STUDIES

Internal Causes

T,

| #N
.

4o

8.
9.

Inadequate management. Excessively cautious, bureaucratic,psrmi-
ssive, or authoritarian management, Weuk board and watchdog fun-

‘ction. Lack of management depth.

Unprofitable abquisitinns, sxpansions, poogthoice of plant or techoo-

logy. Growth mania. Neglect of core business in the drive for cdirare

sification. Poor post - acguisition management.

Lack of Financial control and proper accounting information. Inobi-
lity to pinpoint which producis and customers are prefit yielding,
which loss making.

Poor marketing and distribution. Poorly motivated or trained salaes
force. Ineffective advertising and promotion. Poor after sales
service. Lack of focus on key products and customers. No new pro-
duct development.

Overtrading; inadequate working capital to finance sales growth.
Proliferation of 1ow margin or loss making ?ales.

Ppoor financial policies - excessive leverage, lou profit ratention
for reinvestment, short term borrowing for long term needs, estc.

Big projects with 1ong gestation periods, start-up difficulties,

poor timing, under-estimated costs and pver~astimated returns, hiagh
market entry costs. _

The unresponsiveness of the firm to market and technological changes.

High unit costs relative to compatitors due to unfamiliarity wdid bu-

\
|

s gness, or ingbility to take advantage of economies of scale, or loueT

market share or vertical integration ceompared to rivals, or govern-
mont-imposed pollution control, social welfare, or other costs, or

high overheads because of technology or plant choice, etc.
’ t

External Causes

10.Increassd competitive pressyreon the firm.

11.Dacline of markst demand.

12.Adverse movement in input prices and interest rates, combined with

price stagnation or decline in marketed products.,

13.8¢rilkee,



TABLE 2

FOUR MAJOR CAUSES OF DECLINE AND FOUR MAJOR INHIBITORS OF.

RECOVERY IDENTIFIED IN A BRITISH STUDY

Maior Causes of Oocling ,( Major Inhibitors of Recovory

1. Lack of fipancial control 1. Price competition

|
2. Inadequate chief executive i 2. Smaller than optimal pizn®
' ] in an imdustry with largc
3, Price competition I economies of scale
!
‘i
1

4, Operating inefficisency 3. High overheads

4, Lack of marketing effort
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TABLE 4

2%

PERCEIVED IMPORTANCE OF FORTY CAUSES OF SICKNESS

Sample : 36 Rehabilitation Officers of Fipancial
Institutions and Banks

Moderate Lausas

Major Causes of Sickness

1.

2.

tC,
".

1‘2.

;QS-

Corrupt management
of unit o

Lack of commitment

of unit's management

to tools of profe-
ssipnal management

In-fighting within
unit's management

Lizak board of dire-

‘ctors

Too much centraliza-
tion in management

Choice of wrong
technology

Excessively rosy

assessmant of in-
vestmant by mana-
gement

Poor financial ma-
nagement of unit

Poor cost control
and manufacturing
management

Inadequate marketing

Inadequate poverf
fuel supply

Fraguent changes. in
governmgnt policies
affecting unit 7

Disturbed industrial
relations kY

1.5tagnation in industry
2.Competition in industry

3.Excsss capacity in in-

dustry

Q,Gouérnment price control

5.Erratic availability of

inputs

6.Liberal imports

7.0elay in finance provi-
ded by financial insti-

tutions

8.1lnadequate working capi-
tal providgd by finan-

cial institutions

g.Ppor asscssment of ﬁ

vestment proposal by

financial institutions

10,Inadequate long term
finance provided by fi-

nancial institutions

11.Conservative management

of unit

12.Bureauctatic management

of unit

13.5lackness in enforcing
the accountability for
performance of unit's

managers

14.Poor image of manage-

ment in the markst

15,Too much nepotism and

family domination of
unit

Minor Lauses

1eInterfarernce of
financial insti-~
tutions in
unit's manage-
ment

2.Restrictions
under FERA
MRTP, etc.

3.Tax burden on
unit ‘

4,Inadeguate tran-
sport facilities

5.Harshness of
finapcial insti-~
tutions .

6.Poor law and
order

7.The oovernment
going back bn
promises to
unit

8.Customer resis
tance to unit'g
product -

8.Harsh trqumaﬁt
of staff-by ma=
nagement
i0.Pplitical inter=-
ference
11%Unhelpful govern-
ment machinery

12.Credit squeeze
on unit,



1,

12.

13.

14,

15,
16.
7.
18,

13,
0.

TAELE 5§ 2

ADDITIONAL SICKNELS CAUSES INDICATED BY REHABILITATIUN OFFICERS

Sample : 36 Rehabilitation Officers of Financial
‘ Institutions and Banks

Very soft treatment by fimancial institutions of incompetent
managemant, ‘

txcesgsive investment in unproductive assets.

Project implemented purely on a developmental angle in a backwarc
area lacking infrastructural facilities. Fails to attract and re-
tain good professional managers due to locational disadvantages.
Enamoured by the incentives for setting up units in backward areas,
the company is unable to cope with lack of infrastructural facili-
ties. This results in low capacity utilisation, long gestation pe-
riod, and sickness.

Lack of coordination bstween the financial institutions/banks.

Inadequate exchangs of information among institutions, banks, and
concerned government departments.

Delay in extsnding temporary credit to tide over certain contingan-
cies. . : ‘

Lack of coordination betueen unit,, financial institutions, and banks.
Lack of control on project implementatinni
Delayed‘projéct implementatinn and unwanted capacity expansion.

Inability of institutions and companies concerned to dstect symptoms
of sickness in time.

Lack of timely detection of sickness, of prompt reporting, of repe-
dial measures, and delay in financial assistance leads to sickneds,

Availability of many reliefs and concessions encourage many umits to
go sick,

The government policy of providing many reliefs and concessions to

sick units.
[

Siphoning off of funds for investment in other units.
Lack of intsrest and integrity of the borrowsr,

Diversion of funds of current finance for long term finance,

Ne proper delegation of authority at the managsment lavel amrd con-
centration of pouers in the Managing Dirsctor,

Lack of experisnce.
Generally, dus to lack of business capacity and instinct in the ontro

preneur the unit becomes sick. Tho entropronour uhoes otaks is 1su
has no involvement im ths amearpriss,
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22,

23.
24,

25,
26,
27.
28.

25,
30,

0

Weak capital bass.

Lack of compulsion to contain costs and ensure guality owing to
the ill-sffects of a protected markst,

Too high a rate of interest on borrowed capital.

Irregular and low voltage power supply, sudden increase in powar
tariff. ' ‘ <

Lnng_ﬁrocedural system of inspections by government undertakings.
Delayed payments by gouernmént departments and undertakings.
Ineffectiveness of cash credit system of advances of banks.

Non-cooperative attitude of state financial corporations in the
revival of sick units,

Lack of facilities for establishing appropriateness of technology.

There is disharmony bstween the Bursau of Industrial Costs ang
Prices and wage boards - the result is obvious.
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TABLE 6

USEFULNESS OF INSTITUTIOMAL FIECHANISMS FOR PREVENTING SICKNES S

Sample : 36 Rehabilitation Officers of Finanecial Institutions

and Banks
Usefulness hkank

1. Monthly or gquarterly financiazl statements submi- 1
tted by the company to the financial institutions

2., Periodic inspection visits by individualsor teams : 2
from financial institutions

3, Periodic meetings of the representatives of the: 3
financial institutions to exchange information
about industries, common clients etc.

4., Independent assessment by financial institutions, 4
through market research methods, of the appropria-
tenese of sales projections, profitability, etc.,
submitted in funding requests by clients

5, Programmes to train persons within financial insti- 5
tutions for monitoring and client assessment roles
6, Market intelligence cells that keep in touch with 6

informative contacts (bankers, shareholdprs, dalals,
merchants, industrialists), stc., foOr monitoring
the problems, prospects, etc., of client units

7. appointment of internal and/or statutory auditors 8
of the clients with the approval of financial
institutions

8. The lead agency concept among financial institutions 8
{i.e. coordination of assistance, stc., to client by
an agreed upon lead financial institution)

g, Desk officers or contact persons in the financial - g
ipstitutions, each of whom specialises in the affairs
pf a few designated units

10, Industry cells in financial institutions that keep 10
in touch with the developments in the industry, its
problems, short and long term prospects, etc.

11, Nominess from within financial institutions on the 11
company's Board

12. Reguirement that top managers of client undergo® at 12
least a short duration course in project management
and general management before the client orgahiza-
tion makes a funding request



2,9

Usefulness Rank
13, Use of external consultants to avaluate 13
sizeable funding requests from clients
14, Nominess of financial institutions on client's 14
Board from outside financial institutions
15, Good character certificates from bankers, repu- 15

ted industrialists, trade or industry associa-
tion, etc., required to be furnished by chief
executive of client at the time pf loan appli-
cation. ' .
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TABLE 7

ADDITIONAL SICKNEGD PHEQENTIDN MECHANISMS SUGGESTED BY REHABILI=-

TATIuN OFFICERS

Samples 36 Rehabilitation Officers of Financial Institutions
and Banks :

Deputing an officer of financial institution on whole~time basis,
not as a substitute for, but as an adviser to, existing management.

Deputation of of ficers of Financial institutions to industry and
vige versa.

Individual officers should be designated to be in charge of one or
two problem prone units and niven independence, discretion, and
accountability.

Financial institutions should organize themselves and establish a
system of communication with the assisted units to be in a position
to anticipate problems.

Concentrate on areas of weakness and trends in operational spheres
which are likely to adversely affect the health of the unit, with
discretion to the agencies to také prompt -and appropriate action,

Reduction in the number of institutions/banks assisting each project
to have speedy consortium decisions on the revival strategies of
sick units, ’

Wwuick and prompt payment of bills drawn by units.
Training about procedures and formalities of sales tax, €51, central

excise, and other statutory obligations should be given to managats
of units, !



