SOLUTIONS TO CREDIT RISK ASSESSMENT 1 MAY 2008 EXAMINATION PAPER
QUESTION 1

(a) It is a component of the annual financial statements that discloses total cash that was generated applied and retained by the business in a given period.

(b) The main objective is to provide the users of financial statements with information concerning the source and use of financial resources during the accounting period.

(c) Any four

(i) Company’s / business ability to generate positive future net cash flows.

Explanation:  Any business that exhibits the potential to be cash rich Is the obvious choice for support by all considerations unlike one that suggests severe cash/resource constraints.


(ii) Company’s ability to meet financial commitments.

Explanation:    As a banker or creditor the main interest is the assurance that the business has the ability to meet its obligations as and when they fall due.
(iii) Company’s ability to pay dividend.

Explanation:    As an investor, dividends represent a return for investment which would otherwise have been channeled elsewhere.  The more indications are regarding ability to pay dividends, the more lucrative that business becomes as a potential investment or an investment with hanging on to.

(iv) Appreciation of the need for loan capital.

Explanation:    A deficit net inflow suggests a funding need for the business.  It is a more realistic and objective way of assessing amounts of loan requests than by mere speculative requests as are often presented.   

(v) Difference between net income and actual cash position.

Explanation:  Rather than speculate, the cash flow statement provides reason for the discrepancy between the net income and the actual cash position.  It shows exactly where the cash has gone or has been used for
(vi) Effects of investing and financing activities on the financial position of the business.
Explanation:
 Some investments require a proper funding match.  The cash flow statement would explain why the business has a deficit cash position if it had invested in long term assets by using current resources.  This would also provide a means of assessing financial management capability of company’s management.

2(a)
Any four of the following:

-
Difficult to raise external capital.

Comment:
the lending bankers may find it equality difficult to increase his exposure beyond the proprietor’s net worth.

· Lack of separate legal entity.

Comment:
since the proprietor and the business are one and the same person it is difficult to realistically separate the needs of the business from the proprietor’s.

· Lack of continuity
Comment:
since death of the proprietor means death of the business, the lending bank would be unwilling to expose himself unless other arrangements e.g insurance cover, tangible security etc are in place.

· Lack of collateral

Comment:
If other risk factors do not hold, the lending bankers might not be willing to lend without security.

· Lack of multi-skills to run all aspects of the business.

Comment:
Because of the limited capacity to possess all required skills the banker would find it difficult to lend to a sole proprietor.

· Unlimited liability for the debts of the business.

Comment:
Since his liability is unlimited a point would arise where the business and himself might contact more debts than can be serviced and eventually become insolvent or bankrupt. The lending bankers becomes less tolerable to such situations.
(b) Any six of the following:-

· Both affected by adverse movements in the economy

· Company affected by business risk, individual not
· Company affected by market risk, individual not

· Company run/managed by multi-skilled staff, individual not

Adverse individual’s health a great risk, company unaffected.

· Company easy to provide collateral, individual not

· Company’s risk profile can change with successive managements, individual’s character remains the same.

· Integrity, honesty depends on the individual, with company it is the entire management team.

3(a)
Any eight of the following:-

-
Wind
-
too much wind will spoil the crop in the farm and at barns

-
Hail
-
this causes considerable damage to the crop while in the field

-
Rain
-
too much rain results in the leeching of fertilizer and chemicals

-
Drought-
Little or no rain hampers growth/development of the crop

-
Extreme temperatures – these are generally harmful to the crop

-
Depressed prices – (a)
prices are supply – demand dictated





(b)
sometimes buyers collude to lower prices





(c)
the farmer does not have any influence to a+b

-
Dishonest tenants-
these may disadvantage the farmer through theft of the leaf 


or actual sabotage.

· Inexperienced tenants – may result in poor quality of the crop
· Inability to raise minimum level of upfront contribution for bank loan – may result in denial by bank to provide required funding.
· Underinsurance consequences -  may lose the entire crop through fire or theft if crop not insured or not adequately insured.

· Delays in receiving bank financing approvals – such delays often adversely affect the farmers cropping programme.

(b) Any six of the following:

(i) Size of farm should not be less than 30 ha with a cropping programme of not less than 10 ha

(ii) Valid farmland title documents.

(iii) Farmer should have no carry-over loan

(iv) Availability of latest farm report

(v) Viable cropping programme

(vi) 3 years track record at the very least

(vii) Satisfactory farm management standards (competence / experience)

(viii) Provision of supporting financials (cashflow, audited accounts)

(ix) Tobacco stop order

(x) Fire insurance policy

(xi) Satisfactory collateral

(xii) Upfront cash cover contribution

4(a)
Any of the following:

(i) technicque used where two or more sets of financial figures taken from financial statements are brought together in a formula or equation to do a calculation that will give an answer In some or other numerical value expressed as a percentage, days etc.

(ii) A way of rearranging the information in the financial statements by bringing together figures that have meaningful relationship within a formula and service certain conclusions when the answers are interpreted.
b. Any five of the following:

(i) The analyst – the degree of understanding, insight and objectivity of the person analyzing the financial statements play a critical role in the analysis and conclusion.

(ii) Effect of inflation – the value of money constantly decreases in times of inflation.  Assets that are disclosed a their historical cost or book values could give a misleading picture of the real financial situation in times of high inflation rates.

(iii) Quantitative analysis bias – the analyses focus on the quantitative information.  Qualitative information as provided by the director’s can provide a meaningful analytical balance.

(iv) Comparison of ratios – Only useful/meaningful when compares with previous figures to determine the trend, and also when compared with similar businesses in the industry.
(v) Summarization, rearrangement and absent information – if the above apply the analyst requires to have a full understanding of the business for a meaningful analysis.

(vi) Influence of the Accountant – The bias of the Accountant who prepares the final accounts will have a bearing on the quality of result of the analysis.

4(c)
(i)
Significance – It measures the extent with which the business can meet

interest commitments from profits generated.

It is an indication t the bankers that the customer will be able or not to service his interest obligation.

(ii)
Calculation – any of the following.



(a)
Earning before interest and tax 





Interest paid
(b) Net profit before tax + interest paid

Interest paid
5(a)
Definitions – the business does not have enough resources to match with the level of current or desired turnover.  (Resources can mean actual capital, working capital, equipment etc)


The expansion rate of business cannot be supported by resources available.

(b) Any three of the following:-

(i) Overexpansion

(ii)
      Disproportionate high level of stock 

(iii) Rapid turnover and high level of creditors

(iv) Inflationary economy

(v) Overinvestment in fixed assets

(vi) Overestimation of market potential

(c) Any four of the following:

(i) diversion of resources from core business

(ii) inappropriately high level of bank facility relating to funding need

(iii) mismatch between sales receipts and payments

(iv) inflationary factors

(v) Loss of market share

(vi) Disproportionate increase in expenses and/or costs including high interest of borrowings.

QUESTION 6

(a) OVERDRAFT

i. To  meet procurement of stocks and raw materials.

ii. To meet wages and creditors for services received.

iii. To meet servicing of debtors book.

LOANS

i. To acquire machinery / patent

ii. To acquire property/premises

iii. To support long-term working capital needs.

iv. To finance acquisition of new business.

(b) -
Cropping programme must be viable with realistic yield target.

-
Farmland should not have less than 30 Ha with cropping programme of not less than 10 Ha.

-
Lease of freehold with valid documents of title.

-
No carry over debts.

-
Competence / experience.

-
Cashflow /latest financial statements for campanies.

SECURITY

· Tobacco stop order to be in place.

· Auction Holdings Addendum Forms

· Fire insurance policy (with ….. interest noted)

· Cash margin up to 40% to be kept in fixed deposit.

7. Any four of the following:-

Conclusion of the financial analysis provides the banker with reasonable comfort in the following:

(i) Where certain key ratio are satisfactory, it gives reasonable assurance that the proposal presented to the banker might be sound and worth the consideration.

(ii) The banker is able to make a reasonable judgement on the viability of the business in the foreseeable future.

(iii) The banker is able to make a reasonable judgement on the performance of the business to date

(iv) The banker need to come up with a position regarding the current financial position of the business

(v) The financial risk analysis often reveals the extent to which management performance is.

(vi) The analysis establishes the extent to which there exists other competing interests in the business e.g. other obligations that would compete with the business obligations to the bank.
(vii) The analysis may reveal the size of stake of the owner of the business relative to what is being asked from the bank.  The less the owner’s stake, the less commitment is likely to be in the success of the business.
(viii) The analysis may reveal whether the business is a going or a gone concern.

(ix) The analysis may reveal whether the business is liquid, illiquid, solvent ir insolvent.

(x) The analysis may reveal the extent of the funding need which can be compared or contrasted with the proposal presented.
(xi) The analysis may highlight certain key areas of concern that would require explanations from the owners.

(xii) The analysis may reveal whether the business is profitable.

(xiii) The analysis may throw light on the business position vs competitors.
8(a)
Any four of the following:-

(i) corporate debt mismanagement

(ii) working capital or cashflow mismanagement

(iii) Inability to generate sustainable revenues

(iv) Corporate frauds

(v) Overtrading

(vi) Weak internet systems

(vii) Lack of capacity to cope with competition

(viii) Inability to adopt to changing environment e.g. market trends, technology, Govt regulation e.t.c.

(b)
(i)
Altman’s Z formula


(ii)
De la Rey’s Model

(c)
(i)
Identification of problem areas –This would present an opportunity to take

precautionary measures and rectify the problems.

(ii) Probability measure of success or failure – This would provide both the banker and company’s management the opportunity to review current policies and strategies with a view to repositioning for the future.

(iii) Fuller appreciation of the position – This then forms the basis for detailed and beneficial discussions with the customer when analyzing a borrowing proposal.
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