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INSTITUTE OF BANKERS IN MALAWI

DIPLOMA IN BANKING EXAMINATION
SUBJECT: CREDIT RISK ASSESSMENT 1 (IOBM-D204)
Date: Friday, 7th November 2008

Time Allocated: 3 hours 
(13.30 pm to 16.30 pm)

INSTRUCTIONS TO CANDIDATES
1 
This paper consists of TWO Sections, A and B.

2 
Section A consists of 4 questions, each question carries 15 marks.

Answer ALL questions.

3 
Section B consists of 4 questions, each question carries 20 marks. Answer ANY TWO questions.
4
You will be allowed 10 minutes to go through the paper before the start of the examination, when you may write on this paper but not in the answer book.

5
Begin each answer on a new page.
6
DO NOT open this question paper until instructed to do so.

SECTION A 

(60 Marks)
Answer ALL questions from this section.
QUESTION 1
Ching Chang is a Chinese millionaire who would like to do business in Malawi and establish a relationship with your bank.  He met with your bank’s Chief Executive over the weekend and the two had a fruitful business discussion on a golf course.  

Your Chief Executive sent you an e-mail briefing you of his encounter.  From what you have gathered so far, indications are that your Chief Executive appears agreeable and quite keen to support Ching Chang’s proposal and has asked you to forward an application to your Head of Credit for action.

The proposal is as follows:

Ching Chang is bringing into the country cement manufacturing plant and machinery.  He has identified a large tract of land near Balaka that has vast clinker deposits to last for several decades.  He is seeking the bank’s support to acquire the land and heavy goods vehicles in addition to general factory operations.  His company has been incorporated as a limited liability company under the Companies Act 1984.

Required:

(a)
Identify the nature of borrowing needs which the above underlined assets would require.






    (3 marks)
(b)
In what form would you propose to structure each need? 
    (3 marks)
(c )
What nature of security would be applicable to each need? 
    (3 marks)
(d)
State two demerits of each type of security that you have identified in (c) above.





                         (6 marks) 

(Total 15 Marks)
QUESTION 2

(a)
State any three items that make up shareholders’ interest in a balance sheet. 







      (3 marks) 

(b)
The following figures have been extracted from annual financial statements of YP Ltd and XM Investments for the year ended 30 June 2008.
	
	YP LTD
	XM INVESTMENTS

	Sales
	614,000
	1,500,000

	Cost of Sales
	220,000
	1,160,000

	Gross Profit
	394,000
	340,000

	Other Income
	10,000
	

	Overhead Expenses
	58,000
	50,000

	Depreciation
	21,000
	30,000

	Interest paid
	35,000
	22,000

	Taxation
	50,000
	48,000

	Net  Profit
	240,000
	190,000

	
	
	

	Share Capital
	80,000
	88,000

	Retained Profit
	54,347
	1,290,740

	Loans
	20,000
	32,000

	Land and Buildings
	101,540
	92,000

	Stocks
	12,100
	47,670

	cash
	50,645
	184,930

	Debtors
	10,000
	20,000

	Creditors
	8,930
	43,560

	Bank Overdraft
	41,000
	52,000


(i) Calculate the operating cycle and cash cycle for each company.
      (8 marks)
(ii) Which of the two companies manages its working capital well and what factors have helped it to achieve this?


      (4 marks) 
(Total 15 Marks)

QUESTION 3

(a)
What is the difference between distributable and non distributable reserves and under what two circumstances are reserves non distributable? 






     (7 marks)  

(b)
What is the main objective of producing a cash flow statement and what three capabilities of a company can be assessed by using a cash flow statement?







      (5 marks)
(c)
The following figures have been extracted from the balance sheet of   XYX Ltd as at 31March 2008.
Stocks,  K256,000;  Revaluation Reserve, K250,000; Debtors K600,000; Share Capital , K650,000; Directors Loans, K675,255; Share Premium, K300,000; Trade Creditors, K300,615; Retained Profit, K1,322,000; Tax , K70,000.

Using the above figures, please compile Share Holders’ Interest.

    (3 marks)   

(Total 15 Marks)
QUESTION 4
(a)
What are the important factors that a lending banker must consider when determining the entity’s long-term debt repayment ability?
  (9 marks)
(b)
Identify one method each from the Income Statement (P& L) and the Balance Sheet that would enable you as a lending banker to determine the firm’s long-term debt repayment ability.


  (2 marks)
(c)
How are the methods identified in (b) above calculated?
  (4 marks)

(Total 15 Marks)

SECTION B   (40 Marks)
Answer ANY TWO questions from this section.
QUESTION 5

(a)
Under what four circumstances would directors exclude financial affairs of a subsidiary company from group accounts?


      (4 marks)
(b)
Why should bankers prefer to lend directly to subsidiaries and obtain annual financial statements for a subsidiary as opposed to relying on group financial statements? 




      (6 marks)
(c)
State any five limitations of financial statements for farmers that a Banker must be aware of. 





              (10 marks)
(Total 20 Marks)
QUESTION 6

(a)
Briefly describe a cash flow budget of a business and define its THREE main components. 






      (6 marks)

(b)
Identify two benefits that arise from the objectives of IFRS.
     (4 marks)
(c)
Provide reasons justifying why a banker should read the auditors’ report.









   (10 marks) 










   (Total  20 Marks)
QUESTION 7
       (a) (i)
What is break-even analysis ?

    (ii)
State the three methods of calculating a   break-even point. 


       



     





 (4 marks)
    (iii)
Pac Investments is in bakery business and has applied for an overdraft facility of K250,000 on which they expect to pay monthly interest of  at least K6,000.00.  The cost of producing a loaf of bread is K90.00 and the selling price is K120.00 while other fixed costs are at K100,000 per month.


Calculate the breakeven points in terms of sales volume and sales value when the company uses the overdraft facility and when it does not.






     



     (6 marks)
   (iv)
Pac Investments plans to acquire a new distribution truck after six months at a cost of K60,000 to be financed from retained earnings. What is the minimum monthly sales target required to achieve this?               (4 marks)
(b)
List any five effects/results of overtrading. 

                 (5 marks)
(Total 20 Marks)

QUESTION 8
(a)
Explain the significance of the following approaches to working capital and identify a merit and demerit for each.

(i) Moderate/Matching maturities approach


(4 marks)

(ii) The Conservative approach



(4 marks)
(iii) The Aggressive approach




(4 marks)

(b)
Identify four sources of working capital.



(4 marks)
(c)
Mention two aspects that are considered crucial when managing working capital.







(4 marks)

(Total 20 Marks)
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