MODEL ANSWERS AND MARKING SCHEME
SUBJECT: CREDIT RISK ASSESSMENT 1 – OCTOBER 2008

Q 1. PART A. 
(i) Borrowing needs appear quite obvious to a serious student and a practicing lender.  These include the following: (Any three)  

(Three marks)
· Acquisition of long-term asset in the form of land upon which all other operations of the company will be located. This is long term need in the sense that land generally lasts forever.
· Acquisition of medium term assets in the form of heavy goods vehicles to facilitate inward and outward transportation of raw materials and finished products. This is medium need in the sense that vehicles wear down over time and have to be replaced after a few years. 
· Support for the company’s operating cycle between the acquisition of both medium term and short term assets grouped together in the form of general factory operations and the final realization of cash. These comprise of permanent working capital and variable working capital. Both medium and short term need.
· Provision of direct cash finance to meet wages, utilities etc, in the first months of the factory operations before positive cash flows become a permanent feature. This a short term need. 
(ii) With respect to the lending banker, to structure a need refers to the manner or the form the facility will be provided. Given the identified needs above, the proposed facility structure  can be categorized as follows:

In respect of the land acquisitions the following options are available:




(Any one)





(One mark)

· Mortgage loan

· Long Term loam

· Medium term loan

In respect of acquisition of heavy goods, the following options are available:




(Any one)





(One mark)
· Medium Term loan

· Asset based finance

In respect of working capital support, the following options are available:



(Any one)





(One Mark)
· Overdraft

· Medium tem loans

· Short term loans

(iii) Depending upon the proper identification of the need and the facility structure proposed, the security that might be applicable could be as follows:

In respect of the acquisition of land, any of the underlisted:


(Any one)






(One mark)
· Charge /mortgage over the land, legal or equitable
· Specific debenture

· Collateral debenture

· Caution or Notice
In respect of the acquisition of heavy goods vehicles:


(Any one)






(One mark)
· Debenture creating a floating charge

In respect of permanent working capital, any of the following:



(Any one)






(One mark)
· Specific debenture over debt books

· Debenture creating a floating charge over moveable assets
(iv) Two Security demerits  for each identified need can be categorized as follows:
(any six, but two under each need)


(Six marks) 
Charge over land and specific debenture attaching the land:
· Usage might become specific and therefore difficult to realize in default
· Length in the realization process

In respect of collateral debenture:

· Dependent of the realizable value of the head charge

· As applies with charge/mortgage above

In respect of Caution or Notice:

· Subservient to denture holder, receiver or liquidator
· Oversights at the land registry might prejudice the lender’s interests

In respect of a debenture creating a floating charge:

· Security could be worn down through disposal of assets
· Subservient to preferential creditors

· Subservient to a subsequent holder of a fixed charge

· Invalid as security if company goes bust within 12 months of creation of charge, unless proof exists that company was solvent at time of charge creation

In respect of a specific debenture over books debts:

· Dependent on the quality or financial positions of the debtors

· Chargor might connive with debtors and divert collections 

QUESTION 2

(a)
Share Capital

Distributable reserve

Non distributable reserves

(b)
(i)
Operating  Cycle = Debtors Turnover + Stock Turnover 

Cash cycle            = Debtors Turnover + Stock Turnover - Creditors  Turnover

                                                         YP Ltd                 XM Investments

Debtors x 365                                5.94dys                              4.86dys
Turnover     1 

Closing Stock             x 365            7.19 dys                         11.59dys

 Turnover /Purchases      1

Creditors     x   365                          14.81 dys                       13.70dys      
Purchases            1

Operating Cycle 


= 13 days                              17days

Cash Cycle                                       =2 days


    3 days

(ii)
YP Ltd manages its working capital well mainly because of significantly shorter debtors’ collection period and longer creditors’ payment period.

Question 3

(a)
Distributable reserve means any amount which has been carried to reserves and which may, in accordance with generally accepted accounting practice and legal principles, be treated as income and distributed by way of dividend in conformity with the Companies Act  and in terms of IFRS. 

Non-distributable reserve shall be construed accordingly as reserves that are not available for distribution as dividends. 

The circumstances are:  

Requirements in the Companies Act, 

Stipulation in the Memorandum of Association 

Resolution to this effect having been taken by the directors or shareholders at a general meeting once they are redeemed. 
When land and buildings are revalued, but not sold, the increased value must be placed in a non-distributable reserve, as this represents a potential “profit on the sale of an asset” that has not been realized yet

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

The capabilities are: 

· Generate positive future net cash flows

· Meet its financial commitments

· Pay dividends

(c)
Shareholders Interest

	
	K

	Share Capital
	650,000

	Share Premium
	300,000

	Revaluation Reserve
	250,000

	Retained Profit
	1,322,000

	Share Holders Interest
	2,522,000


Non Distributable Reserves

	Share Premium
	300,000

	Revaluation Reserve
	250,000

	Non Distributable Reserves
	550,000


Question 4 

(a) Factors to consider when determining long term repayment ability

(Any six)



(Nine marks)
· Entity’s profitability 

· Entity’s solvency

· Amount of debt relative to size of the entity

· Proportion of debt provided by outsiders relative to the owners of the business

· Proportion of debt in the capital structure

· Cash flow budget attainment history

· Projected cash flow budget

· Entity’s debt payment history with the lender

· Life cycles of the business, market and the industry

· Management stability

· Economic outlook

· Size of long term assets relative to long term debt

(b) Method from Income Statement
(Any one)

(One  mark)

· Interest Times Covered

· Fixed Charge Coverage

Method from Balance Sheet

(Any one)

(One mark)

· Debt Ratio

· Debt/Equity Ratio

· Debt/ Tangible Net Worth Ratio

· Current Debt/Net Worth Ratio

(c) Calculations

From Income Statement 
(Any one) 

(Two marks)

· Interest Times Covered

 = Earnings before Interest and Tax

Interest Paid

· Fixed Charge Coverage (FCC)

 = Earnings before Tax + Interest + Interest on rentals


Interest Paid + Capitalized Interest + Rental Interest portion

From Balance Sheet 

(Any one)

(Two marks)

· Debt Ratio

= Total Liabilities (Current + Long Term)


Total Assets

· Debt/Equity Ratio

= Total Liabilities (Current + Long Term) 


Shareholders’ Equity

· Debt/Tangible Net Worth Ratio

= Total Liabilities (Current + Long Term)

Shareholders’ Equity – Intangible Assets

· Current Debt/Net Worth Ratio

= Current Liabilities


Net Worth

Section B

QUESTION 5

(a)      (i)
it is impracticable or would be of no real value to the members and debenture holders of the  company in view of the insignificance of the amount involved.

(ii)
it would involve expense or delay out of proportion to the value to members and debenture holders of the company.

(iii)
the result would be misleading or harmful to the business of the company  or any of its subsidiaries or to the national interest; or

(iv)
the business of the holding company and that of the subsidiaries are so different that they cannot reasonably be treated as a single undertaking

(b)

· In the consolidated financial statements the inter-company debts have been eliminated and it is therefore not a true reflection of the debt situation within the group.

·    Holding Companies are often just an “empty shell” with the strength of the group lying in the subsidiaries to which money has been lent or invested into.

·    Consolidated financial statements are designed with the focus on providing information to the shareholders of the holding company. It is not compiled in a manner to be of assistance to the banker.

(c)      (i)
The Financial statements compiled for a financial year at the end of February do not give a true reflection of the financial position of farmers producing summer crops. This often results in a high overdraft facility shown in the balance sheet, because the cash flow from the crops to be harvested is not yet reflected in the figures.

(ii)
The Value of land is mostly shown at cost price, whilst a Realistic Market Value will give a much better picture of the financial position.

(iii)
In the balance sheet the income tax values of livestock is reflected and this is normally much lower than RMV.

(iv)
Assets such as machinery and equipment are normally shown at book value and this can vary substantially from RMV.
(v)
All the liabilities are not always reflected in the balance sheet such as for example debt / loans within families, and this can have a substantial effect on the overall picture.
(vi)
The cost of improvements such as fences, dams, etc. is fully deducted for tax purposes.
(vii)
Unless accurate records are kept, the process to allocate costs to the different farming activities can be time consuming and not necessarily provide meaningful information on the profitability of the different activities.
Question 6  

(a)
The Cash Flow Budget is used to determine if the business will have cash surpluses or shortages once the cash requirements in terms of the Operating and Capital Expenditure Budgets have been met.  It will normally be drawn up to show the monthly requirements for the next financial year.
The cash Flow Budget consists of the following components:

· CASH INFLOW:  All cash that flows into the business, irrespective from where, is reflected in the month it is received.

· CASH OUTFLOW: All cash that flows out of the business, irrespective for what, is reflected in the month it is to be paid out.

· NET CASH FLOW: The difference between the CSH INFLOW and CASH OURFLOW is calculated on a monthly basis to reflect either a SURTPLUS or DEFICIT.







( 6 marks)
(b) Benefits arising from the objectives of IFRS 2006

· It requires entities to provide disclosures of their statements

· Facilitates users of financial statements to evaluate the entity’s financial position

· Facilitates users of financial statements to evaluate the entity’s performance in general

· Enables users to evaluate the management’s  effectiveness in managing risks

· Enables users to evaluate the extent of risk arising from financial instruments to which the entity is exposed

(Any two from the above) 


(4 marks)
(c ) 
Reasons requiring a lending banker to read the auditors report

· Provides assurance that the financial statements have been subjected to an independent scrutiny by a professional person

· To assure that the statements have been audited or not

· To confirm if the auditors opinion is qualified or unqualified

· Gives assurance that the accounts have been prepared in accordance with the current legal framework and conforms with all IFRS requirements.

 


(10 marks)

QUESTION 7

7 (a)(i) 
Break-even analysis is the method used to determine the volume of sales required at a given selling price where the business will cover its total costs.  
    (ii)

The three methods are:

The graphical method

The contribution margin method

The equation method

   (iii)

Break- even point when using Overdraft facility 

=Total fixed costs/(selling price-variable cost)

=K106,000/(K120-K90)

Volume=3534 or 3533 loaves

Value= 3534*K120 or 3533*K120

          

=K424,000

Break- even point when not using Overdraft facility 

=Total fixed costs/(selling price-variable cost)

=K100,000/(K120-K90)

Volume=3333 or 3334 loaves

Value= 3333*K120 or 3334*K120

          

=K399,960 or K400,080

(iv)
=(Total fixed costs +10,000)/(selling price-variable cost)

=K106,000+10,000/(K120-K90)

=K116,000/30

=3867or 3866 loaves

Value= 3867*K120 or 3866*K120

          

=K464,000 or K463,920

(b)
Overtrading means that the business has too few resources for the turnover it is trying to achieve, i.e. it is trying to maintain a certain scale of operation with insufficient capital, equipment, etc

The three main factors that cause it are:

a) Overexpansion leading to diminishing returns.

b) Inordinately high stock levels, including unbalanced stocks and slow moving lines.

c) An inflationary economy which requires an increasing tie-up of capital in fixed and circulating assets, in order to maintain the same physical level of business

The main effect is that of shortage of cash, but it will manifest itself in the following problem areas:

· Difficulties to pay wages and salaries.

· Pressure on debtors to pay sooner and this can be harmful to customer relations.

· Difficulties to pay creditors and in the process the obtaining of goods and services for purposes of trade and manufacturing, can be negatively effected.

· Arrears in tax payments can arise and the Receiver of Revenue is not known to be very sympathetic in this regard.

· Special schemes and high interest, unsecured loan are sure signs of problems with cash flow.

· Selling stock at huge discounts to obtain cash.

· Increased costs to buy stock due to only selecting suppliers that provide credit, losing out on special bulk buying opportunities and utilizing discounts for prompt payments.

· Inability to replace old and worn-out machinery and equipment will lead to inefficiency and the eventual loss of customers.

Question 8
(i) Moderate/ Matching Maturities Approach

Significance:    As stipulate below 


(two marks)
The Approach provides a proper match between asset acquisition and their source of funding i.e. long term assets or short term assets funded by long term or short term finance respectively.

Merit: 
(Any one)





(One mark) 


· Avoids asset funding mismatch

· Permits efficient timing  for asset replacements

· Facilitates reasonable cash flow and working capital management

Demerit:
(Any one) 




(One mark)
· Maturity of some assets cannot be precisely timed
· Cost of funds might dictate course of action despite rationality

· Funds availability to match the need 

(ii) Conservative Approach
Significance:  (Any one)




(Two marks)
· Reflects commitment in the business operations by both the shareholders and long term providers of finance

· Eliminates risk of not being able to fund short tem needs as and when they arise, including in times of unexpected upsurge in demand or reaction to competitive forces

Merit: 
(Any one)





(Two marks)
· Frees short term funds for working capital

· Cost free if the bulk of funding comprises share capital

Demerit:
(Any one)




(Two marks)
· High cost of finance associated with long term borrowing

· Departs from a proper-match principle for asset acquisition 

(iii) Aggressive Approach
Significance: (As stipulate below)



(Two marks)
It is a measure of management’s effectiveness to risk. 

Merit:

(Any One) 




(One mark)
· Better returns 

· Intensive utilization of assets

Demerit:
(Any one)




(One mark)
· Risk associated with access to short term funds

· Repayment risk

(a) Sources of working capital 
(Any four)



(Four marks)
· Credit provided by trade creditors or suppliers
· Overdrafts and/or bank short term loans

· Disposal of surplus long term or short term assets

· Shareholders/directors’ loans

· Conversion of long term assets into short term assets

· Profit retentions

· Issue of more shares to raise capital or capital contributions

(b) Aspects  crucial when managing working capital (Any four)(Four marks)
· Cost of working capital
· Level of sales

· Financial discipline by the owners to refrain from diversion or conversion of funds from the business for personal  use

· Establishment and Maintenance of a proper level of working capital

· Proper financial planning
· Debtors and creditors control

· Stock control

· Efficient management of overhead and operational expenses

· Efficient cash management

10

