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INTRODUCTION

ENT 210: Bank Lending and Administration Il is adwredit course
for students offering B. Sc. Entrepreneurship andisiBess
Management in the School of Management Science.

The course will consist of fifteen (15) units, tigtthree (3) modules of
five (5) units for each module. The material hasrbdeveloped to suit
undergraduate students in Entrepreneurship anch&ssiManagement
at the National Open University of Nigeria (NOUNY lusing an
approach that treats fundamental areas of risk geanant.

A student who successfully completes the coursé sumitely be in a
better position to manage risk exposures of orgaioias in both private
and public organizations.

The course guide tells you briefly what the coussabout, what course
materials you will be using and how you can workiyavay through

these materials. It suggests some general guideforethe amount of
time you are likely to spend on each unit of theirse in order to

complete it successfully. It also gives you somelgce on your tutor-
marked assignments. Detailed information on tutarkad assignment
is found in the separate assignment file which bl available in due
course.

WHAT YOU WILL LEARNIN THISCOURSE

This course will introduce you to some fundamentgects of Rationale
for Credit Administration, Procedure for Credit Amhistration, Credit

Investigation, Decision Criteria in Credit Admimedion, Criteria for

Lending Decisions, Loan Workout Situations, Respmiittes of Loan

Workout Personnel, Responsibilities of Bank Lendbfficer, Analysis of

Financial Statement, Horizontal and Vertical Anay®f Financial

Statement, Ratio Analysis of Financial StatemergseA and Liability
Management in Banks, Investment Securities of Baaukd Investment in
Loans By Banks.

COURSE AIMS
The course aims, among others, are to give yownderatanding of the

intricacies of risk management and how to applyhsksowledge in
managing risk exposures in both private and pubiierprises.
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The Course will help you to appreciate Rationaler fGredit

Administration, Procedure for Credit Administratjon Credit

Investigation, Decision Criteria in Credit Adminastion, Criteria for
Lending Decisions, Loan Workout Situations, Respwoliges of Loan

Workout Personnel, Responsibilities of Bank Lend®ifjcer, Analysis

of Financial Statement, Horizontal and Vertical Asés of Financial
Statements, Ratio Analysis of Financial Statem@sget and Liability
Management in Banks, Investment Securities of Baakd Investment
in Loans By Banks.

The aims of the course will be achieved by:

Identifying and explaining Rationale for Credit Aomstration;
Explaining the Procedure for Credit Administration;
Identifying and explaining Credit Investigation;

Highlighting and discussing Decision Criteria Ctedi
Administration;

Explaining Loan Workout Situations;

Listing and Discussing Responsibilities of Loan Wt
Personnel;

Listing and Discussing Responsibilities of Bank demy
Officer;

Presenting Analysis of Financial Statements;

Presenting Horizontal and Vertical Analysis of Fioml
Statements;

Presenting Ratio Analysis of Financial Statements;
Discussing Asset and Liability Management in Banks;
Analyzing Investment in Securities by the Banks] an
Analyzing Investment in Loans by the Banks.

COURSE OBJECTIVES

By the end of this course, you should be able to:

Identify and explain Rationale for Credit Admingstion;
Explain the Procedure for Credit Administration;

Identify and explain Credit Investigation;

Highlight and discuss Decision Criteria Credit Adistration;
Explain Loan Workout Situations;

List and Discuss Responsibilities of Loan Workoatd®nnel,
List and Discuss Responsibilities of Bank Lendirf§j¢@r;
Present Analyze of Financial Statements;

Present Horizontal and Vertical Analysis of Finahci
Statements;

Present Ratio Analysis of Financial Statements;

Discuss Asset and Liability Management in Banks;
Analyze Investment in Securities by the Banks; and
Analyze Investment in Loans by the Banks.
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WORKING THROUGH THISCOURSE

To complete this course, you are required to rélastiedy units, attempt
all the tutor-marked assignments and study thecimlies and practice of
lending and credit administration in this mater@ovided by the

National Open University of Nigeria (NOUN). You W#lso need to

undertake practical exercises for which you neemksx to a personal
computer running Windows 95.

Each unit contains self-assessment exercises, anckrgain points
during the course, you will be expected to subregignments. At the
end of the course is a final examination. The cawisould take you
about a total of 17 weeks to complete. Below aeecitimponents of the
course, what you have to do, and how you shoutitalé your time to
each unit in order to complete the course succigsin time.

COURSE MATERIALS

Major components of the course are:

. Course Guide
. Study Units

. Textbooks

. Assignment file

STUDY UNITS

The study units in this course are as follows:

Module 1

Unit 1 Rationale for Credit Administration

Unit 2 Procedure for Credit Administration

Unit 3 Credit Investigation

Unit 4 Decision Criteria in Credit Administration
Unit 5 Criteria for Lending Decisions

Module 2

Unit 1 Loan Workout Situations

Unit 2 Responsibilities of Loan Workout Personnel
Unit 3 Responsibilities of Bank Lending Officer
Unit 4 Analysis of Financial Statement

Unit 5 Horizontal and Vertical Analysis of FinaatStatement

Vi
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Module 3

Unit 1 Ratio Analysis of Financial Statement
Unit 2 Asset and Liability Management in Banks
Unit 3 Investment Securities of Banks

Unit 4 Investment in Loans by Banks

ASSIGNMENT FILE

In this course, you will find all the details ofettwork you must submit
to your tutor for marking. The marks you obtain these assignments
will count towards the final mark you obtain forighcourse. Further
information on assignments will be found in theigssent file itself
and later in the section on assessment in thisseaguide. There are 15
tutor-marked assignments in this course; the stusleould attempt all
the 15.

PRESENTATION SCHEDULE

The presentation schedule included in your couratenals gives you
the important dates for this year for the completmf tutor-marked
assignments (TMAs) and attending tutorials. Rememlygu are
required to submit all your assignments by the date. You should
guard against falling behind in your work.

ASSESSMENTS

There are two aspects to the assessment of theecduist are the tutor-
marked assignments; and second is a written exaioma

In tackling the assignments, you are expected fgyamformation,
knowledge and techniques gathered during the coliftse assignments
must be submitted to your tutor for formal assesgnme accordance
with the deadlines stated in theresentation Schedule and the
Assignment File. The work you submit to your tutor will count f80%
of your total course mark.

At the end of the course, you will need to sit forfinal written
examination of ‘three hours’ duration. This exantiio@ will also count
for 70% of your total course mark.

TUTOR-MARKED ASSIGNMENT (TMAYS)

There are fifteen tutor-marked assignments in t¢oisrse and you are
advised to attempt all. Aside from the course makerovided, you

are advised to read and research widely using a#ferences (under
further reading) which will give you a broader vigeint and may

Vii
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provide a deeper understanding of the subject. ienali completed
assignments are submitted on schedule before adtides. If for any
reasons, you cannot complete your work on time taminyour tutor
before the assignment is due to discuss the passibi an extension.
Unless in exceptional circumstances, extensions nwybe granted
after the due date for the submission of the assags.

FINAL EXAMINATION AND GRADING

The final examination for this course will be ofrée hours’ duration
and have a value of 70% of the total course gradleareas of the
course will be assessed and the examination wilkisb of questions,
which reflect the type of self-testing, practiceemises and tutor-
marked problems you have previously encounteretl.afdas of the
course will be assessed.

Utilise the time between the conclusion of the &aty unit and sitting
for the examination to revise the entire courseu Yimay find it useful

to review your self-assessment tests, tutor-mar&ssignments and
comments on them before the examination.

COURSE MARKING SCHEME

The work you submit will count for 30% of your tbtaourse mark. At
the end of the course, you will be required to fat a final
examination, which will also count for 70% of yotatal mark. The
table below shows how the actual course markirggogen down.

Tablel Cour se Marking Scheme

ASSESSMENT MARKS

Assignment 6 (TMAS) 4 assignments, best 3 will be u
for
the Caontintinils Assessm

Final Examinatio 70% of overall course mar

Total 100% of course marks

viii
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ASSIGNMENT FILE

Unit [Title of work \Weeks Assessment
activitv (end of unit)
1 Rationale for Credit Administratich

Procedure for Crecql
Credit Investigatio 1
Decision  Criteria in  Credl
Criteria for Lending Decisior 1
Loan Workout Situatior 1
1
1
1
1

Responsibilities of Loan Workg

Responsibilities of Bank Lendi

Analysis of Financial Stateme

0 |Horizontal and Vertical Analysis

Financial Stateme

11 |Ratio Analysis of Financil

12 |Asset and Liability Management|1l

13 [Investment Securities of Bar 1
1
1

RP[ORNOOTIRWIN

14 |Investment in Loans hBanks

Revision
Total 15

TUTORSAND TUTORIALS

There are 15 hours of tutorials provided in suppdrthis course. You
will be notified of the dates, times and locatioh these tutorials,
together with the names and phone numbers of ygor,tas soon as
you are allocated a tutorial group.

Your tutor will mark and comment on your assignrseikeep a close
watch on your progress and on any difficulties yoight encounter as
they would provide assistance to you during thers®muYou must
submit your tutor-marked assignments to your tutell before the due
date (at least two working days are required). Thdlybe marked by
your tutor and returned to you as soon as possildenot hesitate to
contact your tutor by telephone, e-mail, or discusgroup if you need
help.

The following might be circumstances in which yooul find help
necessary, when:

. you do not understand any part of the study unith® assigned
readings.

. you have difficulty with the self-tests or exer@se

. you have a question or problem with an assignmatit your

tutor’'s comment on an assignment or with the gmdoh an
assignment.
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You should try your possible best to attend thertals. This is the only
chance to have face-to-face contact with your tataf to ask questions
which are answered instantly. You can raise anplpro encountered in
the course of your study. To gain the maximum hkérefm course
tutorials, prepare a question list before attendimegn. You will learn a
lot from participations in discussions.

SUMMARY

ENT 210: Bank Lending and Administration Il intentts expose the
undergraduate students to the fundamentals oftcradistigation and
workouts management by commercial and other banksel process of
their financial intermediation in the economy. Upoampleting the
course, you will be equipped with the necessarywedge required to
produce a good research work.

We hope you enjoy your acquaintances with the MatioOpen
University of Nigeria (NOUN). We wish you every sess in the
Future.
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MODULE 1
UNIT 1 RATIONALE FOR CREDIT ADMINISTRATION
CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main Content
3.1 Rational for Credit Administration
3.2 Reasons for Credit Administration

4.0 Conclusion

50 Summary

6.0  Tutor-Marked Assignment

7.0  References/Further Reading

1.0 INTRODUCTION

In the first stanza of this course, you have besnoduced to the
objectives of lending and credit administrationisTimitial study unit of
this second stanza of the course serves moresothlesame purpose. This
Is because lending refers to credit facilities geaffered by commercial
banks to business entities in the economy. Lendihdunds to bank
customers involves the use of the depositors’ mdoeyredit facilities.
Therefore, the recoveries of funds from loans ahdaces granted out to
customers must be managed to safe guide bank itygqyadsition. This
implies that recoveries of funds under credit faeg to customers should
be managed effectively in order to secure the esteof the depositors.
Therefore, this study unit is used to discuss #immale for instituting
relevant steps towards effective management of begdits.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. discuss the rationale for credit administration
. list and explain factors influencing credit admirasion

3.0 MAIN CONTENT
3.1 Rationalefor Credit Administration

You will recall that the major operational busineésommercial banks
revolves around financial intermediation. In camgyiout this business
the banks would source for funds from various mesiloé the public.

The funds of the customers are held in safekeepinipe banks and

1
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therefore, such funds must be made available td¢pesitors whenever
they demand for them.

This implies that banks must strive to ensuretti@atunds are available for
payments to the depositors on periodic basis fair tineeds and
commitments. In the process of performing the o#dsgrect of financial
intermediation, the commercial banks usually keép interest in
uppermost consideration so as to discharge thelicatee function
efficiently.

In the process of lending depositors’ funds to @ongrs, the banks
normally ensure that their recoveries from loand advances granted
out to customers must be managed in such a mametheir operations
would not run into murky waters. In performing su@imction of
lending funds to customers the banks usually takeessary steps to
protect the interest of the depositors.

While trying to maintain a delicate balance betweecovery of loans
and advances and periodic payments to the depasit@ banks usually
institute appropriate measures to safeguard thasitipn with regards
profitability and survival. Based on this discussiat is possible to
identify the basic reasons for the managementrafitgy and credits by
the banks, which are critical to their operations.

The rationale for effective management of credytsie banks revolves
around reasons such as the following:

. Safeguarding the funds of the depositors;

. Generating enough funds to meet depositors’ demands
. Ensuring their profitable operations;

. Protecting the interest of their shareholders;

Ensuring efficient administration of lending anédits;
Ensuring positive capital base for their operations
Protecting the values of the shares in the capidaket;
Properly aid the growth of industrial undertakingisd
Creating conducive environment for economic devaler.

You will observe from above that the need for tbemmercial banks to
manage their loans and advances effectively cdmotver-emphasized.
The subsequent discussion in this study unit istdeMto the objectives of
lending and credit administration.

SELF-ASSESSMENT EXERCISE 1

Mention the reasons which inform credit adminigtratby commercial
banks.
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3.2 Factorsinfluencing Credit Administration

1. Liquidity of the Bank

One of the factors influencing credit administratis the bank liquid

position in terms of meeting the regular demanddhefdepositors. This
Is the uppermost objective in bank lending becdasks only make use
of depositors’ money for business. And since suepoditors are

entitled to their funds as often as they so debiaeks lend money for a
short time in most cases.

This is informed by the fact that the banks onlgdlenoney which is

generated mainly from the deposits which can bbadséwn at any time
by the depositors. Basically, therefore, banks acwaloans from the
deposits on the consideration that their collectidtt be effected on

periodic basis. Furthermore, the major considamatio government

securities is that the investment in treasury laifid certificate is secured
and they can be easily marketable and convertitite ¢ash at a short
notice.

2. Prompt Repayment of L oans

Another issue in credit administration is to enstinat the funds
committed into loans and advances are promptly idedey the

beneficiaries. Banks always ensure that the degesinoney is safe in
the sense that the borrower should be able to réq@agrincipal amount
and the interest charges involved in loans.

The administration of credit facilities by the bank managed in such a
manner that the funds are repaid at agreed reguiarvals without
defaults. The repayment of loans by the benefesadepends on their
capacity to generate enough funds from their ptsjduesides the fact
that their character which are normally evaluatefbke loan approval.

In essence, the banks lend funds to the custonaesedion the financial
standing of their business in terms of regularitycash inflows with
which to repay the loans. The

banks also take into consideration a less riskyinlegs for loans to
ensure the safety of the funds and their prompovexy from the
borrowers.

In the case of new business ventures, the bank$&dvadgo grant loans
for those enterprises whose owners command goosatlea and have
adequate capacity to repay the loans. The new é&ssiventure should
have sound financial projections in relation to thehnical feasibility
and economic viability of the project for which tloan is granted.
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3. Balanced Loan Portfolio

Another factor in credit administration is the neednsure that there is
a balanced portfolio in terms of the compositiooains and credits being
granted to customers.

This means that in the process of granting loand aredits to
customers, the banks consider the compositioneolfd&n portfolio so as
to maintain balanced diversity of the assets. Thigew of the fact that
the spread goes a long way to guarantee the safféhe banks funds.
This is important for the banks’ profitable opevas and liquidity so as
to protect the interest of the depositors as wall that of the
shareholders.

It implies that the loans and credits being graritedustomers are not
concentrated in a particular sector but in divesesgtors of the economy.
This is in conformity with the policy of the apeark in terms of

extending loans to various productive industriesl dusinesses for
balanced growth and development of the economy.

The spread of the loan portfolio to various protkgctsectors of the
economy is also imperative towards minimizing rigkat are always
associated with lending of funds. In this regamtspmercial banks take
appropriate measures to spread the risks of inesdgtrim loan and
advances portfolio by considering various tradekiadustries.

4. Constant Stream of Cash Inflows

Another issue in credit administration is the néeduarantee constant
stream of cash inflows from loans and advancegh®banks’ liquidity.
Therefore, commercial banks will only grant loansl aadvances to
customers whose business ventures have the pétingarning enough
funds with which to repay the principal amounts ahe interest
charges.

In order to ensure constant inflows of funds frarans and advances, the
banks normally put in place some administrative suess towards

assessing that such credits are the types thatdwgeherate stable
incomes with which to repay the funds.

For effective management of lending and creditsstauers’ loan
applications are normally scrutinized by approgrilgan officers and
committees in charge of credit facilities so ashoose those ventures
that are capable of generating constant income wiitich to service the
loan and make repayment on regular basis.

It is the responsibility of the credit officers atlite committee to also
evaluate new projects using their technical felsiband economic
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viability reports to determine the nature of casftoiws in terms of their
nature of earnings. Such assessment will be useitidécselection of the
projects that can generate enough funds for regalgians and credit
facilities.

In the case of existing business, the usual peasicfor the bank to
request for financial reports of the business whidorporate relevant
data for five years. This will be used in evalugtithe regularity of
generation of earnings. And the assessment is tesatbtermine the
stability of income from the business for the rapant of loan facility.

5. Adequate Returnsfrom Credit Facilities

The other issue in credit administration is thedn&e generate adequate
earnings from credit facilities, which are very on@ant to the operations
of commercial banks. Loans and advances are usuphyted to
customers with the intention of earning some incdonghe banks. The
income from lending facilities comes mainly fronetinterest charges
being made from loans advances being granted toroess by the banks.

The rate of interest being charged on loans andrambs by the banks is
normally determined in consideration to the prengilinterest rate and
the ruling bank rate sanctioned by the apex bartkeneconomy. Such
bank rate is called the monetary policy rate indbentry, as determined
by Central Bank of Nigeria.

The interest rate being charged on loans by thengengial banks is
normally determined in relation to the bank ratengecharged by the
apex bank, the former being higher than the ldteaddition, the banks
incorporate some other charges as may be deternipete lending
officers or the credit committee.

6. Effective Supervision of Credit

There is also an issue in loan and credit admatistn that involves the
need to ensure effective supervision of lendinghgybanks. In order to
ensure that lending operations are proper supervise banks normally
set administrative policies on loan supervision. tims regards,

administrative policies are established on supenvisf credit facilities,

their recovery drives, and personal visits by bafficials to the loan

beneficiaries.

The relevant supervision policies are normally l@ghed in relation to
the past strategies and those methods being us#eebyther banks in
the industry. In order to ensure effective loanesuision, these policies
are used: supervisory teams, reports and evalyatiore line for

periodic reviews of loan recoveries, loan recowasyts, procedures for
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compliance with banking regulations, appropriateipg of loans and
credits, and loan recovery methods.

7. Efficient Management of Credit Risk

Another major issue in loan and credit administrats the need to ensure
efficient management of risks associated with lcamd advances. In this
regard, administrative measures are establishedthiey banks for
management of the credit risk in respect of granablpms which can
arise from loan recovery by the bank.

The banks do formulate administrative measuresi®management of
credit risks by assigning responsibilities for;

. branch managers in preventing credit risks;

o senior officers in credit risk management;

. loan officers in recommending only loans with mialmisks;
. credit committee for assessing and handling cresiis;

. effective supervision to minimize defaults in la@payment;
. managing accounts of loan beneficiaries;

. constant visits to loan beneficiaries; and

actions necessary in managing difficult loan benefies.

The objective is to eliminate or minimize the hazaand perils that

loans and advances can present to the operatidrem&f. The measures
for controlling loans and advances in order to ngantheir risks may

differ from one bank to another.

SELF-ASSESSMENT EXERCISE 2

Mention the responsibilities involved in minimizingredit risks in
commercial banks.

8. Effective Management of Difficult Facility

There is also an important issue in loan and craadiinistration which
borders on the need to ensure effective manageofedifficult loan

beneficiary. Administrative policies are normallyoriulated for
managing difficult loan beneficiaries.

Banks formulate administrative policies and assigem to relevant
bank officials for managing problem loans. Thesécms are used to
specify the necessary actions to be taken by netdvank officials to
handle loan beneficiaries that are proving diffi@and problematic.

Examples of such administrative measures for magaglifficult
beneficiaries of loan facilities include the follmg:

. Committee’ s actions for the recovery of difficldans;

. Mutual discussion with the beneficiary of the loan;



ENT 210 MODULE 1

Planned contact for assessment of beneficiaryisiges;

Threat of legal action against the beneficiaries

Offer of restructuring of beneficiaries’ operatipns

Threat of sale of securities for the loan; and

Representation to beneficiaries on plan to take thesr business
operations.

SELF-ASSESSMENT EXERCISE 3

What are the necessary administrative measuresmémaging problem
credit facilities?

40 CONCLUSON

You have learnt from this study unit that there basic reasons which
inform the need for the commercial banks to ad@ptr@priate measures
in ensuring effective credit administration. Suehsons translate into the
need to ensure effective management of loans aatitxmhich are being
granted by the banks to the customers. Furtherntbezg are factors
which influence credit administration by commerdahks. Such factors
include operational liquidity, prompt repayment &ans, earning
reasonable revenue from loans, ensuring balaneeddortfolio, effective
management of credit risk, and handling difficuttah and credit
beneficiaries, among others. All these reasonsramant to facilitate the
profitable operations and survival of the banks.

50 SUMMARY
In this study unit, topics covered include thedaling:

. Rational for Lending and Credit Administration
. Factors Influencing Credit Administration

In the next study unit, you will be taken througje discussion on credit
administration.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and explain the factors influencing creddministration by
commercial banks.
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2.0 Objectives
3.0 Main Content
3.1 Credit Administration
3.2  Procedure for Credit Administration
4.0 Conclusion
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1.0 INTRODUCTION

You would recall that, in the preceding study urtiie reasons for
effective management of bank credits are identifiad discussed. The
basic purpose for managing the funds under loard amvances
effectively is informed by the fact that lending @inds to bank
customers involves the use of the depositors’ mofderefore, the
necessary procedure must be instituted to ensatedboveries of funds
under loans and advances are managed in ordeoticpthe interest of
the depositors. This is critical in ensuring thas profitable operations
and survival of the banks are not compromised. 8foee, this study
unit is used to identify and discuss the necess&eps involved in
effective management of credits being granted ® d¢hstomers by
commercial banks.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. discuss credit administration
. mention and explain steps for credit administration

3.0 MAIN CONTENT
3.1 Credit Administration

Basically, the back business of commercial bankslves around

financial intermediation activities. Therefore, yhsource for funds from
the members of the public, corporate organizateorsother institutions
through various forms of deposit accounts. Sucllguare then used for
the purpose of lending and credit facilities.
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Depositors are entitled to the funds whenever gteglesired. The banks
are invariably under legal obligations to honoue ttlemands of the
depositors. The banks therefore, are constantlyeumdbligation to
evolve ways of maintaining delicate balance betwienrecoveries of
funds loaned out and the demands of the depositors.

Hence, the issue of credit administration comes fidy. In essence, the
funds which are loaned out to customers have tméeaged in such a
manner that such funds can be available from tilséoouers whenever
they are needed to meet the demand of the depmsitor

The fragile balancing of demands for funds by déposand recoveries
of loans and advances from customers is prediateth® necessity for
the commercial banks to survive in business ancergeé® reasonable
returns for the shareholders. It implies that lagdand credits should be
managed in such a way that generating funds fran lepayments is
tailored towards meeting periodic demands of thmoditors.

In order to manage loans and credits effectivetyaftequately meeting
the demands on the deposit accounts of custonmens &re operational
modalities normally put in place by the banks fdmaistering loans
and advances right from inception to the time wtlibay totally
liuidated. Such modalities of managing loans armiVaaces are
identified and discussed below.

3.2 Procedurefor Credit Administration

There are some fundamental steps that should len tetk managing
credit facilities by commercial banks in order tafeguard their
investment and the expected returns. The stepslvedoin credit
administration are identified and discussed below.

1. L oan Budget and Composition

It is an ideal practice for commercial banks toedetine the amount of
funds which will be devoted for loans and advannes given period of
time taking into consideration the requirementghefregulatory agency.
Hence the banks determines total amount of loadsaaivances for a
particular period, maximum amount for a single cased average
amount of lending to be made per case.

In terms of composition of loans and advances tiktbe granted to
customers, the banks consider issues such asaypmmn and advances,
sectors, sub-sectors and industry mix, investmeetjaity participation,
and productivity sector favoured by the government.

10
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2. L oan Committee and Authorisation

It is also a common practice for commercial baokmstitute a loan and
advances committee to deal with major credit densi There are some
responsibilities which the loan committee is expddb perform.

Such responsibilities or duties of the loan comarittnay, among others,
include the following:

. To review major new loans;

. Review major loan renewals;

o Ascertain the reasons for renewal;

. Assess delinquent loans & determine the causeliobjdency;
. Ensure compliance with established lending policy;

. Ensure full documentation of loans before disbuesgnmand

Ensure consistency in the treatment of loan cusgme

The responsibilities of a loan committee as statbdve may not be
exhaustive and therefore, individual bank may idelwther duties for
the committee to discharge.

SELF-ASSESSMENT EXERCISE 1
Mention the responsibilities of a loan committeehaf commercial bank?

3 Periodidty and L oan Grading Sysgem

In terms of periodicity, the duration of loan comfiimn is very critical.
Therefore, the basic considerations are call loahsrt-term working
capital loan, intermediate-term investment loan,d afong-term
investment loan.

A typical grading system for loans and advancessipresented below,
which indicates classification of loans in terms tfeir likely
performance. The classification is as follows:

Figure 2.1: Grading of L oans and Advances
GradeClassification

A Top Grade Loan:- Loans that are secured and repayable as at
when due by the beneficiaries; because of the prdoce of the
companies based on market fundamentals.

B Good L oans:- Loans that are expected to perform without fear of
defaults by the companies as a result of their ¢beiaries’)
credibility.

C Marginal Loans:- Loans that are being taken for the speculative
purposes such as the funds for use in purchasargsland stock.
Their repayment is subject to performance of thmtabmarket.

11
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D Doubtful Loans:- Loans for which their repayment by the
beneficiaries is uncertain due to the fact thathswnds will be
used for restructuring and re-engineering of fgilicorporate
giants.

E Likely Bad Loans.- Loans for which their repayment by the
beneficiaries is practically uncertain because cohmpanies or
business entities for which the funds are securedexhnically
insolvent.

The above grading will be used to allocate funaatingly in terms of

the magnitude of money that will be assigned tthegrade out of the
total funds being earmarked by the bank for lendaugities.

4, Evaluating Credit Worthiness & Securities

There is issue of the evaluation of the creditwioghks of the customer
that is prospecting for loan facility. Factors thate taken into

consideration, among others, include the following.

. Financial Statements

. Other Required Information

. Personal interview

. Credit investigation

. Information on Operations; personnel, financialrkag etc.

The other important contemplation is the concerrafateral security
which is very critical for loan consideration. Inig regard, the critical
Issues to consider are as follows:

. Criteria of acceptable security;

Listing of acceptable security;

Allowable margins to be made; and

Qualifications of becoming guarantors.

The discussion above implies that the issue of riée=uis just as
important as the consideration of the creditwodh@of the customer in
loan and credit administration.

SELF-ASSESSMENT EXERCISE 2

Mention the areas for which data are required fmeasing the credit
worthiness of a
customer.

5. Expected Revenue from L oan

The expected revenue from any loan facility tolthek is referred to as
the pricing of the loan, which is the lending cpkts the profit inherent
in the facility. It is expressed formula wise as:

12
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Lending Cost = Cost of fund + Cost of lending opera+ Liquidity of
the advance + Risk.

The rate of interest in relation to the cost of foed to the bank
definitely partly determines the amount of profiat can be earned from
a loan facility. The interest chargeable on loanasmally considered in
relation the bank rate of the apex bank; the forlmeing above the
latter.

The interest rates being charged on loans by th&sbaay depend on
factors, which are in the following areas:

. The bank’s cost of funds;

. The riskiness of the borrower;

. Compensating balances & fees;

. Interest rates charged by competitors;

. The ruling bank rate in the economy; and

. Other banking relationships with the borrower

SELF-ASSESSMENT EXERCISE 3

Mention the factors that influence the rate intebesng charged for bank
loan.

6. Assessment of Credit Risk & Compensating Balance

It is always a practice for the bank to assessisikeinvolved in the loan

being granted to a customer. This calls for deteirgithe risk average in
relation to previous loans that are similar to ltben under consideration,
the types of risk involved, and the insurable tigkt should be insured by
the bank.

It is always necessary for the bank to retain sduamels in the loan
account of the customer which is regarded as thgeasating balance.
This is considered in line with the bank’s right affsetting deposit
balance for an outstanding loan and the method oofipctation of
compensating balance.

7. Loan Approval, Documentation & Accounting Record
The process of the loan approval refers to thegsarg considerations

which are taken cognizance of towards the finalisiees on loan
request. Such considerations include the follovissges:

. Sanctioning limits of various types of loans;
. Delegation of Authority;

3 Uniform Presentation Format & Standards;
o Descriptions of the client;

13
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Assessment of management;

. Pricing Policy;

. Purpose of the loan request;

. Repayment schedule & source of repayment;

. Secondary sources of repayment including collateedlies &
guarantors;

. History of past borrowing with the bank;

. Required monitoring steps;

o Timing of submissions of financial statement;

. The loan Decision; and

. Loan officer's comments including consistency vgticy.

More considerations can be included in the abastefdir effective loan

approval process. The documentation starts from titme that the

customer applies for the loan. Therefore, the daumto be kept bank
include application form filled by the customer,idance of security,

loan agreement, credit reports, referee forms, fan@hcial statements,
among others.

The necessary considerations for the accountingradsc include
recording procedure to be followed, loan and projpofiles to be
maintained, statements to be provided by the cumtorand loan
recovery recording, among other accounting rectwrdi®® maintained by
the bank.

SELF-ASSESSMENT EXERCISE 4

Mention the necessary considerations normally takém cognizance
towards final decision on loan request.

8. Coallection Procedure & Handling Problem loans

In terms of collection procedure, there are ciitmansiderations which
include repayment schedule as prepared by loaneddfi remainders &
circular letters to be sent out on periodic bagigsstant personal visits by
the credit officers, and collection the principayment and interest
charges on the loan necessarily through cheques.

The procedures for managing problem loan problemd #heir
beneficiaries involved the following considerations

. Criteria to be used for identifying problem loans;

Methods to be used for identification problem lgans

Steps to be taken in managing the loans and tbeeflziaries; and
The issue of setting up loan reserves for managioh risk
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40 CONCLUSON

You have learnt from this study unit that it is eesary for commercial
banks to institute appropriate measures that wguidantee the effective
management of their loans and credits. Such meaauoeecritical towards
ensuring that funds are allocate for classes ofslda be granted to the
customers, appropriate documents are secured feessisg credit

worthiness of customers, and the risks involvedthe credits are

understood. The other considerations include griohthe loans towards
making profits, assessing and securing securibiethé loans, appropriate
compensating balances are maintained for loansundeatation is

effected, and necessary ways of managing problamslare instituted,
among others.

50 SUMMARY

In this study unit, topics covered include thedaling:
. Credit Administration
. Procedure for Credit Administration

In the next study unit, you will be taken througje discussion on credit
analysis in lending decisions.

6.0 TUTOR-MARKED ASSIGNMENT

Mention and discuss the necessary steps credit ngtration in
commercial banks.
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UNIT 3 CREDIT INVESTIGATION
CONTENTS
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2.0 Objectives
3.0 Main Content
3.1 Appraisal of Loan Request
3.2  Credit Analysis
3.3 Assessment of Past Performance of Loan Aprlica
3.4  Technique for Assessing Creditworthiness aft@uers
4.0 Conclusion
5.0 Summary
6.0  Tutor-marked Assignment
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1.0 INTRODUCTION

You would recall that, in the preceding study umé, discussed the issue
of credit administration. You have observed frormalrsanalysis that it is
important for the banks to institute appropriateamges for ensure
effective credit administration. In line with suadministrative measures,
the credit officials of the bank often ensure thatre is appropriate
investigation of any loan request before a concdseision is taken.
Therefore, the discussion in this study unit isutex on the relevant
methods being used by the commercial banks in tciedestigation
regarding decisions on credit facility.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

list and discuss the issues involved in appraisetealit request
mention and explain the considerations involvecr@dit analysis
discuss the assessment of past performance odpdicant
explain the technique used for assessing creditvmass of
customers.

3.0 MAIN CONTENT

3.1 Appraisal of Credit Request
The commercial banks, at the instance of loan Gitrequest from a

customer, have to engage in initial evaluation lué application in
relation to relevant areas, which constitute pathe lending procedure.
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Such evaluation is very critical because it prosidee basis for the
engagement in credit analysis of the request.

The relevant issues to be considered in the ingahluation are
identified and discussed below.

1 Purpose of the L oan

The bank will be interested in determining the s of the loan so
that the funds from the loan would not be usedillegal business
activities or unproductive project. Therefore, ek would assess that
the reason for the loan is not related to;

. speculative business;
. illegal business transaction;
. fruitless venture;

self aggrandizement;

failed venture;

money laundering;

dealing in arms or weapons;
political agendas, etc

Once the loan request is not connected to anyefatfiove subject or
business, the request will be qualified for consten by the bank.

2. Amount of the L oan

It is also the practice for the commercial bank&t@ into consideration
the amount funds that a customer is prospecting Tae amount of
funds that is incorporated in a customer’s loaruest will be assessed
by a commercial bank in relation to:

. available funds for lending;

the liquid position of the bank;

regulation of the apex bank;

amount of loan already committed to the industry;

pace of loan recovery;

trend in volume of withdrawals;

pattern of deposits; and

. quality of deposit accounts.

The assessment of the amount in relation to theaalssues will make
the bank either to grant the whole amount or deeréa

3. Reason for the L oan

The banks will also be interested in determining mfain reason which
informs the customer’s request for loan. The reasorthe loan will
enable the bank to classify the request in relationbroad-based
categorization as shown below.
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. Real estate loans:- short-term loans for conswocand land
development and longer-term loans for the purclod$armland,
homes, apartments, commercial structures, and giorei

properties.

. Financial institution loans:- loans to other bankssurance
companies, finance companies, and other financsiltutions.

. Agricultural loans:- loans to finance farm and tanmmperations,

mainly to assist in planting and harvesting crapd o support the
feeding and care of livestock.

. Commercial and industrial loans: to businesses tver
expenditures on inventories, paying taxes, andinggetyrolls.
. Loans to individuals:- credit to finance the purahaof

automobiles, appliances, and other consumer gaupsty lines
for home improvements, and other personal expenses
. Lease financing:- to corporate firms on equipmemnahicles.

The categorization of the loan request will endabkebank to determine
the appropriate amount to grant for the demand.

4. Sourcesof Payment

The means of repayment will also be considered Heyy thanks in
assessing any loan request by the customer. Th@dmration is related
to the cash inflows from the business, which wi# bsed by the
beneficiary to meet the periodic repayments ofphecipal amount and
the interest charges to the bank.

5. Ability of the Beneficiary to Repay

This issue will be assessed in relation to thetahpind assets of the
business for which the loan is being requesteds iEhbased on the fact
that the capital base of the business determisebitity to carry out its
operations efficiently.

In the case of a new project, the financial progex for a period of five
years will be assessed to determine the abilith@fusiness to generate
enough income to meet its cost of operation andtingeeghe loan
repayment.

6. Risk Inherent in the L oan

The loan request will also be assessed in relatidhe risks inherent in
the facility in the event that it is granted. Thesedit risks include:

. default in repayment;

. delays in repayment;

. diversion of the funds;

. failure of the project;

. mismanagement of the funds; and
. total loss of the funds.
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Once most of these risks are perceived to the émhein the loan

request, the bank officials may not advance furtdmethe analysis of the
request. Nevertheless, if the bank is satisfiedh wibove elements of
assessment, it will proceed to credit analysis,civiis the next area of
discussion below.

SELF-ASSESSMENT EXERCISE 1
Mention and explain the considerations for inifiahlysis of loan request.
3.2 Credit Analyss

The credit analysis is based on the popular coradidas such as the
character of the applicant, capacity of the custotoerepay the loan,
capital in relation to contribution of the customerthe project funding,
collateral security being offered by the custonmertfie loan, condition of
the economy, cash generation from the projectdpayment, and lastly
control of the bank over the loan facility.

All these considerations are discussed below.

1 Character

This consideration is the personal integrity of thestomer requesting
for the loan, which is relation to his businesslidga with the bank and
other banks. The bank officers or loan officers ldotake steps to
determine the character of the customer to enshet¢ they are
convinced that the customer has a well-defined gaedor requesting
bank credit and a serious intention to repay tinel$uappropriately.

2. Capacity

This involves the authorization of the person mgkime request to make
a demand for loan facility, which is normally dedth by virtue of his
position. Therefore, the bank always takes step®nsure that the
customer requesting credit has the authority teaolhe bank will also
consider the approval of the board of directors thedlegal standing of
the person to sign a binding loan agreement onlbehais firm. This
customer characteristic is known as ¢hpacity to borrow money.

3. Collateral

The bank will also assess the borrower’s secuniterms of whether or
not it possesses adequate networth. The assesafserdpplies to the
qguality of the assets in providing adequate calédtsupport for the

loan. The bank officials will be interested in axating the assets of the
firm particularly in relation to such consideratsoas the age, condition,
and degree of specialization for the firm’s openadi
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4. Conditions:

This has to do with the assessment of the econoamditions and the
industry in which the firm operates. The bank o#iis or credit analysts
are to consider the recent trends in the borrowdars of work or
industry and the dynamics of the changing econamditions might
iImpact on the usage of the funds and the repaynienassess industry
and economic conditions, most banks maintain faésnformation-
newspaper clippings, magazine articles, and resemgports-on the
industries represented by their major borrowing@uers.

5. Capital

This refers to the contribution of the customerssibess to the
financing of the project for which the loan requestdesired. This is
important because in the absence of any appreatailigibution or the
capital base of the business, the customer willfeelt that the firm has
any stake in the scheme of things. Therefore, theg may be allowed
to fail and the bank will lose its funds.

6. Cash Inflows

The expected cash inflows from the business orptiogect that may

affect the repayment of the loan will be evaludigdhe bank. There are
three main sources of income from a business tayrépe funds of the

loans.

The main sources being used to generate cash figenations by
business entities include the following:

. The cash flows generated from sales or turnovéreobusiness;
. the sale or liquidation of operating assets ofh&ness; or
. funds to be raised by way of issuance of debt oitggecurities.

The net cash inflows is the net profits from theemapions of the
business, indicative of total revenue less all esps, and combined
with non-cash expenses such as the amount of dafoacof capital

assets.

The other of looking at the cash inflows is that tiet cash inflows is
the net profits plus non-cash expenses plus additio accounts payable
less additions to inventories and accounts rectgvab

This latter view on the concept of cash flow isiwiportance to the
bank. This is because it helps to focus the atierdf bank officials or
loan officials on those areas of the customer'sniess that reflect the
guality and experience of its management, and ahtube strength of
the market the business serves.
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7. Control

The issue of control is focused on such considarathis to the
assessment of the effect of any changes in govertnmédes and
regulations on business. Furthermore, the congidaras on the
possible adverse effect on the borrower’s abildtyrépay the funds on
the loan. The other issue in the control considamnas relating the loan
request to the bank's and the regulatory authsris&ndards for loan
quality.

SELF-ASSESSMENT EXERCISE 2

Mention and explain the considerations for credélgsis in loan request.

3.3 Assessment of past Performance of L oan Applicant

This involves assessing the performance of thenlessiof the customer
who is prospecting for a loan facility. The relevarformation for such
assessment involves the data which are embedddtieinfinancial
statements of the business operations in the pasyéars.

The relevant financial statements are the incona¢estent and the
balance sheet. A simple approach to the assessmaies the use of
financial ratios. The important ratios are ideptifibelow.

1. Current Ratio

The current ratio refers to relating the total eatf the current assets to
the total of the current Liabilities. The quotienibtainable from the
calculation is indicative of the ability of the liisss to meet its current
financial obligations.

Current Ratio = Current Assets

Current Liabilities

The ideal ratio from the calculation is 2:1 bualitdepends on the type of
business, many thriving companies continue to d@eraccessfully
despite having negative ratio.

2. Acid Test Ratio or Quick Ratio

The ratio relates the total of the current assetsusnthe value
inventories to the total value of the current lidileis. The quotient
obtainable from the calculation is indicative o @bility of the business
to meet its current financial obligations with dable cash and bank
balances, debtors and the marketable securitiegshwdan easily be
converted into cash.

Acid Test or Quick Ratio = Current Assets -Inverdser
Current Liabilities
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The ideal ratio is 1:1 for thriving companies. Trago is of fundamental
importance when assessing the ability of the fomsurvive.

3. Debtors Callection Period

The ratio relates the value of sales to debtoesoounts receivables of the
business. The ratio measures the efficiency obtigness in controlling
debts collection. This is in relation to the averdgngth of time that
money is owed by debtors.

Debtors Collection Period = Debtors x 360

Sales

Since the ratio measures the efficiency in debtectbn, the ideal
collection period is five weeks, which is a goocki@age for thriving or
successful companies.

4. Inventory Turnover Ratio

The ratio measures the relationship between the afosales and the
inventory in the current assets. This measuressgieed at which a
company sells its stocks. The rate is bound tocattee profitability of
the business.

Inventory Turnover Ratio = Average Stockholdixng60

Cost of Goods Sold

The ratio is very relevant because it assessealtitiey of the business
to generate cash inflows with meet the current caments of the

business.

5. Interest Coverage Ratio

This measure relates the earnings before intenedt taxes of the

business to the total interest payments on fixéet@st debt obligations.
This measures the ability of the business to géaenaough earnings to
cover the fixed interest debt obligations.

Interest Coverage Ratio = Earnings before InteapdtTaxes

Interest Payments

The ratio is an important consideration becausehowit enough
earnings, a business will not be able to servie@dbts and make loan
repayment.

6. Leverage Ratio

The ratio relates the total debt obligations of thesiness to the
networth. This measures the volume of debt oblgatithat has been
used in financing the business compared to the mAfoads.

Leverage Ratio = Total Debt
Networth
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The ratio is important to the business becausssésses the degree to
which the borrowed funds have been utilized to ggieeincome for the
business owners’ funds in the business as meabyrée networth.

7. Return on Total Assets

This measures the volume of earnings which has geeerated from
the operating assets of the business. The ratisunesithe ability of the
business to use the available assets to generategsafor the business.

Return on Total Assets = Earnings before Taxes
Total Assets

The ratio measures the efficiency of the managerhe utilization of
the available to generate reasonable volume ofreggnHence the ratio
measures the efficient management of the assé® ioperations of the
business.

8. Fixed Assets Tur nover

The ratio relates the total volume of sales to tibiel fixed assets
available for the business operations. This measubhe efficient
utilization of the available fixed assets to getene@asonable level of
sales or turnover for the business.

Fixed Assets Turnover = Total Sales

Fixed Assets

This also measures the efficiency of the manageuslizing the available
fixed assets to generate adequate level of sald®iprocess of business
operations.

SELF-ASSESSMENT EXERCISE 3

Mention and show how to calculate relevant finah@éos considered
for creditworthiness of customer in loan request.

34 Techniquefor Assessing Creditworthiness of Customers

The use of the data in the income statement anbtalaace sheet is not

considered weighty enough to assess the creditimegt of the

customer. Therefore, the commercial banks normalke use of an

assessment technique called CAMPARI, an acronym tther relevant

considerations in loan assessment.

Such considerations for assessing the creditwa$isinof customers

seeking for loan facilities are as follows.

. Character: — this is a review of the management of the busines
the products of the company, and the past perfaceani the
business for which a loan is being requested.
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. Ability: — this refers to the ability of the business to egate
enough income from cash inflows with which to rephg loan
facility.

. Margin: — this refers to the profit or reward of engagingthe
lending facility which will determine the bank’s msideration in
committing funds.

. Purpose. — this relates to the reason which informs the
customer’s request which should not be connectéd ainormal
business operations such as speculative busidlegsl ibusiness
transaction, fruitless venture, self aggrandizemiied venture,
money laundering, dealing in arms or weapons, etc.

. Amount: — this refers to the value or amount of funds tisat
being requested by the customer, which will be whared in
relations to issues such as available funds faditey the liquid
position of the bank, regulation of the apex barkpount of loan
already committed to loan, pace of loan recovergnd in
volume of withdrawals, etc.

. Repayment: — this refers to the possibility of the repayment
schedule being appropriate to the bank’s liquiditgnagement
plan. More so, the bank will also consider the jpastormance of
the business in relation of its ability to meetipaic repayments of
the funds in relation to the liquidity plan of thank.

. I nsurance: — this refers to the issue of collateral securityol is
available to secure the loan by the customer. Tisisvery
important to the bank because in the event of disfau inability
to repay the loan the bank will use the collatesaturity for
generate funds to settle the loan.

The analysis above indicates that it representsadkbased evaluation of
the loan request compared to the earlier considarat this unit. These

considerations are important in terms attributeglvboalesce to form the
basis of the lending decision.

Among these considerations, there are five atesdubat are linked to
the accounts and finances of the prospective b@m®wlhe remaining
two considerations are character and margin, whiehrelated to the
customer and the bank’s profit contemplation.

In the case of character, the issues are manageina business, which
represents subjective assessment, and the othetiseirareas of the
products of the company, and the past performahdbeobusiness, the
latter which can be specifically quantified frone thalance sheet data.

The banks will therefore, be interested in seeingricial information
for the past five years before lending any monethécustomer. These
are the balance sheet and the income statemehedjusiness which
incorporates the past data relating to five yearsecutively.
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SELF-ASSESSMENT EXERCISE 4

What are the issues to be considered in technigeé for assessing the
creditworthiness of the customers?

40 CONCLUSON

You have learnt from this study unit that there amamerous
considerations which are normally taken into cogmez by commercial
banks in evaluating and analyzing loan requestiedit facilities from
customer before taking decisions on such facilifidss is important for
the commercial banks because they are interestedsiaring that funds
committed into credit facilities as well as loansuld not go down the
drain. The relevant considerations are in categtioas such as: analysis
of the credit request; credit analysis; assessofahe past performance of
the customer; and the technique that commercidtdbased in assessing
creditworthiness of the customers requesting fedicfacilities.

50 SUMMARY

In this study unit, topics covered include thedwling:

. Analysis of Loan Request

. Credit Analysis

. Assessment of Past Performance of Loan Applicant

o Technique for Assessing Creditworthiness of Custsme

In the next study unit, you will be taken througdte tdiscussion on
decision criteria in credit administration.

6.0 TUTOR-MARKED ASSIGNMENT

Identify and discuss the relevant technique for esssg the
creditworthiness of customers requesting for crieditlities.
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1.0 INTRODUCTION

You would recall that, in the preceding study uw discussed the issue
of credit investigation. The issue of credit invgation presupposes that
certain decisions should be taken by the bank. Sledsions include
establishing credit policy which stands as genealde for credit
administration generally. Appropriate decisions ldaaiso affect criteria
to be adopted in managing credit facilities. Fumi@&e, such decisions
would also incorporate considerations in assigmesgponsibilities to
appropriate hands in handling the credit admintistina generally.
Therefore, such considerations for assigning respoiies in credit
administration are identified and discussed in $tusly unit.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

list and discuss important elements of credit golic
explain decision on responsibility in credit adretration
discuss the responsibility of the relation managers
explain the role of analytical team in credit adistiration
discuss decision regarding authority on credit @ygdr
identify and explain issues involved in structurofdoans
mention ways of handling problem loans.
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3.0 MAIN CONTENT
3.1 Esablishing Credit Palicy

It is always the normal practice by commercial stk consider the
issue of establishing appropriate policy for thenagement of credit
facilities which constitute an integral aspect ahk asset portfolio.

The important elements of a good bank credit pahcgeneral terms are

outlined as follows.

i) A clear mission statement for the bank's loan pbatfin terms of
types, maturities, sizes, and quality of loans.

i) Specification of the lending authority given to ledoan officer
and loan committee, if there is any in a given bank

iii) Determination of the maximum amount and types ainldhat
each person and committee can approve and whaitgrgs are
required.

iv) Lines of responsibility in making assignments argborting
information within the credit department.

V) Requisite operating procedures for soliciting, e&xng,
evaluating, and making decisions on customer |qgtiGations.

Vi) Required documentation that is to accompany eadmn lo
application and what must be kept in the bank'ditfées such
as required financial statements, security agre&snetc.

vij  Lines of authority within the bank, detailing whe riesponsible
for maintaining and reviewing the bank's crediorels.

vii)  Guidelines for taking, evaluating, and perfectingllateral
security for loan.

iX) A presentation of policies and procedures for isgtkban interest
rates and other fees and the terms for repaymdoans.

X) Statement of quality standards and relevant caitepplicable to
granting of all loans.

Xi) Statement of the preferred upper limit for totadrie outstanding
in terms of the maximum ratio of total loans toatoassets
allowed.

xii) A description of the bank's principal trade areagf which most
loans should come.

xiii) A discussion of the preferred procedures for datgctainalyzing,
and working out problem loan situations.

SELF-ASSESSMENT EXERCISE 1

What are the important elements of a good bankitcpeticy in general
terms?
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3.2 Decision on Responsibility in Credit Administration

3.2.1 Reationship Managers

In credit administration, some responsibilities aessigned to
relationship or business managers such as thoagngeko small and
medium enterprises customers. Such responsibiatiesassigned on the
basis of a certain number of customers in respea@ volume of credit
facilities granted.

The relationship managers are under obligation eordporting to
regional managers. These relationship managergranéed the required
authority to approve loans within their discretipnéimits. Therefore,
any loans outside of their authority are referred tcredit manager for
consideration and approval.

There is always a considerable variation betweerbémks in terms of the
discretion limits assigned to relationship manageterms of the amount
of loan facility that they can approval for custosidn the case of loan
request that is above such discretion, in whicly tieve no discretion to
approve credit exposures at all, relationship marsagiust always seek
approval from their credit managers for such faedi

The discretion levels can be granted to senior gemsaon individual
basis, not necessarily on the basis of group resgpbty, and such
authorities also vary according to the level ofusig offered against a
loan. The implication is that some decisions reggrdoans to small
businesses are made at the relationship manageraled do not require
higher levels for the approval.

In some scenarios, the approval process requirentduit managers can
be relatively automated in the face of interneilitees being deployed

by a number of the commercial banks. In this regaftie credit

managers complete an assessment and electronicallymitted to the
regional office or the head office for approval.

The length of the assessment varies between bagending on some
critical considerations such as the complexity amk of the loan
request.

Generally, the assessments may cover a range sfdepations which
are highlighted below. Such considerations include:

. Remarks on assessment of loan request;

. Business plans of the applicant;

. Financial statements of the applicant’s business;
. Statement on cash flows from the business;
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. Industry analysis in which the applicant operadest
. Assessment on management of the applicant’s bgsines

In many commercial banks, there is a degree ofiataisation in terms
of the assessment forms being used for credit frgag®on. The use of
standard templates is to reduce information requergs and also
reduce the time to make decisions. Some banks swyire narratives
of varying lengths.

Decisions are also made regarding the fact thatogpp from a risk
management or credit approval team is necessamgduired for all
credit facilities before their approval.

3.2.2 Analytical Team

Some commercial banks do also have an analytieah tsomprising a
dedicated team of financial experts who analyze fivancial
information and potentially non-financial informati being provided by
loan applicants.

The analytical teams are designated to provideyaisabf credits to
relationship managers and credit teams to fa@lithe assessment and
monitoring of risk and credit worthiness of custosie

The analytical team is required to consider criten@as for the credit
analysis which include four key areas such asrmithelow.

Liquidity,

Profitability,

Gearing, and

Operational performance.

The required analysis is usually carried out anchgeted prior to the
consideration and acceptance of the loan facilitye analysis may be
required to continue during the loan term. This nsetihat the analysis
of the loan also takes place during the tenurehef lban when the
beneficiary is making use of the facility.

The relationship managers are supposed to work thigh analytical
team. They are also to be communicating the dewsiwhich their
banks make in response to applications from bomrevilased on the
work of the analytical team.

The communication of the result of the analysis #r&ldecision of the
bank does not indicate the end of the relationsHiperefore, in
instances where applications are declined, theéiosakhip managers are
expected to typically work with the customers tglamn why their
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application is declined and to investigate optiomsere appropriate, for
modifying their application.

The relationship managers are expected to explhat tsome
applications fail because of their lack of good lgyainformation
incorporated in them and provided to the banksctorsideration. The
decision is that while banks do not generally $&s itheir responsibility
to provide professional advice to the customer® tklationship
managers will endeavour to point out to the custsntiee next line of
action.

Hence, on the basis of the report of the analyteam, the nature of the
advice required will vary between customers. Irs ti@gard, some may
need assistance with the preparation of budgetdimaalcial statements.
On the other hand, others may need assistancebusihess plans while
others require marketing or business developmentad

3.2.3 Credit Approval

Another important area of decision is the appraMaloan facility. In
this regard, in some commercial banks, the credibagers may have
considerably greater delegated authority thanetetionship managers.

In granting lending limits to individuals ratherath positions by banks,
factors such as experience and skill of the indizidare perceived as
being critical to good decision-making. In genems, the level of

delegation may fall as the element of risk in anléecility increases, and
distinctions are made between new and existingomests.

In some cases, the level of delegated authorityespect of new

customers can be lower than that for existing custs. This is because
the new customers are not tested and trusted agarethwith the old

customers. Moreover, delegation levels vary betweelh secured and
unsecured borrowers.

3.2.4 Structuring and Documenting L oans

Decision in this area of responsibility concermgmgicantly the following
considerations.

1 StructuringaLoan
This involves issues such as those highlightedaelo
) Drafting a loan agreement that meets the borrowestsd for

funds with a comfortable repayment schedule.
1)) Anticipating and accommodating of a customer whg neguest
more or less funds than requested, over a longehanter period.
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1)) Imposing certain restrictions (covenants) on therdwer's
activities to protect the banks when these actisitould threaten
the recovery of bank funds.

Iv)  Specifying the process of recovering the bank'sisunwhen and
where the bank can take action to get its fundgmet.

2. L oan Review
This involves issues such as those highlightedaelo
) Reviewing all types of loans on a periodic bassery 30, 60, or

90 days on the largest loans, along with a randampge of

smaller loans.

i) Detailed the loan review process carefully to idelu
a) The record of borrower payments, to ensure that the

customer is not falling behind the planned repaymen
schedule.

b) The quality and condition of any collateral sequrit
pledged for the loan facility.

c) The completeness of loan documentation, to malke thigr
bank has access to any collateral pledged and ssesse
the full legal authority to take action against ti@rower
in the courts if necessary.

d) An evaluation of whether the borrower's financial
condition and forecasts have changed, which maye hav
increased or decreased the borrower's need fordyadk.

e) An assessment of whether the loan conforms to ané's
lending policies and to the standards applied golaan
portfolio by examiners from the regulatory agencies

iii) Reviewing most frequently the largest loans, beealefault on
these credit agreements could seriously affectbifuek's own
financial condition.

iv) Conducting more frequent reviews of troubled loangh the
frequency of review increasing as the problemsosumding any
particular loan increase.

V) Accelerating the loan review schedule if the ecoposiows
down or if the industries in which the bank has enadsubstantial
portion of its loans develop significant problems.

SELF-ASSESSMENT EXERCISE 2

Mention the issues involved in loan review anddtming of loans.
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3.3

331

Handling Problem L oan Situations

Common featur es of Problem L oans

There are some peculiar features which can be iassdavith problem
loans regarding funny behavior of the beneficiané<redit facilities.
Such characteristics are as identified below.

)
i)

ii)

Vi)

vii)

viii)

Vi)

34

Unusual delays in receiving promised financial mépoand
payments or in communicating with bank personnel.

Sudden changes in methods used by the loan begfito
charge depreciation, make pension plan contribsfioralue
inventories, account for taxes, or recognize income

In business loans, restructuring outstanding debglioninating
dividends, or experiencing a change in the custsmeredit
rating.

Unfavorable changes in the price of the borrowimg for the
beneficiary's stock in the capital market.

Losses in net earnings in one or more Yyears, edpea@s
measured by returns on the borrower's assets (R@Agguity
capital (ROE), or earnings before interest ands4&BIT).
Unfavorable changes in the borrower's capital stinec
(equity/debt ratio), liquidity (current ratio), activity levels (e.g.,
the ratio of sales to inventory).

Deviations of actual sales or cash flow from thpsgected when
the loan was requested.

Sudden and unexplained changes in deposit balanasgained
by the customer who is a loan beneficiary.

Procedurefor Handling Problem L oan

Always keep the goal of loan workouts firmly in mjrnwhich is
to maximize the bank's chances for the full recpaits funds.
There should be rapid detection and reporting of groblems
with a loan because delay often worsens a proldam $ituation.
Keep the loan workout responsibility separate frive lending
function to avoid possible conflicts of interest the officer in
charge of loans.

The workout specialists of the bank should alwagsfer with
the troubled customer quickly on possible optiGush as cutting
expenses, increasing cash flow, and improving mamagt
control.

Prepare for the contact by embarking on a prelimiaaalysis of
the problem; taking cognizance of its possible eauagnd any
special workout problems.

Develop a preliminary plan of action after deterimgthe bank’s
risk exposure and the adequacy of the loan docwansanth as
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any claims against the customer’s collateral othan that held
by the bank.

vii)  Estimate the quantum of resources that are avail&dn the
collection of the troubled loan; including the astied
liquidation values of assets and deposits.

viii)  Loan workout personnel should conduct some tax |digdtion
search to determine if the borrower has other whphligations.

iX) In the case of corporate borrowers, bank loan peedomust
evaluate the quality, competence, and integrity cofrrent
management and visit the site to assess the barsop®perty
and operations.

X) Bank workout professionals must consider all reabt:
alternatives relevant for cleaning up the troultsh; including
making a new, temporary agreement or helping th&ocoer
strengthen cash flows.

Making a new and temporary agreement arises whefo#n problems
seem to be short-lived in nature. The alternatpoa of finding ways
to improve customer’s cash-flow position in its cg®ns is also very
critical; hence it can be combined with the forrsategy.

Available ways of improving cash-flows include rethg expenses or
entering new markets or to infuse new capital thi® business. There
are other possibilities that include finding aduhital collateral, securing
endorsements or guarantees, reorganizing, mergingjudating the
firm, or filing a bankruptcy petition.

SELF-ASSESSMENT EXERCISE 3
Identify the viable ways of dealing with problenaiosituation.
40 CONCLUSON

You have learnt from this study unit that there ratevant considerations
in terms decisions on credit administration, whaeh critical in ensuring

the intended objective in lending such as secuhragnterest of the bank.
Such decision criteria are in the areas of establisthe credit policy,

assigning responsibilities in credit administratiime use of relationship
managers and analytical team. Some other decisianglso necessary,
and these are granting authority for loan approstlcturing of loan

facilities, and the applicable procedure for hamglliproblem loan

situations.
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50 SUMMARY

In this study unit, topics covered include thedaling:
Establishing Credit Policy

Decision on Responsibility in Credit Administration
Relationship Managers

Analytical Team

Credit Approval

Structuring and Documenting Loans

Handling Problem Loan Situations

Common features of Problem Loans

. Procedure for Handling Problem Loan

In the next study unit, you will be taken througdte tdiscussion on
criteria for lending decisions.

6.0 TUTOR-MARKED ASSIGNMENT

Mention the relevant ways through which the banks cdeal with
problem loan situations.
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1.0 INTRODUCTION

You would recall that, in the preceding study uwg discussed the issue
of decision criteria on credit administration. Tisgue under discussion in
this unit is an appendage of the preceding disonssihis is because
criteria on lending decision are critical in creditministration. There are
some critical issues that are involved in lendirgisions out of which the
operational position of a prospective loan benaficiis of paramount
consideration. Therefore, such critical issuestirgjao lending decisions

are identified and discussed in this study unit.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

list and discuss critical issues in lending deaisio

mention and explain factors affecting portfolicoaktion
discuss the relationship between collateral sgcant pricing
explain monitoring and relationship managemenénding
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3.0 MAIN CONTENT

3.1 Critical Issuesin Lending Decision

There are some critical issues that are taken aoignizance in the
process of taking decisions on lending. Such factare normally

applied in assigning the risk grade that is assignesach loan account.
This is diagrammatically portrayed by Figure 5.1obe

Risk grading of any loan account is primarily foed®n the probability of
default by the beneficiary. It implies that suckkriefers to the likelihood
of the beneficiary having insufficient cash flowneeet debt obligations.
The quality of collateral security offered is alano important part of
decision making. Basically, therefore, collateratigity is particularly

relevant in the context of probable loss arisiogrfidefault.

1 Management Capability

One important factor that affects the ability o€ theneficiary firm to
repay loan is the management capability of thenass. Therefore, the
commercial banks normally emphasize the importarafe the
management capability of the business applyindoi@n facility.

Such management capability is in turn influenced thg following
variables.

)] Experience

The argument is that the more experienced the nesnaigt of a given
business entity, the more favourably a bank wilbkloupon the
proposition. Therefore, in general terms, a youmgxperienced
management team potentially presents greater sk & management
team is made of older and more experienced managers

1)) Continuity

In relation to key person risk in management teanhank will be
interested in knowing that the existing managemeilit continue to
function for the duration of the loan term. Fortarxe, an owner who is
also the manager of a give business entity thappsoaching retirement
age may be of concern to the bank.

This arises if there is no succession plan thathigve instituted or
has been undertaken to ensure that the busindssowilnue as a going
concern subsequent to the retirement of the owreager.

2. Individual Characteristics

The commercial banks will be interested in the widlials who are
applying for loan facilities. Therefore, the banksll consider the
following issues.
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) Credit and Account History

The commercial banks normal consider individuaharacteristics to

assess whether such can be used to indicate tl#itigsor chance of

default or funds being used for inappropriate mgal activities by the

beneficiaries. The relevant applicant charactedstould include, but
may not be limited to, credit ratings of the indivals, the performance
of his account in the past and his personal bebavio

i) Key Person Risk

In any business entity, there are some employeagndrwhich the
operations of the entity revolve. This is due teithpersonal skills,
business connections, and key positions they octuthe entity.
Therefore, the importance of such persons to tbeganisations is
another potential consideration. Basically, keysparrisk tends to be
more of an issue where the individual has spetiakdls and or is
critical to the relationship with clients.

In most cases, the issue of ethnicity and gender rat critical
characteristics that are taken into account initenpdecisions. Hence,
such factors are not relevant in the consideratainindividual
characteristics.

3. Perfor mance History

This consideration has to do with past performanicthe entity that is
prospecting for a loan facility. Therefore, the kargive favourable
consideration to those business entities with goazk records, and strong
financial performance. Such financial performargcearmally reflected in
iIncome statement and balance sheet of a firm.

The size of the business entity, as an entity-§ipedharacteristic, may
not counter as a factor for consideration. Tractoreé and financial
performance counter more than the size of an entity

Nevertheless, if the small size of an entity iselection of a lack of
track record, experience or capital, this couldeetffthe price, or
availability of loan finance with which to run thaperations of the
business..
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Figure5.1: Critical Factors|nfluencing L ending Decisions
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4. Geographical Risk

The geographical location of the business entitgkisg for a loan
facility can also be one of the factors consideasdpart of a loan
application. The essence of this factor can beagx@tl as follows.

) Location Specific Risk

The location of a business is considered in relatothe fact that some
banks can limit their exposure to residential priypen certain areas for
those that would prefer landed property as cobdtsecurity. Basically,
the value and marketability of residential propadiffers substantially
between urban centres and small rural areas.

The implication of this is that the quality of catiéral security in relation

to landed or residential property in small ruradas would definitely be
considerably less than the landed property thiat isban centre.
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Ii) Geographically Specific Risks

Basically, there are risks that are associated witlpeographical area
such as low population bases, flood-prone areaadhguake fault-line
area. All these considerations may be taken intow@aat if any of such
risk can impact on the entity applying for the loan

In spite of all these considerations, the commerdanks are
predisposed to neglect such considerations onidaesisn loan facility.
Therefore, there may there is no material diffeeeimcpricing between
regions. Hence, the policies regarding requiremeorissecurity of
business operations and by implication, the sadétunds loaned out to
customers, are generally the same irrespectivecatibn.

5. Level of Exposure

The level of exposure of the funds of the banksddp on the size of the
beneficiary company, the geographical area whexecéimpany operates,
the industry in which the company operates antyjits of business in form
of goods and services it produces.

Therefore, the commercial banks, offering large amaf loans, may
put more time and resource into understanding #dbare of the business
benefiting from the loan facility and associatesksi This is because the
size of the loan directly impacts the exposurebiduek faces.

6. Industry Risks

There are some risks associated with the variodsistnies in the
economy. Such elements of risk are of varying degjeecording to the
sectors like the agriculture sector, property Sectervice sector,
manufacturing sector, mining sector, and petrolamch gas sector.

Basically, most of the commercial banks refer t® #gricultural sector
as the most risky which is closely followed by tlveperty development
as a high-risk sector in the economy. In the soéleonsideration, the
petroleum and gas sector is the most lucrativestrgun the economy,
and therefore, most preferred by the commerciakdan

In identifying high risk sectors, the commerciahks normally indicate
that loan terms and conditions might be more sémgThe hurdle for
approving a loan facility for companies in thesetses is, therefore, set
at a higher level.

The number of high risk sectors in the considemattd the banks,
nevertheless, varies considerably. The extent tehwtine list applies to
any one sector also depends on the market positidnstrategy of that
bank.
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Some other sectors in advanced economies can bifie particularly
in medium and small enterprises, and these indlueléollowing.

) Firms operating in the social sector, e.g., resnds schools,
churches, non-government organizations, communigset
organizations, etc. The banks may reckon thatharsler to close
down this type of entities.

i) Firms with low margins and/or high failure rateg.e.logging
companies, contracting companies, small serviceostg small
transport companies, small cafes and country paibs,

1)) Firms of specialist nature in operations such asingi of
minerals where the banks do not have the specpdistonnel or
expertise in its operations to understand the riskslved.

Ilv)  Firms involved in a range of other sectors whiclclude
information technology and fishing because thecutiar nature
of operations.

V) Firms operating in prohibited sectors such as tlopsgating cafes
for people of easy virtues and those dispensingilpited drugs
like marijuana and cocaine, etc.

vi)  Firms that engage in dubious operations that cqmeith dubious
propositions.

In most cases, some commercial banks normally fatewuidelines
that specifically prohibited lending to certain ustkies, which are
classified as high risk. In general, such bankslavindicate that each
case would be evaluated on its merits.

Those that are regarded as higher risk may ustralhglate into higher
margins for some businesses such as the small addim enterprises
in their operations. Therefore, this scenario imsanost cases means a
decline of loan facilities to such entities.

The commercial banks do not also lend to dubiooggsitions for loan
facilities. Such propositions might be regardedhm® commercial banks
as having some connection to money laundering, amdsweapons, or
political agendas. Therefore, the baks would natdléunds for such
undertakings.

SELF -SSESSMENT EXERCISE 1

Mention and explain the critical issues involvedending decisions.
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3.2 Decisionson Portfolio Allocations
3.2.1 Sectorsof the Economy

The commercial banks normally have policy on alliecaof funds to

various sector of the economy as required by thex dg@ank. This is
regardless of the fact that some sectors are amesidisky by the banks
as discussed in the preceding section.

Therefore, the banks would place limits on the mixtef lending to

business entities on the bases of certain critgriactors such as sector,

industry, geographic location, urban areas, rueds agriculture, mining,

transport, information technology, nature of prdduetc.

Some banks may not have restrictions on the maxirproportion of

the total loan portfolio by value that can be allied to certain

industries particularly the petroleum and ICT sextof the economy.

Therefore, the volume of lending to such industrresy be greater that

other sectors’ allocations.

There are factors that appear to contribute toldbk of any portfolio

limitations and these include the following.

. The fact that in lending to petroleum and ICT sextbanks are
lending to lucrative sectors which would help them
diversifying their risk.

. In aggregate, the value of lending to such secatoesrelatively
small proportion of the total loan book, but vergfiiable.

. The issue of default by such companies may not drecause
they operate in fast moving industries.

. Lending to some industries such as commercial aigmie and

mining companies which may be owned by large cataor
entities may have considerable ramifications fomgioeral
economies and by extension, the national economy.

3.2.2 Availablelnformation

Quality of information being made available parzly by the small

and medium enterprises may impact on the decisiompprove or

decline a loan application, and potentially wiltesit the pricing and the
magnitude of facility granted.

The quality of information required by commerciahnis normally
centre on the following areas.

. History of business, if already in existence.

. Past/projected financial statements (preferablytedid
. Production and cash budgets.

. Cash flow forecasts.

. Information/background on key individuals.
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The supply arrangements.

Market and customer base.

Details of trade terms.

Capital assets of the business.

Business plans or strategy for operations.

Industry analysis.

Information on bank accounts for reference checks.

There is the concern by commercial banks that thelity of
information being supplied by customers varies sroasly despite the
availability of prepared forms for such informatio®enerally, the
information required for loan decisions concern poghensive financial
statements, forecasts, strategies and business. plather pieces of
information are those that may be necessary witiclwto take decision
on loan facility.

Some banks may make use of the relationship man&gevork with the
customers to get information, and in some instamaésdirect them to
seek professional advice from accountants, finamdsisors or various
agencies, whose expertise and professional experiemill be of
tremendous value in supplying the necessary infooma

3.2.3 Grading of Loans

Risk grading and security are two important factbed determine pricing
of loans and the allocation of funds. The assigrirémentities to a risk

grade is made in relation to the probability ofaddf, that is, ability of

borrower to meet debt obligations. The securityugasss a major

consideration in the determination of loss on defaecause the collateral
security serves as a safety valve.

The allocation of funds for loan facility is largehffected by both the
probability of default and probable or expectedslos default. Such
factors also have a major bearing on the pricinghef loan. Some
commercial banks do combine the security qualiicator with the

risk assessment grade to generate a single risle gra

The grading system that has been used for anatyssudy Unit 2 is

replicated herein for more understanding in thialysis. See Figure 5.2
below.
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Figureb5.2: Grading and Classification of L oan Facilities

Grade Classification of Loan

A Top Grade L oan:-

These are loans that are secured and repayablevasea due by the
beneficiaries; because of the performance of thepamies based on
market fundamentals.

B Good L oans:-

These are loans that are expected to perform witeau of defaults by the
companies as a result of their (beneficiaries'ylitriéty.

C Marginal Loans:.-

These are loans that are being taken for the sp@alpurposes such as
the funds for use in purchasing shares and stobkir Trepayment is
subject to performance of the capital market.

D Doubtful L oans:-

These are loans for which their repayment by theefearies is
uncertain due to the fact that such funds will lsedufor restructuring
and re-engineering of failing corporate giants.

E Likely Bad L oans:-

These are loans for which their repayment by theebeiaries is
practically uncertain because the companies ornbkassi entities for
which the funds are secured are technically insalve

The above grading of loans and advances is bas#dteaiements of risk
inherent in them and also on the security issuesspect of the facilities.
This approach requires that consideration be gwamedit scoring by the
credit managers. Nevertheless, various commeraalkd may have
different techniques for assessing risk.

3.24 Risk Grading

Some banks do assign risk grades to each bengfiofaa loan facility

borrower on their books. The concepts, purposeagmdication of the
grading systems may be comparable for all of thkaising them. The
systems may be applicable to all customers, nosglected ones.

The diagram in Figure 5.3 below is used to illustran a general
approach the concept of the risk grading systemiscdin be used by the
banks. The actual number of grades employed by éack varies.
Some of the banks could have more than six gradé$, more
categories being used for small and medium entaprand the loan
accounts that may be considered higher risk acsount
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Figure5.3: Risk Grading System for Loan Accounts

n CORPORATE SMEMAYERAGE CONCERN

fad =

Avsraie SWE
Grade

R ;o comontes or Ciedi Rated Entdkes
[ Gieual provios for SME:

I - ccounts with concems fcan be ¢her SHIE S or Cororste)

Source: Fraser, D. R., Gup, B. E. and Kolari, J.(¥895). Commercial
Banking: The

Management of Risk, Minneapolis/St Andrew: Westdtablishing
Company, p.67.

Taking the case of companies, higher grades arergignassigned to
larger corporate organizations or blue chip ertitla related terms, it is
feasible that very high quality small and mediuntegorises could be
assigned a higher grade.

For the categories of Grade A or B, the followinta@cteristics are
discernible in relation to the corporate entitiea@erned:

. strong and sustainable cash flow;

. very strong and accountable management;

good reporting and information systems; and

credit ratings/proven debt servicing record.

For the categories of Grade C, the following chimastics are
discernible in relation to the corporate entitiea@erned:

. good cash flow/strong business;

. strong management capability;

good debt servicing history (if available); and

good account history (if available).

For the categories of Grade D, the following chtmastics are
discernible in relation to the corporate entitiea@erned:

. adequate but not exceptional financial performance;

. reasonable management capability;

good debt servicing history (if available); and

good account history (if available).
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For the categories of Grade E, the following chim@stics are
discernible in relation to the corporate entitiea@erned:

. Breach of financial covenants.

. Poor financial performance.

. Poor industry performance.

. Account conduct, e.g., excessive use of overdaailitfy.

Pressure on entity from third parties.

High level of gearing in operations.

. Exception reviews that can produce exception reparen a
borrower's activity is unusual, such as exceedwveydraft limits,
defaulting on payments.

Exception reviews are normally based on quarterghalvioural

assessments. Automated behavioural systems araefridg used by
commercial banks to monitor account activity oregutar basis usually
guarterly as has been pointed out.

In most cases an existing borrower can be downgrémlan "E" grade,

and the implication is that there is cause for eonover the account or
the performance of the loan facility. Neverthelessch a downgrade
may only be taken as a precautionary measure.

The overall implication for the entity being dowaded is in relation to

the following considerations:

. The account is placed under the control of thetioglahip
manager, unless the account is overly complex posxe level
Is sufficient to require credit management involegin

. Account review or monitoring is undertaken morejtrently.

. Discussions would be undertaken with the beneficiarorder
for him to understand the issues involved, and sssody,
finding some strategies for improvement.

A situation arises when a borrower, in respect loictv there are serious
concerns over his loan account, will be assignetFaigrade. The usual
causes of this downgrade are similar to those ssgaised in "E" grade,
but they tend to be more serious in nature. Forattemunts which are
downgraded to an "F" category, the bank takesdhewing actions:

. The account is transferred to the credit managetaant.

. The customer is interviewed to ascertain reasonddtault, and
to find ways to avoid an exit strategy being emphhy

. In the case of rehabilitation a strategy is devetbpetween the
customer and the bank.

. Detailed budgets, forecasts and cash flows woulddogiired

from the customer, along with ongoing managemeco@aats and
variance reports.
. The level of monitoring is intensified.
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. Interest on loans could be suspended to assididitewer in the
short term.

. Professional advice may be required to assistdh@Wwer.

. Investigating accountants may be called in by thakbwith
which to assess the reality of the situation famgthe borrower.

. In the case of an exit strategy that might be abrg®on, there

would be asset sales, receivership or liquidation.

The above actions by the banks on the weak accoohtéoan
beneficiaries are imperative so that they wouldiguagainst their funds
which have been invested in such loan facilities.

3.25 Collateral Security

There would be notable differences between the stypie collateral
security that will be accepted by the various comumaé banks. The
banks are very much concerned about the recovettyeaf funds in the
case of defaults.

There are some important points about the issusoliditeral security.
Such considerations are as highlighted below.

Residential property constitutes a predominant fofrsecurity for loans
being granted to small and medium enterprises. Modte banks favour
lending against property such as commercial analeesal buildings

because, in the case of loan repayment defautantbe easily sold in
order to realise value and does not depreciataluey

The preference for property as collateral secusitgemonstrated by the
fact that the operations of small and medium enisgp can easily fail
and such business entities are in most cases dicthby their owners
or are mainly family business.

The commercial banks may have policies that favbaracceptance of
other forms of collateral security. Nevertheleg® proportion of loans
for small and medium enterprises with property alateral security is
normally very high.

Some commercial may have regulations which mayifgptat lending
over residential property is the most cost effectption for loans being
given to small and medium enterprises. The pricd witen be
determined without regard for the credit gradingigised. The margins
in housing property-backed loans are regarded iag lvery reasonable.
The small and medium enterprises may be made te@ae premium
on the loan facilities granted to them in the evérat such lending
facilities are not in the form of home mortgagegbidrs and stock are
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not normally favoured as collateral security. I tvent that debtors
and stock are accepted as collateral securitypdiiey is that they are
usually heavily discounted.

Some commercial banks are not favourably dispasedrds lending on
the basis of debentures. This is because whenmesdo executing a
debenture, it is reckoned that there are costswiilhtoe involved in
realising value. The problems inherent in debestimelude collecting
payments from debtors, selling stock, competingn@daagainst the
residual value of the entity and the value realiseth company assets
may be lower than their book value.

There are still some loan facilities which can banged without any

collateral backing particularly in the case of dmahd medium

enterprises but they are negligible. In such instan guarantors are
being demanded too sign up for the security offtimels so that their
repayments can be assured.

In respect of the very small proportion of loans $mall and medium
enterprises that are unsecured, a number of cleastts must be
present, and they are as highlighted below:
. Very strong cash flow position
. Profitable trading history
Good relationship with bank
Strong managerial capacity
Quality financial information
Strong financial position
Guaranteed future sales
Good viability assessments
Personal guarantees and covenants.

The usual practice is for the banks to assign ggaymality indicator to
a borrower offering collateral security, which iasled on the value of
the security in relation to the value of the lodrhe indicator for
collateral security is influential in setting logerms such amount of
loan, duration, and interest charges, etc.

SELF-ASSESSMENT EXERCISE 2

Mention and explain the factors that influence sieci on portfolio
allocation in lending.
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3.3 Reationship Between Collateral Security and Pricing 1.
Cash Flow Consideration

The usual practice is that commercial banks nogmaguire adequate
levels of cash flow and security to ensure thatrigieof default and loss
on default is considerably minimized.

All considered, there seems to be an element aletcdf between
security and cash flow. Ideally, while all banksulbprefer strength in
both cash flow and asset backing, there is paaibulan exception in
the case of the loans to the small and medium @ndges. While the
requirement for security is strong in one dimensibtends to lower the
extent to which reliance is placed on the cash.flow

In cases where a loan application is granted andeloared against a
landed property such as a house which has valwe tihe value of the
loan, the emphasis on cash flow can be lessene@rtNeless, in practical
situation there is no bank that will lend if thasepoor cash flow in
operations of a business entity applying for tlanltacility.

In related terms, all commercial banks make it gsokcy to lend at
lower levels of security provided that the cashwflposition of the
beneficiary business is particularly strong. Therk be assurance that
the repayment will be made as at when due at gtane of strong cash
inflows from operations.

There may be variations among the banks in termghefdefinition,
number and allocation of the lending grades, bunmarable risk
characteristics are normally utilized. Furthermoadl, the banks are
bound to place heavy reliance on having reasonsiegces of loan
repayment.

2. Interest Rate Charges

The commercial banks normally base their pricingimerest rate
charges primarily on risk grade, which is adjustadthe level and
quality of collateral security being pledged inpest of the facility. The
risk grades used by the banks, as pointed outeeadire normally
correlated to statistical data available to thekbanvhich is used to
estimate the probability of default and likely lass default.
Nevertheless, due to bank-customer relationship andtpetitive
reasons, it is quite feasible that two companiesasporate entities in
the same risk grade with equivalent facilities aotlateral security may
pay different interest rates. By the same tokercamsideration, two
corporate entities with different risk grades may ghe same rate of
interest.
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There could be some variation regarding interdstsrand margins with
respect to the nature of business and peculiassigenerally and with
respect to loan type and nature of security. Tloeegfthe variation can
arise because of the consideration for the promotd small and
medium enterprises and peculiar regulation of gexaank on loans
and advances for favoured sectors of the economy.

The various commercial banks may use different oulogies for
pricing which are consistent with their businessitsgies. In general
terms, interest charges are combinations of fedsvaargins in terms of
the interest rate charges. In related terms:

. fees are normally charged to cover the costs ierduby the
banks for establishing and servicing loan factitiand
. margins are normally charged by the banks to psoval

commensurate return based on the risk inheremhieifobn and the
cost of capital faced by banks.

The cost of capital reflects the cost of financihg banks’ deposit
liabilities. In respect of small businesses, theksamay likely charge a
uniform rate of interest with little or no variatiaon interest rate between
micro-business customers).

A number of banks use a matrix in terms of methoghpl by setting out
risk and security, as well as customer need orymotype to ascertain
an appropriate base for interest charges. And dldgustments are made
to reflect the relative risk of the business entifhis may increase or
decrease the base pricing. The relationship masagerredit managers
may be granted some discretion to change intehegsges as necessary.
There may be consideration by the banks that tlsi-reward
relationship in respect of the small and mediunergamises is attractive
for loan facilities due to the following reasons.

. The profitability of the small and medium enterprisector is
perceived to be higher than personal banking.

. Lending to the small and medium enterprises masebarded as
the most profitable sector for the banks.

. The small and medium enterprise market may havgheehrisk of

default, but it has a lower loss on default, andrdfore, it is
normally priced accordingly.

In terms of lending generally to the small and medienterprises, the
factors considered for charging interest ratesushe] inherent risk
element, competitive pressures, target return amyeduture potential,
level of patronage of products, and governmentlatiguns.

) Competitive Pressures
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These constitute a potent influence on marginss Tdan affect the
margins of the banks and therefore, tends to etbeéerisk-return
relationship, notwithstanding the profitability leihding to the small and
medium enterprise sector. The banks may considerfdbt that the
industry is highly volatile but they tend to be ultwg to lose a
customer primarily due to price.

i) Target Return on Equity

This factor is a high level consideration in sejtimterest charges.
Nevertheless, other factors are more important oasg-by-case basis.
The target margins are normally used to ensuredésred level of
profitability is achieved by the bank. Neverthe|dsanks tend to match
rates or negotiate charges to win new businessjase importantly to
attempt to retain business under threat from coimgp&ianks.

i)  Future Potential Earnings

The future earning potential of businesses is @&idenation when banks
price facilities in terms of charging interest aamhs. For a small and
medium enterprise with good growth prospects, akhaay provide

loans at discounted rates or margins, in orderemur® a long-term
profitable customer. This is considered to be heraffor both the

business and the bank; the SME can access the &tivdsy competitive
rates to enable its growth, and the bank secupesfaable client.

Iv)  Leve of Cross Subsidization

This factor is also important in charging interest loan facility. The
consideration encompasses the fees received frentuktomer from
other accounts held within the bank. Certain baris/e more
sophisticated pricing models that are based orottegall relationship
profitability, rather than individual product prtbility.

V) Gover nment Regulation

This factor is also very important in charging ne& on loan facilities
for the small and medium enterprises. The commledoganks are
normally under pressure to charge interest ratsate in line with the
regulation from the apex bank regarding the appatprate to charge
for loans for SMEs.

SELF-ASSESSMENT EXERCISE 3

List and explain the factors that influence chaggof interest rate on
lending to small

and medium enterprises.

34 Monitoring and Relationship M anagement
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It is always necessary that once the decision Bas made by the credit
manager to approve a loan, the bank will maintam angoing
relationship with the customer. This is importaoivards securing the
interest of the bank and profitable use of the furslich responsibility
involves monitoring and maintaining constant relaship with the loan
beneficiaries.

1 Monitoring of L oan Accounts

The nature and frequency of ongoing monitoringhaf behavior of the
loan beneficiary depends on a number of factors siscidentified and
explained below:

) Account Conduct

This is in the areas of overdraft usage, cash wdl@and outflows,
number of transactions. In the event of unusualdaot) a bank may
monitor an account more closely.

i) Risk Level

This is in reference to the small and medium eniszpitself, the
industry and the economy in general. Basically,abesideration is that
the higher the risk assessments, the higher tle¢ ¢éymonitoring.

i)  Borrower Preferences

The borrower may dictate the form and frequencyaitact with the
bank officials or relationship manager. In thisaeh some borrowers
may prefer a lot of contact, whereas others deagelittle as few
contacts or the number of possible contacts.

Iv)  Borrower Needs

The contacts may be based on the need for furtleéities and or facility
restructuring such loan workout between the borraamel the bank. This
has the potential of having tremendous impact endiiel of monitoring
required by bank officials.

In the event that the account does not exhibitsagiys of adverse trends
or exceptional trends, it will only be subjectedan annual review.
Normally, the annual review focuses on considenatguch as follows:

3 movements in balance sheet items;

. cash flow position of the business;

. analysis of audited financial reports;

. assessment of the business trends; and
. mutual discussions with the borrower.

Many commercial banks may desire to install antisetian automated
behavioural system that can identify when accoontact changes for
the worse. This is considered useful in providiraglye warning of
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impending cash flow or profitability problems. Acdngly, a
relationship manager can tell up to three monthmadhf an account
may be having issues. In a situation where suctesysare in place,
many accounts will only be reviewed when exceptiocsur.

In the event that an account gets into considerdiffeulty, then the
banks will follow procedures along the lines owhinin the risk grading
as discussed earlier in this Study Unit. Monitorimgy then occur as
frequently as once a month for such problem account

In a situation when a customer is downgraded belaertain level as a
result of the bank becoming concerned with the sdvé&rends affecting
the customer, the account may be transferred toreditcor asset
management team. This team is normally expected/dk with the
customer to determine a strategy for rehabilitatmnif rehabilitation is
not considered feasible, then an exit strategy bellformulated by the
bank and normally executed with minimum delay.

2. Relationship Management

In a situation where the use of relationship marsegeconsidered ideal
in the case of dealing particularly with the smalhd medium
enterprises, the banks will place more resourceghat customer
interface level in order to make the relationsHipative. This may call
for the use of increasing number of employees rhdaranch of the
bank.

The number of customers which will be assignechdovidual relationship
managers will have to be determined in order toanhk&ir work effective.
The use of relationship management is particulemiyortant in dealing
with customers in the small and medium enterprisetas of the
economy.

Basically, the relationship managers are specalgith specialize

knowledge in specific areas within the bank opersi These

individuals would have a greater understanding lo¢ tisks and

technical aspects of particular industries or migrlesd services. Such
specialist areas include international trade, iasce, payment services,
investments, property finance, as well as speuificstry sub-sectors.

SELF-ASSESSMENT EXERCISE 4

Identify and explain the considerations in monrigrof loan facilities.
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40 CONCLUSON

You have learnt from this study unit that there emgcal issues which
are considered in lending decisions. These issues &5 management
capability, individual characteristics, performartastory, geographical
risk, level of exposure, and industry risks areeaial towards ensuring
that the funds of the bank are not lost in the @sscof lending. Some
factors are normally taken into consideration istfpbo allocation.
Such factors which include sectors of the economyailable
information, risk grading and security, risk graglinand collateral
security are important in safeguarding the fundstled bank. The
commercial banks normally charges interest on loand advances
based on factors such as competitive pressuragnren equity, and
government regulation, among others. Monitoring aethtionship
management are critical towards keeping the loarefii@aries on their
toes towards regular repayment of loans grantem.the
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Critical Issues in Lending Decision

Decisions on Portfolio Allocations

Sectors of The Economy

Available Information

Grading of Loans

Risk Grading

Collateral Security

Relationship between Collateral Security and Pgicin
Monitoring and Relationship Management
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1.0 INTRODUCTION

You would recall that, in the preceding study umve discussed the
criteria for lending decisions in terms of the resagy which must be put
in place to avoid unfavourable situations that @gct the interest of the
banks. In spite of such measures, some loan bemefg may still default
while some accounts can become distressed. All réiglires some
workout situations whereby the banks will have toamge for loan
restructuring and the use of other workout optioibkerefore, the
discussion in this study unit is focused on idgmig and explaining such
loan workout options that are available for hargllidistressed loan
facilities.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

discuss the framework for loan workout programme
explain the nature of loan workout arrangements

list and discuss critical considerations in loarmkeat situations
identify and explain loan workout options.

3.0 MAIN CONTENT
3.1 Framework For Loan Workout Programme
The normal practice is that for any organizatidoaktion to succeed the

management has to institute an operational steidhwards it effective
implementation.
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A bank's structure for management practices of wamg and
restructuring loans is normally recommended to pera@priate for the
complexity and nature of its lending activity. Fa@tmore, the operations
in restructuring and renewal should be consisteth safe and sound
lending practices and relevant regulatory repontagglirements.

In general terms, the framework for loan renewadl aestructuring
should be formulated to take into consideration eospecific
requirements. Therefore, the framework should &tk following:

1. Management infrastructure to identify, control, andnage the
volume and complexity of the workout activity
2. Documentation standards to verify the borrower’saficial

condition and collateral values.

3. Adequacy of management information systems andrnate
controls to identify and track loan performance ansk,
including concentration risk

4. Management's responsibility to ensure that the lsggry reports
of the bank are consistent with regulatory repgrti@quirements
and supervisory guidance

5. Formulation of appropriate and effective loan ailiEn
procedures.

6. Adherence to statutory, regulatory and internadlileg limits.

7. Collateral administration to ensure proper lienf@etron of the
bank’s collateral interests for both real and peas@roperty.

8. The use of continuous credit review, which shouddirstituted

by the bank so as to keep abreast of beneficiggyraent.
SELF-ASSESSMENT EXERCISE 1

What are the specific requirements to be considaregistablishing a
framework for a loan workout programme?

3.2 Natureof Loan Workout Arrangements

Loan workouts can take many forms, including a weleor extension
of loan terms, extension of additional credit, oreatructuring with or
without concessions by the bank.

A renewal or restructuring of loan is normally dggd with the intent
of improving the borrower’s prospects for repaymehtrincipal and
interest and be consistent with sound banking, rsigmey, and
accounting practices.
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Banks normally consider loan workouts after analgza borrower’s
repayment capacity, evaluating the support provioeduarantors, and
assessing the value of the collateral pledged erdébt. Loan workout
arrangements are normally designed to help endumé the bank
maximizes its recovery potential.

Furthermore, the renewed or restructured loansotootvers who have
the ability to repay their debts under reasonalbeified terms are not
normally made subject to adverse classificationis ik because the
value of the underlying collateral might have deetl to an amount that
Is less than the loan balance.

While banks may enter into restructurings with barers that result in
an adverse classification, a bank will not be @zttd for engaging in
loan workout arrangements so long as managemendrhappropriate
workout policy.

The considerations are that:

. such a prudent workout policy is the type that Eshes
appropriate loan terms and amortization schedules;

. it also permits the bank to modify the workout plasustained
repayment performance is not demonstrated or ia@vhl values
do not stabilize;

. a well-conceived and prudent workout plan for adividual
credit should be the type that analyzes the curferancial
information on the borrower or guarantor; and

. it should also supports the ultimate collectionpoincipal and
interest charges on the loan facility.

The essential elements of a workout plan that & lweommally adopts

include:

) updated and comprehensive financial information the
borrower, the project for the funds, and any guiaman

i) current valuations of the collateral supporting tban and the
workout plan;

1)) analysis and determination of appropriate loancstine (e.g.,
term and amortization schedule), curtailment, cams, or re-
margining requirements;

Iv)  appropriate legal documentation for any changésaio terms;

V) an analysis of the borrower’s debt service thdects a realistic
projection of the borrower’s and guarantor’s exgsns

vi)  the ability to monitor the ongoing performance ¢ tborrower
and guarantor under the terms of the workout;

vii)  an internal loan grading system that accurately @nsistently
reflects the risk in the workout arrangement; and

viil) it covers estimated credit losses in the restredtlman.
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The restructuring of a loan or any other debt uregnt should be
undertaken in ways as to achieve the following:

. Improve the likelihood that the credit will be reghan full under
the modified terms in accordance with a reasonadbayment
schedule.

. All restructured loans should be evaluated to deitez whether
the loan should be reported as adverse.

. A restructured loan is considered adverse whenbtrek, for

economic or legal reasons related to a borrowenantial
difficulties, grants a concession to the borrowemodifying or
renewing a loan that will not be considered.

For this determination, the bank would have assesgkether the
borrower is experiencing financial difficulties.

In other situations, modification of various loanmhs and other workout
possibilities might provide the means for the inwes and lender to
salvage more of their investment and minimize tihegpective losses.
The workout might include an interest rate redugtiamortization
schedule adjustment and, in rare cases, a forb=aran principal
reduction.

SELF-ASSESSMENT EXERCISE 2

Mention the essential elements of a workout plat & bank normally
adopts.

3.3 Critical Considerationsin Loan Wor kout

SITUATIONS 1. Evaluating Guar antees

The support provided by guarantees for loan faslits a consideration in
determining the credit classification for a workolihe presence of a
guarantee from a financially responsible guaramt@y improve the
prospects for repayment of the debt obligation.

The guarantee may be sufficient to preclude ciaasibn or reduce the

severity of classification. The attributes of aafucially responsible

guarantor include the following:

. The guarantor has both the financial capacity anihgness to
provide support for the credit through ongoing pawis or
curtailments.

. The guarantee is adequate to provide support foayraent of
the indebtedness, in whole or in part, during #amaining loan
term.
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. The guarantee is written and legally enforceabléclitan be
appropriated by the bank for recovering of the oan

Therefore, the banks should have sufficient infdroma on the
guarantor’s global financial condition, income, ulidity, cash flow,
contingent liabilities, and other relevant fact@reluding credit ratings,
when available) to demonstrate the guarantor'snfired capacity to
fulfill the obligation.

This assessment by the banks includes considermaitithre total number
and amount of guarantees currently extended byasagtor in order to
assess whether the guarantor has the financialcitapa fulfill the
contingent claims that exist.

The banks should also consider whether a guardr@srdemonstrated
its willingness to fulfill all current and previousbligations, has
sufficient economic incentive, and has a signiftcenvestment in the
project.

Another important consideration will be to assesgetier previously
required performance under guarantees has beentapfuor it results
from legal or other actions by the bank to enfdaheeguarantee.

2. Assessing Values of Collateral

The collateral serves as the primary sources of tepayment decline.
Nevertheless, the importance of the collateralbievaas a secondary
repayment source increases in analyzing creditamsk developing an
appropriate workout plan.

The bank should take appropriate steps for revigwunrrent collateral
valuations. This involves an appraisal or evaluatiowards ensuring
that their assumptions and conclusions are reatanab

Further, the bank should have policies and proedtivat dictate when
collateral valuations should be updated as paritsofongoing credit
review, as market conditions change, or a borraesv@mancial condition
deteriorates.

In the event that project loans are involved inakout situation, a new
or updated appraisal or evaluation, as approprigt®uld address
current project plans and market conditions thatewsnsidered in the
development of the workout plan.

For the consideration in a workout for a projedris, the assessment

should include whether there has been materialrideaiion in the
following factors:
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. the performance of the project;

. conditions for the geographic market and propetet

. variances between actual conditions and originapraagal
assumptions;

. changes in project specifications;

. loss of a significant lease or a take-out commitremd

. increases in pre-sales fallout.

A new appraisal may not be necessary in instandesavan internal
evaluation by the bank appropriately updates thgimal appraisal
assumptions to reflect current market conditiongl grovides an
estimate of the collateral’s fair value for impaam analysis.

The market value in a collateral valuation and tae value in an
impairment analysis are based on similar valuatiooncepts.
Nevertheless, the market valuation may differ fribra collateral’s fair
value for regulatory reporting purposes.

For instance, differences may result if the mankaue and the fair
value estimates are determined as of differentsdatethe fair value
estimate reflects different assumptions than thosethe market
valuation. Such situations may occur as a resulthainges in market
conditions and property use.

The documentation on the collateral’s market valieuld demonstrate
a full understanding of the property’s current astter relevant risk
factors affecting value. The banks should use tharket value

conclusion and not the fair value that correspaidhe workout plan
and the loan commitment. The bank may intend tokweith the

borrower to get a project to stabilized occupancy.

In such consideration, the bank can consider thalgted market value
in its collateral assessment for credit risk grgdafter reviewing the
reasonableness of the appraisal’'s assumptions amttlusions.

Conversely, if the bank intends to foreclose, theshould use the fair
value of the property in its current condition ig collateral assessment.

3. L oan Perfor mance Assessment

The main approach to loan performance is based ap@assessment as
to whether the borrower is contractually current ahprincipal and
interest payments. In many cases, this perspediwfficient for a
particular credit relationship and accurately @y$r the status of the
loan.
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In the case of project loan, the development ptapeay stall for any
number of reasons and management fails to evatloateollectibility of
the loan, interest income will continue to be reuagd from the initial
interest reserve and capitalized into the loanrza#aeven though the
project is not generating sufficient cash flowsepay the principal.

In such cases, the loan will be contractually aurgue to the interest
payments being funded from the reserve, but thayrepnt of principal
may be in jeopardy, especially when expected leasesales have not
occurred as projected and property values havepdbpelow the market
value reported in the original collateral valuatidn these situations,
adverse classification of the loan may be apprtgoria

4. Classification of Renewals of Maturing L oans

Loans to commercial borrowers can have short ntegsirincluding short-
term working capital loans to businesses, and patstwans, among
others. Many borrowers whose loans mature in thisthaf an economic
crisis have difficulty obtaining short-term finangior adequate sources of
long-term credit due to deterioration in collatexa@lues despite their
current ability to service the debt.

In such cases, the banks may determine that thé¢ appsopriate and
prudent course is to restructure or renew loansxisting borrowers
who have demonstrated an ability to pay their ddhtswho may not be
in a position, at the time of the loan’s maturityg, obtain long-term
financing.

Restructured workout loans typically present awvadksd level of credit
risk as the borrowers are not able to perform atingrto the original
contractual terms. The assessment of each credticshtherefore, be
based upon the fundamental characteristics affgtiia collectibility of
the particular credit.

In general, renewals or restructurings of matutosns to commercial
borrowers who have the ability to repay on reastentdyms will not be
subject to adverse classification, but should lentified in the bank’s
internal credit grading system and may warranteclosnitoring.
Nevertheless, adverse classification of a restradtdoan would be
appropriate, in the event that after the restrungyr well-defined
weaknesses exist that jeopardize the orderly repaymof the loan in
accordance with reasonable modified terms
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5. Classification of Restructured L oanswith Char ge-off

A situation may arise that based on considerati@il oelevant factors, an

assessment may indicate that a credit has wehetbfiveaknesses that
jeopardize collection in full and may result inatml charge-off as part of
a restructuring.

When well-defined weaknesses exist, and a patiaige-off has been
taken, the remaining recorded balance for theuesitred loan generally
should be classified as being substandard. A mevers classification
than substandard for the remaining recorded balawoald be

appropriate if the loss exposure cannot be reaspdakermined.

The above situations may occur where significask exposures are
perceived, such as a borrower’s bankruptcy or a tmdlateralized by a
property subject to environmental hazards. A restining may involve

a multiple note structure in which, for exampletraubled loan is

restructured into two notes.

The banks may separate a portion of the currestanding debt into a
new legally enforceable note (that is, the firstendhat is reasonably
assured of repayment and performance accordingutteptly modified

terms. This note may be placed back on accrualistat certain

situations. In returning the loan to accrual stasisstained historical
payment performance for a reasonable time priothéo restructuring
may be taken into account.

The portion of the loan that is not reasonably esbof repayment (that
Is, the second note) should be adversely classdreti charged-off as
appropriate. In contrast, the loan should remaibemlaced on non-
accrual status if the bank lender does not spétldan into separate
notes, but internally recognizes a partial charfjefopartial charge-off
would indicate that the bank does not expect fapayment of the
amounts contractually due.

6. L oan Restructuring and I nterest Accrual

In the case of a restructured loan that is nodlyen non-accrual status
before the restructuring, the bank needs to consiudeether the loan

should be placed in non-accrual status to ensuae itfitome is not

materially overstated.

In related terms, a loan that has been restructoeas to be reasonably
assured of repayment and of performance accordipgudent modified
terms need not be maintained in non-accrual status.is based on the
assumption that the restructuring and any charbéakén on the loan
are supported by a current, well-documented craskessment of the
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borrower’s financial condition and prospects fopagment under the
revised terms.

The assessment of accrual status should includsideration of the

borrower’s sustained historical repayment perforceafor a reasonable
period prior to the date on which the loan is nedarto accrual status. A
sustained period of repayment performance genenalyld be a

minimum of six months and would involve paymentscath or cash
equivalents.

A restructuring should improve the collectibilityf dhe loan in

accordance with a reasonable repayment schedulel@@®inot relieve
the bank from the responsibility to promptly chamfé all identified

losses.

SELF-ASSESSMENT EXERCISE 3
What are the critical considerations in loan wotksituations?
34 Loan Workout Options

There are various options available loan workolitee options below

are normally applied to different situations. ltnist all workout options

that are available to all borrowers or all situasoTherefore, the bank
normally determines which type is best applicaldeat specific loan

workout situation.

1. L oan Restructuring

A restructuring or renewal of loan is normally dg®d to improve the
borrower’s prospects for repayment of principal anterest and be
consistent with sound banking, supervisory, andaactng practices.

A restructuring of loan is, in most cases, madebfmrowers who have
the ability to repay their debts under reasonalddified terms.

The option is normally granted by the bank on tasi®of the likelihood
that the credit will be repaid in full under the difeed terms in

accordance with a reasonable repayment schedule.

2. For bearance Plan

This is a forbearance plan that occurs when th& bgrees to suspend
all or part of a monthly payment for a specifiechdai period. The
repayment automatically resumes immediately afftedull period.

3. Repayment Plan

The repayment plan is the plan that is designedate care of
accumulated payments. Therefore, the borrowerdguabligation to be
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making payment more than one full payment per mamtkil the
account is brought to current position.

4, L oan Modification

The loan modification arises when the original teroh the promissory
note are changed. The loan modification may bengad to include an
adjustment of the interest rate, a capitalizatibthe past due amount,
and some combination of all of these.

5. Sale of Property

This implies that the property may be sold priofdeeclosure sale and
the proceeds used to pay off the delinquent laasome cases, the sale
price or the amount realized may not be enoughatp gif all of the
debt.

If the sale is approved and carried out it becoméShort Sale”. This
implies that a short sale arises when the net pas&om the sale of the
property are less than the payoff of the requiradunt of the mortgage.

6. Deed-in-Lieu of Foreclosure

In some circumstances the bank may allow the bardw transfer the
property to the lender without going through theetosure process.
This is usually regarded as a “last resort” optiand this may follow
other options such as an attempt to sell the ptpper

7. L oan Extension

In a maturing loan situation, when no other finagciseems to be
available, it may be possible for the borrower ¢gatiate for extension
of the existing loan normally for a fee. The feen@mally paid on the
basis of the period of extension.

In relation to the extension quest, the borroweulaake steps to
approach the bank some months before the loan esatwith evidence
of the borrower’s unsuccessful refinance effortd arspecific proposal
for the extension. As part of the proposed extendite borrower might
also request other modifications such as an irtesde reduction, if
appropriate.

40 CONCLUSON

You have learnt from this study unit that there sitaations in lending
that call for loan workouts. Therefore, commer&iahks normally put a
framework in place for managing loan workouts. Twakout involves
determining the best options for use in handlirgirdssed loan facilities
SO as to save the interest of the banks. Genethélye are some options
that are available for handling loan workouts. N#wdess, the options
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adopted for handling specific problem loans dependthe nature of
problems arising from the facilities in terms ofetthehavior of the
borrowers and the loan accounts.

50 SUMMARY

In this study unit, topics covered include thedwling:
Framework for Loan Workout Programme
Nature of Loan Workout Arrangements

Critical Considerations in Loan Workout Situations
Loan Workout Options

In the next study unit, you will be taken througk discussion on
6.0 TUTOR-MARKED ASSIGNMENT

Mention and explain the various options availalde lban workout by
the banks.
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1.0 INTRODUCTION

You would recall that, in the preceding study umig discussed the
intricacies of loan workout. You would also rectiat such workout

arises when the bank observes that the loan axofilkeneficiaries are
not measuring up to date in terms of repayment nwids and the

expected frequency of payments of principals amd thterest charges.
This study unit is a continuation of such discussibecause it is used to
discuss the role of the risk and loan workout effic of the banks

generally.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

mention the reasons for loan workout arrangement
identify the responsibilities of bank risk officers

list the management responsibilities of loan wotkadficers
list the relationship responsibilities of loan wouk officers
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3.0 MAIN CONTENT
3.1 Reasonsfor Loan Workout Arrangement

Before the discussion of the role of loan workofiicers there is need
for us to review and discuss the loan workout sibns in the banking
system generally. This discussion herein is basedth® previous
analysis of the preceding study unit.

From the previous discussion, you have observet Itizan workouts
arise when the loan accounts and indeed the b&neds of loan
facilities are not behavior according to the agresdhs on such credit
facilities.

Therefore, the loan workout situations can take yneorms, which

include a renewal or extension of loan terms, esttenof additional

credit, or a restructuring with or without concess by the bank.

The process of renewal or restructuring of loamasmally designed
with the intent of improving the borrower’s prosgsetor repayment of
principal and interest and be consistent with sduemking, supervisory,
and accounting practices.

Generally, banks normally consider loan workoutsraf

. analyzing a borrower’s repayment capacity;
. evaluating the support provided by guarantors; and
. assessing the value of the collateral pledged @aldivt.

Hence loan workout arrangements are normally desidgo help ensure
that the bank maximizes its recovery potential.i@4dly, the renewed or
restructured loans to borrowers who have the ghditrepay their debts
under reasonable modified terms are not normallydemaubject to
adverse classification.

This is because the value of the underlying caitenight have

declined to an amount that is less than the lodanba. A bank will

only engage in loan workout with borrowers thatulssin an adverse
classification arrangements so long as managen@niah appropriate
workout policy.

The reasons for the establishment of appropriate Workout policy by
the banks are such that they cannot be neglectesidssing the fact that
loan beneficiaries are bound to default in repaymenhedule.
Therefore, the reasons for loan workout arrangemeolude the
following:
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vii)

viii)

A prudent workout policy is the type that estaldistappropriate
loan terms and amortization schedules;

It also permits the bank to modify the workout plasustained
repayment performance is not demonstrated or ia@vhl values
do not stabilize;

A well-conceived and prudent workout plan for adiwdual credit
should be the type that analyzes the current finim@formation
on the borrower or guarantor;

It should also supports the ultimate collectionpoihcipal and
interest charges on the loan facility; and

It is needed for sustained relationship betweeotne beneficiaries
and the bank.

Improve the likelihood that the credit will be reghan full under
the modified terms in accordance with a reasonadbayment
schedule.

All restructured loans are normally designed toessswhether
the loan should be reported as adverse resultorg fepayment
difficulties.

A restructured loan that is considered adverseetmmomic or
legal bottlenecks aggravating the borrower’s fimandifficulties
needs urgent consideration.

Loan workout would invariably lead to granting @incession to
the borrower in modifying or renewing a loan thatl wot be
considered.

The paramount trust of loan workout is to protéet interest of
the banks as lenders whose funds ultimately belunghe
depositors.

For an effective loan workout plan, the banks apeinol to consider
appropriate ingredients which are normally incogped in the workout
framework. Therefore, the important elements ofakeut plan that a
bank normally adopts include the following:
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Updated and comprehensive financial information tre
borrower, the project for the funds, and any guiaman

Current valuations of the collateral supporting tben and the
workout plan;

Analysis and determination of appropriate loancétne (e.g., term
and amortization schedule), curtailment, covenamtsg-margining
requirements;

Appropriate legal documentation for any changdeda terms;

An analysis of the borrower’s debt service thalexs a realistic
projection of the borrower’s and guarantor’s exgsns

The ability to monitor the ongoing performance loé tborrower
and guarantor under the terms of the workout;
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. An internal loan grading system that accurately eodsistently
reflects the risk in the workout arrangement; and
. It covers estimated credit losses in the restradtioan.

The essence of loan workout policy framework thenefis the fact that
the bank would have assessed that the borrowersandnmay be
invariably be experiencing financial difficultiesshich will hamstring
the repayment of their facilities.

In such situations, modification of various loamis and other workout
possibilities might provide the means for the inwes and lender to
salvage more of their investment and minimize tihegpective losses.
The workout might include an interest rate redugtiamortization
schedule adjustment and, in rare cases, a forb=aran principal
reduction.

SELF-ASSESSMENT EXERCISE 1

What are the reasons which can necessitate thbliektaent of loan
workout arrangement?

3.2 Responsibilities of Bank Risk Officers

The bank risk officer has some responsibilities perform in risk
management in bank operations towards enhancingdberity of the
bank’s funds and its interest generally. Such befflcers work in
tandem with the loan workout officers of the bartks guide the
borrowers in the management of adverse situationglation to their
credit facilities.

Therefore, the risk officer of the bank has thdol@ing responsibilities
in relation to the management of risks inhereriiank lending.

1. Plans, identifies, mitigates, and monitors risk$eimding function
of the bank.

2. Plans and initiates strategies for portfolio depsient and
recovery of loans.

3. Conducts market surveys and identifies new andeviaidarkets for
lending business.

4. Initiates plans for recruitment, training and deypehent of Credit

Officers in accordance with the loans portfolio elepment and
makes recommendations to the management.

5. Reviews lending policies and procedures on a reduwdais and
submits appropriate improvement plans and stragegie
6. Coordinates all loan recovery activities and ensupeompt

recovery of the outstanding loan facilities.
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7. Monitors and controls the performance of all loaramd
overdrafts taken by both corporate and individuad¢suding the
staff loans.

8. Monitors and controls the appraisal performancecreidit and

recovery personnel and makes recommendations tduh&n
resources manager.

9. Compiles, disseminates and monitors implementatiolending
policies, procedures and Central Bank regulatigrasticularly
those regarding classification and recovery of tauiding
portfolio.

10. Ensures that proper securities are taken an facilities and
appropriately registered in accordance with the liepiple
regulations and bank’s policies as well as proocedur

SELF-ASSESSMENT EXERCISE 2

What are the responsibilities of bank risk officersnanagement of loan
facilities?

3.3 Responsibilities of Loan Wor kout Officers

The loan workout officers of the banks have stiategje to play in the
management of loan facilities. Such role which nsbedded in some
responsibilities is imperative towards effective nmgement of loan
facilities being granted to customers.

The role of the loan workout officers cannot becdisted in the face of
incessant defaults in repayment by the benefiganeboth corporate
and personal loan facilities. This is because tlegall reason for the use
of loan workout officers is for enhancing the séguof the bank’s
funds.

The loan workout officers are also to work in tamdevith the risk

officers of the banks to guide the bank in the ngangent of adverse
situations in relation to the credit facilities. tBorisk officers and

workout officers have onerous responsibilities iafeguarding the
profitable operations of the bank.

Generally, therefore, the responsibilities of tban workout officers,

which are classified into management and relatigpneategories are as
stated below:
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3.3.1 Management Operations Responsibilities of Loan

Vi)

vii)

viii)

Workout Officers

Develop guidelines with which to provide support the
corporate lending staff and the bank managemeaddressing
problem loans.

The loan workout officer is to institute viable atgies for the
reduction of past due loans and charged-off amounts

In addition, the loan workout officer provides aysa$ and advice
concerning problem loans being addressed by camargtail or
business banking relationship managers.

The officer also ensures appropriate documentafmm the
various problem loan facilities for appropriate idemns by the
bank management.

The officer will participate in reviewing, at leash a quarterly
basis, workout action plans with relationship maragor loan
officers, and provide guardian, as necessary.

The loan workout officer documents workout stragsgiand
collateral position periodically as required on @che loans.
Develops liquidation strategies for various collatesecurities
and makes such available to the bank managemenet&ssary
action.

Develops the required contingency plans, strategmesresource
contacts needed to sell loans, whenever the nesésarto
expeditiously reduce the level of difficult loans.

Prepares regularly scheduled action plans, spec#iserve
worksheets, and ad hoc reports for managementweinea
timely and accurate manner.

Develops and implements a system of loan review wWauld
identify nonperforming loans at an early stage lsat remedial
action can be taken at appropriate time.

3.3.2 Relationship Operations Responsibilities of L oan Wor kout

Officers

Help in assigning a portfolio of loans to differesdgctors of the
economy, the level of which will be reviewed frommé to time.
The officer is also to assign problem credits bgeasing the
financial position of the obligors and collateralues.

The officer determines the appropriate strategieation for
handling difficult loans, set the relevant timebnéor workout
and then executes the strategy to achieve theedessults.
Ensures that all actions to be taken on loan wdsawe being
done in line with requirements lending authoritypligy
requirements and applicable laws.
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V) The loan workout officer develops contacts with rappate
external resources to assist in managing the béakes of problem
credits down to an acceptable level.

vi)  The officer provides individual workout attentiom doth large
and small problem loan facilities as assigned lyntlanagement.

vii)  Executes agreed upon workout strategies and comesmm
timelines while utilizing and coordinating with tredlied bank
staff on smaller, non-complex business purposeitsted

viii) Ensures that negotiated loan restructurirdhexes to all bank
policies and regulations, including credit and moedit authority
levels.

SELF-ASSESSMENT EXERCISE 3

Mention the relationship operations responsibgited a loan workout
officer in a bank system.

40 CONCLUSON

You have learnt from this study unit that there syecific responsibilities
which are expected to be discharged by some loakowbpersonnel in
bank system. These responsibilities of the loarkewgrofficers are critical
for effective management of any workout situationse loan workout
officers normally perform the role in tandem wille faid down framework
for managing loan workout situations of the baniss veell as the
regulations of the regulatory agencies. In perfagrtheir roles, the loan
workout officers have to work in conjunction witther bank personnel
such as lending officers and risk management o$fice

50 SUMMARY

In this study unit, topics covered include thedaling:

. Reasons for Loan Workout Arrangement

. Responsibilities of Bank Risk Officers

. Responsibilities of Loan Workout Officers

. Management Operations Responsibilities of Loan \&ark
Officers

. Relationship Operations Responsibilities of Loarrk@at Officers

In the next study unit, you will be taken througje tdiscussion on the
responsibilities of bank lending officer.

6.0 TUTOR-MARKED ASSIGNMENT

What are the management operations responsibiliiEsa loan
workout officer in a bank system?
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1.0 INTRODUCTION

You would recall that, in the preceding study umie discussed the
responsibilities of the personnel in charge of l@arkouts in terms of
their duties in restructuring problem loan facdigi Their function is
complementary to the responsibilities of the baekding officers.

Therefore, it is important that you should be ewgbsto such
responsibilities of lending officers of the commaldank. Hence, the
discussion in this study unit is focused on idgmig such

responsibilities and those of loan recovery offscer

2.0 OBJECTIVES

At the end of this unit, you should be able to:

list the management responsibilities of a bankitendfficer
mention the credit responsibilities of a bank legdfficer

identify the responsibilities of a bank credit mgea
list the responsibilities of a loan recovery office

3.0 MAIN CONTENT
3.1 Management Responsibilities of Bank L ending Officer

The lending officer of a bank is the person emptbged saddled with
responsibility to manage the credit function andkenadecisions
concerning lending portfolio, credit limits, accaple levels of risk,
interest charges on loans and terms of repaymenhéybeneficiary
companies and individuals.
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The lending officers of commercial banks have somsgecific
responsibilities to discharge in the managementendling operations.
Therefore, a bank lending officer:

1. Assists management in preparing appropriate praoesdu
portraying clearly the necessary steps that shbelthvolved in
lending process

2. Keeps abreast of all current developments in botparate and
personal loan obligations so as to anticipate begre’ requests.
3. Provides relevant information to the managemertherdifferent

types of loans being offered, the interest chargaad
documentation collected for making loan facilities.

4. Maintains appropriate records on borrowers’ accour
approved loans in terms of documentation on: docusne
submitted by the borrowers, loan accounts recoadspunt of
loans granted, interest charges, maturity datdsams, collateral
securities pledged for loans, etc.

5. Secures all loan documents in fireproof cabinetdemnsuring
that all such documents are filed according to pamtedures.

6. Ensures that the staff under the lending departnergiven
adequate training in loan underwriting skills aadiniques.

7. Makes suggestions on periodic basis to the manageme
necessary areas of changes to the lending policied
procedures.

8. Carries out periodic evaluation on the performarmdeloan

facilities and makes appropriate recommendationsvaps for
improvement in collection, monitoring and supeiwsi
9. Maintains the required authority-responsibilityusture of the
credit department in order to meet the set goalsodectives;
10. Promotes cordial relationship with all the loan éfesiaries of the
bank so as to encourage them in seeking for adwitaymation,
counseling in managing their operations.

SELF-ASSESSMENT EXERCISE 1
What are the management responsibilities of a lantkng officer?
3.2 Credit Responsibilities of Banking L ending Officer

The lending officers of commercial banks have soesponsibilities to
discharge in the credit operations. Therefore,nk lbending officer:

1. Interviews loan applicant, collect the necessargudzents from
the customers to make the loan decisions, and pyogecure the
collaterals being pledged for loan facilities, lrefapproving the
loans.
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2. Makes loan decisions in timely manner and divulgehs
information to the loan applicants appropriately.

3. Grants loans on the basis of the laid down poljgeecedures
and in compliance with extant regulations from dipex bank.

4, Provides financial counseling to loan beneficianashe prudent
use of their funds so that repayment will not babpgmatic.

5. Refers all borrower requests for loan extensiorfinaace,

restructuring or any other changes to the origioah terms to
the management.

6. Makes counteroffer to customers that are creditwobut cannot
qualify for the loan they may have requested for
7. Monitors credit granting and ensuring customer dampe with

lending agreement in order to safeguard the intefabe bank.

8. Working on customers’ loan accounts to keep abre&gheir
performance and detect any discrepancies in thepayment
schedules.

0. Negotiates documentation and repayment terms wdan |
beneficiaries in order to ensure that transactems the bank’s
funds are properly secured.

10. Enforces lending policy and assures adherémdbe accepted
standards in terms of loan repayment, payment térest
charges, and regular lodgment of funds in dedicaitzah
accounts.

SELF-ASSESSMENT EXERCISE 2

Mention the credit responsibilities of a bank lexgofficer.
3.3 Main Responsibilities of Bank Credit Manager

Some commercial banks may have credit managers ewlstetus
supersedes that of the lending officer. In thisardgthe position of the
lending officer is subordinate to the credit mamagad therefore, the
former will have to be reporting to the latter iarrhs of authority-
responsibility relationship.

The main functions of the credit managers are ettiited below.

1. The chief function of the credit manager involvelanping,
coordination and control of lending operations.

2. The credit manager monitors and reports on theamphtation
of loan policies and procedures.

3. The credit manager Analyses portfolio performanoenmnthly
basis and submits recommendations to the management

4. Ensures that loans accounts in all branches amntad and,
where necessary, some corrective actions are takeheck any
deviations from the laid down regulations.
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5. The credit manager compiles periodic returns oditenbusiness
which are made available for management decisions.

6. The credit manager compiles summary of key inforomatnd
date on each loan to be submitted to the manageffioent
monitoring and supervisory decisions.

7. The credit manager prepares and sends all terrafesfon each
loan cleared by the Head Office to loan benefiemifior further

action.

8 The credit manager follows up all loans approvedHead Office
with occasional site inspection.

0. The credit manager files and maintains all recomisd

information on lending operations of the bank.

10. The credit manager regularly inspects the creduadenents in
branches of the banks with the intent of keepimgltan officers
on their toes.

11.  The credit manager performs other duties that neagdsigned to
them from time to time by the Head Office.

SELF-ASSESSMENT EXERCISE 3
What are the responsibilities of a bank credit gana
40 CONCLUSION

You have learnt from this study unit that there specific responsibilities
which are being played by various bank lendingc@dfs towards making
lending facilities effective and efficient. In thiggards bank lending
officials such as the lending officers have roleglay in terms of their
management, credit and risk responsibilities irdileg function of the
banks. There are other bank officials such as rtbditcmanagers and the
loan officers at the various branches of commetmaaks that are charged
with some responsibilities towards the effectivenagement of the
lending function of the commercial banks.

50 SUMMARY

In this study unit, topics covered include thedaling:

. Management Responsibilities of Bank Lending Officer
. Credit Responsibilities of Banking Lending Officer
. Main Responsibilities of Bank Credit Manager

In the next study unit, you will be taken througk tliscussion on
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6.0 TUTOR-MARKED ASSIGNMENT

Identify the management and credit responsibilioeshe bank lending
officers.
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1.0 INTRODUCTION

You would recall that, in the preceding study umie discussed the
issue on the responsibilities of a bank lendingcefs. The lending

officers as part of the management team of any le@d some tools
with which to perform such responsibilities effeety. A fundamental

tool is provided by the analysis of the financitements of the bank.
Therefore, the discussion in this study unit isused on the intricacies
of analyzing financial statements of business iestiwwhich can be
adopted in the analysis of the financial statemeftd®anks. For the
purpose of this analysis, the financial statemenfta trading company
have been used.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. explain the sources and application of funds
. discuss the fund flow statement

3.0 MAIN CONTENT
3.1 Statement of Sources and Applications of Funds

The statement of sources and application of funasddmentally

indicates movement of available funds to the comp&ources of funds
indicate the ways and means through which a compaisgs funds for
operation. On the other hand, application referthéouses to which the
funds raised are put in the course of operations.

The analysis of the sources and application of suodn be used to
assess changes in the working capital of the firims is important for
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planning purposes because the banks depend mairtlyeofunds from
the depositors.

Therefore, in lending such funds they have to a®aljeir sources in
order to separate the long-terms funds from thet $eom funds in terms
of their placement by the depositors.

For the purpose of this analysis, the financiatesteents of a trading
company have been used. The basic format for tlepapation of
Sources and Application of Funds is presented helow

Sources of Funds Application of Funds

i, Gains or funds from operation i, Losses from operation

ii. Increase in Trade Credits ii. Reduction in Trade Credits
iii. Reduction in Stock iii. Increase in Stock

iv. Reduction in Debtors iv. Increase in Debtors

v. Sale of Fixed Assets v. Purchase of Fixed Assets
vi. Increase in Instalment Credits vi. Decrease in Instalment Credits
vii, Increase in Lease Finance vii, Decrease in Lease Finance
viii, Increase in Loans vili. Decrease in Loans

ix. Increase in Share Capital ix. Decrease in Share Capital
x. Deferred Tax Payment x. Payment of Tax

xi. Receipt of Dividends xi. Payment of Dividends

xii, Reduction in Cash Balances xil. Increase in Cash Balances
«ifl. Increase in Overdraft wiil, Decrease in Overdraft

In discussing some items in the above format, ihdcative that gains

from operations refer to amount of funds generdgdhe company in

the course of running the business while lossesriad represent some
form of expenditure by the company.

When trade credits just like the installment credare offered to a
company, they bring in some funds for operatiorsd. IRepayment of
such obligations calls for the utilization of funds

Whenever goods (the stock) are sold out some fanelgienerated for
use in the business operation. Expenditure is nmecurwhenever
goods are purchased by the business. This is @lglicable to trade
debtors because decrease is indicative of paymentot funds
received by, the company while increase in tradétals means
depleting the quantum of funds available for compsperations.

A public offer for subscription and rights issue shfares are meant to,
and normally bring, additional funds for a companyse in operations.
The pertinent issue is how can share capital dserea

This is applicable in the event of share reconstvac which implies
decrease in the value of a company’s share (noindn&et price of the
share) and consequently a decrease in share aaipited company.
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In the case of cash balances, a company normadiyedeto maintain a
certain cash level in business as has been deratatstrin the
preparation of cash budget in chapter one and ehapte of this text.
Depletion in such cash balances implies availgbdit additional funds
for use in operations. An increase in cash balaocethe other hand
implies depriving the business some quantum of gunghich is
channeled into cash reserves.

An example of the preparation of sources and wggsi€ation) of funds
is set forth below in Figure 9.1.

Figure 9.1: Balance Sheet of Ozohu Incorporated

2007 2008
(N'0D0) (N'OD0)
Share capital 250 200
Retained Earnings 356 330
Shareholders’ Funds (Equity) 606 530
Long-term Loans _ 30 _a0
Capital Employed 636 610
Fixed Assets:
Freehold Property @ Cost 380 320
Plant and Equipment 275 240
Less: Depreciation 145 130 120 120
Motor Vehicles 135 120
Less: Depraciation _ 85 50 _ 6l _ &0
Total Fixed Assets 260 200
Current Assets:
Stocks 160 0
Debtors 120 65
Cash at bank - 125
Total Current Assets 280 260
Less: Current Liabilities
Creditors 125 150
Bank Overdraft 9 _76 - 110
b36 B10

Source: Araga, A. 5. (2009). Practical Business Finance, First Edition, Abuja: Premier
Educational Institute, p.126.

The above information can be used to prepare thec&® and Uses of
Funds for the Company. It is necessary, as preludie presentation of
sources and application of funds, for calculationbe carried out to
determine the differences in the figures givendoih years regarding the
items of balance sheet. For the solution, the Edlons are as shown
below:
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Figure 9.2 Calculation of Differences between 2007 and 2008 Figures

2008 2007 Difference

{N000) (MN'D0D)  (N'OODD)
Share capital 250 200 50 (+)
Retained Earnings 356 330 26 (+)
Long-term Loans an 80 30(-)
Freshold Property @ Cost 380 320 60 (-)
Plant and Equipment 275 240 35(-)
Depreciation 145 120 25 (+)
Motor Vehicles 135 120 15(-)
Depreciation 85 B0 25 (+)
Stocks 160 70 90 (-)
Debtors 120 69 35 (-)
Cash at Bank - 125 125 (+)
Creditors 125 150 25(-)
Bank Overdraft 79 - 79 (+)

Source: Araga, A. S. (2009). Practical Businessaiide, First Edition,
Abuja: Premier Educational Institute, p.126.

From above calculations, the plus signs are indkeadf sources of
funds while the minus signs imply sues or applaratof funds in the
course of the company’s operations.

The presentation of the sources and applicatiorfuafis from the
calculations is as given below:

Sources of Funds (N00D) Application of Funds  (N000)
Increase in share capital 50 Decrease in loan 50
Increase in retained eamings 26 Increase in property &0
Increase in depreciation(P&M) 25 Increase in P &M 35
Increase in depreciation (Veh) 25 Increase in M. Vehicles 15
Reduction in Bank balances 125 Increase in Stock a0
Increase in Bank Overdraft 79 Increase in Debtors 55

Decrease in Creditors 23

N330 N330
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The result of above calculation is indicative oé tfact that the amount
of funds sourced in the course of the company’sraifas is just

enough to cover the uses to which funds or caséqgsired during the
financial year.

SELF-ASSESSMENT EXERCISE 1

Differentiate between source of funds and applecatof funds in a
company’s operations.

3.2 Cash Flow Statement
This type of analysis of financial information regiiag the balance
sheet items is designed to portray how the magaitof the funds

sourced has been expended in terms of all the sa&gestems of
operations covered under application of funds.

Figure 9.3: Cash Flow Statement for the year ended December 2008

N'000 N'000
Sources of Funds
Decrease in Bank Balance 125
Shares (increase) 50
Retained Eamings (increase) 26
Depreciation (Plant & Machinery) 25
Depreciation {Motor Vehicle) 25
Overdraft (increase) 74 330
Application of Funds N'000 N'000
Long-term Loan (decrease) 50
Freehold Property (increase) 60
Plant and Machinery (increase) 35
Maotor Vehicles (increase) 15
Stock (increase) ag
Debtars (increase) 55
Creditors (decrease) 25 330

Source; Araga, &, 5. (2009). Practical Business Finance, First Edition, Abuja: Premier
Educational Institute, p.127.
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The above presentation shows that the amount afsfwourced in the
course of the company’s operation is just enoughower the uses to
which funds or cash is required during the year.

SELF-ASSESSMENT EXERCISE 2

Give the major reason which informs the preparaidnFund Flow
Statement.

4.0 CONCLUSION

You have learnt from this study unit that the steat of sources and
application of funds, which are obtained from basheet and income
statement, is prepared to depict the movement aifadble funds to the
company. While sources of funds indicate the ways means through
which a company raises funds for operation theiegipbn refers to the
uses to which the funds raised are put in the eoafoperations. This
analysis coupled with the statement of funds fl@am be used to assess
changes in the working capital of the firm.

50 SUMMARY
In this study unit, topics covered include thedaling:

. Statement of Sources and Applications of Funds
) Fund Flow Statement

In the next study unit, you will be taken througdte tdiscussion on
horizontal and vertical analysis of financial stagst.
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6.0 TUTOR-MARKEDASSGNMENT

Lambete Incorporated: Balance Sheet

2007 2008

{N'000) (N'000)
Share capital 550 450
Retained Earnings 456 330
Long-term Loans _7n _ao
Fixed Assets:
Freshold Property @ Cost 380 320
Plant and Equipment 275 240
Motor Vehicles 135 120
Total Fixed Assets 560 500
Current. Assets:
Stocks 160 70
Debtors 120 65
Cash at bank - 125
Current Liabilities:
Creditors 125 150
Bank Overdraft 79

Required: to prepare the Sources and Uses of Funds for the Company using the
above information.
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1.0 INTRODUCTION

You would recall that, in the preceding study umie discussed the
issue of the analysis of the financial statemehth@bank. In the study
unit we focused on the determination of the sousses application of

funds as well as fund flow statement. Therefore, discussion in this
study unit is based on the horizontal and verta®lyses of financial

statements. Such discussion is meant to complethergarlier analysis
of financial statements. For the purpose of thialysis just like the

earlier analysis, the financial statements of ditigacompany have been
used.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. discuss the horizontal analysis of financial staem
. explain the vertical analysis of financial statemen

3.0 MAIN CONTENT
3.1 Horizontal Analysis of Financial Statement
This analysis involves the comparison of the curyerar’s figures with

those of the previous year. The horizontal analyberefore, shows the
percentage changes from the preceding year toutinent year.
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Major movements within the revenue statement haeeiroed in such
areas as sales, gross profit, payment of intepesyjision for doubtful
debts, net profit, taxation and dividends. The iinfation below is used
to demonstrate the horizontal analysis and predetoigether with the
vertical analysis of financial statement.

Figure 10.1: Abuja Products Limited
Income Statement for the years ended 31 Dec 2005 and 2006

2006 2005
(N'00O) (N'000)

Sales 4,500 3,600
Less: Cost of sales

Cpening stock 200 160

Purchases 1,850 1,670
Goods Av. For Sales 2,050 1,830
Less: Closing Stock 250 1,800 200 1,630
Gross Profit 2,700 1,970
Less: Expenses

Directors” salaries 148 127

Wages and salaries a15 836

Advertising&Printing 275 223

Postages & Sundries 61 57

Discount (net) 18 -

Rent and rate k| 26

Light and heating 47 60

Motor expenses 95 a0

Telephone & Insur, 25 26

Repairs and renewals 49 45

Interest payments 74 50

Depreciation 180 170

Audit/Account’cy fees 19 18

Provision(D'tful debts) _18 1,930 2 1,730
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Figure 10.2: Abuja Products Limited
Balance Sheets as at 31 December 2005 and 2006

2006 2005
(N'000) (N'000)
Fixed Assets 1,114 322
Current Assets
Stock 230 200
Debtors 434 476
Cash in hand _22 708 20 B96
Less: Current Liabs.
Craditors 126 101
Taxation 200 60
Dividend 150 60
Bank Draft 350 828 285 506
MNet Cur. Assets (Liabs) 122 190 190
Met Total Assets 92 212
Share Capital
Ordinary Shares 200 200
Reserves (P & L Acc) _700 300
Equity ann 200
Long-term Loans 92 12
Capital Employed 992 512

The data as presented above are used for the bodomtal and vertical
analyses below. The figures (10.1 and 10.2) beler@ balance sheet
and income statement of a company. Both horizoatad vertical
analyses are presented together (as shown beltv)tlaé discussion on
vertical analysis. Therefore, the next line of d&sion is on the vertical

analysis.

SELF-ASSESSMENT EXERCISE 1

What does the horizontal analysis of financialestent involve?
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3.2 Vertical Analysis of Financial Statement

In vertical analysis, unlike the horizontal anasystach item in income
statement is expressed as a percentage of thestded. In the same
vein, each item in the balance sheet is expressedpercentage of the
total capital employed.

The presentation below is on the horizontal andicadranalyses of the
income statement and balance sheet provided abotleecoperations of
the Abuja Products Limited.

Figure 10.3: Abuja Products Limited
Income Statement for the years ended 31 Dec 2005 and 2006
Horizontal Vertical

2006 2005 Analysis Analysis
(N'000) (N'0DD}  %change  2006(%) 2005(%)

Sales 4,500 3,600 +25.0 100 100
Cost of sales:
Opening stock 200 160 +25.0 44 44
Purchases 1,850 1670 +10.8 411 464
Goods Av. For Sales 2,050 1,830 +12.0 45,5 50.8
Less: Closing Stock 250 200 +25.0 5.5 5.5

1,800 1,630 + 10.4 40.0 45.3
Gross Profit 2,700 1,970 + 37.1 60.0 354.7
Less: Expenses
Directors' salaries 148 127 + 16.5 33 35
Wages and salaries 915 836 + 94 203 23.2
Advertising&Printing 275 223 + 23.3 6.1 6.2
Postages & Sundries 61 57 + 7.3 1.4 1.6
Discount (net) 18 - + 0.0 0.4 -
Rent and rate 31 26 +19.2 0.7 0.7
Light and heating 42 60 - 30.0 0.9 1.7
Motor expenses 95 Qa + 3.6 21 2.5
Telephone & Insur, 25 26 - 3.8 0.5 0.7
Repairs and renewals 49 45 + 3.9 1.1 1.2
Interest payments 74 50 + 48.0 1.7 14
Deprediation 180 170 + 5.9 4.0 4.7
Audit/Account’cy fees 19 15 + 5.6 0.4 0.5
Provision(D'tful debts) _18 2 +800.0 04 0.1

1,950 1,730 + 127 43.3 48.0

Met Profit 750 240 +212.5 16.7 6.7
Less: Taxation 200 _ G0 +233.3 44 1.7
Met profit after tax 550 150 +2,065.6 12.3 5.0
Proposed dividend 150 60 +150.0 3.3 1.7
Reserves 400 120 +233.3 9.0 3.3
P &L Dbff 300 180 66.7 6.6 5.0
Reserves cff 700 300 +133.3 15.6 8.3

Source: Araga, A. 5. (2009). Practical Business Finance, First Edition, Abuja: Premier
Educational Institute, p.130.
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Figure 10.4: Abuja Products Limited
Balance Sheets as at 31 December 2005 and 2006

Horizontal Vertical

2006 2005  Analysis Analysis
(N'000) (N'D00) % change 2006(%) 2005(%)
Fixed Assets 1,114 322 +246.0 1123 629
Current Assets
Shock 250 200 + 25.0 25.2 390
Debtors 434 476 - B.8 43.8 93.0
Cash in hand 22 20 +10.,0 2.2 349
706 696 +14 71.2 1359
Less: Current Liabs.
Creditors 126 101 +26.7 129 197
Taxation 200 60 +233.3 20.2 117
Dividend 150 60 +150.0 151 11.7
Bank Draft 350 285 +228 35.3  55.7
828 506 +63.6 83.5 0988
MNet Cur.Assets(Liabs) 122 190} -164.2 123 3741
Met Total Assets Q92 212 4937  100.0 100.0
Share Capital
Ordinary Shares 200 200 - 20,2 3941
Reserves(P & L Acct) 700 300 +133.3 705 58.6
Equity Q00 500 +80.0 907 977
Long-term Loans _92 12 +666.7 _93 23
Capital Employad 99z 512  +93.7 100.0 100.0

Source: Araga, A. 5. (2009). Practical Business Finance, First Edition, Abuja: Premier
Educational Institute, p.131.

The net total assets have the same percentagetheittapital employed
for both years since total net liabilities and totet assets must be equal
in a given balance sheet.

Therefore, expressing other items of the balaneetsdis a percentage in
relation to the capital employed implies that sutelms are indirectly
being expressed in percentages in relation to tee total assets
employed for the operations of the company in tkergfinancial years.
SELF-ASSESSMENT EXERCISE 2

What does the horizontal analysis of financialestent involve?
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40 CONCLUSON

You have learnt from this study unit that horizéraalysis of financial

statements analysis involves the comparison ottineent year’s figures

with those of the previous year while vertical gsa&, unlike the

horizontal analysis, each item in income statemengxpressed as a
percentage of the total sales. This means that gachin the balance
sheet is expressed as a percentage of the totahlcamployed. Both

analyses, therefore, show some changes betweenyeare and the

preceding year to the current year. The two analgse very useful in

complementing the analysis on the sources andcapioin of funds and

the fund flow statement as discussed in the prevsbudy unit.

50 SUMMARY
In this study unit, topics covered include thedwling:

. Horizontal Analysis of Financial Statement
. Vertical Analysis of Financial Statement

In the next study unit, you will be taken througie tdiscussion on the
ratio analysis of financial statement.

6.0 TUTOR-MARKED ASSIGNMENT

Lambete Incorporated: Balance Sheet

2007 2008

(N'000) (N'D00)
Share capital 550 450
Retained Eamnings 456 530
Long-term Loans _70 _90
Fixed Assets:
Frechold Property @ Cost 380 320
Plant and Eguipment 275 240
Motor Vehicles 135 120
Total Fixed Assets 560 500
Current Assets;
Stocks 160 70
Debtors 120 65
Cash at bank - 125
Current Liabilities:
Creditors 125 150
Bank Overdraft _ 79 -
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Required: to prepare both the horizontal and \a@rtamalysis of the
Company.
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1.0 INTRODUCTION

You would recall that, in the preceding study umie discussed the
issue of the horizontal and vertical analysis @ffinancial statements of
a company. In the study unit we focused on therdwtation of the

differences in the result of the two years of opers for the selected
company. The discussion in this study unit is basedatio analysis of
both the balance sheet and the income statemenheofselected
company. Such discussion is meant to complemenedhigeer analysis
of financial statements. Again, for the purposdhia$ analysis just like
the earlier analysis, the financial statements thding company have
been used.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. list and discuss the various ratios in operatitigsa
. mention and explain the ratios involved in finahcadios
. mention and discuss the ratios involved in investmatios

3.0 MAIN CONTENT
3.1 RatioAnalysisof Financial Statement

The ratio analysis is the device normally emplotedssess the specific
aspects of the financial representation of the n@ass operations. The
approach involves the use of mathematical formutetiwith which are
regarded as ratios to assess specific aspectseofirtancial picture
provided for the company’s operations.
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There are three categories of ratios that are skscliin this analysis.
Such categories of ratios include operating ratimgncial ratios and
investment ratios. The operating ratios are exddhgrimarily from the
trading and profit and loss accounts (otherwisewknoas income
statements) as well as the working capital sectfdhe balance sheet.
The financial ratios are also extracted exclusiyedyn the balance sheet
of the business. Therefore, the ratios are employedssess the
liquidity, solvency and financial structure of theusiness. The
investment ratios are calculated to assess théahiity of the business
in relation to the interest of the shareholderseyllare also used by
potential investors when assessing the shares iaittbmds of publicly
guoted companies.

The calculation of ratios in this study unit is édson the financial
information presented and used for the Abuja Prsdliomited. The
summary of the ratios, their calculations demonstian the subsequent
section of this study unit are presented below.

SELF-ASSESSMENT EXERCISE 1

Mention and explain the three main categories tibsathat can be
calculated from financial statements.

Figure 11.1: Abuja Products Limited

Summary of Operating, Financial and Investment Ratios

2006 2005 Trend
(A = Adverse) (F = Favourable)

Operating Ratios:
Gross Profit Margin 60% .7% F
Met Profit Margin 16.7% 6.7% F
Mark-up 150% 120.9% F
Returned on Capital Emp. 83.1% 56.7% F
Fixed Assets Turmover 4:1 11.2:1 i}
Rate of Stock Turnover  45.6 days 40.3 days A
Debtors’ Collection Period  35.2 days 48.3 days F
Creditors’ Payment Period 26 days 22.6 days F
Cash Operating Cycle 54.8 days 66 days F
Financial Ratios:
Working Capital Ratio 0.85:1 141 A
Acid Test Ratio 0.6:1 1:1 A
Gearing Ratio 9:3% 2.3% -
Investment Ratios:
Eamings Per Share 137k 45k F
Price/Eamings Ratio 3 3 A
Dividend Yield 9:1% 4:05% -
Dividend Cover 3.7 3 F

Source: Araga, A. 5. (2009). Practical Business Finance, First Edition, Abuja: Premier
Educational Institute, p.133.

97



ENT 210 START-UP FUNDING

The summary of the various ratios as presented ealmrtrays a
fundamental contrast between the operating ratidstize financial ratios;
clearing indicative of the fact that the increapeafits of the company are
gained at the cost of a weakened working capitsitipo.

This can be appreciated when it is considered \limist the net profit

margin increases from 6.7% to 16.7%, the acidréd®st declined from 1:1
to 0.6:1. Furthermore, the decline in the pricelems ratio appears to
reflect stock market anxieties that the companyoer-trading —

expanding its turnover and profits — without suéfitc working capital to

meet its debts as they fall due.

The calculations and analysis of the relevant sa® summarized above
are as follows:

3.1 Operating Ratios:

1. Gross Profit Margin = Gross profitx100
Sales
1986: 2.700 X 100 = 60%
4,500
1985: 1970 X 100=54.7%
3,600

The result shows the proportion of the sales resemuich resulted in a
gross profit to the company. It is affected by was factors including
changing price levels and altered sales mix.

The margin might be reduced by companies that wasincrease their
share of a particular market. For the company ptistion strengthened
in 1986 as compared with 1985.

2. Net Profit Margin = Net profit x 100
Sales
1986: 750 X 100=16.7%
4,500
1985: 240 X 100=6.
3,600

The net profit margin shows the efficiency with wliniexpenses are
controlled, and it is clear that 1986 was a fatdseyear than 1985 in
this respect.

Nevertheless, the figure can become distorted byorfa such as the
company imposing rigid ‘wage freezes’ on employgxs/, or by drastic
although temporary cut-backs in overhead, which rhaystoring up
trouble for future years.
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3 Makyp = Grosspok x100
Cost of goods sold

1985 2,700 X 100=150%.
1,800

19851,97(« 100 = 120.9%
1,630

This is directly linked to the gross profit margirherefore, the mark up
indicates the pricing policy of the business, ashibws the percentage
addition made to cost price to arrive at selliniggs.

In 1986, every N 100 of goods brought by the firasvibeing sold at an
average of N250 Similarly priced goods brought @83 being sold at

just over N220.

4 Return on Capital Employed
(ROCE) = Net profit before interest and ta£00
Average capital employed

1986: 750+ 74 X100 =83.1%
992
1985: 240+5( 100 = 56.7%
512

Despite the fact that the ROCE percentages areeedihe returns are

still high, and the revised formulae do little tbhange the original
comment on the figures.

5. Fixed Assets Turnover = sales

Fixed assets (net Value)

1986: 4,500
=4.0:1

1114

1985: 3,600

=11.2:1

The fixed assets turnover ratio measures the galesrated by each N1
of fixed assets: N 11.20 in 1985 but only N 4 ir889The purchase of
the supermarket referred to in the notes to thewatds appears to have
been completed in the latter part of 1986, whicluM@seem to indicate
that the sharp decline in the ratio is only tempara

When the 1987 accounts are available analysts wexpeéct to see a

reversal of the downward trend as the sales froentew premises
would be recorded for the full year.
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6. Rateof Stock Turnover = Average stockholding x 365
(* stock turn’) Cost of goods sold
1986 2(200 + 250) X 365 =45.65lay
800
1985 2(160 + 200) X 365 = 40.3 days
1063

Assuming a company can increase the speed at whsellls its stocks,
then it can generate more profit in the processyiged that the increase
in turnover is not obtained by simply slashing gness profit margin.

In 1985, the business took an average of 40.3 tagsll its stock, but
this had increased to 45.6 days in 1986. The drekvbhthis calculation
Is that accurate average stock figures need tséd. u

Nevertheless, those appearing in the balance sheetikely to be at an
unrealistically low level owing to the fact that sadousiness choose the
end of their financial year so that it coincideghwiheir period of least
activity.

7. Debtors Collection Period =  Debtors x 365

Sales
1986: 434
¥ 365 = 26 days
[ E[E
1985: 101

X 365 = 22.6 days

135
1,630

The efficiency of the business’s credit control @#ment is measured
here by calculating the average length of time thahey is owed by
debtors.

The department was more efficient in 1986 than 1986l a collection
period of five weeks is considered to be very gaoerage.
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8. Creditors Payment Period = Creditors ¥ 365

Cost of goods sold

1986: 128
¥ 365 = 26 days
I.l' BUD
1985: 101
¥ 365 = 22.6 days
IIEHU

In 1986, creditors were paid, on average, twentys ddter the suppliers
were made. This appears to indicate that attracliseount terms were
being offered in return for payment within one calar month of the
invoice date.

If no such discount were available then the compamght delay
payment for obvious reasons; thus taking advamédjee interest — free
credit provided by its suppliers. Neverthelessagoare should be taken
not to alienate suppliers through undue delaykensettling debts.

9, Cash Operating Cycle:

1936 1985

(days)  (days)
Stock tum 45.6 40.3
Debtors’ collection period 35.2 48.3
80.8 88.6

Less: Creditors’ payment period 26.0 22.6
.8 66.0

In using the result of the three previous ratibss possible to assess the
period of time which elapses between the paymentstéck received and
the collection of cash from customers in respedhefsale of that stock.
The shorter the length of time between the intiatlay and the ultimate
receipt of cash, the less working capital needddofinanced by the
company.

There are ways of speeding up’ the cycle whichudel selling stock

faster by reducing margin or increasing advertisinghtening up the
collection of debtors balances, and delaying paystencreditors.
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SELF-ASSESSMENT EXERCISE 2

What are the ratios involved in the measuremengfb€iency of the
operations of a company.

3.2 Financial Ratios

These are extracted exclusively from the balaneetstand concentrate
on the liquidity, solvency and financial structafethe business.

1. Working capital ratio = Current gssets
(Qr current ratio) Current liabilities

1986: 706

— =085:1

828
1985: 696

=14:1
306

The working capital ratio measures the overall adey of the working
capital as indicated by the quotient of the caliwota The ideal’ ratio is
often quoted as 2:1 but this depends upon the ofpeusiness, and
many thriving companies continue successfully, despaving a
negative ratio.

Nevertheless, it is apparent that the firms’ posithas deteriorated
markedly in the year, which is of concern if theng@ny is having, or is
likely to have, difficulty in meeting its debts ey fall due. This aspect
is further explored by the acid test ratio as daled below.

2. Acid test ratio = Current Assets - Stock
(Or "guick assets’ or liquidity ratio) Current Liabilities

1986: 456

= 0.6:1
828
1985: 496

=1.0:1
506

It is of obvious importance that a company shoddble to meet its debts
as they fall due. ‘Quick assets’ are those whiahaaverted quickly into
cash as the need arises, and stocks and work-agress are excluded as
being, generally, slow-moving assets.
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The ‘ideal’ ratio is 1:1, as recorded in 1985 fbe ffirm. By 1986, the

company has only 60k of quickly realizable assetméet each 1 of its
current liabilities which indicates that it mighé linable to withstand a
crisis whereby the majority of its creditors demgagment at about the
same time.

Financial analysts consider the acid test to dermmdamental importance
when assessing the ability of a business to suraviact which must
cause great anxiety to this company.

3. Gearing ratio = Fixed return funding  x 100

Total long —term capital

1986 92
_ X100:93%
992

1985
T X100.23%
312

The calculations show that the company is low gkaneboth of the
years under review. The directors may feel thas them scope for
further borrowing so as to alleviate their liquydiproblems with
reference to acid test ratio.

It is instructive to note, however, that there atfger ways of calculating
a company’s gearing; for example the level of bdmdkrowing is

sometimes included in the numerator. For the complais will increase

the gearing levels to the following percentages:

1986: 92 + 350
X100 =44.6 %
992
1985: 12+ 285 00 can
512

The analyst will use the formula which he feelsegi\nim the greatest
insight into the position and trends of the compahgre are no hard
and fast rules as to the composition of the gearaigulations.

The first formula showed that long - term borrowihgs increased in
1986 as compared to 1985, whilst the second formslutavs that when
the overdraft is included in the definition of leteym borrowing the
proportion of borrowing to total capital actuallgaease in 1986.
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3.3 Investment Ratios

These are used primarily by potential investors rwlassessing the
shares and dividends of publicly listed compankes. the purpose of
calculating ratios 2 and 3 below it is assumed that firm’'s current
stock market price is 412 k (1985 370Kk).

1. Earnings per share (EPS)

= Net profit before extraordinary items — (Tax + pref divs)

Number of Ordinary shares in issue

1986: (750-200

=137
400
1985: 124285 e
—

There were neither extraordinary items nor prefegedividends in
either of the two years, the formula thus becomigy profit after tax’
divided by the number of ordinary shares in isJile progress made in
1986 reflects the increased profitability obtaimespite a weakening in
the liquidity position.

2. Price/Earning Ratio

= Stock market price

EPS
1986: a2k
137k
1985: 370k
45k )

The price/earning ratio as would be expected iflaation of the way in
which the stock market views the prospects of &qudar company. The
higher the price/earning ratio, the more optimistie investors’ views
concerning future profits and dividends.

The decline in the company’s performance possiblgicates the
concern that the company has over reached its#if twe acquisition of
a new line of business, and that the liquidity peats might force the
company to cut back its operations.
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3. Dividend Yield = Dividend per share x 100

Market price per share

1986: 150/ 400

4412 X100=9.1%
1985: 60/ 400

3,70 X 100 = 4.05 %

This measure the actual rate of return obtainedvly of dividends,
assuming that the shares are purchased at thentatoek market price.
Nevertheless, the yield from the company’s openatibas doubled in
1986 this indicates the higher risk which assodiatéh the investment,
due to factors explained previously.

4. Dividend Cover = Profit available for dividend
Dividend
1986: _550= 3.7 times
150
1985 180
60 = 3 times

This reveals the proportion which the dividend bear profit available
for dividend, thus giving an indication as to hogcsre future dividend
payments may be. From the whole analysis, profiesdoot equal
liquidity and whilst the firm’'s profits are thre@mes greater than the
proposed dividend payments, the poor state of tmapany’s liquid
resources may well jeopardize future dividends paym

SELF-ASSESSMENT EXERCISE 3

Mention the other relevant ratios that can be dated from the
financial statements of a company.

40 CONCLUSON

You have learnt from this study unit that ratio Ilgses is a tool

employed to assess the specific aspects of thediaastatements of
business operations. Three categories of ratidadecoperating ratios,
financial ratios and investment ratios. The operatatios are extracted
primarily from the income statement and the workoagital section of
the balance sheet. The financial ratios are exdaftom the balance
sheet for assessing the liquidity, solvency andrfamal structure of the
business. The investment ratios are calculatedgpiiynto assess the
profitability of the business as well as for assepdhe shares and
dividends of publicly quoted companies by potenhaestors.

105



ENT 210 START-UP FUNDING

50 SUMMARY

In this study unit, topics covered include thedaling:
. Operating Ratios

. Financial Ratios

. Investment Ratios

In the next study unit, you will be taken througie tdiscussion on the
asset and liability management in a banking opamnati

6.0 TUTOR-MARKED ASSIGNMENT

Lambete Incorporated: Balance Sheet

2007 2003

{N'000) (M'Da0)
Share capital 550 450
Retained Earnings 456 530
Lang-term Laans _70 _9o
Fixed Assets:
Freehold Property @ Cost 380 320
Flant and Equipment 275 240
Motar Yehicles 135 120
Total Fixed Assets gl 500
Current Assets:
Stocks L&0 70
Crebtors 120 G5
Cash at bank - 125
Current Liabilities:
Creditors 125 150
Bank Overdraft 79 -

Required: to prepare the relevant ratios from abof@mation for the
company.
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1.0 INTRODUCTION

You would recall that, in the preceding study uwg discussed the issue
of ratio analysis of financial statement. This gs&l does not suffice it
that there is effective management of asset arwlitfaof the banks.
Therefore, there arises the important need forbtreks to adopt viable
measures in managing their assets and liabilinesuch a manner that
their operations would be profitable. Therefore, discussion in this study
unit is focused on the intricacies of asset andiliipg management of
banks.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. list and discuss the issues involved in asset [&ilitg in banks
. discuss the management of liquidity risk

. analyze the management of interest rate risk

. explain the management of foreign exchange risk

3.0 MAIN CONTENT

3.1 Issuesin Asset and Liability Management in Banks

The management of asset and liability of the bask&ry paramount in
their operations. The assets of the banks partlgulae liquidity assets,

in most cases, are largely the funds which haven menmitted in
lending, marketable securities, and long-term itmesits.
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Therefore, the management of such funds must behsymzed with the
management of the liabilities of the banks. Thibasause the funds that
are embedded in loans, credit facilities, and ltarga investments come
from the depositors. This brings to the fore thecat issues in asset and
liability management of banks.

1. Liquidity Management

The main concern in liquidity management as regdhdgs asset and
liability management is the funding liquidity riskmbedded in
operations of the banks. The funding of long-teiwans and other
securitised assets with short term liabilities psses a grave challenge
to the banks.

Banks are in the business of ensuring that fundsived in the lending
facilities are available with which to meet therstomers’ requirements.
Poor management of these loan facilities and athestments result in
liquidity, interest rate and currency mismatchescwhs the concerned
of the bank operators.

In general terms, failure to manage asset anditiabf banks effectively
can have dire consequences on the liquidity oftemk. In recognition of
this grave implication, it is necessary for the ksamo put a workable
framework in place to manage liquidity risk. This/elves two critical

aspects:

. Managing liquidity in the recognition that all tbperations of any
bank; and

. Managing liquidity as the panacea of resolving tiseal crisis

that confronts the commercial banks.
There are appropriate guidelines that banks needrisider in effective
liquidity management. Such principles are as idiestbelow.

. Diversify sources and term of funding — concentratiand
contagion were the killers in the recent crisis.
. Identify, measure, monitor and control — it islstilirprising that

many banks do not fully understand the compositbriheir
balance sheet to a sufficient level of detail tdowal for
management of the risks.

. Understand the interaction between liquidity arteotisks — e.g.
basis risk — the flow on impact of an event in @mea can be
devastating to others.

. Establish both tactical and strategic liquidity ragement
platforms — keep a focus on both the forest andrtes.
. Establish detailed contingency plans and stress tesler

multiple scenarios regularly.
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2. Mismatch Management and Per for mance M easur ement

For practical purposes, a bank needs to decidehghdtwants to take
a relatively cursory approach to asset and ligbiltanagement risks.
The other consideration is whether a bank is pegh&n take a more
definite approach and target higher long - ternmiegs which translates
into profitable operations.

While the choice is that of the banks a bank nogmahlise that there is
the need for right level of skills and resourcesbt® instituted and
committed to support the function. In the face ghamic nature of
banking industry, failure to do this can result anpoorly managed
operation which can arise from volatility in corareings, economic
instability, and unpredictable business cycle.

The mismatch position of the asset and liabilihesmally results in the
interest rate and liquidity risk for the banks. Téeare various
techniques that banks can use to examine the nubmata bank’s
balance sheet and it can be a difficult processoif supported with
adequate systems.

Depending on systems and analytical support thiaark uses in the
asset and liability management process, the usizysis is designed to
identify:

. static and dynamic mismaitch;
o sensitivity of net interest income; and
. market value under multiple scenarios such as stigiss.

The general practice is that majority of the banksmally set net
interest income limits as a main measure of perdoce while the more
advanced banks also use market or economic valua sscondary
measure.

The use of interest income limits has become tldeistry benchmark
simulation tool because;

. it is relatively easy to understand and implement;

. it's a single period measure that does not requmany
assumptions, and

. it is easy for investors to understand becauses itinked to

reported financial results.

Nevertheless, the approach is limited as it doeéspravide a full view

of the risks of operations of a bank or reflectyfihe economic impact
of interest rate movements. Market value or econoralue simulations
on the other hand, offer a more complete assesswierihe risk

confronting banks in their operations.
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3. Funds Transfer Pricing

The funds transfer pricing system is a fundameasslet and liability
management tool in the banking system. The systeates the ability
of the bank to immunize its operations from risk.

Therefore, it provides the basis for operationansgparency and
profitability. The process of funds transfer prgirs normally designed
to identify interest margins and remove interese rand funding or
liquidity risk.

The system of funds transfer pricing, from opersioperspective,
effectively locks in the margin on loans and defosly assigning a
transfer rate that reflects the repricing and ctisWw profile of each

balance sheet item. This is because it is applkedthath assets and
liabilities.

The system in the asset and liability managementsés to isolate the
bank’s business performance into discrete porgdiat can be assigned
individualised metrics. Therefore, it facilitatebet centralisation and
management of interest rate mismatches. In additioalso effectively
allocates responsibilities between the bank’s ssinunits and the
treasury department.

In a sophisticated banking system, the funds teansficing mechanism
can also be used as a tool to assist with manaderhre balance sheet
structure with its rates adjusted to either enogerrar discourage
product and customer flows. The inherent advangeat it can lead to
greater understanding of a bank’s competitive athgen and assisting
with asset allocation.

The funds transfer pricing rates are normally $tmed to include both
interest rate and funding liquidity risks with tderived transfer yield
curve constructed to include appropriate premiums.

Such premiums can be used to capture all elemsstci@ted with the
banks funding cost in terms of the cost of itenshsas:

. holding liquidity reserves,

. optionality costs;

term funding programme costs; and

items such as operational risk.

SELF-ASSESSMENT EXERCISE 1

Mention and explain the critical issues involvedasset and liability
management in banks.
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3.2 Focusof Asset and Liability Management
3.2.1 Management of Liquidity Risk

Liquidity risk refers to the risk arising from thase of short term
liabilities to finance long term assets. The imation is that such
mismatch between asset and liability makes theilit\absubject to
rollover or refinancing risk invariably.

There are some approaches which are amenable fmumeg liquidity
risk. These measures for determining liquidity reskbedded in bank
operations include the use of relevant ratios sisch

loan to asset ratio;

loan to core deposit ratio;

purchased funds to total assets;

loan losses to net loan;

large liabilities to earning assets; and

growth in core deposits to growth in assets.

There are various situations that can precipitegaidity risk. Such
causes of liquidity risk include the following:

1)  Fundingrisk

This arises from unanticipated withdrawals by thestomers coupled
with non-renewal of deposits. For example, the medeel subsidy
removal precipitated massive withdrawals of funglschstomers from
the banking system with which to meet the suddes in transportation
cost.

i) Timerisk

This arises because of the need to compensate dosrateipt of
expected inflow of performing assets, and hencaingrit into non-
performing assets.

iii) Call risk

This arises from crystallization of contingency biigies and thus
making the bank unable to undertake profitable g8 opportunities
when desirable.

There are signs from banking operations that ndymadicate that a
particular bank is experiencing liquidity crisesuc8 symptoms of
liquidity risk include the following:

. Offering high rate of interest on deposits by thaly

. Delayed payment of matured proceeds by the bank;

. Delayed disbursement to borrowers arising from cdatathlines
of credit;

. Deteriorating asset quality of the bank;

. Large amount of contingent liabilities; and

. net deposit drain
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There are some viable ways through which the ligpidsk can be

effectively managed. Therefore, in order to effectmanage liquidity

risk the bank can make use of the following striateg

. Calculation of cumulative surplus or deficit of fismat selective
maturity dates.

. Cash flows to be placed in different time bucketg.( Next day,
2-7 days, 8-14 days, 15-28) based on the behaviassets,
liabilities and off-balance sheet items.

. Variance analysis on periodic basis such as mgmdhigrterly, and
half-yearly.

. Impact of prepayment of loans, premature closuréegiosits and
exercise of put and call options after specifiaakti

. Difference in cash inflows and cash outflows intetime band.

SELF-ASSESSMENT EXERCISE 2
Mention the strategies involved in managing liqidisk.
3.2.2 Management of I nterest Rate Risk

The interest rate risk arises from frequent flustues in interest rate
regime as determined by the apex bank.

The measurement of the interest rate risk involtles use of the
following strategies:

. Maturity gap analysis.- by measuring interest rate sensitivity of
earnings;

. Duration:- by measuring interest rate sensitivity of capital,

. The use ofSimulation through computer modeling of the bank’s
interest rate sensitivity based on certain assungtiand

. The use oWalue at Risk:- the maximum potential loss in market

value or income over a given time horizon, undemad market
conditions, at a given level of certainty.

In order to prepare the gap analysis, the stepslves include the

following.

1) Consideration of balance sheet and off-balance glaséion on the
day of analysis.

Ii) Determination of the number of time buckets.

1)) Determination of duration or length of each timeket. and iii)
Slotting every asset, liability and off-balance mteinto
corresponding time bucket.

V) Computation of each gap between an asset andlayiab

V) Computation of the cumulative gap.

Vi) Determination of cumulative gap as:

. a percentage of total assets,
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. a percentage of earning assets, and
. a percentage of equity.

The gap quotient may either be positive or negatNevertheless, the
guotient of the gap could be zero, meaning the nmgjuassets would be
enough to settle maturing liabilities.

In other to alter the gap the considerations toubed by the bank
include asset restructuring, liability restructgrirgrowth, and shrink,
and off-balance sheet hedge.

SELF-ASSESSMENT EXERCISE 3
What are the steps involved in preparing gap argalys
3.2.3 Management of Foreign Exchange Risk

The foreign exchange risk arises as a result etdhtion in the foreign
exchange values of various currencies occasionedhéydictates of
market forces of demand and supply.

The foreign exchange risk is associated with fareigxchange
transactions in terms of cash flow exposure. Thglies that at the
instance of any variation in the exchange rate nmegithe profits
involved are altered.

In order to manage the foreign exchange risk, cemaeasures are
involved in the framework to be adopted by banksese measures to be
incorporated in the framework include the following

. Setting up appropriate limits involving open pasitand gaps;

. Clear-cut and well defined position of responsipilbetween
front, middle and back office;

. Value at risk approach to risk associated with expes;

. Interest rate sensitivity analysis; and

. Maturity and position analysis.

The techniques for management of foreign exchangk can be

categorized into internal and external techniquaesthe case of the
internal techniques for managing foreign exchangmsures, the banks
can make use of Netting, Matching, Leading and LaggPricing

Policy — Transfer Pricing, and Asset Liability M@eaent in area of
Derivatives.
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In the case of the external techniques for manafpngign exchange
exposures, the banks can make use of Forward Ctsitr&waps,
Options, and Futures. The use of derivatives irsic@nation of asset-
liability relationship for managing foreign exchangxposures involves
the use of hedging or speculation.

In this regard, the bank may purchase a one yesslry contract in the
Future Market. Alternatively, the bank can purchas€all Option or
Treasury Future.In order to reduce medium and l@mgn exposures,
banks may have interest rate Swap in which casayaps a portion of
variable interest payment stream for fixed rateregt payment stream.
The bank may lose the profit potential in a sitativhereby the interest
rises. Therefore, banks can also enter into Floont@ct with an
intermediary and retain potential for profit n casterest rate rises.

40 CONCLUSON

You have learnt from this study unit that effectivanagement of asset
and liability in a banking system is very stratetpcthe operations of
commercial banks. the management of the assetsliabitiies are
neceassry because the funds being sued by the badkembedded in
investments are from the depositors. Thereforefuthds must be made
available in form of liquidity towards meeting tllemands of the
depositors. Furthermore, the banks have the redpliysto institute
appropriate measures in managing their assetsianitities in order to
manage effectively the various risks involved igitltoperations.

50 SUMMARY

In this study unit, topics covered include thedwling:

. Issues in Asset and Liability Management in Banks
Focus of Asset and Liability Management in Banks
Management of Liquidity Risk

Management of Interest Rate Risk

Management of Foreign Exchange Risk

In the next study unit, you will be taken througie tdiscussion on the
analysis of financial statement.

6.0 TUTOR-MARKED ASSIGNMENT

Identify and explain the issues involved in the edsand liability
management of a banking system.
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1.0 INTRODUCTION

You would recall that, in the preceding study uwg discussed the issue
of asset and liability management in banking ojpamnat In most cases, the
assets of the commercial banks are embedded ilodhe and advances
which the bank grants to the corporate bodies, gbreernment, and
individuals. In this study unit, therefore, the ioas assets of the banks
that embedded in lending are identified and digmaliss

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. identify and explain marketable securities heldbyks
. differentiate between investment in equity and stweent in
leasing

3.0 MAIN CONTENT

3.1 Marketable Securities held by Banks

The securities that are normally held by the bankbke course of their
operations are identified and discussed below.

1. Bill of Exchange

Bill of Exchange is a financial contract acknowledga debt which is
separate and distinct from the transaction goisg to the debt.
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The seller of the products who holds the bill cagatiate it before
maturity date usually to a bank for a discountellieravhich is lower
than the face value of the bill. This is also knaagntrade bill.

The BiIll is therefore held by the bank for only lzog time for about
ninety days before recovering the funds investeditifrom the
designated bank.

2. Letter Of Credit

This is a form of bill of exchange known as bankwhich is issued by
a bank as an interaction on the bill of exchandee TEtter of credit is
issued by the financial institution in place of thdl of exchange
indicating its wiliness to accept the bill of exdga up to a certain
amount of a specific period of time on behalf digyer.

It is a form of lending because which is based len fact that it may
mature and the bank is expected to pay for the itapdor payment to
the exporter. The payment is therefore paid bybdek within a short
time before recovering the funds invested in itrfrine designated bank.

3. Promissory Note

It is a negotiable instrument acknowledging a datitgation in trade
transaction. It is normally issued by the debtoatoreditor indicating
announcement to pay the amount involved at a spdaifate. This can
be issued by the acceptance house guarantying payahe specified
date.

This can also be negotiated by the seller to a centiad bank for a
discounted value for cash before the maturity dete. Note is therefore
held by the bank for only a short time for abouety days before
recovering the funds invested in it from the deatgd bank.

4. Factoring

It involves the selling of debts to a factor whidm be a bank such as an
investment banker for immediate cash. This usageernts on the
continued widespread use of trade credit. Theunsnt which can be
an invoice is therefore held by the bank for onlghart time for about
ninety days before recovering the funds investeditifrom the
designated bank.

SELF-ASSESSMENT EXERCISE 1

List and explain the forms of marketable securities which
commercial banks can invest.
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5. Gover nment Securities

These are mainly the Treasury Bill and Treasunytift=tes which are
normally issued by the Central Bank of Nigeria oehdlf of the

government on periodic basis. The subscription laypkb to these
securities is compulsory, and therefore, all conumaérbanks in the
country must subscribe to them whenever they aa&dtl by the apex
bank.

The banks hold these securities for a period oé titanging from sixty
days, ninety days to one hundred and eighty dalge. maturity period
may even extend beyond one hundred and eighty dagsperiod of the
maturity of these securities is normally determibgdhe apex bank.
The Central Bank purchases the securities back ttmmcommercial
banks after the maturity period while paying thesigeated interest
charges and the face value of these securities.

SELF-ASSESSMENT EXERCISE 2

What are the two forms of government securitiesvfich commercial
banks must subscribe whenever they are floatetidgapex bank.

3.2 Investment in Equity and Leasing

1. Equity I nvestment

The holder such as the bank is a part owner of ct@pany. An
investment banker as and the commercial banksw@sim the equity of
a company particularly the blue chip firm. The bamkll be entitled to the
part of dividends of the firms on periodic basis.drder to ensure the
efficient management of such firms the banks as pamners would
appoint some of the directors for the firms. These-executive directors
will serve as the eyes and ears of the banks ingkeations of the firms.

2. Leasing Financing

Leasing gives the possessor of the property c#iedessee to use and
control ill throughout the rental period while pagionly rental charges
to the owner called lessor.

The effect of leasing on the operations of the camypis that annual or
move frequent rental payments are made by the coynpeer the term
of the lease rather than one large initial paymfmt the outright

purchase of the property.

The commercial banks do engage in lease finangmugubchasing some
items of machinery, equipment and motor vehicled Ease them to
manufacturing companies, service firms, and trarispg among others.
The leasing may take the form of financial leaseoperating lease
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depending on the terms of agreement that wouldreetie interest of
the banks.

SELF-ASSESSMENT EXERCISE 3

Differentiate between investment in equity and steeent in leasing by
banks.

40 CONCLUSON

You have learnt from this study unit that they smme marketable
securities that available for investment of theinds by the banks. Such
securities include those that are available fotidgan the open market
operation. These securities for dealing in the operket operation

include the government securities which are hetdporiod of time that

falls within one year.

50 SUMMARY
In this study unit, topics covered include thedaling:
. Marketable Securities Held By Banks

. Investment In Equity And Leasing

In the next study unit, you will be taken througje tdiscussion on the
analysis of financial statement.

6.0 TUTOR-MARKED ASSIGNMENT

ldentify and explain the various marketable semgitavailable for
investment by the banks.
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1.0 INTRODUCTION

You would recall that, in the preceding study umie discussed the

iIssue of investment in securities by the bankshSueestments take the
form of marketable securities, equity and secuatyd government

securities. In this study unit, therefore, the easi assets of the banks
that embedded in loans and credits are identifiretdiscussed.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

discuss term loan

explain mortgage loan
analyze real estate loans
discuss the bond instrument
explain working capital loans
discuss the installment loans.

3.0 MAINCONTENT

3.1 TermLoan

This is the loan facility that is granted by thamoercial banks for a
period of more than one year. In other words, tdoan is an

intermediate-term credit which is a commercial adustrial loan with
maturity of more than one year. It is also regarde loan facility that
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iIs granted on the basis of revolving credit or dlanon which the
original maturity of the facility is in more thame year.

The term loan can be granted as a facility for geeeral use of the
business entities such as acquisition of land, age of building, and
purchase of equipment. In comparison with instatitmean, the loan
agreement in term loan is not elaborate and doésnmolve similar

obligations and restrictions.

Furthermore, the interest charges on term loannareh less that the
interest involved in installment loans, and thetalhsent loans may be
restricted for the purchase of specific items afigipent or machinery for
the operations of the business entity which istghthe facility.

The term loans from the banks are more flexiblenttiee bond issue
because they can be liquidated before their mgtagtte without the
lender subjecting the borrowers to payment of ggriaés.

The term loans generally are associated with shontgurity dates as
compared with bond issue coupled with the lesgastaate than what is
obtainable with the interest payment for the bonds.

There is no abnormal cost for the arrangement roh teans from the
banks when compared to the bond issue that requspecial
arrangement and the payment of heavy costs, appentof trustees,
and writing of special covenants.

In addition, there is no need to consider the isguegistration and its
associated costs, underwriting and selling by mggstliouses, which are
compulsory in the case of the issuance of bondsobyorate entities.

SELF-ASSESSMENT EXERCISE 1
Explain the term loans being granted to firms leylianks.
3.2 MortgagelL oan

Mortgage is a kind of loan for which land or anyet specific asset is
offered as collateral security for the repaymenthef funds involved in
the credit facility. This is also applicable to Ireatate loans for which
the building structures put up by the beneficiarage automatically
pledged as their collateral securities.

Therefore, it is a kind of loan stock that has xedi charge on the
company’s specific assets. Document of title toakgets, which usually
consist of land and trading, will be in the hantishe mortgage holders
or their representative.
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In the case of default, the receiver manager well and use the
proceeds to pay the bank in the case of landfidrcase of other assets
the bank can sell them for the repayment of theigage loan.

SELF-ASSESSMENT EXERCISE 2
Explain the nature of mortgage loan being graraddrms by the banks.
3.3 Real EstateL oans

The real estate loans are credit facilities whish r@ormally granted for
the purchase or construction of building structuf@sch loan facilities
are granted on the basis of the fact that the es@tes in terms of the
landed property involved constitute the collatesaturity. Therefore,
the real estate loans are more or less mortgags.loa

The real estate loans are like the mortgage loatause they are
associated with specific collateral securities swh the building
structures for which the loan funds are used tostant by the
beneficiaries. Therefore, the bank that grantsldaes automatic has a
legal lien over the building structures constructeth the funds by the
customers.

It suffices it to say that the real-estate loanlitgccan indeed assume
the trappings of a mortgage loan. It means thathalfeatures of the
mortgage loan are also applicable to all real edtains.

3.4 Bond Instrument

This instrument is issued and held by the firmdweer a long period of
time, the repayment of which is after a maturityrigez The whole

amount will be held until after maturity when itrepayable. The bank
that subscribes to bond will only be receiving thterest charges on
periodic basis.

In essence, bond is a loan instrument issued byngany with promise to
pay back the fund borrowed after a specific nundbgrears. The interest
accruing on bond is normally paid to the holderegular basis, say, semi-
annually over the life of the debt

It is normally due for payment after 10 to 20 yeatsen the face value
(principal amount borrowed) is paid back to thedeol The bond can be
sold before the maturity date of the holder atghevailing market price
determined by the forces of demand of supply.
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The bond attracts the appointment of a trustee iastitutions of a
contractual discount called in debenture which bdlused by the trustee
to oversee the declinator of the beneficial of acdbdifferent types of
bond include sinking fund bond, convertible bonallateral trust bond-
secured by specific collateral security, and incdroad-interest on the
bond payable debtors.

A debenture is the type of bond which is issueddmge, well known

industrial company. These loan instruments do roehany collateral
backing they enjoy in fixed or floating charge dme tassets of the
corporate body. It attracts annual payment of @geto the holders.

SELF-ASSESSMENT EXERCISE 3

Explain the nature of bond as a form of investmbyntthe banks.
3.5 Working Capital L oans

The working capital loan is a short-term loan whgmormally obtained
by a firm to finance its day-to-day operations. Tban is normally a
facility for a comparably small amount. It is nairmally used for long-
term operational purposes. In most cases, the finadsworking capital

loan are normally for immediate needs of the fisnch as meeting
payroll and accounts payable. This can be granyed brm on short-

term or installment basis.

In essence, the working capital loan is a kindazinl that is normally
granted by a bank to a well established firm tarice the daily operations
of a business entity. There are indicators thatnarenally monitored by
entrepreneurs and executive officers of large camegawith which to
know the indicators indicating the need for workeapital loans from a
bank or other alternative credit financing firms.

Normally, business entities need the working captns when they are
having liquidity crisis within their operations suas inability to meet
additional funding to settle short-term obligatioos to expand their
operations. Under these circumstances and manysotiae working

capital loan is really a necessity towards theisahof the operations of
many a business such as a small business startipestablished
business.

3.6 Installment Loans

The installment loan involves a sum of money adednoy a bank to a
customer for repayment over a fixed time periocequal amounts. In
return for the loan, the borrower agrees on a maeay plan, which

125



ENT 210 BANK LENDING AND ADMINISTRATION |1

involves an amount that typically remains the séimeughout the life of
the loan. The interest charges on an installmemt &ve normally factored
into future repayments.

In another perspective, installment loan can berdexd as the type of
loan that is granted on the understanding thatetlvatl be periodic
payments. Such amount of payment is based on disggeeriod of time
which can be longer or shorter depending on thm tef agreement
between the bank and the customer. The cost ofnstallment loan
depends on the interest rate and the terms invgjeadrally.

The terms of repayment of installment loans aremadly expressed in
months. The common periods of repayment include486,60 or 72
months. There are a wide variety of terms, randnogn short term,
medium term to long term. For instance, mortgagesrestallment loans
with longer terms such as 180 or 360 months ofyeat. It implies
that some installment loans may be structured &yment over a period
of years.

Installment loans are normally repaid by the bemafy on a monthly
basis with some exceptions. The monthly repayniemtan installment
loan are usually the same in each month. Nevedbgldie monthly
repayment can change if the loan has a variable. réhe total
repayment amount of an installment loan normalgjudes the principal
and the interest charges.

It is the banks that determine the monthly paymantount by

calculating the total amount of interest due ower duration of the loan
and add the figure together with the principal amaoof the loan. The
bank then divides that total figure into equallgesi monthly payments.

There might be some fluctuations in the monthlyrpagt due to the fact
that years and months have uneven numbers of dalygesnterest on a
loan does not usually end up being a round figliherefore, it implies
that monthly payments are not always exactly tireeséSuch variations
in monthly payments, however, usually amount to esansignificant

figure.

40 CONCLUSON

You have learnt from this study unit that there atiger areas through
which the banks can invest their funds. Such anehsde the various loans
and credit facilities being granted by the banksaigorate bodies. Among
these lending facilities include some short-teramfowhile others relate to
long-term investment facilities which include egunvestment and lease
finance of machinery, equipment and motor vehicles.
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50 SUMMARY

In this last study unit of the course material, ttty@cs covered include the
following:

J Term Loan

Mortgage Loan

Real Estate Loans

Bond Instrument

Working Capital Loans

Installment Loans

6.0 TUTOR-MARKED ASSIGNMENT

Mention and explain the main types of loans andlitsan which the
banks invest their funds.
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