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WHY DO WE ASSESS THE CREDIT RISK?

PROFITABILITY
PROTECTION

NEGOTIATION

SEGMENTATION
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THE ROLE OF CREDIT MANAGEMENT
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THE ROLE OF CREDIT MANAGEMENT
Different or common goals?
STRONG

COMPETITION – WITHOUT
SALES COMPANY COULD NOT SURVIVE
BUT HOW ABOUT THE LIQUIDITY …

Credit/Risk

Sales/Profit

–

UNDERSTANDING OF THE ROLE IN THE
ORGANIZATION (dialog, meetings,
trainings)

RESPECT

AND

COOPERATION (win-win)

SUCCESS (FOR THE

COMPANY AS A
WHOLE)
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THE ROLE OF CREDIT MANAGEMENT
Coach

Sales man

Optimist

Bridge
builder

Calculator
of
probability

Guru

Analyst
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BUSINESS & CUSTOMERS
➢ What

are the product lines in my company?

➢ What

is the market share of my company?

➢ Which

companies are the main competitors in
each type of product?

➢ Which

companies are the main customers for each
product line?

➢ Are

there regular sales / logistics / marketing
meetings?
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BUSINESS & CUSTOMERS
Know your business

Know your customers
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BUSINESS & CUSTOMERS

GLOBAL INDUSTRIAL: water treatment, cleaning & sanitizing products to
Water, Food & Beverage, Paper, Life Sciences, Textile Care
GLOBAL INSTITUTIONAL: Specialty & Healthcare – cleaning and sanitizing to
foodservice, hospitality, lodging, healthcare, government, education, retail
GLOBAL ENERGY: process chemicals & water treatment to oil & gas and
petrochemical industries
OTHER: pests elimination, colloidal technologies group, equipment care
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BUSINESS & CUSTOMERS: PAPER
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BUSINESS & CUSTOMERS: PAPER
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BUSINESS & CUSTOMERS: RETAIL
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BUSINESS & CUSTOMERS: RETAIL
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BUSINESS & CUSTOMERS
SIZE (SALES) in USD

COMPANY

20 B
15 B
12 B
3B
2B
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BUSINESS & CUSTOMERS
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BUSINESS & CUSTOMERS
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BUSINESS PROCESS VS. SILOS
MANAGEMENT

SALES

FIND CUSTOMER

DISTRIBUTION

DELIVER
PRODUCT

FINANCE

COLLECT
REVENUE

SELLING PROCESS
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The role of Corporate Credit
Management
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CORPORATE CREDIT RISK – CONCEPTS &
DEFINITIONS
I.

Risk management – the base for good decision making

II.

Definition and types of credit risk

III.

Estimating credit risk and measuring credit decisions

IV.

Financial liquidity and credit risk

V.

Payment credibility and creditworthiness

VI.

Quantitative and qualitative credit risk factors
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RISK
Risk is a probability that something will go
wrong.

Business
risk

sales risk
reputation and marketing risk
new product acceptation risk
competitiveness risk
product quality risk
economical environment risk

Types of RISK

Market risk

exchange rate risk

stock prices risk
interest rate risk
financial instruments liquidity risk

•

Systematic risk – beyond someone’s control

Credit risk

country risk

default risk
liquidity risk
counterparty risk
concentration risk

•

Specific risk – under someone’s control

Operational
risk

system risk
control risk
catastrophic risk
fraud risk
legal risk
organizational risk
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RISK
How ECOLAB manages its risks?
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RISK
How ECOLAB manages its risks?
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RISK
How ECOLAB manages its risks?
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RISK
How ECOLAB manages its risks?
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RISK – CHINA VS. USA TRADE WARS
Who has been worst affected so far?
•

The International Monetary Fund says an escalation of the tit-for-tat tariffs could shave 0.5% off
global growth by 2020.

•

There are signs that the trade dispute is already affecting the Chinese and US economies.

•

Morgan Stanley has said a full-blown escalation of the trade dispute could knock 0.81 percentage
points off global gross domestic product. This scenario would involve the US slapping 25% tariffs
on all goods from both China and the EU, and similar measures imposed in response.

•

Among companies, the car industry seems to have been the most affected so far. Major
carmakers recently warned that changes to trade policies were hurting performance.

•

Ford and General Motors have lowered profit forecasts for 2018, citing higher steel and
aluminium prices caused by new US tariffs.

•

There are also concerns that the trade war could hurt other aspects of US-China relations. Mr
Trump recently accused China of manipulating its currency - a sign that the row could be
spreading to foreign exchange markets.

•

Smaller Asian countries further down the supply chain could also suffer. According to the
Economist, 30% of the value of the goods China exports to America originates from third -party
countries.

•

Ultimately, China may not have as much firepower as the US to retaliate, given the US buys
much more from China than it sells to them. This could mean it would find alternative ways to
fight back such as making life difficult for American companies in China by increasing red-tape.

27

RISK – CHINA VS. USA TRADE WARS
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RISK - TURKEY
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RISK - VENEZUELA
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RISK - ARGENTINA
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RISK – GOV. DEBT TO GDP
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RISK – OTHERS
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RISK MANAGEMENT
In modern world, risk management is seen as a partner of sales and production

The main steps in a risk management process are:

•

Identification

•

Evaluation (measurement)

•

Treatment

•

Monitoring

Risk management is primarily concerned with reducing earnings volatility and avoiding large
losses.
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CREDIT RISK
Credit risk can be defined as the potential that a contractual party will fail to meet its
obligations in accordance with the agreed terms. Credit risk is also variously referred to as
default risk, performance risk or counterparty risk.

Taking into consideration the source, we have following types of credit risk:
•

External – macroeconomic and social factors (competitiveness, business cycle, fiscal and
monetary policy, inflation, unemployment etc.), political factors (trade deregulation and
liberalization), demographic factors (society oldness) and technological factors (IT),

•

Internal – employees’ qualification, agreements'’ portfolio diversification, kind and level of
collateral agreements, accounting standards.
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CREDIT RISK
Because of the scope, the credit risk could be divided into:

•

Individual risk – it is a single risk as a function of the level of possible loss and its probability.
This risk could be limited by: creditworthiness assessment before granting of the credit line,
limited level of credit line, credit collateral, creditworthiness monitoring once the credit line is
granted.

•

Portfolio risk – it’s a combined risk, which depends on the individual credit decisions, their
probability of default and their interdependence.
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CREDIT RISK ASSESSMENT
There are three characteristics that define credit risk:
•

exposure (to a party that may possibly default or change adversely on its ability to perform)

•

the likelihood that this party will default (or the default probability) on its obligations (PD)

•

the recovery rate (that is, how much can be retrieved if a default takes place)

Note that the larger the first two elements, the greater the exposure. On the other hand the
higher the amount that can be recovered, the lower the risk. Formally, we can express the risk as:
loss given default (LGD)

Credit risk = Exposure x Probability of default x (1 less Recovery rate)
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CREDIT RISK ASSESSMENT
EXAMPLE

FULL RISK: 100 x 1 x (1-0) = 100

FULLY COVERED RISK: 100 x 1 x (1-1) = 0

ZERO RISK: 100 x 0 x (1-0) = 0
loss given default (LGD)

Credit risk = Exposure x Probability of default x (1 less Recovery rate)
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CREDIT DECISION
PRINCIPLES OF THE CREDIT DECISION

avoid
unnecessary
bureaucracy
and delays

•

Take time to reach a decision

•

Do not be too proud to ask for a second opinion

•

Get full information from the customer and do not make unnecessary assumptions, i.e. do not
lend to a business you do not fully understand

•

Do not take a customer’s statements and representations at face value and ask for evidence to
support the statements

•

Distinguish between facts, estimates and opinions when forming a judgement

•

Think again when the ‘gut reaction’ suggests caution, even though the factual assessment looks
satisfactory
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CREDIT DECISION
How to make the good credit decision?
Two different types of error can arise when evaluating a credit decision.

TYPE I
advancing credit to a lesser quality credit, that is a ‘bad credit’, that has mistakenly
been classified as a ‘good credit’ and thereby incurring an unanticipated loss

TYPE II
misclassifying a ‘good credit’ as a ‘bad credit’ and thereby forgoing an opportunity to
earn profit
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CREDIT DECISION ASSESSMENT
Credit paid (1 – p)

CREDIT
GRANTED

RESULT: revenue - costs

Default (p)

CREDIT
DECISION

RESULT: lost revenue (cost or
replacement value)

CREDIT
REFUSED

RESULT: 0

41

CREDIT DECISION ASSESSMENT
CREDIT GRANTED:

•

if the company earns a margin of 20
per cent on sales, then it will breakeven, that is, be indifferent between
extending credit and refusing credit if

•

with a probability of loss of 0.167, the
firm is indifferent between accepting
a credit risk and refusing it

PV(Revenue – Costs) x (1 – p) – PV(lost revenue) x p
CREDIT REFUSED: 0

PV(Revenue – Costs) x (1 – p) – PV(lost revenue) x p = 0

PV(20) x (1 - p) – PV(100) x p = 0

20 – 20p = 100p

20
120

=p

LGD =
1

p

20 = 120p

p = 0,167
margin
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CREDIT DECISION ASSESSMENT
What is the level of profitability in your company?
PV(Revenue – Costs) x (1 – p) = PV(lost revenue) x p
Jeżeli sprzedaż 100 oraz marża 20 to 20 * 0,833 = 100 * 0,167 = 16,66
- Ryzyko kredytowe wyrażone liczbowo jest równe prawdopodobnej płatności od klienta Przy danej rentowności:

Przy danym „p”:

Jakie musi być „p” przy danej marży
abyśmy zgodzili się sprzedać?

Jaka musi być marża przy danym „p” aby
pokryć ryzyko kredytowe?

– wzór: PV(Revenue – Costs) x (1 – p) –
PV(lost revenue) x p = 0

– wzór: marża (Revenue – Costs) = (sprzedaż * p) /
(1 – p)

➢ Przy jakim poziomie rentowności ryzyko kredytowe wyrażone liczbowo jest równe potencjalnemu zyskowi (marża księgowa
skorygowana o prawdopodobieństwo jej realizacji)
➢ Najpierw wyliczamy „p” i patrzymy czy nasza rentowność pozwala sprzedać danemu klientowi, na którym „robimy” taką
marżę
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CREDIT RISK MANAGEMENT
•

A good credit risk management tries to avoid large exposures on high-risk counterparts.

•

Given the above, the credit risk management is the process of controlling the potential
consequences of credit risk.

•

The process follows a standard risk management framework, namely: identification, evaluation
and management. That is, the cause of the risk has to be identified, the extent of the risk has to
be evaluated and decisions made as to how this risk is to be managed.
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CREDIT RISK MANAGEMENT
Managing cash-generating assets should be proactive, not just reactive, and even worse, passive.
Firms sell to clients different levels of credit risk, and therefore their ability to pay liabilities and
credibility must be constantly assessed and monitored. This in turn has a significant impact
on the debt collection department and challenges related to debt collection.
RULES:
1. Create
2. Action

a suitable credit risk management environment

within the framework of a clear process of granting credit lines

3. Maintaining
4. Ensure

appropriate credit risk management, measurement and monitoring structures

adequate credit risk control tools
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CREDIT RISK MANAGEMENT
Customers want unlimited trade credit, but by assigning a credit line, the company needs to
make analyses that allow it to be allocated only to companies that are likely to repay it. As
a result, credit department juggles between two types of risk:
•

Granting a credit line to a customer who is unable to repay it

•

Denying a credit line to a company that is able to pay on time

The reasons for some credit decisions can not be fully disclosed due to the confidentiality
of the data (e.g. the financial statements disclosed by the customer)
Management support for the credit department is crucial to maintaining good
relationships with other departments within the company
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CREDIT RISK MANAGEMENT

Credit policy
Procedures
Proces
controls

Monitoring

Management
Organization
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FINANCIAL LIQUIDITY AND CREDIT RISK
Financial liquidity is the ability of an enterprise to pay its current liabilities and
expenses
•

Property aspect: the ability to convert assets into cash as quickly as possible and without
losing their value

•

Asset-equity aspect: the ability of an enterprise to timely meet its short-term liabilities

The better the liquidity, the greater the share of assets with a high degree of liquidity

The risk associated with the credit sale (credit risk) is the likelihood that the payee will not pay
in time for the goods or service rendered. This means that the company will not have the money to
settle its own obligations. It is necessary to examine the financial credibility of business
partners.
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PAYMENT CREDIBILITY AND
CREDITWORTHINESS
Credit analysis is not just about counting the financial indicators!
The purpose of credit analysis is to define:
•

Creditworthiness - financial ability to pay the loan taken with interest at the dates specified in the
contract

•

Payment credibility - sufficient amount of debtor's financial resources to repay the debt plus
interest, but also his will to do so, and the occurrence of favourable conditions in the debtor's
environment, independent of his will, which will not interfere

•

Business solvency - the ability to repay all liabilities from the business assets

Creditworthiness is based on:
•

ability to repay its obligations (income approach): profitability and liquidity (indicators)

•

status and value of the entity's assets (property approach): transferability (selling) of assets
without loss of value

•

business risk (objective, subjective, internal, external)
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QUANTITATIVE AND QUALITATIVE CREDIT RISK
FACTORS
It is clear that the ability to pay liabilities
should be measured not only taking into
account financial parameters, measurable in
the form of financial indicators
(quantitative factors).
The business risk associated with nonquantitative parameters (qualitative
factors) also has a significant impact on
solvency.
The question arises: Which of these
factors have a greater, more significant
impact on the assessment of the
creditworthiness of the company under
investigation?
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Corporate credit risk – concepts &
definitions
51

THE TASKS OF CORPORATE CREDIT
MANAGEMENT
I.

Credit & collection departments – organization, tasks and work
allocation

II.

Credit policy – guideline for Credit Manager

III.

Credit risk monitoring – key performance indicators (KPI)

IV.

Corporate credit management – strategies and technics
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CREDIT & COLLECTION DEPARTMENTS
Credit risk assessment and debt collection departments can be located in
other organizational divisions of the company.
The customer lending function is a typical financial function and should
naturally report to the CFO or Treasurer.
Debt collection is a kind of extension of accounting (or a specialized
department dealing with invoicing - billing). Therefore, the reporting line
for debt collection runs in the direction of the financial controller.
In the case of separate placement of both departments in the
company's structures, the information flow is extended and causes a
prolonged time of solving problems.
To prevent this, it is usually recommended to combine both functions
in one department.
In addition, it is desirable to also include the order management
function from customers, which is usually assigned to the sales
department.
The implementation of this model means that a significant part of
communication with the client is coordinated in one department. This
results in more effective communication and faster solving of
problems.
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CREDIT
POLICY
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CREDIT POLICY - ESSENCE
Credit policy imposes consistency in approving sales with deferred payment terms
(credit limits). In this regard, it should first of all explain:

MISSION
RESPONSIBILITIES

• why an enterprise grants credit to its customers
• describing the applied balance between the sale and the acceptable risk of
bad debt
• client blocking privileges (with possible combinations / changes)
• a path to approve a new credit limit if it exceeds

RULES

• principles of credit risk transfer (use of collateral for credit risk: guarantees, insurance,
letter of credit)
• applied automated rules have to be explained

CONDITIONS

• can state the forms of payment that a customer is allowed if credit is not granted, or if
the amount requested is greater than the credit granted
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CREDIT POLICY – ADDITIONAL ISSUES
Additional issues defined by credit policy:
•

Terms of sale (payment terms, discounts, etc.)

•

Debt collection methodology (order blocking, urgency, support of other departments, etc.)

•

Cooperation with external entities (debt collection companies, law firms)

•

Confidentiality of information

•

Dealing with credit balances in receivables or customers’ liabilities

•

Proceeding in case of bankruptcy (or other credit events)

•

Handling of disputed payments

•

Distribution of credit policy updates

•

Applied customer debt assessment systems (collectable, bad debts, uncollectable)

•

Proceeding and securing of difficult customer receivables (late payers)
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CREDIT POLICY - REVIEW
•

The specific events and periods during which the review should take place should be indicated

•

The amount of uncollectible receivables may cause a review of the applicable credit policy

•

A situation in which a customer's credit limit has been completely erased (sudden rating
change, delay or no payment, etc.)
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CREDIT POLICY - SUMMARY
•

There is a high probability that scenarios not anticipated in the existing credit policy will occur.

•

Policies should be updated to cover the aforementioned situations.

•

With corporate development (new products, M & A, change of business, etc.), credit policy also
needs to change.

•

Credit policy is not intended to be any situation (scenario), as it will cause unnecessary
complications and increase the amount of space. Credit policies should describe the most
common and repetitive situations in an enterprise.
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CREDIT MONITORING – WHEN & HOW?
INCREASING THE CREDIT LIMIT
One-off small order (separate line or temporary increase)
•

Review requirement: depending on the size of the approved limit

Constant small order
•

Review requirement: limited, depending on approved limit

Significant increase for a known customer
•

Review requirement: extended or full

Significant increase for new customer
•

Review requirement: full with collateral
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CREDIT MONITORING – WHO?
RISKY CUSTOMERS - frequent monitoring of every possible indicator
•

New business

•

Distributors and retailers with newly-granted credit increases

•

Companies in transition (restructuring, M&A, change of business model, etc.)

CUSTOMERS often applying for a change in credit limit - pay attention to:
•

The history of cooperation (payments)

•

Profitability of sales
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CREDIT MONITORING
•

•

•

Credit risk assessment determines the
frequency and type of credit control types
used

Other areas or information used to monitor credit
risk:


Public information



Visits to the customer

 Change of credit limit
The frequency and type of credit checks
depend on the customer, although they
 Daily conversation with the clients
can be applied to customer groups divided
 Changes in acquired credit reports (D&B,
according to specific segmentation
CreditRiskMonitor)
criteria.
 Data mining

The most common practice is to monitor
receivables aging and the receivable duty
cycle (DSO) for a particular customer



Unused early payment option (discount, rebate)



Exceptions to regular payment terms



Rumors and gosips heard in the industry
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CREDIT MONITORING - KPI
A
MONTH
december
january
february
march
april
may
june
july
august
september
october
november
december
january
february
march
april
may
june
july
august
september
october
november
december

days in
month
31
28
31
30
31
30
31
31
30
31
30
31
31
28
31
30
31
30
31
31
30
31
30
31

B
RECEIVABLES
(beginning of the
period)
304 880
276 040
280 160
292 520
284 280
309 000
288 400
267 800
255 440
267 800
267 800
296 640
292 520
317 446
322 184
336 398
326 922
355 350
331 660
307 970
293 756
307 970
307 970
341 136

C

D

E

Credit SALES

RECEIVABLES (end
of the period)

RECEIVABLES
(current)

CEI (%)

304 880
276 040
280 160
292 520
284 280
309 000
288 400
267 800
255 440
267 800
267 800
296 640
292 520
317 446
322 184
336 398
326 922
355 350
331 660
307 970
293 756
307 970
307 970
341 136
336 398

193 640
201 880
214 240
214 240
222 480
210 120
193 640
181 280
193 640
193 640
214 240
222 480
222 686
132 162
146 376
146 376
155 852
131 132
113 004
199 408
213 004
213 004
295 664
314 728

72%
72%
76%
76%
72%
77%
77%
73%
73%
75%
71%
80%
67%
54%
60%
58%
56%
60%
59%
71%
71%
73%
84%
94%

185 400
201 880
255 440
210 120
243 080
238 960
222 480
185 400
214 240
218 360
230 720
280 160
213 210
232 162
293 756
241 638
279 542
274 804
255 852
213 210
246 376
251 114
265 328
322 184

F

G

H

I

DSO

best
DSO

ADD

32
28
26
31
28
26
27
30
27
27
28
25
32
16
15
18
17
14
14
29
26
26
33
30

14
11
10
10
11
10
10
12
10
11
11
8
14
23
20
22
22
22
24
14
12
12
5
2

400 000
350 000

300 000
250 000

46
39
36
41
39
36
37
43
38
38
39
32
46
39
36
41
39
36
37
43
38
38
39
32

200 000
150 000

100 000
50 000

0

RECEIVABLES (end of the period)

RECEIVABLES (current)

50

100%

45

90%

40

80%

35

70%

30

60%

25

50%

20

40%

15

30%

10

20%

5

10%

0

0%

DSO - best DSO
CEI (%)

best DSO

ADD

DSO
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CREDIT RISK MANAGEMENT
TECHNIQUES

STRATEGIES

SELECTION

LIMITATION

VALUE-DRIVEN

IMMEDIATE
PERFORMANCEDRIVEN

DIVERSIFICATION

CREDIT
ENHANCEMENT

PRODUCTIONDRIVEN

UNFOCUSED
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The tasks of Corporate Credit
Management
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CREDIT ASSESSMENT
METHODOLOGY –
INTRODUCTION
I.

First and periodic creditworthiness assessment

II.

Assessment of credit rating system

III. 5C/6C,

IV.

CAMPARI (ICE), 5P, LAPP, FAPE concepts

Credit rating models - concepts and classification
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CREDITWORTHINESS ASSESSMENT

Simplified method - confidence building
•

Detailed analysis is time-consuming and expensive

•

Gradual gaining of trust

•

Not always possible; without detailed analysis it is difficult to determine the level of trade credit

•

We only know the customer is in trouble when we see late payments

Detailed creditworthiness assessment
•

The sales value to the contractor is very high

•

It is used by large companies to evaluate their customers

•

Companies sign contracts for orders that are relatively large for them
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CREDITWORTHINESS ASSESSMENT

The creditworthiness assessment should be divided into three steps:

•

First creditworthiness assessment

•

Recurring creditworthiness assessment, divided further into:

Increase of the credit lines in line with increase of trust between the business partners, and

Cyclical creditworthiness assessments

•

Creditworthiness assessment system review
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FIRST CREDITWORTHINESS ASSESSMENT
First creditworthiness assessment is processed for:
•

New customers

•

Known customers, however without any cooperation for the last few years

The creditworthiness assessment should answer the following questions:
•

Does the customer’s financial standing strong enough to allow for uninterrupted payment for the
obligations? - CREDITWORTHINESS

•

Is the customer trustworthy (fair)? - CREDIBILITY

The assessment is based on the creditworthiness assessment models
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PERIODIC CREDITWORTHINESS ASSESSMENT
TARGET: to check whether the good enough financial standing of the existing customers has not
been changed adversely

SCOPE: more general than first assessment and focused on the following:

•

monitoring of the latest financial statements in order to spot the potential threats and risk of
insolvency

•

monitoring the current reports coming from the business intelligence agencies and other
screening the payment behaviors and other important business characteristics

•

monitoring other important factors, like changes in the management etc.
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PERIODIC CREDITWORTHINESS ASSESSMENT
STRATEGY: minimize the potential losses, and from the other hand be cost effective

The strategy may be based on the following pillars:
•

the large customers - reviewed on semi-annual basis

•

the mid-size companies review every 3 years

•

small customers reviewed randomly based on general economic factors, usually coming from
changes in the certain branch etc.

NOTE: the customers’ portfolio structure
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CREDITWORTHINESS ASSESSMENT SYSTEM
REVIEW
•

Like every other risk management system, the credit risk management should be verified
periodically in order to check its effectiveness.

•

The system built today could be not efficient in the next three years of decade.

•

The periodic review of the creditworthiness system should challenge its adequacy compare to
the current economical conditions. Consequently this should trigger the appropriate changes.
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CREDITWORTHINESS ASSESSMENT
The main steps in a risk management process
are:
•

Identification

•

Evaluation (measurement)

•

Treatment

•

Monitoring

To identify where the risk lays, it is advisable to
determine the method of measurement, i.e. to
find the appropriate CREDIT RISK
ASSESMENT MODEL
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5C/6C
A widely used methodology is to
evaluate an enterprise based on
the 5C/6C in English banking:
Zaufanie
(Confidence)

•

Capacity / Cash Flow

•

Capital

•

Collateral

•

Conditions

•

Character

•

Confidence (as a trust – recently
added to the analysis)

Charakter
(Character)

Warunki
ekonomiczne
(Conditions)

Wypłacalność
(Capacity /
Cash Flow)

Kapitał
(Capital)

Zabezpieczenie
(Collateral)
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CAMPARI (ICE)
Character

• osobowość firmy, kredytobiorcy

Ability

•zdolność

Means

•środki

Purpose

•cel

Amount

•kwota

Repayment

•spłata

Interest

•odsetki

Income

• dochód

Collateral

• zabezpieczenie

Extras

• pozostałe
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5P
The 5P’s is another method of
evaluating credit applications. It was
developed by the Federal Reserve
Center (Fed 2004) which consists of:
•

People: borrower’s history of being
and timely honoring financial
obligations?

•

Purpose: how the borrower is going to
use the funds.

•

Payment: timing of the borrower’s
receipt of funds (cash flow)

•

Protection: collateral and other
secondary sources of loan repayment.

•

Prospective (Plan): How will the
loan be supervised?

Perspektywa
(Plan)

Ochrona
(Protection)

Ludzie
(People)

Cel (Purpose)

Płatność
(Payment)

75

LAPP
LAPP Method developed by Benz (1979) is used more for evaluating corporate credit
applications than individual borrowers. LAPP is an abbreviation for the following:
•

Liquidity: which measures the ability of the firm to repay its short-term obligations? Banks
use quick ratio or liquidity ratio to measure the liquidity of the firm.

•

Activity: which measures the size of the firm and its operations, some percentages are used,
such as asset turnover, inventory turnover, average collection period, and average payment
period.

•

Profitability: which measures how profitable the firm is. Some ratio is used such as return on
assets (ROA), return on equity (ROE), gross or profit margin.

•

Potential: this measures the resources and strength the firm has, such as financial resources,
human resources, management level, and other strength the firm might have.
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FAPE
•

This method depends on analysing the financial records of the applicants and on its past
records of credit.

•

The bank analyses financial statements such as the income statement, balance sheet,
cash flow statement and from these statements computes some ratios, such as the liquidity
ratio and profitability ratios such as: ROA, ROE, and operation ratios such as Asset Turnover
ratio, and other ratios such as: EPS, Debt Ratio etc.

•

From these ratios the credit officer can evaluate the firm and decide if it is credit worthy
or not.

•

This method is usually used in addition to some of the previous methods and banks do
not depend on it alone, because some information is lacking, especially about the customer's
attitude and past experience (Credit Records).
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CREDIT RATING MODELS
•

Qualitative methods are based on the observation of phenomena, factors, cases and causeand-effect relationships that cannot be quantified. The effect of such methods is usually the
sequence of recipients ranked according to the increasing or decreasing risk. The solutions
obtained by these methods are highly subjective.

•

Quantitative methods are based on the measurable data. They include a wide range of risk
analysis methods from indicator analysis to econometric models. Quantitative methods give
objective results but do not consider important (sometimes) qualitative data. The results are
also inaccurate in the long run, so the calculations need to be repeated from time to time.

•

Mixed methods use both measurable and non-measurable data. These types of methods are
most commonly used in the business practice.
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CREDIT RATING MODELS
Financial models:
•

Financial structure (Merton model, KMV model)

•

Cash flow (Gambler’s ruin, Cash-flow simulations)

•

Market implied (Reduced-form models, Bond, derivative and equity prices)

Empirical data based models:
•

Statistics (Linear regression, Logistic regression, Additive models)

•

Artificial intelligence (Neural networks, Support vector machines, Kernel-based learning)

•

Machine learning (Nearest neighbors, Decision trees, Graphical models

Expert models:
•

expert techniques (expert system, expert scorecard)

•

expert judgment (expert judgment of probability of bankruptcy, expert judgment)
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Credit assessment methodology –
introduction
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CREDIT RISK SIGNALS &
CREDIT EVENTS
I.

Internal causes of increased credit risk

II.

External causes of increased credit risk

III.

Specific factors in credit worthiness assessment (branch, size and
region)

IV.

Credit red flags and credit events
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REASONS AND PHASES OF BANKRUPTCY
Investigations into the causes of corporate bankruptcy lead to the conclusion that, in most cases, insolvency is not
an accidental event but a result of the deteriorating financial situation of the enterprise and may be
foreseen even several years earlier.

The most notable qualitative corporate failure prediction model is Argenti's A score model. Argenti suggested that
the failure process follows a predictable sequence:
•

Defects. Companies approaching bankruptcy mostly have some common defects in their performance, which are
obvious well ahead of the actual failure.

•

Mistakes. Because of these mistakes accumulation, the company can make a fatal mistake, which would lead to
bankruptcy.

•

Symptoms. Mistakes made by the company’s management reveal some known symptoms of the upcoming
insolvency: deterioration of indicators, lack of cash. Usually, these symptoms appear during last two or three years
of the process that leads to insolvency, which, in its turn, lasts from five to ten years.

•

Bankruptcy. The final stage in which the bankruptcy and liquidation of the enterprise takes place.
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WARNING INDICATORS (INTERNAL FACTORS)
•

Autocratic management

•

Ineffective communications

•

Neglect of human resources

•

Inefficient compensation and incentive programs

•

Company goals not achieved

•

Deteriorating business from established clients and new prospects

•

Inadequate analysis of markets and strategies

•

Lack of timely financial information

•

History of failed expansion plans

•

Uncontrolled or mismanaged growth
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WARNING INDICATORS (EXTERNAL FACTORS)
•

General economy

•

Unfavorable legislation

•

Interest rate fluctuations

•

Labor unrest

•

Labor cost increases

•

Competition

•

Litigation

•

Market decline

•

Raw material cost increases
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WARNING INDICATORS (OPERATIONAL)


Trade credit difficulties and restrictions



Quality control problems, such as increased
returned goods and customer complaints

Failure to take purchase and other cash
discounts



Delay in returning telephone calls



Late or slow delivery





Increase in fixed costs relative to revenues

Delay in submitting financial statements to
banks, lenders, and suppliers



Management and employee turnover



Board of Directors resignations



General employee dissatisfaction and
performance



Board of Directors failure to diligently exercise
its oversight function



Employee layoffs



Return of the "retired" founder to a visible
management position



Declining revenues per employee



Failure to adapt to new technologies





Lack of both short and long-term planning and
forecasting
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WARNING INDICATORS (FINANCIAL)


significant decrease in profit or increase in loss



falling financial liquidity and related loss of financial cover (solvency)



visible increase in demand for loans and disruptions in their repayment



increase in the cost of financial operations, especially the interest paid



increasing liabilities towards public and legal suppliers and institutions, including overdue ones



financing of current activities by discount of invoices and bills of exchange and sale of fixed assets at a
lower price



increase in the state of unfinished production and stocks of goods that are difficult to sell



freezing of funds in unfinished investments in time

86

WARNING INDICATORS (FINANCIAL)


a large increase in receivables in terms of the amount or percentage



decrease in current assets (in percentage terms) relative to total assets



deterioration in working capital



large increase in reserves



disproportionate increase in current debt



significant increase in long-term debt



the presence of debt to employees or owners



falling sales



a disproportionate increase in the overall cost of sales compared to sales



operating loss and increasing level of assets relative to sales
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WARNING INDICATORS - EXAMPLES
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WARNING INDICATORS - EXAMPLES
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WARNING INDICATORS - EXAMPLES
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CREDIT EVENTS
Credit event is an any sudden and tangible (negative) change in a borrower's credit standing or
decline in credit rating
Bankruptcy or insolvency under corporate law

Failure to pay

Credit upon a merger

Government action

Cross acceleration

Market disruption

Cross default

Moratorium on debts

Currency convertibility

Obligation acceleration

Downgrade
Restructuring

Obligation default
Repudiation
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WARNING INDICATORS - EXAMPLES
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WARNING INDICATORS - EXAMPLES
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Credit risk signals & credit events
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COOPERATION WITH
EXTERNAL ENTITIES
I.

Business intelligence, credit bureaus, insurers,
factors, banks, rating agencies, stock exchanges
and other sources of credit information.

II.

Reports and analysis supporting credit analysis

III. Credit

risk mitigation – receivables management
vs. security instruments
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BUSINESS INTELLIGENCE AGENCIES
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BUSINESS INTELLIGENCE AGENCIES
The credit report prepared by the business intelligence provider includes:
•

contact details of the entity & registration data: composition of the management, representation, composition of the
supervisory board

•

company history, business object, market share, key customers, key suppliers

•

information on subsidiaries, as well as capital and personal relationships, capital, property, employment

•

directions and volume of import and export

•

realized or planned investments, mergers or acquisitions

•

financial statements of the entity

•

solvency, assessment of payments, collection proceedings

•

name of banks serving

•

creditworthiness assessment

•

timely payment of liabilities (so-called payment morality)

•

analysis of the financial result of the entity against the background of the sector
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TRADE CREDIT INSURERS
•

With trade credit insurance, the
entrepreneur becomes independent from the
financial troubles of the customer.

•

The verification of the credibility of the
counterparties is a very important service
within the insurance policy, which
minimizes the risk.

•

Insurance companies have their databases
or use business intelligence information.
This helps to determine the limit of liability
that can be taken in a particular case.
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RATING AGENCIES
•

Credit rating agencies deal with collection of
information about the issuers of bonds
(companies, funds, banks, non-profit
organizations, governments, local
governments), followed by credit rating (ability
to repay interest and principal payments ) of
these entities, as well as an assessment of the
debt instruments themselves traded on the
secondary market.

•

The assessment process is carried out in
accordance with the procedure (methodology)
adopted by the credit rating agency.

•

Ratings are expressed by letter symbols, and
may also contain numbers or +/- marks for
differences in one category.
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REPORTS AND ANALYSIS SUPPORTING
CREDIT ANALYSIS
•

Coface: http://www.coface.pl/AKTUALNOSCI-I-MEDIA/Publikacje

•

Instytut Badań nad Gospodarką Rynkową: http://www.ibngr.pl/Publikacje/Mapa-Ryzyka-Inwestycyjnego

•

Euler Hermes: http://www.eulerhermes.pl/analizy-ekonomiczne

•

Korporacji Ubezpieczeń Kredytów Eksportowych: http://www.kuke.com.pl/serwis-ekonomiczny

•

Industry Performace Forecast published by Atradius: https://atradius.co.uk/industry-performance-forecast.html#

•

Giełda Papierów Wartościowych w Warszawie: https://www.gpw.pl/

•

Reuters – http://www.reuters.com/

•

Bloomberg – https://www.bloomberg.com

•

Eurostat – http://ec.europa.eu/eurostat
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FACTORING & FORFAITING
•

Factoring can be considered as a loan
agreement. It is considered that when a factoring
contract is concluded, the factor transfers money
to the factoree, and in turn the factoree transfers
the ownership of the receivables to secure its
future claims on the loan granted.

•

Also, the factoring agreement is often compared to
the receivables discounting (sales) because it is
considered that the factoree receives the cash for
the receivables sold.

•

Forfaiting is a special form of cash settlement
involving the purchase of cash claims excluding
the right of recourse against the seller. It is very
similar in form to factoring.

•

Forfaiting involves large transactions, large
amounts and fairly long payment terms.
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FACTORING & FORFAITING
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(DOCUMENTARY) LETTER OF CREDIT
•

Letter of credit is a form of domestic and
foreign settlements through a bank used as
an instrument securing the interests of the
parties to the contract. The document
specifying the terms of these settlements is
also called a Letter of Credit (L/C, LC, LOC).

•

Documentary letter of credit is a selfcontained, written commitment of an
opening bank (importer bank) towards an
exporter (beneficiary) to pay or secure
payment of a specified amount of money,
provided that he presents the documents in
accordance with the letter of credit and under
the conditions set out therein.
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TRADE CREDIT INSURANCE
•

Trade credit insurance (also known as credit insurance, business credit insurance or export
credit insurance) is an insurance policy and risk management product that covers the
payment risk resulting from the delivery of goods or services.

•

Trade credit insurance usually covers a portfolio of buyers and pays an agreed percentage
of an invoice or receivable that remains unpaid as a result of protracted default, insolvency
or bankruptcy.

•

Trade credit insurance is purchased by business entities to insure their accounts receivable
from loss due to the non-payment of valid debt by their debtors.

•

It can also be expanded to cover losses resulting from political risks such as currency
inconvertibility; war and civil disturbance; confiscation, expropriation and nationalization.
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TRADE CREDIT INSURANCE
•

The costs (called a “premium”) for this are
usually charged monthly, and are calculated
as a percentage of sales of that month or as a
percentage of all outstanding receivables.

•

Trade credit insurance insures the payment
risk of companies, not of private
individuals.

•

Policy holders require a credit limit on
each of their buyers in order for the sales
to that buyer to be insured.

•

The premium rate is usually low and
reflects the average credit risk of the
insured portfolio of buyers.

•

Additional premium is payable if the cover is
expanded to include political risks.

106

Cooperation with external entities
107

INFORMATION – MUST HAVE FOR
EVERY CREDIT MANAGER

I.

Why and how do we monitor credit risk?

II.

Sources of micro and macro information

III. Benchmarking

– challenge to overcome
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WHY AND HOW DO WE MONITOR CREDIT RISK?
Credit risk monitoring means the organization and processes in place to mitigate the risk of
delayed payment or nonpayment by a customer.
Ideally, credit risk monitoring system should cover at least the following pillars:
•

Organization – clearly assigned credit control function, implement a credit governance for key
decisions, reinforce sales teams’ commitment through training sessions as well as incentives

•

KPIs - define and track a set of credit risk KPIs

•

Customers’ financial health assessment - implement a continuous customer health assessment

•

Credit insurance - assess possibility of implementing credit insurance

•

Credit limits management - define customers’ credit limits based on risk assessment, ensure credit
limits are enforced through orders blocking control mechanism

•

Accounts receivable balance management - ensure receivables balances are accurate

•

Overdue management - frequently review ageing balance to define appropriate action plans,
establish an overdue management framework (from first reminder to customer, through to receivable
write-off)
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SOURCES OF MICROECONOMICAL INFORMATION
Microeconomic (industry) analysis consists in comparing indicators
characterizing a given enterprise with the
same indicators of other enterprises from the
same industry and with similar turnover
structure in the same time interval.
•

Banks

•

Insurers of receivables

•

Consulting and analytical companies

•

Government agencies

•

Federations and industry associations
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SOURCES OF MACROECONOMICAL
INFORMATION
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BENCHMARKING – CHALLENGE TO OVERCOME
Benchmarking is the practice of comparing actual performance results with a standardize
performance goal or number – a benchmark:
•

cost accountants generally use internal benchmarking

•

another form of benchmarking is external benchmarking

Benchmarking is a method of establishing a standard for comparison to add context to the
financial information provided in financial statements and ratios to derive meaning from these
valuable data.
When we use benchmarks, the main question we are trying to answer is: what is the average
level of performance for a given ratio/metric in a specific industry?
Challenges: (1) data collection, (2) private companies, (3) asy to make mistakes that misconstrue
the findings of the analysis
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http://financial.thomsonreuters.com/en/products/data-analytics/market-data/indices/trbc-indices.html
ENERGY: oil, coal, gas, renewable energy
BASIC MATERIALS: chemicals, mineral resources, applied resources

INDUSTRIALS: industrial goods (machinery) & services, transportation
CYCLICAL CONSUMER GOODS & SERVICES: auto, household, leisure, retail,
hotels, media
NON-CYCLICAL CONSUMER GOODS & SERVICES: food, beverages, drugs
FINANCIALS: banking, insurance, real-estate, investment
HEALTHCARE: healthcare services, medical research, pharmaceuticals
TECHNOLOGY: technology equipment, software, IT services
TELECOMUNICATIONS SERVICES: telecommunication services
UTILITIES: electric-, water-, natural gas- utilities
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Information – must have for every
Credit Manager
115

QUANTITATIVE FACTORS – FIRST
BUT NOT MOST IMPORTANT

I.

Essence, importance, limitations, sources of
information

II.

Object and scope of the financial analysis

III. Ratio

analysis (liquidity ratios, performance
indicators, solvency ratios, profitability ratios) – what
is important and necessary?
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118
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FINANCIAL ANALYSIS
The financial analysis can be divided into the
following stages:
•

Balance sheet analysis (capital structure and
financial risk)

•

Analysis of profit and loss account

•

Financial liquidity analysis

•

Analysis of profitability (sales and capitals)

•

Analysis of economic activity

•

Analysis of the cash flow statement

•

Analysis of debt service capacity and
bankruptcy risk

•

Analysis of market indicators
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FINANCIAL ANALYSIS
Credit management operates within three main tools designed to analyse financial
statements:
•

Comparative financial statement analysis (trend – horizontal analysis)

•

Common-size financial statement analysis (proportionate changes in accounts within
groups of assets – vertical analysis)

•

Ratio analysis (not relevant in isolation: they are usefully interpreted in comparison with (1)
prior ratios, (2) predetermined standards, and (3) ratios of competitors)

When using key financial ratios, you need to be sure that you are comparing like with like
You need to appreciate how operational differences within each industry or region can
impact the validity of any comparisons
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FINANCIAL ANALYSIS
Analysing the changes in the assets of the company against the background of other economic
categories, including income and financial results, it is possible to conclude about the
effectiveness of wealth management.

The desired direction of dependence can be presented as:

ΔE < ΔA < ΔR < ΔP
where: ΔE - employment dynamics, ΔA - asset dynamics, ΔR - revenue dynamics, ΔP - profit
dynamics
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FINANCIAL ANALYSIS (LIQUIDITY)
Liquidity – the organization’s ability to meet its short-term obligations. This includes such items
as how much working capital it requires and its debt obligations.

𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑎𝑠𝑠𝑒𝑡𝑠

Current ratio = 𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠

Quick ratio =

(1,5 – 2,0)

𝐶𝑎𝑠ℎ & 𝑐𝑎𝑠ℎ 𝑒𝑞𝑢𝑖𝑣𝑎𝑙𝑒𝑛𝑡𝑠 + 𝑀𝑎𝑟𝑘𝑒𝑡𝑎𝑏𝑙𝑒 𝑠𝑒𝑐𝑢𝑟𝑖𝑡𝑖𝑒𝑠 + 𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑠 𝑟𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒
𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠

Cash ratio =

𝑐𝑎𝑠ℎ & 𝑐𝑎𝑠ℎ 𝑒𝑞𝑢𝑖𝑣𝑎𝑙𝑒𝑛𝑡𝑠
𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠

(0,8 - 1,2)

(no benchmark)
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FINANCIAL ANALYSIS (LIQUIDITY & SOLVENCY)
working capital:

current assets - current liabilities

demand for working capital:
current assets - short-term investments (cash)
- non-interest bearing current liabilities

share of working capital in total assets:
𝒘𝒐𝒓𝒌𝒊𝒏𝒈 𝒄𝒂𝒑𝒊𝒕𝒂𝒍
𝒕𝒐𝒕𝒂𝒍 𝒂𝒔𝒔𝒆𝒕𝒔
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FINANCIAL ANALYSIS (OPERATIONS)
Inventory Turnover Ratio =

𝐂𝐨𝐬𝐭 𝐨𝐟 𝐆𝐨𝐨𝐝𝐬 𝐒𝐨𝐥𝐝
𝐀𝐯𝐞𝐫𝐚𝐠𝐞 𝐢𝐧𝐯𝐞𝐧𝐭𝐨𝐫𝐲
𝐀𝐯𝐞𝐫𝐚𝐠𝐞 𝐢𝐧𝐯𝐞𝐧𝐭𝐨𝐫𝐲
𝐂𝐨𝐬𝐭 𝐨𝐟 𝐬𝐚𝐥𝐞𝐬 / 𝟑𝟔𝟓

𝟑𝟔𝟓

DIO = 𝑰𝒏𝒗𝒆𝒏𝒕𝒐𝒓𝒚 𝑻𝒖𝒓𝒏𝒐𝒗𝒆𝒓 𝑹𝒂𝒕𝒊𝒐 or

Accounts Receivable Turnover Ratio =
𝟑𝟔𝟓

DSO = 𝑨𝒄𝒄𝒐𝒖𝒏𝒕𝒔 𝑹𝒆𝒄𝒆𝒊𝒗𝒂𝒃𝒍𝒆 𝑻𝒖𝒓𝒏𝒐𝒗𝒆𝒓 𝑹𝒂𝒕𝒊𝒐 or

𝐍𝐞𝐭 𝐒𝐚𝐥𝐞𝐬
𝐀𝐯𝐞𝐫𝐚𝐠𝐞 𝐍𝐞𝐭 𝐀𝐜𝐜𝐨𝐮𝐧𝐭𝐬 𝐑𝐞𝐜𝐞𝐢𝐯𝐚𝐛𝐥𝐞

𝐀𝐯𝐞𝐫𝐚𝐠𝐞 𝐧𝐞𝐭 𝐚𝐜𝐜𝐨𝐮𝐧𝐭𝐬 𝐫𝐞𝐜𝐞𝐢𝐯𝐚𝐛𝐥𝐞
𝐍𝐞𝐭 𝐒𝐚𝐥𝐞𝐬 / 𝟑𝟔𝟓

Accounts Payable Turnover Ratio =
DPO =

𝟑𝟔𝟓
𝑨𝒄𝒄𝒐𝒖𝒏𝒕𝒔 𝑷𝒂𝒚𝒂𝒃𝒍𝒆 𝑻𝒖𝒓𝒏𝒐𝒗𝒆𝒓 𝑹𝒂𝒕𝒊𝒐

or

𝐂𝐨𝐬𝐭 𝐨𝐟 𝐆𝐨𝐨𝐝𝐬 𝐒𝐨𝐥𝐝
𝐀𝐯𝐞𝐫𝐚𝐠𝐞 𝐀𝐜𝐜𝐨𝐮𝐧𝐭𝐬 𝐏𝐚𝐲𝐚𝐛𝐥𝐞

𝐀𝐯𝐞𝐫𝐚𝐠𝐞 𝐀𝐜𝐜𝐨𝐮𝐧𝐭𝐬 𝐏𝐚𝐲𝐚𝐛𝐥𝐞
𝐂𝐨𝐬𝐭 𝐨𝐟 𝐆𝐨𝐨𝐝𝐬 𝐒𝐨𝐥𝐝 / 𝟑𝟔𝟓
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FINANCIAL ANALYSIS (CASH CONVERSION
CYCLE - CCC)
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FINANCIAL ANALYSIS (CAPITAL STRUCTURE
& SOLVENCY)
Total debt to equity =

𝐓𝐨𝐭𝐚𝐥 𝐥𝐢𝐚𝐛𝐢𝐥𝐢𝐭𝐢𝐞𝐬
𝐒𝐡𝐚𝐫𝐞𝐡𝐨𝐥𝐝𝐞𝐫 ′ 𝐬 𝐞𝐪𝐮𝐢𝐭𝐲

Long-term debt to equity =

𝐋𝐨𝐧𝐠−𝐭𝐞𝐫𝐦 𝐥𝐢𝐚𝐛𝐢𝐥𝐢𝐭𝐢𝐞𝐬
𝐒𝐡𝐚𝐫𝐞𝐡𝐨𝐥𝐝𝐞𝐫 ′ 𝐬 𝐞𝐪𝐮𝐢𝐭𝐲

Times interest earned (interest coverage ratio) =

𝐈𝐧𝐜𝐨𝐦𝐞 𝐛𝐞𝐟𝐨𝐫𝐞 𝐢𝐧𝐜𝐨𝐦𝐞 𝐭𝐚𝐱𝐞𝐬 𝐚𝐧𝐝 𝐢𝐧𝐭𝐞𝐫𝐞𝐬𝐭 𝐞𝐱𝐩𝐞𝐧𝐬𝐞
𝐈𝐧𝐭𝐞𝐫𝐞𝐬𝐭 𝐞𝐱𝐩𝐞𝐧𝐬𝐞
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FINANCIAL ANALYSIS (PROFITABILITY)
•

These ratios measure the organization’s use of its assets and control of its expenses to
generate an acceptable rate of return

•

You can see if an organization is profitable simply by looking at an income statement, but you
need to put that into perspective
Gross profit margin =

𝑆𝑎𝑙𝑒𝑠 −𝐶𝑜𝑠𝑡 𝑜𝑓 𝑠𝑎𝑙𝑒𝑠
𝑆𝑎𝑙𝑒𝑠

Operating profit margin =

𝐼𝑛𝑐𝑜𝑚𝑒 𝑓𝑟𝑜𝑚 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑜𝑛𝑠
𝑆𝑎𝑙𝑒𝑠

Net profit margin =
Return on assets (ROA) =

𝑁𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒
𝑆𝑎𝑙𝑒𝑠

𝑁𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒 +𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑒𝑥𝑝𝑒𝑛𝑠𝑒 𝑥 1−𝑇𝑎𝑥 𝑟𝑎𝑡𝑒
𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡𝑠

Return on equity (ROE) =

𝑁𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒
𝐴𝑣𝑒𝑟𝑔𝑒 𝑠ℎ𝑎𝑟𝑒ℎ𝑜𝑙𝑑𝑒𝑟𝑠′ 𝑒𝑞𝑢𝑖𝑡𝑦
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BENEISH M-SCORE
The Beneish model is a statistical model that uses
financial ratios calculated with accounting data of a
specific company in order to check if it is likely
(high probability) that the reported earnings of
the company have been manipulated.

M-Score = −4.84 + 0.92 × DSRI + 0.528 × GMI +
0.404 × AQI + 0.892 × SGI + 0.115 × DEPI −0.172 ×
SGAI + 4.679 × TATA − 0.327 × LVGI

If M-Score is less than -2.22 - the company is unlikely
to be a manipulator.
If M-Score is greater than -2.22 - the company is likely
to be a manipulator.
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Quantitative factors – first but not
most important
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QUALITATIVE FACTORS –
IGNORANCE WHICH COULD
COST YOU MONEY
I.

Essence, meaning, scope

II.

Business cycles and government interference

III. Leading
IV.

economic indicators

Analysis technics: PESTLE & Porter’s 5 forces
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QUALITATIVE FACTORS - OVERVIEW
•

The existing vast literature on credit risk assessment and default prediction provides models
building mostly in quantitative indicators.

•

The quantitative side involves looking at factors that can be measured numerically, such as the
company's assets, liabilities, cash flow, revenue and price-to-earnings ratio.

•

The limitation of quantitative analysis, however, is that it does not capture the company's
aspects or risks unmeasurable by a number - things like the value of an executive or the risks a
company faces with legal issues.
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QUALITATIVE FACTORS - OVERVIEW
•

Although relatively more difficult to analyze, the qualitative factors are an important part of a
company. Since they are not measured by a number, they more represent an either negative or
positive force affecting the company.

•

The significance of the qualitative criteria suggests that credit analysis is mainly judgmentally
based, depending on the subjective assessment of the analysts. As such, it limits the usage of
the most common statistical analysis.

•

The main concern in using the qualitative factors should therefore be to establish some
boundaries (credit assessment methodology) on judgmental subjectivity, focused on the research
of value functions that may express a generalized point of view.
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QUALITATIVE FACTORS - OVERVIEW
Qualitative credit analysis refers to those
characteristics that affect the probability of a
lack of solvency, but which cannot be
directly represented by numbers.



macroeconomic environment



competitiveness and sectoral competition



the risk of substitution



bargaining power of customers and suppliers

A credit analyst cannot ignore
quantitative factors in assessing the true
credibility of a business.



determinants of entrepreneurship



the potential of business innovation



strength of financial statements



business sector and the perceived strength of the
industry



the nature of the borrower



the economic strength of the borrower's location



management competencies



external risk (e.g. new legislation regulating the
industry, etc.)



quality of financial statements

The qualitative component of the credit
analysis is generally tested in two stages:
•

•

Microeconomics (internal analysis of
enterprise performance, industry analysis)
Macroeconomics (geopolitics, law,
macroeconomic trends)
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MACROECONOMICS – ANALYSIS TECHNICS PESTLE
P (political)

E (economic)

S (sociological)

•Government
policies
•Governmentt
term and change
•Trading policies
•Pressure groups
•Funding grants
and initiatives
•Wars and
conflicts

•Home economy
situation and
trends
•Overseas
economies and
trends
•General taxation
•Taxation specific
to products and
services
•Seasonality /
weather issues
•Market and
trade cycles
•Industry specific
factors

•Lifestyle trends
•demographic\
•Consumer
opinions
•Media views
•Law changes
affecting social
factors
•Brand, company,
technology
image
•Consumer
buying patterns
•Fashion and role
models
•Advertising and
publicity

T (technological)
•Competing
technology
development
•Technological
advancements
•Research and
development
funding
•Maturity of
technology
•Replacement
technology
•Consumer
buying
mechanism
•Technology
legislation

L (legal)

E (environmental)

•Current
legislation
•Future
legislation
•National/interna
tional (EU)
legislation
•Regulatory
bodies and
processes

•Environmental
legislation
•Public
awareness of
environmental
issues
•Political agenda
of the
environment
•Consumer
buying patterns
•Corporate
buying patters
•Corporate social
responsibility
awareness and
expectations
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MICROECONOMICS – ANALYSIS TECHNICS
While understanding the macro-environment is essential for developing the strategy, it only gives
a half picture. We need to have a thorough understanding of company’s micro-environment and
the impact they can have on the organization. To gain this knowledge we need to conduct
Porter’s Five forces Analysis or SWOT/TOWS Analysis.

PESTLE – macro
environment

Porter’s 5 forces
and
SWOT/TOWS –
micro
environment

Technics that
help you assess
the qualitative
factors
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MICROECONOMICS – SWOT
INTERNAL

STRENGHTS

WEAKNESSES

OPPORTUNITIES

TREATS

EXTERNAL

137

MICROECONOMICS – PORTER'S FIVE
FORCES
Porter's Five Forces model is regarded as a credible and practical alternative to the widely
used SWOT Analysis.

The five key factors the model uses to identify and evaluate potential opportunities and risks are:
competitive rivalry, threat of new entrants, threat of substitutes, bargaining power of
suppliers, and bargaining power of customers.

One of the most crucial aspects of using this technique is ability to define properly the
organization's market. Defining the market too narrowly (known as „marketing myopia”), can
make it impossible to work out who the competitors are in terms of market needs and
opportunities.

138

MICROECONOMICS – PORTER'S FIVE FORCES
• Substitution
performance
• Cost of change

THREAT OF
NEW
ENTRANTS
•
•
•
•
•
•

Time & cost of entry
Specialist knowledge
Economies of scale
Cost advantages
Technology protection
Barriers to entry

THREAT OF
SUBSTITUTES

BARGAINING
POWER OF
SUPPLIERS

COMPETITIVE
RIVALRY

• Number of
competitors
• Quality differences
• Switching costs
• Customer loyalty

•
•
•
•
•

Number of suppliers
Size of suppliers
Uniqueness of service
Ability to substitute
Cost of changing

BARGAINING
POWER OF
CUSTOMERS

• Number of customers
• Size of each order
• Difference between
competitors
• Price sensitivity
• Ability to substitute
• Cost of changing
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Fiscal
policy

Monetar
y policy

Income
policy

Foreign
business
policy

PRODUCT

POLICY
TOOLS
EMPLOYM
ENT

MACROECONOM
ICS

Wars

Climate

INDUCED
VARIABLES
PRICES

Externa
l
product

EXTERNAL
VARIABLES
EXPORT
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BUSINESS CYCLES
•

The business cycle is the periodic but irregular upand-down movement in economic activity,
measured by fluctuations in real gross domestic
product (GDP) and other macroeconomic variables
(outputs).

•

A business cycle is typically characterized by four
phases: recession, recovery, growth, and decline that repeat themselves over time.

•

Economists note, however, that complete business
cycles vary in length. The duration of business
cycles can be anywhere from about two to twelve
years, with most cycles averaging six years in
length. No two cycles appear to be exactly alike.

GROWTH
(EXPANSION)

PEAK (BOOM)

DECLINE
(CONTRACTION)
OUTPUT

RECOVERY
(EXPANSION)

RECESION
(CONTRACTION)

TROUGH (SLUMP)
YEARS
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BUSINESS CYCLES
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ECONOMIC INDICATORS
Most economists talk about where the economy is headed – it’s what they do. But in case you
haven’t noticed, many of their predictions are wrong. For example, Ben Bernanke (head of
the Federal Reserve) made a prediction in 2007 that the United States was not headed into a
recession. He further claimed that the stock and housing markets would be as strong as ever. As
we know now, he was wrong.
Because the experts’ predictions are often unreliable, it is important to develop your own
understanding of the economy and the factors shaping it. Paying attention to economic
indicators can give you an idea of where the economy is headed so you can plan your finances and
even your career accordingly.
There are two types of indicators you need to be aware of:
•

Leading indicators often change prior to large economic adjustments and, as such, can be
used to predict future trends.

•

Lagging indicators, however, reflect the economy’s historical performance and changes to
these are only identifiable after an economic trend or pattern has already been established.
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ECONOMIC INDICATORS

144

LAGGING ECONOMIC INDICATORS: GROSS
DOMESTIC PRODUCT (GDP)

145

LAGGING ECONOMIC INDICATORS: GROSS
DOMESTIC PRODUCT (GDP)
The expenditure approach utilizes four main
components of GDP:
GDP = C + I + G + (X - M)

Consumption (C) - personal consumption
expenditures

Investment (I) - fixed investment and changes in
business inventories.
Government (G) - transfer payments are not
included in GDP
Net Exports - This is calculated by subtracting a
nations imports (M) from exports (X).

Source: Worldbank
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LAGGING ECONOMIC INDICATORS: GROSS
DOMESTIC PRODUCT (GDP)

The global contribution to world's GDP by major economies from 1 CE to 2003 CE
according to Angus Maddison's estimates. Up until the early 18th century, India and
China were the two largest economies by GDP output. Source: Wikipedia
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LAGGING ECONOMIC INDICATORS:
UNEMPLOYMENT RATE

148

LAGGING ECONOMIC INDICATORS: LABOUR
FORCE PARTICIPATION RATE
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LAGGING ECONOMIC INDICATORS: MINIMUM
WAGES
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LAGGING ECONOMIC INDICATORS: CORE
INFLATION RATE
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LAGGING ECONOMIC INDICATORS: INTEREST
RATES
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LEADING ECONOMIC INDICATORS
Manufacturing or Service Purchasing Managers’ Index (PMI) measures the performance of
the sector and is derived from a survey of companies. In US → ISM manufacturing index
PMI is based on five individual indexes with the
following weights:


Production level (25%)



New orders (from customers) (30%)



Supplier deliveries (are they coming faster or
slower?) (15%)



Inventories (10%)



Employment level (20%)

> 50
< 50
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LEADING ECONOMIC INDICATORS

China Manufacturing PMI; source: Tradingeconomics.com

Euro Area Manufacturing PMI; source: Tradingeconomics.com

USA Manufacturing PMI; source: Tradingeconomics.com

Poland Manufacturing PMI; source: Tradingeconomics.com
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LEADING ECONOMIC INDICATORS
Ifo Business Climate Index (IFO), a leading indicator for economic activity prepared by the Ifo
Institute for Economic Research in Munich, is based on around 7000 monthly survey responses
from firms in manufacturing, construction, wholesaling and retailing in Germany. The firms are
asked to give their assessments of the current business situation and their expectations for the
next six months.

ZEW Economic Sentiment (ZEW), a monthly economic survey, is an consolidation of the
sentiments of approximately 350 economists and analysts regarding the economic future of
Germany for the next six months. The survey shows the balance between those analysts who are
optimistic about Germany's economic future and those who are not.

Indexes for Poland published by Bureau for Investments and Economic Cycles (BIEC)
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LEADING ECONOMIC INDICATORS
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QUALITATIVE FACTORS – IGNORANCE
WHICH COULD COST YOU MONEY

157

CREDITWORTHINESS
MODELLING
I.

Discriminant models and simple scoring cards –
examples of use

II.

Models based on the Altman Z-score

III. Credit

scoring models and credit scorecards

IV.

Learning from the best – credit rating agencies

V.

Customers’ portfolio – approach for better efficiency
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DISCRIMINANT MODELS
Linear discriminant analysis is a special case of linear regression, where the dependent
variable (explained) is a qualitative variable (good or bad financial condition of an enterprise).
Independent variables (explanatory, discriminatory) are the indicators characterizing the
economic standing of the enterprise.

LFD = λ0 + λT * x

LFD = a0 + a1X1 + a2X2 + ... + akXk

where:

where:

LFD – linear discriminatory function

ai – discriminative coefficients (i = 1, 2, ..., k)

x – is a feature vector

a0 – constant

λ0 and λT – are the coefficients of the
discriminative function

Xi – explanatory variables (i = 1, 2, ..., k)
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DISCRIMINANT MODELS
Famous example of an discriminant model is the Altman z-score model for large firms:

Z = 0.012*X1 + 0.014*X2 + 0.033*X3 + 0.006*X4 + 0.999*X5
Z > 2.99 -“Safe” Zone
1.81 =< Z =< 2.99 -“Grey” Zone
Z < 1.81 -“Distress” Zone

X1 = working capital/total assets
X2 = retained earnings/total assets
X3 = earnings before interest and taxes/total assets
X4 = market value equity/book value of total liabilities
X5 = sales/total assets

•

parameters 0.012, 0.014, 0.033, 0.006 and 0.999 were determined to separate bankrupt from
non-bankrupt data on a training set of 68 firms; accuracy rate is 95%

•

most scoring systems are variants of such empirical models

•

Altman z-score does not work for new companies as their low earnings render a low score

•

Altman z-score does not directly account for cash flow; a company may have a high z-score, but
be unable to pay its bills
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DISCRIMINANT MODELS
•

Original model developed only for public companies with assets >$1M and further developed
into:

Z = 1.200*X1 + 1.400*X2 + 3.300*X3 + 0.600*X4 + 0.999*X5
Z > 2.99 -“Safe” Zone
1.81 =< Z =< 2.99 -“Grey” Zone
Z < 1.81 -“Distress” Zone

X1 = working capital/total assets
X2 = retained earnings/total assets
X3 = earnings before interest and taxes/total assets
X4 = market value equity/book value of total liabilities
X5 = sales/total assets

Z’ = 0.717*X1 + 0.847*X2 + 3.107*X3 + 0.420*X4 + 0.998*X5
private firms

Z > 2.90 -“Safe” Zone
1.23 =< Z =< 2.90 -“Grey” Zone
Z < 1.23 -“Distress” Zone

Z’’ = 6.560*X1 + 3.260*X2 + 6.720*X3 + 1.050*X4
non-manufacturers
& emerging markets

Z > 2.60 -“Safe” Zone
1.10 =< Z =< 2.60 -“Grey” Zone
Z < 1.10 -“Distress” Zone

X1 = working capital/total assets
X2 = retained earnings/total assets
X3 = earnings before interest and taxes/total assets
X4 = book value equity/book value of total liabilities
X5 = sales/total assets
X1 = working capital/total assets
X2 = retained earnings/total assets
X3 = earnings before interest and taxes/total assets
X4 = market value equity/book value of total liabilities
X5 = sales/total assets
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DISCRIMINANT MODELS – OTHERS
SPRINGATE (CANADIAN - 1978)

Z = 1.030*A + 3.070*B + 0.660*C + 0.400*D
•

model achieved an accuracy rate of 92.5%

•

Z < 0.862 is a “Distress” Zone

A
B
C
D

=
=
=
=

Working Capital/Total Assets
Net Profit before Interest and Taxes/Total Assets
Net Profit before Taxes/Current Liabilities
Sales/Total Assets

FULMER MODEL (U.S. - 1984)
H = 5.528*V1 + 0.212*V2 + 0.073*V3+ 1.270*V4
0.120*V5 + 2.335*V6 + 0.575*V7 + 1.083*V8
+ 0.894*V9 - 6.075
•

98% accuracy rate, H < 0 is a “Distress” Zone

V1
V2
V3
V4
V5
V6
V7
V8
V9

=
=
=
=
=
=
=
=
=

Retained Earning/Total Assets
Sales/Total Assets
EBT/Equity
Cash Flow/Total Debt
Debt/Total Assets
Current Liabilities/Total Assets
Log Tangible Total Assets
Working Capital/Total Debt
Log EBIT/Interest
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DISCRIMINANT MODELS – EXAMPLE
Synthos
2012
5,06
3,56
9,44

2015
2,72
1,87
6,00

LanXess
2012
2,07
1,51
3,25

2015
1,79
1,28
2,72

Trinseo
2012
1,87
1,32
2,48

2013
3,51
2,45
6,09

2014
2,89
2,00
6,00

2013
1,51
1,02
2,73

2014
1,64
1,14
2,67

2013
1,94
1,36
2,68

2014
1,82
1,27
2,27

2015
2,00
1,47
3,38

Gajdka & Stos (1996)
Gajdka & Stos (2003)

0,53
1,23

0,49
0,93

0,47
0,74

0,53
0,78

0,28
0,51

0,16
0,05

0,23
0,20

0,29
0,30

-0,13
0,17

-0,13
0,11

-0,16
0,05

0,06
0,37

Hołda

4,26

3,24

3,99

4,93

2,56

1,44

1,53

1,73

0,94

0,80

0,51

2,35

poznański

3,69

2,19

3,63

5,78

1,59

1,97

1,39

1,11

1,14

1,50

1,44

3,34

Mączyńska

3,32

2,67

2,18

2,33

2,31

0,52

1,01

1,45

0,80

0,61

0,37

1,81

Prusak (P1)
Prusak (P2)

1,58
0,60

0,64
-0,03

1,58
0,08

2,41
0,41

0,64
-0,27

0,02
-0,55

0,16
-0,57

0,12
-0,57

0,72
-0,17

0,87
-0,01

0,92
0,05

1,82
0,72

Wierzba

1,80

1,17

1,13

1,08

0,85

0,03

0,34

0,47

0,65

0,61

0,50

0,97

Hadasik

1,50

1,26

0,89

0,54

0,84

0,95

0,88

0,87

0,46

0,50

0,50

0,41

Springate

1,79

1,33

1,49

1,68

1,29

0,60

0,78

0,87

1,34

1,31

1,24

1,77

Fulmer

3,45

2,80

3,00

2,26

0,04 #LICZBA!

-1,09

-0,51

-0,30

Altman
Z
Z'
Z"

-1,05 #DZIEL/0!

-0,89
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CREDIT SCORING MODELS
•

What company do I want to trade?

•

What is the risk for me to accept?

•

What is most important in the list of risks?

•

What is the minimum necessary in the most important criteria?

•

What kind of non-financial factors should I consider?

•

What criteria for non-financial factors?

ANSWER: my own scoring model
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CREDIT SCORING MODELS
•

Scoring models are used in all research areas, where the researcher's task is to predict one of
the two possible outcomes of the event.

•

The scoring model, using the set of attributes (predictors) and the weight assigned to it, assigns
the probability of the occurrence of the highlighted event (risk)

•

The advantages of the models are their objectivity, universality and simplicity

•

A scoring system involves assigning a certain number of points quantified to the size describing
the borrower's functioning and financing. Hence the name: credit scoring

ASSESMENT’S ELEMENTS
(1)
Financial information
Company profile
Payment history
Company environment

TOTAL

ASSESMENT
SCALE (2)
1 – 10
1 – 10
1 – 10
1 – 10

WEIGHT
(3)
3,0
1,5
1,0
2,0

INDEX (4)
6
5
4
7

ILLUMINATION
(3) X (4)
18
7,5
4,0
14

43,5
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CREDIT SCORING MODELS
In scoring models, both measurable (quantitative) and non-measurable (qualitative)
variables can be used as explanatory variables.

Scoring models could differ by:
•

limit of the maximum number of points of synthetic evaluation,

•

division of the total number of points between objective and subjective factors,

•

the minimum number of points guaranteeing the granting of credit (cut-off point),

•

choice, terminology, weight and number of points for financial indicators,

•

Include or not, the legal forms of credit security to the scoring formula
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CREDIT SCORING MODELS - BENEFITS
•

•

•

streamlining the decision-making
process - automation
reduce the subjectivity of your credit
decision
a drop in "bad" loans

•

increased acceptability of applications

•

Include in customer's assessment
more elements than before

•

accurate risk measurement

•

accurate risk measurement

•

the transparency of the risk
management policy

•

reduced operating costs

•

more segmentation capability

•

generation of shares adequate to the
level of risk

•

the starting point for introducing an
internal risk management model
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LEARNING FROM THE BEST – CREDIT RATING
AGENCIES
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LEARNING FROM THE BEST – CREDIT RATING
AGENCIES
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CUSTOMERS’ PORTFOLIO – APPROACH FOR
BETTER EFFICIENCY
Large enterprises are granted thousands of trade credits for relatively small amounts:
•

Risk analysis comes down to only a few selected parameters.

•

In addition, counterparties are quite anonymous for those making credit decisions.

It is assumed that with such a large number of loans, it is possible to estimate the
probability of non-payment of the loan by an entity with selected features, and then
determine the statistical distribution of potential losses generated by difficult debts.

On this basis, you can calculate the expected loss on the portfolio. Part of this loss is compensated
by cost savings, which is related to the simplification of the risk analysis of individual
borrowers.
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CUSTOMERS’ PORTFOLIO – APPROACH FOR
BETTER EFFICIENCY
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CUSTOMERS’ PORTFOLIO – APPROACH FOR
BETTER EFFICIENCY
With respect to a single credit risk, the following control instruments are distinguished:
•

assessment of the borrower's creditworthiness, i.e. examination of his creditworthiness both before granting
the loan, i.e. at the stage of credit application evaluation and throughout the duration of the loan agreement, i.e. at
the stage of monitoring receivables,

•

assessment of collateral in the aspect of the company's risk, that is, the feasibility of the valuation of collateral,
and their possible enforceability in the case of difficult loans, and thus the degree of liquidity of collateral,

•

limiting the amount of credit granted if the borrower fails to meet the terms of the loan granted or if the
borrower loses the creditworthiness.

With regard to the loan portfolio, an enterprise may use the following credit risk management instruments:
•

diversification, i.e. quantitative and qualitative spread of credit risk, the less correlated loans in the loan
portfolio, the smaller the total credit risk,

•

monitoring of the loan portfolio,

•

loan portfolio modeling,

•

risk transfer.
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CUSTOMERS’ PORTFOLIO – THEORIES
•

Harry Markowitz (1952 r.) diversification

•

Black, Scholes i Merton (1973 r.) portfolio consisting of a derivative and a
basic instrument - a risk-free investment

•

Technological breakthrough that
occurred in the field of data processing and
transmission and enabled the practical use of
complex mathematical models.

173

Creditworthiness modeling
174

SPECIFIC FACTORS IN
CREDITWORTHINESS
ASSESSMENT
I.

The rationale behind taking into
account specific factors in
creditworthiness assessment

II.

Financial and non-financial factors

III. Branch,

size and region
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SPECIFICITY IN THE CREDIT ANALYSIS
What to look for?

WHERE to find the information you need?

So to find KEY for good credit analysis
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SPECIFICITY IN THE CREDIT ANALYSIS
Non-financial specifics could include:
•

Seasonality of sales

•

Technological advancement

•

Human capital and related difficulties in the appropriate selection of personnel

•

Regulatory and legal environment

•

Production process and types of goods and services produced

•

Entry and exit barriers

•

Specificity of the proximal and distal environment

•

Different image depending on the industry

•

The life cycle of the product and the companies themselves

•

Development prospects of the industry
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SPECIFICITY IN THE CREDIT ANALYSIS
Taking into consideration the financial characteristics of the specificity, focus should be on:
•

Comparative analysis of financial indicators

•

Various business financing strategies

•

The structure of current assets

•

Cost and structure of capital

•

Cash conversion cycle

•

Customer financing strategies and payments to suppliers

•

Available sources of financing activities

•

Payment morality depending on the industry
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INFORMATION SOURCES
Inf_Pras_Coface_Ryzyka_sektorowe_30112016 (http://www.coface.pl/AKTUALNOSCI-IMEDIA/Publikacje) http://www.egospodarka.pl/89104,Ryzyko-dzialalnosci-gospodarczej-wgbranz,1,39,1.html
http://www.ibngr.pl/Publikacje/Mapa-Ryzyka-Inwestycyjnego
http://www.eulerhermes.pl/analizy-ekonomiczne/Pages/default.aspx
http://www.kuke.com.pl/serwis-ekonomiczny/sytuacja-finansowa-branz/
https://atradius.co.uk/industry-performance-forecast.html#

Detailed analysis prepared for economy sectors – GUS, Eurostat, GPW, Reuters, Euler Hermes,
Coface
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K-N-O-W
Not everything could be avoided, including giving a credit line to the customer which went into a
financial liquidity trouble. Nevertheless, the empirical and academical studies shows that
bankruptcy is a process which could be anticipated. To forecast the problems of your
customer, you need a set of tools and habits which you must implement in your daily credit
management process.

KNOWLEDGE

NETWORKING
ON-GOING INFORMATION

WORK
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CASE STUDIES AND RECENT INSOLVENCIES
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CASE STUDIES AND RECENT INSOLVENCIES
SolarWorld is a German company dedicated to the manufacture and marketing photovoltaic products worldwide by integrating all components of the
solar value chain, from feedstock (polysilicon) to module production, from trade with solar panels to the promotion and construction of turn-key solar
power systems. The group controls the development of solar power technologies at all levels in-house.
SolarWorld AG is listed on the Frankfurt Stock Exchange, the Photovoltaik Global 30 Index and the ÖkoDAX.
On Aug. 18, 2017, however, news came that the German administrator of SolarWorld AG's bankruptcy had put SolarWorld Americas up for sale,
though no potential buyers had been identified at that time. The US-based subsidiary, which reportedly produced half of "SolarWorld" branded
modules worldwide, was put "in something of a limbo" by the bankruptcy and a spokesperson stated the company had entered an "open ended"
mergers and acquisitions process.
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CASE STUDIES AND RECENT INSOLVENCIES
Cenveo is a company based in Stamford, Connecticut engaged in the manufacture of various print-related products.[4] Founded in
1921 as Denver-based Rockmont Envelope, the company's products and services include printed labels, packaging and digital print
products, print magazine and book solutions, mailing solutions and creative services, and inventory and warehouse management
software.
In January 2018 Cenveo filed for Chapter 11 bankruptcy citing overwhelming debt to multiple lenders.
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Specificity in the credit analysis
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THE RIGHT
APPROACH TO
CREDIT RISK
ASSESSMENT
I.

What is the best in the company internally?

II.

The best approach to calculating credit limits
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WHAT IS THE BEST IN THE COMPANY
INTERNALLY?
Before deciding whether to use the buyer's credit to stimulate sales, the accompanying costs must
be identified.

As part of costs related to receivables, two categories can be distinguished:
1. Receivables’

maintenance costs (required rate of return on receivables, amount of losses due
to bad debts, cost of loan management and collection of receivables)

2. Alternative

costs (volume of lost sales resulting from refusing a loan)
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WHAT IS THE BEST IN THE COMPANY
INTERNALLY?
The sum of costs of maintaining receivables and alternative costs for a given credit policy is called
the credit costs curve.
On this curve, you can determine the point at which costs are minimal, as shown in the
chart below. The optimal loan size is determined by the point at which the increase in cash flows
due to the increase in sales is equal to the increase in the cost of maintaining the receivables. In
practice, determining this optimal point is extremely difficult.
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THE BEST APPROACH TO CALCULATE CREDIT
LIMITS
The easiest approach is to set a credit limit based on the value and number of shipments
(invoices) and payment terms
Another way is to try to base itself on the liquidation valuation model of the enterprise,
calculated in a simplified way using the Wilcox equation. The liquidation method consists in the
valuation of the company's assets at the liquidation value:
cash + securities easily transferable
+ 70% of the book value of inventories, receivables and advances
+ 50% of the book value of other assets
- Current liabilities
- Long-term liabilities
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The best approach to calculate
credit limits
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QUESTIONS?

THANK YOU!
Next – August 5th:
- repetition
- knowledge check
- case study
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