        Chapter 15

            Overview of Credit Policy and Loan Characteristics
Chapter Objectives

1. Provide an overview of the credit process at commercial banks.
2. 5 C’s of Credit 

3.   Introduce cash‑to‑cash cycle comparisons for working capital loans.

Outline/Concepts

1.  Loans are the dominant earning asset at most commercial banks comprising between 50% and 80% of total assets. Real estate loans are the dominant loans for most banks, but loan composition for individual banks reflects management’s strategies and target markets.


- since early 1990s, loan quality has improved dramatically as loan charge-offs and noncurrent loans have decreased sharply. 
 - starting in 2000, recent data show an increase in noncurrent and problem loans across many different types of credits. The increase appears to be particularly strong for commercial and industrial loans and loans to individuals. 

3. The credit process:

a) involves three functions: 
business development and credit analysis,
credit execution and administration,and
credit review.
      b) Note the two main types of commercial loans:

1) Working capital loans typically require a complete payoff within one year as trading assets are liquidated. 
2) Term loans have maturities beyond one year and are repaid from operating cash flow.
These loans are categorized as:

a. Open credit lines: loans up to some pre‑specified limit for a fixed period of time; returns arise  from fees and interest on actual borrowings; 
b.   Asset‑based loans: loans secured by the borrower's assets, typically inventory and receivables; returns in the form of fees and interest; 

c.   Term commercial loans: long‑term financing for the purchase of depreciable assets, permanent working capital needs, and
d.   Short‑term real estate loans: loans with maturities under 1 year, secured by real estate; income from fees and interest; 

c) 5 C’s of Credit

Character: Is the borrower honest? Does the borrower intend to repay the loan?

Capital: Does the borrower possess the financial resources to withstand any deterioration in wealth or income? Does the borrower show a commitment to the project?

Capacity: Does the borrower have the legal standing to enter into a contract, and the management expertise to handle the financial requirements?

Conditions: How will the economic environment, industry, and firm's environment affect the borrower's ability to repay?


Collateral: What secondary sources of repayment are available?

3. The working capital cycle:

- computes the timing difference between converting current assets to cash and making cash payments on current liabilities and operating expenses.
 The cash‑to-​cash cycle
· computes the time it takes for the underlying firm to convert assets or liabilities to cash. 
Problem

RSM Publishing Co.

1. Current assets = $935,000 and current liabilities = $303,000; thus $632,000 is financed long‑term.

2. Average daily sales = $12,665; 

average CGS = $9,600;


average daily operating expense = $________?;

average daily purchases = $8,_____ ?
Days cash             =      4.0                      Days payable = 
Days inventory     =    

 Days accruals = 15.1
Days A/R             =    


     Total                                                                             
Estimate of working capital needs = (86.7 ‑ 34.5) x               = $501,120
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