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Chapter one 

1. Introduction to Credit Management 

Banks accept deposits from the public and borrow funds to issue loans to those who 

need funds for business or other activities or make investments. Thus banks are financial 

intermediaries. Banks perform the role of resource allocation by moving idle funds to 

productive uses. 

Banks accept deposits from the public in the form of Savings, Current, Fixed or Flexi 
deposits. The form and tenor of deposit which a depositor will choose would depend up 
on his/her individual preferences. The depositor's primary concern is that he/she gets 
the money back when needed (safety). Secondly, he/she would like to get some income 
(interest) from the funds placed with the banker. Some of the depositors would like to 
receive the income on a regular basis, say monthly, while some others may like to 
reinvest the income. Invariably all the depositors seek the convenience of being able to 
issue cheques and have access to ATM cards to make payments. Thus safety, income, 
and ability to make payment and the liquidity requirements with the depositors, 
determine the type of the deposit and the period of placement.  

One of the important reasons for the flow of deposit to the banks is the regulation by the 

Central Bank of the Country. Regulation results in high public confidence in the banks and 

thus banks receive, in the form of deposit a lot of public money. As such the banker has a 

fiduciary relationship with the depositor. He must deploy the funds usefully and safely.  

Whatever is the type or tenor of the deposit, the banker is under an obligation to return 
the money when demanded; and pay interest for the use of funds. As the banker accepts 
money from a large number of people he must manage or use the funds in such a way 
that the bank has sufficient liquid funds at all times to meet repayment commitments 
arising from all types of deposits. Apart from this the banker must also  
ensure that the funds lent or invested not only generate income but also repaid by the 
borrowers such that the bank can meet the interest and repayment commitments. In 
other words the banker must deploy the funds in activities that produce income while at 
the same time the money is safe and liquid.  

Credit Definition 

Bank credit is the aggregate amount of credit available to 
a person or business from a banking institution. It is the 
total amount of funds financial institutions provide to an 
individual or business. A business or individual's bank 
credit depends on the borrower's ability to repay and the 
total amount of credit available in the banking institution. 



2 Credit Management 

 

Or  

Bank credit is an agreement between banks and borrowers where banks trust a borrower 

to repay funds plus interest for a loan, credit card or line of credit at a later date. It is 

money banks lend or have already lent to customers. Bank credit is the total borrowing 

capacity banks provide to borrowers. 

2. Principles of Sound Lending 

The lending activity of the bank is subject to certain sound principles, because the 

business of lending is subject to inherent risks especially when the lending banks depend 

largely on the borrowed funds. As such credit management is based on principles of 

sound lending. 

2.1 Safety 

Banks are trustee of public money. Bank’s deposits are always payable on demand, so it 

has to maintain trust of depositor forever. As such the first and foremost principle of 

lending is to ensure safety of funds lent. 

Safety means that the borrower is in a position to repay the loan, along with interest. 

Further, it is just not the capacity of the borrower to repay but also his willingness to 

repay. 

The banker should lend to a reliable customer who can and will repay the loan within the 

prescribed period of time after generating surplus from business such that doubtful 

debts are avoided. 

In practice, banks ensure that they adhere to this principle by taking collateral security 

that is marketable, apart from primary security, which the bank can dispose off in the 

event of default. 

Thus bankers must take utmost care in ensuring that the business for which a loan is 

sought is a sound one, and that the borrower is a person of integrity who is capable of 

carrying out his business successfully. 

2.2 Liquidity 

The term liquidity refers to the extent of availability of funds with the banker for 

providing credit to borrowers. 

It is to be seen that money lent is not going to be locked up for a long time and the 

money should return to the bank as per the repayment schedule. 
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This schedule that is drawn up by the banker has to adhere to the requirement that at 

any point of time the banker should possess liquidity to meet the withdrawals of the 

depositors. 

It is to be kept in mind that various deposits have various maturities and some of it would 

also be payable on demand. 

A bank’s inability to meet the demand of its depositors can lead to a run on the bank 

which is a threat to its basic survival. 

Thus the concept of liquidity entails the banker to look for easy sale ability and absence 

of risk of loss on sale of asset, which has been taken as collateral. 

2.3 Profitability 

Banks are not charitable institutions. All banks are profit-earning institutions that the 

ultimate objective of lending is to earn profits. 

Banks receive interest on loans and advances lent, and they pay interest to their 

depositors. 

This difference between the receipts and payments will be the bank’s gross profit. 

Banks further incur various expenses as any organization does, so after accounting for all 

such expenses and provisions, banks have to earn a reasonable amount as net profit so 

that dividends can be paid to its shareholders. 

Hence it is important that whatever the business the bank engages itself with, the 

business be profitable enough not just to cover its costs but to ensure generation of 

surplus funds or margin. 

3. The 5 C’s of Credit 

The "5 C's of Credit" are the 5 key elements a borrower should have to obtain when 

requesting for a loan. Regardless of where you seek funding from a bank, a local 

development corporation or a relative, a prospective lender will review your 

creditworthiness. 

A complete and thoroughly documented loan request (including a business plan) will help 

the lender understand you and your business. The "Five C's" are the basic components of 

credit analysis. They are described here to help you understand what the lender will be 

looking for. Each lender and each loan will have slightly different requirements, but the 5 

C’s are a good starting point. 

1. Capacity 
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2. Capital 

3. Collateral 

4. Conditions 

5. Character 

 

3.1 Capacity to repay is the most critical of the five factors; it is the primary source of 

repayment - cash. What is your company's borrowing history and track record of 

repayment? How much debt can your company handle? Will you be able to honor the 

obligation and repay the debt? There are numerous financial benchmarks such as a debt 

service ratio that a lender will use before advancing funds. Useful documents: financial 

statements and cash-flow projections, personal financial statement, tax returns (business 

& personal). 

 

3.2 Capital is the money you personally have invested in the business and is an indication 

of how much you have at risk should the business fail. Interested lenders and investors 

will expect you to have contributed from your own assets and to have undertaken 

personal financial risk to establish the business before asking them to commit any 

funding. Capital injection by owner is often 30%. So, for example, if project costs are 

$10,000, then the owner must have $3,000 to contribute in cash or equivalent 

contribution. 

3.3 Collateral, or guarantees, are additional forms of security you can provide the lender. 

Giving a lender collateral means that you pledge an asset you own, such as your home, 

commercial real estate or equipment to the lender with the agreement that it will be the 

repayment source in case you can't repay the loan. A guarantee, on the other hand, is 

just that - someone else signs a guarantee document promising to repay the loan if you 

can't. Some lenders may require such a guarantee in addition to collateral as security for 

a loan. 

3.4 Conditions describe the intended purpose of the loan. Will the money be used for 

working capital, additional equipment or inventory? The lender will also consider local 

economic conditions and the overall climate, both within your industry and in other 

industries that could affect your business. If your business is sensitive to economic 

downturns, a lender wants to know that you are good at managing productivity and 

expenses. If you are out of work and on the verge of losing your home to foreclosure, 

now is not the time to borrow more money. 
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3.5 Character speaks to integrity. The lender will form an opinion as to whether or not 

you are sufficiently trustworthy to repay the loan or generate a return on funds invested 

in your company. Your educational background, credit history, work and industry 

experience will be considered. The quality of your references and the background and 

experience of your employees will also be reviewed.  

4. Credit Creation by Commercial Banks 

Creation of credit is an important function of a commercial bank. Prof. Sayers said “Banks 

are not merely transmitters of money but, also in important sense manufacturers of 

money”. In a modern economy Bank’s deposits form a major proportion of total money 

supply. 

A bank’s demand deposits arise mainly from Cash deposits by customers and Bank Loans 

and Investments. 

1. Cash Deposits By Customers: 

These are termed as primary deposits as they arise from the actual deposits of cash in a 

bank made by its customers. In receiving such deposits, the bank plays a passive role. The 

creation of primary deposits; however is nothing but transforming the currency money in 

to deposit money. 

2. Bank Loans And Investments: 

These are termed as derivative or active deposits. The derivative deposits are lent in the 

form of loans or advances, discounting of bills or used for purchasing securities or other 

assets. 

Deposit account in the name of the customer or seller, credits him with the amount of 

loan granted or value of security purchased, subject to withdrawal by cheque, as 

required. Hence loans advanced or purchases of securities create deposits. 

Thus every loan creates a deposit. They increase the quantity of bank money. The size of 

derivative demand deposits is determined by the banks’ lending and investment 

activities. There will be a constant inflow and outflow of cash with the banks. For the sake 

of liquidity and safety some proportion of total deposit must be maintained in cash, for 

e.g.:- 10% to 20% to meet the demand for cash at the counter. This is known as Cash 

Reserve Ratio (CRR). 

When the borrower withdraws money from his loan account by cheque it is deposited by 

the payee in some other bank. Those banks again create deposit on the basis of fresh 

deposits received after keeping required reserves. Ultimately, the total volume of credit 
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or derivative deposits or bank money created by all banks would be a multiple of the 

original amount of new cash reserves in the system. Thus multiple expansion of credit 

takes place. 

Example: 

Suppose the Cash Reserve Ratio is 20% and a person deposits AFN 10,000/- with Bank A. 

This is primary deposit. The bank keeps AFN 2000 as CRR and balance of AFN 8000 is 

used for granting credit. 

Now suppose Bank A lends AFN 8000 to Mr. Ahmad and Mr. Ahmad pays a cheque of 

AFN 8000 to Mr. Belal, who has an account in Bank B. Then Bank B receives AFN 8000 as 

primary deposit. It keeps AFN 1,600 (20%) as CRR and excess amount of AFN 6,400 is 

used for giving credit. Now if, Mr. C is granted this loan and Mr.C gives a cheque of AFN 

6,400 to another person who may deposit it in Bank C. Bank C will keep AFN 1,280 as CRR 

and issue a loan of AFN 5,120. This process continues until the original excess reserves of 

AFN 8000 with the first Bank A, have been parceled out among various banks and have 

been required resources. As a result, the aggregate of derivative deposits in the entire 

banking system, approximates 5 times the initial derivative deposit over a period of time. 

As result: 

 

 

 

 

Formula 

 

 

Calculation of above example  

 

 

Cash Conversion Cycle 

The cash conversion cycle is a cash flow calculation that attempts to measure the time it 

takes a company to convert its investment in inventory and other resource inputs into 

cash. In other words, the cash conversion cycle calculation measures how long cash is 

tied up in inventory before the inventory is sold and cash is collected from customers. 

Bank Name Primary Deposit CRR (20%) Credit Creation

A 10,000.00            2,000.00    8,000.00             

B 8,000.00              1,600.00    6,400.00             

C 6,400.00              1,280.00    5,120.00             

. . . .

. . . .

. . . .

50,000.00            1,000.00    40,000.00           

Primary Deposit - Primary Cash Reserve

Cash Reserve Ratio
Total Credit x 100=

10000 - 2000 8000

20 20
x 100 = 40,000.00 =Total Credit = x 100
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The cash cycle has three distinct parts. The first part of the cycle represents the current 

inventory level and how long it will take the company to sell this inventory. This stage is 

calculated by using the days’ inventory outstanding calculation. 

The second stage of the cash cycle represents the current sales and the amount of time it 

takes to collect the cash from these sales. This is calculated by using the days’ sales 

outstanding calculation. 

The third stage represents the current outstanding payables. In other words, this 

represents how much a company owes its current vendors for inventory and goods 

purchases and when the company will have to pay off its vendors. This is calculated by 

using the days’ payables outstanding calculation. 

 

Formula 

The cash conversion cycle is calculated by adding the days inventory outstanding to the 

days sales outstanding and subtracting the days payable outstanding. 
 

Cash Conversion Cycle = Days Inventory Outstanding + Days Sales Outstanding - Days 

Payables Outstanding 

CCC = DIO + DSO - DPO 

All three of these smaller calculations will have to be made before the CCC can be 

calculated. 

 

 

 

 

 

Average A/C Receivable (Beginning A/C Receivable + End A/C Receivable)/2

Sales/365 Sales/365

Average Inventory (Beginning Inventory + End Inventory)/2

Sales/365 COGS/365

Average A/C Payable (Beginning A/C Payable + End A/C Payable)/2

Sales/365 COGS/365

DSO = =

DIO = =

DPO = =



8 Credit Management 

 

Example 1: Let’s calculate the cash conversion cycle of XYZ Logistics Services based on his 

Financial Statement. 

 

Solution: 

 

 

2017 2018

Income Statement

Sales  50,000.00    6,000.00 

Cost of Goods Sold  35,000.00    4,500.00 

Balance Sheet

Inventory        600.00        800.00 

Accounts Receivable        700.00    2,000.00 

Accounts Payable    1,500.00    1,100.00 

XYZ Logistics Services

(700 + 2000)/2

6000/365

2700/2 1350

6000/365 16.44

(600 + 800)/2

4500/365

1400/2 700

4500/365 12.32

(1500 + 1100)/2

4500/365

2600/2 1300

4500/365 12.32

= = ≈ 56.81

=

= = ≈ 105.52

=

= ≈ 82.12=

=

CCC = DSO + DIO + DPO = 82.12 + 56.81 - 105.52 = 33.41

(Beginning A/C Receivable + End A/C Receivable)/2

Sales/365

(Beginning Inventory + End Inventory)/2

COGS/365

(Beginning A/C Payable + End A/C Payable)/2

COGS/365

=

=

=

DSO

DIO

DPO
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Example 2: Let’s calculate the cash conversion cycle of ABC Construction Company based 

on his Financial Statement. 

 

 

Solution: 

 

 

2017 2018

Income Statement

Sales  30,000.00  40,000.00 

Cost of Goods Sold  23,000.00  29,000.00 

Balance Sheet

Inventory    2,400.00    3,000.00 

Accounts Receivable    2,600.00    3,000.00 

Accounts Payable    6,000.00    5,400.00 

ABC Construction Company

(2600 + 3000)/2

40000/365

5600/2 2800

40000/365 109.58

(2400 + 3000)/2

29000/365

5400/2 2700

29000/365 79.45

(6000 + 5400)/2

29000/365

11400/2 5700

29000/365 79.45
= = ≈ 71.74

CCC = DSO + DIO + DPO = 25.55 + 33.98 - 71.74 = -12.21

DPO =
(Beginning A/C Payable + End A/C Payable)/2

=
COGS/365

=
COGS/365

= = ≈ 33.98

= = ≈ 25.55

DIO =
(Beginning Inventory + End Inventory)/2

DSO =
(Beginning A/C Receivable + End A/C Receivable)/2

=
Sales/365
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Analysis 

The results of Cash Conversion Cycle (CCC) can be either of the following three: 

 Positive 

 Zero 

 Negative 

Each of these three results has impact on the business’ ability perform well in terms of 

liquidity and profitability. But before we even generalize whether positive, zero or 

negative cash conversion period is good for entity we need to look at several factors and 

understand why we have such results.  

Following discussion will explain the pros and cons of positive or negative cash 

conversion cycle. 

Positive cash cycle 

Positive cash cycle means at current state of operations entity is taking more time to 

generate cash as compared to time required to make payments. Positive cash cycle does 

not necessarily a result of increasing conversion time or delayed payments from 

customers it may be because creditors are now asking for quick payments. 

PROS: 

1. Easy terms of payments i.e. more time for customers to pay that will push the 

sales revenue increase market share by getting to more customers. 

2. Gaining trust of creditors and thus easy access to most of suppliers due to short 

payables period 

CONS: 

1. Increase in working capital requirement i.e. more stock required to support 

increased sales that may tie up additional cash and thus have to manage short 

term loans to make up short term liabilities and for that interest charges will 

increase 

2. Increased risk of bad debts 

3. Risk of unfulfilled orders 

4. Making payments to creditors even if money is not yet received from customers 

Negative Cash cycle 

Negative cash cycle is complete opposite of the above situation. However its effects are 

somewhat different that can be understood by going through pros and cons of negative 

cash cycle. 



Chapter one 11 

 
 

PROS: 

1. Indirect source of financing from creditors and thus decrease in the requirement 

of arranging short term loans and that will cut cost of capital and push the overall 

profitability and gearing of the business. 

2. More prospects of making investments due to availability of free cash 

3. Not paying creditors until customers pay. 

CONS: 

1. Unsatisfied creditors 

2. Loss of revenue 

3. Loss of market share 

4. Deprive entity from growing in new markets as receivables period is short and 

payment period is long. Customers won’t be happy as they do not have facility of 

reasonable credit term and creditors won’t trust because of long payment time. 

Zero or Equal cash cycle 

In this case the time inflows take to occur is equal to the time when outflows occur. In 

this case we may experience mix of pros and cons of negative and positive cash flows. It 

is hardly the case in reality as most of the time we either have positive or negative cash 

cycle. 
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Chapter Two 

1. Non – Fund Based Facilities 

Non-fund based facilities are such facilities extended by banks which do not involve 

outgo of funds from the bank when the customer avails the facilities but may at a later 

date crystallize into financial liability if the customer fails to honor the commitment made 

by availing these facilities. 

2. Advantages of non-fund based facilities for Bank 

 No immediate outlay of funds; 

 A certain portion is collected from customer as margin money 

 Earnings by way of Up Front commission, fees and exchange income; 

 Source for mobilization of non interest deposits; 

 Low probability of default. 

 

3. Advantages of non-fund based facilities for Customer 

 Alternative source of credit with lesser outlay of own funds 

 The requirement of  submission of various statement to bank is less 

 

4. Non – Fund Based Facility Types 

 

 

 
 

5. Bank Guarantee (BG) 

Guarantee is a contract to perform the promise or discharge the liability of a third person 

in case of his default. 

Non – Fund Based Facility 

Bank Guarantee (BG) Letter of Credit (LC) 
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Or 

A bank guarantee is a one-way contract between a bank as guarantor and a beneficiary 

as the party to whom a guarantee is made. 

A guarantee from a lending institution ensuring that the liabilities of a constituent/ client 

will be met. In other words, if the debtor fails to settle a debt, the bank will cover it. 

Parties involved in BG 

There are 3 parties to a Bank Guarantee: 

 

Applicant: The principal debtor: The person at whose request the guarantee is executed. 

Beneficiary: The person to whom the guarantee is given and who can enforce it in case of 

default. 

Guarantor (Issuing Bank): The person who undertakes to discharge the obligations of the 

applicant in case of his default. 

6. Bank Guarantee Basic Features 
Thus, a contract of guarantee is a collateral contract, consequential to a main contract 

between the applicant and the beneficiary. Guarantee issued must be unconditional and 

for: 

 Definite Period 

 Definite Amount 

 Definite Purpose 

 Definite Beneficiary 
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Guarantee may be based on location of beneficiary, Purpose and Currency: 

Inland: Issued within country in favor of beneficiary located within country for any 

contract or purpose originating within country. 

Foreign: Issued in own country in favor of beneficiary located in any other country 

in Foreign Currency. 

 

7. Types of bank guarantees 

As per nature of contract, Bank Guarantees are classified in three types; 

 

 

 

 

 

 

8. Performance Guarantee 

Performance guarantees are essentially transaction-related contingences1 where in the 

bank makes on irrevocable undertaken to pay a third party (Beneficiary) in the event the 

counterparty (banks customer/ Applicant) fails to fulfill or perform a contractual non-

financial obligation. 

 

9. Bid Bonds 

A bid bond is a debt secured by a bidder for a construction job, or similar type of bid-

based selection process, for the purpose of providing a guarantee to the project owner 

                                                            
1 Transaction-related contingencies: Relate to the ongoing business activities of counterparty, where the risk of 
loss to the reporting institution depends on the likelihood of a future event that is independent of the 
creditworthiness of the counterparty. 

Performance 

        Bid Performance Advance Payment Retention Money Maintenance 

Bank Guarantee 

Performance Financial Deferred Payment 



6. Bank Guarantee Basic Features 15 

 
 

that the bidder will take on the job if selected. The existence of a bid bond provides the 

owner with assurance that the bidder has the financial means to accept the contract for 

the price quoted in the bid. 

9.1 Purpose of Bid Bond 

 Secure any legal claim of Beneficiary within the BG Validity 

 Refuse to sign the contract/ submit Performance 

9.2 Guarantee Amount 

The bid security amount can be set either as a percentage of the bidder’s offer or as a 

percentage of the allocated budget for the procurement requirement. However, if the 

procurement method used does not permit revealing the allocated budget, care must be 

taken to set the bid security as a fixed amount or as a percentage of the bidders’ bid 

rather than as a percentage of the allocated budget. 

In general 2% to 5% of the value of the contract will be selected by beneficiaries.  

Period 

Usually short term/ Till award of & acceptance of contract. 

10. Performance Bonds 

Performance Bonds are applicable once a tender has been awarded. A performance bond 

is a guarantee for the satisfactory completion of a project. 

A performance bond will protect the owner against possible losses in a case a contractor 

fails to perform or is unable to deliver the project as per established and the contract 

provisions. 

10.1 Purpose of Performance Bond 

To secure any claims by the beneficiary on the contractor arising from default in delivery 

or performance of the terms of the contract. 

10.2 Guarantee Amount 

Normally 5% to 20% of the value of the contract 

10.3Term 

Until the contract has been fulfilled 

10.4 Advance Payment Bonds 

Advance Payment Bond is required when a Contractor applies for an advance payment 

from the Beneficiary to help fund the preliminary costs and mobilization works of the 

contract. 
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10.5 Purpose of Advance Payment Bond 

The main purpose of the Bond is to guarantee that the Contractor is able to make 

repayments for the advanced fund. The mode of repayment is through deduction or 

recoupment from subsequent progress payments, the quantum of which is determined 

by the Beneficiary. 

10.6 Guarantee Amount 

Frequently 10% to 20% of the value of the contract. 

10.7Term 

Coincides with performance/ contract period. 

10.8 Retention Money/Defect Liability Bonds 

In contracts, while progressive payments are made against part completion of the 

project, the employer generally retains a portion of the payments. This is done to 

compensate the employer for any shortcomings in the contract work done, which will 

necessitate expenditure to rectify the defect. The money so retained will be released 

after satisfactory completion of the contract work or a specified period thereafter. 

10.9 Purpose of Defect Liability Bonds 

To secure any shortcomings in the contract work, which is necessitate expenditure to 

rectify the defect 

11.Guarantee Amount 

Frequently 10% of the contract 

11.1Term 

After satisfactory completion of the contract 

11.2 Maintenance Bonds 

Even after completion of the contract to the satisfaction of the employer, the contractor 

may be asked to furnish a Maintenance Bond so that any shortcoming in the work 

rendered is compensated for.  

11.3 Purpose of Maintenance Bonds 

A maintenance bond is not technically Insurance but basically functions as an insurance 

policy on a construction project that promises a contractor will either correct any defects 

that arise or that the owner is compensated for those defects. 

11.4 Guarantee Amount 

Frequently 10% to 20% of the value of the contract 
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11.5Term 

Normally for 1/2 year(s) 

11.6 Financial Guarantee 

Financial guarantees are direct credit substitutes where a bank irrevocably undertakes to 

guarantee the repayment of a contractual financial obligation. 

Financial guarantees essentially carry the same credit risk as a direct extension of credit 

i.e. the risk of loss is directly linked to the creditworthiness of the counterparty against 

whom a potential claim is acquired. 

Guarantees issued in respect of constituent’s liability issued in favor of tax/customs/ 

excise/ court authorities in respect of disputed claims, payment of taxes, customs and 

excise etc. will come under the classification of financial guarantees. While issuing such 

guarantees the bank should be satisfied about the financial strength/ liquidity of the 

customer on whose behalf the guarantee is issued. 

12.Deferred Payment Guarantees 

Deferred Payment Guarantee is a guarantee for a payment which has been deferred or 

postponed.  

The necessity to issue deferred payment guarantee arises in case of purchase of capital 

goods like machinery. Deferred Payment Guarantee is issued by the bank at request of 

customer when he purchases goods or machineries from a creditor on the terms of 

payment after a specified time in lump sum or in installments. 

The creditor requires such deferred payment terms to be guaranteed by the bankers of 

the principal debtor. 

In such guarantees, the banks are undertaking to pay the installments due under the 

deferred payment schedule. Unlike all other Guarantees here the payment will have to 

be made by the bank on the accepted due dates and thereafter the installment is 

recovered. 

Method of Payment under DPG 

(1) In a contract of deferred payment guarantee, the importer is required to make 

payments which may last from 1 to 7 years. The payment is done usually on 

following terms- 

 Advance payment of 10% -15% of the price of the goods is made by the buyer. 

 Another 10%-15% on receipt of documents under LC. 
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 The balance amount is paid in installments spread over a period of 1-7 years, 

which is secured by Deferred Payment Guarantee. 

(2) Before issuing a guarantee, the following terms are mandatory- 

 The supply of goods by the seller to the buyer & the seller agreeing to postpone 

the payment of the price, this being the consideration of the guarantee.  

 The payment schedule of both the installment & the interest. 

 The unconditional & irrevocable assurance of the bank that it would make 

payments on the invocation on the guarantee. 

 

13.Uniform Rules for Demand Guarantees 
 

Introduction 

It is nearly 30 years since the ICC first became interested in the use of bank demand 

guarantees in international trade and set up a Joint Working Party of the Commission on 

International Commercial Practice and the Commission on Banking Technique and 

Practice to formulate rules designed to provide safeguards against unfair calling and a fair 

balance of competing interests. The subject proved more intractable than had been 

thought and some thirteen years elapsed before the publication of the ICC Uniform Rules 

for Contract Guarantees (ICC Publication no. 325). 

The new ICC Uniform Rules for Demand Guarantees (ICC Publication no. 458) reflect 

more closely international practice in the use of demand guarantees whilst at the same 

time preserving the goal of the original rules to balance the interests of the different 

parties and to curb abuse in the calling of guarantees. 

Here we will discuss some important Articles:  

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 3 

All instructions for the issue of Guarantees and amendments thereto and Guarantees and 

amendments themselves should be clear and precise and should avoid excessive detail. 

Accordingly, all Guarantees should stipulate: 

a. The Principal; 

b. The Beneficiary; 

c. The Guarantor; 

d. The underlying transaction requiring the issue of the Guarantee; 

e. The maximum amount payable and the currency in which it is payable; 

f. The Expiry Date and/or Expiry Event of the Guarantee; 
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g. The terms for demanding payment 

h. Any provision for reduction of the guarantee amount. 

 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 5 

All Guarantees and Counter-Guarantees are irrevocable unless otherwise indicated. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 8 

A Guarantee may contain express provision for reduction by a specified or determinable 

amount or amounts on a specified date or dates or upon presentation to the Guarantor 

of the document(s) specified for this purpose in the Guarantee. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 13 

Guarantors and Instructing Parties assume no liability or responsibility for consequences 

arising out of the interruption of their business by acts of God, riots, civil commotions, 

insurrections, wars or any other causes beyond their control or by strikes, lock-outs or 

industrial actions of whatever nature. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 16 

A Guarantor is liable to the Beneficiary only in accordance with the terms specified in the 

Guarantee and any amendment(s) thereto and in these Rules, and up to an amount not 

exceeding that stated in the Guarantee and any amendment(s) thereto. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 18 

The amount payable under a Guarantee shall be reduced by the amount of any payment 

made by the Guarantor in satisfaction of a demand in respect thereof and, where the 

maximum amount payable under a Guarantee has been satisfied by payment and/or 

reduction, the Guarantee shall thereupon terminate whether or not the Guarantee and 

any amendment(s) thereto are returned. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 19 

A demand shall be made in accordance with the terms of the Guarantee before its expiry, 

that is, on or before its Expiry Date and before any Expiry Event as defined in Article 22. 

In particular, all documents specified in the Guarantee for the purpose of the demand, 

and any statement required by Article 20, shall be presented to the Guarantor before its 

expiry at its place of issue; otherwise the demand shall be refused by the Guarantor. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 20 
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a. Any demand for payment under the Guarantee shall be in writing and shall 

(in addition to such other documents as may be specified in the Guarantee) 

be supported by a written statement (whether in the demand itself or in a 

separate document or documents accompanying the demand and referred 

to in it) stating: 

i. that the Principal is in breach of this obligation(s) under the 

underlying contract(s) or, in the case of a tender guarantee, the 

tender conditions; and  

ii. the respect in which the Principal is in breach. 

b. Any demand under the Counter-Guarantee shall be supported by a written 

statement that the Guarantor has received a demand for payment under 

the Guarantee in accordance with its terms and with this Article. 

c. Paragraph a) of this Article applies except to the extent that it is expressly 

excluded by the terms of the Guarantee. Paragraph b) of this Article applies 

except to the extent that it is expressly excluded by the terms of the 

Counter-Guarantee. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 21 

The Guarantor shall without delay transmit the Beneficiary's demand and any related 

documents to the Principal or, where applicable, to the Instructing Party for transmission 

to the Principal. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 22 

Expiry of the time specified in a Guarantee for the presentation of demands shall be upon 

a specified calendar date ("Expiry Date") or upon presentation to the Guarantor of the 

document(s) specified for the purpose of expiry ("Expiry Event"). If both an Expiry Date 

and an Expiry Event are specified in a Guarantee, the Guarantee shall expire on 

whichever of the Expiry Date or Expiry Event occurs first, whether or not the Guarantee 

and any amendment(s) thereto are returned. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 23 

Irrespective of any expiry provision contained therein, a Guarantee shall be cancelled on 

presentation to the Guarantor of the Guarantee itself or the Beneficiary's written 

statement of release from liability under the Guarantee, whether or not, in the latter 

case, the Guarantee or any amendments thereto are returned. 

 ICC UNIFORM RULES FOR DEMAND GUARANTEES - Article 24 
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Where a Guarantee has terminated by payment, expiry, cancellation or otherwise, 

retention of the Guarantee or of any amendments thereto shall not preserve any rights 

of the Beneficiary under the Guarantee. 

14. Invocation of Guarantee 

Demand by beneficiary for not performing of contractor according contract terms within 

the BG validity 

 Whenever a guarantee is invoked, the amount claimed there under should be 

settled without delay. 

 Invocation has to be made by the same authority in whose favor guarantee is 

issued.  

14.1 Process for a Bank Guarantee 

Generally Bank Guarantee is considered for existing customer only. It has to be processed 

like any other credit proposal.  

Depending on the Bank, Place and condition following documents are necessary for any 

Bank Guarantee. 

 Customer Application 

  Business account with issuing Bank 

  Company Business License (Valid) 

  Documents: 

 Bid Bond: ITB (Information To Bidders / Invitation To Bidding) 

 Performance Bond: Award Letter from Beneficiary 

 Advance Payment, Defect Liability and Maintenance Bond: Letter from 

beneficiary 

  Counter Guarantee 

 

14.2 Counter Guarantee 

Counter-guarantee means any guarantee, bond or other payment undertaking of the 

instructing party, however named or described, given in writing for the payment of 

money. 



22 Credit Management 

 

14.3 How does a counter guarantee work? 

The figure below explains how a counter-guarantee works in international trade 

transactions. 

 

The counter guarantee can cover various types of contract guarantee, including advance 

payment and performance guarantees. These are normally on demand guarantees, 

where the beneficiary is entitled to demand payment from the bank without giving a 

reason. 

14.4 What are the differences between counter-guarantee and bank guarantee? 

 Bank guarantee issued by the guarantor bank in favor of a beneficiary. 

 Counter-guarantee is issued by the instructing bank in favor of the guarantor bank 

in order to facilitate the issuance of the bank guarantee. 

 Bank guarantee and counter-guarantee are separate instruments as a result they 

may be issued in different structure. 

15. Contingent Liabilities 
A contingent liability means: 

a. a possible obligation that arises from past events and the existence of which will be 

confirmed only by the occurrence or nonoccurrence of one or more uncertain 

future events not wholly within the control of the enterprise; or 

b. a present obligation that arises from past events but is not recognized because: 

i. it is not probable that an outflow of resources embodying economic benefits 

will be required to settle the obligation; or 

ii. a reliable estimate of the amount of the obligation cannot be made. 
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16. Contra Entry 

In the dual entry accounting system, a contra entry is an entry which is recorded to 

reverse or offset an entry on the other side of an account. If a debit entry is recorded in 

an account, it will be recorded on the credit side and vice-versa. 

Debit and credit aspects of a single transaction are entered in the same account but in 

different columns. Each entry, in this case, is viewed as a contra entry of the other. 

Remember the word contra as “Against” or “Opposite”. 

Example of Contra Entry 

1. Cash 50,000 withdrawn for an official purpose from the bank. Journal entry for 

this transaction will be: 

Particular Debit Credit 

Cash A/C (Dr.) 50,000  

 To Bank A/C (Cr.) 
 

50,000 

 

17.Journal Entries 

Guarantee is a contingent liability and shown in notes of account only. Some people do 

not want to take risk of forget at the time of finalization of financial statements of an 

enterprises. The following is a possible solution with the help of under mentioned entries 

in books of account: 

For Issue: 

Debit Entries 

1- Customer Account for amount of Margin Money 

2- Customer Account for amount of Commission 

3- Contra Item as per Bank Guarantee Issued (Full Amount of BG) 

Credit Entries 

1- Fixed Deposit (FD) Account for amount of Margin Money 

2- Revenue Account of Bank for BG Commission 

3- Liability Account for BG Issued 



24 Credit Management 

 

Example: Supposed Bank wants to issue BG for amount of 100000 AFN with cash margin 

of 40% and commission of 2000 AFN for ABC Construction Company with Account 

Number 123456789, you are required to pass journal entries. 

Solution: 

Debit Entries 

1- Account: 123456789 (Customer Account) 

Amount: 40000 AFN 

Particular: Margin for Bank Guarantee Issue 

2- Account: 123456789 (Customer Account) 

Amount: 2000 AFN 

Particular: Commission for Bank Guarantee Issue 

3- Account: xxxxxxxxxx (Contra Account of Bank) 

Amount: 100000 AFN 

Particular: Asset for Bank Guarantee Issue 

Credit Entries 

1- Account: xxxxxxxxxx (FD Account of Customer) 

Amount: 40000 AFN 

Particular: Margin for Bank Guarantee Issue 

2- Account: xxxxxxxxxx (PL Account of Bank for Commission of BG) 

Amount: 2000 AFN 

Particular: Commission for Bank Guarantee Issue 

3- Account: xxxxxxxxxx (GL Account of Bank for BG Issued - Contra) 

Amount: 100000 AFN 

Particular: Liability for BG Issued 

For Cancellation: 

Debit Entries 

1- Fixed Deposit (FD) Account for amount of Margin Money 

2- Liability Account for BG Issued 

 

Credit Entries 

1- Customer Account for amount of Margin Money 

2- Contra Item as per Bank Guarantee Issued (Full Amount of BG) 
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Example: Supposed Bank wants to cancel the above issued BG for amount of 100000 AFN 

with cash margin of 40%, you are required to pass journal entries. 

Solution: 

Debit Entries 

1- Account: xxxxxxxxxx (FD Account of Customer) 

Amount: 40000 AFN 

Particular: Reversal of Margin for Bank Guarantee Issue 

2- Account: xxxxxxxxxx (GL Account of Bank for BG Issued - Contra) 

Amount: 100000 AFN 

Particular: Contra for BG Cancel 

Credit Entries 

1- Account: 123456789 (Customer Account) 

Amount: 40000 AFN 

Particular: Reversal of Margin for Bank Guarantee Issue 

2- Account: xxxxxxxxxx (Contra Account of Bank) 

Amount: 100000 AFN 

Particular: Contra for BG Cancel 
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17. Letter of credit 

Letters of Credit have been a cornerstone of international trade dating back to the early 

1900s. They continue to play a critical role in world trade today. For any company 

entering the international market, Letters of Credit are an important payment 

mechanism which helps to eliminate certain risks. 

A Letter of Credit, simply defined, is a written instrument issued by a bank at the request 

of its customer, the Importer (Buyer), whereby the bank promises to pay the Exporter 

(Beneficiary) for goods or services, provided that the Exporter presents all documents 

called for, exactly as stipulated in the Letter of Credit, and meet all other terms and 

conditions set out in the Letter of Credit. A Letter of Credit is also commonly referred to 

as a Documentary Credit2. 

The International Chamber of Commerce (ICC) publishes internationally agreed-upon 

rules, definitions and practices governing Letters of Credit, called “Uniform Customs and 

Practice for Documentary Credits” (UCP). The UCP facilitates standardization of Letters of 

Credit among all banks in the world that subscribe to it. 

The following is a step-by-step description of a typical Letter of Credit transaction: 

(Issuance and Payment) 

 

                                                            
2 Under documentary credit arrangement (also called letter of credit arrangement) a bank (usually in the 

importer's country) undertakes to pay for a shipment, provided the exporter submits the required 
documents (such as a clean bill of lading, certificate of insurance, certificate of origin) within a specified 
period. 
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1. An Importer (Buyer) and Exporter (Seller) agree on a purchase and sale of goods 

where payment is made by Letter of Credit. 

2. The Buyer completes an application requesting its bank (Issuing Bank) to issue a 

Letter of Credit in favor of the Seller. 

3. The Issuing Bank issues the Letter of Credit and sends it to the Advising Bank by 

telecommunication or registered mail in accordance with the Buyer’s instructions. 

A request may be included for the Advising Bank to add its confirmation. The 

Advising Bank is typically located in the country where the Seller carries on 

business and may be the Seller’s bank but it does not have been. 

4. The Advising Bank will verify the Letter of Credit for authenticity and send a copy 

to the Seller. 

5. The Seller examines the Letter of Credit to ensure: 

a. it corresponds to the terms and conditions in the purchase and sale 

agreement; 

b. documents stipulated in the Letter of Credit can be produced; and 

c. the terms and conditions of the Letter of Credit may be fulfilled. 

6. If the Seller is unable to comply with any term or condition of the Letter of Credit 

or if the Letter of Credit differs from the purchase and sale agreement, the Seller 

should immediately notify the Importer and request an amendment to the Letter 

of Credit. 

7. When all parties agree to the amendments, they are incorporated into the terms 

of the Letter of Credit and advised to the Seller through the Advising Bank. It is 

recommended that the Seller does not make any shipments against the Letter of 

Credit until the required amendments have been received. 

8. The Seller arranges for shipment of the goods, prepares and/or obtains the 

documents specified in the Letter of Credit and makes demand under the Letter of 

Credit by presenting the documents within the stated period and before the expiry 

date to the “available with” Bank. This may be the Advising/Confirming Bank. That 

bank checks the documents against the Letter of Credit and forwards them to the 

Issuing Bank. The drawing is negotiated, paid or accepted as the case may be. 

9. The Issuing Bank examines the documents to ensure they comply with the Letter 

of Credit terms and conditions. The Issuing Bank obtains payment from the Buyer 

for payment already made to the “available with” or the Confirming Bank. 

10. Documents are delivered to the Importer to allow them to take possession of the 

goods from the transport company. The trade cycle is complete as the Buyer has 

received its goods and the Exporter has obtained payment. 
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18. Advantages and Disadvantages of Using a Letter of Credit 
 

Advantages to the Buyer 

 Buyer is assured that the Seller will be paid only if all terms and conditions of the 

Letter of Credit have been met.  

 Buyer is able to negotiate more favorable trade terms with the Seller when 

payment by Letter of Credit is offered. 

19. Disadvantages to the Buyer 
 

 A Letter of Credit does not offer protection to the Buyer against the Seller shipping 

inferior quality goods and/or a lesser quantity of goods. Consequently, it is 

important that the Buyer performs the appropriate due diligence to assess the 

reputation of the Seller. If the Seller acts fraudulently, the only recourse available 

to the Buyer is through legal proceedings. 

 It is necessary for the Importer to have a line of credit with a bank before the bank 

is able to issue a Letter of Credit. The amount outstanding under each Letter of 

Credit issued is applied against this line of credit from the date of issuance until 

final payment. 

20. Advantages to the Exporter 
 

 The risk of payment relies upon the creditworthiness of the Issuing Bank and the 

political risk of the Issuing Bank’s domicile, and not the creditworthiness of the 

Buyer. 

 Seller agrees in advance to all requirements for payment under the Letter of 

Credit. If the Letter of Credit is not issued as agreed, the Seller is not obligated to 

ship against it. 

 Seller can further reduce foreign political and bank credit risk by requesting 

confirmation of the Letter of Credit by a Canadian bank. Disadvantages to the 

Seller 

 Documents must be prepared and presented in strict compliance with the 

requirements stipulated in the Letter of Credit. 

 Some Buyers may not be able to open Letters of Credit due to the lack of credit 

facilities with their bank which consequently inhibits export growth. 
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Payment Risk Diagram  

 

Key Points  

 For Sellers, any sale is a gift until payment is received.  

 Therefore, Sellers want to receive payment as soon as possible, preferably as soon 

as an order is placed or before the goods are sent to the Buyer. 

 For Buyers, any payment is a donation until the goods are received.  

 Therefore, Buyers want to receive the goods as soon as possible but to delay 

payment as long as possible, preferably until after the goods are resold to 

generate enough income to pay the Seller. 

Explanation of Diagram 

Cash-in-Advance  

With cash-in-advance payment terms, the Seller can avoid credit risk because payment is 

received before the ownership of the goods is transferred. 

Letters of Credit  

Letters of credit (LCs) are one of the most secure instruments available to international 

traders. An LC is a commitment by a bank on behalf of the buyer that payment will be 

made to the Seller. 

Documentary Collections  

A documentary collection (D/C) is a transaction whereby the Seller entrusts the collection 

of a payment to the remitting bank (Seller’s bank), which sends documents to a collecting 

bank (Buyer’s bank), along with instructions for payment. Funds are received from the 



30 Credit Management 

 

Buyer and remitted to the Seller through the banks involved in the collection in exchange 

for those documents. 

Open Account  

An open account transaction is a sale where the goods are shipped and delivered before 

payment is due, which is usually in 30 to 90 days. Obviously, this option is the most 

advantageous option to the Buyer in terms of cash flow and cost, but it is consequently 

the highest risk option for an Seller. 

Parties to Letter of Credit  

1) Applicant/Buyer 

2) Beneficiary/Seller  

3) Issuing Bank  

4) Advising Bank  

5) Confirming Bank  

6) Negotiating Bank  

7) Reimbursing Bank 

 

Applicant: Applicant is the party who opens Letter of Credit. He is the buyer / importer of 

the goods (generally borrower of the issuing bank). The applicant arranges to open letter 

of credit with his bank as per the terms and conditions of Purchase order and business 

contract between buyer and seller. The applicant has to make payment if documents as 

per LC are delivered.  

Beneficiary party: The seller or Seller is the beneficiary in whose favor the letter of credit 

is issued. It gets payment against documents as per LC from the nominated bank within 

validity period for negotiation. 

Issuing Bank: Issuing Bank is the bank that opens letter of credit. Letter of credit is 

created by issuing bank who takes responsibility to pay amount on receipt of documents 

from supplier of goods (beneficiary under LC).  

Advising Bank: Advising bank, as a part of letter of credit takes responsibility to 

communicate with necessary parties under letter of credit and other required 

authorities. The advising bank is the party who sends documents under Letter of Credit to 

opening bank. 

Confirming bank as a party of letter of credit confirms and guarantees to undertake the 

responsibility of payment or negotiation acceptance under the credit.  
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Negotiating Bank: Negotiating Bank, who negotiates documents delivered to bank by 

beneficiary of LC. Negotiating bank is the bank that verifies documents and confirms the 

terms and conditions under LC on behalf of beneficiary to avoid discrepancies.  

Reimbursing Bank: Reimbursing bank is the party who authorized to honor the 

reimbursement claim of negotiation/ payment/ acceptance. 

Types of Letter of Credit 

Revocable LCs: In revocable LC, the buyer and the bank that established the LC are able to 

manipulate the LC or make corrections without informing or getting permissions from the 

seller. 

Irrevocable LC: A letter of credit that does not allow the issuing bank to make any 

changes without the approval of the beneficiary, applicant bank and confirming bank, if 

any. 

Deferred or Usance LC: A letter of credit that ensures payment after a certain period of 

time. The date of payment is accepted by both buyer and seller. The bank may review the 

documents early but the payment to the beneficiary is made after the agreed-to time 

passes. It is also known as Usance LC.  

Sight LC: A letter of credit that demand payment on the submission of the required 

documents. The bank reviews the documents and pays the beneficiary if the documents 

meet the conditions of the letter. 

With & Without Recourse LC: Where the beneficiary holds himself liable to the holder of 

the bill if dishonored, it is considered with-recourse LC. Where he does not hold himself 

liable, the credit is said to be without-recourse LC. 

Restricted LC: A restricted LC is one wherein a specified bank is designated to pay, accept 

or negotiate payment will be made. The confirming bank's liability is similar to the issuing 

bank. The confirming bank has to negotiate documents if tendered by the beneficiary. 

Transferable LC: It is an LC, where the beneficiary is entitled to transfer the LC, in whole 

or in part, to the 2nd beneficiary/s (supplier of beneficiary). The 2nd beneficiary, 

however, cannot transfer it further, but can transfer the unused portion, back to the 

original beneficiary. It is transferable only once.  

A Back to Back credit: A pair of LCs in which one is to the benefit of a seller who is not 

able to provide the corresponding goods for unspecified reasons. In that event, a second 

credit is opened for another seller to provide the desired goods. Back-to- back is issued to 
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facilitate intermediary trade. Intermediate companies such as trading houses are 

sometimes required to open LCs for a supplier and receive Export LCs from buyer. 

A Red Clause LC: It referred to a packing or anticipatory credit, has a clause permitting the 

correspondent bank in the Seller's country to grant advance to beneficiary at issuing 

bank's responsibility. These advances are adjusted from proceeds of the bills negotiated.  

A Green Clause LC: It permits the advances for storage of goods in a warehouse in 

addition to pre-shipment advance. It is an extension of the red clause LC.  

Standby Credits: is similar to performance bond or guarantee, but issued in the form of 

LC. The beneficiary can submit his claim by means of a draft accompanied by the 

requisite documentary evidence of performance, as stipulated in the credit. 

A confirmed letter of credit is typically used when the issuing bank of the first letter of 

credit may have questionable creditworthiness and the seller seeks to get a second 

guarantee to assure payment. 

Unconfirmed LC: A letter of credit which has not been guaranteed or confirmed by any 

bank other than the bank that opened it. The advising bank merely informs the 

beneficiary of the letter of credit terms and conditions. 

Procedure for Opening LC  

Buyer entered in to a contract with overseas supplier to import machinery at his factory. 

As per their contract, buyer needs to open a Letter of credit (LC) in favor of Seller/seller. 

Banker has to verify the following documents of the buyer/importer: 

 License No. of the buyer,  

 Whether Goods/Services under LC is permitted under Foreign Trade Policy or not,  

 Import License of the buyer if applicable,  

 Guidelines about the items imported.  

 The customer’s financial standing, line of business, frequency of imports, sales, 

account turnover, satisfactory track record of importer for import of goods, etc. 

are also scrutinized. 

Swift Code  

SWIFT is the short form of "Society or Worldwide Interbank Financial 

Telecommunication". In simple terms SWIFT has two main roles in international financial 

transactions, firstly SWIFT provide a secure communications platform by which financial 

institutions can communicate each other reliably & fast and secondly SWIFT establishes 

standard message formats which can be used on secure SWIFT platforms.  
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Today banks use SWIFT platform to communicate each other when sending a wire 

transfer, issuing a letter of credit, advising a discrepancy message etc.  

Each of these message formats have a different code, which is called swift message 

types. For example a bank must use MT700 Issue of a Documentary Credit when issuing a 

letter of credit and MT 734 advice of a refusal when giving its refusal message. (MT 

means Message Type)  

A letter of credit will be deemed to be operative letter of credit if it is transmitted via an 

authenticated electronic platform such as SWIFT. 

Standard Forms of Documentation  

When making payment for product on behalf of its customer, the issuing bank must 

verify that all documents and drafts conform precisely to the terms and conditions of the 

letter of credit. The most common documents that must accompany the draft include:  

Commercial Invoice: The billing for the goods and services. It includes a description of 

merchandise, price, FOB origin, and name and address of buyer and seller. 

Bill of exchange: This is a financial document. Payment is made on this document. In a 

letter of credit transaction the right to draw a bill is conferred only on the beneficiary. 

The bill amount should be within the limit fixed in the letter of credit. The tenor, 

endorsement and the drawee should be the same as given in the letter of credit. 

Transport Documents: The mode of dispatch of goods or the transporting of goods would 

depend on terms of contract between buyer and seller and the same is incorporated in 

letter of credit. The two main modes of transport of goods are either by se or by air. 

Bill of Lading: A document evidencing the receipt of goods for shipment and issued by a 

freight carrier engaged in the business of forwarding or transporting goods. The 

documents evidence control of goods.  

Airway Bill: This is a document, which evidences that the goods have been received by an 

airline company or its agent.  

Postal Parcel Receipt and Courier Receipts: When the goods to be sent are small in 

quantity, then they can be sent through post or courier. The document issued by the 

postal department or courier are similar in nature to the airway bill. 

Warranty of Title: A warranty given by a seller to a buyer of goods that states that the title 

being conveyed is good and that the transfer is rightful. This is a method of certifying 

clear title to product transfer.  



34 Credit Management 

 

Insurance Document: The goods shipped, if required to be insured under the terms of the 

letter of credit should be so insured. The type of insurance cover should be the same as 

specified in the credit.  

Letter of Indemnity: Specifically indemnifies the purchaser against a certain stated 

circumstance. Indemnification is generally used to guaranty that shipping documents will 

be provided in good order when available. 

 

Risks in Letter of Credit Transactions 

Letter of credit transactions are not risks free. The risks inherent in these types of 

transactions include: 

 Fraud Risks: The payment will be obtained for non-existent or worthless 

merchandise against presentation by the beneficiary of forged or falsified 

documents. Credit itself may be funded.  

 Sovereign and Regulatory Risks: Performance of the Documentary Credit may be 

prevented by government action outside the control of the parties. 
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Chapter Three 

1. Fund Based Facilities  

FUND BASED Facilities can be defined as the products and services offered by institutions 

like banks of various kinds for the facilitation of various financial transactions and other 

related activities in the world of finance like loans, insurance, credit cards, investment 

opportunities. 

Fund based limits include those where actual funds are proposed to be given to 

borrower. 

 

2. Short Term Loans 

A short term loan is a type of loan that is obtained to support a temporary personal or 

business capital need. As it is a type of credit, it involves a borrowed capital amount and 

interest that needs to be returned or paid back at a given due date, which is usually 

within a year from getting the loan. 

3. Working Capital 

The capital required for a business enterprise can be classified under two main categories 

viz.  

i. Fixed Capital  

ii. Working Capital 

Every business requires funds for setting up the enterprise and for day to day operations. 

Acquisition of items such as Land, Plant & Machinery, building, furniture, etc. requires 

capital or long term debt. Investments in these assets represent that part of firm's capital 

which is blocked on permanent or fixed basis and is called fixed capital. Business also 

needs funds for short-term purposes such as purchase of raw material, payment of 

wages and other day-to-day expenses etc. These funds are known as working capital. 

 

Fund Based Facility 

Short 
Term 

Over Draft 
O/D 

Cash Credit 
C/C 

Bills 
Finance 

Demand 
Loans 

Long 
Term 

Term 
Loans 

Retail 
Credit 
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In simple words, working capital refers to that part of the firm's funds that is required for 

financing short-term or current assets such as cash, debtors & inventories. Working 

capital for any manufacturing unit is the total amount of circulating funds required for 

the continuous operations of the unit on a going basis. The funds used in production are 

recouped from sale of final products at the end of the production cycle and are available 

for use in the next production cycle. Working capital can therefore be called operating 

capital or short term capital as well.  

4. Concept of working capital 

There are two concepts of working capital viz.:-  

i. Gross working capital  

ii. Net working capital  

The Gross Working Capital is the capital invested in total current assets of the enterprise. 

Current assets are tangible movable assets that are recoverable in cash or sold or 

consumed or turned over during the operating cycle usually not exceeding one year. The 

gross working capital concept is financial or going concern concept whereas net working 

capital is an accounting concept of working capital. Both the concepts have their own 

merits. 

The gross concept:  

i. Enables the enterprise to provide correct amount of working capital at the right 

time. 

ii. Helps management to know the amount invested in total current assets with 

which it has to operate. 

Net working capital tells the business about how the assets are funded. In a narrow 

sense, the term working capital refers to the net working capital (NWC) or liquid surplus 

which is the difference between current assets and current liabilities. It is the excess of 

long term funds over long term uses. When the current assets exceed the current 

liabilities, the NWC is positive and when the current liabilities are more than the current 

assets, it would become negative.  

The net working capital should be higher than 1:1 to ensure sufficient liquidity and 

availability of working funds. Inadequate NWC entails liquidity constraints.  

The networking capital concept, however, is also important for following reasons:  

i. It is qualitative concept, which indicates the firm's ability to meet to its operating 

expenses and short-term liabilities.  

ii. It indicates the margin of protection available to the short term creditors. 
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5. Working Capital Gap 

Working Capital Gap is a concept used in the banking sector to determine the amount of 

working capital limits the bank would make available to the borrower. It is the difference 

between total Current Assets and Current liabilities, other than bank borrowings. 

6. Components of Working Capital 

Working capital is the aggregate value of:  

 Raw material  

 Stock in process  

 Finished goods in stores and in transit  

 Other consumable stores  

 Receivables or sundry debtors  

 Other expenses  

Working capital is not something static. It changes with the size of the company, the 

phase of operations, profits accrued and retained and a host of other factors. As a 

general rule, banks try to fund the gap or extend what they call need based financial 

assistance. 

7. Source of Working Capital 

Means to finance the Working capital are -  

 Credit available on purchases  

 Short term Bank borrowing  

 Surplus of long term funds over long term uses  

 Short term borrowings (unsecured loans from friends & relatives), etc. 

8. Overdrafts 

Overdraft is a working capital limit, when a current account holder is permitted by the 

banker to draw more than what stands to his credit, such an advance is called overdraft. 

Overdraft could be temporary or for a longer period. The banker may take some 

collateral security or may grant such advance on the personal standing of the borrower. 

The customer is permitted to withdraw the amount as and when needed and repay it by 

means of deposit in his account as and when it is feasible for him. Interest is charged on 

the amount overdrawn by the customer and for the period of its actual utilization.  

Often banks sanction overdrafts as a form of credit. Here the overdraft facility is given by 

a bank on the basis of a written application and a promissory note signed by the 

customer. These limits are secured by shares, debentures, fixed deposits and other 

similar securities. The limit is arrived at on the basis of market value of security less a 
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certain value as margin. In these cases an express contract comes into existence. In some 

cases in the absence of an express contract to grant overdraft, such an agreement can be 

inferred from the course of business.  

For example, if an account holder, even without any express grant of an overdraft facility, 

overdraws his account and his cheque is duly honored by the bank, the transaction 

amounts to a loan.  

9. Five smart points to know about overdraft facility 

1. An overdraft facility is a credit agreement made with a bank that allows an 

account holder to use or withdraw more money than what they have in their 

account up to the approved limit.  

2. The line of credit is typically given based on account holder balances, and as pre-

sanctioned loans against assets such as bank FDs, shares and bonds offered as 

collateral.  

3. The sanctioned overdraft limit and the interest charged will vary based on the 

nature of the asset offered as collateral. 

4. The overdraft facility works like an approved loan. Money can be withdrawn as 

and when required and the interest has to be paid only on the amount borrowed 

and only for time it was borrowed. 

5. Establishing an overdraft facility with a bank can help individuals or small 

businesses with short term cash flow issues, although the negative balance needs 

to be repaid within a month.  

An overdraft facility can be granted to a borrower on a secured or unsecured basis. 

Secured overdraft is one where you pledge collateral (asset). If you are unable to repay 

your overdraft then the lender can sell off your assets to recover whatever they can. You 

shall be liable to pay the difference if the collateral asset doesn’t cover the cost of the 

withdrawn amount in the overdraft. 

An unsecured overdraft is then obviously the facility where no assets are pledged as 

collateral security. An unsecured overdraft facility is usually availed when a customer 

carries out a transaction which makes his/her outstanding positive, i.e. when the 

customer draws more money than what he/she has in the account. A common example 

of an unsecured overdraft is Credit Cards. Anyway, secured overdrafts employ collaterals 

and they can be of different kinds; know the types below- 

- Overdrafts against House  

- Overdrafts against Fixed Deposits  

- Overdrafts against Insurance Policy  
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- Overdrafts against Equity  

- Overdraft against Salary 

10. Cash Credit Account (CC A/C) 

Cash Credit is the most preferred form of lending and accounts for a major part of the 

bank credit. Cash credit is a working capital limit sanctioned to a borrower. This is 

expressed in terms of limit say AFN l Million. This means that a borrower can use this 

account to draw funds to the extent of AFN l Million.  

Further a Cash Credit operates like a current account. As such the borrower can deposit 

and withdraw any amount but within the prescribed lending limit. It follows that the 

account could be in credit often which is not equivalent to closure of loan account. Cash 

credit is backed by security stipulated at the time of sanction of credit. This could be any 

raw material or asset and the limit is arrived as a % of the value of asset. The cash credit 

limit is therefore reset as and when the asset value increases or decreases however the 

maximum limit is restricted to the sanctioned amount.  

The bank may also sanction a Clean Cash Credit limit to some borrowers to meet working 

capital requirements. In such cases the account can be operated up to the amount of the 

sanctioned limit. As indicated the Cash Credit account is conducted as a running account 

permitting deposits and withdrawals and the borrower is required to pay interest on 

dues outstanding on any transaction day at close of business. Essentially the borrower 

pays interest on the net amount used by him i.e. the debt outstanding, for the period, 

which is nothing but the amounts drawn less amounts deposited during the period. 

Other features of cash credit arrangements are as follows. 

a. The banker fixes the cash credit limit after taking into account several features of 

working of the borrowing concern viz. Production, sales, inventory levels, past 

utilization of such limits etc. 

b. The advances sanctioned under the cash credit arrangement are technically 

repayable on demand and there is no specific date of repayment. In practice the 

sanction is for a period of one year but the limits are rolled over at the end of the 

period. In a sense these limits are perennial. The extension of facility for periods 

beyond the initial 12 months involves a review of the financials of the borrower 

entity and the conduct of account. Banks may also review the account after 6 

months; but this does not automatically call for extension of limits for further 

periods. 

c. The banker has to make cash available to the borrower up to the limit sanctioned 

although the borrower may draw only what he requires. Banks cash management 
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could be strained if they have to maintain idle funds to meet borrower's demands. 

So, to the extent a borrower does not draw on the CC limit, banks may levy a 

commitment charge for the unutilized portion of the limit. 

11. Key Differences between Cash Credit (CC) and Overdraft (OD) 

The following points are noteworthy so far as the difference between cash credit and 
bank overdraft is concerned: 

1. The withdrawing facility provided by the bank in which the person can withdraw 
amount more than what he holds to his credit, against the hypothecation of stock or 
any other collateral security is known as a cash credit. Overdraft is another 
withdrawing facility in which the bank allows the customer to withdraw amount 
more than more than what he holds to his credit, but only up to a certain extent is 
known as Overdraft. 

2. The Cash Credit is divided into two categories, i.e. Key Cash Credit and Open Cash 
Credit. The Overdraft is divided into two types, i.e. secured overdraft and clean 
overdraft. 

3. For availing cash credit facility, the borrower must have a cash credit account with 
the bank or financial institution. Conversely, Overdraft facility can be availed by the 
borrower, if he has a current account with the bank. 

4. Cash credit facility is given against the pledge or hypothecation of inventory or other 
current assets or collateral security. Overdraft facility is given against the security of 
fixed assets (if securitized). 

 

12. Bills Finance 

While discounting a bill, the Bank purchases the bill receivable to the Exporter (i.e. bill of 

exchange or Promissory Note) before its due date and credits the value of the bill to the 

exporters account after deducting a discount. The transaction is practically an advance 

against the security of the bill and the discount represents the interest charged on the 

advance given, which is payable from the date of purchase of the bill until it is due for 

payment. 

How it works 

1. The Exporter and the exporter’s bank first enter into an agreement which outlines 

the terms and conditions for availing the facility of Bill Discounting. 

2. The Exporter then submits the documents to his bank, which will be sent to the 

importer's bank for acceptance. 

3. The Importer's bank then sends a notification to the Exporter’s bank intimating it 

once the bill has been accepted.  
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4. Upon receipt of the accepted bill the Exporter then applies to his bank to discount 

the bill. 

5. Once the application is received the bank then processes the application and 

sanctions the amount deducting a portion of the face value of the bill as a 

discount. The Discount amount depends upon the period of time left until the due 

date of the bill.  

6. The Importer on the due date then makes the payment to the exporter’s bank, 

which will be used to offset the advance given in lieu of the bill receivable. 

Benefits 

1. Discounting of bills provides the exporter with a short term source of finance to 

fund his working capital needs.  

2. Since it is a form of lending, no tax at source is deducted while making the 

payment, this makes it very convenient to the exporter not only from the cash 

flow point of view, but also from the perspective of companies that do not factor 

in tax costs.  

3. The rates of discount charged while discounting a bill are lower than those 

charged while availing ICDs (Inter Corporate Deposits). 

4. Bill discounting provides the exporter flexibility not only on the quantum of funds, 

but also on the duration. 
  

13. Types of Bills Of Exchange 

The bills of exchange are classified into: 

(a) Sight or demand bills and 

(b) Usance bills 

Sight or demand bills: When a bill is payable at ‘sight’ or ‘on demand’ or ‘on 

presentation’, it is called a demand bill. 

Usancebills: If a bill matures after a certain period of time (after 30, 60, 90 or 160 days) 

after date or after sight it is called an usance bill. 

14. ADVANATGES OF DISCONTING OF BILLS 

1. Safety of bank funds  

2. Certainty of payment  

3. Facility of the refinance  

4. Stability in the value of the bill  

5. Profitability 
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15. Demand Loans 

A Demand Loan is a loan which is repayable on demand by the bank. In other words, it is 

repayable at short-notice.  

The entire amount of demand loan is disbursed at one time and the borrower has to pay 

interest on it. The borrower can repay the loan either in lump sum (one time) or as 

agreed with the bank. For example, if it is so agreed the amount of loan may be repaid in 

suitable installments. 

Such loans are normally granted by banks against security. The security may include 

materials or goods in stock, shares of companies or any other asset. Demand loans are 

raised normally for working capital purposes, like purchase of raw materials, making 

payment of short-term liabilities. 

16. Long Term Loan 

A form of loan that is paid off over an extended period of time greater than 3 years is 

termed as a long-term loan. This time period can be anywhere between 3-30 years. Car 

loans, home loans and certain personal loans are examples of long-term loans. Long term 

loans can be availed to meet any business need like buying of machinery or any personal 

need like owning a house. 

17. Major Sources of Long -Term Finance 

1. Equity and Loans from Government  

2. Loan from Public Financial Institutions 

3. Public Deposits 

4. Internal Sources 

5. Capital Markets 

6. Bonds 

7. International Sources. 

17.1 Purpose of Term Loan 

Long-term loans are raised to meet the financial requirements of enterprise / company 

for acquiring the fixed assets which include the following: 

• Land and Site Development 

• Building and Civil Works 

• Plant and Machinery 

• Installation Expenses/ Pre-Operative expenses 

• Miscellaneous Fixed Assets 
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17.2 Term Loans 

A term loan is a loan from a bank for a specific amount that has a specified repayment 

schedule and either a fixed or floating interest rate. A term loan is often appropriate for 

an established small business with sound financial statements and the ability to make a 

substantial down payment to minimize payment amounts and the total cost of the loan. 

17.3 Appraisal of Term Loan 

Today, the basic purpose of appraisal of a proposal for providing term credit 

requirements is to ensure that the borrower: 

 Acquires the proposed fixed assets 

 Puts them to use in producing merchandise which would have a market  

 Generate enough cash from operations to repay the term loan and the interest 

commitments 

Few important questions that come to the mind of a credit analyst in course of a term 

loan appraisal are given below: 

 Background of promoters  

 Demand / Supply analysis  

 Adequate technology  

 Adequate plant capacity (existing and future demand)  

 Realistic Projection relating to operations   

 Adequate Cash generation 

 Most importantly, if the loan is not repaid by the entrepreneur in terms of the 

agreed schedule, whether proper risk hedging mechanism is in place so that the 

interest of the lending institution is not jeopardized. 

Appraisal of a Term Loan involves the examination of: 

1. Technical Appraisal 

2. Commercial / Market Appraisal 

3. Managerial Appraisal 

4. Financial Appraisal 

18. Technical appraisal 

Technical appraisal deals with study of manufacturing process, technical arrangement, 

size of the plant, product mix, selection and procurement of plant and machinery, plant 

layout, schedule of project implementation and location of project with reference to the 

availability of various inputs required for production.  
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Technical appraisal of a credit proposal involves a detailed study of: 

 Availability of raw material  

 Availability of basic infrastructure  

 Technical Labor  

 Energy requirement  

 Government policy, etc. 

19. Commercial / Market Appraisal 

Commercial Appraisal is a very important aspect of a project. In order to make proper 

appraisal of the demand forecasts made by the unit, information on demand, supply, 

distribution, pricing and market should be collected. If the company had commissioned a 

market survey the report may be called for. 

Commercial appraisal consists in:-  

 Demand  

 Substitute of Product  

 Competitor analysis   

 Size of the market and share of the proposed unit price structure  

 Raw Material  Marketing Strategy  

20.Managerial Appraisal 

Management appraisal is nothing but appraising of the person/persons behind the 

enterprise. It is the most vital input for the success of a business enterprise. Every credit 

proposal, small or big, is sponsored by an individual or a group of individuals or an 

organization by individuals. A project which may be considered technically feasible, 

economically viable and financially sound may run into difficulties if it is not backed by a 

competent person who will be manning the enterprise. Thus, 'the man behind the 

project' is very important. Confidence is the basis of all credit transactions. The basis of 

this confidence is generally derived from the 5 ‘C’s of the borrower i.e. character, 

capacity, capital, collateral and conditions. In additions to the 5 C's reliability, 

responsibility and resources are also looked into for gaining the confidence. 

Management appraisal involves the assessment of the following:-  

 The Entrepreneur  

 The Board of Directors  

 The Chief Executive  

 The Departmental Heads  

 Qualification of promoters 
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  Experience of promoters 

  Capacity of raising money  

  Capacity of absorb losses 

  Track Record  

  Net worth of the promoters 

21. Financial Appraisal 

The financial appraisal of a project determines the financial viability and sustainability of 

the project. The cost of the project and estimated time for execution are two vital issues. 

A delay in project execution invariably leads to run ups in costs and adds to further delays 

Finance should available at the right time in the right amount for the project to move 

forward according to plan. Dependence on source of finance like investment subsidy 

from the government, etc. should be avoided or alternate arrangement should be 

ensured. 

In financial appraisal the bank examines all financial documents like: 

 Balance sheet, P/L account and Cash flow statement of last 3 years 

 Verification of Memorandum of Association and Article of Association 

 Ratio analysis  

 Break-even analysis, cash flow and repayment capacity and period 

22. Retail Credit 

Retail credits are Car Loans, Consumer Durables/, Educational Loans, Housing Loans, 

House improvement Loan, Professionals Personal Loans, Clean Loans, Jewel Loan, 

Pensioners Loan, Credit Cards etc. KYC formalities like verification of proof of identity and 

proof of address etc. are important and first step to entertain loans under retail schemes. 

Statement of account is to be verified to match the details submitted by the applicant.  

In case of employed persons, normally loan will be considered only to confirmed 

employees. Employer’s no objection certificate/salary certificates are other requirements 

for retail loans.  

In case of self-employed, Tax return for past 2-3 years would be verified to assess the 

repayment capacity of the applicant. No due certificate from existing banker, CIB report 

is the other requirement to consider retail loans. 

23. Ways to secure a loan 

Charge means the asset is given as security, against a debt. The value of the security 

offered as collateral is either equivalent to or greater than the loan amount.  
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24. Hypothecation  

Hypothecation refers to a financial arrangement where the borrower borrows money by 

against the security of goods. Here goods mean movable property. In business parlance, 

hypothecation is defined as the charge created over the asset (usually inventories, 

debtors, etc.) for the repayment of debt of suppliers, creditors, and other parties. 

In this arrangement, the asset is not delivered to the lender but kept by the borrower 

until he defaults in payment of debt. So the possession of asset belongs to the debtor 

only. There are two parties to hypothecation, where hypothecator is the borrower while 

hypothecatee is the lender.  

25. Pledge 

Pledge is a kind of bailment in which the goods are kept with the lender as security for 

the payment of a debt or fulfillment of the contract. There are two parties involved in the 

contract of pledge, i.e. Pawnor, the one who pledges the asset and Pawnee, the one who 

grants a loan against collateral. The Title of goods remains with the Pawnor, but the 

possession of goods passes to the Pawnee.  

26. Mortgage  

Mortgage refers to a legal arrangement, wherein there is a transfer of interest in a 

particular immovable asset or property by the owner, so as to secure the payment of 

funds raised via loan, on present or future debt or performance of an obligation, which 

may result in a financial liability. Under this process, the transferor is the mortgagor, and 

the transferee is the mortgagee.   

The mortgagee has the right to acquire and sell the asset if the mortgagor fails to pay the 

mortgage money within stipulated time and even if the terms and conditions stated in 

the deed are not fulfilled in the manner specified. The bank has the first right over the 

asset mortgaged, and if there are more than one lenders, pari-passu clause3 will apply. 

  
                                                            
3 Pari-passu is a Latin phrase meaning "equal footing" that describes situations where two or more assets, 
securities, creditors or obligations are equally managed without preference. An example of pari-passu occurs 
during bankruptcy proceedings: When the court reaches a verdict, the court regards all creditors equally, and the 
trustee will repay them the same fractional amount as other creditors at the same time. 

Charge 

Hypothecation Pledge Mortgage Lien Assignment 
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Lien 

It's a claim that someone or something has on property that you possess or use. The 

individual or entity that has the claim—such as a lender—can repossess or foreclose on 

the property if you don't make payments on an associated loan or perform other agreed-

upon terms.  

Or  

It is the right, of (say the banker) to retain all securities of the customer in respect of the 

general balance due from the customer. The ownership of such securities is not 

transferred to the Bank. The Bank gets the right to retain the securities handed over to it 

in its capacity as Lender/Banker. 

Lien is of 2 types: 

a- Particular Lien: is the right to retain goods in respect of which the debt was 

incurred. 

b- General Lien: The right of retainer is not only for the debt incurred for particular 

goods, but also for any general balance due. 

Assignment 

It means transfer of a right, property or a debt – existing or future-to another person. The 

transferor is called the ‘assignor’ and the transferee the ‘assignee’. In banking, the usual 

subject of assignment is “actionable claims”, which means a “claim to any debt other 

than a debt secured by mortgage of immovable property or by hypothecation or pledge 

of movable property or to any beneficial interest in movable property not in possession, 

either actual or constructive, of the claimant, which the civil courts recognize as affording 

grounds for relief, whether conditional or contingent. 

The borrower may assign to the banker:  

1- The book debts 

2- Money due from government department or semi-government organizations 

3- Life insurance policy 
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Chapter Four 
 

1. Credit Delivery Channels  

For small borrowers like personal loan, Housing loan and other small ticket size 

borrowings single bank can complete the process and lend the amount to be borrower, 

Concept of multiple banking, consortium and syndication came up to resolve issues with 

large borrowers and exposure of banks. Banks can lend in following style to the 

borrowers: 

a) By sole bank 

b) By multiple banks 

c) On consortium basis 

d) On Syndication basis 

1.1 Sole banking 

Sole banking is a lending by single bank to a large borrower, subject to the resources 

available with it and limited to the exposure limits imposed by the Central Bank of the 

Country. Many a times when you propose to approach to new bank for funding, they 

propose for sole banking that their complete banking should be transferred to their bank. 

This is done for two reasons one is to get complete business and second is very important 

is having complete monitoring of fund flow and cash flow of the firm. 

1.2 Multiple banking 

As looked into above example of sole banking, it is also happens that it continues with 

existing bank facility and take additional from other (new) bank. When the credit 

requirements of a borrower are beyond the capacity of a single bank or that the bank 

does not want to take more exposure on a particular borrower, he may then resort to 

multiple banking. It is an arrangement where a borrower borrows simultaneously from 

more than one bank independent of each other, under separate loan documents with 

each bank. Securities are charged to each bank separately. 

1.3 Consortium lending 

Consortium lending also called joint financing or participation financing. It is a system of 

financial emerged due to consequential increase in demand for funds of substantial 

magnitude and inability of individual banks to take care of the entire fund requirement of 

large borrowers. The system of consortium lending provides scope and opportunity to 

share risk amongst banks. The system is considered to be mutually beneficial to the 

banks as well as customers. Under multiple banking, there is no coordination among 

banks regarding appraisal, documentation, other terms and advances. In such a situation 
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borrowers got the upper hand by playing one bank against the other. It was, therefore, 

necessary to formalize these credit arrangements to safeguard the interest of the banks. 

It is mainly catered in case of large corporate and certain mid-sized borrowers. 

1.4 Syndication of Loan 

Central Bank of the Country normally permits the banks to adopt syndication route to 

provide credit in lieu of consortium advance. A syndicated credit differs from consortium 

advances in certain aspects. The salient features of a syndicated credit are as follows: 

 It is an agreement between two or more banks to provide a borrower a credit 

facility using common documents of the borrower. 

 The prospective borrower gives a mandate to a bank, commonly referred as a lead 

bank (lead manager), to arrange credit on his behalf. The mandate gives the 

commercial terms of the credit and the prerogatives of the mandated bank in 

resolving contentious issue in the course of the transaction of complete 

syndication. 

 The mandated bank prepares an information Memorandum about the borrower in 

consultation with the latter and distributes the same amongst the prospective 

lenders, inviting them to participate in the credit proposal. 

 On the basis of information Memorandum each bank makes its own independent 

economy and financial evaluation of the borrower. It may collect additional 

information from other sources also. Generally, lead banker plays important role 

as rest just follows.  

 Thereafter, a meeting of the particular banks is convened by the mandated bank 

and discuss the syndication strategy relating to co-ordination communication and 

control with the syndication process and to finalize the deal timing, charges for 

management, cost of credit, share of each participating bank in the credit etc.  

 A loan agreement is signed by all the participating banks. 

The borrower is required to give prior notice to the Lead Banker (Lead Manager) of his 

agent for drawing the loan amount so that the latter may tie up disbursement with the 

other lending banks. 

Under the system, the borrower has the freedom in terms of competitive pricing. 

Discipline is also imposed through a fixed repayment period under syndicated credit. 

 Few guidelines in case of syndication 

At the time of granting fresh facilities, banks may obtain declaration from the borrowers 

about the credit facilities already enjoyed by them from other banks.  
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In the case of existing lenders, all the banks may seek a declaration from their existing 

borrowers availing sanctioned limit or whenever, it is in their knowledge that their 

borrowers are availing credit facility from other bank, and introduce a system of 

exchange of information with other bank as indicated above. 

Subsequently, banks should exchange information about the conduct of the borrower’s 

account with other banks in the prescribed format at least at quarterly intervals/ 

Obtain regular certification by a professional, preferably a Company Secretary, Chartered 

Accountant or cost accountant regarding compliance of various statutory prescription 

that are in vogue. 

Banks should make greater use of credit reports available from Public Credit Registry 

(PCR). 

Banks should incorporate suitable clauses in the loan agreement in future (at the time 

renewal in the case of existing facilities) regarding exchange of credit information so as to 

address confidentiality issues. 

For e.g. If Borrower has taken loan from Bank A and Bank B, Borrower repays Bank B on 

Time and it did not pay Bank A as per schedule and it continued for more than 120 days, 

then on 121st day Bank A should report this and even Bank B need to account for 

provision as account is doubtful. 

Difference between Multiple Banking and Consortium Banking 
 

2. Multiple Banking 

Multiple Banking is a banking arrangement where a borrower avails of finance 

independently from more than one bank. Thus, there is no contractual relationship 

between various bankers of such borrower. Also in such arrangement each banker is free 

to do his own credit assessment and old security independent of other bankers. 

In multiple banking arrangement, a borrower gets freedom to deal with each bank 

separately and thus can negotiate borrowing terms one to one with each bank. As rider, 

such borrower also has to spend more time and effort in dealing with multiple banks. 

2.1 Consortium Banking 

As per the consortium lending approach, the group of banks would have a common 

agreement wherein a lead bank would assess the borrower's fund requirements, set 

common terms and conditions and disseminate information about borrower's 

performance to other lenders. Thus, the move is expected to keep a check on the high 
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value frauds in the system as well, which ride high in case of multiple lending 

arrangement. 

It is not uncommon to find a Borrower availing Term Loan as well as Working Capital 

limits from a number of Financial Institutions and Commercial Banks. A Term Loan to a 

Borrower may be sanctioned jointly by All Financial Institutions and Banks. Similarly, 

Working Capital limits may also be availed by the Borrower from a number of Banks 

partly because of the large size of borrowing and partly to have a degree of flexibility in 

his operations with different Banks. 

The Borrower may have a multiple Banking relationship where he has independent 

arrangement with each Bank, security offered to each Bank is separate and no formal 

understanding exists between different Banks financing the same Borrower. Under this 

arrangement Banks may not be exchanging information on the Borrower and limits might 

have been sanctioned on different terms and conditions. This arrangement may be 

preferred by the Borrower as it affords him a great flexibility in operating his accounts 

with different Banks but may go contrary to the expectations of Central Bank of the 

country which desires that a wholesome view of entire operations of a customer must be 

taken by the Banks and the assessment of credit needs be also done in totality. 

The other arrangement for sanctioning of credit limit to such a Borrower may be to form 

a Consortium of Banks to take care of the entire needs, of the Borrower. No definite 

guidelines on formation of consortium of Banks, however, existed in past and it was 

generally left to the Borrower to decide this issue. 
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Chapter Five 

1. Non-Performing Assets (Impaired Assets) Management 

Banks accept deposit and borrow money from market. These funds have to be returned 

and interest for these funds has to be paid. Banks earn interest and income on its loans 

and advances. Banks follow accrual based accounting. Thus if the bank is not aware 

whether or not it is collecting the interest on the loans and whether or not the creditors 

are repaying the money borrowed, it might one day find that it is illiquid or bankrupt. It 

is, therefore, important for the bank to closely monitor the loans and investments and 

take steps to recover as when they falter or default. All the loan accounts of the bank 

must be performing assets if the bank has to be viable. Further in order that the financial 

statements are true and fair the bank should not account for income on loans and 

advances which have gone bad or likely to go bad.  

In the past banks used to classify its assets (loans and advances) in to 4 categories 

namely, good and fully secured, good secured by guarantees, doubtful and bad. Later 

banks started classifying the assets on the basis of health code. In both these cases banks 

were writing off bad accounts and making provisions for accounts considered doubtful. 

Further for the purpose of final accounts there were no standards as to how to arrive at 

the classification of doubtful and bad accounts.  

Definition 
A Non-performing asset (NPA) is defined as a credit facility in respect of which the 

interest and/or installment of principal has remained 'past due' for a specified period of 

time. In simple terms, an asset is tagged as non-performing when it ceases to generate 

income for the lender. 

Nature of Facility Parameters  

Term Loan  Interest and/or installment of principal remains  
overdue beyond 90 days   

Overdraft/Cash Credit  Remains ‘out of order’  

Bill Purchased/ discounted  Remains overdue beyond 90 days   
 

Out of order  

An out of order account is one in which the outstanding balance remains continuously in 

excess of the sanctioned limit/drawing power or the outstanding balance is less than the 

sanctioned limit/drawing power, but there are no credits continuously for 90 days as on 

the date of Balance Sheet or credits are not enough to cover the interest debited during 

the same period.  
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1.1 Overdue 

Overdue is the unpaid amount due to the bank under any credit facility on due date. 

1.2 NPA why and how 

An occurrence of NPA is by no means a negative commentary about a bank's credit policy 

or credit appraisal. An account of a borrowing firm or a company could become NPA on 

account of number of internal or external reasons. Business cycle related issues, Let us 

look into the reasons why an account could become NPA. 

 Business cycle and events  

 Cash flow projected ambitiously   

 Diversion of funds   

 Misuse of funds  

 Over dependence on Loan  

 Pledge of owners share as additional security 

 Expansion  

 Willful Default 

 Miss selling 

 Inadequate Credit 

1.3Types of NPA 

a. Gross NPA  

The sum total of all loan assets that are classified as NPAs as per DAB guidelines as 

on Balance Sheet date. Gross NPA reflects the quality of the loans made by banks. 

It consists of all the nonstandard assets. It can be calculated with the help of 

following ratio: 

           GROSS NPA Ratio = GROSS NPA/ GROSS ADVANCE 

b. Net NPA  

Those type of NPAs in which the bank has deducted the provision regarding NPAs. 

Net NPA shows the actual burden of banks. In Afghanistan now a days , bank's 

balance sheets contain a huge amount of NPAs and the process of recovery and 

write off of loans is very time consuming, the provisions the banks have to make 

against the NPAs according to the central bank guidelines, are quite significant. 

That is why the difference between gross and net NPA is quite high. It can be 

calculated by following: 

           NET NPA = (GROSS NPA - PROVISION)/(GROSS ADVANCE –         

                                 PROVISION) X 100 
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1.4 Reasons for an account becoming NPA 

1) Internal Factors 

 Funds borrowed for a particular purpose but not use for the said purpose. 

Project not completed in time.  

 Poor recovery of receivables.  

 Excess capacities created on non-economic costs.  

 In-ability of the corporate to raise capital through the issue of equity or other 

debt instrument from capital markets. 

 Business failures.  

 Diversion of funds for expansion\modernization\setting up new projects\ 

helping or promoting sister concerns. 

 Willful defaults, siphoning of funds, fraud, disputes, management disputes, 

misappropriation etc.  

 Deficiencies on the part of the banks viz. in credit appraisal, monitoring and 

follow-ups, delaying settlement of payments\ subsidiaries by government 

bodies etc., 

2) External Factors 

 Slow-moving Legal System i.e. long legal tangles, changes that had taken place 

in labor laws & lack of sincere effort.  

 Shortage of raw material, power and other resources. Industrial Recession.  

 Shortage of raw material, raw material / input price escalation, power 

shortage, industrial recession, excess capacity, natural calamities like floods, 

accidents.  

 Failures, nonpayment over dues in other countries, recession in other 

countries, externalization problems, adverse exchange rates etc.  

 Government policies like excise duty changes, Import duty changes etc. 

 

1.5 Effects of NPA on Banks and FIs 

 Restriction on flow of cash done by bank due to the provisions of fund made 

against NPA. 

 Drain of profit. 

 Bad effect on goodwill. 

 Bad effect on equity value. 
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2. Asset Classification 

On monthly basis, all banks must self-classify each of their loans, securities, contingent 

liabilities or off-balance sheet items and other assets to provide reserve for losses within 

one of the five categories set forth below. These self-classifications must be documented, 

with justifications given for the classifications, in the bank’s files, and the classification 

documents must be signed by the individual responsible for performing the classifications 

and the individual responsible for reviewing their accuracy. In making the decision to 

classify an asset within one of the five classification categories listed below, a bank shall 

use its informed judgment but must be guided by the standards and components set 

forth below with respect to each such category. 

2.1 Classification Categories 

There are five loan classification categories as set forth below: 

a) Standard 

An asset classified as Standard is paying in a current manner or at most past due for the 

period of 1-30 days, fully secured and is supported by sound net worth, profitability, 

liquidity and cash flow of the obligor. 

Standard assets are sufficiently secured with respect to the repayment of both the 

principal amount and interest. An overdraft would be regarded as Standard if monthly 

interest payments and other charges are past due for 1-30 days, and there was regular 

activity on the account with no sign of a hard core of debt developing. 

b) Watch 

An asset should be classified as Watch if the principal and/or the interest remain 

outstanding for 31-60 days. 

An asset classified as Watch is adequately protected, but is potentially weak. Such an 

asset constitutes an unwarranted credit risk, but not to the point of requiring a 

classification of Substandard. The credit risk may be minor, and most instances, bank 

management can correct the noted deficiencies with increased attention. 

Assets must be classified no higher than Watch if any of the following are present: 

1. The bank loan officer’s inability to properly supervise them due to lack of 

expertise;  

2. The loan was not made in compliance with the bank’s internal policies;  

3. Failure to maintain adequate and enforceable documentation; or poor control 

over collateral.  
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4. Assets that are past due 31-60 days for principal or interest payments. 

c) Substandard 

An asset should be classified as Substandard if the principal and/or the interest remain 

outstanding for 61-120 days. 

Overdrafts are considered Substandard when the advances exceed the customer’s 

borrowing line for 61-120 consecutive days or the borrowing line has expired for 61- 120 

days or interest is due and unpaid for 61-120 days and deposits are insufficient to cover 

the interest capitalized during the period. 

Substandard loans and advances show clear manifestations of credit weaknesses that 

jeopardize the liquidation of the debt. Substandard loans and advances include loans to 

borrowers whose cash flows are not sufficient to meet currently maturing debts, loans to 

borrowers which are significantly undercapitalized, and loans to borrowers lacking 

sufficient working capital to meet their operating needs. 

Assets must be classified no higher than Substandard if any of the following deficiencies 

of the obligor are present: 

1. Inadequate liquidity  

2. Cash flow less than repayment of principal and interest  

3. If the primary sources of repayment are insufficient to service the debt and the 

bank must look to secondary sources of repayment, including collateral.  

4. If the bank has acquired the asset without the types of adequate documentation 

of the obligor’s net worth, profitability, liquidity, and cash flow that are required in 

the banking organization’s lending policy or there are doubts about the validity of 

that documentation.  

5. If default occurs to “initial conditions amended asset” the asset should be 

classified at least in Sub-standard class. 

d) Doubtful 

Defaulted assets and advances for which the principal and/or the interest remain 

outstanding for 121-480 days shall be classified Doubtful. 

Doubtful loans and advances display all the weakness inherent in loans and advances 

classified as Substandard but with the added characteristics that they are not well 

secured and the weaknesses make collection or liquidation in full, on the basis of 

currently available information, highly questionable and improbable. 
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The possibility of loss is extremely high, but because of certain mitigating circumstances, 

which may work to the advantage and strengthening of the facility, its classification as an 

estimated loss is postponed until its more defined status is ascertained. 

Assets must be classified no higher than Doubtful if any of the following deficiencies of 

the obligor are present: 

1. Operational losses, including the necessity to sell assets to meet operating 

expenses;  

2. illiquidity;  

3. Cash flow less than required interest payments;  

4. doubts about true ownership;  

5. Complete absence of faith in financial statements;  

6. If the advance amount exceeds the customer’s approved borrowing line for 121 

consecutive days or more.  

7. If the account has been inactive for 121 days or more and the customer’s deposits 

are insufficient to cover the interest capitalized during that period.  

8. If the market value of collateral has dropped to an extent that its coverage ratio is 

below 60% of payment of principal and accrued interest, the relevant asset shall 

be classified into Doubtful classification regardless of its terms performance when 

borrower’s solvency is being deteriorated or bankrupted. 

e) Loss 

Defaulted assets and advances for which the principal and/or the interest remain 

outstanding for 481 or more days shall be classified as Loss. 

Loans and advances shall be classified as Loss when they are considered uncollectible and 

of such little value that their continuation as recoverable facilities is not defensible. This 

classification does not imply that the facility has absolutely no recoverable value, but 

rather it is not practical or desirable to defer making full provisions for the facility even 

though partial recover in future may not be entirely ruled out. 

Loans and advances classified as Loss include those to bankrupt companies and insolvent 

firms with negative working capital and cash flow or those to judgment debtors with no 

means or foreclosable collateral to settle the debts. 

Banks should retain such facilities on their books for the period of no more than 12 

months, while pursuing future recoveries and 100 percent loan loss provisioning should 

be made. After 12 months, they shall be written off immediately (via a credit to the asset 

balance on the balance sheet) against the loan loss provisioning made. 
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Assets must be classified no higher than Loss if any of the following deficiencies of the 

obligor are present: 

1. The obligor seeks new loans to finance operational losses.  

2. Location in an industry that is disappearing.  

3. Is bankrupt or does not have physical existence;  

4. Location in the bottom quartile of its industry in terms of profitability.  

5. Technological obsolescence.  

6. Very high losses.  

7. Borrower resorts to sale assets at a loss to meet operational expenses. 

8. Total revenue less than production costs. 

9. No repayment source except liquidation.  

10. Presence of money laundering, fraud, embezzlement, or other criminal activity.  

11. Owners are not prepared to inject fresh capital. 

 

 

Asset classification criteria are summarized below: 

Asset 
Classification 

Objective Criteria Reserve for loss required 

Standard A performing asset which is being 
repaid in accordance with the contract 
or at most past due for 1-30 days 

1 percent (Optional) 

Watch 31-60 days past due status  At least 5 percent 
Substandard 61-120 days past due status  At least 25 percent 
Doubtful 121-480 days past due status  At least 50 percent 
Loss 481 days or more past due status (This category of loans shall be 

retained in bank balance sheet 
for the period of 12 months for 
recovery purposes and 100 
percent loan loss provisioning 
should be made. After the 
period, they shall be 
immediately written off with 
the provisions made.) 
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Classification of Micro and Small Credit 

Asset Classification Past due Provision 

Standard 0-30 days 1 percent (Optional) 

Watch 31-60 days 5 percent 

Substandard 61-90 days 25 percent 

Doubtful 91-180 days 50 percent 

Loss 181 or above 100 percent 

Suspension of Interest on Non-performing Assets and Advances 
The following conditions shall apply to accrual and suspension of interest on all loans and 

advances classified as Doubtful or Loss, thus constituting them as NPA: 

a) All categories of non-performing loans and advances classified as Doubtful and 

Loss shall be placed on non-accrual status and the interest shall not be taken as 

income when earned. However, claims on these credits can be recorded 

separately for future recoveries and legal purposes.  

b) The previously accrued and uncollected interest on such assets but taken as 

income shall be reversed by debiting the income statement and crediting an 

“Interest-In Suspense” account. Subsequent accrual of interest shall be credited to 

the interest in suspense account until such loans and advances are brought 

current by full settlement of the delinquent principal and interest.  

c) Interest can only be taken out of suspense when it has actually been paid by the 

debtor. However, the funds for the repayment of the delinquent loans and 

advances shall not be obtained through new loans and advances from the same 

financial institutions. 

d) Payments made for repayment of the loans and advances should be applied first 

to penal and other charges, interest and then the principal. 

Repossessed Assets 

In certain circumstances, property is repossessed following the foreclosure on loans that 

are in default. Repossessed properties are measured at the lower of carrying amount and 

fair value less costs to sell and reported within ‘Other assets’. 

Stressed Assets 

Now stressed assets are getting increased attention as the trend of deteriorating asset 

quality has emerged as a big economic risk for the Afghan Banking sector. Stressed assets 

are a powerful indicator of the health of the banking system. To understand stressed 

assets we have to understand NPA and Restructured assets. This is because: 
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Stressed assets = NPAs + Restructured loans + Written off assets 

 Assets of the banking system comprises of loans given and investment (in bonds) made 

by banks. Quality of the asset indicates how much of the loans taken by the borrowers 

are repaid in the form of interests and principal. The most important scale of asset 

quality is Non-Performing Assets (NPA). An NPA means interest or principal is not repaid 

by the borrower during a specified time period as we studied it before. 

Break down of above formula: 

A. NPA   

A loan whose interest and/or installment of principal have remained ‘overdue’ 

(not paid). 
 

B. Restructured Loan 

Restructured asset or loan are that assets which got an extended repayment 

period, reduced interest rate, converting a part of the loan into equity, 

providing additional financing, or some combination of these measures. Hence, 

under restructuring a bad loan is modified as a new loan. A restructured loan 

also indicates bad asset quality of banks. This is because a restructured loan 

was a past NPA or it has been modified into a new loan. Whether the borrower 

will repay it in future remains a risky element.  
 

C. Written off Assets  

Written off assets are those the bank or lender doesn’t count the money 

borrower owes to it. The financial statement of the bank will indicate that the 

written off loans are compensated through some other way. There is no 

meaning that the borrower is pardoned or got exempted from payment. 
 

Criteria for Up-gradation of Account Classified as NPA on Restructuring 

In terms of extant instructions all restructured accounts which have been classified as 

non-performing assets upon restructuring, would be eligible for up-gradation to the 

'standard' category after observation of satisfactory performance during the specified 

period. As per the new guidelines, the 'specified period' has been redefined as a period of 

one year from the commencement of the first payment of interest or principal, 

whichever is later, on the credit facility with longest period of moratorium under the 

terms of restructuring package.  

Consequently, standard accounts classified as NPA and NPA accounts retained in the 

same category on restructuring by the bank should be upgraded only when all the 

outstanding loan/facilities in the account perform satisfactorily during the 'specified 

period', i.e. principal and interest on all facilities in the account are serviced as per terms 

of payment during that period. 
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Chapter Six 
 

1. CREDIT MONITORING 

Credit monitoring is the process of periodically reviewing your credit reports for accuracy 

and changes that could be indicative of fraudulent activity. 

Objectives of Monitoring 
 Timely Credit delivery (i.e. Disbursement of loan) after compliance with laid down 

procedure & conditions (Terms & conditions of sanction) with due precautions.  

 To ensure that Standard Accounts continue to remain Standard & do not slip to 

NPAs i.e. prevention.  

 Timely identification of stressed assets & taking appropriate corrective measures 

to arrest them from slipping.  

 To avoid unacceptable slippages by observing early warning signals meticulously 

and putting in place the required corrective measures in time. 

1.1 Four Stages of Monitoring 

1. Pre-Sanction-Application received 

2. Post Sanction- Pre disbursement 

3. Post Sanction-During Disbursement 

4. Post Sanction-Post Disbursement 

1.2 Pre Sanction Stage 

 Complete and Proper Application Form  

 Interview with the Borrower/Guarantor  

 Inspection of borrower’s residence, work place, guarantor’s place 

 Inspection of the immovable property, (if proposed). Mortgaged Property to be 

inspected by two officers, Keeping in mind the advocate’s/ valuers findings 

 Due Diligence: CIBIL/ Defaulters list  

 Due diligence exercise from outside agencies  

 Balance Sheet (If applicable-Audited)  

 Full KYC documents  

 Collection and inspection of required data  

 Existing Bank Statement/Status of account etc.  

 Study of Pre-sanction inspection & Mortgage inspection report 

 Study and approval of Search/Valuation Report 

 Credit Rating Exercise (In applicable Models) 
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 Preparation of proposal in prescribed format and sanction thereof at appropriate 

level Read the Process Note Minutely 

 What are the terms and conditions are stipulated? 

1.3 Processing of application, preparation of proposal keeping in mind: 

 Scheme related guidelines (Internal Policy and Procedures) 

 Government Policy (Central Bank)  

 Business related Risk Analysis  

 Balance Sheet Analysis 

 Credit Rating Norms 

 Industry wise Policy 

 Prudential Norms etc. 

 

1.4 POST-SANCTION PRE DISBURSEMENT STAGE 

 Preparation of proposal in prescribed format and sanction thereof at appropriate 

level 

 Read the Process Note Minutely 

 What are the terms and conditions are stipulated?  

 Issuance of sanction letter conveying all terms and conditions as per sanction and 

acceptance of terms & conditions of sanction by the borrower  

 Recovery of Charges  

 Obtaining/ Scrutiny of Legal Opinion Report and Valuation report  

 Proper documentation (including check list) 

 Creation of Mortgage Charge and its registration with the Sub-Registrar  

 Charges to be registered with ROC in respect of company account 

 Execution of proper security documents including creation of mortgage as per 

sanction terms 

 

1.5 POST-SANCTION DURING DISBURSEMENT STAGE 

 The disbursements should be commensurate with the progress of the project / 

business activity, also taking into account the extent of margin brought in by the 

promoters up to a given point of time.  

 While releasing the facility ensure that sanction has not expired. Delay may 

happen due to non-compliance of many terms and conditions. Validity of 

sanctions is valid within 6 months from sanction date; Revalidate the sanction if it 

is expired. 
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           Loan Accounts: 

 Margin – Upfront  

 Source of margin-Un secured loan/ capital  

 Status Reports on the suppliers  

 Direct disbursement to suppliers/service providers. Cash disbursement to be kept 

minimum  

 Verification of end use of funds through inspection, records, books of accounts 

etc.  

           Cash Credit Accounts 

 Compliance with terms of sanction  

 Completion of project & readiness to commence commercial activity  

 Endeavour for Direct disbursement to suppliers  

 Stock/Book debts inspection 

           Check Proper Sanction Term 

 Rate of Interest and further changes  

 Charges  

 Disbursement procedure  

 Account practices  

 Security  

 Insurance  

 Terms of repayment  

 Margin  

 Pre-payment term, if any.  

 Borrowers/Guarantors name 

 Other terms and conditions. 

 

1.6 POST-SANCTION POST DISBURSEMENT STAGE 
 

IMMIDIATE –Post disbursement monitoring 

 Compliance of various Post disbursement conditions  

 Fresh search report to be obtained 

 Verification of end use of funds immediately after disbursement. By carrying out 

Post Sanction Inspection.  



64 Credit Management 

 

REGULAR - CREDIT MONITORING  

 Post sanction Inspection-End use verification 

 Periodical Inspections (verification of relevant records) and follow up for recovery 

of overdue, if any. 

 Obtaining Stock and Book Debts Statement and their verification particularly of 

Book Debts which is a major area of concern. 

 Follow up of Review of all accounts.  

 Even when one installment is delayed customer to be reminded politely. 

 Obtaining periodical renewal documents  

 Timely identification of delinquent accounts and restructuring.  

 Verification of Transactions and Turnover in the account 

1.7 Early Warning Signals (EWS) 

EWS can be classified into four (4) broad categories: 

 Financial warning signals  

 Operating warning signals  

 Management related warning signals 

 Bank related signals 

1.8 Financial warning signals 

 Determined irregularity in the account 

 Default in repayment obligation 

 Devolvement of LC /invocation of guarantees 

 Descent in the liquidity or working capital position 

 Substantial increase in long term debts in relation to equity 

1.9 Operating warning signals 

 Low activity level in the plant 

 Frequent changes in plan 

 Nonpayment of wages/power bills 

 Loss of critical customers 

 Evidence of large level of inventory/ aged inventory 

1.10 Management related warning signals 

 Lack of cooperation from key personnel 

 Change in management, ownership or key personnel 

 Desire to take undue risks 

 Family disputes 

 Diversion of funds 
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 Fudging of ACCOUNTS 

1.11 Banking related signals 

 Declining bank balances/ declining operations in the account 

 Opening of accounts with other banks 

 Return of outward bills/ dishonored cheques 

 Frequent requests for loan 

 Sales transactions not routed through the account 

 Frequent delays in submitting stock statements, financial data etc. 

2. Stock Audit 

According to AS -2 Valuations of Inventories, stock or inventory is defined as follows 

“Inventories are assets: 

a. held for sale in the ordinary course of business;  

b. in the process of production for such sale; or  

c. in the form of materials or supplies to be consumed in the production process or 

in the rendering of services.” 

Inventories thus normally comprises of 

 Stores, 

 Spares parts, 

 Loose tools, 

 Maintenance supplies, 

 Raw materials including components, 

 Work in process, 

 Finished goods including by-products, 

 Waste or by-products, etc. 

 

3. Valuation of Inventories 

Different methods of valuation are adopted, depending upon the type of Inventories, in 

particular and the type of the business in general. 

The Inventories should be valued at cost or market price, whichever is lower. 

The fundamental concept is that provision for losses should be made and unrealized 

profits should not be considered. 
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4. Methods of Valuation 

The Institute of Chartered Accountants has prescribed the methods that are mandatory 

for the valuation of inventories, by means of the Accounting Standard – 2, which deals 

with the valuation of inventories. 

 These methods are:  

1. First-in-First-out  

2. Last-in-First-out  

3. Average Method 

Example: 

The Delta Company uses a periodic inventory system. The beginning balance of inventory 
and the purchases made by Delta during the month of July are given below: 

Date Description Units Unit cost Total cost 

July 01 Beginning inventory 500 $20 $10,000 

July 18 Inventory purchased 800 $24 $19,200 

July 25 Inventory purchased 700 $26 $18,200 

 
Total ——- 

 
———— 

  
2,000 

 
$47,400 

  
——- 

 
———— 

 

The Delta Company sold 1,400 units during the month of July. 
Required: Compute inventory on 31st July and cost of goods sold for the month of July 
using following inventory costing methods: 

1. First in, first out (FIFO) method 
2. Last in, first out (LIFO) method 
3. Average cost method 

 Solution: 
Ending inventory in units: 

Beginning inventory 500 units 

Purchases made during the month of July (800 + 700) 1,500 units 

 
——- 

 
Available for sale during the month of July 2,000 units 

Units sold during the month of July 1,400 units 

 
——- 

 
Ending inventory 600 units 

 
——- 

 

http://www.accountingformanagement.org/periodic-inventory-system/
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(1) First in, first out (FIFO) method: 
Ending inventory: 
600 units × $26 = $15,600 
Cost of goods sold (COGS): 

500 units × $20 $10,000 

800 units × $24 $19,200 

100 units × $26 $2,600 

 
———– 

Cost of goods sold (COGS) $31,800 

 
———– 

OR 

Cost of goods available for 
sale 

$47,400 

Less ending inventory $15,600 

 
———– 

Cost of goods sold (COGS) $31,800 

 
 ———– 

(2) Last in, first out (LIFO) method: 
Ending inventory: 

500 units × $20 $10,000 

100 units × $24 $2,400 

 
———– 

 
$12,400 

 
———– 

Cost of goods sold (COGS): 

700 units × $26 $18,200 

700 units × $24 $16,800 

 
———– 

Cost of goods sold (COGS) $35,000 

 
———– 

OR 

Cost of goods available for 
sale 

$47,400 

Less ending inventory $12,400 

 
———– 

Cost of goods sold (COGS) $35,000 

 
 ———– 
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 (3) If average cost method is used: 
Weighted average cost per unit = $47,400/2000 units = $23.7 
Ending inventory: 
600 units × $23.7 = $14,220 
Cost of goods sold (COGS): 
1,400 × $23.7 = $33,180 
OR 

Cost of goods available for 
sale 

$47,400 

Less ending inventory $14,220 

 
———– 

Cost of goods sold (COGS) $33,180 

 
 ———– 
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Chapter Seven 
 

1. Financial Statements 

Financial Statements represent a formal record of the financial activities of an entity. 

These are written reports that quantify the financial strength, performance and liquidity 

of a company. Financial Statements reflect the financial effects of business transactions 

and events on the entity. 

1.1 Types of Financial Statements 

The four main types of financial statements are: 

1.2 Statement of Financial Position  

Statement of Financial Position, also known as the Balance Sheet, presents the financial 

position of an entity at a given date. It is comprised of the following three elements: 

Assets: Something a business owns or controls (e.g. cash, inventory, plant and machinery, 

etc.) 

Liabilities: Something a business owes to someone (e.g. creditors, bank loans, etc.) 

Equity: What the business owes to its owners. This represents the amount of capital that 

remains in the business after its assets are used to pay off its outstanding liabilities. 

Equity therefore represents the difference between the assets and liabilities. 

Income Statement 

Income Statement, also known as the Profit and Loss Statement, reports the company's 

financial performance in terms of net profit or loss over a specified period. Income 

Statement is composed of the following two elements: 

Income: What the business has earned over a period (e.g. sales revenue, dividend 

income, etc.) 

Expense: The cost incurred by the business over a period (e.g. salaries and wages, 

depreciation, rental charges, etc.) 

Net profit or loss is arrived by deducting expenses from income. 

Cash Flow Statement 

Cash Flow Statement, presents the movement in cash and bank balances over a period. 

The movement in cash flows is classified into the following segments: 

Operating Activities: Represents the cash flow from primary activities of a business. 
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Investing Activities: Represents cash flow from the purchase and sale of assets other than 

inventories (e.g. purchase of a factory plant) 

Financing Activities: Represents cash flow generated or spent on raising and repaying 

share capital and debt together with the payments of interest and dividends. 

1.3 Statement of Changes in Equity 

Statement of Changes in Equity, also known as the Statement of Retained Earnings, 

details the movement in owners' equity over a period. The movement in owners' equity 

is derived from the following components: 

 Net Profit or loss during the period as reported in the income statement 

 Share capital issued or repaid during the period 

 Dividend payments 

 Gains or losses recognized directly in equity (e.g. revaluation surpluses) 

 Effects of a change in accounting policy or correction of accounting error 

1.4 Link between Financial Statements 

The following diagram summarizes the link between financial statements.  
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1.5 Balance Sheet and Banker  

A bank calls for the balance sheet and financial statements of a company/firm when it is 

considering an application for a credit facility from the firm. Analysis of financial 

statements is an important tool in the hands of a bank for taking a credit decision. This is 

possibly the most important tool. A bank will not approve credit unless the balance sheet 

and financial statement reveal that the company has: 

 a sound financial position (solvency test)  

 good liquidity (cash flows), and  

 a good earning capacity (profitability),  

It is a normal expectation that year after year the size of a going concern's balance sheet 

will grow in size. This is because the profits made in the business will be added to the 

capital funds of the business. There could be some profit from the investment function as 

well. There will be additions to machinery which will help the company to produce more 

and increase sales. At times obsolete machinery has to be replaced. Similarly when a 

company makes losses, it will erode the capital funds. This could be due to lower 

realization on sales, losses due to bad debts, poor collection, or lower stock as liquidity 

was not sufficient to buy and store the material. All these items will impact the balance 

sheet. Understanding these changes and analyzing the changes and how it could impact 

the loan account is important for the banker. 

2. Classification of assets and liabilities for analysis 

The assets and liabilities in a balance sheet are classified in a convenient form for the 

purpose of analysis into:-  

A. Assets:  

These are broadly classified into  

 Current Assets  

 Fixed Assets  

 Non-Current Assets  

 Intangible Assets 

 

B. Liabilities: 

 Current Liabilities  

 Medium & Long term liabilities  

 Capital & Reserve 
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3. Techniques of Financial Statement Analysis 

Financial statement analysis is interpreted mainly to determine the financial and 

operational performance of the business concern. A number of methods or techniques 

are used to analyze the financial statement of the business concern. The following are 

the common methods or techniques, which are widely used by the business concern.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

4. Ratio Analysis 

Ratio analysis is a commonly used tool of financial statement analysis. Ratio is a 

mathematical relationship between one number to another number. Ratio is used as an 

index for evaluating the financial performance of the business concern. An accounting 

ratio shows the mathematical relationship between two figures, which have meaningful 

relation with each other. Ratio can be classified into various types. Classification from the 

point of view of financial management is as follows: 

 Liquidity Ratio 

 Activity Ratio 

 Solvency Ratio 

 Profitability Ratio 

Techniques 

Ratio 
Analysis 

Common 
Size 

Analysis 

Trend 
Analysis 

Comparative 
Statement 

Funds Flow 
Statement 

Cash Flow 
Statement 
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4.1 Liquidity Ratio 

It is also called as short-term ratio. This ratio helps to understand the liquidity in a 

business which is the potential ability to meet current obligations. This ratio expresses 

the relationship between current assets and current assets of the business concern 

during a particular period. The following are the major liquidity ratio: 

Ratio Formula Significant Ratio 

Current Ratio  
Current Assets 

 
2 : 1 

  Current Liability   

Quick Ratio  
Quick Assets 

 
1 : 1 

  Current Liability   

 

Current Ratio (CR)  

This is expressed in terms of the times current assets are to current liabilities. CR is 

defined as a ratio of current assets to current liabilities. If the ratio is 1, it means that the 

current asset and liabilities are equal. If it is more than one, it indicates that some long 

terms funds have been used to fund the current assets. If current ratio is 1, net working 

capital is zero, and if it is less than one, net working capital is negative. Generally, 2 (2 

current assets and 1 current liability) is considered good current ratio. In Afghanistan 

conditions, mostly 1.33 is considered an acceptable current ratio. A persistent trend of 

poor current ratio (of less than 1) is a warning signal of impending sickness. 

Sometimes the current ratio may be acceptable, but realization from sale of stock may be 

slow and meeting a commitment may become difficult. As current assets consist of items 

such as raw material, finished goods, debtors etc. and not all of these are equally liquid, 

current ratio is not always a good tool to ascertain how good the liquidity is. Therefore, 

leaving stocks out of calculation and taking only cash and receivables another ratio is 

calculated, called the Quick Ratio (Acid test ratio). 

Quick Ratio (Acid test ratio) 

The Acid Test Ratio is a more stringent measure of liquidity than the CR. It is expressed as 

a ratio of all the current assets excluding inventory to the current liabilities.  

The ratio is computed as:  

(Cash + receivables + investments) ÷ (Current liabilities)  

or 

(Current Assets - Inventory) ÷ (Current Liabilities - Short Term Bank Borrowings) 
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Receivables are considered to be more easily realizable and so this ratio is supposed to 

give a better idea of the solvency of the unit. It must be borne in mind that all the current 

liabilities are not going to mature for payment at once. The concept that receivables are 

convertible to cash immediately is also not a certainty. Even receivables will be difficult to 

collect if there is over all slumps in the market. 

4.2 Activity Ratio 

It is also called as turnover ratio. This ratio measures the efficiency of the current assets 
and liabilities in the business concern during a particular period. This ratio is helpful to 
understand the performance of the business concern. Some of the activity ratios are 
given below: 
 

 

 

 

 

 

 

 

4.3 Inventory Turnover Ratio/Stock Turnover Ratio  

The inventory turnover ratio expresses the relationship between cost of goods sold and 

inventory. It measures the unit's efficiency in turning its inventory into sales. An 

increasing ratio signifies better inventory management. It indicates the number of times, 

on an average, inventory is sold and replaced during the financial year.  

A banker must look into the reasons if inventory volume is higher or lower than normal. 

Inventory may be low if stock ordered has been delayed, or it may be high if production 

process has slowed down. Possibly inventory has been piled up for meeting future 

orders. If the reasons are genuine and poses no adverse effect on the overall 

performance of the unit is foreseen, it should not be a cause for concern. 

The inventory holding period denotes the shelf life of inventory. It shares an inverse 

relationship with inventory turnover ratio. The three components of inventory are raw 

material, stock-in-process, and finished goods. The turnover or number of days held is 

defined in terms of raw material consumption, cost of production, and cost of sales 

respectively to get more idea of the turnover inventory as under: 

Ratio Formula 

Stock Turnover Ratio  
Cost of Sales 

   Average Inventory   

Debtors Turnover Ratio 
 

Credit Sales 
   Average Debtors   

Creditors Turnover Ratio 
 

Credit Purchase 
   Average Credit   

Working Capital Turnover Ratio 
 

Sales 
   Net Working Capital   
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Raw Material (RM)  

 Turnover Ratio: Raw Material Consumption ÷ Average Raw Material Inventory 

 Holding Period: (Average RM inventory ÷ RM consumption) x 365  

Stock-in-Process (SIP)  

 Turnover Ratio: Cost of Production ÷ Average SIP inventory  

 Holding Period: (Average SIP inventory ÷ Cost of Production) x 365  

Finished Goods  

 Turnover Ratio: Cost of Sales ÷ Average FG inventory  

 Holding Period: (Average FG Inventory ÷ Cost of sales) x 365 

4.4 Debtors Turnover Ratio/Debtors Velocity Ratio  

Debtors' Turnover Ratio indicates the relationship between sales and debtors. If reflects 

the efficiency with which the debtors are turned over into cash. Improvement in the ratio 

speaks better receivables management. 

4.5 Creditors Turnover Ratio/Creditors Velocity Ratio  

Creditors' turnover ratio depicts the number of times average dues to the suppliers is 

settled. Higher the turnover, lower the payment period offered by the suppliers. 

In formula stated in above table, the numerator includes only credit purchases. But if 

credit purchases are not known, the total net purchases can be used. 

A high ratio as compared to that obtaining in the may be interpreted as: 

 The unit is unable to pay its debts and is therefore taking longer than usual time to 

pay its creditors; or  

 The unit is enjoying good reputation in the market and therefore the suppliers are 

extending more credit; or  

 The unit may be a near-monopoly consumer and the supplier is agreeable to the 

credit terms dictated by it.  

Reversely, a lower ratio would mean any of the following:  

 The unit has a comfortable financial position and is paying off the creditors 

promptly; or  

 The creditors may offer discount on early payments to avail of which the unit is 

paying early. The unit may do so provided the cost of borrowing is less than the 

discount offered; or  
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 The unit does not enjoy good reputation in the market and its creditors have 

restricted credits; or  

 The suppliers may be monopolists dictating terms to the unit.  

The real reason should be found by going into the facts of individual cases. This ratio 

should be studied along with the debtors' velocity and current ratio to judge the real 

situation. 

 

4.6 Working Capital Turnover Ratio 

The working capital turnover ratio measures how well a company is utilizing its working 

capital to support a given level of sales. Working capital is current assets minus current 

liabilities. A high turnover ratio indicates that management is being extremely efficient in 

using a firm's short-term assets and liabilities to support sales. Conversely, a low ratio 

indicates that a business is investing in too many accounts receivable and inventory 

assets to support its sales, which could eventually lead to an excessive amount of bad 

debts and obsolete inventory. 

4.7 Solvency Ratio 

Solvency Ratio is also called Leverage Ratios/Capitalization Ratios/Capital Structure Ratios 

are used to measure the relationship between owners' funds and borrowed funds.  

A high usage of borrowed funds reduces the cost of financing. However, it makes the unit 

more risky. Prima facie analysis of the ratio would reveal: 

a. How much of funds the owners have put in and how much has been borrowed by 

the unit to acquire assets? and  

b. Whether the unit has adequate earning capacity to service the contractual 

obligations undertaken while raising debt?  

The important ratios under the category are: 

Ratio Formula 

Debt-Equity Ratio 
  External Equity   

  Internal Equity (Tangible Net Worth)   

Interest Coverage Ratio 
  EBIT   

  Interest Expense   

4.8 Debt Equity Ratio (DER)  

The DER is a financial ratio indicating the relative proportion of entity's equity and debt 

used to finance an entity's assets. This ratio is also known as financial leverage. The ratio 

is the key financial ratio and is used as a standard for judging a company's financial 



Chapter Seven 77 

 
 

standing. It is also a measure of a company's ability to repay its obligations. When 

examining the health of a company, it is critical to pay attention to the DER. If the ratio is 

increasing, the company is being financed by creditors rather than from its own financial 

sources which may be a dangerous trend. 

Tangible Net worth is calculated as  

TNW = Capital + Free Reserve - Intangible asset 

Lower values of DER are favorable indicating less risk. Higher DER is unfavorable because 

it means that the business relies more on external lenders thus it is at higher risk, 

especially at higher interest rates. Optimal DER is considered to be about 1, i.e. liabilities 

= equity, but the ratio is very industry specific because it depends on the proportion of 

current and non-current assets. 

4.9 Interest Coverage Ratio 

The interest coverage ratio is used to determine how easily a company can pay their 

interest expenses on outstanding debt. The ratio is calculated by dividing a company's 

earnings before interest and taxes (EBIT) by the company's interest expenses for the 

same period. The lower the ratio, the more the company is burdened by debt expense. 

When a company's interest coverage ratio is only 1.5 or lower, its ability to meet interest 

expenses may be questionable. 

4.10  Profitability Ratio 

Profitability ratio is used to evaluate the company’s ability to generate income as 

compared to its expenses and other cost associated with the generation of income 

during a particular period. This ratio represents the final result of the company. 

Ratio Formula 

Return on Equity Ratio 
  Profit after Tax   

  Net worth   

Return on Capital Employed Ratio 
  EBIT 

x 100 
  Capital Employed  

Return on Assets Ratio 
  Net Profit   

  Total Assets   

Gross Profit Ratio 
  Gross Profit 

x 100 
  Sales 

Net Profit Ratio 
  Net Profit  

x 100 
  Sales 
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Return on Equity 

This ratio measures Profitability of equity fund invested the company.  It also measures 

how profitably owner’s funds have been utilized to generate company’s revenues. A high 

ratio represents better the company is. 

Net worth = Equity share capital, and Reserve and Surplus 

Return on Capital Employed Ratio 

Return on Capital Employed (ROCE), a profitability ratio, measures how efficiently a 

company is using its capital. Simply put, ROCE measures how well a company is using its 

capital to generate profits. The return on capital employed is considered one of the best 

profitability ratios and is commonly used by investors to determine whether a company is 

suitable to invest in or not. 

Where: 

Earnings Before Interest and Tax (EBIT) is the company’s profit including all expenses but 

excluding interest and tax expenses. 

Capital employed is the total amount of equity invested in a business. Capital employed is 

commonly calculated as either total assets less current liabilities or fixed assets plus 

working capital requirement. 

Return on Assets Ratio 

Return on Assets (ROA) is a type of return on investment (ROI) metric that measures the 

profitability of a business in relation to its total assets. This ratio indicates how well a 

company is performing by comparing the profit (net income) it’s generating to the capital 

it’s invested in assets.  The higher the return, the more productive and efficient 

management is in utilizing economic resources. Below you will find a breakdown of the 

ROA formula and calculation. 

Where: 

Net Income is equal to net earnings or net income in the year (annual period) 

Average Assets is equal to ending assets minus beginning assets divided by 2 

Gross Profit Ratio 

The Gross Margin Ratio, also known as the gross profit margin ratio, is a profitability ratio 

that compares the gross margin of a company to its revenue. It shows how much profit a 

company makes after paying off its Cost of Goods Sold (COGS). 
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Net Profit Ratio 

Net Profit Margin (also known as “Profit Margin” or “Net Profit Margin Ratio”) is a 

financial ratio used to calculate the percentage of profit a company produces from its 

total revenue. 

Example: Calculation of above ratios based on following financial statements. 
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Liquidity Ratio 

 

 

 

 

Activity Ratio 

 

 

 

 

 

 

 

Solvency Ratio 

 

 

 

 

 

 

Profitability Ratio 

 

 

 

 

 

 

 

Current Assets 6752356.00

Current Liability 4319738.00
Current Ratio = = = 1.56

Quick Assets 6752356 - (3861188 + 0)

Current Liability 4319738.00
Quick Ratio = = = 0.67

Cost of Sales 30252321

Average Inventory (3477436 + 3861188)/2
Stock Turnover Ratio = = = 8.24

Credit Sales 33209296

Average Debtors (1175310 + 1767303)/2
Debtors Turnover Ratio = = = 22.57

Credit Purchase 30252321

Average Credit (375745 + 281612)/2
Creditors Turnover Ratio = = = 92.04

Sales 35109296

Net Working Capital 6752356 - 4319738
Working Capital Turnover Ratio = = = 14.43

External Equity 4319738

Internal Equity 5610215
Debt-Equity Ratio = = = 0.77

EBIT 4856975 - 380077

Fixed Interest Charges 448350
Interest Coverage Ratio = = = 9.99

Profit after Tax 3602838

Net Worth 5610215
Return on Equity Ratio = = = 0.80

EBIT 4476898

Capital Employed 9929953-4319738
Return on Capital Employed Ratio = = = 80%x 100

Net Profit 3602838

Total Assets 9929953
Return on Assets Ratio = = = 0.36

Gross Profit 4856975

Sales 35109296
Gross Profit Ratio = x 100 = = 14%

Net Profit 3602838

Sales 35109296
Net Profit Ratio = x 100 = = 10%








