
INTRODUCTION
Credit analysis is the most important activity in the lending process of any 
commercial bank. This activity involves a network of tasks which are based on a 
theoretical model to ascertain the credit standing of loan applicants. This model is 
commonly known as 5C credit analysis model.  

At the end of a credit analysis process, a credit decision proposal will be 
presented to the bank management for final decision. The extent or depth of a 
credit analysis depends on several important factors that can influence the 
conditions of any loan application. 

The validity or credibility of a credit decision is very much dependent on the 
credibility of the credit analysis which in turn is subject to the credibility of the 
credit information obtained. In general, credit analysis is greatly influenced by 
ratio analysis because of the availability of financial information. Besides, the 
results of ratio analysis are more objective and comprehensible.
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At the end of this chapter, you should be able to: 
1. explain the credit analysis process in detail; 
2. use the 5C credit analysis model to make accurate and sound credit 

decisions; 
3. evaluate the credibility of the information used in credit analysis; and 
4. use ratio analysis to make accurate and sound credit decisions. 

OBJECTIVES
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 11.1    THE PURPOSES OF CREDIT ANALYSIS 

Credit analysis is the most important step in the lending process. It determines 
the credit standing of a potential borrower, be it an individual or a corporate 
borrower. Banks provide loans based on the credit information of the borrowers 
as well as their businesses. However the issue of asymmetric information often 
arise because borrowers certainly have more information than banks on their 
future performance.  

As discussed in Chapter 10, adverse selection exists before a loan is granted. It 
refers to incomplete information given to banks before the loan is approved, 
which affects banksÊ judgement regarding the quality of prospective borrowers. 
Moral hazard emerges after a loan is granted. It is related to the change in 
borrowersÊ attitudes and behaviours after they have procured their loans, which 
banks may not be aware of due to incomplete information they possess. 

In view of the above, credit analysis is practised to determine the repayment 
capacity of prospective borrowers and their attitude towards loan repayment. 

There is a difference between a borrower who is able to repay but does not want 
to, and a borrower who is unable to repay but wishes to. All banks desire 
borrowers with not only repayment capacity but also posses the sense of 
responsibility towards loan repayment. In short, credit analysis is a process to 
investigate all factors influencing the probability of loan repayment by a 
borrower. 

 11.2    CREDIT ANALYSIS PROCESS 

As shown in Figure 11.1, credit analysis process is based on the three principles in 
lending, i.e. the principle of purpose, principle of payment and principle of 
protection. All three principles have been discussed in details in Chapter 10. 

        
In Chapter 10, we already discussed the two problems related to asymmetric 
information, i.e. adverse selection and moral hazard. What is the connection 
between these problems and credit analysis? 

THINK
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Figure 11.1: Credit analysis process

The 5C model is used in credit analysis to determine credit risk, i.e. the risk 
related to non-repayment of loan. To carry out effective 5C analysis, the credit 
officer must have access to accurate and reliable credit information. Interviews, 
bank records, credit bureau and visits to the business premises concerned are 
among the sources of information that can be used. 

Credit information obtained will be processed by using various measurement 
tools such as ratio analysis, cash budgets, pro forma financial statements and 
evaluation of financial statement items. Credit analysis process ends with a 
proposed loan decision. 

 11.3    5C CREDIT ANALYSIS MODEL 
The credit analysis model is based on 5 elements known as the 5 Cs of credit, i.e.: 

(a) Character

(b) Capacity

(c) Collateral 

(d) Conditions

(e) Capital 
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(a) CCharacter 

Do you think you can evaluate accurately, based on the above scenarios and 
available information? What if you were given additional information such 
as the applicantsÊ financial records? 

Evaluation on a loan applicantÊs character is indeed a very subjective 
process as the mere purpose is to assess the applicantÊs willingness to make 
loan repayment. Willingness to repay loan refers to the borrowerÊs sense of 
responsibility towards fulfilling the loan agreement. How do we measure 
such sense of responsibility? This is where the character evaluation becomes 
complicated because attitudes such as honesty, integrity, sincerity, sense of 
commitment and motivation, which are all deemed applicable to measuring 
a borrowerÊs willingness to pay the loan, are abstract by nature; they are 
defined and weighed differently from one individual to another.

        

Simon is 25 years old and 
single. He sells fruits at the 
night market and has 2 
employees.

Richard, 42, has been a textile 
entrepreneur for 17 years. He 
has 3 company branches and 
20 employees. 

As an experienced credit officer of ABC Bank, you are assigned to 
evaluate the character of each loan applicant. What is your evaluation on 
Simon and Richard? How do you make the evaluation?

THINK
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Even though it is difficult to measure the willingness to repay a loan, banks 
have other means or indications to base their decisions on. Amongst them 
are historical credit records of the borrower and character reference by a 
third-party.

In the case of a corporate borrower, character evaluation is done with 
reference to the quality of the top management, ownership and corporate 
image of the company. The quality of top management can be determined 
by studying its members from the aspects of qualification, work experience 
and self-achievement.  

Ownership of the company is also an important factor. For example, the 
credit risk may be lower if the management of the company is run by the 
owner(s). Besides, local owners are deemed to have more willingness and 
desire to make loan repayment than foreign owners. Undeniably, a 
company with a good corporate image, good standing and good reputation 
in the society is deemed to have good character. 

The character of a company can also be evaluated based on measures and 
actions taken by its management. For example, if the management has made 
debt repayment even during economic recession, it shows that the 
management is committed to fulfilling its responsibility as a borrower. 
Besides, a companyÊs conservative approach in financial management 
symbolises the companyÊs sense of responsibility towards third parties. 

Another aspect of character evaluation is related to the prospective 
borrowersÊ sense of commitment and motivation towards their respective 
businesses. Does the prospective borrower really know the business? Does 
the prospective borrower have any alternative plan, in case the original plan 
fails? These details must be investigated since loan repayment is very much 
dependent on the business income of the prospective borrower concerned. 

(b) CCapacity 
 When we evaluate a prospective borrowerÊs capacity, we evaluate his 

capacity from the aspects of law as well as finance. The credit officer must 
determine if a prospective borrower has the legal capacity to borrow. 
Failure to do so will expose the bank to risk of no recourse. That means, if 
the borrower has no legal capacity, the eventual contract between the bank 
and borrower will be either void able or void for incapacity. In other words, 
the bank will not have the option to take any legal action against the 
borrower in the event of non-repayment of loan. 



UNIT 3  LENDING PRACTICE AND POLICY238

 The determinants of legal capacity to borrow vary across the different 
categories of borrowers. For example, in the case of individuals, minors 
(usually below the age of 18) have no legal capacity to borrow. Therefore, 
credit officers have to be mindful of the age of the respective loan applicants 
when performing credit analysis. 

For partnership concerns, the partners are usually entitled to mortgage the 
assets of their respective partnership concerns. Nevertheless, to accurately 
ascertain each partnerÊs legal capacity to borrow, banks must study the 
relevant partnership agreements. In many cases, the partners are indeed not 
conferred similar powers by the partnership agreements. Loans to any 
partnership are usually subject to the terms stating that all partners 
involved are jointly and severally responsible for the loans granted.  

Banks may use more stringent rules and methods when assessing foreign 
companies (i.e. companies that have less than 51% local ownership). This is 
because foreign companies tend to have higher risk than local companies. 

Evaluation of the financial capacity of a prospective borrower involves 
determining the personÊs capacity to repay loan. The main method used for 
this purpose involves cash flow projection and ratio analysis based on the 
prospective borrowerÊs financial statements. Banks also require the income 
tax statements of prospective borrowers for purpose of confirming their 
income sources. Other sources of information used include income and 
expenditure statements, asset and liability statements and reports from 
credit agencies.

 (c) CCollateral 
 Collateral means any asset pledged by a borrower to secure a loan. It is the 

credit officerÊs responsibility to assess and ascertain if the proposed 
collateral is acceptable or otherwise. Among the commonly used collateral 
are:

(i) Charges on real estate, shares and insurance policies; 

(ii) Third party guarantees; 

(iii) Fixed and floating charges; and 

(iv) Assignments of rights to debts and stocks. 

The to protect the interest of banks, credit officers must assess the details of 
collateral involved. Usually, credit officers need to know the age, condition 
and specialisation level of the borrows assets . The loan to collateral ratio of 
each loan application must also be determined. It must be stressed that even 
though collateral can reduce the credit risk of banks, banks are more 
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concerned about or interested in loan repayment sourced from the income 
of borrowers. 

(d) CConditions 
 When we evaluate a prospective borrowerÊs capacity to borrow, we actually 

need to evaluate the economic conditions that may affect the borrowerÊs 
capacity to repay the loan. The analysis on economic conditions is to 
forecast the exposure of the borrowerÊs business to economic changes and 
interest rate changes. 

The best example for now, is the economic recession that hit the country in 
mid 1997 as a result of the financial crisis in the region. Such crisis had 
caused many companies to close down. In view of that, banks must study 
the effect various factors such as competition, technology, product demand, 
location, industry related matters and distribution methods have on the 
prospective borrowersÊ capacity to repay their loans. 

(e) CCapital 
 We need to know the financial worth of a prospective borrower through his 

net worth because net worth symbolises the success and commitment of the 
person. The higher the capital contributed by a prospective borrower, the 
more committed the person is to the company, and also the more willing he 
is to repay the loan. 

High net worth represents the success level of a borrower because net worth 
encompasses accumulated retained earnings. The higher the net worth of a 
borrowerÊs company, the higher is the loan repayment capacity of the 
borrower. Besides, the credit officer involved must assess the working 
capital requirement of the borrowerÊs company to ascertain if there is any 
excess or shortage of working capital. 

Usually credit will not be granted to a business corporation unless the 
capital contribution has already been made by the owner(s). 
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 11.4    SCOPE OF CREDIT ANALYSIS  

To what extent does a credit officer or loan officer have to conduct credit 
investigation? The scope of credit evaluation depends on the size and maturity 
period of the loan, the track record of the company, the collateral involved and 
the past relationship between the applicant and the bank. This implies that the 
bigger the size and the longer the maturity period of the loan, the wider the 
investigation scope is. Nevertheless, it does not mean that no credit analysis is 
required if the value of the collateral exceeds the loan amount. Credit 
investigation must be carried out regardless of the value of the collateral. 

 11.5    SOURCES OF CREDIT INFORMATION  
The commonly used main sources of credit information are loan applicant 
interviews, bank records, examinations of the business premises concerned, 
financial statements, credit bureau and bank references. 

(a) LLoan Applicant Interviews 
 The objective of the interview between the credit officer and the loan 

applicant is to collect information on the character and intention of the 
applicant. During the interview, the credit officer also has the opportunity 
to evaluate the applicant in terms of commitment and motivation. 
Investigative questions must be asked in order to acquire information not 
found in the loan application form. Through the interview, the credit officer 

        
What will happen to a loan if one of the 5C elements is not evaluated by the 
bank? Complete the following table: 

No. Element Not Evaluated Effect on Credit 
Analysis 

(a) Character

(b) Capacity  
(c) Collateral  
(d) Conditions  
(e) Capital  

YOUR IDEA 
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should be able to judge whether the applicant is genuinely skilful and 
knowledgeable in the business for which the loan is applied for. 

The quality of information obtained from an interview is subjected to the 
credit officerÊs skills in relationship building, interview and listening. 
Without these skills, the credit officer will most probably fail to determine 
the real objective of the loan applicant since the loan applicant may give 
only information deemed favourable for his application. 

(b) BBank Records 
 Banks records provide credit information such as loan repayment records, 

current account and savings account balances and the conduct of overdraft 
account. As credit information contained in bank records is factual, it is 
deemed highly reliable. 

(c) EExamination of ApplicantÊs Business Premises 
 Various types of important information can be obtained during the visit to 

the business premises of the applicant; the credit officer has the opportunity 
to verify the existence of the company, the structure of the company, the 
skilfulness of the operation staff, and the details of the companyÊs operating 
assets and fixed assets. Such visit is crucial as it helps to prevent the bank 
from fraud. 

There have been many cases of bank fraud involving borrowers whom do 
not have business premises. In reality the visit should be made without any 
prior notification to the company or loan applicant. In other words, the 
credit officer should make surprise visits in order to see the real situation of 
the company. 

(d) FFinancial Statements 
 Almost all loan applicants are required to submit their financial statements 

for evaluation of their financial standing. Financial statements required are 
the income statements, balance sheets and cash flow statements. It is 
customary for banks to ask for the financial statements for the past 3 or 5 
years so that they can perform trend analysis. 

The financial information contained in the financial statements provides 
credit officers with the opportunity to make quantitative judgement on the 
applicantsÊ capacity to repay their loans. Credit information stated in the 
financial statements prepared in compliance with the rules and policies of 
accounting bodies are reliable since they are based on the true and fair view 
concept. Therefore, credit information obtained from the audited financial 
statements is certainly more reliable than that obtained from unaudited 
financial statements. 
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Visit the web sites of the Credit Bureau of BNM at 
http://creditbureau:bnm.gov.my and RAM at http://www.ram.com.my to 
obtain additional information on how credit officers use these agencies to 
help them evaluate loan applicants. 

 Use of financial statement information is subjected to the assumption that 
whatever has happened in the past will continue its occurrence in future. A 
credit officer must be able to make his own assumptions in the analysis 
because of potential changes in future. For that reason credit officers should 
not rely on the given financial statements completely; they should make 
necessary adjustments based on assumptions they deem relevant. 

For firms or individuals who have just started their businesses and 
therefore do not have any financial statement, banks will have to depend on 
the forecast of future cash flow in their evaluation.  However, the credit 
officers must bear in mind that the cash flow data is merely based on 
forecast.

(e) CCredit Bureau 
 In October 2001, a borrower database known as Central Credit Record 

Information System (CCRIS) was set up by the Credit Bureau of Bank 
Negara Malaysia (BNM). CCRIS enables financial institutions to acquire 
information on their prospective borrowers for the purpose of loan 
application evaluation. 

While CCRIS facilitates the loan evaluation process of financial institutions, 
there have been many complaints regarding customer confidentiality which 
is protected by BAFIA, 1989. In view of that, BNM has made several law 
related changes to protect the rights and interests of bank customers. 

Apart from the Credit Bureau of BNM, there is Rating Agency Malaysia 
(RAM) that conducts credit rating for large companies. 

(f) IInter-Bank References 
 Confirmation from other banks regarding a loan applicantÊs credit standing 

is a common banking practice. However, this practice is less helpful for 
credit evaluation because banks provide only general information to one 
another. Besides, banks routinely attach to their replies a disclaimer clause 
stating that they are not responsible for the information they provided. 
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Why do banks not share any specific information in their possession? The 
reason being, banks are subjected to BAFIA, 1989 which has provisions for 
information secrecy. 

Test your comprehension level by answering the questions below. 

11.6 EVALUATION OF FINANCIAL
          STATEMENTS

The objective of financial statement analysis is to determine the accuracy and 
validity of the information contained in the financial statement in tandem with 
the effort to ascertain the credit risk of the loan applicant. The credit officer must 
have at least some knowledge of the applicantÊs business in order to evaluate the 
applicantÊs financial statements effectively. Financial statement evaluation 
involves the following: 

(a) Asset evaluation 

(b) Liability and net worth evaluation 

(c) Income statement evaluation 

(d) Statement of Changes in Financial Position evaluation 

(a) AAsset Evaluation 
One of the biggest asset components in a companyÊs balance sheet is 
accounts receivable or debtors. The sizes, the ages and the sources of these 
accounts must be examined because huge investment in these accounts is 
likely to result in high amount of bad debts. 

      
1. Why do bankers have to perform credit analysis?
2. How does a bank officer or credit officer evaluate the character element 

for the purpose of credit analysis?
3. How does a credit officer evaluate the conditions element for the 

purpose of evaluating the credit standing of a loan applicant?
4. Why is the capacity element important in credit analysis? 

Exercise 11.1 
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Accounts receivable aging schedule can be used to determine the amount of 
doubtful debts and bad debts. The credit officer involved must ascertain 
whether the accounts receivable of the loan applicant consist of genuine 
trade debtors only, or they include internal debtors i.e. the staff and 
management of the company. Besides, it must also be determined if the 
accounts receivable have been factored or assigned to someone else. 

Inventories or stocks should also be studied from the aspects of age, 
liquidity and product stability. The types and maturity periods of fixed 
assets should be examined to determine which fixed asset can be used as 
collateral for the loan concerned. Banks take account of tangible assets only. 
Therefore intangible assets are not evaluated.  

Asset evaluation is indeed an analysis to determine the efficiency and 
effectiveness of asset management of a company. Efficiency in asset 
management can ensure continuity of the companyÊs operation. 

(b) LLiability and Net Worth Evaluation 
 The credit officer must ascertain the status of each creditor in the balance 

sheet of the applicant in order to safeguard the bankÊs interest in the event 
that the loan is approved. Status of creditor can be categorised as secured 
creditors, preferential creditors and general creditors. 

The amount and maturity periods of long-term and short-term debts must 
be taken into account in determining the financial risk of the applicant 
company. OwnersÊ equity capital is very important to banks, to the extent 
that it is one of the 5C criteria in the evaluation of credit applications. As 
mentioned before, ownersÊ capital contribution reflects the ownersÊ 
commitment and success. Besides, investigation should be expanded to 
include contingent liabilities and other liabilities as they can affect the 
companyÊs loan repayment capacity. 

(c) IIncome Statement Evaluation 
 Income statement information shows the stability and profitability levels of 

the company. Analysis of this information will also reveal the effectiveness 
of the companyÊs credit policy, operation policy and debt utilisation policy. 

For example, by examining the sales information, we will be able to find out 
if credit sales constitute a large portion of sales. If they do, we should 
review the accounts receivable aging to ensure that the company is not 
exposed to huge amount of doubtful debts and bad debts. 

Careful examination of expenditure information will reveal to what extent 
the company management is able to control the operation, administration, 
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marketing and financial expenses. Additional analysis of income statement 
can be performed by relating each expenditure detail with sales detail. This 
analysis will show the sensitivity of each expenditure detail to change in 
sales.

(d) SStatement of Changes in Financial Position Evaluation 
 Statement of changes in financial positions indeed reflects the change in the 

liquidity of the company for a certain period. This statement is sometimes 
called cash flow statement or fund flow statement.  

This statement is important in order to evaluate the effectiveness of the 
companyÊs operation policy and financial policy in handling company 
liquidity. The credit officer should examine the sources and uses of funds in 
this statement in order to determine if there is a balance between the 
financing policy and investment policy of the company. 

 11.7    RATIO ANALYSIS  
The purpose of ratio analysis is to study the financial performance and position of 
a company. Credit officers of banks use ratio analysis to determine if the financial 
performance and position of a prospective borrower show sufficient loan 
repayment capacity. For this purpose, credit officers use trend analysis to find out 
if the financial performance and position have improved or deteriorated or 
remained unchanged over a period of time. Trend analysis requires financial 
statements for a few consecutive years such as 5 years. 

Usually, there are four groups of financial ratios used in ratio analysis. These 
ratios are: 

Liquidity ratios 
Asset management ratios 
Financial leverage ratios  
Profitability ratios 

Ratio analysis is more meaningful if the ratios of the company concerned are 
compared with the industry average. 

11.7.1 Liquidity Ratios 
There are two ratios which are commonly used to measure the liquidity of a 
company, i.e. current ratio and acid test ratio. 
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(a) CCurrent Ratio 
 Current ratio is used to measure a companyÊs ability to meet its short-term 

obligations. It can be derived from the following formula: 

A current ratio of 2 is considered sufficient because that means every RM1 
of current liabilities are protected by RM2 of current assets. Current ratio 
that is significantly higher than industry average shows that there is too 
much investment in current assets. This is indeed a loss to the company as 
its capital is „buried‰ in current assets instead of generating more income 
on its own. 

(b) AAcid Test Ratio 
 Acid test ratio is used to measure the ability of a company to cover its short-

term obligations from its „quick‰ assets only (i.e. it ignores inventories or 
stocks). This ratio does not take inventories into account because they are 
not easily convertible to cash. Acid test ratio can be derived from the 
following formula: 

An acid test ratio or a quick ratio of 1 is considered ideal because that means 
every RM1 of liabilities is protected by RM1 of „quick‰ assets. 

11.7.2 Asset Management Ratios 
There are four main financial ratios that can be used to measure the effectiveness 
of the asset management policy of a company, i.e. average collection period ratio, 
inventory turnover ratio, fixed asset turnover ratio and total asset turnover ratio. 

(a) AAverage Collection Period Ratio 
 Average collection period ratio is used to examine the effectiveness of the 

credit policy of a company by comparing the average collection period with 
the companyÊs credit terms. If the average collection period exceeds the 
credit terms given to customers, it means the accounts receivable are not 

Current ratio = 
(Current assets - Inventories)

Current liabilities

Current ratio = 
Current assets

Current liabilities
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collected according to the collection schedule, and this implies a weak credit 
policy.

Average collection period can be calculated as follow: 

While we desire a shorter average collection period, a very short collection 
period is not necessarily favourable, rather it may indicate a very restrictive 
credit and collection policy which may curtail sales. On the other hand, an 
excessively longer than average collection period will attract doubtful debts 
and bad debts.

(b) IInventory Turnover Ratio 
 Inventory turnover ratio is used to measure the effectiveness of the 

inventory management policy of a company by comparing sales with 
average inventory. It can be derived from the following formula: 

High ratio means inventories are quickly swiftly turned into sales, and 
implies better inventory management. However, credit analysts must watch 
out for any ratio that is too high or too low. 

If a companyÊs inventory turnover ratio is significantly higher than the 
industry average, it means the company keeps too little inventory. Low 
inventory-holding cost indeed implies high inventory-ordering cost and 
loss of customers for the companyÊs inability to fulfil their requirements. 
Otherwise, if a company has very low inventory turnover ratio, it means the 
company is holding a lot of inventories, hence high inventory-holding cost. 
The cost of holding a lot of inventories includes the cost of damaged or 
obsolete stock and the storage cost. 

(c) FFixed Asset Turnover Ratio 
 Fixed asset turnover ratio measures the ability of a companyÊs management 

in using fixed assets to generate sales. The more effective the fixed asset 
management, the higher the ratio is. This ratio can be calculated as follow: 

Inventory turnover ratio = 
Sales

Average inventory

Average collection period ratio =
Accounts receivable 

x 365 days
Annual credit sales 
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Low ratio symbolises that the management failed to utilise fixed assets 
productively to generate sales. 

(d) TTotal Asset Turnover Ratio 
 This ratio can be used to measure the ability of a companyÊs management in 

using all of the companyÊs assets to generate sales. The more effective the 
asset management, the higher the ratio is. This ratio can be derived from the 
following formula: 

By comparing the fixed asset turnover ratio and the total asset turnover 
ratio, we will be able to determine whether there is weakness in the fixed 
asset management or the current asset management. 

11.7.3 Financial Leverage Ratios 
The financial leverage ratios are often used by banks to evaluate the credit 
capacity of their customers. Financial leverage rates the degree to which a 
customerÊs business activities are financed by debts. Debt ratio is regularly used 
to measure the financial leverage of companies. 

If a company has a financial leverage ratio of 60%, it means 60% of the companyÊs 
assets are financed by debts and the remaining 40% by equity. The higher the 
debt ratio, the higher the financial leverage, and the higher the financial risk of 
the company since there are more claims on the assets by external parties than the 
shareholders. For that reason, banks are more inclined to provide loans to 
companies with low financial leverage. 

Among the financial leverage ratios, debt ratio is used to measure the extent to 
which a companyÊs assets are financed by debts, and fixed-charge coverage ratio 
is used to measure the companyÊs capacity to repay debts. 

Total asset turnover ratio = 
Sales

Total assets 

Fixed asset turnover ratio  = 
Sales

Fixed assets 
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(a) DDebt Ratio 
 Debt ratio shows the level of debts being used by a company. The higher 

the level of debts, the higher the ratio and the higher the financial risk of the 
company, and vice versa. 

Usually, the maximum debt ratio allowed is 50%. Debt ratio can be derived 
from the following formula: 

Banks prefer customers with low debt ratio since the lower the debt ratio, 
the lower the debt repayment risk. 

(b) FFixed-charge Coverage Ratio 
 The fixed-charge coverage ratio is used to measure a companyÊs capacity to 

pay fixed charges such as loan interest and lease payments. The higher the 
fixed-charge coverage ratio, the higher the companyÊs capacity is to pay 
fixed charges. The ratio is calculated as follows: 

The weakness of this ratio is that, it only reflects the capacity to pay loan 
interest, i.e. it takes no account of loan principals. This means that the ratio 
does not show a companyÊs capacity to repay debts in totality.  

11.7.4 Profitability Ratios 
This group of ratios measure the ability of a company to generate profit for every 
RM1 of sales revenue and investment in assets. The commonly used ratios are 
return on assets (ROA) ratio and return on equity (ROE) ratio. 

(a) RReturn on Assets (ROA) Ratio  
 The return on assets (ROA) ratio measures the profit of a company 

attributable to its investment in assets. The higher the ROA ratio, the higher 
the companyÊs ability is to generate return by using its assets, and vice 
versa. This ratio can be derived from the following formula: 

 Fixed-charge coverage Ratio = 
Net income

Fixed charges

Debt ratio = 
Total debts
Total assets
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(b) RReturn on Equity (ROE) Ratio 
 This ratio shows the profit of a company attributable to the amount invested 

by the shareholders, i.e. it measures the returns generated for shareholders. 
The higher the returns is for shareholders, the higher the ratio, and vice 
versa. This ratio can be calculated as follow: 

If a companyÊs ROE is higher than its ROA, it means the company is 
enjoying the positive effect of financial leverage. On the contrary, if the ROE 
is lower than the ROA, the company appears to be experiencing the 
negative effect of financial leverage. However, if both ROA and ROE are 
equal, we may conclude that the company does not use any debt to finance 
its assets, or that the company does not experience any effect of financial 
leverage.

(c) NNet Profit Margin 
 Net profit margin measures the profit of a company generated by every 

RM1 of sales. The more profit generated by every RM1 of sales, the higher 
the ratio will be. This ratio can be calculated as follow: 

 Net profit margin = 
After tax earnings

Sales

 ROE = 
After tax earnings

Shareholder's equity

 ROA = 
After tax earnings

Total assets

       
Ratio analysis involves four main groups of ratios, i.e. liquidity ratios, asset 
management ratios, financial leverage ratios and profitability ratios. How do 
these ratios help banks evaluate their loan applications? Outline the 
relationship between credit analysis and ratio analysis. 

YOUR IDEA 
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11.8    APPLICATION OF THE 5C CREDIT

          ANALYSIS MODEL 
Example 11.1 illustrates how 5C credit analysis model is used to make credit 
decisions.

Example 11.1 

Puan Farizah, the finance manager of Syarikat Cemerlang Berhad has 
submitted the company’s loan application to you in your capacity as the loan 
manager of Bank Perdana Berhad. She has enclosed the company’s financial 
statements for year 2001. 

The main business activities of Syarikat Cemerlang Berhad is manufacturing 
furniture for domestic as well as overseas customers. On average, the company 
exports 25% of its furniture products to European and ASEAN countries. 
Besides, that the company sells home decoration supplies, DIY equipment and 
various types of lawn mowers which represents 10% of the company’s business 
activities.

The main shareholder of Syarikat Cemerlang is Encik Cemerlang, who is also 
the managing director of the company. He holds 55% of the company shares. 
Other shareholders are his wife (10%) and child (5%).  

The company has been incorporated thirty (30) years ago by En. Cemerlang’s 
father. The company was handled by En. Cemerlang after his father passed 
away ten years ago. En. Cemerlang is a certified accountant and according to 
this staff are a hardworking person. 
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Syarikat Cemerlang has not borrowed from your bank before but holds current 
account and fixed deposit account at your bank. You have been informed by 
Puan Farizah that the company wishes to borrow from your bank because it is 
dissatisfied with the treatment and facility provided by its other bank which is 
indeed the closest rival of your bank. Puan Farizah has also advised that the 
purpose of the loan applied for is to increase the working capital of the 
company.

Shown below are the financial statements of Syarikat Cemerlang Berhad: 

Syarikat Cemerlang Berhad 
Balance Sheet 

as at 31 December 2001 

RM
(Million)

Current Assets: 
Cash 500
Accounts receivable 16,000
Inventories 45,500
Total Current Assets 62,000

Fixed Assets: 
Land 26,000
Buildings and equipment 100,000
Less: depreciation (38,000)
Total Assets 150,000

Current Liabilities: 
Accounts payable 22,000
Bank loans 47,000
Total Current Liabilities 69,000

Long-term debts 22,950
Ordinary shares 31,500
Retained earnings 26,550
Total Liabilities and Equity 150,000



CHAPTER 11  CREDIT ANALYSIS   253

Syarikat Cemerlang Berhad 
Income Statement 

for the Year Ending 31 December 2001 

RM Million RM Million
    Sales 160,000
    Cost of goods sold 96,000
    Gross margin 64,000
    Operating expenses: 
           Fixed cash expenditure 21,000
           Variable cash expenditure 16,000
           Depreciation 10,000
                 Total operating expenses 47,000
    Earnings before interest and tax 17,000
    Interest expense 6,100
    Earnings before tax 10,900
    Income tax 5,450
    Net Income 5,450

You are required to make the credit decision on the loan application of Syarikat 
Cemerlang Berhad based on 5C credit analysis model.

The Result of Credit Analysis: 

(a) CCharacter 
Since the loan applicant is a company, we will try to evaluate the character 
of the company by making reference to the character of the owner, Encik 
Cemerlang. As Encik Cemerlang is the majority shareholder as well as the 
managing director of the company, we have to examine his experience and 
proficiency to ensure that the company will continue to be in operation. 

Since Encik Cemerlang is an accountant, he is deemed to have the 
qualification to operate the company well. In terms of experience, Encik 
Cemerlang has been in the business world for the past 10 years, i.e. since the 
demise of his father. Probably he was already exposed to the family 
company since he was even younger. 

 Encik CemerlangÊs commitment to the company can be measured by his 
majority shareholding, i.e. 55%. Besides, the staff of Syarikat Cemerlang 
have also confirmed how hard working Encik Cemerlang is. All of this 
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information provides definite assurance that Encik Cemerlang is committed 
and feels responsible for his business. 

The character of the company can also be analysed by studying other 
peopleÊs opinion of the company. Does this company have integrity and 
good image? Is the company a corporate citizen with the sense of 
responsibility and empathy? Can the company play a sensible and suitable 
role in the industry? 

The character of the company can only be assessed based on its top 
managementÊs capability in terms of qualification, experience and 
efficiency. Thorough examination using various sources of information such 
as annual reports of the company, industry reports, reports from business 
magazines and the reputation of the individuals needs to be carried out. 

Syarikat Cemerlang is new to your bank in terms of loans. However it is not 
a new customer in terms of deposits. There are deposit records of the 
company that may help in the analysis. Nevertheless, we have to investigate 
why Syarikat Cemerlang wants to switch from the rival bank suddenly. 
This information can be obtained from the rival bank concerned or the 
company itself. 

(b) CCapacity 
 We have to investigate whether the finance manager of Syarikat Cemerlang 

has the legal power and authority to make the loan application on behalf of 
the company. This can be done by checking the memorandum and articles 
of association of the company. To ascertain the companyÊs capacity to repay 
loan, methods or documents that can be used are ratio analysis, cash flow 
statement and pro forma statement. 

In this case, we will use ratio analysis only because we do not have enough 
information to use any other methods. We have to prepare the cash flow 
statement, or alternatively, request Puan Farizah to prepare the statement in 
order for us to determine the amount of loan required and also to study the 
source of loan payment. The pro forma statement is useful for the purpose 
of assessing the effect of the proposed loan on the companyÊs financial 
position and performance in future. Pro forma statement is the forecast of 
the companyÊs financial statements. 

Ratio analysis is becomes effective if the financial statements for a few 
consecutive financial periods, ideally 5 years, are available for trend 
analysis. Therefore we need to request for the same from Puan Farizah. To 
enhance the credibility of our analysis, we have to ensure that these 
financial statements have been audited. 
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Based on the limited information provided by the company, the following 
ratio analysis can be conducted:  

Table 11.1: Financial Ratios of Syarikat Cemerlang Berhad 
for the Years 2001, 2000, and Industry Average

Type of Ratio 2001 2000 Average 

Current ratio 0.90 1.84 1.80 
Quick ratio 0.24 0.78 0.70 
Average collection period 36.5 days 36.5 days 37 days 
Inventory turnover 2.11 2.59 2.50 
Debt ratio 0.61 0.50 0.58 
Times interest earned 2.79 4.0 3.8 
Gross profit margin 40% 40% 38% 
Operating profit margin 10.6% 9.6% 10% 
Asset turnover 1.07 1.11 1.14 
Fixed asset turnover 1.82 2.02 1.40 
ROA 3.6% 4.0% 4.0% 
ROE 9.4% 8.0% 9.5% 

With reference to Table 11.1, the summary on the financial performance and 
financial position of Syarikat Cemerlang is as follows: 

Ratio Analysis: 

With an average collection period of 36.5 days, the management of accounts 
receivable has been consistent and on par with the industry average. The 
analysis will be more meaningful if the information on the credit period is 
also available. 

Based on the inventory turnover ratio, the companyÊs inventory management 
appears to have deteriorated from the previous year. Besides, the companyÊs 
performance is worst than the industry average. 

The companyÊs fixed asset management is better than the industry average 
but has deteriorated from the previous year. 

Based on the total asset turnover ratio, it appears that the companyÊs 
performance in total asset management is worst than the previous yearÊs and 
the industry average (total asset turnover has deteriorated). One of the main 
causes of this performance weakness is the deterioration in inventory 
management.
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The profitability performance of the company can be evaluated with the 
return on assets (ROA) and return on equity (ROE) ratios. In comparison with 
the previous yearÊs result, the companyÊs ROA has declined. Besides it is 
below industry average. 

The companyÊs ROE has improved and is very close to the industry average. 
Since its ROE is higher than ROA, it shows that Syarikat Cemerlang has 
successfully increased the shareholdersÊ wealth through financial leverage. 
The decline in ROA indicates that the companyÊs profitability performance as 
opposed to operation performance is more dependent on financial leverage. 

In terms of financial position, the companyÊs liquidity is worse than the 
position in the previous year. It is also below the industry average. This is 
evident from the current ratio and quick ratio. 

The quick ratio has deteriorated significantly due to the weakness in 
inventory management which has resulted in a large quantity of inventories 
being held by the company. In terms of debt capacity, the companyÊs capacity 
to pay loan interest has reduced, as measured by the times interest earned 
(TIE) ratio. 

The deterioration is attributed to the increased utilisation of loans, as shown 
by the current ratio, and the decline in income generating capacity. The 
financial risk of Syarikat Cemerlang has increased, as evidenced from the 
increase in debt ratio from 50% to 61%. 

(c) CCollateral 
 Assets that can be used as collateral consist of current assets such as 

accounts receivable and inventories, and fixed assets. Encik Cemerlang and 
other shareholders can also provide personal guarantee as collateral. We 
have to determine the value of the collateral, and then calculate the loan to 
collateral ratio by comparing the value of the collateral with the amount of 
loan applied for. This is to ensure that the ratio is in line with the 
benchmark set by the bank. Furthermore, we have to thoroughly assess the 
important features of the collateral in order to safeguard the bankÊs interest. 

(d) CConditions 
 We have to determine if the furniture business is seasonal business because 

the volatility in cash flow may affect the companyÊs capacity to repay debts. 

 As furniture represents the main products of the company, we have to focus 
on the factors that can affect the demand for these products. Besides, we 
have to study the effect of regional as well as global economy since some of 
the companyÊs products are exported to European and ASEAN countries. 
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Visit the web site of one of the financial institutions to find out how the 
institution concerned conducts credit analysis. Compare the process with 
what we have discussed. You may take notes of any information that has 
not been discussed here.

For example, export sales may be affected by any drastic change in the 
foreign exchange rates. We should also investigate if the company takes any 
measure to protect itself against those risks. 

(e) CCapital  
 It is difficult to perform capital analysis since we do not have any 

comparative figures. Nevertheless, we should investigate if the capital of 
the company has increased because that will provide an indication on the 
financial performance of the company. Besides, we should review the 
companyÊs working capital position from year to year. By making reference 
to the deterioration in the current ratio and quick ratio, the capital position 
is expected to have deteriorated too. 

Credit Decision: 

From the above analysis which is equipped with limited information but based 
on 5C credit analysis model, it appears that we are unable to approve the loan 
application. Reasons being, the companyÊs capacity to repay the loan looks very 
doubtful; deteriorated liquidity, deteriorated profitability and growing financial 
risk are the negative indicators of the companyÊs capacity to repay its debts. 

Test your comprehension level by answering the following questions: 

       
1. What are evaluated in the collateral element in credit analysis? 

2. What is shown by the capital of a loan applicant for purpose of credit 
analysis? 

Exercise 11.2 
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SUMMARY
One of the most important activities in the lending process is credit analysis 
which evaluates the credit integrity of loan applicants by using the 5 Cs of credit. 
If the credit analysis is not effective, the bank involved will face the problem of 
non-performing loans (NPL) and that will certainly jeopardise the profitability 
and liquidity of the bank. In view of that, banks must ensure that their credit and 
loans divisions are fundamentally strong and have sufficient capable staff to 
conduct accurate evaluation on loan applications. 

Despite the fact that NPL can be caused by factors beyond the control of a bank, 
the credit and loans division, backed by strong credit analysis, should have the 
capability to detect or monitor problems that may be faced by any borrower in 
future. The 5 Cs of credit can be used as the basis for credit analysis because they 
take into account both internal and external factors. 

Internal factors include the character of the loan applicant, the loan applicantÊs 
capacity to repay debts, the collateral that can be used and the capital owned. 
External factors include economic conditions that may affect the applicantÊs debt 
repayment capacity. It must be remembered that 5C credit analysis involves 
subjective as well as quantitative analysis which must only be conducted by 
trained and experienced credit or loan officers in order to arrive at strong and 
sound credit decisions.


