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Executive Summary:

This Report describes the Credit Risk Management system of GSP Finance Company
(Bangladesh) Limited and analyses how certain factors affect the determination of interest rate
for the company.

Today, Non-banking Financial Institutions are contributing much in the economy of Bangladesh.
There are now 31 NBFIs in Bangladesh which are providing diversifying financial services to
their customers. Like banks, these financial institutions are also highly exposed to credit risk; as
the main activities of NBFIs are financing other institutions and individuals through various
credit facilities. For that reason, managing credit risk is a crucial task for all Financial
Institutions.

GSP Finance Ltd is one of the 31 NBFIs in Bangladesh, pursuing business for last 18 years. It
has been financing commercial, industrial-and SME sectors through Lease and Term Loan
finance. To manage the credit risk associated with financing, GSP Finance has Credit Risk
Management Department. This department reviews the credit applications, mitigates risk by
ensuring appropriate terms & conditions, and directly monitors and manages all
unclassified/classified accounts. Another important responsibility of the department is to
ensuring that the company is earning right rate of return against the risk taken by facilitating
finances. This is why the analysis part of the report sees how certain factors influence the

determination of interest from the perspective of GSP Finance.
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Introduction:

Financial institutions, both banking and non banking, are the most vital components of any
economy. Banks are surely more popular among people because of their regular customer
services. Every day millions of monetary transactions occur around the globe, and banks make
them possible. On the other hand, NBFIs cannot open booths for their customers or provide
transaction facilities like banks do. According to Bangladesh Bank major differences between
banks and NBFIs are:

o Fls cannot issue cheques, pay-orders or demand drafts.

e Fls cannot receive demand deposits,

e Fls cannot be involved in foreign exchange financing,

e FlIs can conduct their business operations with diversified financing modes like
syndicated financing, bridge financing, lease financing, securitization instruments, private

placement of equity etc.

Despite the limitations NBFIs play a crucial role in the financial industry by providing additional
financial services that are not always provided by full-fledged banking industry (Bangladesh
Bank, 2014). NBFIs can help industry growth by accommodating long term finance, which
banks cannot always do for their short term sources of fund. In addition, credits are sanctioned
quicker in these institutions. NBFIs are rapidly growing and providing a helping hand to the

industrial expansion of the country.

In Bangladesh NBFIs are incorporated under 'Financial Institution Act, 1993, followed by
'Financial Institution Regulation, 1994'; they are supervised by Bangladesh Bank in a risk based

supervisory system that reflects their important contribution.

The NBFIs are providing loan and lease facilities to various businesses and in some cases, to
individuals. Moreover, the main sources of funds for these financing facilities of NBFIs are bank
loans. Thus it is essential for NBFIs to manage the credit risk associated with financing. NBFls
must have an effective Credit Risk Management system to mitigate potential losses and ensure a

good rate of return for the shareholders.
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This report emphasizes on the Credit Risk Management of GSP Finance Company (Bangladesh)
Limited. It talks about the way GSPB assesses credit proposals, manages credit risk, sanctions

loan/lease and ensures an acceptable return for the risk taken.

Origin of the Report:

This report has been prepared as a requirement of the internship program, which is an essential
part for completing Bachelors of Business Administration (BBA).

During my internship, | got a chance of being introduced to different functions of GSP Finance,
and | chose Credit Risk Management as my report topic.

Objectives of the Report:

Broad Objective:

» The first and main objective of preparing the report was to fulfill the academic

requirement.

Specific Objectives:
» To know about the credit risk management of the company
» To understand the credit sanctioning process
» To find out how certain factors (CRG Score, Loan Amount, and Debt-equity & Interest

coverage ratios of the client) influence the determination of interest rate
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Methodology:

To prepare this report, information has been collected from both primary & secondary sources.
The name of the sources as follows:
Primary Sources:

> Interaction with the officers of the company

» Observation during the program
Secondary Sources:

» Annual report of GSP Finance

» Bangladesh Bank's guideline on Credit Risk

» websites, books and files

» other internship reports
This report is prepared with a combination of both descriptive and quantitative analysis. The
descriptive part explains how Credit Risk Management is exercised in GSP Finance; and the
quantitative part shows how certain factors influence the determination of interest rate in the

company.

Limitations:

» Time allocated for the project was not adequate to collect all necessary information
» Some information could not be used for confidentiality issue
» Limitations in collecting sample for the analysis part
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The Organization
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GSP Finance Company (Bangladesh)
Limited:

At present, there are 31 NBFIs operating in Bangladesh, among them GSP Finance Company
(Bangladesh) Limited is one of the finest. GSP Finance has been pursuing business for about 18
years maintaining fair, transparent and sound management; and it is known for its conservative
yet prudent investment decisions. The company is committed to enhance the contribution of
NBFIs towards a sustainable industrial development by participating in the areas of lease

financing, merchant banking and other financial services.

GSPB emphasizes on diversifying its portfolio and for that reason it finances businesses of
different sectors and sizes. The major activities of GSPB include lease financing in capital
machinery, medical equipment, construction equipment, office equipment, marine and road

transport and electrical equipment.

The other principal activities of GSPB include:

e Term Loan

e Syndication Finance

e SME Finance

e Deposit Schemes

e Bill discounting

e Underwriting

e Portfolio Management

e Corporate Advisory services
e Issue Management

e Margin Loan
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GSP Finance is aimed to.

e Provide high quality financial services with state of the art technology.
e Work closely with their clients.

e Maximize return on equity.

e Maintain a high standard of professional ethics.

History of GSP Finance:

The initiative of establishing GSP Finance was taken by its chairman Mr. Feroz U. Haider along
with some other entrepreneurs. Their goal was to provide financing and expertise and to become
an industrial development partner with the People's Republic of Bangladesh. The company was
incorporated in Dhaka on October 29, 1995 with the Registrar of Joint Stock Companies & Firms
under the Compliance Act, 1994. It received its certificate of commencement of business on
January 14, 1996 and its license on March 4, 1996 as required under Section 4(1) of the
Financial Institutions Act, 1993. On April 17, 1996, the company started its commercial

operation with its one branch at Paribagh.

GSP Finance started its Merchant banking operations from 1999, as it received a license from
Bangladesh Securities and Exchange Commission on August 24, 1999, for working as a
Merchant Bank. More recently, GSP Finance Limited has formed a subsidiary named 'GSP
Investment Limited' to separate its Merchant Banking operations, which is also a requirement
of Bangladesh Securities and Exchange Commission.

Vision of GSP Finance:

To be a premier financial institution in Bangladesh with strong commitment to the development

of the society and the national economy

8|Page



Board of Directors:

GSP Finance is a Public Limited Company. The Chairman of the company is the head of Board

of Directors, which consists of 10 Directors including 2 independent Directors.

Chairman « Mr. Feroz U.Haider

-
 Mr. Saber Hossain Chowdhury \

* Mr. Aziz Al Kaiser

e Mrs. Tabassum Kaiser
Directors  Mr. Wolf-Peter Berthold
e Mr. Moin U. Haider

e Ms. Silwat A. Haider

* Mr. Mohammad Abdul Jalil /

r T

Independent Directors | Df-ATM Shamsul Huda
P « Col. M. Nurul Islam Psc. (Retd.)

\ —J

- ...
Managing Director « Mr. Kaiser Tamiz Amin

b J

Figure 1: Board of Directors
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Organizational Structure:

Deputy Managing
Director

Heads of Departments

/ Deputy General Manager

\

/ Manager

\

/ Assistant Manager

\

Senior Officers

Officers

Figure 2: Organization Structure
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Departments:

GSP Finance consists of eight (8) departments. The departments are:

e Sales

e Marketing

e Credit Risk Management
e Accounts & Finance

e Human Resources

¢ Information Technology
e Secretariat

e Internal Control & Compliance

Products:

o Deposit Schemes
o Annual Return Program
o Double Return Program
o Triple Return Program
o Monthly Earner Program
o Quarterly Earner Program
o Profit First Program
o Lease finance
o Direct Lease
o Sale & Lease back
e Term Loan
e Secured Loan (loan against TDR)
e Loan syndication
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Sources of Fund:

e Paid up Capital

e Reserve & Retained Earning
e Security Deposit

e Term Deposits

e Bank Borrowing

Risk Management:

To mitigate and manage risks associated with business with approved risk management system,
GSP Finance Company (Bangladesh) Limited has separate committees namely, Credit
Committee (CC) and Asset Liability Committee (ALCO). The committees regularly meet to
review the market, credit and liquidity risk factors and recommend and implement suitable
measures to counter associated risks. Credit Risk Management Department also assists the

management in building a quality credit portfolio and maximizing return.
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Profit Trend:
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Figure 3: Profit Trend

The net profit for 2013 did not fluctuate much from that of 2012. There was a negative profit
growth of 8.45% in the year 2013; the political unrest of that year can be a reason for that.
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Job Description & Responsibilities:

Tenure:

Nature of the Job: Internship 12 weeks
Departments: Accounts & Finance 4 weeks
Marketing & Credit 4 weeks
Credit Risk Management 4 weeks

| started my internship on September 14, 2014 at Accounts & Finance department. This
department deals with all the monetary transactions of the organization and keeps records of each
transaction.

My responsibilities at Accounts & Finance:

As an intern | did not have any specific job responsibilities. For the first couple of days | went
through their annual report to get an about the organization. Then | assisted my supervisor when
he required my help. | checked data of documents, prepared vouchers in a prescribed format,

made deposit slips, and wrote replies of Bangladesh Bank's queries in a set format.

The second phase of my internship program started on October 12, 2014 with Marketing &
Credit department. The process of lending money starts from the Marketing department. It brings
potential clients to the company, collects necessary documents from them, goes to field visits,
prepares credit proposal and also maintains relationship with the clients.

My Responsibilities at Marketing & Credit:

For the first week, | was assigned to read files of the company's already disbursed loan/lease
agreements to understand the process of loan/lease approval and to know about the documents
that are required for the process. In the following three weeks, | did jobs like filing and tagging
in documents, preparing re-payment schedule and calculating IRR. | was also assigned to take
part in the SME Financing fair, 2014 with the Marketing team.

| completed the last part of my internship with the Credit Risk Management department that
started on November 9, 2014. This department is responsible for scrutinizing all aspects of a
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potential client and checking each document provided by the Marketing department before
recommending the proposal to the board.

My responsibilities at CRM:

My first assignment at CRM was to make indexes of photocopies of Bangladesh Bank DFIM
(Department of Financial Institutions & Market) Circulars. Then again | tagged in some files. |
also got to make checklist of documents, prepare CRG Score sheets, and did ratio analysis.

Different Aspects of Job Performance:

Internship is a learning process and in my case it truly has been a learning experience. I've
learned through attempting different tasks, through making mistakes, and from interacting with
well experienced people. Some aspects of my experience at GSP Finance are:
— | was assigned in three different departments for 4 weeks in each, which helped me gain
basic knowledge about those departments in a short time.
— | got to do financial calculations from a real life perspective
— | got an opportunity to participate in the SME Financing fair, 2014, where, for the first
time, | sat inside a stall and got to interact with visitors. | learned how to build rapport
and interact with potential clients from observing my seniors' conversations with the
visitors.
— Moreover, | was fortunate enough to take part in a day long training session with GSPB
family, which included an organizational workshop and two seminars on Internal Control

and Anti Money Laundering.
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Chapter-4

The Project
Credit Risk Management of GSP Finance
Company (Bangladesh) Limited
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The Project:

Description of the Project:

The project is about the Credit Risk Management of GSP Finance and how credit proposals are
assessed. The Analysis part of the project finds out certain factors influence the interest rate for
credit facilities as 'ensuring appropriate payoff for the risk taken' is an important aspect of Credit

Risk Management's job.

Obijectives:
e To know about the credit risk management of the company
e To understand the credit sanctioning process
e To find out how factors (CRG Score, Loan Amount, Tenure and Debt-equity & Interest

coverage ratios of the client) influence the determination of interest rate

Methodology:

The project on is based on both qualitative and quantitative information. The qualitative
information is actually taken to describe the credit risk management procedure of the company;
and the quantitative information is used to see how certain factors influence the determination of

interest rate, using statistical tools like, Correlation and Regression.

Limitations:
e Time allocated for the project was not adequate to collect all necessary information
e Some information could not be used for confidentiality issue

e Limitations in collecting sample for the analysis part
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Literature Review

Credit Risk:

An element of credit risk exists whenever an individual takes a product or service without

making immediate payment for it (Caouette, Altman and Narayanan, 1998, p. 9). If credit can be

defined as the expectation of a sum of money within a limited time, then credit risk is the chance

that this expectation will not be met; as noted by the authors of "Managing Credit Risk: The Next

Great Financial Challenge™.

Credit Risk can also be defined as potential losses from refusal or inability of credit customers to

pay what is owed in full and on time (Graham, 2000, p. 1).
According to Bangladesh Bank Credit risk guideline (2005), Credit Risk is the possibility that

a borrower or counter party will fail to meet agreed obligations. It may take the following forms:

In direct lease/term finance: rentals/principal/and or interest amount may not be repaid

In issuance of guarantees: applicant may fail to build up fund for settling claim, if any;

In documentary credits: applicant may fail to retire import documents and many

others

In factoring: the bills receivables against which payments were made, may fail to be

paid

In treasury operations: the payment or series of payments due from the counter parties
under the respective contracts may not be forthcoming or ceases

In securities trading businesses: funds/ securities settlement may not be effected

In cross-border exposure: the availability and free transfer of foreign currency funds may

either cease or restrictions may be imposed by the sovereign
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Credit Risk Management:

As per Bangladesh Bank Credit Risk guideline, globally, more than 50% of total risk elements in
banks and Fls are Credit Risk alone. Therefore, managing credit risk has become the most
crucial task for a Financial Institution. Credit Risk Management encompasses identification,
measurement, matching mitigations, monitoring, and control of the credit risk exposure to ensure
that:

v The organization's risk exposure is within the limits established by its Board of Directors'

v' Risk taking decisions are in line with the business strategy and objectives set by

company's Board of Directors

v' The expected payoff compensates the risk taken

v" Risk taking decisions are explicit and clear
In short, Credit risk management is a process that enables financial institutes to proactively
manage facility portfolios to minimize losses and earn an acceptable rate of return to

shareholders.
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Credit Sanctioning Procedure of GSP
Finance:

GSP mainly offers two credit facilities: Loan and Lease. The basic process for sanctioning both
the facilities is almost similar. The financing procedure for GSP Finance is briefly given below:

1) Receiving application for Loan/Lease facility: At first, a potential client submits a
proposal to the marketing team for loan/lease facility. In the application, the interested
party states the amount required to be financed, purpose & tenure of the financing, and
through which facility the applicant wants to be financed.

2) Meeting the potential client & collecting all necessary documents: After receiving the
application, some of the marketing team members meet the interested party, and go for a
field visit. If the proposal seems good to them, they collect all necessary documents,
which are mentioned in the previous chapter. To get loan/lease facilities borrowers
usually need to submit the following documents:

i.  Fully filled Application form with two copies of passport size photographs
ii.  Memorandum & Articles of Association (in case of Company)
iii.  Financial Statements of last three years
iv.  Bio-data of directors'/proprietors with two copies of passport size photographs
v.  Photocopy of National ID card of each director
vi.  Net worth statement of directors
vii.  Latest Tax return certificate of directors with IT-10B
viii.  Photocopy of Trade license, VAT registration certificate
ix.  Photocopy of Certificate of incorporation
X.  CIB Undertaking
xi.  TIN (for both company & directors)
xii.  Board Resolution
xiii.  Liability status with other financial institutions
xiv.  Projected Financial statements
Xv.  Quotation for Direct lease

xvi.  Mortgage documents
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3) Presenting Call Report to the Managing Director for initial approval: Then the
marketing department prepares a Call Report, informing management about the proposal
and providing information about the customer that has been collected so far.

4) Sending Credit Proposal to CRM department: After the proposal has initially been
approved, the marketing department prepares and sends the Credit Proposal to the Credit
Risk Management department. Credit proposal summarizes the following things:

v" Amount & type of facility

purpose of facility

facility structure (Tenure, repayment schedule, interest rate)

Covenants

Security Arrangements

AN N NN

Economic risks
v Borrower analysis

5) Scrutinizing of credit proposal by the CRM team: The CRM department then
examines the proposal. The tasks of this stage are actually described in the next chapter.

6) Recommending proposal to the Executive Committee: When the CRM department is
ensured that the rationale for financing is justified; they prepare the Credit Memorandum
and recommend the proposal to the Executive committee.

7) Approval by the Executive Committee: In the Executive Committee meeting, the
members discuss the proposal and come to a conclusion about the proposal.

8) Issuance of sanction letter: With the approval of the Executive committee, the sanction
letter of the facility is issued and sent to the potential client. If they agree with all the
terms & conditions, the official agreement will take place.

9) Documentation for the facility: The client then signs all legal documents and handovers
all required charge documents to the CRM department. Usually the following charge
documents are taken as securities:

v" Demand Promissory Note (D.P. note)
v Revival Letter

v’ Letter of Authority

v

Letter of Corporate Guarantee
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v' Letter of Personal Guarantee
v’ Letter of Agreement
v' Disbursement letter
10) Disbursement of the credit facility: Finally, after documentation, the credit facility is

financed.
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Credit Risk Management of GSP Finance
Company (Bangladesh) Limited

GSP Finance Company (Bangladesh) Limited has a separate department for managing credit
risk. The Credit Risk Management Department of GSP Finance works for mitigating, managing
and monitoring credit risk. In addition, this department plays a vital role in the credit approval
procedure.
The functions of CRM department are:
» Reviewing Credit Applications recommended by the Relationship Manager and
providing independent risk assessment and recommendation to the Executive Committee
» Mitigating business risks by ensuring appropriate terms and conditions are used for credit
facilities
» Providing advice/assistance regarding all credit matters to Relationship Manager
» Directly managing all Substandard, Doubtful, Bad/loss accounts to maximize recovery
The task of Credit Risk Management Department starts after the Marketing team sends Credit
Application and other documents to them. After getting the file of a proposed client, CRM does
the following things:

Assessment of Applications: The Credit Risk Management of GSP Finance goes through
every aspect of an applicant to ensure that the company is in a secured position. They judge the
applicants in respect of their credit worthiness, financial stability, and business reputation. The
major factors that are considered to assess an applicant are:

o Purpose of finance, Finance amount & Tenure: The first things that are noticed in a
loan/lease application are the requested amount, the purpose & tenure of the facility; what
percentage of the requested amount can be financed and whether the requested amount
and tenure for the facility goes with the purpose. For example, an application is not
acceptable with the purpose to meet working capital requirement and tenure of 30

months. In that case, the tenure can be revised to consider the application.
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The type of finance (Loan/Lease) is another aspect of an application. Usually Lease
facility is used to purchase machineries, equipments or vehicles; so, request for Loan
facility will not be applicable in that case.

o Offered Securities: To mitigate credit risk, GSPB does independent valuation of
securities that are offered by the applicant through some valuation agencies. In addition,
CRMD checks whether the securities and guarantee are good enough to back up the
finance amount. If not, the marketing department communicates with the applicant for
better security, otherwise the proposal is counted as unacceptable. The possession of the
security is also very important.

o Company background: Company's industry wise position, financial condition, lists of
directors, experience of the Management, company's sister concerns & their financial
conditions- these are the areas to check on company's background. An industry leader
with highly experienced management will certainly get priority to obtain credit facility.

o CIB Report: To check credit history of an applicant with other banks and financial
institutions, GSPB obtains Credit Information Bureau (CIB) Report from Bangladesh
Bank. An applicant's total outstanding loan amount, no. of classified accounts etc. can be
known from CIB report. GSPB finances if the report shows standard (STD) credit
background of the applicant.

o Previous Payment record: The previous payment records are checked, if the applicant is
an existing client of GSPB,

o Financial Statements & Ratios: GSPB takes audited financial statements for lasted 3
years. From financials the followings are mainly seen & compared:

v' Sales/Revenues, Sales growth

v Net profit, Net profit growth

v Total Assets

v Total Equity

v’ Total Liability
If for a certain year the sales growth or net profit growth appears to be negative, CRMD
tries to find out the reasons behind that; and they still consider the proposal if the reason

seems acceptable to them.
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Another important aspect that is checked to find out the financial condition of an

applicant is 'Ratio Analysis'. Considered ratios are:

v
v
v
v
v

v

Current Ratio

Quick Ratio

Debt-Equity ratio

Interest coverage ratio

Gross Profit, Operating Profit and Net Profit margin
Return on Equity

They do a trend analysis of the ratios (compare each financial year's ratio); and the

actual ratios are compared with the industry average to check the acceptability of the

applicant's financial condition.

o Risk Analysis: GSPB also does a risk analysis on the applicant from studying the

company profile and CRG score sheet. The Risk Analysis is done from four perspective:

iv.

Financial Risk: It measures the applicant's ability of paying back

Business Risk: Analyzes industry and business growth/condition

Management Risk: Measures the risk concerned with management experience and
future

Security Risk: Whether the facility is backed by strong security or not.

All the above factors are important to evaluate a proposal. Usually, decisions are not made on the

basis of only one factor unless that one factor is good enough to reject an application. For

example, if the applicant has one or sub-standard account with the company or other financial

institutions and no reasonable justification, if the security offered by the applicant belongs to

someone else, or if the CRG score falls under Sub-standard category. In cases like these the

application is rejected.

Preparing & Finalizing Queries: CRM team comes up with queries while assessing the

potential client. They prepare queries for even the smallest discrepancy in documents to ensure

proper credit risk management. The queries are then sent to the Marketing department so that

they can communicate with the proposed client and give replies of those.
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Preparation of CRG Score sheet: To determine the riskiness of the proposed credit
facility CRM team undertakes Credit Risk Grading (CRG) test, which is also a requirement of
Bangladesh Bank. It is a basic module for developing a Credit Risk Management System. This
system is vital to take decision at both the pre-sanction and post-sanction stage.

CRG Score sheet would provide a quantitative measurement of risk. To quote Bangladesh Bank,
"The Credit Risk Grading (CRG) is a collective definition based on the pre-specified scale and
reflects the underlying credit-risk for a given exposure.’

Key Risk components & their weights are as follows:

Principal Risk Component Criteria Weights
Leverage: Debt-equity ratio 15%
Liquidity: Current Ratio 15%
Profitability: Operating Profit
Financial Risk margin 15%
Coverage: Interest Coverage
ratio 5%
50%
Size of Business 5%
Business Outlook 3%
0,
Business Risk Industry Grovx_/t_h 3%
Market Competition 2%
Entry/Exit Barrier 204
15%
Experience of Management team
5%
Management Risk Second line succession 504
Team Work 50
15%
Security Risk Security coverage(Primary) 4%
Collateral Coverage 4%
Support (Guarantee) 204
10%
Utilization of limit 3%
Account Conduct 3%
Relationship Risk Compliance with covenants 2%
Personal Deposit 204
10%
Total Score 100%
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Each Criterion in the CRG Score sheet is divided into several parameters and for each parameter

there is a score. For example, Interest Coverage ratio's parameters are:

Parameters Score
more than 2.00 5
More than 1.51 Less than 2.00
More than 1.25 Less than 1.50
More than 1.00 Less than 1.24
Less than 1.00

Interest Coverage Ratio

O N W b

If a company's Interest Coverage ratio is 1.58 than it will fall under "More than 1.51 Less than
2.00" class and score 4 for that criterion. Likewise, matching the prescribed parameters and the
actual parameters for all criteria, the total CRG Score will be obtained out of 100.

After calculating the CRG Score CRM team sees under which category the proposed client's
total CRG Score falls. The CRG Score is divided into 8 categories; the grading system is given

below:
Number Grading Short Score
1 Superior SUP
Fully cash secured,
secured by Government/
International Bank
Guarantee
2
Good GD 85+
3
Acceptable ACCPT 75-84
4
Marginal/ Watch list MG/WL 65-74
5
Special Mention SM 55-64
6
Substandard SS 45-54
7
Doubtful DF 35-44
8 Bad/Loss BL <35

The higher the CRG score is, the lesser the credit risk will be. GSPB finances an applicant till the
CRG score is categorized as Special Mention (up to score 55).
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Preparation of Credit Memo: After assessing the proposal, CRM prepares a Credit
Memorandum if it gets a positive result. A Credit Memo is basically a modified version of Credit
Proposal, where some changes, if needed, made by CRM and it is presented in Executive

Committee meeting, recommended by the CRM team.

Takes over the Charge Documents: Before disbursement of a loan/lease, CRMD takes
over all charge documents that are mentioned in the agreement to secure the credit facility. They

verify the documents and keep under their safeguard until the agreement is settled.

Credit risk Monitoring: CRM's job does not get over with the disbursement of the credit
facility. The team oversees the payment manner of the clients, monitors the classified accounts,
and gives timely reminders if they miss installments. Monitoring involves collection of
documents (if required), payments on due dates, following up with the clients and managing

overdue accounts. The following actions are taken in case of any overdue:

Overdue of

1 month Phone call/ reminder letter

2-3 months Phone call/ reminder letter

4-5 months Phone call/ reminder letter/ visit

6 months or above | legal notice/filing of case/taking

over mortgaged assets
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Analysis of Data:

Interest rate is one of the most important terms in a loan/lease agreement; and it is the
responsibility of Credit Risk Management to ensure that "expected payoffs compensate the risk
taken". Thus, to see how interest rate determined in GSP Finance, data were collected from 10
randomly selected clients' files whose credit proposal has been approved. The probable factors,
influencing interest rate determination, were noted down to analyze whether or how they actually
influence interest rates.

All information was collected with permission of the head of CRM department, and data that
were confidential are not used in this analysis.

The collected data were treated as variables, and dependent & independent variables were

pointed out. The list of variable is given below:

Independent Variable:
o Loan amount
o CRG Score
o Debt-equity ratio
o Interest coverage ratio

o Tenure

Dependent Variable:

o Interest rate

These variables have been analyzed using Microsoft Excel with statistical tools like Correlation,

and Regression to find out which factors contribute most in determination of interest rate.

30| Page



Results & Discussion:

CRG Score & Interest Rate:
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Figure 4: CRG Score & Interest rate

Correlation: Pearson's Correlation between CRG Score and interest rate is -0.087, which
indicates that these two variables are slightly negatively related. That means for higher CRG
score there will be slightly lower interest rate. This result is justified because higher CRG score
means lower credit risk, so lower risk will result in lower interest rate for the credit.
Regression Model: The Regression model found for CRG Score (x) and Interest rate (y) two
variables is:

y =0.21 - 0.0003x
This model shows negative relations between two variables and indicates that for 1% increase in
CRG Score (x), interest rate (y) will be decreased by .0003%

The R? of the regression model is 0.007, which means the variable: interest rate is explained

.07% by CRG Score.
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Loan Amount & Interest Rate:

Interest rate
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The data plotted in the scatter diagram shows that Loan Amount & Interest rate are inversely

related.

Correlation: Pearson's Correlation is -0.47, which means these variables are much negatively

Figure 5: Loan Amount & Interest rate

correlated. For higher Loan amount, lower interest rate will be charged.

The result is quite surprising because generally higher risk is associated with larger loan amount,
thus the interest rate is higher for bigger loan amount. However, other factors might be more

important in determining interest rate for the company.

Regression Model: The Regression model for Loan amount (x) and Interest rate (y) is:

The model indicates negative relation between Loan Amount & interest rate; if Loan amount (x)

y =0.20 - 2.8x

is increased by 1%, interest rate will decrease by 2.8%

R? = 0.22, which means that interest rate (x) is explained 22% by loan amount (y)
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Debt-equity Ratio & Interest Rate:
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Figure 6: Debt-equity ratio of clients & Interest rate

The Figure shows slightly positive relation between Debt-equity ratio & Interest rate.

Correlation: The correlation between these two variables is 0.149 that signifies positive but a bit
weak relationship between Debt-equity ratio of the client & interest rate of the facility. This

means if an applicant bears more liability than equity, the interest rate for that applicant will be

higher. This is justified as higher debt-equity ratio carries higher risk for financing.

Regression Model: The Regression model for Debt-equity ratio (x) and Interest rate (y) is:

This means for 1% increase Debt-equity ratio (x), the Interest rate (y) will be increased by .004%
R? = 0.022, which means variable y (interest rate) is explained 2.2% by variable x (Debt-equity

ratio)
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Interest Coverage Ratio & Interest Rate:
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Figure 7: Interest Coverage Ratio of clients & Interest rate

The scatter plot shows somewhat inverse relation between Interest coverage ratio & Interest rate

Correlation: The Pearson's correlation between two variables is -0.068, thus there is slightly

negative relation between these two variables. That means for higher interest coverage of an

applicant, interest rate will be lower.

This result is acceptable because interest coverage ratio measures the number of times a

company's financial expenses can be covered by its EBIT. Thus, higher interest coverage ratio is

an indicator of good financial condition of a company, and financing that company is less risky.

Regression Model: The Regression model for Interest coverage ratio (x) and Interest rate (y) is:
y =0.19 - 0.0001x

The regression model states that interest rate (y) will be decreased by 0.001% if Interest coverage

ratio (x) of an applicant is increased by 1%

R? = 0.004 means variable y is explained 0.04% by variable x.
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Tenure & Interest Rate:
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Figure 8: Tenure & Interest rate

Correlation: Pearson's Correlation shows -0.097 indicating slightly inverse relation between
tenure & interest rate. For smaller tenure, the interest rate will be slightly higher.
This result is somewhat unjustified, as with the risk if higher with bigger tenure, so the interest
rate should also be higher, or should be positively related with tenure.
Regression Model: The Regression Model for these Tenure (x) and Interest rate (y) is:

y =0.19 - 0.001x
That means with 1% increase in tenure (x), interest rate will decrease by 0.001%

R? is 0.009 that means interest rate is explained 0.09% by tenure
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Findings:

e Interest rate is not strongly or perfectly related with any of the independent variables
(CRG Score, Loan Amount, Debt-equity & Interest coverage ratios of the applicant)

e Credits are financed through bank loans and the deposited amount in the company, which
bear a certain level of cost. So, cost of fund for a particular credit facility is the most
important factor in determining interest rate.

e In addition to cost of fund, risk factors like CRG Score, debt-equity & interest coverage
ratios of the client/potential client influence the determination of interest rate to some

extent.
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Chapter-5
Observation & Conclusion
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Observation & Recommendation:

GSP Finance maintains a nice & friendly environment for its employees. It has a self-motivated
and effective workforce which works hard for achieving the company's goals. However, the
following observations & recommendations can be made:

» The workforce for both Marketing & Credit Risk Management is limited that makes the
credit approval procedure time consuming. Thus the company should increase its
workforce to get a more productive outcome.

» The company maintains manual system for keeping records of its existing clients.
Introducing automated computer system can make the credit risk management &
monitoring procedure easier.

» The marketing procedure of the company is mostly based on personal communication,
which is certainly a good way of acquiring businesses; but in this highly competitive
time, the company should publicize itself in other ways as well.

» The company has only one branch even after 18 years of pursuing business. The
Directors now should seriously think about expansion of business through opening new

branches in and outside of Dhaka.
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Conclusion:

Credit risk is a major concern for Financial Institutions; hence an effective credit risk
management system is essential for the long term success of any Fl. The goal of Credit Risk
Management is to maximize risk-adjusted rate of return by maintaining credit risk exposure
within limit (Bis.org, 2014).

GSP Finance has a separate department for Credit Risk Management which works for
minimizing credit risk of the company, following the rules and regulations of Bangladesh Bank.
This department plays a significant role in the financing process by assessing credit applications
and recommending them for approval. To ensure the company's position against potential losses,

loans/leases are not sanctioned unless CRMD recommends them.
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Appendix:

Reference No:

Appendix I: CRG Score sheet Format
CREDIT RISK GRADING SCORE SHEET

Date:

Borrower:

Group Name (if

Aggregate score:

any):
Branch:
Industry/Sector: Risk Grading: _____
Date of Financials:
Completed by:
Approved by:
Number Grading Short Score
1 Superior SUP Fully cash secured, secured by
Government/ International
Bank Guarantee
2 Good GD 85+
3 Acceptable ACCPT 75-84
4 Marginal/ Watch list MG/WL 65-74
5 Special Mention SM 55-64
6 Substandard SS 45-54
7 Doubtful DF 35-44
8 Bad/Loss BL <35
Criteria Weight
A. Financial Parameter Score Actual Score
Risk 50% Parameter | Obtained
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Less than 0.25x

15

0.26x to 0.35x 14

1. Leverage: 0.36x to 0.50x 13

0.51x to 0.75x 12

Debt Equity Ratio (x) 0.76x to 1.25x 11

Total Liabilities to 1.26x to 2.00x 10

tangible Net worth 2.01x to 2.50x 8

2.51x 10 2.75x !

More than 2.75x 0

Greater than 2.74x 15

2.50x to 2.74x 14

2. Liquidity: 2.00x to 2.49x 13

1.50x to 1.99x 12

Current Ratio (X) 1.10x to 1.49x 11

Current Assets to 0.90x to 1.09x =

Current Liabilities 0.80x to 0.89x q

0.70x t0 0.79% 1

Less than 0.70x ¢

Greater than 25% 15

- 20% to 24% 1

3. Profitability: 15% to 1508 3

Operating Profit Margin 10% t0 14% b
(%)

7% to 9% 10

Operating Profit/Salesx100 4% 10 6% 9

1% to 3% 7

Less than 1% 0

4. Coverage: More than 2.00x 5

Interest Coverage Ratio (x) More than 1.51x Less than 2.00x 4

Earnings Before Interest & More than 1.25x Less than 1.50x 3

Tax (EBIT)/Interest on More than 1.00x Less than 1.24x 2

debt Less than 1.00x 0
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Total Score-Financial 50
Risk
Criteria Weight
B. Actual Score
Business/Industry | 15% Parameter Score Parameter | Obtained
Risk

>60.00 5
30.00 - 59.99 4

1. Size of Business (Sales in 10.00 — 29.99 3

BDT crore) 5.00 -9.99 2
2.50-4.99 1
<2.50 0
Favorable 3

2. Business Outlook Stable 2
Slightly Uncertain 1
Cause for Concern 0
Strong (10%+) 3

3. Industry Growth g 2
Moderate (1% - 5%) 1
No Growth (<1%) 0
Dominant Player 2

4. Market Competition Moderately Competitive 1
Highly Competitive 0
Difficult 2

5. Entry/Exit Barriers Average 1
Easy 0

Total Score- Business/ 15

Industry Risk

Criteria Weight Parameter Score Actual Score
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C. Management Parameter | Obtained
) 15%
Risk
More than 10 years in the related 5
line of business
) 5- 10 years in the related line of 3

1. Experience (Management & ]
business

Management Team) ) )
1-5 years in the related line of 2
business
No experience 0
Ready Succession 5

) ) Succession within 2-3 years 3

2. Second Line Succession ’ ——
Succession within 3-5 years 2
Succession in question 0
Very good 5
Moderate 3

3. Team Work
Poor 2
Regular Conflict 0

Total Score — Management

Risk 15

Criteria Weight Actual Score
i i Parameter Score ]
D. Security Risk 10% Parameter | Obtained

Fully pledged 4
facilities/substantially cash covered
Registered Hypothecation (1% 3

1.Security Coverage charge/1*'Paripassu charge)

(Primary) 2" Charge/Inferior charge 2

Simple Hypothecation/negative lien 1
on assets
No security 0
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= Registered Mortgage on Municipal 4
Corporation /Prime area property.
= Registered Mortgage on 3
Pourashava/semi-urban area
2. Collateral Coverage
) property
(Property Location) )
= Equitable Mortgage or No property 2
but plant & machinery as collateral
= Negative lien on collateral 1
= No collateral 0
= Personal guarantee with high net 2
worth or Strong Corporate
Guarantee (Guarantor’s Grading
3. Support Acceptable or higher)
(Guarantee) = Personal Guarantees or Corporate 1
Guarantee with average financial
strength
= No Support/Guarantee 0
Total Score — Security Risk 10
Criteria Weight
i i Actual Score
E. Relationship Parameter Score ]
) 10% Parameter | Obtained
Risk
= More than 70% 3
1.Utilization of Limit » 51%-70% 2
(actual/projection) = 30% - 50% 1
= Lessthan 30% 0
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2. Account Conduct

More than 3 (three) years accounts
with faultless record

Less than 3 (three) years accounts
with faultless record

Accounts having satisfactory
dealings with some late payments
Frequent Past dues & Irregular

dealings in account

3. Compliance of

Covenants/Conditions

Full Compliance
Some Non-Compliance
No Compliance

4. Personal Deposits

All personal accounts of the key
business Sponsors/ Principals are
maintained in the bank, with
significant deposits

Principals maintain some accounts,
but have relationship with other
banks

No depository relationship

N O —, N O

Total Score-Relationship Risk

10

Grand Total — All Risk

100

46 |Page




Appendix Il: Calculations
1) CRG & Interest Rate:

CRG Score Interest rate
85 17.50%
75 17.00%
65 18.00%
71 22.00%
71 22.00%
76 19.00%
72 15.00%
82 19.25%
77 21.00%
83 19.00%
Correlation:
CRG Score Interest rate
CRG Score 1
Interest rate 0.087438302
Regression:
SUMMARY OUTPUT
Regression
Statistics
Multiple R 0.0874383
R Square 0.0076455
Adjusted R
Square -0.116399
Standard Error 0.0237065
Observations 10
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ANOVA

Significanc
df SS MS F eF
3.464E- 0.061
Regression 1 05 | 3E-05 6 0.81018
0.000
Residual 8 | 0.004496 6
0.004530
Total 9 6
Lowe
r
Coefficient | Standard P- Upper | 95.0 | Upper
S Error tStat | value | Lower 95% | 95% % 95.0%
0.095661 | 2.231 | 0.056 0.4340 -
Intercept 0.2134263 7 1 2 -0.0072 2| 0.007 | 0.434
0.001259 | 0.248 | 0.810 0.0025 - | 0.002
CRG Score -0.000313 8 3 2 -0.0032 9| 0.003 6

2) Loan Amount & Interest rate:

Loan Amount (in

BDT) Interest rate

50,000,000 17.50%
100,000,000 17.50%
50,000,000 18.00%

6,000,000 22.00%

4,000,000 22.00%
100,000,000 19.00%
42,000,000 15.00%
100,000,000 19.25%
30,000,000 21.00%
40,000,000 19.00%
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Correlation:

Loan Amount (in BDT)

Interest rate

Loan Amount (in

BDT) 1
Interest rate -0.470416298
Regression:
SUMMARY OUTPUT
Regression
Statistics
0.4704162
Multiple R 98
0.2212914
R Square 93
Adjusted R | 0.1239529
Square 3
Standard 0.0205905
Error 39
Observatio
ns 10
ANOVA
Signific
df SS MS F ance F
0.0009638 2.273 | 0.17003
Regression 1 6| 0.000964 42 914
0.0033917
Residual 8 6 | 0.000424
0.0043556
Total 9 3
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Coefficient | Standard P- Lower Upper Lower | Upper

S Error t Stat value 95% 95% 95.0% | 95.0%

0.2050025 | 0.0117528 1.2E- | 0.17790 0.177900 | 0.232

Intercept 69 2| 17.44285 07 053 | 0.232105 53 | 1046
Loan -

Amount (in | -2.8262E- 0.170 | 7.148E- -7.148E- | 1.496

BDT) 10 | 1.8744E-10 | -1.50779 04 10 | 1.5E-10 10 | E-10

3) Debt-equity & Interest rate:

Debt-equity ratio Interest rate
0.04 17.50%
1.58 17.50%
1.31 18.00%
1.59 22.00%
1.59 22.00%
2.17 19.00%
1.99 15.00%
0.45 19.25%
2.29 21.00%
0.83 19.00%
Correlation:

Debt-equity ratio

Interest rate

Debt-equity ratio

1

Interest rate

0.149358897
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Regression:

SUMMARY OUTPUT
Regression
Statistics
Multiple R 0.1493589
0.0223080
R Square 8
Adjusted R 0.0999034
Square 1
0.0230717
Standard Error 9
Observations 10
ANOVA
Significan
df SS MS F ceF
9.717E- 9.7E- | 0.18253
Regression 1 05 05 7 | 0.6804689
0.004258 | 0.0005
Residual 8 5 3
0.004355
Total 9 6
Coefficient | Standard Lower Upper | Lower | Upper
s Error t Stat | P-value 95% 95% 95.0% | 95.0%
0.1840996 | 0.016138 | 11.407 3.15E- 0.2213 | 0.1468 | 0.2213
Intercept 6 7 3 06 | 0.1468837 2 8 2
Debt-equity 0.0044438 | 0.010401 | 0.4272 | 0.68046 0.0284 | 0.0195 | 0.0284
ratio 9 3 4 9 | -0.019542 3 4 3
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4) Interest coverage ratio & Interest rate:

Interest coverage ratio Interest rate
12.35 17.50%
1.79 17.50%
4.86 18.00%
8.39 22.00%
0 22.00%
1.39 19.00%
5.52 15.00%
5.38 19.25%
3.32 21.00%
42.88 19.00%
Correlation:
Interest coverage ratio Interest rate
Interest coverage ratio 1
Interest rate -0.068848333 1
Regression:
SUMMARY OUTPUT
Regression
Statistics
0.06884833
Multiple R 3
0.00474009
R Square 3
Adjusted R
Square -0.1196674
0.02327815
Standard Error 2
Observations 10
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ANOVA

Significanc
df SS MS F eF
2.06E- | 2.1E-
Regression 1 05 05| 0.0381 0.85011
0.00433 | 0.0005
Residual 8 5 4
0.00435
Total 9 6
Standar P- Lower Upper | Lower | Upper
Coefficients | d Error | t Stat value 95% 95% | 95.0% | 95.0%
0.19128435 21.089 | 2.7E- 0.212 | 0.1703 | 0.212
Intercept 1| 0.00907 5 08 0.17037 2 7 2
Interest coverage - | 0.00061 - | 0.8501 0.001 -| 0.001
ratio 0.00012044 7| 0.1952 1 -0.0015 3| 0.0015 3

5) Tenure & Interest rate:

Tenure (months)

Interest Rate

60 17.50%
12 17.50%
60 18.00%
60 22.00%
48 22.00%
60 19.00%
60 15.00%
60 19.25%
24 21.00%
42 19.00%
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Correlation:

Tenure (months) | Interest Rate
Tenure
(months) 1
Interest Rate -0.095464933
Regression:
SUMMARY OUTPUT
Regression
Statistics
0.0954649
Multiple R 3
0.0091135
R Square 5
Adjusted R -
Square 0.1147473
0.0232269
Standard Error 5
Observations 10
ANOVA
Significa
df SS MS F nce F
3.97E- | 3.97E-
Regression 1 05 05| 0.07358 | 0.79306
0.00431 | 0.0005
Residual 8 6 39
0.00435
Total 9 6
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Coefficient | Standar Lower | Upper | Lower | Upper

S dError | tStat | P-value 95% 95% | 95.0% | 95.0%

0.1960695 | 0.02267 | 8.6462 0.248 | 0.143 | 0.248

Intercept 7 7 78 | 2.5E-05 | 0.14378 36 8 4
Tenure - | 0.00044 | 0.2712 0.000 0.000
(months) 0.0001197 1 54 | 0.79306 | -0.0011 9| -0.001 9
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