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\BSTJ{ \ CT 

I he ph.un~t~ccullcal llldustr) rn Kcrl\ .r cor1 s1 t ol m.mut:rcturer . lhc;tllhUhli'S nnd 

n:t.tilcrs. '' ho ,til .tclt\ cl) uppoll the hni ~tr) of lle.llth and other kc) pl<t)\:IS m 

de\clopmg the health scllor. 

Kcny.t spends about go, or its GI>P on health. 'I he pharmaceutical sec tor consist~ of 

about 20 hccn cd concerns including local manufactunng cornpanics and l,trgc 

multinational corporations. subsidiaries or joint 'cmurcs. ~lost arc located '' ithin Nairoht 

,\lld its Cll\ iron .. 

Trade credit i~ created ''hen ever a supplier oiTCrs tcnns that allo" the hu) cr to delay 

payment. This stud) seel.s to Hh!llttry credit risk management pr.tctices adopted by 

phannaccutical manufacturing fin11S in Kenya. The study documcnls the rich variation in 

intcrfim1 credit terms .111d credit po lrcu!s. 

Primary data ''as collected b) usc ora q uestionnaire ''hilc secondary data ''as colkctcd 

from brochure . supplements and other relevant publications. Dat.t \\'as analysed using 

descriptive statistics such as percentages and tabulations. 

I he study found out that the 1\\ o most important factors considered in establishing a 

credit policy arc the linanctal stabi lity of the customer and the C\ISiing credi t poltcy. 

~lajority of the linns (7Sn o) do not have a credit policy manual. 

'1 he most '' illcly used crcdtt nsk management practices arc usc of debt collectors (72%). 

lctlcrs nf' credit (SO'~u). credit insurance (2511 n). and r:u.:ton ng of debt (5"u). In dealing 

''ith dil'licult to p.t) customers. most fimts (95'',.) put the actount on hold and stoppcd 

futute sales till the account was sclllcd. (80°o ) t'llgaged scf\ ices of tkbt collectors. (·B"o) 

1\ 



rcc;oned to c:;ciJmg on cash hasas 

I he 6C"s mollel of credit nppa.usJI "as '' adcl) used b} .111 the finns tudicd: character 

\\,IS practised hy IOO~o of the finns follO\\Cd b) contnhution t86"o). Capacity. ct,mlitions 

and capitnl ranked 72%. 

\ 



( II\ PTER ONE 

1.0 I NTR()I)l CTI<) ' 

I. I Background 
h toda~ 0\ If llllH.: ll f llll 1., COillp ll \ fli\5SUfC \OJatlk CCOill ll 

hankruptc1c llld default , .md mcr~J 111 'cl of consumer and ommLtCI.II d ht .• m 

or ,unisauon hllll) to eff~.:ctt\Cl) monnor .md manage its CICdll nsk umld m~.:.m the 

d•flcrencc hem n:n success and un '' tl lncrcasingl). tlus JS not on I) tntc for financ1.!1 

insututions, but for orgamsauons m .!lmo~t CH:n mdustl). From adcntlf)mg und corr~.:ctl~ 

pncing ri k 111 the cu lomcr acqu1 111on p1oc~ to mc.tsunng n k throughout the cu tomcr 

lifecycle. to ddenmnmg capital alloc.ttlon and rcgulatOI) reqUirement!'> and final!\ to the 

time!~ and ciTccti' e collccti,)n process; crcdn ri:>k management is,, conllnuou C\clc that i m 

the heart of an organisatJLlll' s .tbi lily to stay compctiti\ e (A It man. 2002). 

Credit nsk management issues continue to occup) the agcndns of hoards of chrcctnrs in 

compamc toda) In toda~ ell\ ironment, compamcs :-~rc looking lor a SIStance m td~.:nlll)ing 

and matMgmg risk throughout thctr orgunisallons (Duffie'-· Singleton. 2003) 

Credit n k can he dclin..:d .1. the potential that a bon'O\\CJ' or l'Ountcr part) ''ill hul to meet its 

obligations 111 accordance '' nh agreed terms. Orgamsations therefore proceed to rdcntif). 

m.magc .md reduce (mrt1gatc) the rish. ( B.tscl. 1999) 

Credit risk managcm..:nt is the process of l!\ aluating risk in an ill\ cstmcnt. When the nsk has 

been identified, im cstmcnt decisions can be made and the risk 'is a 'is retum balance 

considered from,, hcucr position. Credit risk can he reduced by monitoring the hcha\ iour of 

clients "ho tntcml to apply lor crcdrt in the bustnCS!>. J'hcsc clients may be husmcsscs or 



mdt\ tdual ( :\I 

( lp II tud 

thtou h pre 1 p tom r 1 he pnnctpk 

mfurmallon and kill'' led (;of .l parucul"r customct. "luch ull sale Jh:n,onncl hould h.n~ 111 

th tr pos ston "I n th \ mlltnh: a llC\\ applicatton of dc.thn...' '' tth cu tomct ( .\ltmun 

2 J( -) 

Accordmg to ( J.,rkl: ( 1999) LJ\\ ardmg credit is n joumc), the 'iucccs of'' l11ch depends 011 th~.: 

rncthodolog) apphcd to C\ aluatc dlld to 3\\ ard the crcdn fhts JOUntC) tarts from the 

application for cn.:dll through acqmsu•on of credit sale .md ~nd ut the tmh.: the dcht IS full) 

pa1d. 

I . 1.2 lndustr} 0\ en iC\\ 

Kenya spc1.J~ ,h} )ul o o ; 11 <.JOI' 111 health. Per capita cxpcndtturc pc1 person stood .11 ,,bout 

l SS 11 per pctsntt 111 2003.0ut of this l ~S 6 came from budgetary resou rces. "hich also 

mdudcd donor contuhutton ,md the balan~.:c of CS 5 came from mainl) out-of-pocket 

expenditure. I h1s cxpcndl!ure fell far bclO\\ the \\ 110' recommended l SS 34 pc1 caplla 

{bconomtc Sun C), 2004) 

nt\.: ph.mnaccuuc.tl mdu II") con tsts of three segments nanh:l) the manufacturers, dt-.tnbutor 

.u1d retailers. t\11 these play .1 maror role in suppo11ing the cOlllltr) 's health sector. \\ hich IS 

csumatcd to h:l\ e ubout 4. ~57 hc.tlth facilities counll) \\ tdc I h1s study \\ill focus on crcdtl 

n k management p1acltccs adopted h) the phamwccullc.tl manufacturers stncc the suppl~ 

cham hcgms \\ilh manul~tcturcrs (Central Burc.1u of tattMIC.., and \ l inistry of Pl.mntng, 

2tt ~) 

J 



p r ca ( uu 0 \ IL S \ lOll 

II It d 0 r co •111 l:d 

101 n <.: ,JI cti\C l~ 

p p . '\ \\ ork 1 dl I p dl 1 I normc ~un C\ 

14) 

1 he lcgi!oolallon "hich n:gulatc~ the pharmaccmical ami health sc~tn1 111 Ken~., is complicated . 

< nc of the most important effect!> in the .sector is the contwl of th~ Min1strv of llcalth O\CI 

pnc1ng and product license. In 1110 t of the situations. th~ ~t.lte is not nnly the control 

mechanism but also the mo::.t important cu::.tomcr through Kcn}a 1\lcdical Supplies Agency 

tKI \I'-.\) KE\lS \ buys 30% of the drugs in the Kenyan market thmugh an open-tender 

system and distributes to go' cnunent n11..:dical institutions. 'I he kc) payers in the industry 

inclmk \1'\C's likl: Gl,l\oSmHhKhne. Ba}er. \\ent1s. Pfizer. local est.thlishmt:nts like Da\\a 

Plwmaccutlcals Ltd, Cosmos Pham1aceullcals among othcrs (C 'ent1 .tl Bureau of~tatistics and 

\lim lr) of Pianning. 2003 ) 

I he pham1aceutical indu~try is 'er) compctrtJ\ e char..tcteriscd by pncc "ars, rctums arc in 

excess of 20% of im cstm\.:nt '' hich is lucrati,·e. Go,·ernmcnt policies dictate the price 

stn1cturc. rhe price structure is not sustainahle; it "ould especially f:l\ our those who produce 

at n:asonahle prices. To rcma1n compelltiH! in the m<Jrkct the finns haH.: adopted credrt sales 

u a competiti,·e strutcg) and thus credit nsk m<Jnagcment is of 'ital importance in the 

mdu. I f) (( cntral Burc.:au of tatisllc and 1\hmstf) of Planmng. 2003 

1.1.3 Credi t R1"" \ lanagcmcnt 
It 1 the rest .. . . .,, ,l v• m.magcrnclh iv d up .t Cl l:UII mlnmusuauon tc.un to ensure th,11 

... 
.J 



II firm 

th 

11111mnnh:tt 1\ ct 1p umt th.t \111 1 \,;nt att: fulh on the nsk m m. •crnent 

I h1s n k m.lll.ll!l.lllCilt funcuon "llhlll .m mstllullon hould report dm;t·tl) to the h ),tnl. to 

ensure indcp.:ndcncc (Basel. I 991>) 

The Importance of credit nsk management has ne' cr ht.:en more Important '' ith the cuncrll 

lugh default rah.:s .md bankruptcies. but. there'' as heightened mtcrc5.t C\ en he fore the current 

cnario Indeed 111 1999. at the end of the bcmgn credit C)clc. banks. regulators and financial 

murkct ptacutioncrs \\ere spending considerable tunc on this subject due to: incrc.1scd 

emphasis on sophi ticatcd ri:,k rnan.1gemcnt techniques 111 a challcngmg en' 1ronmcm. 

refinements m crcd1t sconng tccluuqucs. cstabh hmcnt of rclnu' d) large dat,tbascs of 

dcfaulls. rcco,crics ,md credit mit1gutions. dc,clt~pmclll of ollcnsn~ credit risk mitigation 

technique uch a sccuritisations. credit dcri' ati,cs and credit insurance products l \It man. 

2002) 

n mtercsun • de\ c.::lopmcnt in the COJllOrate "orld oH.:r the past decade has been crcdll rrsk­

spcciticalh the mcchamsm for trnn"l~n ing and man,•~ mg credit n k c;uch as credit ddault 

!map, credit hnkcd notes and collatcrali7ed Jo.m obligallons. I ''o ofthc pioneers of research 

111 th1s .1rca. D.ucll I >uflic and Kenneth J mglcton. hm c pro' idcd us \\ ith nn ullcgr.Hcd 

anai}~IS auned .11 pricing. measurement und management of credit ri k 1 \chur):l, 20051. 

\n unport.u ' ·~1ncnt of crcdn nsk m,magcmcnt 1s tr\.:-;S testing. n1i in' oh es identlli Jllon 

of po "ilhlc C\~.:111 or futun.: chang~.: that could haH.: .1 ncgatl\c imp.tct on the finn's netht 



o and the fi xm un 

t n J... en It nd l md lion 

Crcdtt quaht) ptohh.:ms. 111 the \\Orst case. c:m result 111 ,, fim1's msnhency. 1 he) c.m <~lso 

n.:sult in such u sig111licant dr,tin on capital and net \\nrth that the) athcrscly .tflcct a ii11n's 

gro\\ th prospects and ahiht) to compl:le \\ ith other firms ( \aunders. 2002 ). 

One ~t. peel of financial ri:.k that ha" pro' en di fficuh to hedge. howe\ cr. has hccn that or cn.:dit 

tisk facing firms Financtal.md industrial corporauons ha\e C\cry incentt\C to imprme the1r 

modelling and trading of credit risk. The e:xplosi' c gnm th of credit dcri\'atives market has 

distributed credit tisk through the financial system. p.tckagcd in new fom1s. An expanding 

credit nsk market ra1ses possihilities for corporate treasurers wishing to rninimtse exposure to 

cred it risk (freeman et aL 2006). 

Pharmaceutical firms use 'annus techn iques of mitigating credit nsf.. .The most common arc 

collateraL guarantees. ncuing off of loans against dcposlls of the same counter-part): tillS 1s 

~.:special ly used by large multinallonal phannaccullcal corporations which cngagc in 

intercompany trade. The pa;vments arc netted off against the receipts and the balance 1s pa1d 

thus n.:ducing the crcdtl risk (.red it insurance, factonng. th:ht collection, surct} bonds, and 

leiter of credit arc others techniques \\ idcl} used. Whi k us~.: of these techniques wi II n.:ducc 01 

transfer credn risk. other risks may ansc \.\ h1ch mclude legal, operational. liqllldlly and market 

nsks (Sm1th and Stultz. 198'i) 

1.2 Statement of the Problem 

I he importance of the phaml.lccuucal indusll) in the economy cannot be O\ ercmpha ·i1ed: the 

problems facing the induo;tf) hence cann(ll be ignored. l1ctllt nsk management is one lllaiOI 

5 



Jl hi th t ~ tmu~ to d • a lll m t c board mt.: ·t n ,f pham cuuc I 1 n 

I .u ge multmauonal pharmaccutlt..ll linn's sells thc1r products through\\ holes.tlcrs. 111 additiOn 

to ho pnals. the gO\ cmmcnt. pham1ac1c or other groups. ll1csc sale arc on Clc<.ht ba 1 A 

linn is exposed to n concentration of credit n k in respect of these credu sales such th.u 1 f one 

01 mm c or the" hPiesaler:; is alfCl'h:d hy linnncial difficulty. it could lllillcrially and ad' c1sely 

atTcct the finn's financial results 1< ·amphcll. ~006). 

flus proJect proposal schi out ll' pcci fica II} address the arc.ts pcrtment to credit nsk 

management 111 the phannaccut1cal llldustr) "hich include: cstahlishing nn arpmpnatc credit 

n !... em Ironment; opcr.tting under,, ound credit-granting process. m.unt.umng an appropn.llc 

crcdn administrat ion. mc.1surcmtnt and momtoring proccs~: .md cnsunng adequate controls 

O\Cr credit risk. Although spccifi credit risk management pmcticcs may lhncr among finns 

Jcpcnding upon the nature and complexity of their credit acti\ itics, a comprchcnsl\ c credit 

nsk management program \\ill address these four areas. It is impot1ant to manage credit nsk 

of the firm to maximise hus111css oppurtunnics \\ith custnnwts. dilute the cnnccntraiHm or 

exposure and reduce lossc (Fatcm• & f·ooladt. 2006). 

Rclianc\! Cln ubjcct i' ity ''hen makmg dl:Cisions to extend crcdll to chcnts is u major problem. 

llus h.1ppcn \\hen credit is extended to parttcs that do not qual if~ for crt:dll · 

l he I ugh lc\ cl of h.td dchts in the phann.tccutical industry is n challenge to man~ fi nns '' hich 

is C\tdcuee that firms arc laced b) a big risk of their credit. Alrno t 100°o of the salcc;; in a 

ph.mnaccutical firm arc credit <,rdcs und hence the exposure (l~conomtc Sur' c~. 201!4 ). 

lulllO\cr IS lugh in the phannaccut1cal mdustf) today and so me h.Jd-dcbls whtch arc a rcalil) 

that nl:\.:ds to be addressed. 0" ing to the increasing variety in lh(' t:pcs or countcrpart1cs and 

the C\Cr-cxpanding vancty in the lonn of obligations. credit risk man.tgcmcnt has JUmped to 

6 



the forefront of nsk mana •cmcnt aCU\ 1t1c earned out In finn m the non linancml cr.1ccs 

mdu 11\ (I •• tcml & I oolad1, 2006) 

Jlus tUd) IS dcs1gned to hed hght on the current practices of the ph,mn.tccuucal fimts. 

( 'orpu• ,1tion ha\ c. 111 recent ~car , gnl\\ n comfortable "llh the idea o f usmg trndit10nal 

dcri' at I\ e products to hedge their c:.;posu1 c tl). for example. interest rate and foreign exchange 

1 i"k. C'rcdll risk. on the other hand, has proven a more difticull to hedge. Whilst 3\'cnues for 

the management of credit risk Jo exist. for example. by the usc of tmditwnnl insurance 

products anJ lcncrs of credit. such means arc not ah\ a~ s com cnicnt 1 hccm;m & Cox. 200(1), 

Research has been canicd out nn credit risk managenh:llt practices Ill financwl institution. hkc 

banks, acco·s and Micro hnancc Institutions m Ken)d (\h,ingl. 2006) IIO\\C\Cr no kno,,n 

rc carch has been undcrt<~k~o:n llll creclit risk man.tgcmcnt p1.1cticc in the phannaccuucal 

industf) 111 Kenya. 

1 his stud) .;eek to .1s e s cz edit risk management nH.:thods employed h) phannaccutical 

compamc m Kcn)a and possibly establish 1f a relation lup c:x1 ts bct\\ccn the methods 

cmplo)cd and the lc' cl of Clt-.lomer dcfaulls. 

1.3 Objccti\ es o f the study 

lu idcut i I) the c1 ctl it nsk lli.Jilagcmcnt practic~~ adnptcd b) pharmac~.: utic.tl firms in K~nya . 

1.4 Importance of the Study 

Pharmaceutical intlus11' I he mduSll'\ "ill obtam mfonnallon on credit mana!.!C111~.:111 111 the . ~ -
countr~ and the tr.llcgac" that need to be emplo)cd to soh c these problems. The most '' 1del) 

used and cffccll\ c pr.zclll:cc; "ill be t11ghh~htld h\ the ~tu<h. l'has infom1at1on '' 1ll he 

cc;pccl.tll) useful 10 lutun.: 1m cstol s in the 111du tl') 
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I he ( .m cntmml the (,o, n'mcnt ''til obt m mfonnatton on en ntl <.rcdtt m.mu •em~.:nt m 

\ I \hat p l hlcm the pi lnllal Utlt. I tdu In raCl • II d prohahl) come up \\ tth J 

at 'til non ,, tl 

t I 1 d r\.':-.carch m th~.: Jrea 

t 11.. mdu tn I h .tud~ m ' ' tout .1_ c the go' cnm1 1 t 

\('.tdcmician 111 .tddttton to contnbutmg to the bod) ol kno\\ ledge. the rcsc.trch \\til al u 

hdp 111 contmutty ac; far as domg further research is conccmcd 

lh·gul :ww~ hod~ : Phannac) and P01sons Board. 

Curporatc:- ;\lanagc..·r~ : they '' til consider using credit derivatives to manage their credll risk 

exposure and thus add more \'aluc to the linn. 
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< II \ I)TER T\\ 0 

~ .o I. ITERATl nE RE\ I E\\' 

__ I Introduction 

\Ill\\ mg cu tomet ' lime top·~ th tr uebt h,t great benefits but also carne osts .md nsk 

( r\: ill tl:nns get ales mo' mu more than ca h onl~ · terms '' ould allo'' und enable sellers to 

compd~ creall\ cl) "nh credit oncrs .md promotions. I he do'' nstdc ts the rr k of 1101 hcmg 

p ud 'r the "calth tran r~m:d t 1 cu tamers. either on umc or .rt all \lean\\ hale unlll 

cu tom~rs pa). the mtcn.:st on the fund, horrO\H'<I b) the seller c;e\ crcl~ deplete the net profit 

m.trgm. Selling on credit tcmt IS a practice'' hich has heen "idcl) adopted b) pharmaceutical 

compames in Ken) u and globall) ( uund\: rs. 2002). 

lhc cxper1is~ us~d by companies to scllthc1r gootls and scn·iccs should ,tl\\ .t)S be matched h) 

adequate resources 1t1 managing the credit granting proce s. Bastcall), credit gr.tnting c~ists to 

facthtatc ale~ but crcdll ales arc pomtle s '' Jlhout due payment. thcrefotc the c:;,tlcs and credit 

fm tllons mu~t "ork together to ach1e' c the '' cll-kno\\ n ohJCCit\ c of 'ma-.;mtum . ales unp.tid 

lot the mtmmum length of tunc {i\lorg.m. 2002). 

I he- reporting lines lor credit management rn the phannaccutical mduslt) ha\ c been th~.: 

suhJCCI of heated ueb.ttc .11nongst crcdtt managers for many ) cars \s c1 funcltCin "hich on the 

facl:, r tl handle monc). n has long been held that crc<ltt m.magcmcut ~11s more comfortably 

\\ tthm finance ot accuunt i ng 1 hct c arc tho~c '' ho argue that promnt i ng prn li llth lc sales r Jac~.:s 

11 q1 arch m the ~.tics area. and that teporting to the ale dtrcctor IS more natw.tl. 

thl: crcdtl manager 1 undoubted!) the hndgc hct" ccn linancc and sales 



( lor 

1 mdc <.:rcdat 1 Iron term financrng fo1 m.an~ corvur.ltiOil . In gcncr.tl 

compamc engage 111 a ll\lllC 111 '' h1 h the) ha\ c compamll\ c all' ant.1gc I m:mcral 

msututron such a an.: looked at a ha\ rng comparnth e ad' anlage m makmc. loans \\h). 

then. do Ill <IIlii iacturcrs 1 cgul.trl) extend c1 cdn to cu~tomcr :-; in atldllJOn to p1 oducing and 

selling their products? I here are SC\Cntl moti\cs for companies to extend credit to their 

customer~ rather than rcttuiring t•a h ales "ith hu)crs obtaining c1edit cl C\\ here; Cost 

mh·:mtagc- this is more likely C:\tcndcd i r the seller has a cost ad,••mtagl..! O\'l..!r competing 

lenders. ~ 1arket ptm cr- trade credit is more like!) to be offered the grc.ttcr the rctums from 

exploiting market ro" cr through cffccti\ c price diScrimination. 

Taxes- if the financing quali tics as an instalment loan under the ta\ code, the seller books 

manufacturing pro lit O\ er the li lc of the loan rather than at the <.late of sale. thereby reducing 

the present 'alucofits taxl..'s(Shdvad. 1994). 

2.2 Risk Management 
Accordmg to St.mk} (2006). corpomtes face a numher of credit risk exposure that could he 

managed '' ith credit tlcri' ati\ cs: the most ob\'lous credit exposures arc accounts rccei' abk 

from customers. Note that ''hill! such c.xposures arc poh:ntially lcnge, the) tend to he shon-

li\'cd. As appli~.!<l to cnrporate finance. risk management is a h:chnique for measunng, 

monitoring and controlling the financial or operational risk on a finn's hJianc~.; sheet. 

The Basel II frame\\ ork hrcaks risks into market risk (pncc n sk). crcd1t 11sk and opc1 auonal 

risk and also spccrfies methods for calculating capital requirements for each of these 

components. 

Credit risk mana£cmcnt literature locu'c" on idcntif)ing equilibrium <:cenarios in which a firm 

minirmscs the total 'ari.1hility of its cash no,, s (Smllh .md Stultz. I CJSS ). r he role of risl\ 
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c. ptt.tl nt.trkct llltperfccunn • thus CtC.IItng 'aluc lor shnrcholdct 

I or pharm, cuucal comp 1mcs a l.u cr or more stmtegtc e:qmsure to then cu tomcrs comes 111 

th~.: form of longcr-tem1 uppl~ contracts. ConsJdcr the n k un ohcd m m.mufi1ctunng l.trgc 

'to k of a ccrtam drug fi"1r ,, dtstr rbutot or a large hospital and the potential cllcct~ llr a c1cdtt 

do" n gr.tdc of uch large 'CU!:ilomcr • on their suppliers (Smuh and tuhz. 19 51 

< >thcr than credit dcri' .1ti\ C!>. there arc a number of tool:, corporales could u c to mun •• gc these 

C~IHlSUJes. hut each of them has dra\\hacks: 

Cu·dit Insurance: The c01voratc could purchase a contract fon11 a multiline insUJance 

cornp<my that provides f(.,r rcimhur.scmcnt of losses tl the liJlll's customer~ pro\e unable tu 

meet ih pa).ables Ho" e\ cr. to bt,; p.m.lundc.:r an msurance contract. the company must pro' iue 

C\ tdence of loss. a process that can in' ol' c costly dcla}s and e\ en litigation. ~toreo' cr. most 

credit insurance contracts rcqUJrc the msured to rctam some or the cn.:d1t risk (first loss 

po itinn) to guard against moral h.t7ard. Insurers also t~pically tcsc~c the right to rc\okc 

cmcragc if a rating agency do\\ngr.tdcs the insured company. Finall). credi t msurancl.! 

em cr.tge is generally ;n ailablc for no longer than one year at .1 time (\\ hich means. among 

other things. that a sudden. unexpected do" n gradc could create prohlcms "hen the contract 

comes due for rene\\ al ( (;)m1th and ~Ill ltz. I 985 ). 

Fal'loring: \ factoring compan} might be.: '' illing to accept the credit risk associutcd "ith 

rcccJ\ ahlcs outright. llo\\e\ cr. the price the factoring compan) ''ill pay represents .1 

significant dtscount from thl!ir present 'a luc (Smgleton and Dullic . ~003 ). 

lh ·ht collec tion : Debt collector . al o kno,,n as credit controllers or colkction agents. arc 
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~on 1ble for rt.'CO\ cnn • bad deb or late pa' ment C'redtt controlkrs u ualh \\ ork m the 

crcdll l. ntr l I de par tmcut of .1 hu me . ch.•smg late pa~ mcnts I rom the comJMll) 's .111d 

cu tumcr l>eht collectors or collcctton .tgcnt~ usuall~ \\Ork lur thud part\ collcctron 

agenc1cs. and the) nut~ collect monc~ from busmcsscs t kno\\ n .ts commerc1al collection) or 

fromllldl\ itluals (consun11..:1 colhx:tion). (Singleton and Dunic. 20031 

uret~ Bond and Sccut·itiJation : 'I he c cflecti,cly imohe the .... tic of the tirm's rcceivahlcs 

to a linanc1al imcrmcdiary that in 111111 p.u.:kage:. them into a !'CCurity l'or other invcstors. But 

the discount" tcnJ to he signilicant. t~nd o .trc the costs m;~ociatcd \\ uh com crtmg such assets 

into :.ccuntics. And mo::>t of the longcr-ll:rm exposures do not knd them chcs to either of 

these t\\ll Sl)lutions (Smrth and Stuh1. 19S5). 

'\etting off: this is'' here loans arc netted or against deposits of the s.unc counll.:r-party. '1 his 

IS l.Spcc1ally good at mitigating agarns foreign mtcrcompany debts (Smrth and Stuhl', 1985). 

Letter' of Credit: Phannaccutical tinns can also rssuc l.cllers of Credit to mitigate against 

credit risk. The L (' can also be the source of pa) mcnt lor a transac11o11. meaning that an 

C\portcr '' rll get paid hy redeeming the ktter of credit. l.ctlcrs of cre<lit ,uc used nO\\ adays 

primanly m mtcmational trade transactions of significant 'aluc. lor dc.lls hct" cen a supplier 

in one country and a w holcsalc customer in another. The part res to a leiter of credit are usually 

a bencliciar) '' ho ts to reccl\e the money. the issuing hank of" hom the applicant is a client, 

and the ad' ising hank of\\ hom the hcncliciary is a chl:nt Smcc 110\\ adays almost alllellers of 

credit .trc irrcHlcabh.:. (i.e. cannot be amcnc..Jcd or cancelled '' ithout prior agreement of the 

hcnclici.tr), the i'suing hank and the conlim1ing bank. iran~) . fl o\\ C\ cr. the appltcant is not a 

part) to the letter or Cl edit ( Smglcton ami Duffie . .2003 ). 
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2. ~ CH::d it Dcri\ ali\ e 
IIIIth II I J (JICgOJ' (20( 1). delin~ c.l l.ICdll dem.tll\e dS .t COJl\l.u;t I l 11.111 fer Ct~dlt 11 k 

hom one counter-part) to .umthcr I Ius unpk statement rcqmrcs us to constdcr the source of 

th rt k and the method of trnn fer I .u I) fonn of credit dem at" c ''ere jllumcwl cuarantccs. 

Some common fonns (lfcredrt d~II\UII\CS arc crcdrt default S\\ap and total tcturn •map. 

According to Freeman & Cox (~00Cl). the credit deri\ati,es market i:s rapidly dc,cloping. 

Whilst the range of m ailahlc instruments .llld their upplicatron continm:s to rncn:ase. the 

1113rKCt <;till Jacks. at the lime or \Hiting. the transparCnC) and liquidity or JllOre traditional. 

exchange-It .1Jcd in'lntmcnts. ~o .tllcmpt is made he1e to consider all ol the :1\ailahlc 

in.:;trumcnts and applications of credit derivatives lor the corporate user. Rather. we illustrate 

the; poh:ntial usefulnes:s of these instruments by focusing in on l\\0 particular kinds of 

in.:;trumcnt: Lhe credit default swap and the total rctum swap. Smcc they arc tr~rdcd o,·er-thc-

countcJ, credit dcnvativcs can be tailored to surt the purtJcular needs of the purchaser 

(Srnrth:,on and Gregory. 2000). 

The credit default swap or CDS has hccomc the main engine of the credit derivati' cs market. 

offering li4uid price diliCO\Cry and trading on \\hich the rc t of the market is hased. It is an 

agrecmem between a protection huy..::r ami a protection sd k:r '' hcrchy the huyer pa~s a 

periodic fcc in return fo1 a contingent payment by the seller upon a crctiJ t e\ ent happcmng in 

the reference entity. ·r he contingent payment usually replicate.:; the loss incurTed by crcdrtors 

of the rdcrencc cntit) in the event of its Jcfauh. h co\ crs only the credit risk embedded in the 

as~ ct. risks arismg frnm other factors such as mtcrcst rate movements remaining '' ith the 

hu)cr. CD~ erti.-cti,ely alh1\\S the O\\ ncr of an undcrl) ing credit security to pass the risk of 

default to a huyer of the ( D~ ( heeman and Cox .200(, ). 



h:tt.tl rctullt s''•'Jl (,Jic;o ~n0\\11 ,, lotal Rate ofRetu111 S\\3p) as a contract bet\\ccn t\\O 

countcrpanac '' heretn the\ ''up pc11odac pa~ ments lor the pcnod of the contract I ypacall~. 

one party rccei' cs the tot.tl 1cturn \llltcrc t payments plus an) capital gains or losses for the 

pa~mclll pcri0d) frntn :1 .;pccliicd tdctcllcc .1sset. \\hile the other recciH~s a specified tixcd nt 

lloatmg cash llo\\ th,tt is not rclmed to the credimorthincss of the tcfcrcncc asset. as '' ith a 

'an ilia Interest rate S\\ <~p . I he pa) mcrn~ arc based upon the same not ion a I anH'UIIt. I he 

rclcrencc asset may he any a set. index 01 ha:.\kct or assets (Freeman and Cox. 200(> ). 

The 'I R~ ts simp!) a mechanism that aiiO\\S one party to Jeri' c the economic hcnclit of 

O\\ ning an asset without usc of the halancc sheet. ami '' hich allo\\ s the other to effccti,·cl) 

''bu} protection" against Joss in value due to O\\ nership of a credit asset. rhc essential 

d1fference bet\\Cen a total return swap and a credit default swap) is thatth~· credit default swap 

proqdes protection against speer fie cred 1t events. 1 he total return sv.np protects against the 

loss of \'a lue irrcspccti,·c of cause. "hcther default. \\ idening of credit spn:ads or anything 

else (Freeman and Cox. ~006). 

The market for credit dcri\ati,cs has been. and sttll is. dominated hy hanks and insur.mcc 

companies. \\ho trade credit risk among themsehcs with incentives to distribute and di,·crsi(v 

rrsk, gain additiona l yield and to manage their capital requirements under Basel accords. 'I here 

is no c\changc-organiscd market for credi t dcrivati,·cs: transactions arc conducted "o' er-thc­

countcr". ami there is con equently kss littuidity. standardisation. and transparency than 1:> 

encountered \\ ith standard e:\changc-tradcd derivatives (Smrthson and un:gory. 2000). 

Indeed, it is perhaps tlti s \Cry fact. coupled with the complexity of pricing credit deri,·ati' cs. 

"h1ch ha!> discouraged nwn) corpomtc treasurers from considering such instnum:nts ,\dd to 
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tht lhc public !1\U"JliCton of den' .111\l.-s 1n •cnernl. generated h\ the cun ptcuou fat lure of 

cNpor.tllon u h ·• l·nnn .md 11 1 lllJl ntnel) urpnsmg to c COlJlUt.ltC t.tkc·Up 

of uch mstruments ha!> been ~IO\\. e\ erthelcss. crcdu den' all\ es prcc;~.:nt a umquc 

opponumt) for coqJOrate managers to add n nC\\ dimension to then ciTons to nwmtgc , isks. 

rhc cu trcnt state of affairs ''ith 1cg.ucl to coqlorate acccpt.mce (II crcdtt dcrn.tti\CS t'ttn he 

ltkened to lh.tt of the management of currency and interest rntc lt~k in the late I 1J "lis. I he 

potcmial fot the gm\\ ing future u e of credit dcrivati,es by coqlotatc trcasurc1 is clear. For 

example. a I ')1)5 l ~ surYcy or non-linancial corporations rc\ calcd that 52 per cent of 

re!Spondcm linn' "ere concerned .tbout managing their Ct edit ri ·k. Of these, IS per cent 

expressed a .. high" concern. Indeed. man) firms are alrcad) acti\ cl) 111.111aging credit risk. 

(Freeman and Cox. 2006). An Enron sun C\' conducted b\ Acccnture found that J(, per cent of -- _...,... . . 
compames hu) t:rcdit insurance. 32 pcr cent use letters of credit and I~ per cent us~ credit 

clemati\CS to manage credit risk. Whilst non-financial companies h<J\t: adopted an interested 

but cautious approach to credit dcri\'ativc use. the O\'Cral l h:' cl of trading in the credit 

derivati\ cs market has roughly doubled in each of the past fc,, years. l'his acti' ity mostly 

comprises banks ,md other financial institutions for" hich ctedit risk is 110\\ an important facet 

of risk management, hut it also comprises a gro" ing number nf non-financial firms as the 

market stru1s to pro\'idc the comfi.nt lc\cls that their finance directors rcquin: (~mllhson and 

Gregory. 2000). 

2.4 Crcuit Policy Objccti\cs 

A credit policy is thc hlucpnnt used hy a business in making its dcctston to C\tcnd cred1t to a 

customer. I he primary goal of a credit policy is to a\oid e\tending credit to customers \\ho 

are unable to pay their accounts. 1 he credit policy for ~omc larger busmesscs can he quite 

fonnal. imoh ing things such a : specific documented guidclmcs. customer credit 
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application . • nJ credll ched s I he credit p~IIC\ for mo t m.tll bu me c tends to be quuc 

mlonn.ll and 1.1 lhc Hems found mthc fom1JI credit poltc\ of a l.trgcr husmcs. 1\l,lll) mall 

bu me O\\ ncr rei) on thc1r mstancts as thc.:1r credll pohq (Miller. 2002) 

f he credit pohC\ has a d1rect effect on the c.tsh no\\ of n busmcss. \credit pohc) that as too 

.... trict "iII turn <1\\ rt) potcntl31 cu tomcrs. slo'' sales. and C\ entunll) lcJd to a decrease m the 

amount llf cash mllo\\s to the business. On the other hand. a credit polic) that IS too hheral 

''ill alltact slu\\ pa)ing (C\'Cil non-p:t)ing) customers: mcreasc the business's a\eragc 

collection period for accounts rcccivahl.:. and C\ cntually lead to cash inflow p1nhlcms. A good 

credit polic) should help altJ.tCI and ret am gl)od customers, \\ ithout hil\ ing a ncgati\ e impact 

on the cash llo\\. 

\Jlller (2002) athocatcs that there arc at least four reasons to ha,·c a \Hillen credit policy, and 

they each add to the producti\ rty orthc entire organ11ation. 

First. the responsibility of managing rece1vablcs IS a serious umkrtaking. It imolvcs limiting 

had debts and impro\ ing cash now. With outstanding rccci,·ahlcs often being a firm's major 

asset. it is oh' ious that a reasoned and structured approach to credit management is necessary. 

Second. a policy assures a degree of consistc::ncy among 1.kpartments. By writing do\\ n "hat is 

expected. the am1s of the company (whether marketing. producti~m. or finance) will rcalit.c 

that they have a common set of goals. Com·erscl). a written polic) can delineate each 

department's functions so that duplication of effort and needless fi·iction arc a' 01dcd (\Iiller. 

2002). 

Third. it pro\ ide::- lor a consistent approach among cu ... tomcrs. Dccision making become ... a 

logical function hascd on prc-dctennincd parameters. J his s1mpll lies the decision process and 
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\ICid a sense of fat me s that\\ Ill onl) unp1o\ e customer rdat1ons ( ltllcr. 2002, 

I mall\. ll c.m pro\ tde ome rccogmtton of the crcdtt dep.u tment a ,, separntc cnllt). one 

,,Juch •s \\011h) of prO\Jding input mto the O\crall strntC\!) of the firm . lh1s aJIO\\S the 

department to be an unportnnt resource to upper management. It IS C\ldcnt thm de\ clopmg a 

pohc) 1s nnrc than a ncccssn~ as it '' an opportunit) to nnpro\C the efficiency uf an enttrc 

organiwtion 1 h ller, 2002 ). 

Fmally. "c must remember that a policy is not a static document. It shnuld he n.:\ ic\\~oXI 

pcnodically to rcth:ct changing circumstances. One might C\ en consider making this part of 

the <iocumcnt it:sclf h) .tdding this final sentence: 

'This Policy" ill he rc\ IC\\ cd on an annual basis' (~filler. 2002 ). 

According to Bcdscr ( 1999) a key area where clear. en forccahlc procedures arc \'ita I is ''hen 

managing excesses; that is when an C\posure exceeds the I unit. 1\ credit manager rather than 

the relutionsh1p manager that deals <llrectly with the customer must take responsibility lor 

approving an excess. to a\ old any connict of mtercsts. I here should also be an escalation 

process in place so that cxcc:pttonally large excesses are referred to the head or credit rather 

than to individual credit managers ~l:nror management should he infonncd on at least a 

\\cckly hasis of all excesses, and should ensure an appropriate course of action is taken. 

nom1ally vi:.1 a fonnal !'illllltllary rcpon. 

Credit risk monitoring and implementing a credit policy should not he the rcsponsrhlllly of the 

crcdtt dcpattmcnt alont: \~o:n1N management and members of the board must also take 

respon ibility. 'J hey need to he able to understand the key i:;sues quickly. '' h1ch retJtmes a 

clear prc~cntation of the information. The) should rccCI\C summar} pnntcd rcpons. and 
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h lid be en oura •cd to u c on-lmc \ tcm c tpahlc of accc smg the under I\ 111 • 111 for matron. 

to I\ ''~ate .m pcc1 ric cone 111 rap1dh r d .1 tl) (Be I cr. 1999) 

luo oflen. these bas1c prmcrplc me bcm • 1 norcc.J because compamc .uc cllhcr not full) 

3\\Jre of then ks they are nmnmg or arc not.tblc to conuolthosc risk . h'lr too lung. 111 c1cdit 

n k rnan.tgemenl. fi11ns ha'c relied on the kno\\ ledge in ide people ' heads. hutth1s .rpproach 

is no longer adequate. Rohust gloh.tl S) stem::.. '' hich can factlitatc the settmg of limits. 

undatakc all the nt!ccssary calcul.uion'\ and JliO\ ide the triggers l\.1r monito1ing arc essential. 

fhe -.kills of gouJ quality credit personnel ''ill remain rmpnrl:lnt. especially in thc credit 

appro,al process and in taking the correct action~ ''hen problem · arise. I he idc.ll so lution is u 

mixture of the right S) stem. the 1 ight ath icc to help implement that S) stem ami the right 

people in the fim1 to get the best out of the s~stcm. together'' ith a coherent credit polic) and 

clear procedures for its application (lkdscr. I 999). 

,\linn's credit pohcy ma} be· 

Lenient: This is \\here the firm cxtcnds trade credit liberally even to those "hose credit 

''Orthiness 1s questionable. This leads to higher sales. high profits assuming full collections of 

the debts owed. 

tringent: I his ts ''here credit is rcstrictc.:d to carefully determined customers. through a 

thorough credit appraisal s}stcm. r his minimise!> costs and losscs from had debts however. it 

may reduce earnings from credit. prolitabi lit) and cash now (M uwma. 2003 ). 

2.5 The Six C's of Credit Risk Assessment and E\ aluation 

ro evaluate the credit risk. credit managers in any industry should constdcr the si\ C's of 

crct.lit: chamctcr, capacit~. capital. collateral. condition and contribution ( \\"cston & Copeland. 

19<>5 l.Thc si\ C's hdp rhc phann~tceutical linns to decrease the risk nf default. as the} get to 

knm' their cu:-.tomers. The si\ C's according to Weston & Copeland .trc: 
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Ch.tmcter: character has to do \\ ith the prubahiht) th.rt 41 cu torncr '''II ll) to honor 

ohhcatrons I lu~ l.r\..lor rs ot consu:lcrable unportancc. bee w c c' cr) crcdrt tranc;actaon rrnpltcs 

n pr\'1111 c to JKI) \\ ill the crcdator make .rn hr,ncst cflort to P•') th~ debt~. or rs thr crl'<lrt 

applic.mt likely to get a" ll) \\ ith something' Fxpericnccd crcd11 m.magers fre(1uentl) msrst 

that char.rctcr is the most impor t:rnt issue 111 credit C\ ahrt~llon . A persons IJr compan) 's 

character can be detcm1ined through: personal intervic''. reference from people" ho kno'' the 

client \\ell. personal kno'' ledge ofthc client ~md record ofpast pcrfonnanccs. 

Capacity: cap<tCII) descrihes a subjective judgment nf the customer's ability ll' p.ry. It is 

gauged h) the custnml:rs pc.rst business per fc.1rmancc recur d. supplemented hy phy ll'al 

obscr\'ation of the plant or storc and business methods. According tnl\twirigi C200h) a client's 

capacity can he dctamined hy retric\ ing his sources of income and ncning off the 

commitments. In the case of a com puny. an anal)sts of the audited accounts for the past three 

tears could rcn:al the surplus <nat! able in the form of retained earnings and di\'idcnd pa)outs 

or drawings that "ill he a\·ailablc to service the loan (Weston & Copeland. 1995). 

Collateral: collutcral is represented b} assets offered by the customer as a pledge l(lr security 

of the credit c\tcndcd ( \Veslon & Copeland, 1995). 

Condition!:': condition has to do with the impact of general eCl'llllmic trends on the firm or 

special tic' clopm~.:nts in certain areas of the economy that may aftcct the customer's abrlity to 

meet the obligation. Is the commcrcral. socio-cconomtc. technological and poltttcal 

en"ironmcnt conduci' c to a succ~.:ssful sale or the product'.' (Weston & Copeland. l 99') l 

Capital: capital i<: measured by the general financial posllron or the linn as indicated hy a 

linanc10.tl ratio analysiS. "ith special emphasis on the tilll)!lhlc net worth or the cntcrpn~c 
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(\\ ton c· Copeland. 199-) 

(ottnbutton 1 the chent commllll.:d to the proJeCt .tt hand> In the c.tsc ol fm.mc1.11 

mst1lUIIOib ach ancmg credit. 1 the customer'' 1lhng and able to make contnl utlon! I he ab le 

to raise the tmmd.lhlf) dcpn 11 tcquucd 111 the case of a mottgagc loan or 1s the deposit 

borro\\cd from a thml p;u1~ making the project 100% loan linanced? If the client is h:l\111£ 

dilliculty rai sing th" dcposll. he is likely to be unable to P·'~ Ius llbt.tllments ICgul.trly 

t\\'cston & Copeland. I ')'J:i 

fhc si:-; Cs of credit tcprCsl:llt the factors b~ "hich credit rbk is judged lnfmmation on these 

items IS obtained li·mn a number of sources. including the lim1'::. prior cxpcticncc "ith the 

customer. audited financial swtcments for pre\ ious ~ears. credit rcrolling agcnci~:s ur the 

customer's commercial h<lll~ Statistical techniques. espcciall) rcg1e~sion ~m:.d)sis and 

discriminant analysis. ha' e been used '' ith some success in judging cn.:d ltwort hincss. These 

methods \\Ork best when indi,idual cred1ts are relatl\el~ small and a large numbcr of 

borro\\ers arc in-.:oh cd, as in retail credit. consumer loans and mortgage lending ( \\·cston & 

Copeland. 1995 

2.6 Functions o f a Credit Depar1n1ent 

f·or many )Cars. lrCcht control or credit management "·ls rcg.uded 111 m.my linus as simpl) 

collcc tmg debts. In 1 cccnt )CJrs the role of credit management ha become s1g111 ficantl) more 

ntensi\c. 1 he a11n of good cr tht management j, the maxmiiS.ItiOil of ptolit.thlc sales O\ cr the 

honest acceptable pcnod and "nh the minimum of bad dcht lo scs 

\(cordmg to chu tcr ( J9')t)l. the core functions of a credit dcp.lftmcnt me (j, c-lold: 

I <>tJbh hmcnt of C1cd11 tcm .md l1mits: taking mto .tt:count the nsk 1m oh cd and haNng 

20 



\ 

diS] Ut<.: 

J.... tn n 

pportUilliiC 

and conuol of debt 

rc kept under control. 

th t a rcl:d t 1 11s 11 .tlh 1 cd to .• 111 Jugh nc;k 

1 t.Ikcn prumpth 1 n.: oh c am qucn or 

~lamtcnancc of the ale lcdg~:r· n unnc that the cu tomct ma~tL'l tile ts up-to-date and 

nl'Cll rak. ml(lthat p.t)lllCnts and othl:r ucljustmcnts ha\C been .Ipplted p10111ptl} and accun11cly. 

Collection of pa~ment: in a manne1 ''hich creates LIK optimum cash utllo\\' ''hilc at the s<Hllc 

time ensuring contmu1ty ofbusmc s ((red II Anal) 1 -Simon & chustcr. 1999). 

Credit risk management is the procc s of identi f}ing nsk Ill an ill\ estment. . When the risk has 

been 1tk nt1 fico, Investment decisions can be made and the risk 's return balance considered 

from a better pos1tion. The main approach to reducing credit risk is b) mo111tonng the 

bcha\ ior of clients \vho "ish to .tpply for credit in the business. fhcsc clients may he 

businesses or mdi,·iduals (Saunders, 2006) 

2.7 Phan11accuticaJ Companies and Credit Provision. 

A pham1aceutical company is a cnnHncrcial husmcss licensed to research. develop. market 

and or distribute drugs. most con111tunl) in the conte:\t of heallhcarc. They can deal in ~cnc1 ic 

and nr h1<111U medications. They arc subject to a variety of ht\\5 and regulations regarding the 

patenting. testing and marketing of d1 ugs. particularly prescription drugs. From its 

begmnings at the start of the I 9th Ccnwry. the phannaccutical industt) 1s no\\ one of the most 

successful and inllue111ial. allracting both pra1se and controversy. ~lost of today's major 

pha1 nwccul1cal companies "c1c l{nmdcd in the late I 9th and early .20th centuries ( Duflie and 
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mgleton. _003 J 

I rddc credn IS created '' hcne' cr a supplier ol h.:rs h.:nns that • IIO\\ the bu~ cr to delay pa~ mcnt 

Srnith.C'hec&Smith.( I91NI .tsser t that unless trnn actions hct,,ccn finus occur 

mstantaneously. Jl.l~ rnent arrangement arc. in effect. credit terms. 'I his arrangement happens 

C\ cr) lla~ '' ithin the phannaceutical mdustry ''here the high co t of drugs cannot allo'' for 

\. tsh pa~mcnts S.tlcs gro'' th ol existing products ami launch of new products arc key dri\CT'S 

of a pharmaceutical fim1· s business perfi.>rmam:c. 

Credit-constmined finns ha'e no more access to bank fundrng and arc forced to restrain their 

activity. llo\\ C\ cr finns may ''itch to another form of extemal finance knO\\ n as trade crcllll. 

Research show that. in both LS and Europe. trade credit represents a significant p.rn or n 

lim1s' cxtcmal fundmg ami that the usc of trade credit is much increased during pcnods of 

monct:ll) contractions ( ~1atcut Srmona. 2005) 

According to Berger and Udell ( I ()1)8), in 1993. 15. 7S11 ~. of the total assets of sm.tll US 

businesses wen: funded h~ traJc crcdrt. Srmilarl}. RaJ an .tnd Zingale ( 1995) document that. rn 

199 1. trade crcdrt represented 17.8% or total assets lor American finns. 22°'o for UK firms. 

and more than 25"u for fim1s in countries such as Italy. !·ranee and Gc1111any. 

The literature nn crcdrt-markct imperfections ranks trade credit as more e:xpensiH~ than hank 

credit. An indicator of trade credit unanracti\ cncss is the lost c:rmings. when customers do not 

us~: the early payment discount. 

lhc transactions motive theories of trade credit sugge~t that pro\iding trade credit by 

phannaccutical fim1s reduce the costs of adnunistcnng in' oices between suppliers and 

bu)crs undcnaking regular exchanges of goods and sen rccs (Nilsen.2002 ). Phamwccullcnl 
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fim1c; lace trong scasonallles or unccrt.mutlcs in the demand for then product .mel ma) lt:l\ c 

to build large 111 \Cntonc 111 order to mamta111 their producuon lc\cl B\ ollcrmg trade crcdrt, 

tlnns m.r~ be .thlc to m.magc thc11 Ill\ en tor) pos111onc; better and reduce" .trehousmg costs. 

Credn pro\ i. ion pia) s a 'ita I role in the operation of a phannaccutJcal linn by acting as n 

cash management tool (Ferris. 1999 and Nilsen. 2002). By dcl,ry mg the payments for 

purch.tses. a linn may he ahle to hcttcr match the timing of cash receipts lhun sales '' ith the 

cash outlays for the costs of the goods purchased. 

lht:n .. also exists u ·quality guarantee' theory that postulates that tr\lde credit is a necccsary 

tool \\ hen there is unccrtainit) about the lJUality ofthe products pro,•idcd by the seller (Dcloof 

and Jegcrs . 1996) Suppliers '' ithout a reputation in .the product market can attest to the 

quality of thcrr products by hearing the cost of financing them umilthc hu)Cr can ascertain the 

product qualit) h} himsell 

Price drscnmination is another way in \\ hich trade credrt plays a role in the pham1accutical 

mdustry. Trade credit reduces the cffccti\'C price to the lo\\ -quality buyers. because credit 

tcm1s arL usually im·ariantto the crcdrl quality of the buyer. 

Fin11s with a high margin hct\\ecn sales and variable costs June a strong rnccntJ\C to make 

.1dd1t ronal sales \\ rthoul cutting the price to existing customers ( Brcnnan.l988 and Ra_1an. 

1997 ). 

l he financing ad,•antagc theories suggest that the tim1 pro\ iding credit has an ad,•antagc O\ er 

othc1 credit providers 111 assessing the creditworthiness of his clients. c.m better monitor his 

clients and can enforce rcpa)mCnt nftht: crcd1t (Chee cta/J 1) 1) 1). \rls..:n, 2002).Thrs grvcs the 

lim1 a three fold ad\'antagc \\ ith rc~pcctto linanc.almstJlutions int::\lcnding crt:dll to a buyer 



__ s Type' of Risks f~tc~d b) Pharmaceutical Companies 

lhcrc .111.: 11sk .md unccrt.tintics 111 the phannc~ccutrcal husrnc \\hrch Ilia) aflcct futur~.: 

pcrfimnancc 111cludmg expected gro'' th Accordmg to Campbell (-006 J. the folio\\ mg factor, 

could cause the ph.mn.u:cutrcnl firm' .tcnral re ulh to d1ffer matcn.rll) from expected nnd 

hi>toncal re ults. 

Rrs" that Research and Ocvdopmcrll "ill not dcli\Cr commercially succc sful IIC\\ pn,ducts: 

C'ontrnucd de\ clopmcnt of commcn:r:rlly 'iablc nc\\ products is critic:rlto the linn's ability to 

replace sales of older products that dec line upon C\pirution of c~clusi\c rights and to incrc.:asc 

overall sales. De' eloping new products is a costly. lengthy and unccrt:un procesc;;. A nc" 

candidate product can fail at <my stage of the process and one or more l.rtc stage product 

candidates could fail to receive regulatory appro,·al. \:c\\' product candidates may appear 

promising in dc,elopm~nt. but after significant m\·cstmcnt. fail to reach the market or have 

only limited commercial success us a result of efficacy or safety concerns. difficulty or 

C\Cessivc costs to manufacture etc (CampbelL 2006). 

Rrsk ol loss or c.xp1ratron of patents nr rnarketmg exclusrvrty: l·florts hy the manuf~tcturcrs of 

generic products may rnvoh·c challenges to the \alidity of <r patent or asscrtions that the 

altcmati\e compounds do not infringc on a firm"s patent. J'his infi·ingcment could adn:rscly 

affect a lim,· s tumO\ cr and margins (Campbell. 2006 ). 

Risk of suhstantial adverse outcome of litigation and govcmmcnt irncstigations: Unfa, orJhlc 

resolution of go' cmmcnt proceedings may ha' e a material ath ersc effect on a linn 's linanciul 

results. J"hl.! finn has to make material pro,isions m Its books of accounts (Crmphdl. 200(>) 



Rt k of competuion. p11ce comrols and hmnat ion on sales: 1 he ph.1nnaccuucnl industry is 

laced h) mm1m e compcttlton among nnd bet\\ een large mtcm.mon.tl firms thnt manufacture 

ongmal propnet) product and p10ducers of gcncnc phamlaccullc,,ls. (,encnc products ortcn 

enter the market upon exptrntion of patents or data cxclu i' tty periods of a finns· products. 

I his leads h.l a dramatic los ofsalcs and reduce re,cnues and margms for prupnety products. 

l'harm.tccut ical products arc subject 10 price controls or pressures and other restrictions in 

many markets. The Kenyan government intcrv~:ncs lhr~:ctly in ~ctllng prices .The Kenyan 

go\ emment heing a major purchaser of phannaceuticnl products. has the economic pl)WCr to 

C\ert substantial pressure on prices or the tcnns of access to li.mnulanc~ . A firm cannot predict 

\\hcthcr existing cnntmls ''ill increase or nc\\ controls'' ill he intmduced thnt wi ll reduce the 

linns margins or affect m.herscly it's ability to introduce ne'' products profitably (Galai. 

2000). 

Regulatory controls: a finn must comply with a broad range of regulatory controls on testing. 

!Opro,·al, manufacturing ~md marketing of 1ts pham1accutical products. These controls affect 

the cost of product dc,·cloprncnt. the time the products take to reach the market and the 

111Ct!rtainty of successfully doing so. Stricter regulatory controls also heighten the nsk of 

''ithdrawal b) regulators of.tpprovals prC\JOUSI) grant..:d \\hich would reduce revenues and 

can result in product r~:calls and product liability lawsuits (Campbell. 200(>). 

Risk of intem1ption of product supply: The manufacture of pharmaceutical products and their 

constituent materials n.:lJuircs Clllllpliance "ith good manufaclllring practice n:gulations. In 

Kenya all the phunnaccutical fim1s manufacturing sites arc .;uhjcct to rcvic'' and appro\'al hy 

the Food and Drug Authority. Compliance failure h) suppliers of kC) materials or e\ en a 

finn 's own manut:Jc turing l~1cilities could lead to product recalls and sctturcs. mterruption of 
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prflductron <md dela) S in the apprt''uls ol llC\\ products pcmlmg resolution ol manufuctunng 

r 'ut: on compliance can al o rc.: ult m fines Jnd drscorgcmcnl of profit (C.rmphcll. 

~II! I(> 1. 

R1'k I rum envi ronmental linhililics: ll1c ern ironmcntal 13\\ s of Ken)•' impose actual and 

potential obligations on a phanmrccutil'nl firm to rcmediatc contaminated sites. Failure to 

manag..: pwpcrly lhc cn\'irnnmcntal ri:;ks could result in additional remedial cnsts that could 

materially and ad,crscly arth:t the linn'!' t'pcrations (Galai. 2000). 

Rrsk of Reltancc on lnfonnat iun I cchnology: ~lost large phanmrccutical finns <Jrc 

increasingly dependent on infonnation technology systems. including Internet based systems. 

for internal communications with customers and suppl iers. Any ~ignilicant disruption of these 

S)stems. \\ hether due to computer \ iruscs or other outside incursions. could materially and 

a<h-ersdy affect the fim1"s operations (Galai. 2000). 

Risk of Taxation: Large muhinatinnal pharmaceutical fim1s have suhsidiaries spread world 

\\ide Th~ effect!\ c tax ratc on a firm's camings bene lit from the fact that a portion of its 

earnings is ta'\ctl at more f:l\ ourahk rates in some jurisdictions outside the parent company's. 

In Kt:nya the largest phannaccutical company. Gla\oSmrthklinc is a subsidiary of 

Gla\ ,c.,muhklmc Pic ''hose hc<td office is in the UK ''here tax hl\\s arc not as fa\ ourablc. 

t<iala1. 2000). 

R1sk t,f Global Political ami Fcnnomic conditions: Large multirwtional phannaccutical lim1s 

conduc t a substantial portion outside the parent company's hom.tgc. ~luctuations 111 foreign 

26 



exchange rate rn::t) matenall) an\.:ct the group's re ults. "I he group hn no control 0\er 

lh:tnl!CS 111 mll.ttJOn. mtcre5;t rate or other ccononuc factors affcctHH! the busmcss or the ~ ~ 

pussrbaht) of 1 ohuc.tl unrest. lcgnl and regulatory ch.mges or natron.llll.llron 111 JUIISdrction 

'' hich the group operates t Campbell. 2006 ). 

Accounting Stand,tnl!': With the adoption of the International Financ1.1l Reponing Standards 

(II RS ). changes in th~ market 'a lu,ttmn of ccnain financial instrumcms ''iII he reflected in a 

finn's reported results before tlwsc gains or losses arc actually rl·ali;cd and could h<l\'e 

significant impact on the prolit and loss statement in any given period (Campbell. 2006). 

Risk of'inH!nting diseases· : Researchers at Newcastle Uni\'crsity in Australia said fim1s ''ere 

putting healthy people at risk h~ rnedicalising conditions such a:; menopause. But the 

pharmaceutical industry has ah\:t)S denied it im·ented diseases (Galai. 21JOO). 

Risk from concentration of credit sales to '' holesalers: Large multinational phannaccutical 

iirm 's sells their products through '' holt:salers. in addition to hospitals, pham1acics or other 

groups I hcsc s.tlcs arc on credi t hasis. A firm is e'-posed to a concentration of credit risk in 

respect of these cred1t sales such that 1 f one or more of the wholesalers is a fleeted h} financial 

difficulty, it could materially and adn:rsdy affect the linn's financial results (C'amphell, 

:!006). 
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~ .9 Credit Control Policy and Risk 1anal.!emcnt in the Pharmnceutical ...... 

lndu tr~ 

\ \,;cordmg to 1\\ing•. (2006) the•e i need for an cffccti\C credit control pohC\ to manage 

cn:d1t n~k . lienee in order to cnsmc a fairl~ health) credit management r•oga.un, \\llh 

mm1m.11 cxpcnsi'c bad debts and minirm1cd credit risk. a compan) strhcs to cstabliJ1 an 

dlc~.:tJ\ e cre<lit Clllltrol and lending policy. Surprisingly. a IC\\ comp.uucs do not ha\'c any 

... uch policy ami even more ''nnying. many uf the companies '' ith l.'rcdit control policies still 

~111 Ill operate the policies ~o much so that the companies' debts soar and seriously affect the 

companic .. : ' 'cry cxi!>tcnce, in terms of profitability and a healthy c~1sh lhm 1C'BK Suncy. 

:won 

( ·redll management .md pohc> arc the basts for makmg decision on extending crcdtt. uch 

dcc rstons imohc credtt standal(ls, credit limit, crcdlltenns and the dctcnnin.Jtion of\\ho sh.lll 

r\.'tc.: t\ e credit. A fl amC\\ ork c;hould cxtst for C\ aluating dcci5tons on changmg cacdit policies 

( \\ C'>ton & Copeland. 1995) 

I radc credit. "hich ts the focus of this paper. ill\ oh cs :1 JOint commodity- financ~o1l 

tr.m~act ion \\ hcrcl.>) the cxch:mgc of goods is S~!paratcd 111 time ftom the exch.mge of monc~ 

t i re .md "tO\\C. l'J93) In elkct. goods or scnices arc exchanged for a loan. ''hrch IS 

uh cqucntl) cxchangctl for ca h. I ~ptcall). credit poltc} mcludc the pccJfication of crcdat 

· • 1l!=. .md a range of policJcs co\ ca111c such acti' itics as credn risk cn:enmg, credit limn . 

ll 'mcnt tcnns. momtonn ', and collccuon and fundmg. 

< r ... dn polic> fllffilulatJ<ln ,,l,o coll'>idcr<; the organisnuon lructurc of the credit r11ncuon for 

\Jill pic, \\ hcthcr to dcccntr.tlt-;c 01 cn.:.nc a separate credit f-.uhsrd10ry ~.md other co1 por,ltc 



lk uc 1 ·' of the h ' r finn. 1 ~"tJ <.r \ I t product quaht~. 

tor (P1l \.: 1 t (hen: ., J(ll 

mt 1 t, m1th Chcc & ~mnh. (19()')) .credn pohc\ 1 n ult1 uc 1 I liH:rc 1rc 1\\0 ba JC 

11 ,,f tr.Jdc cr dll the Simpler lonn, nd tcnns. spc..-cJfi\.: that full p \mcnt '' due '' uhm ,, 

{\. 1111 pcnod niter dell\ en I 0 1 example. ·net 30· meanc; full p ~mcnt 1 due lO cln~s nficr 

Ill\ m;e, d ftCI that the buyer 1s 111 default. lm oicmg nonnall} occurs cJthcJ around the date of 

Jd'' cr~ 01 at the end t'f a hil ling cyril'. I he more complex lomJ of crrd ll . I\\ O pan terms has 

thru: haste' clcnH:nts: the chscount percentage. the Jiscourll period .md the effect i' e interest 

rat~ r hi.! most common t\\o-par1 tcm1s .trc ·2 10 net 30" 11ti mean .1 2° o di scount for 

p:l\ml.!nt '' ithin I 0 da)S and a net pcnod ending on da~ 30. A '' tlh net tcJms; the buyer is in 

dl:l.llllt tf pa) mcnt is not made b~ the end of the net period . 

., I 0 Credit .\ppraisa l Criteria in Pharmaceutica l Companies 

2 I 0. 1 \ lcasuring Credit Ri sk: 

Tu C<llihralL thc dt.!fault risk C:\ JWsurc of its credit and Ill\ cslll!Cilt decisiOns. a corporal~.: 

m,magcr nct.!d~ to mcasur~..: the prohabll1l) of borrower default. ., he ahilit\ to do this largely 

depend ... on the amount of information the manager has about the horrtl\\cr. '1 he avai labil ity of 

n1orc intonnation along with the )o\\cr '" crage cost of collecting such infom1ation. allo'' s 

corporate managers to usc more :\Ophisticated and usually more qu.mtitat i\ e methods in 

a_scsstng dci~IU It probahi I i l i(; .... ( Saumlcr::., 20112 ). 

[),tfcrcnt models have hccn cmploycd to assess the default ri sk on tr.ttk crcd1t: these 'ary 

from the rclati' ely qualitath c to th\.' highly quantitali\ c. Funhcr. thcst.! models arc not 

mutually cxclush c in that a corpl>rJtc manager may US\.' more than one to reach a credit 
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prtCIIH! dCC I 10n 

"- md ( .. I '-). n.tl ) cd the crcdll n k mnd I m three bro. d group 

t ) ~<tlnall\ c mod I . ( redu sconng model .md Ne'' c1 models. 

2. 1 n._ Qualitati\ c ~1odcls 

In the ab cncc of publicly aHtilahle mfonnallon on the qualit) of hono\\ers. the corpol.tte 

man~gcr ha to ns cmblc mfon11at1on fmm pm ate sources- such ns croon files-and or 

purcha c such Information from extcmal ourccs- such as crcc.ht rating agcnc1cs. I Ius 

inf"t1rn1 ation helps a m;,magcr make an infi.llllH.:d judgment on the proh.thility nf default ami 

price the debt correctly. Hm\C\ cr a nurnhcr of key factors cnll.:r into the credit decision. "I hcsc 

include ( I ) bon ou er-spccijic factors that are idiO!>) ncratic to the indi' idual hornm cr and 12) 

market- spccl)lc factors that ha\ c an unp.tct on all borrO\\ ers at the time of the crcllit decision. 

The corpo1.1te manager then ''eights these factors to come t<) an oH~rall credit decision. 

Because of their reliance on the suhjccth c judgment of the managcr. these models arc oticn 

called expert S) tcm~ (Saunders, 2002). 

2.1 0.3 Crcllit Scoring Mollcls 

Credit scoring 111ndcls usc data on ohsen cc.l horrowcr characteristics either to calculate the 

prohahility of default or to ·llrl hornl\\ crs into different default ri~k classes. To employ credit 

coring models 111 this manner, the manager must identify ohjccti,·c economic ami financial 

measures of ri k fiu any particulur cia s of bommcr. For corporate debt, financial rnuos such 

as the deht-cqully ratio ;m~ usually key factors . After data nrc identified. a statistical technique 

qu.mtifics or cores the default risk prohahillly or default risk classification (Saunders, 20021 . 

..., I 0.-l 'ewer \1odcls 

One m.ukct h,1.,cd method of assessing credit risk exposure and default pfllhahilit1cs is to 
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anJI} e the n k prcmrum mher~nt 111 the current tructurc of )'1Cid on corporate <k:bt or loan 

to mular n k-ratcd borTO\\Crs {Saundcr . .2002). 

2 11 Review Of Past Studies 

:\h\ irigr (20061 cmTicd out an as c smcnt of crcdrt risk management techniques adopted h} 

:\lrcrofinance 111 titutions 111 Ken).l. lie asccn<~incd that a significantmuuber of :\licro Fmance 

Institutions (lJ2.5° u) ha\t.: credit management policies as a hasis l~1r obJCCti\C credit risk 

appraisal and that most \I£ J's used thl.' (> ( ··s critl.'ria ami used all the C's in appraising th eir 

horro'' crs 111 the folio" ing order: capacity completion .contrihution. character. 

rea,onablcne"". condition and finally collateral. 

~lajority of the MFI's ranked credit risk (SO%) as the most important risk foiiO\\CU hy interest 

rate ris"- (62.5°u). market risk (57 ~'}u) and foreign exchange risk (40%). 

Abedi (2000> found out that liquidity risk and credit risk arc the most rmportJnt risks that 

hanks in the l ~ \ face. The study established that the most important risk ~IFI's Hrce \\<IS 

credit mk l'ollm,ctl b) rntcrcsl rate rio;k and technologrcal risk. and that they li!'Cd •maps 

followed b} t<.m ... ards. futures und lilstl ~ opt1ons to manage risk. 
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I he.: "tud) emplo) cd a sun C) de tgn. 

3.2 Population 

I he targt:l p\1pulation of interest was the 20 pham1accutical manufacturing firms upcmting in 

Ken~ a. I he population nf registered pharmaceutical m<mul~tcturing firm in Kenya \\US 

pro' ided h) the phannaccutical industr) regulator in Kenya. Phannacy and Poisons Board. 

The Board regulate. the Practice of Phannac) and the Manufacture and ·1 radc in drugs and 

po~:-.ons . J he list comprises lim1s eng.tgell in the production of propncly original products as 

''ell as those engaged in the manul~u:turc of generic drugs. 

3.3 Sampling 

-r h~ qul.'slionnain: was distrihutcd to the Finance Manager or Credit Controller nf the selected 

linn. 

The Finance ~lanager ''as selected because he is invohed in the process of fimnulating the 

credll policy of the lim1 and also cnsunng that the credit policies arc implemented .. 'I he credit 

contwllcr is charged "ith the actual implementation of crcdJt policic . 

3.4 Data ollcction J\..1cthod 

1 he names and addresses of Pharmaceutical manufactunng firms in Kenya ''ere obtained 

I rom the l'h.mnacy and Poisons Board. 



Pnmar'\ d:u.• ''as collectt:d usm~ a cmi-suucturcd que tionnaire. adnum tcred to the hmmcc 

~ IJnagcr 01 ( u:d11 controller. I he drop and p1ck later app1oach ''" u cd 111 tlus stud~ and 

thus constdcrcd an appropnatc method because tt £'' cs respondent t11nc to complete the 

quec:uonnau--c and gi' c the researcher .m opportunit~ to IC\ •e'' the que tlotmairc before 

p•cki ng to en urc complctcncs~ of the rc ponsc;;. 

St--comlary data \\ "" collected from hwchurcs. supplements. nc" spapcrs ami other rclc' ant 

J1llh I i cations ll r l'hmmaccut i cal li llllS. 

3 ) Data Analysis 

Data ''as anal~ zed using dc;;cripth c statistics such as percentages and t:thulations "ith the 

help of the c..,psc.., Package ''hich is a statistical and data management package fur analysts and 

rc~carchcrs. ·r he ana I ysis was carried out on lht: cn:dit risk management practices of di ffercnt 

ph.tnnaceutical lim1s when offering trade crcdJL 

Comparati\'C analys1s was done to identify any difference~ 111 practices used hy the 

Pham1accutical lin11s. 

,.., _, _, 



CIIAPTER 1·0( R 

1 ht chapter pre ellis the anai)SI of the data collected and mtcrprctcd on the a c mcnt of 

creJit risk management practices adopted b.) phammccutical finns 111 Kcn)a. 

ltts e' idem that the phammccuticalnwnul~tctunng is in the hands of the pt i' ate sector. All the 

~~~fi rms engaged in the mo.mul;lcturing bust ness in KL·n:a arc ptl\ atcly owned. 

4.1 Data collec ted and ana lysed 

D.tta \\as colkctcd from 20 firms engaged in the busllll:SS of phannaccutieal manufacturing. 

Out of the 20 targeted fim1s. 14 responded. This represents a rcspon c mtc of 70% "hich is 

considered adequate to fonn a basis for 'alid conclusions reg.mling the credit risk 

management practices adopted hy phannaccutical manufacturing litms in Kenya. Table 4. 1 

belo'' shows an o,·crvicw of data colh.:ctcd. 

Fim1s that did not respond .!.a\C various reasons like conlidemiality or the inf"om1ation: 

required authorisation lhmt management to complete the qucstionnain:. rear that the 

1nfom1ation "ould he h!akcd out to competitors and that their" orkln<td was too much to spare 

t1111e for a qucstionnai rc. 

ccondar~ data was ohta111cd from brochures to pro' ide more information on the business or 

the finns. 

Table 4 I Re..,pnn~e Rate 

Population 

Sou,.cc: ReH:arc lr I >aw 

'\o of fimts Sample (t) 

34 

Rdumcd 
Qw.:stionnaires(y) 

'\ot Rt:tumcd(t-y) 



4.2 Background In fonnat ion of the Firm ._ tu lied 

421 Ph)sicalloc,lli<nofthelirnl 

lhe finn:- ~ludied ate loc.ttcd all O\Cf the countr~ "ith a htgh conccnuattott 111 .urobt's 

Industrial \rca l'ahlc 4.:! hclt1\\ dcptcts this inltnmation. 

I able -!2 location or th~ linn 

I ' o of fim1" 
17 

cal I ocalion { Ph~ si 
Nair< I hi 

l1.1sa 
·ct 

rolom 
r-----------1 

Eldllt 

' I hik. I 

Total 21J 

Source: Research IJata 

0 ' 
II 

~5'Yc, 

5% 
-o/ 
;) n 

-o/ 
) II 

-

\5 indicated abO\'C S5% or th~ limlS arc located in Nairobi. 5% in rolomha a. 5% in Eldorct 

and 5°/o in Thika. 

4.2.2 0\\ncrship of the firms 

r\11 the finns stlldH.:d arc priv.ttely 0\\IH.:d. ·1 he go\'emment has cstahlishcd itself as a great 

buyer of the phannaccutical products_ thts cxplams '' hy it is not ~.:ngagcd in the actual 

production. 

4.2.3 aturc or the business 

All the fim1s studied ( IOil"u) indtcatcd that the} ''ere engaged in the manufacture of 

phannaceutical products. 'I hcsc range from O\'er the counter drugs to pn.:scription medtcmes, 

mtra,enous nuids. antihiottcs. anti -retro\ irals. Some arc also engaged in the pro<.luclton of 

health drinks and oral care products. 

r -) 



4.3 ·rcdit Control Pnlic' 
'"' 

4 .~. 1 Factor consi<krcd in ~stab l i..hing a cr~di t control p 1licy. 

In rcspon"c to the mnkmg of factors to cons1dcr in estabhshmg a cred ll control pohc\. 

majon t~ indic.l!cd that they mostly C(lllSidCI Cd lin,mcial :-tahility ufthc customer c 100°ol. the 

existing. credit pohcy ( IOO'i'o), tate of the economy (75'!o ). general trend of credit extend co h) 

the li m1 ( 7211 ~•1 and lastly considered '''ns the O\ crhcad costs (SO%). "J able 4.3 bcllm illustr.ttcs 

th1 s data. 

Table -t .3 !·actors considered when establishing a cred1t control policy. 

~r--- -- I Most considered"~. 
Fmancial stahilit \'or customer I 00 - · ----~------------------State o f Econonn -s _._ __ _ 
General trend of credit extended to \Our tim1 '2 

r ~erhcad costs • 50 
f]ili __ tmg crcdJt pohc> ----------l--10_0 ______ ._ ______ __. 

Source· Rcs('arch Dal.t 

4.3.2 Existence of a credit policy manual 

\lajority of the lirms studied (78%) do not ha' e crcd1t poltcy manuals and various reasons 

were gi\'en for not having nne in place. "J his tS not a goo<.l trend hccausc a credit policy 

manual is the blueprint used h) a business in makmg 1ts dcc1sion to C\tcnd credit to 

customers. I he primary goal of a credit policy manual is to J\ oid extending credit to 

customers '' ho an: unahlc to p.ay their accounts. 

The li mls that ha\ c a credit manual listed the following as the most important contents of the 

credit manual: establishment of credit limits. establishment of credit period, and credit rating 

of CUStOnH.:rs. 

The linn" that do not ha\ e a credit policy ga' c the foliO\\ ing reasons as 1 :mkcd helo" : 



I ahlc 4 Reason-. fo r not h,l\ 111 • , , c r~drt manual 

Rankm .. • o I oo complicated 

_.. to d e' c lop 
lo t t 'ons idercd 

I en t Con itkred 
\ ,,,.,e N, ·~eurrh Daw 

looco tl) to 
:lc\ c lop 
JUOo 
90° o 

\ i ndr cat~d in the ahm ~ whle 5 •;" con!'idcrcd cred11 manuals .rs not nccc sar). 58° o 

Cl)lhidcred them ton rigid. 1J"" cnnsidcred it lt'l) compllcatc'l to de\ clop and on I~ I 0" o 

consrdcr~.":d it too co~tly to de, clop. 

~ 1.3Crcdit Polic: ObJeCt I\ cs 

\\1Jcn asked to rank the credit policy objecti' cs of the linn. majority of the respondents 

consrdcn.:d minimising credit costs as the most imponunt ohjccti\ c ll 00%). elimination of bad 

customers v.as ranked ut (90":,). lool lo gain compcllll\c advantage was ranked at 21%. ~ los t 

n:~pondcnts did not consrd~.:r caming tnterest as a major cn.:di t pnlicy objective and it ranked 

( "o ). 

T a hie -l 5 C re(ht Pol icy Ohjt:cti' cs. 

C redit Poli~ ObjectiH 'I + l\lo tly Con idercd l.ra'lt Considered 

\ltn!mtsing credit co~--- I 00....:.0'-=-u----~-~....:.O_"_o _________ -1 

l ·~~~:·::;a~;~~::~~~~~r: 2 1 u,o ~!~::': 
a<.hantagc I 
Eam Interest from th1s surpJ-..,;h....;;t s;.___,L....:;8.;.~-=-o-----~--.L.......;.;........;;.. ________ __.J 

Sour( ( Research I>u1u 

-+.3...+ Practi ces considered in managing credit ri sk exposure. 

\\hen res pondents ''ere ~1sh:tl :thout the practices the~ adopted to manage crcd it risk 

exposure. a majority oftlcht collection sel\ ices (72°n). \\hilc -oo., used letters of credit. 

( rcdit insurance \\aS u:-cd b) 2"" ~, of the respondents. ~l·tting offanc.J use of Surety bonds and 

-.ccunusatJOll \\CJ"I.: unpopul.tr among the respondents because none used these methods (fnol. 
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Th1" mfonuation i::; 1llust rnted m the tahlc bciO\\ 

llu trt!nd 1s an mchcauon that scr' 1cc of deht collectors an.: rcllc.:d upon b\ ph.mnaccuucal 

m.mulactunng firms. 

I able 4.6 Practices used in nwnagmg credit n sk exposure 

f:
Practicc con'lidc n ·d 
D~.ht collection sen ices 
:actoring ol l.kbt ----c edi t JnSlllllllCL ,_ 

Surety Bonds & S\..'curitisation 
I dters of Credit .;....._ ____ _ 
'\.cltmg otT -~ ..:....:.;:___ _______ ~ 

Sown. Rc'iearclt Data 

-L3.5 Organisation o f credit control acti vities. 

\lajority of thL respondents ( 7211 ~•) imlicatcd that credit control acti\ itics arc organised as a 

unit within a department whcn.:ns only (28'%) ha"e separate credit departments. 'This is an 

mdicauon that lending IS not ,, kc~ functton of the phannac~:ut ical finm• as comptlrcd to the 

financial institutions. This infonnation is illustrated 111 the table hd<m . 

Table 4 7 Organisation of Credit ( untrol Activities. 

~ --------------'\.o of respondents _1_Pcrcc.:nu~c 
A unll within i.l dcpartmc.!!!._ In 72'' ';..' ---------1 
\\'1thin a sc~aratc dcparh~..:.;ll~c•;..;..,t:__~-4..;___________ 2S"u 
Other 0 1 0'/u 
TOTAL 14 -~ IOO'!•• 

~~~..;__------------~ 
Source. Rc:;;carch /)uta 

-t.3.6 Personnel itn oh cd in credit risk assessment 

The re.,pondcnts \\ere asked to indicate the personnel in the firm \\ho arc in,·oh cd 111 credit 

r-J'-k .Jssessment . The response gi,cn "as that the departmental heads .111d the credit managers 

''ere (100°~,) fully ill\ohcd ''hcrcu~ lhl: Chaimmn and the Credit commlltec were least 
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I tble P rsonnel ill\ oh cd m credit nsk as esc;ment 

Per onuel 
Chamnan 
~lan,t~mg Dm~ctot l ,enctal i\lnna_gcr 
Dt!p:uuncntalllcau 

I 
Ctcditmanagt!r Finance ~lanagct 
Ct edit ( 'ommitlct: 
\n\ Other 

--------~------

\ ret Re.,earc:h Data 

4...+ Credit Appraisal 

~IOStiii\Ohcd 

-+...+. 1 Frequency of rc\ ic\\ of credit policy 

5 t o of the responucnts indicated that the credit policy ts re' icweJ ) carl) "hercas the 

remaining son,;, indicated that the rcvic'' is carried out quarterly. 'I his sho\\ s the importance 

attached tO the prOCCSS or CrCtiJt pOliC) rc\ ICW in the phamlaCCUtical Industry. 

Table ..f 9 f-requency or rC\ ll!\\ of cn.:dll policy 

.---
,__ 

- - --
o of respondents Percentage 

Ycarl\ 7 50"u 
I---· 

·arlv 0 0"~ - ·----- - --
ly 7 SO":, 

~H_alf Yt.: 
Quarter 
~ 

Other () • o~., 
-

Total 1-+ 100% --- -~ 

Source Rc.\cw-ch Data 

4.-1-. 2 Credit appraisal process 

(\Jajority of the respondents (71%) indicateu the crcuit appraisal process is ohjccti\c ''hile 

only ( 29° .,) c.~-,st.:rlthat tht.: process is rather suhjccti,c. 

Tahlc 4.10 Crc~tt -\pp•_·a_is_<•l Process 
RJnkm~ . 1\;o of n.:spomlcnts __ 

OhJ~Cthc I U 

<;uhlecti' c ±4 
I vt.tl 14 --------

29% ----
1 00"~. 

JC) 



4 4.3 \Va~ s used tn create crcd i l risk a'' are ness to employee 

lhc r«.: pondcnts t9'0 o) mdrc.tted lhnl regular mcctmg t the mo 1 \\ldcl) u eel mcthocl of 

crc.tllllgcrcdit n k a\\arenc slocmplo)ecs. foiiO\\Cd by both rcgulm tramingand uscoflmc 

managers ( 0° ,,). 

I he credit manual wa... le.t:-1 used ns a means of creating credit ri . k 3\\ nrcncss to the 

1 his inform:.llion is illustruted in the table below. 

Tahk 4 . 11 \\'a\s uscJ to creal\! l'rcdit risk awareness to cmplo\ccs 
I \lcthoJ :\lostly usL"d 1 cast us~ 

RL ..tular meetings 
R<.;~ular trainim! . ~ - - --"':._____ ___ -:----lr:---:-:--::-------t--:.:-:-=--;------

1 
L s~ of lrne manal!.Cf!> su )Cf\ 1sors -~....;...;..;._ _____ t-------------i 
Credit manual l An} othc_r ____ _ 

20% SO% 

Source Resear< It Dura 

4.4.4 Use of the 6 C's in Credit appraisal 

It \\as cstahhsh<.:d that the c,c·s model of credit appraisalrs '' idd) used by the pham1aceutical 

firms h emerged that coll.ttcr.ll ''hose usage was sou,.,, "as the least pn.:fcrrcd lac tor. 

Character \\aS preferred by all (I 00.,~,) the respondents foiiO\\I:d h) contnbutton , .. hich scored 

Capacity, condtttons and capital all ranked at 72°o in usage. 'J his is an indication that the (,("s 

''idcly used to reduce risk ofddlntlt. fahlc 4.12l sl.'! ofthc () C's in Credit appraisal 
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-L .. Orgamsauonal Performance (2002 tn 20(1(,' 

-L 1\ I Bu:.-mc~ p~rfonnancc 

I he ph.mnaccutical finns studied hc111g pr i\ ntcl) O\\ ned did not "mll to pro\ ulc infOJ m,ttion 

on thcu linancial pcrfonnancc. I lo\\ C\ cr the) auributed 'arious 1:1ctors as the key drh crs 10 

then pcrform.mcc. ~lajority nf the finns <'J5" o) attributed impr O\ cd dcht collection methods as 

th~: mP.,t contributors to pcrltlllll:IIICC lolh.)\\Cd by impro,cd crcdrt appraisal (95'}o). lhcsc 

l~tctors arc analysed tn the table bclll\\'. 

1 ahlc 4. 1..1 Orgamsauonal Pcrlormancc 

Factor \los t contributed - ----- ------. 
lm lro\ cd debt collection methods l)5" o 

1---

~stomcr not willing to !£r'!r. deht 20" " 
Charged hi l!h interest on late debt pa) ments 15"'o 

Poor cconomtc condiltons 27°/o 
t.Jm pro"cd credi t appn.usu l 95° 0 

() I \n) other ---------~2~1°/ 
.\nwn:. Research Dma 

.f 5.2 Long term strategy on credit 

-~ 

l.c.ast Contributed 
- 1-:'-

.)~o --soo;, 
S5"o -
7111'o 

5" ' 0 

79'!o 

All the lim1s studieu ( I 00%) indicated that their organis<Hions ha\ c a long term strategy to 

~~,ntinu~: extending trade credit to customers. This shows that credit sales dc.:spitc the th!fault 

rate. incr~:ast. sales\ olumcs. 

4.6 Business Environment Factors 

4 6.1 Business environment 

\II the rcspon<Jcnts ( 1 00% ) indil·atcd that the environment in "hich pham1aceutical lim1s 

operate in is highly turbulent and tlwtthc tinns react to the em ironment \cry proacti' ely . 

... , 



4.CL2 red it p~rind 

I rom the dnt.t collected. the credit peuod gmntcd depended on the r1.1turc ol the customer. 

( ustomers like the gO\ cmmcnt \\ ho arc I cnder hascd cu to mer h:n c a credit pcnod of a 

I abk 4.14 Credit pcrrod .malysis 

C redit period ~o. uf n.•,pondents l'en:cntagc: 
l5 duvs 0 ----I ()" 

11 
~----1 

\() davs 6 ----45 duvs 3 
~--------------(){) da\S 4 

90 davs 3 
~~---

\nv other 7 -· -- -------~---------------

)ourcc: Rew.:arch Data 

4.6.3 Defaulting on debt repayn1ent 

All the respondents (I 00%) considered a customer to ha' e defaulted rn debt repayment when 

his nnorcc falls 0\ crduc hy 90 days. 

4.6.4 Difficult to pay customers 

!\ lost of the linm studied (9S0 n) put the .lccounts of drflicult to fl·" customers on hold and 

stop future sales trll the .~ecounts arc sellh.:d. 

(SO''.,) of the respondents prefer to engage the St::f\ ICl:S of dchl collectors rn dealing \\ ith 

difficult to pay Cthtomcr •. None of the respondents \\ill lea\ c the difficult to pa" customer 

alone to decide \\hen to pay. Institution or court proceedings and \Hiting off the debt \\ere 

least done and the) ranked 21% and 20% rcspecti' ely. 
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I 1hlc 4 15 Dealing'' 1th debt dcfauherc; 
----\ tron 

l c debt collectors to reco,cr dd>t 

I' 11 .1cco~mt on hold and s~ future s.llcs~__;,­
\ ... 11 ~m cash b~<>is onl~ 

\ ource: Research IJma 

4.6.5 Credit approval 

I ast done 
.!0 0 
~~~ 

7<) 0 

Among the tinns studied the function of appro\ ing credit limits is done by \'arious managers 

"rthin the organisat ion. II O\\C\Cr 72°o of the respondent nullcntcd that the Finance Di rector 

ha.~ to be im oh ed regardless oft he credit amount. 

r 
I ahlc 4 16 Credit ap~rO\ al 

--- ~-

No of res~ondcnts Percentage 
1\ lanagin_g Direct~r 5 38'}n 

Credit Mana~r 
~ t-7 SO% 

-

Sales \.1anagcr () 4,30~. 
-~ 

,_ -- -
Ftnancc Dtrcctor )() 72'; u 

\,urce: Re.~carch Dura 

4.6.6 Importance of various risks to the firm 

\\ ht::n asked to state the importance of the various ri sks, credit risk emerged as the most 

rrnponant (S8%). folio'' cd h) hquidit) risk (86%). then h) mat ket ri sk (79%). technology ri sk 

(-~0 o) and lastly by interest rate ri k t72% ). 

\'ource: Re .. carch dma 

1 ht.;; 1s infom1ation is graplucall) illustrated hciO\\ . 
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JQOO~ 

~ 80% 

~ 60% 
~ 40% ... 
~ 20% 

0% 

Importance o f Risks 

D D D D D 
Types of Risks 

So J ·cc: Rc5earch claw 

4 6.7 Lse ofcredtt dcn vatt\C~ 

o Most Important 

All the respondents m<.hcatcd thai they did nol usc credit dcrivati\es to manage credit risks . 

·1 hts shows that the market tor cn.:dtt dcrivatl\ cs namely credit dcl~lUit swaps and total return 

s'' aps is not fully developed In Kenva Some fim1s (28°1!) prefer to use bank guarantees to 

manage credit risk. 



CHAPTER FIVE 

5.0 SUMMARY OF FINDINGS AND CONCLUSIONS. 
RECOMMENDATIONS, LIMITATIONS OF THE STUDY AND 
SUGGESTIONS FOR FURTHER RESEARCH. 

5.1 Summary of Findings and Conclusions 

5 .1.1 Summary of findings 

The ohJCCI i \1.~ or th ts rl!scmch ''as to idcnll f) the credit risk man.tgcmcnt practices adoptcJ b) 

ph.mm.tccuttc.tl firm in Ken)••· Pnmar) Jata ''·•s collct:tcd b) u c of .t que umm.ttrc 

admint tcrcd to 20 litms eng.tgcd 111 pham1accutical manufacturing in Kenya. ll11 pnmar) 

data ''as !;Uppkrncntcd h) secondary data obtained from company brochures and b) '!Siting 

the '' ch 1\l.:s nf the linns on the internet. f'he data ''as anal) sed b) use of the SPSS and 

presented m the form of tab 1c , percentages and graphs. 

1 he 1 c c.trch lindutgs i ndicatc that: 

\Jl the 20 firm~ tudiccl indicated that thC) \\ere ill\ ol\'cd in the lllallllfacturc ol' 

ph.lllll.ICCUltC.ll drugs. :\lost ofth\.! linn~ (R5%) arc located in i':airnhi. Out orthn c located in 

'!,111ohl. ()1!11 u of the firm ,uc in ~airobi's Industrial Area \\here there rs :r high ulnccntr.ttion 

ofmdustric5. and hence proximity to the supply ol'nm m.ncrials. 

I he t\\O most 1mportdnt factors considered in cs1ahli hmg a credit control polic) arc the 

financ1JI stab1ht' of the customt:r and the existing crccht pohc) . I he) ''en.: con 1dcred b) 

1 OlJ' , of the re pondcnt . tate of the cconom) "a con 1dcred h) 75° v of the respondents. 

\l.lJont\ ofthc firms (7o o) do not ha,·c a credit policy manual 'i "n of these lim1s :-.tate<.! that 

the) drd not hm c a crcdtt polic) because it ' ' as too rigid and unnt:ccssary. 



\. tgnificant number of the respondent (I 00° o) m<hcatcd the mo t unport:mt crc.-dll pohc~ 

ol'-tl'Cit' cas being 11111111111 mg crcd11 costs '' hctc.ts ('JO" o) mrhcatcd clmllthttmg bad customers 

as a maJor ohjccti\ c of crcdn pohcy. Faming mtcrcst from the 0\ crduc accounts d1d not 

fe.uure as a credit policy nhjcctive. 

:\tot lim1s studied (72".,). l'onsidcrcd debt collection sen ices as the \\idL'Iy UI\Cd pr~tcticc in 

m.maging credit risk exposure in their firms. Leiters or credit \\aS used In 50"o of the 

respondents '' hcrcas netting ofT and usc of surety bonds "ere not used hv any of the 

re pnndents. 

i\tost linns (72°/o) h<t\ c the credit control activities organised as a unit within a licpartment 

'' hcrcas the rest 111dtcJtcd that they had separate credit departments. 'I his is an indication that 

credi t control as a department has not been gl\ en the importance it dcscn·es since having it as 

a separate department g t\ c tl tndcpcndencc and reduces rcltancc on subJeCt I\ tty. 

Tl1c departmental heads ami credit managcrs \\ere fully imohcd in credit risk assessment as 

indicated b) all the firms (I 00%). 

Rc' iC\\ of the credit pnlicy ''as practis~.:d yearly b~ SO"" of the !inns and the other 50"u 

practised it quarterly. 

~tajoritv of the respondents (71 %) imltcatcd that the crcdtt appraisal process is objectavc '' hile 

only C!9%) round it rat her SliOJCCth c. 

Holding regular meetings was the most "idcl} used method nf creating credit risk awareness 

to employees. This ''~'s used h~ 95" .. of the respondents. 



l\lost of the linus used th~ h( ., model of crccllt nppraasal 111 the follm\lng order. clw,tctcr 

1 11 I' (1 ). contrrbuuon I (>
0 o ). capacn v, condiiJons .md capttal each scored (72° o) \\ hcreas 

coll.rtcrnl "ns least used "ith a score of 5U" o. 

t\ II the rc.;pondents ( I 00%) indicated that the em iromncnt in '' hrch pharmaceutical fim1s 

operate in i!' highly turbulent and that the finns react proacti' cl} to the ell\ ironmen t. I he 

ir Lhtr~ as 'l.."nerallv characterised hy rapid product inno,•ations. technological ad\'ctnccmcnts 

and huge capitalm' cstmcnts. 

I Jcaltng "ith difficult to pay customers. (95°n) of the respondents mostly put the accounts 

on hold and stopped future sales till the accounts \\ere settled followed hy (80%) "ho engaged 

tl ~..sen aces of d<.:bt collectors. 

Majority ol th~ respondents ranked credit n sl. (S.,%) as the most important risk faced hy the 

lim1 foiiO\\cd h~ lrquidit} risk (S6%). market risk (79%,). technology ri sk (78%) and finally 

intcrest rate nsl. (72'Yo). 

It ~mcrgl.!d that the usc of crl.!tlrt dcm:ati\ cs rs not pructrccd by any of the firms studied in 

m.tnaging credit risk exposure. 

5. 1.2 Conclusions 

., he most \\ idcl) used credit risk management practices arc usc of debt collectors (72%). 

lcttcrsofcrcdit ('\0°1~). credit insurance (25" .. ). and l:tctoring ofdch1 (511 o) . In dealrng \\ith 

drflicult lo pay customers. most linllS ( 1J5''~) put the account on hold and stopped future sales 

ull the account \\as settled. ( O%) t:ngagcd scr\'ices of deht collectors. (43°~ ) resorted to 

c;clling on ca~h basis. 



Most finns do 110t usc c1cdit manuals iu credit nsk appraisal. I his is trend th.unccd 1o change 

bccau.,c the manual p1m ides ObJl'Ctl\ e gllldelrncs .md thus reduce the nsk nf default 

Credit tisk is the nwst crit1ralrisk and thclchliC ho\\ \\CII it is managed could great!) allcct 

the perfom1ancc of the firm . 

1 he Finance Director hn.;; hl he ill\ oh cd in the crccht approval process rcgardlc s of the ctcdll 

amount. 

5.2 Recommendations 

fhe pharmaceutical firms should encourage usc ol .1 cn.:tlit manual a~ hasas fiu lihcling out 

had customer~. Lack of cr~dit manual probably explains \\hy majority of the n:spomJents 

indicated the credit appraisal process \\3S objective. 

J he finns should cons1dcr usc or the more robust practices rn managing credit risk like netting 

off, factoring of debt ;md cn.:dll rnsurancc. '\icttmg off will be especrally rmponant to multi­

national phannaccut11. al finns '' hrch arc engaged in inter-company trading \\ ith the parent 

company. 

Pharmaceutical fim1s trc encouraged to practrce usc of credit dcri\'ali\'es in their hid lo reduce 

credit risk. Credit derivath c.:s present a unique opportunity for corporate managers to add a 

llt!W dimcnSIOil tO their e0ortS tO manage riskS. 

5.3 Limitations of the Study 

It was 'vLry diflicuh to con' mce the firms to fill in the questionnaire as they regarded most of 

lhc infonnatioll fClJIIC ted as confidential. Some said the .tpproval or lhc i\l<tn:tging Ducctor 

''as required hclim~ they could fill the questionnaire. l'h is further delayed the time allocated to 

4 ' 



get hack the questionnam:. 

:-.omc of the fim1 ~ •c fu o;cd to ncCL1)t the quesuonna~rc due to the fc.~r th.u compan) 

mfi.mn.Hilm could land 111 the hands of thei1 competitors. Th1s ''a ''orscncd b} the fact th.u 

ull the linns 1\) he stud1ed ,ue p1 i' a tel) tm ned and they did not '' mll an) publtcll) . 

It ' ' as a prohlcrn COil\ incmg som\! respondents that the results or the 1Cp<llt ''ould he used 

sold} lor acadcm1c purposes. 

The credit ri sk management practices in the pharmaceutical indusu) ha\ c not hcen 1 c:.carched 

on m Kenya and therefore 11 "as diflicult to obtain reference material 

5.4 Suggestions for Further Research 

There is need to carr} uul a study on reasons'' hy the phannac~.:uticalmanufacturing lim1s do 

not use Credit Dcri\ ati\ cs to manage their credit risk 

l.iquiduy rbk rankcd as S611
,. among the major risks alfl'cting til<: ph:umaccutical fim1s. 

Research could he ca11 ic<.l out on the impact of this risk on the operations of the finn. 

Liquidity risk ranked secnml in importance aller credit risk . 

\Ja,ority or the respondents (71 ~~.) tndtcated that the credit appraisal process is ohtecti' e: 

rest: trch c:.~n he carried out to lind out "hy there IS subjectivity in the process. 

Research on the impact of .selling on cash basts can he carried out. I his may eliminate debts 

hut ,ales ' olumcs could he a(herscl~ affected. 

49 



REFERE'\(T<:; 

'" til C r ~.,,'I· ~utces t![l"inance 1\\ ntl,thlc to Sm,11l Sc,tlc LntC!JliiS 111 N:111ohi, 

Ken~ .l npublished 1\ I HA Pwjcct. Uni' crsll) of t\!auobi . 

. \lcxandrc & Wagner (~llfl~l: An Extended Anahtical Anpronch to ltcdll R1 k 

~lanagemcnt. Ecnnomic ~otes 3 I (~). ~37 253.Biack\\cll PubJi -.hcrs. 

\It Fatcm i. I raj Fooladi (2006 ): C'rcdtt Risk ~lanag~mcnt: A sun l'V of Pt actit'cs. 

Conceptual Paper publtshed by Emerald Group Publishing Limited. 

BJsel Commtllce (I 999): R1sk in the Bankuu?. lnduStlJ:.: Published hy the Basel 

Commllte~.: 

CheeK & Smith R (I 999): EY1dence on the Dctcrmin:mts of Credit I crms Used in 

lntcrftm1 l radc. Joumal ofFmance. Blad\\CII Publtshers. 

( Iarke CJ & Sun irvarma(l999): Strategic Rt sk Management: The '\cw Competitive 

1ong Range Planmng. Volume 32. Published by Else\ ter Ltd. 

Copeland. f E. \Veston. J.F (2005): Fin1,1nctal rheory and Corporal_~ P9l !£Y.:...Boston: 

Pearson A<.ldtson \\'cslcy. 

Dcloof, '-'IJ!illl .Jcgcrs, 1\1. ( 1996): Trade Crcdtt, Product gualitv, and lntr~roun 

I nttk: I tnanctal 1\.lanagemc~Joumalol Busmess finance & ,\ccountmg \ olume 

26. £:mcr<.tiJ Group Pubhsh111g Limited. 

D.Dufli c. K.J Smgkton (2003): Credit Risk. Pnnceton University Press. Princeton. 

Dan~c..:l L \lcCany. Jerome S Ostcryoung. Frederick W S1cgel ( 1981 ): A ~lode_! 

Lmkmg the A~:count Rccc1' ahlc Accept-Reject DccJston for lndi' iduaJ Customers to 

Finni->h Small Finns. Nc\\ Jersey: Prentice II all. 



hh\atd I \lunan 2002)' lanagmg Crcdn Rt k· 

llllcnmum l·conomic 'otc 3 1 (2). lOt 21-t. Black\\cll l'ubhsher~. 

lkmathcs hv NQ!l:.Financial C01pnrations. l\hmag~:tiall · inancc Volume t~ ~umhc1 

9 21111(1 pp 7h 1-773 ( : m~r.tld GJnupl'uhli . hing. 

Henri l oubcrgc.llams Schlcsin~c' (21lft5}: Coping ''ith Ctcdit Risk . lhc.lournal of 

Rtsk Finance . Volume: 6lssuc: 2 Page: II S 134. [:mcrald Group Publishing 

Ltmited . 

.I \1,10 &. ~.tmdal ( 1974): Controlling Risk in Accounb Rccci,able ~lanagcmcnt . 

Joumal orBustrlCSS Finance & Accounting I (3). 395 403. Blacb\Cll Puhlishing. lnc. 

John ll itchins, Davtes, Rtvctt, llogg {2002): Credtt Ocnvatl\ cs. Regulating in the 

Jun£1.£ \ olumc: \0 Issue: I Page: 27 32. ~ICB l P Ltd 

J) rkt ''"kancn .~len i 'iskancn {2006) :The Dctcm1inants of Comorate I radc Credit 

Policies in r• Bank. John \\'ilcy & Sons. Inc . 

GJiai D, l\I.Crouh). D.GaiJI R.\ lark (2000): Rtsk ~tunagcmcnt \kGra\\·1 fill. 

Mutuma .I (.2003): \Research Sun·cy Focu:>m~ on the 6 C's of Credit Risk Anpmisal 

and the I C\CI oJ'Non-perfonning Loans of Commercial Banks in Kenya. Unpublished 

\ IBA 'I hcst -University of Nairobi 

'\Jifscn . .I (2002): Jradl! Credit and the Bank Lending Channl.!l . Journal of \Ioney. 

Crt:tlit .tnd Banking. Volumt.:·IO Issue 3. 

Paul Ricnstro~ - l\lunnicha. Calum G. Tuney (2002) : I he Relationship Bcl\\CCn 

E\ports._C'rcdll Rtsk !!_l}d (n.:dit Guarantees. Canadi.m .lnunwlof Agncultural 

Fconon11cs \ 'ol ..J5 

51 



52 MCB t I' Ltd 

PikeR & Cheng N.:\1 C.OOJ ): Credit t-. lanagcmcnt: .r\n l ~xamin~nion ol l'olic,_y 

Choices. Practices and late Pu~mcm In liK Companies. Black,,cll Publishers. 

Fin.mc1al Stmllcs. Journal of Finance. 

Schntt?er l\.1. Campbell Pryde (200(l): A ~otc on XBRL and the Promise oL\Jodular 

Accounting. lcGraw Hill. 

<;.:.undcrs \ (2002) · Financial Institutions \lanagemcnt: A Modem Pet spccti' c. 

\leG raw lit II. 

Shchtad L. Mian, Clifford W. Smtth Jr ( 199~): r "\tendmg Trade Credit and 

Financing Receivables. !organ St.mlc) Publtcatton. 

Snnona Matcut (2005): T"r.u.lc Crull! and l\1onctary Policy 'J r<~nsmission . .Journal of 

Economic Suneys. Blad;\\Cil Puhlishmg Ltd. 

tull/ S ( 1985) :-Baste Concepts in Risk Management. ~l cGr.J\\ Hill. 

Srmthson (' & Mcnglc (, (2006): I he Promtse of Credit Dcn,·ativcs m on-Financial 

C omorat10ns. Joumal ol \pphcd Corporate flnancL IS ( 4 ). S4 (>0 131ack ''ell 

Puhhshing. 

'>tl:\(.;Jl \' Mann (2002) Optimal Control of Credit Risk. Journal of Applied 

Corporate Finance I,. Bl.tck,,cJJ Publishing. 

Walia T S (I <)8~ ) . Credit Policv of a Fim1 as a root lot S!ratcgic Plannine. ~ ! organ 

\t111Jcy PubiJcation. 

52 



Pubh I \.:1 

Viral,\char) a 12005 ): Credit Risk: Priem • 1\ lcasurcment 

Economica 72 (2S5). lSI 182 . Black\\cll Publishing. 

llarpcr 'ollm ( ollcgc 

Winer.l~ S (2000). The Exploitatiolll'r Rclation~hip. in l·inancwll>tstrcss: l11c Cn<>c 

of rradc (·red it. Em~rald Group Publishing Limited. 

53 



\PPE DIX \ 

LIS I 01· IU· < ,IS11 RI'D Pll \n:\1 ( rl 11C \I. 'I\'\{ I \( lliU c; 

'\0 I· I R\ I J\I>IHU "" 
1 BEIAIII:A IIIIC\REil\llR~ATIO:-Jt\L_ B0~~.25h'J AIRO:..:.B...;..I_--t 

BIODh\L LABOR \"1 ORIJ·S BOX 32040 NAIROBI 
~----~ 

BL I K \lH>ICAI" l 1~111 I D BOX 33331 NAIROBI ------
4 CO\ \tO\ I I~ 1111: 1> ------+...:.;B:....:;;O:....:;;X.:...' 4..;..;1:.....;~.:;,;33~N..::...A;.;.;II;.;.;H::..:)I~~ 1_--1 

5 0\\\\II~IITI:D 

16 El ~ <.; ( 111:. :\.IICAI 1'\.Dl SlRIES 
I 7 GAI.A\Y PIIAR\1\CH liCALS LJ\IITED BOX 91113-l ~JO~IB \S \ 

GLA~OS \IJIIIKI I\. I LIMITED KE\.Y \ BO\. 7 3tJ1-005007 

NAIROBI 

9 INH SIO~ KI:.NYA Ll~IITED BO\. 30-H> i-00 I 00 

l\J \I ROB I 

10 KA:\.1 PIIAR:\.tACY LI~IITED BO\. ~0374-00100 

1 ~~ 
\J.\IROBI 

L\BORA I ORY & ALLII:.D ll\11TED BOX 4287S-OO I 00 

NAIROBI 

12 ~~ \CS PIIARi\1ACEl IIC AL BO\. 4 Wl2 N.\IROBI 

13 i\11 DIS I I -K Ll D BO \ S40 I Ill K \ 

14 I\ OR BROOK KENYA BO\ I 2S 7-00606 

NAIROBI 

15 PIIARi\IACFU I IC'A L. ~~ \'\JLFACTL RI'\G C0~~0".4 -211 NAIROBI 

I 16 I PIOCIIE~Il.l D I BO\. 41(>7 ELDORl.:....:.~T----1 
17 RFGt\I.I'IIAR\IAC'EU rtCALS LTD __ . BOX 44421 NAIROB..:...I ---1 

18 PIIINX PIIAR\IAC'EUflCALS 1 BOX <>'J512 NAIROBI --- · ::....:......-~ 

19 I' \\IGA CIII: ~IICAI. I~DLSTRlES BO"\ 30172-00100 

------------![ \S .\IROBI 
20 B \ Yl R r \S I \I· RICA lTD I P 0 BOX 30321-00 100 

NRB ---
! ____ _ 
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.;...._;..;.....;;.~;_I hl' iulunnatiun in lh1' qut.>,liunnain• "ill he IIC:II l'tl \un lich•ntialh ~111d 

"ill nnt ht: uwd fn1 an~ purpu\e other than acadl·mir. 

< 0 '1 P \ '\' INFOR,IATIO'\ 
1. i\amc ol ~our org;na alton (opllOilulJ .. . .....................•.. . ........•......•.......... 

2. Y c.ar of cstahl i::ohnlcnl. ........... .. . . . . . . . . . . . . . . . . . . . . . . . . . . . ............................ . 

3. Location ornlain oflicc .... .. ................................................................ . 

.:.t. \Vhcn the Institut ion \\as established ...................................................... . 

5. Position ofthc respondent. ...... . ...... ..... ....................................... . ........ . 

Cl. Plt:asc list the prmJucts that )OUr manufactures ............................... . . .. ...... . 

... ....................... ..... .............. ................................................................ . 

.. ... ................. ... ...... ................. .... ......... ............................................... . 

CREDIT CO:\TROL POLICY 

5. \\bach amung the folio\\ ing factors do you consallt.:r in establishing a credit control 

policy'! Please tick appropriately. 

Least considered most considered 

2 3 4 s 

,. [~\isting credit polic) ( ) ( ) ( ) ( ) 

,. 0\ crhc:.td costs ( ) ( ) ( ) ( ) 

,. General trend of credit extended by 

your organbation. ( ) ( ) 

r The Stale of the CCOllOJll} ) ) 

,. Financial stahility of customer ( ) ( ) 

,. \ny other. ~pcci 1) ( ) ( ) 

<• a) Do \0\1 ha\ c a crcdH pnlu.:~ manual'' Yes. ..... \.o ..... 
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If yes please ltst the major contents of your credit manual. 

a) ........ . ................................. ... ............. . 

b) . . . . . . . . . . . . . . ........ .. ... . .. ... .. .. .. . .. . .... .............. . 

c) ..................... .. ..... . .... . ..... . . .. ................ . 

ii ) If not uck appropnatcly the reasons "hy you c.Ju not ha\ c the manual. 

Least reason most reason 

} 3 4 5 

,. Too complicated to c.Jc.:,elop ( ) ( ) ( ) ( 

,. '1\ot necessary ( ) ( ) ( ) 

,. Too cost I) to de\ dop ( ) ( ) ( ) ( ) 

,. Too ng•d ( ) ( ) ( ) ( ) ( ) 

r r\ny other. specify ( ) ( ) ( ) ( ) ( ) 

7. Please indicate your credit policy objecti ,·es by ticking appropriately Ill the 

clement<. below. 

Least consJc.Jcrec.J most consJc.Jcn.:d 

2 J 4 5 

r 1\1 i ni m i!'\ing cn.:dlt costs ( ) ( ) ( ) ( ) 

r Eliminate had customers ( ) ( ) ( ) ( ) ( ) 

r \competitive tool to gain 

Compctiti\C mlvantagc ( ) ( ) ( ) ( ) ( ) 

r Eam interest from this surplus ( ) ( ) ( ) ( ) 

r Any other. spccif) ( ) \ ) ( ) ( ) ( ) 

. Which pr.tctices among the lollm' ing c.Jo you consider ''hen managing credit risk 

exposure'! 

Least consukret.l most constdercd 
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, Debt collection en tees 

,. l·.tcto• ing of Debt 

,. "letting otT 

,. Credit Insurance 

,. ~~ r\:t~ Bonds and ~ccuriti ation 

,. I etters of Credit 

,. \ny other. spectf) ..................... . 

( ) 

t ) 

( 

( ) 

2 

( ) 

( ) l ) 

) 

( 

) 

4 

( ) 

l ) 

9. llu'' is your credit control acti' itics organized'? (rick as appropriah!) 

,. Within a separate department ( ) 

,. \ unit '" ithin a dcpc1rtmcnt ( ) 

,. t\ny other. spcc1fy ( ) 

10. Who arc tnvolved 111 credit nsk assessment in your organisatton'? 

5 

( ) 

{ ) 

Least mvoh cd mosltmohcd 

., 

,. ( 'hairman ( ) ( ) 

,. \lanaging Dm:ctor (,cncral ~tanager( ) ( ) 

,. 1 kpartmcntal I lead ( ) ( ) 

,. ( tcdil Manager Fmancc ~Tanager ( ) 

,. Credit Commiucc ( ) 

,. \ny other. specify ( ) ( ) 

CREDIT Af>I'R \ISAI... 

II. Jlo'' n.:gularly do ~ou rc' ic" your credit poliq? 

,. Quarter!) 

,. llalfyearly ( ) 

5' 

J -l 5 

( ) ( ) 

( ) 

) 

) 

) 



, Yearl~ 

, Other. spcci f; 

12. \\ ould ) ou de en be ~our credit apprarsal procc s as ohJCCll\ cor ubJCCtl\ c'! 

( ) Objective ( ) Subjecth e 

13. What "a; s do ~ llll employ hJ bring credit ri:;k tl\\ arc ness to cmplo) ccs? 

Method kast used lcthod most used 

J 3 4 5 

, Regular meetings ( ) ( ) ( ) ( ) 

, Regular training ( ) ( ) ( ) 

, U:.ing the line managers/sup~rvisors ( ( ) ( ) 

, Crcdll manual ( ) ( ) ( ) 

, Any other. spcc1 fy ( ) ( ) ( ) 

14. Which aspects among the folio" mg do you cons ider helpful Ill making the 

C\'aluation of credit risk systematic'> 

Least considered most considered 

2 } 4 5 

r Char.tt: h.:r of borrower ( ) ( ) ( ) ( ) ( ) 

( C111 to/Ill,,. 11 tlllllglil!" to t t f'lll. f'll \1 1 t pm lllt'lll 

'"/'1 nell< e. lugh < 1 ct/11 ductplwe. pa11 pertormaiiC c.' 

m 1 tr"" ment) 

, Capaci ty Completion ( ) ( ) ( ) ( ) ( ) 

( Ouh m bani. proJI!c ted emit emmng~ hzmnos dt/1~) 

, CnllatcJ.tl Sc.:curity ( ) ( ) ( ) ( ) ( ) 

( I•H•ts. 'npual tnH' 5tt d rn the hunnen. :.t::eoj 

1f'c 111111 c mh 111 the Juml.) 

, Conditions ( ) ( ) ( ) ( ) ( ) 
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( Poor c crmtJmtc condition~ htgh c '' tlu dtrctp/111( 

Wit n \1 1 IH ' P"'' ulmg 1 1he cunmm J 

,. Capual ( ) ( ) ( ) ( ) ( ) 

( l'roJn tetl c a sir /lou na\Onahh•1u '' of w It !lou J 

,. Contribution ( ( ) ( ) ( ) ( ) 

cfJmmllmen t s w liobwm, sscmn •ctll) 

ORG \ '\ISAT IO'\.\L PERFOR"Al\ CE 

15. Kindly pn)\'ide hclow your business pcrfom1ancc during the following years. 

- -
"2002 2003 

-- - r- _, 

2004 2005 2006 

• Tumo\ cr ( KLS) 

Opcnning 
prolit(K£ S) 

• 1\l:l profit m.1rgin 

16. What do you think contrihutcd to this pcrfonnancc'.) 

Least contnbutcd most conlt ihutcd 
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credit to custnmcrs'! Plca~c ti ck ' 'here appropnatc. 

n I ). 

Bl~ I "ESS EN YIIHY\ ' l l \I FACTORS 

. I Ill\\ do) ou dcscnhc ~our hu ... inc!'s cm·ironment'! 

'I urhulcnt 

( ) ( ) 

3 

{ ) 

Vc1) table 

4 

( ) 

19. 110\\ do you react to your hu~iness environment'! 

5 

\lost pmactivd) \cry proacll\ cl) 

{ ) ( ) 

3 

( ) 

4 

( ) 

20. What is your credit period') T1ck as appropriate 

5 

( ) 

,. 15 days ( ) 30 days { } 45 days ( ) 60 days ( ) <JO days ( ) 

,. \ny other, specify .. .. .. ....... . 

21. When docs your organisation dec1de that a customc1 has defaulted 111 dcht 

repayment'' I ick a~ apprupnate. 

,. Invoice O\ crduc hy 45 days 

,. ln\'oicc O\ erduc h\ <)Odays 

,. 111\oicc O\'erduc hy I \Car ( ) 

, lm oicc O\ crduc hy btn 1-2 years ( ) 

, ltn oicc over 2 years old ( ) 

,. Any other. specify .. ................... . ... .. 

22. IJ(n\ docs your organisation deal'' ith 'difficult-to-repay-on-time· customers? 

Least done :-.lo!-tt done 
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,.. Credit default S\\ap 

,.. Total rctum S\\ np 

,.. An~ uth~1 options 

I cast u cd 

( ) 

( ) 

( ) 

( ) 

Til\'\ K \0 FOR\ Ol'R '11\11• 
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3 

( 

( ) 

1ost u cd 

4 

( ) 

( ) 

5 

( ) 

l ) 


