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ABSTRACT

he pharmaceutical industry in Kenya consists of manufacturers. distributors and
retailers, who all actively support the Ministry of Health and other key players in
developing the health sector.

Kenya spends about 8% of its GDP on health. The pharmaceutical sector consists of
about 20 licensed concerns including local manufacturing companies and large
multinational corporations, subsidiaries or joint ventures. Most are located within Nairobi

and its environs.

Trade credit is created whenever a supplier offers terms that allow the buyer to delay
payment. This study seeks to identify credit risk management practices adopted by
pharmaceutical manufacturing firms in Kenya. The study documents the rich variation in

interfirm credit terms and credit policies.

Primary data was collected by use of a questionnaire while secondary data was collected
from brochures, supplements and other relevant publications. Data was analysed using

descriptive statistics such as percentages and tabulations.

The study found out that the two most important factors considered in establishing a
credit policy are the financial stability of the customer and the existing credit policy.
Majority of the firms (78%) do not have a credit policy manual.

The most widely used credit risk management practices are use of debt collectors (72%),
letters of credit (50%), credit insurance (25%), and factoring of debt (5%). In dealing
with difficult to pay customers, most firms (95%) put the account on hold and stopped

future sales till the account was settled, (80%) engaged services of debt collectors, (43%)

1X



resorted to selling on cash basis.

I'he 6C’s model of credit appraisal was widely used by all the firms studied: character
was practised by 100% of the firms followed by contribution (86%). Capacity, conditions

and capital ranked 72%.



CHAPTER ONE
LLO INTRODUCTION
I.1 Background

In today’s environment of intense competitive pressures, volatile economic conditions, rising
bankruptcies and defaults, and increasing levels of consumer and commercial debt, an
orzanisation’s ability to effectively monitor and manage its credit risk could mean the
difference between success and survival. Increasingly, this is not only true for financial
institutions, but for organisations in almost every industry. From identifying and correctly
pricing risk in the customer acquisition process to measuring risk throughout the customer
lifecycle, to determining capital allocations and regulatory requirements and finally to the
timely and effective collection process; credit risk management is a continuous cycle that is at

the heart of an organisation’s ability to stay competitive (Altman, 2002).

Credit risk management issues continue to occupy the agendas of boards of directors in
companies today. In today’s environment, companies are looking for assistance in identifying

and managing risk throughout their organisations (Duffic & Singleton, 2003).

Credit nsk can be defined as the potential that a borrower or counter party will fail to meet its
obligations in accordance with agreed terms. Organisations therefore proceed to identify,

manage and reduce (mitigate) the risk (Basel. 1999).

Credit risk management is the process of evaluating risk in an investment. When the risk has
been identified, investment decisions can be made and the risk vis a vis return balance
considered from a better position. Credit risk can be reduced by monitoring the behaviour of

clients who intend to apply for credit in the business. These clients may be businesses or



individuals(Altman. 2002).

Credit control 1s a management discipline, which seeks to maximize sales and profit by
proventing or mininising bad debts while maintaining strong liquidity and reduced financial
costs through prompt payment by customers. The principle of credit control rely very much on
mformation and knowledge of a particular customer, which all sales personnel should have in
thair possession when they initiate a new application of dealing with customers (Altman
2002).

According to Clarke (1999) awarding credit is a journcy, the success of which depends on the
methodology applied to evaluate and to award the credit. This journey starts from the
application for credit through acquisition of credit sales and ends at the time the debt is fully

paid.

1.1.2 Industry Overview
Kenya spends about 8% of its GDP on health. Per capita expenditure per person stood at about

USS 11 per person in 2003.0ut of this USS 6 came from budgetary resources, which also
included donor contributions and the balance of USS 5 came from mainly out-of-pocket
expenditure. This expenditure fell far below the WHO’s recommended USS$ 34 per capita

(Economic Survey, 2004).

I'he pharmaceutical industry consists of three segments namely the manufacturers, distributors
and retailers. All these play a major role in supporting the country’s health sector, which is
estimated to have about 4.557 health facilities countrywide. This study will focus on credit
risk management practices adopted by the pharmaceutical manufacturers since the supply
chain begins with manufacturers (Central Bureau of Statistics and Ministry of Planning,

2003).



Kenvas currently the largest producer of pharmaceutical products in the COMESA region,

ring about 50% of the regions’ market. Out of the region’s estimated 50 recognised

pharmaceutical manufacturers; approximately 30 are based in Kenya. These firms collectively
;]

cmiploy over 2,000 people, about 65% of who work in direct production (Economic Survey,

JO04)

The legislation which regulates the pharmaceutical and health sector in Kenya is complicated.
One of the most important effects in the sector is the control of the Ministry of Health over
pricing and product license. In most of the situations, the State is not only the control
mechanism but also the most important customer through Kenya Medical Supplies Agency
(KEMSA). KEMSA buys 30% of the drugs in the Kenyan market through an open-tender
system and distributes to government medical institutions. The key payers in the industry
include MNC’s like GlaxoSmithKline, Bayer, Aventis, Pfizer, local establishments like Dawa
Pharmaceuticals Ltd, Cosmos Pharmaceuticals among others (Central Bureau of Statistics and

Ministry of Planning, 2003).

The pharmaceutical industry is very competitive characterised by price wars, returns are in
excess of 20% of investment which is lucrative. Government policies dictate the price
structure. The price structure is not sustainable; it would especially favour those who produce
at reasonable prices. To remain competitive in the market the firms have adopted credit sales
as a competitive strategy and thus credit risk management is of vital importance in the

industry (Central Bureau of Statistics and Ministry of Planning. 2003).

I.1.3 Credit Risk Management

It 15 the responsibility of management to set up a credit administration team to ensure that

s
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once credit is granted it is properly maintained and administered. Procedures for measuring a
firm s overall exposure to eredit risk as well as stringent internal rating system should be
adequate. All companies that do not currently have independent risk management structures
must immediately set up units that will concentrate fully on the risk management function.
This sk management function within an institution should report directly to the board, to

cnsure independence (Basel, 1999).

The importance of credit risk management has never been more important with the current
high default rates and bankruptcies; but, there was heightened interest even before the current
scenario. Indeed in 1999, at the end of the benign credit cycle, banks, regulators and financial
market practitioners were spending considerable time on this subject due to: increased
emphasis on sophisticated risk management techniques in a challenging environment,
refinements in credit scoring techniques, establishment of relatively large databases of
defaults. recoveries and credit mitigations, development of offensive credit risk mitigation
techniques such as securitisations, credit derivatives and credit insurance products (Altman,

2002).

An interesting development in the corporate world over the past decade has been credit risk-
specifically the mechanisms for transferring and managing credit risk such as credit default
swaps, credit linked notes and collateralized loan obligations. Two of the pioneers of rescarch
in this arca, Darell Duffie and Kenneth J Singleton, have provided us with an integrated
analysis aimed at pricing, measurement and management of credit risk (Acharya, 2005).

%
An important clement of credit risk management is stress testing. This involves identification

of possible events or future changes that could have a negative impact on the firm’s credit



porttoho and the firm’s ability to withstand the changes. The areas to examine critically are
wimic or mdustry changes. market risk events and liquidity conditions.

Credit quahty problems, in the worst case, can result in a firm’s insolvency. They can also

result in such a significant drain on capital and net worth that they adversely affect a firm’s

crowth prospects and ability to compete with other firms (Saunders, 2002).

One aspect of financial risk that has proven difficult to hedge, however, has been that of credit
nsk facing firms. Financial and industrial corporations have every incentive to improve their
modelling and trading of credit risk. The explosive growth of credit derivatives market has
distributed credit risk through the financial system, packaged in new forms. An expanding
credit risk market raises possibilities for corporate treasurers wishing to minimise exposure to

credit risk (Freeman et al, 2006).

Pharmaceutical firms use various techniques of mitigating credit risk .The most common are
collateral, guarantees, netting off of loans against deposits of the same counter-party; this is
especially used by large multinational pharmaceutical corporations which engage in
intercompany trade. The payments are netted off against the receipts and the balance is paid
thus reducing the credit risk. Credit insurance, factoring, debt collection, surety bonds, and
letter of credit are others techniques widely used. While use of these techniques will reduce or
transfer credit risk, other risks may arise which include legal, operational, liquidity and market

risks (Smith and Stultz, 1985).

|.2 Statement of the Problem

I'he importance of the pharmaceutical industry in the economy cannot be overemphasized: the

problems facing the industry hence cannot be ignored. Credit risk management is one major



problem that continues to dominate agendas in the board meetings of pharmaceutical firms.
Large multinational pharmaceutical firm’s sells their products through wholesalers, in addition
to hospitals, the government, pharmacies or other groups. These sales are on credit basis. A
firm is exposed to a concentration of credit risk in respect of these credit sales such that if one
or more of the wholesalers is affected by financial difficulty, it could materially and adversely
aftect the firm’s financial results (Campbell, 2006).

I'his project proposal sets out to specifically address the arcas pertinent to credit risk
management i the pharmaceutical industry which include: establishing an appropriate credit
risk environment; operating under a sound credit-granting process, maintaining an appropriate
credit administration, measurement and monitoring process; and ensuring adequate controls
over credit risk. Although specific credit risk management practices may differ among firms
depending upon the nature and complexity of their credit activitics, a comprehensive credit
risk management program will address these four areas. It is important to manage credit risk
of the firm to maximise business opportunities with customers, dilute the concentration of

exposure and reduce losses (Fatemi & Fooladi, 2006).

Rehance on subjectivity when making decisions to extend credit to clients is a major problem.
This happens when credit is extended to parties that do not qualify for credit. ©

The high level of bad debts in the pharmaceutical industry is a challenge to many firms which
1s cvidence that firms are faced by a big risk of their credit. Almost 100% of the sales in a

pharmaccutical firm are credit sales and hence the exposure (Economic Survey, 2004).

Tumover is high in the pharmaceutical industry today and so are bad-debts which are a reality
that nceds to be addressed. Owing to the increasing variety in the types of counterparties and

the ever-expanding variety in the form of obligations, credit risk management has jumped to



the forefront of sk management activities carried out by firms in the non-financial services

industry (Fatemi & Fooladi, 2006).

I'his study is designed to shed light on the current practices of the pharmaceutical firms.

Corporations have, in recent years, grown comfortable with the idea of using traditional
derivatve products to hedge their exposure to, for example, interest rate and foreign exchange
risk. Credit risk, on the other hand, has proven a more difficult to hedge. Whilst avenues for
the management of credit risk do exist, for example, by the use of traditional insurance

products and letters of credit, such means are not always convenient (Freeman & Cox, 2006).

Research has been carried out on credit risk management practices in financial institutions like
banks. Sacco’s and Micro Finance Institutions in Kenya (Mwirigi. 2006) .However no known
rescarch has been undertaken on credit risk management practices in the pharmaceutical
industry in Kenya.

I'his study seeks to assess credit risk management methods employed by pharmaceutical
companies in Kenya and possibly establish if a relationship exists between the methods

employed and the level of customer defaults.

1.3 Objectives of the study

.

Todenufy the eredit risk management practices adopted by pharmaceutical firms in Kenya.

1.4 Importance of the Study

Pharmaceutical industry: The industry will obtain information on credit management in the
country and the strategies that need to be employed to solve these problems. The most widely
used and effective practices will be highlighted by the study. This information will be

cspecially useful to future investors in the industry.



Ihe Government: the Government will obtain information on general credit management in
untry and what problems the pharmaceutical industry faces and probably come up with a

policy that will promote the growth of the industry. The study may encourage the government

to tund research in the area.

\cademicians: in addition to contributing to the body of knowledge, the research will also

helpin continuity as far as doing further research is concerned.

Regulatory boedy: Pharmacy and Poisons Board.

Corporate Managers: they will consider using credit derivatives to manage their credit risk

cxposure and thus add more value to the firm.



CHAPTERTWO

20 LITERATURE REVIEW

2.1 Introduction

\lowing customers’ time to pay their debts has great benefits but also carries costs and risks.
Credit terms get sales moving more than “cash only’ terms would allow and enables sellers to
compete creatively with credit offers and promotions. The downside is the risk of not being
pard for the wealth transferred to customers. either on time or at all. Meanwhile until
customers pay, the interest on the funds borrowed by the seller severely depletes the net profit
margin. Sclling on credit terms is a practice which has been widely adopted by pharmaceutical

companies in Kenya and globally (Saunders, 2002).

The expertise used by companies to sell their goods and services should always be matched by
adequate resources in managing the credit granting process. Basically, credit granting exists to
facilitate sales but credit sales are pointless without due payment, therefore the sales and credit
functions must work together to achieve the well-known objective of ‘maximum sales unpaid

for the minimum length of time (Morgan, 2002).

I'he reporting lines for credit management in the pharmaceutical industry have been the
subject of heated debate amongst credit managers for many years. As a function which on the
face of 1t handles money, it has long been held that credit management sits more comfortably
within finance or accounting. There are those who argue that promoting profitable sales places
it squarely in the sales area, and that reporting to the sales director is more natural.

Nevertheless the credit manager is undoubtedly the bridge between finance and sales



(Morgan, 2002).

Irade creditis the largest source of short-term financing for many corporations. In general
companics engage in activities in which they have comparative advantage. Financial
nstitutions such as are looked at as having comparative advantage in making loans. Why,
then. do manufacturers regularly extend credit to customers in addition to producing and
selling their products? There are several motives for companies to extend credit to their
customers rather than requiring cash sales with buyers obtaining credit elsewhere; Cost
advantage- this is more likely extended if the seller has a cost advantage over competing
lenders. Market power- trade credit is more likely to be offered the greater the returns from
exploiting market power through effective price discrimination.

Taxes- if the financing qualifies as an instalment loan under the tax code, the seller books
manufacturing profit over the life of the loan rather than at the date of sale. thereby reducing

the present value of its taxes (Shehzad, 1994).

2.2 Risk Management

According to Stanley (2006), corporates face a number of credit risk exposure that could be
managed with credit derivatives: the most obvious credit exposures are accounts receivable
from customers. Note that while such exposures are potentially large, they tend to be short-
lived. As applied to corporate finance, risk management is a technique for measuring,
monitoring and controlling the financial or operational risk on a firm's balance sheet.

The Basel Il framework breaks risks into market risk (price risk), credit risk and operational
nsk and also specifies methods for calculating capital requirements for each of these

components.

Credit risk management literature focuses on identifying equilibrium scenarios in which a firm

minimises the total variability of its cash flows (Smith and Stultz, 1985). The role of risk

10



management is to mitigate the costs associated with cash flow volatility that result from
capital market imperfections, thus creating value for sharcholders.

For pharmaceutical companies a larger or more strategic exposure to their customers comes in
the form of longer-term supply contracts. Consider the risk involved in manufacturing large
stocks of a certain drug for a distributor or a large hospital and the potential effects of a credit
down grade of such large “customers’ on their suppliers (Smith and Stultz, 1985).

Other than credit derivatives, there are a number of tools corporates could use to manage these

exposures, but each of them has drawbacks:

Credit Insurance: The corporate could purchase a contract form a multiline insurance
company that provides for reimbursement of losses if the firm’s customers prove unable to
meet its payables. However, to be paid under an insurance contract, the company must provide
evidence of loss, a process that can involve costly delays and even litigation. Moreover, most
credit insurance contracts require the insured to retain some of the credit risk (first loss
position) to guard against moral hazard. Insurers also typically reserve the right to revoke
coverage if a rating agency downgrades the insured company. Finally, credit insurance
coverage is generally available for no longer than one year at a time (which means, among
other things, that a sudden, unexpected down grade could create problems when the contract

comes due for renewal (Smith and Stultz, 1985).

Factoring: A factoring company might be willing to accept the credit risk associated with
receivables outright. However, the price the factoring company will pay represents a

significant discount from their present value (Singleton and Duffie , 2003).

Debt collection: Debt collectors, also known as credit controllers or collection agents, are

WY ERSRY UF N aipe
WES RARETE | inoan
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responsible for recovering bad debts or late payments. Credit controllers usually work in the
credit control department of a business, chasing late payments from the company's and
customers. Debt collectors or collection agents usually work for third party collection
agencies, and they may collect money from businesses (known as commercial collection) or

from individuals (consumer collection). (Singleton and Duffie . 2003).

Surety Bonds and Securitization: These effectively involve the sale of the firm’s receivables
to a financial intermediary that in turn packages them into a security for other investors. But
the discounts tend to be significant, and so are the costs associated with converting such assets
into securities. And most of the longer-term exposures do not lend themselves to either of

these two solutions (Smith and Stultz, 1985).

Netting off: this is where loans are netted of against deposits of the same counter-party. This

is especially good at mitigating agains foreign intercompany debts (Smith and Stultz, 1985).

Letters of Credit: Pharmaceutical firms can also issue Letters of Credit to mitigate against
credit nisk. The LC can also be the source of payment for a transaction, meaning that an
exporter will get paid by redeeming the letter of credit. Letters of credit are used nowadays
primanly in international trade transactions of significant value, for deals between a supplier
in one country and a wholesale customer in another. The parties to a letter of credit are usually
a beneficiary who is to receive the money, the issuing bank of whom the applicant is a client,
and the advising bank of whom the beneficiary is a client. Since nowadays almost all letters of
credit are irrevocable, (i.e. cannot be amended or cancelled without prior agreement of the
beneficiary, the issuing bank and the confirming bank, if any). However. the applicant is not a

party to the letter of credit. (Singleton and Duffie . 2003).



2.3 Credit Derivatives
sinnthson and Gregory (2000), defines a credit derivative as a contract to transfer credit risk

from one counter-party to another. This simple statement requires us to consider the source of
the nsk and the method of transfer.Early forms of credit derivative were financial guarantees.

Some common forms of credit derivatives are credit default swap and total return swap.

According to Freeman & Cox (2006), the credit derivatives market is rapidly developing.
Whilst the range of available instruments and their application continues to increase, the
market still lacks, at the time of writing, the transparency and liquidity of more traditional,
cxchange-traded instruments. No attempt is made here to consider all of the available
instruments and applications of credit derivatives for the corporate user. Rather, we illustrate
the potential usefulness of these instruments by focusing in on two particular kinds of
instrument: the credit default swap and the total return swap. Since they are traded over-the-
counter, credit derivatives can be tailored to suit the particular needs of the purchaser

(Smithson and Gregory, 2000).

The credit default swap or CDS has become the main engine of the credit derivatives market,
offering liquid price discovery and trading on which the rest of the market is based. It is an
agreement between a protection buyer and a protection seller whereby the buyer pays a
periodic fee in return for a contingent payment by the seller upon a credit event happening in
the reference entity. The contingent payment usually replicates the loss incurred by creditors
of the reference entity in the event of its default. It covers only the credit risk embedded in the
asset, nisks arising from other factors such as interest rate movements remaining with the
buyer. CDS effectively allows the owner of an underlying credit security to pass the risk of

default to a buyer of the CDS (Freeman and Cox ,2006).
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\ total return swap (also known as Total Rate of Return Swap) is a contract between two
counterparties whereby they swap periodic payments for the period of the contract. Typically,
one party receives the total return (interest payments plus any capital gains or losses for the
payment period) from a specified reference asset, while the other receives a specified fixed or
floating cash flow that is not related to the creditworthiness of the reference asset, as with a
vanilla Interest rate swap. The payments are based upon the same notional amount. The

reference asset may be any asset, index or basket of assets (Freeman and Cox, 2006).

The TRS is simply a mechanism that allows one party to derive the economic benefit of
owning an asset without use of the balance sheet, and which allows the other to effectively
"buy protection" against loss in value due to ownership of a credit asset. The essential
difference between a total return swap and a credit default swap) is that the credit default swap
provides protection against specific credit events. The total return swap protects against the
loss of value irrespective of cause, whether default, widening of credit spreads or anything

else (Freeman and Cox, 2006).

The market for credit derivatives has been, and still is, dominated by banks and insurance
companies, who trade credit risk among themselves with incentives to distribute and diversify
risk, gain additional yield and to manage their capital requirements under Basel accords. There
is no exchange-organised market for credit derivatives; transactions are conducted “over-the-
counter”, and there is consequently less liquidity, standardisation, and transparency than is
encountered with standard exchange-traded derivatives (Smithson and Gregory, 2000).

Indeed. it 1s perhaps this very fact, coupled with the complexity of pricing credit derivatives,

which has discouraged many corporate treasurers from considering such instruments. Add to
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this.the public suspicion of derivatives in general, generated by the conspicuous failures of
corporations such as Enron , and it is not entirely surprising to sce that the corporate take-up
of such instruments has been slow. Nevertheless, credit derivatives present a unique
opportunity for corporate managers to add a new dimension to their efforts to manage risks.
['he current state of affairs with regard to corporate acceptance of credit derivatives can be
likened to that of the management of currency and interest rate risk in the late 1980s. The
potential for the growing future use of credit derivatives by corporate treasurers is clear. For
example. a 1995 US survey of non-financial corporations revealed that 52 per cent of
respondent firms were concerned about managing their credit risk. Of these, 18 per cent
expressed a “high” concern. Indeed, many firms are already actively managing credit risk.
{Frcc:}lzil' a_lﬁf Cox, 2006). An Enron survey conducted by Accenture found that 36 per cent of
companies buy credit insurance, 32 per cent use letters of credit and 14 per cent use credit
derivatives to manage credit risk. Whilst non-financial companies have adopted an interested
but cautious approach to credit derivative use, the overall level of trading in the credit
dernivatives market has roughly doubled in each of the past few years. This activity mostly
comprises banks and other financial institutions for which credit risk is now an important facet
of risk management, but it also comprises a growing number of non-financial firms as the
market starts to provide the comfort levels that their finance directors require (Smithson and

i

Gregory, 2000).

2.4 Credit Policy Objectives

A credit policy is the blueprint used by a business in making its decision to extend credit to a
customer. The primary goal of a credit policy is to avoid extending credit to customers who
are unable to pay their accounts. The credit policy for some larger businesses can be quite

formal. involving things such as: specific documented guidelines, customer credit
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apphications. and credit checks. The credit policy for most small businesses tends to be quite
miormal and lacks the items found in the formal credit policy of a larger business. Many small
business owners rely on their instincts as their credit policy (Miller, 2002).

I'he credit policy has a direct effect on the cash flow of a business. A credit policy that is too
strict will turn away potential customers, slow sales, and eventually lead to a decrease in the
amount of cash inflows to the business. On the other hand, a credit policy that is too liberal
will attract slow paying (even non-paying) customers; increase the business's average
collection period for accounts receivable, and eventually lead to cash inflow problems. A good
credit policy should help attract and retain good customers, without having a negative impact

on the cash flow.

Miller (2002) advocates that there are at least four reasons to have a written credit policy, and
they each add to the productivity of the entire organization.

First, the responsibility of managing receivables is a serious undertaking. It involves limiting
bad debts and improving cash flow. With outstanding receivables often being a firm's major

asset, it is obvious that a reasoned and structured approach to credit management is necessary.

Second, a policy assures a degree of consistency among departments. By writing down what is
expected, the arms of the company (whether marketing, production, or finance) will realize
that they have a common set of goals. Conversely, a written policy can delineate each
department’s functions so that duplication of effort and needless friction are avoided (Miller,

2002).

Third. it provides for a consistent approach among customers. Decision making becomes a

logical function based on pre-determined parameters. This simplifies the decision process and
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viclds a sense of fairness that will only improve customer relations (Miller, 2002).

Finallv. 1t can provide some recognition of the credit department as a separate entity, one
which 1s worthy of providing input into the overall strategy of the firm. This allows the
department to be an important resource to upper management. It is evident that developing a
policy 1s more than a necessity as it is an opportunity to improve the efficiency of an entire
orgamzation (Miller, 2002).

Finallv. we must remember that a policy is not a static document. It should be reviewed
periodically to reflect changing circumstances. One might even consider making this part of
the document itself by adding this final sentence:

“This Policy will be reviewed on an annual basis”™ (Miller, 2002).

According to Bedser (1999) a key area where clear, enforceable procedures are vital is when
managing excesses; that is when an exposure exceeds the limit. A credit manager — rather than
the relationship manager that deals directly with the customer — must take responsibility for
approving an excess, to avoid any conflict of interests. There should also be an escalation
process in place so that exceptionally large excesses are referred to the head of credit rather
than to individual credit managers. Senior management should be informed — on at least a
weekly basis — of all excesses, and should ensure an appropriate course of action is taken,

normally via a formal summary report.

Credit isk monitoring and implementing a credit policy should not be the responsibility of the
credit department alone. Senior management and members of the board must also take
responsibility. They need to be able to understand the key issues quickly, which requires a

clear presentation of the information. They should receive summary printed reports, and
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should be encouraged to use on-line systems capable of accessing the underlying information,
to investigate any specific concerns rapidly and easily (Bedser, 1999).

loo often, these basic principles are being ignored because companies are either not fully
aware of the nsks they are running or are not able to control those risks. For too long. in credit
nsk management, firms have relied on the knowledge inside people’s heads, but this approach
15 no longer adequate. Robust global systems, which can facilitate the setting of limits,
undertake all the necessary calculations and provide the triggers for monitoring are essential.
The skills of good quality credit personnel will remain important, especially in the credit
approval process and in taking the correct actions when problems arise. The ideal solution is a
mixture of the right system, the right advice to help implement that system and the right
people in the firm to get the best out of the system, together with a coherent credit policy and

clear procedures for its application (Bedser, 1999).

A firm’s credit policy may be:

Lenient: This is where the firm extends trade credit liberally even to those whose credit
worthiness is questionable. This leads to higher sales, high profits assuming full collections of
the debts owed.

Stringent: This is where credit is restricted to carefully determined customers, through a
thorough credit appraisal system. This minimises costs and losses from bad debts however, it

may reduce earnings from credit, profitability and cash flow (Mutuma, 2003).

2.5 The Six C’s of Credit Risk Assessment and Evaluation

To evaluate the credit risk, credit managers in any industry should consider the six C’s of
credit: character, capacity, capital, collateral, condition and contribution (Weston & Copeland,
1995).The six C’s help the pharmaceutical firms to decrease the risk of default, as they get to

know their customers. The six C’s according to Weston & Copeland are:
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Character: character has to do with the probability that a customer will try to honor
obhieatons. This factor is of considerable importance, because every credit transaction implies
a promise to pay. Will the creditor make an honest effort to pay the debts, or is this credit
appheant likely to get away with something? Experienced credit managers frequently insist
that character is the most important issue in credit evaluation. A persons or company’s
character can be determined through: personal interview, reference from people who know the
client well, personal knowledge of the client and record of past performances.

Capacity: capacity (lescﬁbes a subjective judgment of the customer’s ability to pay. It is
cauged by the customers past business performance record, supplemented by physical
observation of the plant or store and business methods. According to Mwirigi (2006) a client’s
capacity can be determined by retrieving his sources of income and netting off the
commitments. In the case of a company, an analysis of the audited accounts for the past three
tears could reveal the surplus available in the form of retained earnings and dividend payouts

or drawings that will be available to service the loan (Weston & Copeland, 1995).

Collateral: collateral is represented by assets offered by the customer as a pledge for security

of the credit extended (Weston & Copeland, 1995).

Conditions: condition has to do with the impact of general economic trends on the firm or
special developments in certain areas of the economy that may affect the customer’s ability to
meet the obligation. Is the commercial, socio-economic, technological and political

environment conducive to a successful sale of the product? (Weston & Copeland,1995).

Capital: capital is measured by the general financial position of the firm as indicated by a

financial ratio analysis, with special emphasis on the tangible net worth of the enterprise
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( Weston & Copeland, 1995).

Contnibution: is the client committed to the project at hand? In the case of financial
mstitutions advancing credit, is the customer willing and able 1o make contribution? Is he able
to rmse the mandatory deposit required in the case of a mortgage loan or is the deposit
borrowed from a third party making the project 100% loan financed? If the client is having
difficulty raising the deposit, he is likely to be unable to pay his installments regularly

(Weston & Copeland, 1995).

The six C’s of credit represent the factors by which credit risk is judged. Information on these
items 1s obtained from a number of sources, including the firm’s prior experience with the
customer, audited financial statements for previous years, credit reporting agencies or the
customer’s commercial bank. Statistical techniques, especially regression analysis and
discriminant analysis, have been used with some success in judging creditworthiness. These
methods work best when individual credits are relatively small and a large number of
borrowers are involved, as in retail credit, consumer loans and mortgage lending (Weston &

Copeland, 1995).

2.6 Functions of a Credit Department

For many vears, credit control or credit management was regarded in many firms as simply
collecting debts. In recent years the role of credit management has become significantly more
sxiensive. The aim of good credit management is the maximisation of profitable sales over the
shortest acceptable period and with the minimum of bad debts losses.

\ccording to Schuster (1999), the core functions of a credit department are five-fold:

Estabhshment of credit terms and limits: taking into account the risk involved and liaising
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closely with sales.
et of credit risk: trying 1o find ways of accepting and controlling all business,

: high risk opportunities.

Monitorig and control of debt: cnsuring that agreed terms are adhered to, all high risk
customors are kept under control. and action is taken promptly to resolve any queries or
disj

Mamicnance of the sales ledger: ensuring that the customer master file is up-to-date and

accurate. and that payments and other adjustments have been applied promptly and accurately.
Collection of payment: in a manner which creates the optimum cash inflow while at the same

ume ensuring continuity of business (Credit Analysis-Simon & Schuster, 1999).

Credit sk management is the process of identifying risk in an investment. .When the risk has
been 1dentified, investment decisions can be made and the risk vs. return balance considered
from a better position. The main approach to reducing credit risk is by monitoring the
behavior of clients who wish to apply for credit in the business. These clients may be

businesses or individuals (Saunders, 2006)

2.7 Pharmaceutical Companies and Credit Provision.

A pharmaceutical company is a commercial business licensed to research, develop, market
and or distribute drugs, most commonly in the context of healthcare. They can deal in generic
and or brand medications. They are subject to a variety of laws and regulations regarding the
patenting, testing and marketing of drugs, particularly prescription drugs. From its
beginnings at the start of the 19th Century, the pharmaceutical industry is now one of the most
successful and influential, attracting both praise and controversy. Most of today's major

pharmaccutical companies were founded in the late 19th and early 20th centuries (Duffie and
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Singleton, 2003).

'rade credit s created whenever a supplier offers terms that allow the buyer to delay payment.
Smith.Chee&Smith,(1999)  assert  that  unless transactions between firms occur
imstantancously, payment arrangements are, in effect, credit terms. This arrangement happens
cvery day within the pharmaceutical industry where the high cost of drugs cannot allow for
cash payments. Sales growth of existing products and launch of new products are key drivers

of a pharmaceutical firm’s business performance.

Credit-constrained firms have no more access to bank funding and are forced to restrain their
activity. However firms may switch to another form of external finance known as trade credit.
Research show that, in both US and Europe, trade credit represents a significant part of a
fims’ external funding and that the use of trade credit is much increased during periods of
monetary contractions ( Mateut Simona, 2005).

According to Berger and Udell (1998), in 1993, 15.78% of the total assets of small US
businesses were funded by trade credit. Similarly, Rajan and Zingale (1995) document that, in
1991, trade credit represented 17.8% of total assets for American firms, 22% for UK firms,
and more than 25% for firms in countries such as Italy, France and Germany.

I'he literature on credit-market impcrfectioﬁs ranks trade credit as more expensive than bank
credit. An indicator of trade credit unattractiveness is the lost earnings, when customers do not

use the early payment discount.
I'he transactions motive theories of trade credit suggest that providing trade credit by

pharmaceutical firms reduces the costs of administering invoices between suppliers and

buvers undertaking regular exchanges of goods and services (Nilsen,2002). Pharmaceutical
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firms face strong seasonalites or uncertainities in the demand for their products and may have
(o burld Targe inventories in order to maintain their production levels. By offering trade credit,

firms may be able to manage their inventory positions better and reduce warehousing costs.

Credit provision plays a vital role in the operations of a pharmaceutical firm by acting as a
cash management tool (Ferris, 1999 and Nilsen, 2002). By delaying the payments for
purchases, a firm may be able to better match the timing of cash receipts from sales with the

cash outlays for the costs of the goods purchased.

There also exists a “quality guarantee’ theory that postulates that trade credit is a neccesary
tool when there is uncertainity about the quality of the products provided by the seller (Deloof
and Jegers, 1996). Suppliers without a reputation in the product market can attest to the
quahity of their products by bearing the cost of financing them until the buyer can ascertain the
product quality by himself.

Price discrimination is another way in which trade credit plays a role in the pharmaceutical
ndustry. Trade credit reduces the effective price to the low-quality buyers, because credit
terms are usually invariant to the credit quality of the buyer.

Firms with a high margin between sales and variable costs have a strong incentive to make
addional sales without cutting the price to existing customers (Brennan,1988 and Rajan,

1997).

I'he financing advantage theories suggest that the firm providing credit has an advantage over
other credit providers in assessing the creditworthiness of his clients, can better monitor his
chents and can enforce repayment of the credit (Chee et al 1999 : Nilsen, 2002).This gives the

firm a three fold advantage with respect to financial institutions in extending credit to a buyer.
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2.8 Types of Risks faced by Pharmaceutical Companies

Ihere are nisks and uncertainties in the pharmaceutical business which may affect future
performance including expected growth. According to Campbell (2006), the following factors

could cause the pharmaceutical firm’s actual results to differ materially from expected and

historical results.

Risk that Research and Development will not deliver commercially successful new products:
Continued development of commercially viable new products is critical to the firm’s ability to
replace sales of older products that decline upon expiration of exclusive rights and to increase
overall sales. Developing new products is a costly, lengthy and uncertain process. A new
candidate product can fail at any stage of the process and one or more late stage product
candidates could fail to receive regulatory approval. New product candidates may appear
promising in development, but after significant investment, fail to reach the market or have
only hmited commercial success as a result of efficacy or safety concemns, difficulty or

excessive costs to manufacture ete (Campbell, 2006).

Risk of loss or expiration of patents or marketing exclusivity: Efforts by the manufacturers of
generic products may involve challenges to the validity of a patent or assertions that the
alternative compounds do not infringe on a firm’s patent. This infringement could adversely

affect a firm’s turnover and margins (Campbell, 2006).
Risk of substantial adverse outcome of litigation and government investigations: Unfavorable

resolution of government proceedings may have a material adverse effect on a firm’s financial

results. The firm has to make material provisions in its books of accounts (Campbell, 2006).
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Risk of competition, price controls and limitation on sales: The pharmaceutical industry is
tced by immense competition among and between large international firms that manufacture
mgmal propriety products and producers of generic pharmaceuticals. Generic products often
enter the market upon expiration of patents or data exclusivity periods of a firms’ products.
Ihis lcads 10 a dramatic loss of sales and reduces revenues and margins for propriety products.
Pharmaccutical products are subject to price controls or pressures and other restrictions in
many markets. The Kenyan government intervenes directly in setting prices .The Kenyan
covernment being a major purchaser of pharmaceutical products, has the economic power to
cxert substantial pressure on prices or the terms of access to formularies. A firm cannot predict
whether existing controls will increase or new controls will be introduced that will reduce the
firms margins or affect adversely it’s ability to introduce new products profitably (Galai,

2000).

Regulatory controls: a firm must comply with a broad range of regulatory controls on testing,
approval, manufacturing and marketing of its pharmaceutical products. These controls affect
the cost of product development, the time the products take to reach the market and the
uncertainty of successfully doing so. Stricter regulatory controls also heighten the risk of
withdrawal by regulators of approvals previously granted which would reduce revenues and

can result in product recalls and product liability lawsuits (Campbell, 2006).

Risk of interruption of product supply: The manufacture of pharmaceutical products and their
constituent materials requires compliance with good manufacturing practice regulations. In
Kenva all the pharmaceutical firms manufacturing sites are subject to review and approval by
the Food and Drug Authority. Compliance failure by suppliers of key materials or even a

firm’s own manufacturing facilities could lead to product recalls and seizures, interruption of
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preducnon and delays in the approvals of new products pending resolution of manufacturing

“on —comphiance can also result in fines and disgorgement of profits (Campbell,

THMD)

Risk from environmental liabilities: The environmental laws of Kenya impose actual and
potential obligations on a pharmaceutical firm to remediate contaminated sites. Failure to
manage properly the environmental risks could result in additional remedial costs that could

materially and adversely affect the firm’s operations (Galai, 2000).

Risk of Reliance on Information Technology: Most large pharmaceutical firms are
increasingly dependent on information technology systems, including Internet based systems,
for internal communications with customers and suppliers. Any significant disruption of these
systems, whether due to computer viruses or other outside incursions, could materially and

adversely affect the firm’s operations (Galai, 2000).

Risk of Taxation: Large multinational pharmaceutical firms have subsidiaries spread world
wide The effective tax rate on a firm’s earnings benefit from the fact that a portion of its
carnings 1s taxed at more favourable rates in some jurisdictions outside the parent company’s.
In Kenva the largest pharmaceutical company, GlaxoSmithkline is a subsidiary of
GlaxoSmithkline Ple whose head office is in the UK where tax laws are not as favourable.

(Galai, 2000).

Risk of Global Political and Economic conditions: Large multinational pharmaceutical firms

conduct a substantial portion outside the parent company’s homage. Fluctuations in foreign
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c\change rates may matenally affect the group’s results. The group has no control over
changes in inflation, interest rates or other economic factors affecting the business or the
possibility of political unrest, legal and regulatory changes or nationalization in jurisdictions

which the group operates (Campbell, 2006).

Accounting Standards: With the adoption of the International Financial Reporting Standards
(IFRS). changes in the market valuation of certain financial instruments will be reflected in a
firm’s reported results before those gains or losses are actually realized and could have

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

Risk of ‘inventing diseases’: Researchers at Newcastle University in Australia said firms were
putting healthy people at risk by medicalising conditions such as menopause. But the

pharmaceutical industry has always denied it invented diseases (Galai, 2000).

Risk from concentration of credit sales to wholesalers: Large multinational pharmaceutical
firm’s sells their products through wholesalers, in addition to hospitals, pharmacies or other
groups. These sales are on credit basis. A firm is exposed to a concentration of credit risk in
respect of these credit sales such that if one or more of the wholesalers is affected by financial

difficulty, it could materially and adversely affect the firm’s financial results (Campbell,

2006).
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> 9 Credit Control Policy and Risk Management in the Pharmaceutical

Industry

\ecording to Mwirigi, (2006), there is need for an effective credit control policy to manage
credit nsk. Hence in order to ensure a fairly healthy credit management program, with
mimimal expensive bad debts and minimized credit risk, a company strives to establish an
cficctive credit control and lending policy. Surprisingly, a few companies do not have any
such policy and even more worrying, many of the companies with credit control policies still
fail to operate the policies so much so that the companies’ debts soar and seriously affect the
companies’ very existence, in terms of profitability and a healthy cash flow (CBK Survey,

2001)

Credit management and policy are the basis for making decisions on extending credit. Such
decisions involve credit standards, credit limit, credit terms and the determination of who shall
recenve credit. A framework should exist for evaluating decisions on changing credit policies

{Weston & Copeland, 1995).

Irade credit, which is the focus of this paper, involves a joint commodity- financial
iransaction whereby the exchange of goods is separated in time from the exchange of money
(I ce and Stowe. 1993). In effect, goods or services are exchanged for a loan, which is
wuhscquently exchanged for cash. Typically, credit policy includes the specification of credit
wals and a range of policies covering such activities as credit risk screening, credit limits,

pavment terms, monitoring, and collection and funding.

Credit policy formulation also considers the organisation structure of the credit function for

vample, whether to decentralise or create a separate credit subsidiary and other corporate
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tual vanables such as age of the buyer firm, frequency of transactions, product quality,

hannel and industry sector (Pike and Cheng, 2001).

rding to Smith, Chee & Smith, (1999) .credit policy is multi-faceted. There are two basic

s of trade credit: the simpler form, net terms, specifies that full payment is due within a

un period after delivery. For example, “net 30" means full payment is due 30 days after

nces after that the buyer is in default. Invoicing normally occurs either around the date of
delivery or at the end of a billing cycle. The more complex form of credit. two part terms has
three basic clements: the discount percentage, the discount period and the effective interest
Ihe most common two-part terms are ‘2/10 net 30°. This means a 2% discount for
pavment within 10 days and a net period ending on day 30. As with net terms; the buyer is in

detault i payment is not made by the end of the net period.

o

10 Credit Appraisal Criteria in Pharmaceutical Companies

INd

10.1 Measuring Credit Risk:

To calibrate the default risk exposure of its credit and investment decisions, a corporate
manager needs to measure the probability of borrower default. The ability to do this largely
depends on the amount of information the manager has about the borrower. The availability of
more information along with the lower average cost of collecting such information, allows
corporate managers to use more sophisticated and usually more quantitative methods in
assessing default probabilities (Saunders, 2002).

Different models have been employed to assess the default risk on trade credit: these vary
from the relatively qualitative to the highly quantitative. Further, these models are not

mutually exclusive in that a corporate manager may use more than one to reach a credit
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pricing decision.
Sannders (2002) analysed the credit risk models in three broad groups:

CQuahtanve models, Credit scoring models and Newer models.

2.10.2 Quahtative Models

In the absence of publicly available information on the quality of borrowers, the corporate
manager has to assemble information from private sources- such as credit files-and/or
purchase such information from external sources- such as credit rating agencies. This
mformation helps a manager make an informed judgment on the probability of default and
price the debt correctly. However a number of key factors enter into the credit decision. These
nclude (1) horrower-specific factors that are idiosyncratic to the individual borrower and (2)
market- specific factors that have an impact on all borrowers at the time of the credit decision.
The corporate manager then weights these factors to come to an overall credit decision.
Because of their reliance on the subjective judgment of the manager, these models are often

called expert systems (Saunders, 2002).

2.10.3 Credit Scoring Models

Credit scoring models use data on observed borrower characteristics either to calculate the
probability of default or to sort borrowers into different default risk classes. To employ credit
scoring models in this manner, the manager must identify objective economic and financial
measures of risk for any particular class of borrower. For corporate debt, financial ratios such
as the debt-equity ratio are usually key factors. After data are identified, a statistical technique

quantifies or scores the default risk probability or default risk classification (Saunders, 2002).

2.10.4 Newer Models

One market ~based method of assessing credit risk exposure and default probabilities is to
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analyse the nsk premium inherent in the current structure of yields on corporate debt or loans

milar nsk-rated borrowers (Saunders, 2002).

2.11 Review Of Past Studies

\Muwingr (2006) carried out an assessment of credit risk management techniques adopted by
\Microfinance institutions in Kenya. He ascertained that a significant number of Micro Finance
Institutions (92.5%) have credit management policies as a basis for objective credit risk
appraisal and that most MFI's used the 6 C’s criteria and used all the C’s in appraising their
borrowers in  the following order: capacity/completion contribution, character,
reasonableness, condition and finally collateral.

Majority of the MFI's ranked credit risk (80%) as the most important risk followed by interest

rate risk (62.5%), market risk (57.5%) and foreign exchange risk (40%).

Abedi (2000) found out that liquidity risk and credit risk are the most important risks that
banks in the USA face. The study established that the most important risk MFI's face was
credit nsk followed by interest rate risk and technological risk, and that they used swaps

followed by forwards, futures and lastly options to manage risk.
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CHAPTER THREE

3.0 RESEARCH METHODOLOGY

3.1 Research Design

I'he study employed a survey design.

3.2 Population

The target population of interest was the 20 pharmaceutical manufacturing firms operating in
Kenva. The population of registered pharmaceutical manufacturing firms in Kenya was
provided by the pharmaceutical industry regulator in Kenya, Pharmacy and Poisons Board.
The Board regulates the Practice of Pharmacy and the Manufacture and Trade in drugs and
poisons. The list comprises firms engaged in the production of propriety /original products as

well as those engaged in the manufacture of generic drugs.

3.3 Sampling

The questionnaire was distributed to the Finance Manager or Credit Controller of the selected
firm.

The Finance Manager was selected because he is involved in the process of formulating the
credit pohey of the firm and also ensuring that the credit policies are implemented.. The credit

controller 1s charged with the actual implementation of credit policies.

3 4 Data Collection Method

I'he names and addresses of Pharmaceutical manufacturing firms in Kenya were obtained

from the Pharmacy and Poisons Board.



Primarv data was collected using a semi-structured questionnaire, administered to the Finance
Managers or Credit controller. The drop and pick later approach was used in this study and
thus considered an appropriate method because it gives respondents time to complete the
guestionnaire and gives the researcher an opportunity to review the questionnaire before
picking to ensure completeness of the responses.

Sceondary data was collected from brochures, supplements, newspapers and other relevant

publications of Pharmaceutical firms.

3.5 Data Analysis

Data was analyzed using descriptive statistics such as percentages and tabulations with the
help of the SPSS Package which is a statistical and data management package for analysts and
rescarchers. The analysis was carried out on the credit risk management practices of different
pharmaceutical firms when offering trade credit.

Comparative analysis was done to identify any differences in practices used by the

Pharmaceutical firms.



CHAPTER FOUR

LODATA PRESENTATION, ANALYSIS AND INTERPRETATION

I'is chapter presents the analysis of the data collected and interpreted on the assessment of
credit nsk management practices adopted by pharmaceutical firms in Kenya.
It1s evident that the pharmaceutical manufacturing is in the hands of the private sector. All the

20 firms engaged in the manufacturing business in Kenya are privately owned.

4.1 Data collected and analysed

Data was collected from 20 firms engaged in the business of pharmaceutical manufacturing.
Out of the 20 targeted firms, 14 responded. This represents a response rate of 70% which is
considered adequate to form a basis for valid conclusions regarding the credit nsk
management practices adopted by pharmaceutical manufacturing firms in Kenya. Table 4.1
below shows an overview of data collected.

Firms that did not respond gave various reasons like confidentiality of the information;
required authorisation from management to complete the questionnaire, fear that the
iformation would be leaked out to competitors and that their workload was too much to spare
time for a questionnaire.

Secondary data was obtained from brochures to provide more information on the business of
the firms.

lable 4.1 Response Rate

" Population No. of firms | Sample (1) Returned Not Returned(t-y)
Questionnaires(y)
 Pharmaceutical firms | 20 20 14 6

Key: t=sample; y=Returned qu_eaonnaircs (70%): t-r= Not returned questionnaires (30%)

Source: Research Data
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4.2 Background Information of the Firms Studied

4.2.1 Physical location of the firms

I'he firms studied are located all over the country with a high concentration in Nairobi’s
Industnal Area. Table 4.2 below depicts this information.

I'able 4.2 Location of the firms

| No of firms Physical Location %
17 Nairobi 85%
B 1 Mombasa 5%
1 Eldoret 5%
T Thika 5%
| Total 20

Source: Research Data

As indicated above 85% of the firms are located in Nairobi, 5% in Mombasa, 5% in Eldoret

and 5% in Thika.

4.2.2 Ownership of the firms

All the firms studied are privately owned. The government has established itself as a great
buver of the pharmaceutical products; this explains why it is not engaged in the actual

production.

4.2.3 Nature of the business

All the firms studied (100%) indicated that they were engaged in the manufacture of
pharmaceutical products. These range from over the counter drugs to prescription medicines,
mtravenous fluids, antibiotics, anti-retrovirals. Some are also engaged in the production of

health drinks and oral care products.

T R L
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4.3 Credit Control Policy

4.3.1 Factors considered in establishing a credit control policy.

In response to the ranking of factors to consider in establishing a credit control policy.
majonty indicated that they mostly considered financial stability of the customer (100%), the
existing credit policy (100%), state of the economy (75%), general trend of credit extended by

the firm (72%) and lastly considered was the overhead costs (50%). Table 4.3 below illustrates

this data.

Table 4.3 Factors considered when establishing a credit control policy.

| Factor Most considered %| Least considered %
| Financial stability of customer 100 0
| State of Economy 73 25
,r_(_.i_gl_e_rz_ll trend of credit extended to your firm | 72 28
Overhead costs 50 50
. Existing credit policy 100 0

Source: Research Data

4.3.2 Existence of a credit policy manual

Majority of the firms studied (78%) do not have credit policy manuals and various reasons
were given for not having one in place. This is not a good trend because a credit policy
manual 1s the blueprint used by a business in making its decision to extend credit to
customers. The primary goal of a credit policy manual is to avoid extending credit to
customers who are unable to pay their accounts.

The firms that have 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 customers.

The firms that do not have a credit policy gave the following reasons as ranked below:
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I able 4.4 Reasons for not having a credit manual.

Ranking % | Too complicated | Not necessary | Too cosliy_l;-_'f(_)d'rig-id“ z
____ _Jwdevelop develop

Most Considered | 33% 58%  [10% 58%

[ east ('(\I]_Sidt.‘n_:d_l Qz"'u_ = . .—* 42% 5 3 90% 42%

Source: Research Data

\s indicated in the above table 58% considered credit manuals as not necessary, 58%
considered them too rigid, 33% considered it too complicated to develop and only 10%

considered it too costly to develop.

4.3.3Credit Policy Objectives

When asked to rank the credit policy objectives of the firm, majority of the respondents
considered minimising credit costs as the most important objective (100%), elimination of bad
customers was ranked at (90%), tool to gain competitive advantage was ranked at 21%. Most
respondents did not consider earning interest as a major credit policy objective and it ranked
(8%).

Table 4.5 Credit Policy Objectives.

~Credit Policy Objectives Mostly Considered | Least Considered
Minimising credit costs 100% 0%
' Eliminate bad customers 90% 10%

Tool to gain competitive 21% 79%

advantage

Earn interest from this surplus 8% 92%

Source: Research Data

4.3.4 Practices considered in managing credit risk exposure.

When respondents were asked about the practices they adopted to manage credit risk
cyposure, a majority of debt collection services (72%). while 50% used letters of credit.
(redit insurance was used by 25% of the respondents. Netting off and use of Surety bonds and

sccuritisation were unpopular among the respondents because none used these methods (0%).
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[ his information 1s 1llustrated in the table below.

I'his trend s an indication that services of debt collectors are relied upon by pharmaceutical

manufacturing firms.

I'able 4.6 Practices used in managing credit risk exposure

—_—

Pr.lctlce considered Mostly considered L.east considered
I)‘.hl collection services 712% 28%
} actoring of Debt 5% 95%
- Credit Insurance 25% 75%
Surcl\ Bonds & Securitisation | 0% 100%
I etters of Credit 50% 50%
_‘} etting off 0% 100%

Source: Research Data

4.3.5 Organisation of credit control activities.

Majonity of the respondents (72%) indicated that credit control activities are organised as a
unit within a department whereas only (28%) have separate credit departments. This is an
indication that lending is not a key function of the pharmaceutical firms as compared to the
financial institutions. This information is illustrated in the table below.

Table 4.7 Organisation of Credit Control Activities.

[ __ No. of respondents Percentage

F-{Tl;lll within a department 10 72%
‘Within a separate department | 4 28%
01er 0 0%

i TOTAL 14 100%

Source: Research Data

4.3.6 Personnel involved in credit risk assessment

The respondents were asked to indicate the personnel in the firm who are involved in credit
risk assessment. The response given was that the departmental heads and the credit managers
were (100%) fully involved whereas the Chairman and the Credit committee were least

involved.
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I able 4 % Personnel involved in credit risk assessment

Personnel

Chairman

¢ | Most nvolved | Least involved
_ 10% 90%
Managing Director/General Manager | 57% 43%
- Departmental Head 100% 0%
_ Credit manager/Finance Manager 100% 0%
Credit Committee 28% 72%
22% 78%

[Any Ot

Source: Research Data

4.4 Credit Appraisal

4.4.1 Frequency of review of credit policy

50% of the respondents indicated that the credit policy is reviewed yearly whereas the

remaining 50% indicated that the review is carried out quarterly. This shows the importance

attached to the process of credit policy review in the pharmaceutical industry.

Table 4.9 Frequency of review of credit policy

-‘ No. of respondents Percentage
| Yearly i 50%

' Half Yearly 0 0%

| Quarterly 7 50%

| Other 0 0%

 Total 14 100%

Source: Research Data

4 4.2 Credit appraisal process

Majority of the respondents (71%) indicated the credit appraisal process is objective while

only (29%) assert that the process is rather subjective.

_Table 4.10 Credit Appraisal Process

| Ranking No. of respondents Percentage
| Objective 10 71%

| Subjective R 29%

| Total 14 100%
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4 4.3 Ways used to create credit risk awareness to employees

Ihe respondents (95%) indicated that regular meetings is the most widely used method of

creating credit risk awareness to employees, followed by both regular training and use of line

managers (80%).

I'he credit manual was least used as a means of creating credit risk awareness to the
cmployees and it scored a mere 10%.

I'his information is illustrated in the table below.

‘Table 4.11 Ways used to create credit risk awareness to employees

 Method Mostly used Least used
' Regular meetings 95% 5%
. Regular training 80% 20%
_ Use of line managers/supervisors 80% 20%
| Credit manual 10% 90%
Any other 20% 80%

Source: Research Data

4.4.4 Use of the 6 C’s in Credit appraisal

It was established that the 6C’S model of credit appraisal is widely used by the pharmaceutical
firms. It emerged that collateral whose usage was 50%, was the least preferred factor.

(haracter was preferred by all (100%) the respondents followed by contribution which scored

Sh"i;.

(apacity, conditions and capital all ranked at 72% in usage. This is an indication that the 6C’s

is widely used to reduce risk of default. Table 4.12 Use of the 6 C’s in Credit appraisal

| Factor | Mostly used Least used

__ - Frequency  Percentage | Frequency | Percentage
| Character of borrower 14 100% 0 0%

| Capacity/completion 10 72% 4 28%

| Collateral/security 7 50% /4 50%

' Conditions 10 72% 4 28%
 Capital 1 72% 3 28%
_Contribution 12 86% 2 14%

Source: Research Data
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4.5 Oreamsational Performance (2002 to 2006)

4.5.1 Business performance

I'he pharmaceutical firms studied being privately owned did not want to provide information

on thair financial performance. However they attributed various factors as the key drivers to
their performance. Majority of the firms (95%) attributed improved debt collection methods as
the most contributors to performance followed by improved credit appraisal (95%). These

factors are analysed in the table below.

Table 4.13 Organisational Performance

Factor_ Most contributed | Least Contributed
Improved debt collection methods 95% 5%
Customer not willing to repay debt 20% 80%
~Charged high interest on late debt payments | 15% 85%
' Poor economic conditions 27% 73%
_Improved credit appraisal 95% 5%
“Any other 21% 79%

Source: Research Data

4.5.2 Long term strategy on credit

All the firms studied (100%) indicated that their organisations have a long term strategy to
continue extending trade credit to customers. This shows that credit sales despite the default

rate, increase sales volumes.

4.6 Business Environment Factors

4 6.1 Business environment

\ll the respondents (100%) indicated that the environment in which pharmaceutical firms

operate in is highly turbulent and that the firms react to the environment very proactively.
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4.6.2 Credit period

From the data collected, the credit period granted depended on the nature of the customer.

Customers hike the government who are Tender based customers have a credit period of as

long as 150 days.

lable 4.14 Credit period analysis

Credit period No. of respondents Percentage
15 days 0 0%

' 30 days 6 43%

| 45 days 3 21%
60 days R 29%

| 90 days 3 43%

| Any other 7 50%

Source: Research Data

4.6.3 Defaulting on debt repayment

All the respondents (100%) considered a customer to have defaulted in debt repayment when

his invoice falls overdue by 90 days.

4.6.4 Difficult to pay customers

Most of the firms studied (95%) put the accounts of difficult to pay customers on hold and
stop future sales till the accounts are settled.

(80%,) of the respondents prefer to engage the services of debt collectors in dealing with
difficult to pay customers. None of the respondents will leave the difficult to pay customer
alone to decide when to pay. Institution of court proceedings and writing off the debt were

least done and they ranked 21% and 20 % respectively.



Table 4.15 Dealing with debt defaulters

\ction

on v W Most done cast done
Use debt collectors to recover debt 80% 20%
“Institute_court proceedings ; e 21% 79%
~ Leave them alone to decide when to pay | 0% 100%
- Write off debt 20% 80%
~Putaccount on hold and stop future sales | 95% 5%
Sell on cash basis only 43% 57%

Source: Research Data

4.6.5 Credit approval

Among the firms studied the function of approving credit limits is done by various managers

within the organisation. However 72% of the respondents indicated that the Finance Director

has to be involved regardless of the credit amount.

~Table 4.16 Credit approval

No of respondents Percentage
' Managing Director 5 38%
' Credit Manager 7 50%
' Sales Manager 6 43%
_ Finance Director 10 72%

Source: Research Data

4.6.6 Importance of various risks to the firm

When asked to state the importance of the various risks, credit risk emerged as the most

important (88%), followed by liquidity risk (86%), then by market risk (79%), technology risk

(78%) and lastly by interest rate rnisk (72%).

Table 4.17 Importance of Risks

| Type of Risk Most Important Least Important
| Market Risk 79% 21%
Interest rate risk 72% 28%
| Liquidity risk 86% 14%
' Credit risk 88% 12%
| Technology risk 78% 22%

Source: Research data

T'his is information is graphically illustrated below.
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4.6.7 Use of credit derivatives

All the respondents indicated that they did not use credit derivatives to manage credit risks.
This shows that the market for credit derivatives namely credit default swaps and total return
swaps is not fully developed in Kenya. Some firms (28%) 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 objective of this research was to identify the credit risk management practices adopted by
pharmaceutical firms in Kenya. Primary data was collected by use of a questionnaire
administered to 20 firms engaged in pharmaceutical manufacturing in Kenya. This primary
data was supplemented by secondary data obtained from company brochures and by visiting
the websites of the firms on the internet. The data was analysed by use of the SPSS and
presented in the form of tables, percentages and graphs.

I'he rescarch findings indicate that:

\ll the 20 firms studied indicated that they were involved in the manufacture of
pharmaceutical drugs. Most of the firms (85%) are located in Nairobi. Out of those located in
Nairobr. 90% of the firms are in Nairobi's Industrial Area where there is a high concentration

of industries and hence proximity to the supply of raw materials.

Ihe two most important factors considered in establishing a credit control policy are the
nancial stability of the customer and the existing credit policy. They were considered by

100", of the respondents. State of the economy was considered by 75% of the respondents.

Ljonty of the firms (78%) do not have a credit policy manual. 58% of these firms stated that

they did not have a credit policy because it was too rigid and unnecessary.
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A significant number of the respondents (100%) indicated the most important credit policy
obicctive as bemg mimmising credit costs whereas (90%) indicated eliminating bad customers
as o major objective of credit policy. Earning interest from the overdue accounts did not

feature as a credit policy objective.

Most firms studied (72%), considered debt collection services as the widely used practice in
managing credit risk exposure in their firms. Letters of credit was used by 50% of the
respondents whereas netting off and use of surety bonds were not used by any of the

respondents.

Most firms (72%) have the credit control activities organised as a unit within a department
whereas the rest indicated that they had separate credit departments. This is an indication that
credit control as a department has not been given the importance it deserves since having it as

a separate department give it independence and reduces reliance on subjectivity.

The departmental heads and credit managers were fully involved in credit risk assessment as
indicated by all the firms (100%).
Review of the credit policy was practised yearly by 50% of the firms and the other 50%

practised it quarterly.

Majority of the respondents (71%) indicated that the credit appraisal process is objective while
only (29%) found it rather subjective.
Holding regular meetings was the most widely used method of creating credit risk awareness

10 employees. This was used by 95% of the respondents.



Most of the firms used the 6C’s model of credit appraisal in the following order: character

(100%). contribution (86%), capacity, conditions and capital cach scored (72%) whereas

collateral was least used with a score of 50%.

All the respondents (100%) indicated that the environment in which pharmaceutical firms
operate 1 is highly turbulent and that the firms react proactively to the environment. The

industry is generally characterised by rapid product innovations, technological advancements

and huge capital investments.

In dealing with difficult to pay customers, (95%) of the respondents mostly put the accounts
on hold and stopped future sales till the accounts were settled followed by (80%) who engaged

the services of debt collectors.

Majonity of the respondents ranked credit risk (88%) as the most important risk faced by the
tirm followed by liquidity risk (86%), market risk (79%), technology risk (78%) and finally
interest rate risk (72%).

It emerged that the use of credit derivatives 1s not practiced by any of the firms studied in

managing credit risk exposure.

5.1.2 Conclusions

I'he most widely used credit risk management practices are use of debt collectors (72%).
Ictters of credit (50%), credit insurance (25%), and factoring of debt (5%). In dealing with
difficult to pay customers, most firms (95%) put the account on hold and stopped future sales
ull the account was settled, (80%) engaged services of debt collectors, (43%) resorted to

sclling on cash basis.
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Most firms do not use credit manuals in credit risk appraisal. This is trend that needs to change
because the manual provides objective guidelines and thus reduce the risk of default.

Credit nisk i1s the most critical risk and therefore how well it is managed could greatly affect
the performance of the firm.

The Finance Director has to be involved in the credit approval process regardless of the credit

amount.

5.2 Recommendations

The pharmaceutical firms should encourage use of a credit manual as basis for filtering out
bad customers. Lack of credit manual probably explains why majority of the respondents

indicated the credit appraisal process was objective.

The firms should consider use of the more robust practices in managing credit risk like netting
off, factoring of debt and credit insurance. Netting off will be especially important to multi-
national pharmaceutical firms which are engaged in inter-company trading with the parent

company.

Pharmaceutical firms are encouraged to practice use of credit derivatives in their bid to reduce
credit risk. Credit derivatives present a unique opportunity for corporate managers (o add a

new dimension to their efforts to manage risks.

5.3 Limitations of the Study

It was very difficult to convince the firms to fill in the questionnaire as they regarded most of
the information requested as confidential. Some said the approval of the Managing Director

was required before they could fill the questionnaire. This further delayed the time allocated to
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eet back the questionnaire.

Some of the firms refused to accept the questionnaire due to the fear that company
mformation could land in the hands of their competitors. This was worsened by the fact that

all the firms to be studied are privately owned and they did not want any publicity.

It was a problem convincing some respondents that the results of the report would be used

solely for academic purposes.

The credit risk management practices in the pharmaceutical industry have not been researched

on in Kenya and therefore it was difficult to obtain reference matenal.

5.4 Suggestions for Further Research

There 1s need to carry out a study on reasons why the pharmaceutical manufacturing firms do

not use Credit Derivatives to manage their credit risk.
Liquidity risk ranked as 86% among the major risks affecting the pharmaceutical firms.
Rescarch could be carried out on the impact of this risk on the operations of the firm.

Liguidity risk ranked second in importance after credit risk.

Majority of the respondents (71%) indicated that the credit appraisal process is objective:

rescarch can be carried out to find out why there is subjectivity in the process.

Rescarch on the impact of selling on cash basis can be carried out. This may eliminate debts

but sales volumes could be adversely affected.
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APPENDIX A

LIST OF REGISTERED PHARMACEUTICAL

FIRMS IN KENYA.

MANUFACTURING

:_ NO FIRM

ADDRESS
BETA HEALTHCARE INTERNATIONAL BOX42569 NAIROBI
BIODEAL LABORATORIES BOX 32040 NAIROBI

BULK MEDICALS LIMITED

BOX 33331 NAIROBI

BOX 41433 NAIROBI

[
2

i 3_

4 | COSMOS LIMITED
5 | DAWA LIMITED

BOX 16633 NAIROBI

|6 | ELYS CHEMICAL INDUSTRIES

BOX 40411 NAIROBI

GALAXY PHARMACEUTICALS LIMITED

BOX 90134 MOMBASA

7
8 | GLAXOSMITHKLINE LIMITED KENYA

BOX 78392-005007
NAIROBI

9 | INFUSION KENYA LIMITED BOX 30467-00100
_ NAIROBI

10 | KAM PHARMACY LIMITED BOX 4037400100
| NAIROBI

11 | LABORATORY & ALLIED LIMITED BOX 42875-00100
NAIROBI

12| MAC’'S PHARMACEUTICAL

BOX 43912 NAIROBI

3 | MEDISEL-K LTD

BOX 540 THIKA

14 | NORBROOK KENYA

BOX 128700606
NAIROBI

15 | PHARMACEUTICAL MANUFACTURING CO (K) | BOX47211 NAIROBI

|16 | PIOCHEM LTD BOX 4367 ELDORET

17 | REGAL PHARMACEUTICALS LTD

BOX 44421 NAIROBI

18 | SPHINX PHARMACEUTICALS

BOX 69512 NAIROBI

19 | TWIGA CHEMICAL INDUSTRIES

BOX 30172-00100
NAIROBI

20 | BAYER EAST AFRICA LTD

P.O.BOX 30321-00100
NRB.
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\PPENDIX B

STUDY QUESTIONNAIRE

NOTE: The information in this questionnaire will be treated confidentially and

will not be used for any purpose other than academic.

COMPANY INFORMATION

1. Name of your organisation (optional)..............cooiiiiiiiiiiiiiiiniieiicissnnsnensnn
2. Year of eolBBIIMWENE. . .. . oo o duecs b ottt dnenearss ¢ 1 s wontandensaSTnina vt PR RUREN
3. Location of sl O ICE. . ... b trasas v ettt snhows sass sos atbwumnsdssunbrisnoniimbs nis SESTIIIN
4. When the Institation wal SEshIeBorl. . . ... ¢ icoontomersrionens ssossonmannirfeatevh BTN
5. Position Of fhe PeSpOBBOIIt.... ... . shiic ditininsass snvns ssvavendves sanasls winslnmamtsarrktnts

6. Please list the products that your manufactures. ...,

............................................................................................

.....................................................................................................

CREDIT CONTROL POLICY

5. Which among the following factors do you consider in establishing a credit control
policy? Please tick appropriately.
Least considered  most considered
1 2 3 - 5
~ Existing credit policy F QR ) - AS T T 69
» Overhead costs o SR G T Ms & N G

» General trend of credit extended by

vour organisation. £ U HAEag k)

» The state of the economy £ ) - € U sees 5 - )

~ Financial stability of customer o 2N S0 TS ol e N

~ Any other, specify @ St B Nl e i TGRS O
6.1) Do you have a credit policy manual? Yes...... No..:..
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If ves please list the major contents of your credit manual.

1) If not tick appropriately the reasons why you do not have the manual.

Least reason most reason

1 2 3 R 5

» Too complicated to develop 6 I & ST X R S A ¢
» Not necessary g iallh (b oo - b o LR £
» Too costly to develop s R O I o NV e T
» Too rigid £Y CT G NG i
» Any other, specify 0 AL (D R R L

7. Please indicate your credit policy objectives by ticking appropriately in the

clements below.
Least considered  most considered
1 2 3 o 5
» Minimising credit costs A L S 30 L
» Eliminate bad customers A < el N £y %92

» A competitive tool to gain

Competitive advantage I 1 BN ) %9
» Eam interest from this surplus (-9 () L) D
» Any other, specify et & b O R

8. Which practices among the following do you consider when managing credit risk
exposure?

Least considered most considered
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”~

9. How is your credit control activities organized? (Tick as appropriate)

”~

»

»

Debt collection services { )
Factoring of Debt o)
Netting off i)
Credit Insurance ()
Surety Bonds and Securitisation {-)
Letters of Credit ()
Any.other, Specily.....cioressesceisives

Within a separate department {)
A unit within a department L)
Any other, specify {)

()
()
()
()
()
()

()
()
()
B
()

()

10. Who are involved in credit risk assessment in your organisation?

()
()
L)
ki)
()
()

Least involved most involved

1
» Chairman ()
~» Managing Director/General Manager( )
» Departmental Head L)
» Credit Manager/Finance Manager ()
» Credit Committee ()
» Any other, specify ()
CREDIT APPRAISAL

2

()
()
()
()
()
()

11. How regularly do you review your credit policy?

”

r

Quarterly ()

Half yearly ()
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3
()
()
()
()
()
()

4

()
()
()
()
()
()

5

()
()
()
()
k2
()



”~

~

Yearly KA

Other, specify ()

12. Would you describe your credit appraisal process as objective or subjective?

13. What ways do you employ to bring credit nisk awareness to employees?

( ) Objective ( ) Subjective

Method least used Method most used

1 2 3
» Regular meetings A N ()
» Regular training 5D ()
» Using the line managers/supervisors ( ) () ()
~ Credit manual B RE e W
» Any other, specify L3 1) ()

4
()
50}
()
()
()

5

()
()
()
()
()

14. Which aspects among the following do you consider helpful in making the

evaluation of credit risk systematic?

Least considered most considered

1 2
Character of borrower & SRR
(Customer willingness to repay, past repavment
experience, high credit discipline, past performance
in repayment).
Capacity/Completion B e

(Cash in bank, projected cash earnings business skills).
Collateral/Security ) €3

(Assets, capital invested in the business. size of

security. cash in the bank)

Conditions ()88
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3

£9

()

()

()

4

()

$4

()

()

5

()

()

()

()



( Poor economic conditions. high credit discipline
interest rates prevailing in the economy)

» Capital L JEATRY () e
( Projected cash flow, reasonableness of cash flow)

» Contribution () () () () g%

(Assets, capital invested in the business and

commitment s to do business correctly)

ORGANISATIONAL PERFORMANCE

15. Kindly provide below your business performance during the following years.

2002 2003 2004 2005 2006

e Tumover (KES)

profit(KES)

e Net profit margin

|

| .
\ e Operating
L

16. What do you think contributed to this performance?

I east contributed most contributed

1 2 3 4 5
» Improved debt collection methods YN B ok g T &
» Customer not willing to repay debt e T 2 TR ey )

» Charged high interest on late debt payments ( ) () ) (0 R o

» Poor economic conditions L)y ) kD )
» Improved credit appraisal (G WK o3 Sl kel L)
» Any other, please specify § N R Ll )

17. Does your organisation have a long- term strategy to continue extending trade
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credit to customers? Please tick where appropriate.
Yesi{ )- - No (. )

BUSINESS ENVIRONMENT FACTORS

18. How do you describe your business environment?

Turbulent Very Stable

1 2

42

4 5

) JERRE (e oo &

19. How do you react to vour business environment?
Most proactively Very proactively
1 2 3 - 5

o A & () o e
20. What is your credit period? Tick as appropriate.
» 15days( ) 30days() 45 days ( ) 60 days () 90days( )
» Any other, specify..............
21. When does your organisation decide that a customer has defaulted in debt

repayment? Tick as appropriate.

» Invoice overdue by 45 days ()
» Invoice overdue by 90days ()
» Invoice overdue by 1 year ()
» Invoice overdue by btnl-2 years ()
» Invoice over 2 years old ()

» Any other, specify........ccoccomeeinrannrees
22. How does your organisation deal with ‘difficult-to-repay-on-time’ customers?
Least done Most done

1 2 3 R 5
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~ Use debt collectors to recover the debt ()
~ Institute court proceedings {f)
» Leave them alone to decide when to pay ()
~ Whrite the debt off and declare it as bad debt ( )
~ Put the account on hold and stop future sales( )
~ Sell on cash basis ()

~ Any other, specify

23. Who approves the amount of credit extended to a customer? Tick appropriately.

Amount of credit

Approving authority

» Upto 500,000 Managing Director ( )Credit Manager ( )Area Sales Manager( )

» 500.000-1M Managing Director ( )Credit Manager ( )Area Sales Manager( )

» IM-1.5M Managing Director ( )Credit Manager ( )Area Sales Manager( )

» 15M-2M  Managing Director ( )Credit Manager ( )Area Sales Manager( )

» Over2M Managing Director ( )Credit Manager ( )Area Sales Manager( )

24. How important are the risks listed below to your organisation?

Least important

1
» Market risks ()
» Interest rate risks ()
~ Liquidity risks ()
» Credit risks <)
» Technology risks ()

2
()
()
()
()
L2

¢
L
()
()
()

Most important

4

()

()

()

()

()

5

()
()
()
()

()

» Any Other, SPECIY....cuvrurnernnraisaniueenmmsmmnnasssosasuesiostansstassssesssnesnsen

25. Does your firm use the following credit derivatives in managing credit risk”
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