Guided Answers to Case Study Questions

Part A: Financing Decision
1. Key differences between short-term and long-term borrowing:
· Short-term borrowing:
· Lower interest rates, but repayment is required quickly (e.g., within a year).
· Increased risk of refinancing and interest rate fluctuations.
· Useful for temporary financing needs (e.g., working capital).
· Long-term borrowing:
· Higher interest rates but offers stable, predictable payments over several years.
· Suitable for financing long-term investments (e.g., machinery or property).
· Provides financial stability but increases financial leverage.
2. Appropriate financing for different needs:
· Purchase of new machinery: Long-term borrowing is more suitable since the machinery is a long-term asset that generates returns over multiple years.
· Increase in working capital: Short-term borrowing is better suited because working capital needs are typically temporary and fluctuate based on business cycles.
3. Impact of interest rate fluctuations:
· Rising interest rates increase the cost of short-term borrowing since such loans often have variable interest rates.
· Long-term loans may lock in a fixed rate, insulating the business from future interest rate hikes but potentially costing more in the short run.
4. Strategies to minimize refinancing risks and maintain cash flow stability:
· Diversify borrowing sources to spread risk across short-term and long-term loans.
· Maintain a strong liquidity position by managing working capital efficiently.
· Use financial instruments like interest rate swaps to hedge against rate increases.
· Ensure consistent cash inflows through strategic planning and revenue growth.











Part B: Loan Approval Process
1. Key financial metrics for loan assessment:
· Debt-to-equity ratio: Measures financial leverage; a high ratio may indicate excessive reliance on debt.
· Current ratio: Indicates liquidity and the company’s ability to meet short-term obligations. A ratio above 1 is generally preferred.
· Interest coverage ratio: Shows the ability to cover interest payments with earnings. Higher values suggest better financial stability.
· Cash flow projections: Help determine whether future earnings are sufficient to repay the loan.
2. Importance of collateral for reducing lender risk:
· Collateral provides security for the lender in case of default, reducing the risk of financial loss.
· Examples of collateral may include:
· The new plant and machinery purchased with the loan.
· Existing fixed assets like property or equipment.
· Collateral lowers the risk premium, potentially leading to lower interest rates for the borrower.
3. Importance of cash flow forecasts:
· Cash flow forecasts help demonstrate that the business can generate sufficient funds to cover loan repayments.
· Accurate forecasts increase lender confidence in the business’s ability to manage future financial commitments.
· The bank will analyze assumptions behind the forecasts (e.g., sales growth, operating expenses) for reliability.
4. External risks and their impact:
· Risks include economic downturns, changes in market demand, and regulatory shifts.
· These risks could reduce sales or increase costs, affecting cash flow and repayment ability.
· To mitigate these risks, the bank may impose conditions such as:
· Stricter loan covenants (e.g., maintaining a minimum interest coverage ratio).
· Regular financial reviews and reporting.
· Requiring a contingency plan for adverse conditions.












Activity Role-Play Guided Support
Group A (ABC Engineering Management Team):
· Key points to emphasize:
· Business growth potential due to increased demand.
· Purpose of the loan: investment in long-term assets and short-term operational needs.
· Financial projections showing sufficient cash flows for debt repayment.
· Collateral offered to reduce risk for the bank.
Group B (Bank Loan Officers):
· Key questions to ask:
· Can you provide details on projected sales and profit margins post-expansion?
· What measures are in place to handle risks such as interest rate increases or reduced demand?
· How does the current debt position affect your ability to take on additional borrowing?
· What collateral is available, and how will it be valued?
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