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Abstract

Credit risk management has become an important topic for financial institutes, especially
since the business sector of financial services is related to conditions of uncertainty. The
turmoil of the financial industry emphasizes the importance of effective risk management
procedures. Consequently, this thesis studies “Credit Risk management and its impact on
performance in Ethiopian Commercial Banks. ” This research objective was formulated in
order to gain a better understanding of credit risk management and its impact on

performance (return on asset).

Credit risk has always been a vicinity of concern not only to bankers but to all in the
business world because the risks of a trading partner not fulfilling his obligations in full

on due date can seriously jeopardize the affaires of the other partner.

The axle of this study is to have a clearer picture of how banks manage their credit risk.
In this light, the study in its first section gives a background to the study and the second
part is a detailed literature review on banking and credit risk management tools and
assessment models.

Quantitative research design is employed under the quantitative research design survey
method is used. The data were collected by cross sectional survey method. The forth part
of this study is analysis of primary data by descriptive statistical tools and on hypothesis
testing using regression model. This leads the researcher to conclude in the last section
that banks with good credit risk management policies have a lower loan default rate and

relatively higher return on asset
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Chapter one: Introduction

1.1 Background of the study

Credit risk management in a financial institution starts with the establishment of sound
lending principles and an efficient framework for managing the risk. Policies, industry
specific standards and guidelines, together with risk concentration limits are designed
under the supervision of risk management committee.

These policies, standards and procedures also govern how credit risk is measured,
monitored, reported and controlled. As market conditions change rapidly, adequacy and
effectiveness of internal controls should be reviewed at least quarterly.

The diversity of the business and economic conditions has led to the development of
highly sophisticated tools and models to measure the exposure of a financial institution to
credit risk. In case of an individual loan portfolio, the probability of default, loss given
default or credit rationing are the most commonly used ones to measure the exposure to
credit risk. The invention of various credit scoring models that use observed loan
applicants characteristics either to calculate a score representing the applicant’s
probability of default or to sort borrowers into different risk classes bring the ability to
address credit risk on a new level.

Credit risk is an investor’s risk of loss arising from a borrower who does not make
payments as promised. Such an event is called a default. Another term for credit risk is
default risk. Investor losses include lost principal and interest, decreased cash flow, and
increased collection costs, which arise in a number of circumstances: consumer does not

make a payment due on a mortgage loan, credit card, line of credit, or other loan, a
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business does not make a payment due on a mortgage, credit card, line of credit, or other
loan, a business or consumer does not pay a trade invoice when due, a business does not
pay an employee’s earned wages when due, a business or government bond issuer does
not make a payment on a coupon or principal payment when due, an insolvent insurance
company does not pay a policy obligation, an insolvent bank won’t return funds to a
depositor, and a government grant bankruptcy protection to an insolvent consumer or
business.

Adequately managing credit risk in financial institutions (FIs) is critical for the survival
and growth of the Fls. In the case of banks, the issue of credit is of even of greater
concern because of the higher levels of perceived risks resulting from some of the
characteristics of clients and business conditions that they find themselves in.

They also provide loans, credit and payment services such as checking accounts, money
orders and cashier’s checks. Banks also may offer investment and insurance products and
a wide whole range of other financial services which they were once prohibited from
selling.

Credit creation is the main income generating activity for the banks. But this activity
involves huge risks to both the lender and the borrower. The risk of a trading partner not
fulfilling his or her obligation as per the contract on due date or anytime thereafter can
greatly jeopardize the smooth functioning of a bank’s business. On the other hand, a bank
with high credit risk has high bankruptcy risk that puts the depositors in jeopardy. Among

the risk that face banks, credit risk is one of great concern to most bank authorities and
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banking regulators. This is because credit risk is that risk that can easily and most likely
prompts bank failure.

Credit risk management is a structured approach to managing uncertainties through risk
assessment, developing strategies to manage it and mitigation of risk using managerial
resources. The strategies include transferring to another party, avoiding the risk, reducing
the negative effects of the risk, and accepting some or all of the consequences of a
particular risk.

Some traditional risk managements focused on risk stemming from physical or legal
causes (such as natural disasters or fires, accidents, deaths and lawsuits). Financial risk
management on the other hand focuses on risks that can be managed using traded
financial instruments.

The objective of risk management is to reduce the effects of different kinds of risks
related to a pre selected domain to the level accepted by society. It may refer to numerous
types of threats caused by environment, technology, humans, organizations and politics.
On the other hand it involves all means available for humans, or in particular, for a risk

management entity.

1.2 Statement of the problem

Credit risk in banking is commonly defined as the probability of a borrower defaulting
his loan commitments. The present possibility for banks to diversify to broader range of
services and products make life really cool for banking entrepreneurs and managers. But

this diversification advantage is a once a life time opportunity that should be consumed
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with some caution and prudence as this involves a great deal of risk. This is in direct line
with the saying that the higher you go, the colder life becomes.

Commercial banks are in the risky business. In the process of providing financial
services, they assume various kinds of financial risks. Over the last decade our
understanding of the place of commercial banks within the financial sector has improved
substantially. These arguments will be neither reviewed nor enumerated here. Suffice it to
say that market participants seek the services of these financial institutions because of
their ability to provide market knowledge, transaction efficiency and funding capability.
In performing these roles they generally act as a principal in the transaction. As such,
they use their own balance sheet to facilitate the transaction and to absorb the risks
associated with it.

The very nature of the banking business is so sensitive because more than 85% of their
liability is deposits from depositors (Saunders, Cornett, 2005). Banks use these deposits
to generate credit for their borrowers, which in fact is a revenue generating activity for
most banks. This credit creation process exposes the banks to high default risk which
might led to financial distress including bankruptcy. All the same, beside other services,
banks must create credit for their clients to make some money, grow and survive stiff
competition at the market place.

The principal concern of this paper was to assess what extent banks can manage their
credit risks, what tools or techniques they use to manage their credit risk and to what
extent their performance can be affected by proper credit risk management policies and

strategies.
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1.3 Objective of the study

The main objective of the study was to have bigger picture on credit risk management
and its impact on their performance. In line with the general objective the research paper

will assess the following specific objectives;

X To know how banks use credit risk evaluation and assessment tools to
mitigate their credit risk exposure.
X To assess the relationship between the theories, concepts and models of

credit risk management and what goes on practically in banking.

X2 To assess the banks credit administration process.
<> To know the challenge that faced by the financial institution in credit risk
management.

1.4 Significance of the study

In addition to the academic importance, the significance of the paper is:

X It shows the relationship between credit risk management and performance.
X It shows the challenges faced by the financial institution with regard to credit

risk management.
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<> It shows the major tools or techniques used by financial institution to manage
their credit risk.

<> It will be used as an input for further studies.

<> It will be useful for financial institution by providing information in credit

risk management.

1.6 Limitation of the study

The researcher tries to accomplish the objective of the study successfully. But time
concern and source of fund will be the main limitation that may hinder the successful
accomplishment of the paper. In addition to the above two factors data limitation and

sample limitation are the other sides to the limitation part of the study.

1.7 Organization of the paper

This section gives a structure of every chapter with in this paper. The paper consists five
chapters. Chapter one introduction, it presents background of the study, statement of the
problem, objective of the study, significance and limitation of the study. Chapter two

presents literature review.

The methodology employed, target population and sampling, data used in the research,
and research hypothesis stated in chapter three. Chapter four data analysis and

interpretation, it reports the result from the collected.

Lastly the paper presents the conclusions of the results and the recommendations

suggested by the researcher in chapter five.
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Chapter two: Review of related literature

2.1 Credit Risk

Credit risk is defined as the probability that some of a bank’s assets, especially its loans,
will decline in value and possibly become worthless. Because banks hold little owners’
capital relative to the aggregate value of their assets, only a small percentage of total
loans need to go bad to push a bank to the brink of failure. Thus, management of credit
risk is very important and central to the health of a bank and indeed the entire financial
system. As banks make loans, they need to make provisions for loan losses in their books.
The higher this provision becomes, relative to the size of total loans, the riskier a bank
becomes. An increase in the value of the provision for loan losses relative to total loans is
an indication that the bank’s assets are becoming more difficult to collect (Tshore,

Aboagy and Koyerhoah Coleman).

Credit risk is the risk of a loss resulting from the debtor's failure to meet its obligations to

the Bank in full when due under the terms agreed (R.S. Raghavan 2003).

Credit risk has the highest weight among risks taken by the Bank in the course of its
banking activities. Credit risk management in the Bank is carried out using the following

main procedures:

e putting in place limits for operations to limit credit risk;
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e putting in place indicative limits for credit risk concentration and the share of
unsecured loan portfolio;

« creation of security for credit operations;

« setting value conditions for operations with respect to payment for risks taken;

e permanent monitoring of risks taken and preparation of management reporting for
the Credit Committee, the Bank's management and units concerned;

« evaluation of regulatory and economic capital necessary to cover the risks taken
in respect of the Bank's operations and ensuring its sufficiency;

e carrying out hedging operations;

e permanent internal control over the Bank's units in respect of observing
regulations on operations procedure and risk assessment and management

procedures by independent units.

The Bank's risk management envisages:

1. applying systematic approach to overall Bank's loan portfolio risk management
and separate operations with certain borrowers/counterparties (group of related
borrowers/counterparties);

2. applying unified methodology for identification and quantitative assessment of
credit risk which is adequate to the nature and scale of the Bank's operations; and

3. balanced combination of centralized and decentralized decision-making in respect

of operations related to taking credit risk.
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The main tool to restrict and control the credit risk taken by the Bank is the credit limit

system. The following types of credit risk limits are put in place:

e counterparty limits;
« limits for independent risk-taking by the Bank's branches; and

o credit risk limits by countries/industries/regions.

Credit risk limits are determined by the Credit Committee and approved by the Bank's
Management Board (in case the Credit Committee does not have the required authority).
A part of authorities for putting credit limits in place is delegated to Branch Credit
Committees (for standard credit operations within the special limit for independent credit
risk-taking by branches), as well as to the Small Credit Committee and the Moscow

Region Credit.

2.2 How to manage credit risk?

As to Laurent Clerc (2004) Participants analyzed the different risk management
techniques by taking a look at the following two aspects: the emergence of a risk culture
and the prevention of risk by building up regulatory capital in proportion to the level of

risk exposure of each credit institution.

Pillar 1 of the new Basel Il framework provides banks with several options for
calculating their capital requirements relative to their credit risk and their operational

risk. The most innovative one is the possibility that banks have been given of using —
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under the control of the supervisory authorities — their internal assessment systems.
Because calibrating these models tends to come up against the problem of the reliability
and availability of data in some emerging economies, the Basel Committee has proposed

a simplified standardized approach designed specifically for these economies.

The development of credit derivatives markets is taken into account when drawing up
standards that better capture risk and recognizing the most advanced techniques at the
prudential level. The following conclusions were drawn from the presentation of the
results of the survey conducted under the aegis of the ESCB Banking Supervision
Committee: the liquidity of credit derivatives markets has increased sharply, and,
contrary to expectations, the transfer of credit risk to insurance companies has marked
time. In Europe, activity thus appears to be principally concentrated in the banking sector.
The most standardized instruments, such as credit default swaps (CDSs) account for the
lion’s share of transactions. As yet, credit risk transfer activities do not appear to have
substantially impacted European banks’ provisioning needs over the last business cycle.
However, a few aspects remain unclear. They relate to the amounts actually transferred
and the complexity of some of the instruments used, such as the CDOs of CDOs

(Collateralized Debt Obligations), which seem particularly obscure.

Participants also commented on the decision taken by the Basel Committee in October
2003 to calibrate capital requirements against unexpected losses. This mechanism could
have penalized banks that make greater provisions for their expected losses and resort
more to dynamic provisioning. In order to prevent this undesirable effect from arising,

excess provision amounts are to be integrated into banks’ additional capital up to a
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certain limit, while any shortfall of provision amounts compared with expected losses is
to be deducted from banks’ own funds, up to 50% from their core capital (Tier 1) and

50% from their additional capital (Tier 2).

2.3 Credit assessment & risk grading

2-3-1 Credit assessment

A thorough credit and risk assessment should be conducted prior to the granting of loans,
and at least annually thereafter for all facilities. The results of this assessment should be
presented in a Credit Application that originates from the relationship manager/account
officer (“RM”), and is approved by Credit Risk Management (CRM). The RM should be
the owner of the customer relationship, and must be held responsible to ensure the
accuracy of the entire credit application submitted for approval. RMs must be familiar
with the bank’s Lending Guidelines and should conduct due diligence on new borrowers,

principals, and guarantors.

It is essential that RMs know their customers and conduct due diligence on new
borrowers, principals, and guarantors to ensure such parties are in fact who they represent
themselves to be. All banks should have established Know Your Customer (KYC) and

Money Laundering guidelines which should be adhered to at all times.

Credit Applications should summaries the results of the RMs risk assessment and

include, as a minimum, the following details:
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- Amount and type of loan(s) proposed.

- Purpose of loans.

- Loan Structure (Tenor, Covenants, Repayment Schedule, Interest)

- Security Arrangements

In addition, the following risk areas should be addressed:

Borrower Analysis: The majority shareholders, management team and group or affiliate
companies should be assessed. Any issues regarding lack of management depth,
complicated ownership structures or inter group transactions should be addressed, and

risks mitigated.

Industry Analysis: The key risk factors of the borrower’s industry should be assessed.
Any issues regarding the borrower’s position in the industry, overall industry concerns or
competitive forces should be addressed and the strengths and weaknesses of the borrower

relative to its competition should be identified.

Supplier/Buyer Analysis: Any customer or supplier concentration should be addressed,

as these could have a significant impact on the future viability of the borrower.

Historical Financial Analysis: An analysis of a minimum of 3 years historical financial
statements of the borrower should be presented. Where reliance is placed on a corporate
guarantor, guarantor financial statements should also be analyzed. The analysis should

address the quality and sustainability of earnings, cash flow and the strength of the
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borrower’s balance sheet. Specifically, cash flow, leverage and profitability must be

analyzed.

Projected Financial Performance: Where term facilities (tenor > 1 year) are being
proposed, a projection of the borrower’s future financial performance should be provided,
indicating an analysis of the sufficiency of cash flow to service debt repayments. Loans

should not be granted if projected cash flow is insufficient to repay debts.

Account Conduct: For existing borrowers, the historic performance in meeting
repayment obligations (trade payments, cheques, interest and principal payments, etc)

should be assessed.

Adherence to Lending Guidelines: Credit Applications should clearly state whether or
not the proposed application is in compliance with the bank’s Lending Guidelines. The
Bank’s Head of Credit or Managing Director/CEO should approve Credit Applications

that do not adhere to the bank’s Lending Guidelines.

Mitigating Factors: Mitigating factors for risks identified in the credit assessment
should be identified. Possible risks include, but are not limited to: margin sustainability
and/or volatility, high debt load (leverage/gearing), overstocking or debtor issues; rapid
growth, acquisition or expansion; new business line/product expansion; management
changes or succession issues; customer or supplier concentrations; and lack of

transparency or industry issues.
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Loan Structure: The amounts and tenors of financing proposed should be justified based
on the projected repayment ability and loan purpose. Excessive tenor or amount relative
to business needs increases the risk of fund diversion and may adversely impact the

borrower’s repayment ability.

Security: A current valuation of collateral should be obtained and the quality and priority
of security being proposed should be assessed. Loans should not be granted based solely

on security. Adequacy and the extent of the insurance coverage should be assessed.

Name Lending: Credit proposals should not be unduly influenced by an over reliance on
the sponsoring principal’s reputation, reported independent means, or their perceived
willingness to inject funds into various business enterprises in case of need. These
situations should be discouraged and treated with great caution. Rather, credit proposals
and the granting of loans should be based on sound fundamentals, supported by a

thorough financial and risk analysis.

2.3.2 Risk grading

All Banks should adopt a credit risk grading system. The system should define the risk
profile of borrower’s to ensure that account management, structure and pricing are
commensurate with the risk involved. Risk grading is a key measurement of a Bank’s
asset quality, and as such, it is essential that grading is a robust process. All facilities
should be assigned a risk grade. Where deterioration in risk is noted, the Risk Grade
assigned to a borrower and its facilities should be immediately changed. Borrower Risk

Grades should be clearly stated on Credit Applications.
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The more conservative risk grade (higher) should be applied if there is a difference
between the personal judgment and the Risk Grade Scorecard results. It is recognized that
the banks may have more or less Risk grades, however, monitoring standards and account

management must be appropriate given the assigned Risk Grade.

2.4 What type of risk is being considered?

Commercial banks are in the risk business. In the process of providing financial services,
they assume various kinds of financial risks. Over the last decade our understanding of
the place of commercial banks within the financial sector has improved substantially.
Over this time, much has been written on the role of commercial banks in the financial
sector, both in the academic literature and in the financial press. These arguments will be
neither reviewed nor enumerated here. Suffice it to say that market participants seek the
services of these financial institutions because of their ability to provide market
knowledge, transaction efficiency and funding capability. In performing these roles they
generally act as a principal in the transaction. As such, they use their own balance sheet

to facilitate the transaction and to absorb the risks associated with it (Santomero 1997).

To be sure, there are activities performed by banking firms which do not have direct
balance sheet implications. These services include agency and advisory activities such as
(i) trust and investment management, (ii) private and public placements through "best
efforts” or facilitating contracts, (iii) standard underwriting through Section 20
Subsidiaries of the holding company, or (iv) the packaging, securitizing, distributing and

servicing of loans in the areas of consumer and real estate debt primarily. These items are
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absent from the traditional financial statement because the latter rely on generally
accepted accounting procedures rather than a true economic balance sheet. Nonetheless,
the overwhelming majority of the risks facing the banking firm is in on-balance-sheet
businesses. It is in this area that the discussion of risk management and the necessary
procedures for risk management and control has centered. Accordingly, it is here that our

review of risk management procedures will concentrate.

2.5 Bank risk management systems

The banking industry has long viewed the problem of risk management as the need to
control four of the above risks which make up most, if not all, of their risk exposure, viz.,
credit, interest rate, foreign exchange and liquidity risk. While they recognize
counterparty and legal risks, they view them as less central to their concerns. Where
counterparty risk is significant, it is evaluated using standard credit risk procedures, and
often within the credit department itself. Likewise, most bankers would view legal risks
as arising from their credit decisions or, more likely, proper process not employed in

financial contracting.

Accordingly, the study of bank risk management processes is essentially an investigation
of how they manage these four risks. In each case, the procedure outlined above is
adapted to the risk considered so as to standardize, measure, constrain and manage each
of these risks. To illustrate how this is achieved, this review of firm-level risk

management begins with a discussion of risk management controls in each area. The
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more difficult issue of summing over these risks and adding still other, more amorphous,
ones such as legal, regulatory or reputational risk, will be left to the end (Santomero,

1997).

2.5.1 Credit portfolio management

Modern credit risk management techniques were initiated by the banking industry’s
desire to avoid a repeat of its late ‘80s and early ‘90s default experience. The heavy credit
losses during this period, driven by a poorly controlled rush to build market share at the
expense of asset quality and portfolio diversification, threatened the solvency of even

well capitalized institutions.

The need to better understand portfolio credit risks was reinforced by the publication of

the Bank for International Settlements’ (BIS) capital adequacy guidelines in 1988.

These guidelines, whilst specifying minimum regulatory capital requirements, were
inadequate to provide an accurate measure of the risk/reward characteristics of a credit
portfolio. Banks therefore started to develop more sophisticated credit risk management
techniques that recognized both the credit risk of individual exposures and the degree to

which these risks were diversified.

Banks leading the development of credit risk management techniques quickly discovered
that credit pricing was highly inefficient. Typically pricing within a loan portfolio would
be almost flat across the credit risk spectrum, generating huge skews in customer

profitability. Initial efforts focused on mitigating these skews by calculating risk adjusted
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profitability (eg risk adjusted return on [risk-adjusted] capital) by sub-portfolio and then
using these measures to create risk adjusted loan pricing tools. Leading banks thus started
to rationalize pricing in both loan and bond portfolios, and moving under-performing
assets off their balance sheets. Consequently banks that had not developed risk-adjusted
performance measures started to suffer from negative selection, often accepting

significantly under priced assets from more sophisticated institutions.

In parallel to developing aggregate risk-adjusted performance measures, leading banks
were also starting to quantify credit risk at finer levels of detail. Credit portfolio models
were developed which could differentiate credit risk along multiple dimensions (credit
grade, industry, country/region etc) and, for large corporate exposures, on a hame-by-

name basis.

These credit portfolio models have positioned leading institutions to take advantage of
the increasing liquidity of the credit markets and to adopt a far more active approach to
credit portfolio management than was previously possible. Historically, credit portfolio
management had focused on the monitoring of exposure by broad portfolio segment and,
if necessary, the imposition of exposure caps. The creation of a stand-alone credit
portfolio management function, armed with sophisticated portfolio models and with a
controlling mandate over assets held on the balance sheet, now enabled the credit
portfolio to be optimized independent of origination activity. Active credit portfolio
optimization has enormous potential to enhance profitability. Using only very basic
optimization techniques a typical institution might expect to reduce the economic capital

consumed by its credit portfolio by 25%-30%.
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2.5.2 Traditional approach

It is hard to differentiate between the traditional approach and the new approaches since
many of the ideas of traditional models are used in the new models. The traditional

approach is comprised of four classes of models (Achou and Tenguh ,2008).

1. Expert Systems

In the expert system, the credit decision is left in the hands of the branch lending officer.
His expertise, judgment, and weighting of certain factors are the most important
determinants in the decision to grant loans. the loan officer can examine as many points
as possible but must include the five “Cs” these are; character, credibility, capital,
collateral and cycle (economic conditions) in addition to the 5 Cs, an expert may also

take into consideration the interest rate.

2. Artificial Neural Networks:

Due to the time consuming nature and error- prone nature of the computerized expertise
system, many systems use induction to infer the human expert’s decision process. The
artificial neural networks have been proposed as solutions to the problems of the expert
system. This system simulates the human learning process. It learns the nature of the

relationship between inputs and outputs by repeatedly sampling input/output information.
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3. Internal Rating at Banks:

Over the years, banks have subdivided the pass/performing rating category, for example
at each time, there is always a probability that some pass or performing loans will go into

default, and that reserves should be held against such loans.

4. Credit Scoring Systems:

A credit score is a number that is based on a statistical analysis of a borrower’s credit
report, and is used to represent the creditworthiness of that personl. A credit score is
primarily based on credit report information. Lenders, such as banks use credit scores to
evaluate the potential risk posed by giving loans to consumers and to mitigate losses due
to bad debt. Using credit scores, financial institutions determine who are the most

qualified for a loan, at what rate of interest, and to what credit limits.

2.6 Credit risk measurement framework

Credit risk is conventionally defined using the concepts of expected loss (EL) and
unexpected loss (UL). Because expected losses can be anticipated, they should be
regarded as a cost of doing business and not as a financial risk. Obviously credit losses
are not constant across the economic cycle, there being substantial volatility (unexpected
loss) about the level of expected loss. It is this volatility that credit portfolio models are

designed to quantify.

Volatility of portfolio losses is driven by two factors — concentration and correlation.
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Concentration describes the ‘lumpiness’ of the credit portfolio (eg why it is more risky to
lend £10m to 10 companies than to lend £0.1m to 1,000 companies). Correlation
describes the sensitivity of the portfolio to changes in underlying macro-economic factors

(eg why it is more risky to lend to very cyclical industries such as property development).

In all but the smallest credit portfolios, correlation effects will dominate.

When quantifying credit risk, two alternative approaches can be used when valuing the

portfolio:

Loss-based method: Under this approach an exposure is assumed to be held to maturity.
The exposure is therefore either repaid at par or defaults, and thus worth the recovery
value of any collateral. Using this approach credit migration has no effect on the book

value of the obligation.

NPV-based method: Under this approach, the embedded value of an exposure is
assumed to be realizable. If the obligation upgrades then it is assumed to be worth more

than par, and if it downgrades it is assumed to be worth less than par.

The value of the obligation can be calculated using either using market credit spreads

(where applicable) or by marking-to-model using CAPM or similar method.

In general, NPV-based methods are most applicable to bond portfolios and large
corporate portfolios where meaningful markets exist for either the physical assets or
credit derivatives. For the vast majority of commercial bank exposures, where such

markets do not exist a more meaningful risk profile is obtained using a loss-based
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method. Loss-based calculations have the advantage of requiring less input data (margin
and maturity information, for example, is not required) and being simpler to compute.
However, many institutions are starting to run both methods in parallel, particularly for

portfolios where securitization is possible.

2.7 Policy guidelines

The fundamental credit risk management policies that are recommended for adoption by
all banks in Bangladesh. The guidelines contained herein outline general principles that
are designed to govern the implementation of more detailed lending procedures and risk

grading systems within individual banks.

Lending Guidelines

All banks should have established Credit Policies (“Lending Guidelines”) that clearly
outline the senior management’s view of business development priorities and the terms

and conditions that should be adhered to in order for loans to be approved. The

Lending Guidelines should be updated at least annually to reflect changes in the
economic out look and the evolution of the bank’s loan portfolio, and be distributed to all
lending/marketing officers. The Lending Guidelines should be approved by the Managing
Director/CEO & Board of Directors of the bank based on the endorsement of the bank’s

Head of Credit Risk Management and the Head of Corporate/Commercial Banking.

Any departure or deviation from the Lending Guidelines should be explicitly in credit

applications and a justification for approval provided. Approval of loans that do not
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comply with Lending Guidelines should be restricted to the bank’s Head of Credit or

Managing Director/CEO & Board of Directors

The Lending Guidelines should provide the key foundations for account
officers/relationship managers (RM) to formulate their recommendations for approval,

and should include the following:

= Industry and Business Segment Focus
The Lending Guidelines should clearly identify the business/industry sectors that should
constitute the majority of the bank’s loan portfolio. For each sector, a clear indication of
the bank’s appetite for growth should be indicated (as an example, Textiles: Grow,
Cement: Maintain, Construction: Shrink). This will provide necessary direction to the

bank’s marketing staff.

= Types of Loan Facilities
The type of loans that are permitted should be clearly indicated, such as Working Capital,

Trade Finance, Term Loan, etc.

= Single Borrower/Group Limits/Syndication
Details of the bank’s Single Borrower/Group limits should be included as per Bangladesh

Bank guidelines. Banks may wish to establish more conservative criteria in this regard.

= Lending Caps
Banks should establish a specific industry sector exposure cap to avoid over

concentration in any one industry sector.
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= Discouraged Business Types
Banks should outline industries or lending activities that are discouraged. As a minimum,

the following should be discouraged:

- Military Equipment/Weapons Finance

- Highly Leveraged Transactions

- Finance of Speculative Investments

- Logging, Mineral Extraction/Mining, or other activity that is Ethically or

Environmentally Sensitive

- Lending to companies listed on CIB black list or known defaulters

- Counterparties in countries subject to UN sanctions

- Share Lending

- Taking an Equity Stake in Borrowers

- Lending to Holding Companies

- Bridge Loans relying on equity/debt issuance as a source of repayment.

= Loan Facility Parameters
Facility parameters (e.g., maximum size, maximum tenor, and covenant and security
requirements) should be clearly stated. As a minimum, the following parameters should

be adopted:
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- Banks should not grant facilities where the bank’s security position is inferior to that of

any other financial institution.

- Assets pledged as security should be properly insured.

- Valuations of property taken as security should be performed prior to loans being
granted. A recognized 3rd party professional valuation firm should be appointed to

conduct valuations.

= Cross Border Risk
Risk associated with cross border lending. Borrowers of a particular country may be
unable or unwilling to fulfill principle and/or interest obligations. Distinguished from
ordinary credit risk because the difficulty arises from a political event, such as suspension

of external payments

- Synonymous with political & sovereign risk

- Third world debt crisis

2.8 Credit risk management for Ethiopian banks

This was disclosed at a one-day seminar on Credit and Risk Management, held on
Thursday, February 14 at the Sheraton Addis and organized by Zemen Bank in

collaboration with eVentive and Harland Financial Solutions.

The Bank is also taking the lead in the country in implementing the Basel 1l Framework.

The Basel Il Framework describes a more comprehensive measure and minimum
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standard for capital adequacy that national supervisory authorities are now working to
implement through domestic rule-making and adoption procedures. It seeks to improve
on the existing rules by aligning regulatory capital requirements more closely to the

underlying risks that banks face.

Basel 11 requires banks to collect more data about customers and consistently use best

practices for credit risk management.

Participants at the seminar were credit officials from both private and government banks

and from the Ministry of Capacity Building.

The purpose of organizing the seminar was to create awareness among other banks so

that they too would benefit by using the software.

At the seminar, Harland Financial Solutions Worldwide and Kenya Commercial Bank

presented a Credit Risk Symposium for Ethiopian banks.

Harland Financial Solutions Worldwide is a global software company with over 7,000
financial institution customers and delivers Credit Quest solutions for credit risk

management for banks worldwide.

The full day symposium also covered the Evolution of Credit Risk and Lending Systems,
Regulatory Requirements for Lending and Credit Risk Systems (Basel 1I), a
demonstration of the Credit Quest product and a Case Study of KCB’s implementation of

Credit Quest.
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2.9 Credit Risk Models

Over the last decade, a number of the world’s largest banks have developed sophisticated
systems in an attempt to model the credit risk arising from important aspects of their
business lines. Such models are intended to aid banks in quantifying, aggregating and
managing risk across geographical and product lines. The outputs of these models also
play increasingly important roles in banks’ risk management and performance
measurement  processes, including performance-based compensation, customer
profitability analysis, risk-based pricing and, to a lesser (but growing) degree, active
portfolio management and capital structure decisions. The task force recognizes that
credit risk modeling may indeed prove to result in better internal risk management, and
may have the potential to be used in the supervisory oversight of banking organizations.
However, before a portfolio modeling approach could be used in the formal process of
setting regulatory capital requirements for credit risk, regulators would have to be
confident not only that models are being used to actively manage risk, but also that they
are conceptually sound, empirically validated, and produce capital requirements that are
comparable across institutions. At this time, significant hurdles, principally concerning
data availability and model validation, still need to be cleared before these objectives can
be met, and the committee sees difficulties in overcoming these hurdles in the timescale
envisaged for amending the capital accord. Credit scoring models use data on observed
borrower characteristics either to calculate the probability of default or to borrowers into

different default risk classes (Saunders and Cornett, 2007).
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Prominent amongst the credit scoring models is the Altman’s Z-Score. The Z-score
formula for predicting bankruptcy of Dr. Edward Altman is a multivariate formula for
measurement of the financial health of a company and a powerful diagnostic tool that
forecast the probability of a company entering bankruptcy within a two year period with a

proven accuracy of 75-80%.

The Altman’s credit scoring model takes the following form;

Z=1.2x1+1.4x2+3.3x3+0.6x4+1.0x5

Where, X1 = Working capital/ Total assets ratio

X2 = Retained earnings/ Total assets ratio

X3 = Earnings before interest and taxes/ Total assets ratio

X4 = Market value of equity/ Book value of long-term debt ratio

X5 = Sales/ Total assets ratio.

The higher the value of Z, the lower the borrower’s default risk classification. According
to Alman’s credit scoring model, any firm with a Z-Score less than 1.81 should be
considered a high default risk, between 1.81-2.99 an indeterminate default risk, and

greater than 2.99 a low default risk.

2.10 Banks Performance and Its Determinants

The role of bank remains central in financing economic activity and its effectiveness

could exert positive impact on overall economy as a sound and profitable banking sector
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is better able to withstand negative shocks and contribute to the stability of the financial
system (Athanasoglou et al, 2005). Therefore, the determinants of bank performance have
attracted the interest of academic research as well as of bank management, financial
markets and bank supervisors since the knowledge of the internal and external

determinants of banks profits and margins is essential for various parties.

During the last two decades the banking sector has experienced worldwide major
transformations in its operating environment. Both external and domestic factors have
affected its structure and performance. Correspondingly, in the literature, bank

profitability is usually expressed as a function of internal and external determinants.

The internal determinants refers to the factors originate from bank accounts (balance
sheets and/or profit and loss accounts) and therefore could be termed micro or bank
specific determinants of profitability. The external determinants are variables that are not
related to bank management but reflect the economic and legal environment that affects
the operation and performance of financial institutions. A number of explanatory
variables have been proposed for both categories, according to the nature and purpose of

each study (Yuqi Li).

2.10.1 Internal determinants

Studies dealing with internal determinants employ variables such as size, capital, risk
management and expenses management. Size is introduced to account for existing
economies or diseconomies of scale in the market. Akhavein et al. (1997) and Smirlock

(1985) find a positive and significant relationship between size and bank profitability.
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Demirguc-Kunt and Maksimovic (1998) suggest that the extent to which various
financial, legal and other factors (e.g. corruption) affect bank profitability is closely
linked to firm size. In addition, as Short (1979) argues, size is closely related to the
capital adequacy of a bank since relatively large banks tend to raise less expensive capital
and, hence, appear more profitable. Taking the similar approach, Haslem (1968), Short
(1979), Bourke (1989), Molyneux and Thornton (1992) Bikker and Hu (2002) and
Goddard et al. (2004), all link bank size to capital ratios, which they claim to be
positively related to size, results indicated that as size increases . Especially in the case of
small to medium-sized banks. Profitability rises. However, many other researchers
suggest that little cost saving can be achieved by increasing the size of a banking firm
(Berger et al., 1987), which suggests that eventually very large banks could face scale

inefficiencies.

Other internal factors, such as credit or liquidity are considered as bank specific factors,
which closely related to bank management, especially the risk management. The need for
risk management in the banking sector is inherent in the nature of the banking business.
Poor asset quality and low levels of liquidity are the two major causes of bank failures
and represented as the key risk sources in terms of credit and liquidity risk and attracted

great attention from researchers to examine the their impact on bank profitability.

2.10.2 External determinants

Turning to the external determinants, several factors have been suggested as impacting on

profitability and these factors can further distinguish between control variables that
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describe the macroeconomic environment, such as inflation, interest rates and cyclical
output, and variables that represent market characteristics. The latter refer to market

concentration, industry size and ownership status (Athanasoglou et al, 2005).

2.11 Empirical results

As Yugi Li 2007 a number of explanatory variables have been proposed for both
categories, according to the nature and purpose of each study. Studies dealing with
internal determinants employ variables such as size, capital, credit risk or costs etc while
for external determinants, several factors have been suggested as impacting on
profitability and these factors can further distinguish between control variables that
describe the macroeconomic environment, such as inflation, interest rates and cyclical
output, and variables that represent market characteristics. The latter refer to market
concentration, industry size and ownership status.

A number of explanatory variables have been proposed for both categories, according to
the nature and purpose of each study. Studies dealing with internal determinants employ
variables such as size, capital, credit risk or costs etc while for external determinants,
several factors have been suggested as impacting on profitability and these factors can
further distinguish between control variables that describe the macroeconomic
environment, such as inflation, interest rates and cyclical output, and variables that
represent market characteristics. The latter refer to market concentration, industry size

and ownership status.
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The empirical findings on the impact of bank profitability in the UK in our sample
suggest the following conclusions. First, negative and positive effect of liquidity on bank
profitability has been found, with weak significant coefficient. This is in consistent with
previous studies as the results concerning liquidity are mixed. Therefore, the conclusion
about the impact of UK bank.s liquidity on their performance remains ambiguous and
further research is required. Second, the ratio of loan loss reserves to net interest revenue
has a negative impact on ROAA with statistical significance. This implies that higher

credit risks results in lower profit.

As the findings shows that liquidity and credit risks do have negative impact on bank
profitability, and it provides further implication on the effective risk management

practices in banks.

Achou and Tenguh (2008) shows that there is a significant relationship between bank
performance (in terms of return on asset) and credit risk management (in terms of loan
performance). Better credit risk management results in better bank performance. Thus, it
is of crucial importance that banks practice prudent credit risk management and

safeguarding the assets of the banks and protect the investors’ interests.

Regulation, proxied by the amount of Reserve Fund appears to have negative impact on
all three measures of risk, significantly so for liquidity risk. Depositor behavior appears

to significantly impact only liquidity management, but not capital nor credit risk
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management. We do not find evidence that shareholders act in a manner that reduces the
credit risk of banks. The more efficient the management, the less capital the bank is likely
to hold, subject to minimum capital requirement. That is, the equity multipliers of banks
with more efficient management are likely to be higher. The other evidence is that credit
risk increases as management efficiency variable decreases (Tsorhe, Aboagye &

Kyereboah-Coleman ).
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Chapter three: Methodology

3.1 Research design

This research paper was employ quantitative research design. The functional or positivist
paradigm that guides the quantitative mode of inquiry is based on the assumption that
social reality has an objective ontological structure and that individuals are responding
agents to this objective environment (Morgan & Smircich, 1980). Quantitative research
involves counting and measuring of events and performing the statistical analysis of a
body of numerical data. The assumption behind the positivist paradigm is that there is an
objective truth existing in the world that can be measured and explained scientifically.
The main concerns of the quantitative paradigm are that measurement is reliable, valid,

and generalizable in its clear prediction of cause and effect (Cassell & Symon, 1994).

Being deductive and particularistic, quantitative researcher is based up on formulating the
research hypothesis and verifying them empirically on a specific set of data. Scientific
hypothesis are value free; biases, and subjectivity preferences have no places in the
quantitative approach. Researcher can view the communication process as concrete and
tangible and can analyze it without contacting actual people involved in communication

(Ting-Toomey, 1984).

Under the quantitative research design survey method was employed. The survey is a
non-experimental, descriptive research method. Survey can be useful when a researcher

wants to collect data on phenomena that cannot be directly observed.
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Cross-sectional survey used to gather information on a population at a single point in
time. An example of a cross sectional survey would be questionnaires that collect data. A
different cross- sectional survey questionnaire might try to determine the relationship

between two factors.

3.2 Data used in the research

In this paper both primary and secondary data sources was used. The secondary data was
collected from the financial statements from the selected banks by the sample and the
primary data was obtained by questionnaire. Forty-two questionnaires were prepared in

order to collect primary data.

The researcher used the data from selected bank for analysis. A panel data of a 10 year
financial data of banks under the study, to examine the relationship between return on
asset (ROA) which is performance indicators and loan losses (NPL/TL), loan provision to
total loan (LP/TL), loan provision to non-performing loan (LP/NPL), and loan provision

to total asset (LP/TA) .

3.3 Sampling

Currently in Ethiopia 21 banks are in operation. From these six banks namely Dashn
Bank, Awash International Bank, Wegagen Bank, United Bank NIB International Bank,
and Bank of Absiniya was selected by using purposive sampling technique. Purposive
sampling targets a particular group of people. When the desired population for the study

is rare or very difficult to locate and recruit for a study, purposive sampling may be the
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only option. The researcher used purposive sampling by considering the time concern, the

cost allocated for the research and availability of data.

3.4 Analytical tools used

The primary data collected through questionnaire was analyzed and interpreted using
descriptive statistical tools like table, figures and percentages. Eviews software was

employed to analyze and interpret the regression model used by the researcher.

3.5 Research hypothesis

The researcher expects with better credit risk management have high return on asset
(ROA) and lower non-performing loan and loan provision. Accordingly with the help of
empirical data on selected firms the study was established and tests the following

hypothesis:

Hypothesis 1 (HO): credit risk management has an effect on the bank performance.

Hypothesis 2 (H1): credit risk management has no effect on the bank performance.

Thus, to test the hypothesis, the researcher uses the following regression model.

Y=o+ B1X1 + B2X2 + B3X3+ B4X4+

Where: Y= return on asset

X1= non-performing loan to total loan

X2= loan provision to non-performing loan
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X3=loan provision to total asset

X4= loan provision to total loan

p= disturbance term

Also a is an intercept and B is the parameter of explanatory variable of dependent

variable (return on asset).
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Chapter 4: Data analysis and interpretation

In this chapter, the empirical data collected from the researcher’s self-completion
questionnaire will be presented. Firstly, it presents the percentage of each answer from
the respondents and then summarizes the importance of each factor.

4.1 Analysis of Primary data

4.1 The results of general information

How many years of experience do you have working with bank and risk management
area?

I) banking experience

Response Percentage

Less than 1 year -

1-2 years 14.23%

3-5 years 57.24%

More than five years 28.53%

Total 100%

Table 1: Experience of respondents in banking sector
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Figure 1: Experience of respondents in banking sector

The table above shows the percentage of the years of experience the respondents had
working with in the bank. The researcher asked this question because | wanted to know
how experienced the respondents were in terms of banking sector. In the results, | notice
that 57.41% have experience working with in the bank 3-5 years. Whereas, the
respondents who have working experience in banking sector more than five years was
28.57%, 1-2 years was 14.23% and less than one year was null.

I1) Risk management area

Response Percentage
Less than 1 year 2.38%

1-2 years 45.24%

3-5 years 38.10%
More than 5 years 19.05%

48




Table 2: Experience of respondents in the area of risk management
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Less than 1 year 1-2 years 3-5years More than 5 years

Figure 2: experience of respondent on risk management area

The figure above shows the percentage of the years of experience the respondents had
working with risk management. This question was asked because the researcher wanted
to know how experienced the respondents were in the area of risk management. In the
results, it was notice that 45.24% have experience working with risk management area 1-
2 years. Whereas, the respondents who have working experience in risk management 3-5

years was 29.40%, more than 5 years was 19.05% and 1 to 2 years was 2.38%.

49



What is your expectation from effective risk management in your organization?

Response Percentage
Reduce financial loss 57.14%
Improve communication with customers 23.81%
Improve decision making 38.10%
Improve resource allocation 45.24%

Table 3: The expectation from credit risk management

60.00%
50.00%
40.00%
30.00%
20.00%
10.00%
0.00% T
Reduce financial Improve improve decision Improve resource
loss communication making allocation
with customers

Figure 3: the expectation from credit risk management

The second question was asked the respondents to indicate their expectations of credit
risk management in their organization. The researcher asked this in order to find out how
important the respondents think credit risk management is. The results show that most of
the respondents expect risk management to reduce financial losses (57.14%).

Additionally, 45.24% of the respondents expect effective credit risk management to
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improve resource allocation, 38.10% expect effective credit risk management to improve

decision making and 23.81% improve communication with customers.

Who has the authority to establish credit risk management policy in your organization?

Response Percentage
Chief executive officer -

Chief financial officer -
Board/committee 95.25%
Executive management committee 4.75%

Internal auditor

Staff

Table 4: The percentage of who has the authority to establish credit risk management in

organization
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Figure 4: The authority to establish credit risk management in organization

In the beginning, the researcher asked a question about commitment and support from top
management. In the table above, the respondents asked to identify who has the authority
to establish credit risk management in their organization. The results of this question
were closely expected because it assumed the top-level should have the authority to
establish risk management. As it can see in the table, the majority of the respondents
(95.25%) specify that the board and committee have the authority to establish risk

management. Next was the executive management team (4.75%).

The surveys show that respondents identified commitment and support from top
management as the most important. Top-level management responds to business
processes and manages credit risk. Most of the organizations believe that it is the
responsibility of the Board of Directors or Committee and Executive Management team
to establish credit risk management. Top management decides the objectives and
strategies for organizational credit risk management activities, mission and overall

objectives.

The respondents indicated that there are many ways in which top management can
support risk management policy as showed in the table 4. They set up a particular credit
risk management teams, regularly revision of risk management plans, clear to allocate

credit risk management responsibilities, strictly obey in credit risk management policy,
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listen a problems from employees and allocate appropriate resources. Most of the

organizations have a policy to support the development of credit risk management. The

benefit of top management support is effective decision-making to manage risks .This is

one of the expectations from the respondents.

Does your organization have a documented credit risk management guideline or policy?

Response Percentage
Yes 100%

No -

Total 100%

Table 5: The percentage of the yes/no question that was asked regarding if the

respondents’ organizations have a documented credit risk management guideline or

policy.
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Figure 5: organizations have credit risk management
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In table 5, it was used a yes/no question to ask the respondents if their organizations have
a documented credit risk management guideline or policy. 100% of respondent replied
“Yes’. This helps the organization to manage their credit risk. Because the employees’ of

the organization works under the guideline or policy developed by the organization.

Organizational structure involves an organization’s internal pattern in relationships,
authority and communication. Structure is comprised of formal lines of authority and
communication, and the information as well as data that flow along these lines (Stank,
Daugherty and Gustin, 1994). Structure and processes of the organizations are most
effective when their design function match their environment and impact to
organization’s strategies (Hunter, 2002). The respondents agree that their organization

have a documented guideline or policy for risk management.

Does the guideline support the goals and objectives of credit risk management?

Response Percentage
Yes 100%

No -

Total 100%

Table 6: The percentage of guidelines that support the goals and objectives of credit risk

management
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Figure 6: the guidelines that support the goals and objectives of CRM

Table 6, shows that 100% of respondents have guidelines that support the goals and
objectives of credit risk management.

All of the respondents believe that the guideline supports the goals and objectives of risk
management. As Hasanali (2002) and Department of State and Regional Development
(2005) argue, one of the most important aspects of effective risk management is
organizational structure. Organizational structure provides concepts, guidelines, direction
and support to employees that conducted by the steering committee. The respondents

understand the risk management guideline or policy.
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Do you understand the credit risk management guideline or policy?

Response Percentage
Yes 95.24%
No 4.76%
Total 100%

Table 7: The percentage of yes/no question that we asked about do you understand the

credit risk management guideline or policy.
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Figure7: the percentage of understanding the CRM guideline

In figure 7, showed 95.24% of respondents understood the risk management guideline or

policy.

But 4.76% did not understand the risk management guideline or policy. From the table it

can be generalized that almost all the worker of credit risk management understand the

guidelines that developed by their organizations, this enables the employee to manage the

credit that arise in their organization.
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How often does your organization change its guidelines or policies to manage credit

risks?

Response Percentage
Once per year 66.67%
Once per two years 23.81%
Once in more than two years 9.52%
Never -

Total 100%

Table 8: The percentage of how often the respondents’ organizations

guidelines or policies to manage risk
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Figure 8: the change of guidelines to manage credit risk by the organization
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In table 8, most of the respondents (66.67%) replied that their organization changes their
guidelines or policies to manage credit risks once per year. 23.81% of the respondents
replied that their organizations changed their guidelines or policies one every 2 years and
changing once in more than 2 years had 9.52%. That means that most of the
organizations think they should change their guidelines or policies to manage credit risks

once per year.

Because the financial world is always in fluctuation, Carey (2001) suggests that
organizational structure must be reviewed regularly and adjusted to adapt to changing
financial environments. All of the respondents stated that their organization changes its
guidelines or policies in order to manage credit risks. Most of the organizations
implement changes and review their organizational structure every year. Moreover,
Grabowski and Roberts (1999) suggest that risk management is primarily associated with
the fluidity of organizational structures. It is a flexible approach to respond in different

ways and respond quickly in the face of changing conditions.

In the future, does your organization have a policy to support the development of credit

risk management?

Response Percentage
Yes 92.86%
No 7.14%
Total 100%
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Table 9: The percentage of organizations which have a policy to support the

development of risk management

100.00% _— —_—
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Figure9: A policy to support the development risk management in future

In table 9, the researcher used a yes/no question to ask the respondents about future credit
risk management policy. The results show that the amount of respondents who chose yes
was 97.10%, which means that top management is willing to support the development of

future risk management policy.
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Does your organization offer training for new employees?

Response percentage
Yes 100%

No -

Total 100%

Table 10: The percentage of how many organizations offer training for new employees

100% -
90% -
80% -
70% -
60% -
50% -
40% -
30% -
20% -
10% -
0% -

yes no

Figure 10: offering training to employee
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The researcher also asked yes or no question about training courses for employees. The
results show that 100% have a training course for employees. That mean most of the

respondents’ organizations think training employees is important.

Risk management becomes a part of good business practice and should include training
staff appropriately. The main reason for an education and training program is to ensure
that the members are comfortable with the system and increase the expertise and
knowledge level of the members. Most companies offer training courses for new
employees. The purpose of training is to improve knowledge, skills and attitudes that in

turn increase confidence, motivation and job satisfaction (Fill and Mullins, 1990).

How often does your organization provide risk management training courses?

Response Percentage
Never

1 times per year 69.05%

2 times per year 14.29%
More than two times per year 16.66%
Total 100%

Table 11: The percentage of how often organizations provide risk management training

courses
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Figure 11: How often organizations provide risk management training courses

In table 11, it was asked the respondents about the frequency of credit risk management
training in their organizations. The results show that most of the respondents’
organizations (69.05%) have a risk management training course one times per year.
16.66% have a risk management training course two times per year and, more than 2

times per year percentages, 11.89%.

Since the purpose of training is to improve knowledge, skill and attitudes to job
satisfaction it is better to know how frequent the organizations provide training for
employees. According to table 11 it can be concluded that the organizations give training

to employees’ one times per year. This is short be period and enables employees to
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understand the credit risk management practices and to do better effort in the behalf of

the organization benefit.

Does your organization have established procedures for keeping up-to-date and informed

with changes in regulations?

Response Percentage
Yes 90.48%
No 9.52%
Total 100%

Table 12: The percentage of organizations which have established procedures for

keeping up to- date and informed with changes in regulations

100.00%
90.00%
80.00%
70.00%
60.00%
50.00%
40.00%
30.00%
20.00%
10.00%

0.00%

Yes

No

Figure 12: Organizations established procedures for keeping up to date and informed with

changes in regulations
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The results show that table 12 show that 90.48% of the respondents answered “Yes’, their
organization does have established procedures for keeping up-to-date and informed with
changes in regulations. But 9.52% do not. From the table it can be concluded that the
organization is in the way to provide training to its employee for the changes that will be

happen in the regulations of credit risk management.

The ability to respond to changing conditions in an organization’s operation is related to a
range of activities including the development of risk training courses and involvement of
staff in responding to an early warning system (Carey, 2001). The respondents state that
their organizations have established procedures for keeping up-to-date and informed with
changes in regulations to their staff. In addition, they provide risk management training
courses at least once per year. The other companies also offer training courses more than
once a year.

How does your organization effectively communicate to reduce credit risk?

Response Percentage
Creating clear and trustworthy information 38.10%
Developing understanding between management team and employee 47.62%
Fast communication between management team and customers 30.95%
Regularly communicating among management and staff 42.86%
Creating and maintaining a clear communication 28.57%

Table 13: The percentage of the processes of communicate to reduce credit risk
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Figure 13: the process of communicating to reduce risk

In table 13, the researcher would like to know how the organizations effectively

communicate in order to reduce credit risk. In this question, the respondents could choose

more than one answer. The results show that the most common way of communicating

effectively to reduce risk is developing understanding between management team and

employee, with 47.62% of the respondents picking this answer. It means that most of the

respondents think that developing this understanding is a first priority for organizations.

The next results were regularly communicating among management and staff with

42.86%. Creating clear and trustworthy information and fast communication between

management team and customers followed with 38.10%and 30.95% respectively. The

lowest ranking was creating and maintaining a clear communication, with 28.57%. This
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means that Creating and maintaining a clear communication is not a common way of
communicating to reduce risk and is outranked by creating understandable and clear
information.

The responses believed that developing understanding between management team and
employee, regularly communication between management and staff, create information
clear and trustworthy, maintaining clear to communication and fast and sharp
communication in organization all is support effective communication in risk

management procedures.

Do the banks use Altman Z score model for credit evaluation?

Response Percentage
Yes -

No 100%
Total 100%

Table 14: The percentage of the use of Altman Z score for credit evaluation
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Figure 14: the use of Altman Z score model for credit valuation

The researcher also asked yes or no question about the application of Altman Z score for
credit evaluation to determine the bankruptcy of the organization which they provide loan
to employees. The results show that 100% stated that they do not use Altman Z score.

From the result it can be conclude that the financial institutions are not in the position to
apply the model to evaluate what will happen to their customers’ regarding the payment
of their obligation. The Z-score formula for predicting Bankruptcy of Dr. Edward Altman
(1968) is a multivariate formula for measurement of the financial health of a company
and a powerful diagnostic tool that forecast the probability of a company entering

bankruptcy within a two year period with a proven accuracy of 75-80%.
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Does the bank have internal credit rating system?

Response Percentage
Yes 100%

No -

Total 100%

Table 15: The percentage of organizations has internal credit rating system

120%
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40% -

20% -
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Figure 15: Internal credit rating system in the organization

The results show that table 15 show that 100% of the respondents answered ‘Yes’, their
organization does have internal credit rating systems. The internal credit rating system

has been developed by looking different factors like term loan, merchandise loan, letter
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of guarantee, trade bill discount, advance on export bill, type of financial statement

(financial standing), quality of management and banking relationship are some of them.

From the above table it can be concluded the financial institution have developed internal
credit rating to manage their credit risk. Well-managed credit risk rating systems promote
bank safety and soundness by facilitating informed decision making. Rating systems
measure credit risk and differentiate individual credits and groups of credits by the risk
they pose. This allows bank management and examiners to monitor changes and trends in
risk levels. The process also allows bank management to manage risk to optimize returns

(Comptroller’s Handbook 2001)

The challenges that the respondents’ face in credit risk management lack of experience
because it is a newly emerged department, lack of technology to mange the portfolio
data, implementation of policies at the grass root level, miss interpretation of policies,
unknowing the exact feature of customers especially individual borrower, effects of
changing in government policy, inadequate human capacity, poorly organized of
industries to evaluate their worthness, problem of collateral registration, low level of
awareness to ward credit risk management, bad attitudes of the staffs towards satisfying
the need of their organizations, unable to get full information about customer from
external sources, the department is under staffed, use of traditional or simple
measurement tools, and absence of relevant information on time.

In addition the researcher identifies the major kinds of tools or methods used to mange

credit risks. The tool that the banks used to manage their credit risks includes:
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Loan portfolio management: The need for credit portfolio management emanates from
the necessity to optimize the benefits associated with diversification and to reduce the
potential adverse impact of concentration’ of exposures to a particular borrower, sector or
industry. Portfolio management shall cover bank-wide exposures on account of lending,
investment, other financial services activities spread over a wide spectrum of region,
industry, size of operation, technology adoption, etc. There should be a quantitative
ceiling on aggregate exposure on specific rating categories, distribution of borrowers in
various industries & business group. Rapid portfolio reviews are to be carried on with
proper & regular on-going system for identification of credit weaknesses well in advance.
Steps are to be initiated to preserve the desired portfolio quality and portfolio reviews
should be integrated with credit decision-making process.

Loan review: Multi-tier Credit Approving Authority, constitution wise delegation of
powers, sanctioning authority’s higher delegation of powers for better-rated customers;
discriminatory time schedule for review / renewal, Hurdle rates and Bench marks for
fresh exposures and periodicity for renewal based on risk rating

Credit Audit/Loan Review Mechanism: This should be done independent of credit
operations, covering review of sanction process, compliance status, review of risk rating,
pick up of warning signals and recommendation for corrective action with the objective
of improving credit quality. It should target all loans above certain cut-off limit ensuring
that at least 30% to 40% of the portfolio is subjected to LRM (loan review mechanism) in
a year so as to ensure that all major credit risks embedded in the balance sheet have been

tracked and to bring about qualitative improvement in credit administration as well as
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Identify loans with credit weakness. Determine adequacy of loan loss provisions. Ensure
adherence to lending policies and procedures. The focus of the credit audit needs to be
broadened from account level to overall portfolio level. Regular, proper & prompt
reporting to Top Management should be ensured. Credit Audit is conducted on site, i.e. at
the branch that has appraised the advance and where the main operative limits are made
available.

Exposure Ceilings: Prudential Limit is linked to Capital Funds for individual borrower
entity, for a group with additional for infrastructure projects, subject to approval of the
Board of Directors.

Risk Rating Model: Set up comprehensive risk scoring system on different point scale.
Clearly define rating thresholds and review the ratings periodically preferably at half
yearly intervals, to be graduated to quarterly so as to capture risk without delay. Rating
migration is to be mapped to estimate the expected loss.

In addition to the above tools the banks also use collecting data from internal and external
sources, evaluation of collateral, identifying the risk with the source, communicating with

customers, and etc as a tool for credit risk management.
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4.2 Analysis of secondary data
Dependent Variable: ROA

Method: Least Squares

Date: 05/24/11 Time: 10:52

Sample (adjusted): 2 60

Included observations: 59 after adjustments

Variable CoefficientStd. Error  t-Statistic  Prob.

C 0.025082 0.006076 4.128265 0.0001
LROA 0.309197 0.125060 2.472381 0.0167
NPL -0.048889 0.015091 -3.239663 0.0021
LPNPL 0.003986 0.004872 0.818035 0.4170
LPA 0.017190 0.046106 0.372832 0.7108
LPL -0.076096 0.082086 -0.927025 0.3581
R-squared 0.492457 Mean dependent var 0.025751
Adjusted R-squared 0.444576 S.D. dependent var  0.010790
S.E. of regression  0.008041 Akaike info criterion -6.712292
Sum squared resid  0.003427 Schwarz criterion -6.501017
Log likelihood 204.0126 Hannan-Quinn criter. -6.629819
F-statistic 10.28494 Durbin-Watson stat  1.814810

Prob(F-statistic) 0.000001
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The result of return on asset (ROA) on the regression shows that non-performing loan
and loan provision of the financial institution is significantly negatively related to
performance. The parameter value shows that 1 percent increase in non-performing loans
decreases return on asset by 0.048889 percent. In addition that a 1 percent increase in

loan provision decreases return on asset by 0.076096 percent.

On the other side the regression result shows that loan provision to non-performing loan
and loan provision to total asset of the financial institution is significantly positively
related to return on asset. The parameter value shows that 1 percent increase in loan
provision to non-performing loans increases return on asset by 0.003986 percent. In
addition that a 1 percent increase in loan provision increases return on asset by 0.017190

percent.

The results verify hypothesis that better credit risk management results in better bank
performance. The researcher aware that return on asset (profitability) is an endogenous
variable which means that it can influence the magnitude of non-performing loans, since

better profitability affords the financial institution to write off more bad loans.
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Chapter Five: Conclusions and recommendations

5.1 Conclusions

According to the uncertainty of conditions, the financial industries are facing a large

number of risks. For this reason, the financial industries emphasize risk management.

Moreover, effective risk management is so important that it can increase project success.

R/
L X4

The study summarizes that banks used different credit risk management tools,
techniques and assessment models to manage their credit risk, the credit risk
management and that they all have one main objective, i.e. to reduce the amount
of loan default which is a principal cause of bank failure.

The surveys show that respondents identified commitment and support from top
management as the most important. Top-level management responds to business
processes and manages credit risk. Most of the organizations believe that it is the
responsibility of the Board of Directors or Committee and Executive Management
team to establish credit risk management. Top management decides the objectives
and strategies for organizational credit risk management activities, mission and
overall objectives.

All of the respondent indicates that their organization has a documented credit
risk management guidelines and Most of the respondents understand the guideline
of credit risk management. The guidelines also help the institutions to supports

the goals and objectives of credit risk management. Because the financial world is
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X/
°e

%

always in fluctuation, almost more than half of the respondent suggests that
organizational structure must be reviewed regularly and adjusted to adapt to
changing financial environments and the changes made once per year and at the
time when it is believed to have changes.

The survey shows the respondents credit risk management becomes a part of good
business practice and should include training staff appropriately. Since the
purpose of training is to improve knowledge, skill and attitudes to job satisfaction
the organizations provide training for employees once per year as agreed by most
of the respondents. In addition, the respondents state that their organizations have
established procedures for keeping up-to-date and informed with changes in
regulations to their staff.

The paper shows the means of communication that they use to reduce credit risk.
The results show that the most common way of communicating effectively to
reduce risk is developing understanding between management team and
employee.

The study also reveals that banks with good or sound credit risk management
policies have lower loan default ratios (bad loans) and higher interest income
(profitability).

This study shows that there is a significant relationship between bank
performance (in terms of return on asset) and credit risk management (in terms of
loan performance). Better credit risk management results in better bank

performance. Thus, it is of crucial importance that banks practice prudent credit
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risk management and safeguarding the assets of the banks and protect the
investors’ interests.
% The study also reveals banks with higher profit potentials can better absorb credit

losses whenever they crop up and therefore record better performances.

X/
°e

Furthermore, the study shows that there is a direct but inverse relationship
between return on asset (ROA) and the ratio of non-performing loans to total loan
(NPL\TL) and loan provision to total loan.

This has led us to accept our hypothesis and conclusion that banks with higher interest

income have lower non-performing loans, hence good credit risk management strategies.
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5.2 Recommendation

Based on the findings the researcher would recommend that the banks could establish a

credit risk management team that should be responsible for the following actions that will

help in minimizing credit risk;

R/
L X4

X/
°

Participation in portfolio planning and management
.Working with Business Groups and individual in creating credit risk awareness
within the bank’s risk taking capacity.
Creating goal concurrent.
Developing and maintaining credit approval authority structure and granting
approval authority to qualified and experienced individuals.
Since the credit risk management department is at infant stage providing training
for the employee to enhance their capacity and reviewing the adequacy of credit
training across.
Developing data base management to manage portfolio data and Setting an
information technology system to enhance communication and obtaining accurate
data in timely manner.
Presents information about the bank’s exposure to and its management and
control of credit risks, in time
Follow up the implementation credit policies and standards that conform to
regulatory requirements and the bank’s overall objectives and improve the miss
implementation of credit risk management policies or guidelines. Cope up to the

changes of credit risk management policies with the regulatory body or organ.
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X/
°

X/
°

X/
°e

Establish external credit rating agencies to obtain the true information of the
clients and use modern credit evaluation technique like Altman Z score

Improve the collateral registration process and obtain cash equivalent collateral
for each loan made to the customers.

Increase the number of employee in the department.
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Addis Ababa University
School of Business and Public Administration

Department of Accounting and Finance

Dear respondents:

This is a questionnaire designed to collect data on the credit risk management and its
impact on bank performance which will be used as an input for a thesis in a partial
fulfillment of Msc. Degree in Accounting and Finance. Your genuine response is solely
used for academic purpose and the data will be treated utmost confidentiality. Therefore,
your kindly cooperation is appreciated in advance.

1. How many years of experience do you have working with bank and I the area risk

management?

Bank Risk management

area
O Less than 1 year
[0 1-2 years
[03-5 years
[COMore than five years
2. What is your expectation from effective credit risk management in your

organization?
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(You can use more than one answer)
O Reduce financial loss
O Improve communication with the stake holders
O Improve decision making
O Improve resource allocation

[0 Other (please specify)

3. Who has the authority to establish credit risk management in policy or procedure
your organization?
0O Chief executive officer(CFO)
O Chief financial officer(CFO)
0O Board/ committee
0O Executive management committee
O Internal auditor
0O Staff

0 Other(please specify)
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4. Does your organization have a documented credit risk management guideline or
policy?
O Yes
O No
5. Does the guideline support the goals and objectives of credit risk management?
O Yes
O No
6. Do you understand the credit risk management guideline or policy?
O Yes
O No
7. How often does your organization change its guidelines or policies to manage
risks?
O Once per year
O Once per two years
0O Once in more than two years
O Never
8. In the future, does your organization have a policy to support the development of
credit risk management?

O Yes
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O No
9. Does your organization offer training for employees?
O Yes
O No
10. How does your organization effectively communicate to reduce credit risk?(you
can choose more than one answer)
O Creating clear and trustworthy information
0 Developing understanding between management team and employee
O Fast and sharp communication between management team and
stakeholders
O Regularly communicating among management and staff
O Creating and maintaining a clear communication

[0 Other (please specify)

11. How often does your organization provide credit risk management training
courses?
O Never
00 1 times per year
[0 2 times per year

0 More than 2 times per year
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12. Does your organization have established procedures for keeping up-to-date and
informed with changes in regulations?
O Yes
O No
Do the bank uses Altman Z score in credit evaluation?
13. Do the bank uses Altman Z score for credit evaluation?
O Yes
O No
14. Does the bank have internal credit rating system?
O Yes
O No

15. What challenges you face in credit risk management?

16. What are the major kinds of method or process used by the in management of

credit risk?

17. How it was suitable for your bank?
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