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Abstract 

This paper examines the impact level ur credit risk management tOII '(/I"{!.I' the prolitahility 

of commercial banks in EthiolJiu in general ,it argiles that credit risk 1/1<Inagell7ent hal' 

significant impact un projitability u/ballks o/ullr cUlf/llly 'Ii) examine its illlpactievelthe 

researcher uses I17l1ltiple regressio/'l models hy taking 10 years 1101,' (dependent 

variable), NPLII and CAR (independent variable,I) .!i-oll7 each bank alld in addition to that 

questioner was also distributed to the authurized hodies ill the risk I//(/nagement position 

of each bank. The researcher took sel'en hanks pllrposive/l ' that have t('n year and ahol 'e 

file ~pan in Ethiopia, those are Commercial bunk of' fthiopia ,Nih illternational bank 

,Dashen bank .;/wash international bUllk ,Banks olAhyssinia, Wegagen Bank and United 

Bank. 

Key words: Cred it Risk Management, Danks Profitability. 
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Chapter- One: Introdul'tion 

I.l Background of the study 

Banks are linaneial institutions that accept deposit and make loans. Commercial banks in 

Lthiopia extend credit (loan) to dilkrent types o r borrower Ill r man y dilkre nt purposes. 

For most customers, bank credit is the primary source or avai lable debt linancing and I" r 

banks; good loans are the most [lrolitable assets (I .' rc'deric S. Mishkin. 2004, pp 8-9). 

Even if Credi t creat ion is the main incomc gencra ting act ivit y lor hanh. it al so in volves 

huge ri sks to both the lender and the borrower. The risk ora trad ing partner not rullilling 

hi s/her obli gat ion as per the contract on due dat e ()]' anytime therealier can greatl y 

jeopard ize the smooth functi on ing o r a IXlI1k 's husiness. On the otlll'r ham!. a bank with 

hi gh cred it ri sk has high bankruptcy ri sk that puts the depositors in jeopardy (dange r) that 

can easily and most likely prompts hank railure. 

Credit ri sk is the most obv ious ri sk in the banking and poss ibly the ",ost important in 

tertllS of potent ial losses. The del,n"t or a small number 01' key custoill ers could generate 

vl.:ry large losses alld ill all e x I rl'llI l' GIS\.! !.:o lll Li h.:ad I II a bank bCt:OJ llilig iIISo lvL: llt. Thi s 

ri sk relates to the poss ibility that loans will not be paid or that in vestments will 

deteriorate in quality or go in to dcl~n tlt with con sequent loss to the bank. Cred it ri sk is 

not conlined to the ri sk that borrowers are unable to pay: it also includes the ri sk of 

payments being delayed, which can al so cause problems ror the bank. 

1 



So, In order to protect their own int~rest and the w~alth or bank shar~hold ~ rs/deposi t()r s, 

banks need to invcstigate and monitor the activi ties or the will be and ex isting borrowers, 

Adequately managing or those ri sks related with credit is cr itical Il,r the surviva l and 

gro'wth or any lillancial instituti oll s. III case or bunks. til l' isstll' or cn.:dil risk is or cvcn or 

greater concern b~cau se of tbe hi ~her level 01' pere~i VL'd ri sh re s ultin ~ i'rlll)) some or the 

characteristics or c li ents and busincss conditions that they find themse lves in , 

Genera ll y. Cred it risk management is a structurcd approach to mange uncertainties 

arising rrom the probability that tlw borrower wi ll ddilllit to pay th~ ll10ney that h~/sh~ 

takes as a loan (either the principal or il1l~rest or both), EITectiveness in thi s area has an 

impact on the pro litabi lity, liquidity, so lve ncy. loan portlcllin and fi lw ncial leverage or 

commercia l banks in every coulltry, In this problem area. i,e, impacts or credit ri sk 

management on banks prolitability th~re arc SO Il1 ~ studi ~s co nduc'l ~d in different 

cou ntries such as: 

Ara I-I osna . l3akaeva Manzura and sun .Iuanjuan in ~()09 studi~d "Cred it Risk 

Managell1ent and Profitability or COll1mercial Hanks in Sw~den", Th~y took 4 banks to 

study thi s area and used ll1ultiple reg ression models to analyze thei r fin dings, Lastly, the 

researchers obta ined that "there is a reasonab le effec t or cred it Ri sk Managemcnt on 

profitability or those banks", (I-Iosna, Man7.llra & .Iuanjllan, ~009, P 4J), 

Takang feliz Achou and Ntui Claudine Tenguh in 2008 studied on "l3ank perrormance 

and cred it Risk Management and their study resuft shows " th~ r~ IS a signilicant 

r~l ationship between bank pCrllll'lllanee (in terlll s or prolitabilit y) and crellit ri sk 

ll1anagement (in terllls or loan p~r1 0 1"l1lan ce), llell~r Credit I{isk Mallag~lll~nt resuit s in 

belle r bank performance", (Achou and lenguh , 2008) 
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As Ilu' as the researcher reading is concerned there is no lo rma l stud y was conduc ted in 

this problem area in our country. And aga in both the theories and research conducted in 

the same area supports that there is posi ti ve relationsh ip among credit risk management 

and banks profitability .B utthe above studies " ril ed to sec the impact lcyel of"pro litability 

except the fi rst one. In addition. there is no «,..."al resea rch stud y done in Ihi s problem 

area in our country. This gap in iti ates the researclwr to involve in thi s lopic area. So In 

this paper the researcher went to see the impact level of" credit ri sk management on 

profitability of"commercial banks in Ethiopia. 

The researcher slud y will be imporlant to Ihe audience by providing a lil eralure rev iew on 

the impacts or credit ri sk management mechanisms li ke screening and monitoring. long 

term customer relationship , co lialCrals and cred it rationi ng on the profitab ility of" 

commercia l banks in Ethiopia . 

1.2 Statement of the problem 

Current ly the banking business is so sens iti ve because more or their income (revenue) 

will be generated f"rom credit (loa n) given to their customers (.leoitta Co lquitl. 2007). This 

credil creat ion process exposes Ihe banks to high credit ri sk which lead s 10 loss . Without 

e lTecti ve cred it ri sk management good bank perlo rmance or profit will be unlh inkab le. 

Ir one knows the impact level o r credit ri sk management on profitability he/she can gi ve a 

grea t attention Oil management of" those credit ri sks. particularl y those responsible 

communit ies /credit ri sk management bodies I in banks. lecturers in Ihe uni ve rsi ties and 

co ll eges .bank policy makers. like nalional hank of" Ethiopia in the case o r ours. When 

they arc aware of" about the imp"ct le vel credit risk man"gement t"",,,rds rrolitabilit y. 
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then they are gO ing to take care 0 1' their credit dec ision and searc h best credit ri sk 

mnnngcmcnt mechani sms which lV ill be good ICli' the business . Credit ri sk management 

mechani sm like screening and monitnring. long-term customer rel'l ti onsh ip . coliateral 

requirements and credit rationin g arc important IClr the success or bank s by determining 

its prolitability, liquidity, solvency and amount of loan portro li o. 

1.3 Purpose of the study 

The pu rpose or thi s stud y wili be to measuring the impact leve l a Ccredit ri sk manageme nt 

on pro litnbility' s 01' seven commercial banks in Ethiopia. Those arc banks which submit 

their annual report to the national bank urLthiupia since 200 1 til1 20 10 those are:-

I. Commercial bank or Eth iupia 

2. Nib international bank 

3. Dash en hank 

4. Awash international bank 

5. Ilanks 01' Abyssin ia 

6. Wegngcn Bank 

7. United !Jank 

In addit ion to the above general purpose of the st ud y, the resea rcher needs to ident ify the 

rollowing specilic objecti ves too: 

I. To analyze the impact o r credi t ri sk management on pro litabi lity o l'the bank . 

2. To indicate some important recommendations IClr the bank in relation with credit 

risk management. 
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1.4 Rcscllrch Qllcsti()11 

I-low (much) to a grea t e.x ten!. cred it ri sk management anCels banks prolitability 

in commercial banks in Ethiopia') 

I.S T heoreticlil Viewpoint: 

The theory that the researcher used were [lank Risk Management Theory. It was 

developcd by David II. Pylc uni ve rsity or Cali l(ll'llia and it was used to stud y why risk 

management is needed, and outlines some of the thcoretical underpinning of 

contemporary bank risk management , wi th an emphasis on market and credi t ri sks. This 

thcory ind icatcs that cred it and market risks managemcn t havc an elket d irectl y Ill' 

indirectl y on the banks su rviva l. As applied to thi s stud y. thi s theory holds thatrcscarchcr 

wou ld expect the independent variables cred it ri sk managcment to influence 0 1' explain 

the dependent variab le which arc b"lIks prolit"bility bCl' '''' sc wit ho"t dTecl ivc and 

enicicnt credit risk managemcnt , banks pnllitability. liquidity, solvenc y .... are 

un thinkable. (David I-I. Pyle, 1997) 

1.6 Dclimihltions and Iimitntions 

The research is limited on the relationship of credit risk management and profitability of 

commercia l banks in Et hiopia. Thus, other ri sk like intcrest rate ri sk, market ri sk, foreign 

exchange rate risk and other ri sk are not coyered in th is st ud y. There is some info rmation 

(data) of the bank that cannot bc di s<:lllsed to anybody else. Th is limit the researcher not 

to get data as requ ired. 
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• Some respondents or thc interv iew or qucsti onnaires will he careless to glvc 

appropriate answer I'or the questions . 

• Other than the above expectcd lim itat ions mcntioned the rescarcher may race 

some unexpected difficul ties too. 

1.7 Prior Studies 011 the topic urea 

In relation with this topic area i.e . impact or credit ri sk management and bank prolitablity 

there is no prior studies prepared in Ethiopia. nut the researcher in vesti gatcd two studies 

from difl'e rent cou ntries which arc di rec tl y or indirect ly re latcd with thc proposed study. 

The lirst stud y is "Cred it Ri sk Management and I' rolitability or COlllllle rc ial Banks in 

Sweden" which was studied by i\ra Ilos n(l, l3akacva Manzunl and su n .luanjuan in 2009. 

For their stud y the researchers nccds to invcsti gate how much does credi t ri sk 

management arrect profitability in commercial banks in Swcden. They took 4 banks as a 

sample and collected the necessary data li·om dil'l'ercnt sources li ke '"111Ial report 01· the 

banks from 2000-2009 and journals tkve lopcd by the banks. As the study sho ws the 

researchers used multiple regress ion model and SI'SS lor the anal ys is of the findin gs. 

Lastly, their finding result shows that "credit ri sk management affect s profitability of 

those banks signilicantly".( I-losna, Manzura & Juanjuan. 2009). 

The second stud y is " Bank Pcrl(lrmancc and Credit Ri sk rVlanagement in Qatar" which 

was studied by Takang Feliz Achou and Ntui Claudin ~ Ten guh in 200X . In their study the 

researchers ' intcntion is to see the relationsh ip between bank performance and cred it ri sk 

management , by taking data li·om Qata r Ccntral Il ank (0\'13). They uscd regression 

model to show the result or Return on I ~ quity (ROE) and Total Losses (TI .). In add ition, 
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tables and chart s were used by till' researchers I,"' proper ana lys is or the data obtained . 

l.astly, the ir stud y result shows Ihat "There is a signilicanl rela ti onship hetween hank 

prolitability and credit ri sk management (i n terms o r loan perl'onnance) . Ikller cred it ri sk 

management results in beller bank pe rrormance." i\ch(\u and Tengu h. ( 200H). 

To summari ze the literature. credit risk management have a signi li cal1l impact on thc 

overall pcrl'orlll:ltH':c or bank s. All t .. .' ITcc li vc sc rc l'll ill g alld lllol1itoring. long-term 

clI sto lll er n.: laliull sllip . co I la!!.:!':! I I"cquin ... ·llwlll alld l' ITdil mlitliling hU Vl' din.,'ct inl1uCllCL' Oil 

bank's profitability, liq uidity, so lvency and loan portl(\lio. 

1.8 Methods 

UU Types of research designs 

This research uses Quantitative Illethud to address il s researcb question and to meet it s 

general objec ti ves too. For that dates are collected from seven dilTerenl commcrcial 

banks o r the country those arc Com mercial Ilank or Lthiopia , Awash international bank. 

J)ashcn bank, Nib International B:lI1k. Wegagen Ilank ,lJ nited Ilank and Bank 01' 

Abyssinia There are also fe w questioners which will be distributed to cred it ri sk 

management bodies of each bank in the study. 

1.8.2 Sample, population, and participants 

The researcher uses purposivel y seven banks rrom the banks in the country. This is 

because the researcher wants to sec the effects of credit ri sk management towards 

profitability, by taking dates from 200 1 ti112010. llere as one can easily understand from 

thc rcsearch tit le, it docs not allow banks which have different objcetives than profit. Ise 

rcmaincd hcre we have to cxclude banks like development bank I·: thiopia .because its 
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malll objectiV<.: is to create de vc:lopillent in the coulltry ot lwr thal l lllaking pro lit. In 

addition to that there are also banks that are newly establi shed two or th ree yea rs back 

li'om now. they are not also included on the study because the researc her thought that 

they arc not wel l organi zed and taking ten yea r anllua l report is leads to best inl erencc 

than two or three yea rs of experience. 

The participants o r this stud y will be Ri sk and Compliance Management Ofiicer or the 

head orlice, Ri sk management departlllento fiicer, credit anal ysts (loan orlicers). rrom the 

selected bank. 

1.8.3 Data collection InstrulIlents, VariHbles, Hnd Materials 

The researcher used both pril1l;lry alld secondary data sources. 1:01' primary sources 

questionnaires to be distri buted to Ri sk and Comp liallCe Management Ol'licer o r the head 

ol'lice. Risk Management Department Olliccrs . loan o!'licers and selected starr, 0[ ' the 

head orlice. For secondary sources 10 year (200 1-20 I 0) annua l reports or the bank were 

importan t data l'or thi s stud y. In addition, data li'om dilTerent documents or the bank 

oflic ials (like Risk Management reports), Bankin g proclamat ions or National Bank or 

Eth iop ia (d i rreren t Years), man ua I s. arti c les. .i ou rnals, magazi nes. books, prevIous 

research and va ri ous internet sit es will be used ror the proper accompli shment 01' thi s 

study. 

The resea rcher have used questioner. both open ended and close ended . The questioner is 

prepared with respect to the rese:m,' h objective and research question, and mainl y it ,vas 

des igned to l11ake the supporte r or results whi ch cal11e rrOI11 regress ion ou tput. 
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1.8.4 Data Analys is and va lidit y procedures 

The analys is was carried out aner co ll ectin g the ncc'cssary data rrom dirrerent sources 

mentioned above. The resea rcher usc quan titati ve data ana lys is mcthud , Aner clea rl y 

identi fying the depende nt and Ihe independent variab les, the researcher use mu lt irle 

regression mode l to show thc re lalionship between Ihe dependcnl and independent 

variables, Then the outputs u r Ihe SI'SS we re inl erprelc'd Ihrough cirarls. labular and 

gl'llp hi cs 

Validity procedures 

" Validity means the accuracy or measurement or IVh ich the data is intended to be 

measured and how truthful the result s "I'the rescarch 'Ire".I"llli and i\ricc ia. (2004), 

I:m Ihe rel iabi lil Y & validil y urlhi s slud y, Ihe resemlher Illi lows pr""cdures slarling I'rulll 

the dala collation up anal ysis. The researcher firs l culfecls Ihe data frulll audited annual 

repo rts or banks by the authOl'i zed budy and publ ished reports, Then those data is 

compared rrom Ihe annual reporl IVhi ch is I(llllld in the Nal ional 13anl< o f' Llh iopia/NBU 

,The su rvey questi onnaires will be pretest by dilTerent individuals be l() re it wi ll be 

distr ibu ted 10 the larget customers. 

fn addi lion sc ientific art icles, journals and books will be used to guaran lee the reli abi lity 

and validi ty or the data, The largcst pari is. static'all y ana lys is toul s like Regress ion 

mode l. SPSS computer program and MS-Excel o ffice app lication will be used to analys is 

ob lained data in order 10 increase Ihe va lidil Y. Tlrat long li sl "t' care reduces the 

poss ib il ity o r ge tting wrong answe l'S, 
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1.9 Anticipated Ethical Issues 

First of all the study will be permitted from Addi s Ababa Uni ve rsity. Accounti ng and 

Finance department in order to get acceptance by the bank for provision of data. For data 

that will be co ll ectcd fi'OIn credit ri sk mangers o f"li cia ls or banks permission also he 

obta ined from them selves'. The confidentiality of' responses and inro rmation obtained 

rroll1 the credit risk ll1 anagers and even froll1 the financial statell1ents or concerned banks 

will be kept properl y. In oreler to keep in secret or the bank 's internal operation only 

audited and provisional financial stateillents provided by the bank willi,,' used. 

In addition, at the till1e of data colkct ion the researcher will gi ve respec t to the 

p~lrticipants and asks perll1ission about their vo luntariness for response. The researcher 

will also ethically consider not to put thc participants at ri sk and not to act against the 

hUll1an rights of the county. For the ana lys is of the data collected the researcher wi ll be 

ethi cally considered to bc frank and not to include any fictitiou s data for analysis 

purpose. 

I. (() Preliminary studics or pifot Il'sts 

For the pilot tests the researcher lI" ill ",IIOI-v difkrent procedures in oreler to increase the 

correctness of the responses to be obtained 1'1'0111 the respondents as per the need of thi s 

rcsearch stud y. Fi rs t, the questionnaires were developed as per the resea rch objectives 

anel research questi ons .AIler the questionnaire we re developed. it translated into 

All1haric language in order to make the items cOll1pa tible with the partic ipants This 

makes the quest ionnaires to be easy f(1I' the respondents. Then . a pilot test wil l be 

conducteu to assess the questionnaire in oruer to elim inate possible pl"Obkll1s created as a 
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result or tran slation, For thi s purpose the researc her lV ill distribute the sample 

questi onnaires to 4 se lected indi vidua ls to check the tran sla tion, Those individuals arc 

two J'rom MSc in accou nting and Ii nance, one I'rom MilA and the last one is from 

employee or commercia l bank 01' U hi opia, he ha w worked there for long There 

response will he lp the researcher to modil 'y or add ll il th e lJuestillnnaire , The checked 

questionnaire will be di stributed to a sample or 4 fri ends; bcl'ore it will be distributed to 

the target respondent of the stud y, Alkr the response J'rom the sample pre-test friends 

we re co ll ected , th e questionnaire amended as per the need and di stributed for the end 

respondents, 

1.11 Signific;lllCC of the study 

This stud y will help to enrich Illca l li krat ures on th e subject malter. Ikeause the re is nll 

detai l stud y were made 0 11 the impact 0 1' credit ri sk management and commercial banks 

prolitabil ity's in Ethiopia, In addi tion , it will also signiJ'y co mmercia l banks o r th e 

cou ntry to eva luate it s credit risk management mechani sms in order to reduce loan loss 

and be proli tablc and more li lJuid than bclore, Iksidc 10 thai il add kllll",lcdge I(lr credit 

risk o fii cial s by identil'y ing the impact level "I' nedil ri sk nlil nagemenl to wa rds 

prolitability' s or commercial banks o r the wuntry, It makes them we ll conservati ve on 

their credit ri sk managemen t mechan isms, Not on ly I(lr credit ri sk management o l'licial or 

banks, but also added kn owledge I(lr th e conce rn ed bod y, I ,astl y, the slud y will bc usc ltd 

to further researchers who are inlerested in Ihi s area as a rel'crence, 
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Chapter Two: Review of Related Literature 

2.1 Introduction 

Risk is the Illl1damenlal clement that dr ives linancia l heha vim. Without risk. the linancia l 

system woul d bc vastly s im pli lied. Il owever. risk is omnipresent in the real wo rld . 

Financial Institutions. theref'ore. should manage the ri sk ef'licientl y to survive in thi s 

highl y unce rtain world . The f'uture of' banking will undoubted ly rest on ri sk management 

dyna mi cs. 

Only those banks that ha ve e f'li cient ri sk management system will survive in the market 

in the long run . The elfeetive management 01' credit ri sk is a critical component 01' 

comprehensive ri sk management essen tial 1'01' lon g-term success or a banking institution . 

Credit ri sk is the oldest and bi ggest risk that bank . by vi rtue of its very nature of bus iness. 

inherits. Thi s has however, acquired a greater signili callcc in the recent past 1'0 1' various 

n..::aSO Il S, Fon':ll1osl alllong lhl.!lll is till.! wi nd or ~I:o tlullli ( lihl.!ra li l.:l lio l1 tllat is blowin g 

across the globe. (Rekha A., 2004 ) 

In this chapter the researcher explain more about the impact of' cred it risk management on 

prolitability o f' banks. In thi s lit era ture review part the researcher cover theories whi ch 

re lale to credit ri sk managemenl and pro lilah ilily·s. previous studi es Ill} Ihe equi valen l 

title. and issues related with the independenl va ri ahIc. dependent va ri :lble. relat ionshir 

between the independent and dependent va ri ables and last ly the SU11l111:lry of' the most 

important issues o f' the study area. 
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2,3 T heoretica l rev ielV 

2,3,1 Risl{ in banking industry 

As per different uu thor ri sk is the poss ibility of sullc ri ng harm or loss: dange r. So whcn 

we say risk in bank we mean th at uncertainties that can make the banks to loose and be 

bankrupt. 

2.3.2 C rc!lit risk in ha nking 

Credit in bank is a contractual agreement in which a borrowe r receives somethi ng of 

va lue now and agrees to repay the lellder at some later date . J-/()\I '( ' I'C'r ( 'redil ri sk is 

deli ned as the probab ili ty that some ora bank's assets, especially its loans, wi ll decline in 

va lue and poss ibly become wo rthless. It ar ises rl'O m 11On-pcrl'o nnancc by a borl'Ower, 

either an inab il ity or an un will ingness to pe rl'o rm in the pre-comm itted contracted 

manner. (Joan Selorm Tsorhe p.6). Or else as per (R.S. Raghavan, 20(1) Credit Risk is 

the potcntial that a bank borrower/coulltcr party I:,il s to mCl't the ohligations Oil agrecd 

terms. There is always scope l'o r the borrower to dclllll it rrom his commitments I()r one or 

the other reasoll resulting in cryst ,dli l.,nio ll or credit risk to the ballk. 

2,3,3 Compon{'nts of credit risk ill hanks: 

The credit ri sk in a bank 's loan pmtl'o li o consists or threc component s: 

( I) Transaction Risk 

(2) Intrinsic Ri sk 

(3 ) Concentrati on Risk 
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(I) Transaction Risk: Transacti on ris k focuses on the volatility in credi t quality and 

ea rnings resul tin g from how the bank undemTites indi vid ual loan transactions. 

Transaction ri sk has three dimen sions: se lection, underwritin g and operations. 

(2) Intrins ic Rislc It li,cuses on the ri sk inherent in ce rtain lines o r business and loans to 

certain indu stri es. Commercial rea l es tate constructi on loans are inhcrentl y more ri sky 

than consumer loans. Intrinsic ri sk addresses the susceptibility to hi storic. predicti ve. and 

lend ing risk lilctors that characteri/.e an industry or line or husiness. /lis/(lric (''''/I/('/I/s 

address prior perl(lrIllanCe and stabi lit y 01' the industry or line or business. I'r('dicti ,'(' 

elell1en/s locus on characteristics that arc subject to chan ge and wul d positi ve ly or 

negativel y arrect rutu re perro rmanec. /.('nding el('/I/ en/s liJCU S on how the co llateral and 

terllls olTered in the industry or line orbus incss affect the int rinsic ri sk. 

(3) Co ncentration I~isk: Coneentrution risk is the aggregat ion o t' transac tion and 

intrinsic ri sk wit hin tlte portl 'o lio and lIIa y res ult I'mlll loans to (lIl e hurmwer m one 

industry, geographic area, or lincs of business . i3ank mu st defi ne acccptahle portl(lli o 

concentrations l'o r each of these aggregati ons. I'orll ll ii o diversily ac hieves an im portan t 

objective. It allows a bank to avo id di saster. Concentrations wi th in a port l(l li o will 

determirw the magnitude o f pmhlc lll s II hank will experience under ad vc' rse condition s. 

2.3.4 Risk and profitability 

Ri sks arc usua lly defined by the adverse im pact on prolitabi lit y o f several di sti nct sources 

01' unce rtainty. As it was clearl y exp lain before the main source o r re ve nue or main 

sources of pro lit of banks came li'om lending money to th ~ ir custoll1ers. Which means 

"isk-tak ing is an inherent e lement of banking and, illlked, rrolits arc in part the reward 
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1(1 1' success rul ri sk laking. In con trary. excessive. poorl y managed ri sk can lead to 

distresses and "Iilmes or banks. Ri sks are, thercli.lI·e . warranted when they arc 

understandab le, meas urable, contro ll able and II ithill a bank 's capacity to withstand 

adwrse results .. «(juiuelilles Il, r ('Ollllllcn.: iai llall ks 8: Ill ·h .) 

There rore, the li nancial cond ition or the borrower as we ll as the current value or any 

under lying col latera l is or considerabk interest to its ball k. (An thon v M. Santomero, 

1(97) 

2.3.5 C redit Risk management ill hanldng industry 

Ilallks make prolit rrom the spread between the interest rate they charge to borrowers allu 

the in terest rate they pay to depositors. Lending has always been the primary runct ions 01' 

banks, and accu rate ly assessing a borrower's cred it worthiness has al ways been thc only 

method of' lendi ll g successf'u ll y (A lldrew Fight , 2004) . To insure reasonable prolit. ballks 

attempt to make loans that will be ,'u" y rcpa id with intcrest on due date. Therelore, banks 

are di rectly concerned about borl'U\Vers repay ing their loall S on a tiJl1ciy basis so that the 

value of'the banks can be JI1a xi Jl1i /.ed. 

II' banks don ' t manage credi t ri sks elTect ivcly, they \Vo n' t be prolilabk and won't be in 

business very long. Ilanks can reduce their exposure to cred it ri sk on dilTerent loans by 

apply'i'ng major credit risk nwnagemellt pr incip les (as identilied by I:redrick S. Mi shkin) . 

These arc: 

15 



I. Screen ing and mon itoring: Advcrse se \eeti on in loan market requires the lenders 

screen out the bad credi t fi '(lIl1 the good ones so th"t loans me profit"ble to th em. 

Once a loan has been mac\e , the bank's has to monitor or fo ll ow up the borruwe rs' 

acti vities. 

2. Long-term Customer Re lat ionship: irthe borro wer has borrowed prev ious ly rrom tlw 

bank, the bank has a reemd ur the loan payment s. Thi s reduces the costs o r 

information co ll ection and m:lkes it easier to sc reen out bad credit ri sks. Long-term 

relationship enables banks to deal with evcn unantic ipated moral hazard 

CO il t i tl gent: ics. 

3. Co ll ateral Rcquirements: is an important credit risk management too\. Coll"ter: r\ , 

whi ch is propcrl y promi sed to the lender as compensation irt he borrower derault s. it 

lesse r the lender's losses in the case of a loan dcl'lult. 

4. Credi t Rat ioning: is one wa y of' crl'di t ri sk m"n"gement that ref'crs ref'us ing to m,,\(e 

loans even though borrowers "re willi ng to pay the sta ted interest rate or even a 

hi gher rute . (I:rederick S. Mishkin , 2004 , pp 2 17-220) 

As pCI' (A . V. Vedpuriswar, 2001) pp l-2) Credit risk is the risk orfi n:lnci" lloss owing to 

the t' lilure or the counterpart ), to perf(ml1 it s contractual ob ligations. Lack or 

divers ilic"t ion 0 1' credit ri sk has heen Ihe primary re"son 1\ )1' many ballk r'lilures. Ilanks 

have u comparati ve advantage in Ill<lking loans to entit ies wilh which they ha ve Ull 

ongoing re lations hi p. Thi s creates excess ive concent rations in geographi c or industrial 

sectors. 
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• Cred it risk is more difficult to quantify than market ri sk. 

• Del(llIlt probabil ities arc dil·licultto assess because ofthc in frequenc y ofdel(llIlts. 

• Credit risk has dTeetively threc component s. 

2.3.6 llIlpacts of crcdit risk manal.:cmcnt in hanl, 

It is iml'rortantthat the in vestor knows credit risk of a bank, il· he has investments in an y 

bank or is contemplating making one. The ratio of non-perli>rlning loans to total loans 

shou ld be on the decrease. Thi s indicates thatthc bank is recoverin g most of its loans and 

as such is max im izing its assets to generate prolits. 

Thc loan prolile detailing amount of perl'orming and non-performin g loans could be 

gOlicn from their annual report s and accounts statements. 

The goa l of credit ri sk management is to ma~imi ze a bank 's ri sk-adjusted rate of return 

by maintaining credit ri sk exposu re within acceptable parameters. Banks need to manage 

the credit ri sk inherent in the enti re ponl'olio as we ll as the risk in ind ividual cred its or 

transactions. Ilanks should also cons ider the relationships between credit ri sk and other 

risks. The erfeetive management of credi t risk is a critical component of a comprehensi ve 

approach to risk management and essential to the long-term success of an y banking 

organization. 

Ilanks and linaneial institutions gave importance to the credit risk [111<1 considered '15 an 

esscntial factor in the financia l sector that is needed to be managed. When banks 

recognized the credit ri sk, it means that there is a poss ib ilit y that a borrower or counter 
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party tends to I'lil in mee ting the obligations in accordance with the agreed te rll1 s. Credit 

ri sk in banks or any financial in st itution dea ls with lending to corporate. individuals, and 

other banks or financia l inst itution s. 

Credit risk management needs to be a robust process that enab les the banks to proactively 

manage the loan portrolios to minimi/e the losses and earn an acceptahle level or return 

to its shareholders . The importance or the cred it ri sk m'1I1a gement is reC<lg ni/ed by banks 

lor it can establ ish the standards or process , segregation or duties and rcsponsibilities 

such in po li cies and procedures enclorsed by the banks (Focus Group. 20(7). 

2,3 ,7 Cred it Risk Performance Measurcmcnt in Bank 

Thc banking industry is not exempted rrom credit ri sks at all. There is then a need to 

implement el"li eient cred it ri sk perimll1 '" lee ll1eaSllrement. 

Cred it risk perl(l\"Il1ance measurement is vcry im portant in the indll strv or banking. In 

I;let, if you wou ld ask any person in the bank ing indu stry how importalll it is, he or she 

would tell yo u that this aspect has an impact on the overall success or the bank itse lf". 

Thus, banks and other linancial institutions, especiall y the ones tlHlt arc delving in the 

business or lendi ng, should pay attention to lhis as pec t. 

Ri sks come in any line of business . In the bank ing industry, you cOll ld sa fely say that 

these institution s deal with ri sks eve ry single wo rkda y. Moreover, just about all o r these 

ri sks are linancia l in nature. Thus, there is a need to balance ri sks and returns o r 

inves tmen ts altogether. 
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With the many options of' banks in today's market . It)!· a bank to garner a large customer 

base, it should conside r olTering a lot of' reasonab le loan products. Thi s means the loan 

prod ucts would be offe red at low interest rates, right? No t necessa ril y. This is because 

pegg ing interest rates that are too low wou ld al so incur losses for the bank. Arter all. 

banks should have substantial capital in terms of rese rves. There should be balance to 

thi s, actuall y. If a bank has too mll(;h capital ill il s rese rves. Ihen there is Ih at risk thai the 

bank mi ght mi ss out on its in vestment revenue. On the other hand , if a bank has too lillie 

capital to begin with, thi s wo uld only lead to fin anc ial inslahility. Moreover. there is al so 

that ri sk of regulatory non-compliance Ihal Ihe hank would have 10 dea l wilh as we ll . 

Striking a balance is then very importanl here. 

By linancial defini tion, credit risk management pe rtains III Ihat process of assessing the 

ri sks Ihal come with any in vestment. For the most parl, ri sk comes in the l'o rm of 

investments and the allocation of capita l. These ri sks should be assessed so that a reliab le 

and sound in vestment deci sion would be ac hieved. Ri sk assessme nt is also an important 

I~lct o r to consider when you arc aimin g far a ce rta in pos it ion in ba lanci ng risks and 

return s. 

Banks constantl y ha ve to dea l with the ri sk of a client de l ~lldt in g payment or his loan. 

This is one ri sk that banks wo ul d have to expect, however unfo rtunale the case may be. 

And thi s is just one of the many risks th at banks have 10 (ka l with each day. Thus, il is 

only logical 1'0 1' banks to keep a substant ial porti on of' it> capital in its reserves so as to 

maint<lin economic stability and prot ect it s own so!vl'ncy. W e ha ve to tak e into 
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consideration the second Base l Acco rd s, which states that the more ri sks the bank. IS 

exposed to. the greater the amount of capital it should hold in its reser\'cs. 

The determination of the ri sks in volved here entails sever;1I practices. I:m starters. banks 

Il !.!cd to come lip w ith cl.! rlain cstiIIlUl l· ... as to til l' li glln..: .... II) kCl:p and [lie olles 10 Ill:!kc 

available I(l r loans. Also, banks have to monitor the perf(lrllwnce or Ih ,' bank. as we ll as 

eva luate it. Always remember that portl(l li o anal yses and loan reviews arc a must when it 

comes to efficien t cred it risk perlormance measurement. Crags: bank ing performance. 

perlo rl11an ce meas urement, 2000) 

2.3.8 Cred it risk management principles 

I. While linancia l in stitutions ha ve "Iced dil'li culties over the years f(,r a l11ultitude or 

reasons, the major cause of scrious banking problems continues to be direct ly related to 

lax credit standards I()r borrowers and counterpa rties. poor pmtl()lio risk l11anage l11 ent. or 

a lac k of allention to changes in economic or other circumstances that can lead to a 

de terioration in the credit standing of a bank's counterpart ies. This experi ence is co ml11on 

in both G-I 0 and non-G-I 0 countries. 

2. Credit risk is most simpl y delined as the poten ti al that a hank borrower or coun terpal'l Y 

will l~li l to meet its obligations in accordance wi th agreed tcrms. The goal or credit ri sk 

management is to maximize a bank's ri sk-adjusted rate o r return by maintaining credit 

ri sk exposure within acceptable parameters. Banks need to manage the credit ri sk 

inherent in the entire portfolio as we ll as the ri sk in individ ual credit s or transactions. 

l3anks should al so consider the relationships between credit ri sk and other ri sks. The 
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elfectivc management of credit ri sk is a critical compol1l'nt () r a comprehensive appl"Oaeh 

to ri sk management and essent ial to the I()ng-term success or any banking organizat ion. 

3. For Illost banks. loans are the largest 'Illd Illost obvious source 01' credit ri sk: however. 

other sources or credit ri sk ex ist thl"Ou ghout the activities or a bank. including in the 

banking book and in the trading book. and both on and " IT the balance sheet. Banks arc 

increasingl y facing cn:uit risk (or counterparty ri sk) in varioll s linuncial instrulll enls olher 

than loans, including acceptanc~s. interbank transac tions. trade linancing. roreign 

exchange transactions. financial futures, swaps, bonds. equities. options. and in the 

extension orcommitillents and guarantees, and thc set tl ell1ent or transactions. 

' I. Since exposure to credit ri sk C()ntilllies to be the leadillg s() urce ()r pl"llbleills in banks 

world-wide, banks and their su pervisors should be able t() dra w uscl'ul kss()ns 1'1"0111 past 

experiences. Banks should now have a keen awareness or the need to identilY. measure. 

monitor and control credit ri sk as lI'ell as to determine that they hold adequate capita l 

against these ri sks and that they arc adequately cOlllpensa ted I(lr risks incurred . The Basel 

COlll lllittee is issuing this docuillent in mdcr to encourage banking superv isors globa ll y to 

promote sound practices lor managing credit ri sk. Although the principles contained in 

this paper arc most clearly applicable to the business or lending, thcy should be applied to 

all activities where credit risk is present. 

5. The sound practices set out in thi s document specilici ll y address the I(lilowing areas: 

(i) establishing an appropriate nedi t risk environment: (ii) operating under a sound 

credit-granting process; (iii) lllainlUining an appropriate credit administ ration. 

21 



measurement and monitoring pmcess: and (iv) ensurin g ~ ld cq uate conti'll Is over credit 

ri sk. Al though specilic credit ri sk management practices may dille r among banks 

depending upon the nature and wmplex ity 01' their Cl'cdit act iviti es. a comprehensive 

cred it ri sk management program will address these four areas. These practices should 

al so be applied in conjunction with sllu nd practices re l~lt ed to the assessment or asset 

qualit y, the adequacy or provisions and rese rves, and the disc losure o t' cred it risk , all 01' 

which have been addressed in othe r recent Basel Commit tee docul11ents, (Practices I ill' 

Loan Accounting and Disc losure (.Iuly 1(99) 

(" While the exae t approach chosen b ) ' indi vidual supervisms will dl'pend on a Iwst or 

I:lctors, including their on-site and oil-site supervi sOl'y tec hniques and the degree to 

which externa l auditors are al so used in the supervi sory runct ion. all members or the 

Base l Commillee agree that the principles set out in thi s paper should be used in 

eva luating a bank's credit ri sk management system . Supervi sory ex pectati ons lo r the 

credit ri sk management approach used hy indi vidual hallks sho uld I", commensurate with 

the scope and sophist ication or the hank's acti vities. I'or smaller Ol' le ss sophisticated 

banks, supervisors need to determine tha t the credit ri sk management approach used is 

sul'licient ror their activities and that they have instilled sul'li cient ri sk-return di sc ipline in 

their credit ri sk management processes, The Commillec stipulates in Sect ions II to Viol' 

the paper, principles lor bankin g supervisory authorities to app ly in assess in g bank's 

credit ri sk management systems. In addition, the appendi x provides an ove rview or credit 

problem s commonl y seen by supcrvi sOl's. 
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7. A further particular instance of credit ri sk relates to the process o r settling finan cial 

transact ions. I I' one side of a tnll1 sacti un is sett led hut the other !:, ils . a loss may he 

incurred that is equal to the principal amount or th e transaction. Lwn ir one party is 

si mpl y late in settling, then the other party may incur a loss relating to mi ssed investment 

opportu nities. Se ttl ement ri sk (i.c. the ri sk that the completi ll n or settlement or a fin ancial 

transaction wil l rai l to take place as expected) thus inc ludes ekmcnts nl· liquidity. market, 

llpe rati ona l and reputational ri sk as we ll as credit ri sk. The le vel or ri sk is determined by 

the particular arrangemen ts for sett lement. Factors in such arrangements that have a 

bearing on credit ri sk include: the timin g or the exchange o r value; payment/settlcment 

linality; and the role of intenncdiaries and clearing houses. (G uid ance lor Managing 

Sett lcment Ri sk in ['oreign Exchange Transaction s. 2(00) 

S. This paper was ori l5inal ly publi shed lor consultati on in .luly 1999. The Committee is 

gratefu l to the cen tral banks, supe rvisory authorities. banking associations. and 

ins tit utions that provided comments. These comments ha ve inltmned the production n r 

this lina l ve rsion o rthc paper. (Cred it ri sk management , September 20t)O) 

2.4 Ilanldng credit risk management guide lines in Ethiopia 

2.4.1 Introduction 

I:xperiences e lsewhere in the world suggest that the ke y ri sk in a bank has been credi t 

risk. Indeed. I"ilure to co ll ec t loans gralll ed to custOl1l ers has been the major I"c tor 

behind the co ll apse of many banks around the wo rld . 13anks need to manage credit risk 

inherent in the entire po rtfo li o as lVell as the ri sk in indi vidual cred it s or transactions. 

Additiona ll y. banks should be aware that credit ri sk docs not ex ist in iso lation rrom other 
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risks, but is closel y intertw ined with those ri sks. 1': lkctiw credit ri sk Illanagement is the 

process or managi ng an institu tion 's i.H.: ti vil ics whi<.:h crl'alc credit ri sk exposu res. in a 

manner that signili cantly reduces the likelihood that such activ iti es will impact nega ti ve ly 

on a bank 's earn ings and capital. Credit ri sk is not conlined to a bank 's loan portfo lio, but 

can al so exis t in it s other asset s and act ivities. I.ikewi se. such ri sk can exist in bnth a 

bank 's on-balance sheet and it s olT- ba lance sheet account s. 

2..1 .2 BOlli'll lind Scnior Manllgement Oversight 

2.4.3 [lOlli'll Responsibilitics 

The board of d irectors is res[lonsible Illi' reviewing and approv ing a bank's cred it risk 

strategy and poli cies. Each bank should deve lop a strat e!!y Ih at se ts Ihe objecti ves 01' it s 

cred it-granting activities and ado[lts the necessary [loli cies and procedures lu I' conducting 

sllch activilies. 

2.4.4 Management Responsibi lities 

Seniur management has the responsibility 1'0 1' iIIlIJ/CIIIl'lIlill)!, the credit ri sk strategy 

appro ved by the board of directors and lu I' de ve lop ing policies and procedures Illr 

iden tily ing, measuring, monitoring and controlling cred it risk. Such policies and 

procedures should add ress cred it ri sk in all of the bank 's activities at both the indi vidual 

credit and purtllliio level s. Senior management mu st ensure th at thetT is a periodic 

independent in ternal or external assessillent of the bank 's cred itmanagemcnt functi ons. 
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2.4.5 Policies, Procedures and Limits 

2.4.5.1 Credit Policies 

The foundation 1'01' effect ive credit ri sk management is the ident ification 01' existing and 

potential ri sks in the bank ' s credit products and credit act ivities. Thi s crea tes the need li)r 

deve lopment and implementation o f clear ly de lined poli cies, formall y established in 

wr iting, which set out the credit ri sk philosophy 01' the bank and the parameters under 

which credit ri sk is to be controlled. Measur ing the ri sks attached to each credit acti vity 

permits a platlill'll1 again st which the bank can make critical decisions about the nature 

ami scope ol'the credit acti vit y it is willin g to undertake . A cornerstone of sak 'lild sound 

banking is the dcs ign and impleillentation 01' wrillen pulicies and procedurcs related to 

identifying, measurin g, monitoring and controlli ng credit risk. Credit policies estahli sh 

the li'alllework for lending and guilic the cred it-granting acti vities of the bank. The 

policies should be designed and implemented with consideration It)!" in ternal and ex ternal 

",ctors such as the bank 's market position, trade area. sta lT capabiliti es and techno logy; 

and should particularly estab li sh turge ts lor portlolio mi x and exposure limits to single 

CO lltlLcrpartics, groups or colltH.:clcd counterpartie s. illdu slries 01' economic sectors, 

geogruphic regions and spec i lic pl'Odlicts . EITec ti ve poli cies and procedures enable a bank 

to : maintain sound ned it-granting standards; monitor and control credit risk; properly 

evaluate ne w business opportunities; and identify and administer problem ncdits. Credit 

pulicies nel.!d to contain , at a minimllll1 : 
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I. a cr~dit ri sk philosophy govern ing th~ extent t,) \I hich the bank is will ing to 

assume cred it ri sk; 

2. gene ral areas o r credit In whic h thc bank is prepared to cn~age or is restricted 

I'rom cng: lging: 

3. clearly ddincd and appropriate k vels o r dc lcgation o r appro val. and provi sion or 

wri te o rr authoriti es; and 

4. Sound and prudent portrolio concentrati on limits. 

Th~ basis lor an el"l\:ctive credit risk managcmcnt prucess is the identi lication and 

ana lys is or cxisti ng and potcntia l ri sks in hcrcnt in an y r roduc t or acti vi ty. Consequentl y. 

it is important th at banks identiry the cred it ri sk inhcrent in all the products they 01'1\: 1' and 

th e activit ies in wh ich they engagc. This is partinllarly truc I(,r those products and 

act ivi ties that an.; new to the hallk Whl'!''''- ri sk Illil )' hl' k'ss ohvious and \\ h ic..:h rna)' requ ire 

more analysis than traditional cred it-grant ing activ ities . Al though such activities may 

rcquirc ta ilored procedures and con trul s, the bas ic principks o r cred it ri sk managcmcnt 

will still app ly. All new products and acti vitics should rece ive board approval bcl(lre 

being orrcred by thc bank. 

2.4.5.2 Credit Allalysis alld Approvall'roecss 

Prior to entering into an y ncw credit rciationsh ip. consi,krat ion shall be given to thc 

int~grit y and r~puta t io n of' th~ part y as w~ 1I as th~ ir k g:1I capac it y to assume thc liabi lit y. 

Banks necd to undcrstand to whom tl)ey are granting cred it. Therclo re. prior to entering 

into an y ncw t'l'cdit rclationship. a bank shall become I:ulliliar with the borrowcr or 

counterpmty and be co nlid~nt th:lt th ey are dea ling with :U) ind ividual or organi/.ati on or 
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sound rcpute and cred it wo rthiness. In particular. st rict policies shall be in place to avo id 

assoc iati on with ind ividua ls in volved in criminal acti viti es. 

Establi shing sound , wel l-delined cred it -granting criteria is essential to approving credit in 

a sale and sound manner . In order to conduct an e lkctive credit -granting program, banks 

shall rece ive sul 'li cient inf'ormatiun to enable a comprehensiw assessillent or the ri sk 

profile o r the counterpart y. Depcnding on thc type or credi t ex posure and the naturc or 

the credi t relationship with the counterparty, the ItlctorS to be considered and documepted 

in credit grantin g include: 

I. purpose o r the credit and sources 01' repayment : 

2. bo rrower 's repayment hi story and current capacit y to repay. based on historica l 

fi nancial trends and I'ut ure cash !low projections under va rious scenarios; 

3. terms and conditions or the credit incl uding covenant s designed to limit changes 

in the ruture ri sk profile or the hormwcr; 

4. adequac y and enl'o rceability orcollatera l or guarantees under various scenarios: 

5. curren t ri sk pro lile o r the counterparty (i ncluding the nature and aggregate 

amollnts or ri sk), and sl'n sitiv it y to ecollomic al ld markl't developme1lt s. 

especiall y l'or major exposures; and 

6. 13orrower' s business expertisc and man agemcnt ca rability. 

Occasionall y, banks may partici pate in loan syndications or other such loan consorti a. In 

~ u ch cases, undue rel ia nce shou ld not be placed on the ri sk anal ys is per l'ormed by the 

lead underwrit er or ex ternal credit assessors. Rather. syndicate parti ci pants should 
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perrOI'm their own ri sk ana lysis pnor to committing to the syndication . Such anal ysis 

should be conducted in the same manner as directl y sourced loans. 

In order to maintain a sound credit pmtrolio. a bank Illust ha ve a clearly estab li shed 

process In place fo r approving new credits as we ll as extensions or renewal and 

refi nancing of ex ist ing credits. Approva ls shou ld be made in accordance witb the bank 's 

written guidelines and granted by the appropriate level o[·lllanagement. There should be a 

clear audit trail documenting the appmval process and identirying the indi vidual( s) and/m 

committee(s) making the credit tkci sion . 

Lach credit proposal should be subject to carerul analys is by a qualilied credit anal yst 

with cx perti se commcnsu rate wit h the size and colllplexity 0[' the transaction . An 

errective eva luati on process establi shes minimum requirements ['or the in[(lI'Ination on 

which thc analysis is to be bascd as li sted above. The in[clI'Ination received will be tbe 

basis Ii.>t' all Y illl l..! rnal l.!va lual ioll or ratin g ass igned to til l..! cred it alld its 'H.:cu racy alld 

adequacy is cr iti cal to management makin g appropriate judgments about the acceptability 

or the credit. 

2.4.5.3 Authority for Loan Approval 

l3anks must deve [op a corps or credit "n :dysts who ha ve Ihe experience. knowledge and 

background to exercise prudent judgmen t in assess ing, approving and managing cred it. A 

bank 's cred it approval process should estab li sh accountability 1'01' deci sions taken and 

designate the individuals who have authority to approv,' credits or changes in credit 

terms. Depending upon it s s ize and nature. credit may he 'lpproved th rough indi vidual 

author it y. joi nt authori ti es or through a committee. 
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2.4 .6 LClldillJ.: to C Ollllcclcd Partil'S 

• 
Banks should ha ve cred it granting procedures in place that identily connec ted 

co un"!crpartics as a single ob li gor which means aggregat ing exposures to groups or 

counterparties (corporate or non-corporate) th at ex hibit linancia l interdependence by way 

OrC0111mOn owncrship. common cont ro l. or other connec tin g links ( Ii )r example. common 

Managc111cnt , 1(1I11i liar ties) . Identilka ti on o r connected counterparties requi res <1 carelli! 

analys is ol' the im pact o r the above rac tors (e.g. common olVnership and con trol) on the 

linaneia l in terdependcnce or the parties invo lved. 

2.4.7 C redit Limits alld Credit COllccntration 

To ensure di vcrs ilication , exposure limits arc needed in ;i!1 areas or the bank 's ac ti vities 

th at invo lve credit risk. flank s siJDuld ,'stabli sh credit lilni!., Ii,,' indi vidu;i! l'lllnllerpal'lies 

and gro ups or cOll nected cO li llterpartil:s tha t aggrega te di ric rcnt types or Oil and o fT 

balance sheet exposu rcs. Such limits are I'rcquently based on interna l ri sk ratings th at 

allolV hi gher exposure lim its 1'0 1' counterpal'l ies \I ith higher ratings. Under no 

circul11stance can limits establ ished by hanks be higher than regul atory limit s se t by N131-: . 

L.il11it s should al so be estab li shed 1'0 1' part ic ul ar industries or economic seclors. 

geographi c regions spccilic products. a class or securit y, and group o r assoc iated 

bOITO\Ve rs. 
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2.4.8 Crcdit Conccntration 

Credit conccntrat ion can occur wh~n a bank's portlll ii o contai ns a high kvcl of dir~ct or 

indirect credits to: 

I. A singk cou nte rparty; 

2. A group of related counter parti~s; 

:1. An induslry; 

4. A geographical region; 

5. A type of credit facility (i.~. owrdral\s); and 

6. A class of collateral. 

I:xcessive conc~ntration renders a bank vulnerabl~ to adverse changes in the area in 

which the credi t is concentrated and to violations of statutory and regulatory limits. 

Sound and prudent ri sk managem~nt involves the minimil.alion of conc~ntration risk by 

diversifying th~ cred it portfolio. AI a minimum, c r~d il di w rsilication poli cies shou ld: 

I. be slaled clearly 

2. includc goa ls for portfolio mix; 

3. Place exposure limils on si ngk counter parties ,,,"l groups or associated counter 

parties, key industr ies or cconom ic scctors, gcogr:lphical rcgions and ncw or 

existing products; and 

4. Be in compliance with NBE sta lulory and regulalory limits on large exposures. 

In cons idering potent ial credits, banks must recogni/e Ihe necessity 01' establishing 

provisions Il'" identilied and e.spccled losses in li nc \\ il h the Il l·: direcl ives on 
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provIsions and holding adequ'll e capital to ahsorh uncxpcc!c'd losses. Thc'se 

conside rations shoul d lilctor into credit -granti ng dec isions as wel l as the overall po rt!(l li o 

ri sk management process . 

2.4.9 Credit Risk Mitiga tion 

A number of techniques are availab le to banks to ass ist in the mitigat ion of credit ri sk. 

Co ll ateral and guaran tees arc the most commonl y used. Notwithstanding the usc of 

va rious mi tigation techniques individua l credit s transactions should be entered into 

primaril y on the strength of the borrmver's repaymen t capacit y. Il anks shou ld al so be 

minMul that the value of co ll ateral mi ght we ll be impaired by the same lile tors that have 

led to the diminished recoverabilit y of the credit. 

Il anks should ha ve po li cies cowring the accepta hility of various Iill'l11s 01' co llateral. 

procedures l'or the ongo ing va luation o r suth (.:o ll alcral. and a prol'l:ss to ensure lhat 

collatera l is, and conti nues to be, enlorceable and realiz:lble . 

2.4. 10 Measurement, Monitoring and Control 

fa ilu re to establi sh adeq uate procedures to effec ti vel y monito r and control the cred it 

functi on within estahli shed guidelines has resulted in credit problems 1'0 1' many ban ks 

around the world. Compromi sin g credit poli cies and procedures has hel'n another major 

cause of credit prob lems. Accordingly, each bank needs to devel op and im plemcnt 

comprehensive procedures and inlorlll ation systems to effec tively monitor and contro l the 

ri sks inhercnt in its credi t portfo li o. 
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2.4.11 C redit Administration I'ulil'ics 

Credit administration is a criti cal clement III maintaining the safety and soundness or a 

ban k. Once a cred it is granted , it is the respons ibility or the hank to ensure that the cred it 

is properly maintained. This includes keepin!, thc credit lil e up to dat e. obtaining current 

linancial inl 'ormali on, sendin g out rcne lVa lnolices and preparin g va ri ous documents such 

as loan agreements. In larger banks4, the responsibility Il)r credit administration ma y be 

split among dirkrent departments. bUI in silla ller banks these responsibilities may be 

assigned 10 indi viduals. 

2.4.12 C redit Files 

The cred it fil cs of a bank should include all the inf'ormation necessary to ascertain the 

current linancial condili on or C(Hlnlerp;lrli es ;" we ll as suf'ii cient inlill'lnalion to track Ih e 

deci sio1l s Illad~ ~ lIld t: redit hi story urhnrrowL'rs. 

2.4.13 Crcdit Monitoring Procednres 

13anks need to deve lop and implement comprehensive procedures and information 

systems le) r monitoring the condi tion o r individual counterparti es ac ross the hank 's 

va rious portl'olios. These proced ures should delinc the criteria le) r identifying and 

reporting potential problem credil s and olher Iransactions to ensure that they are subject 

to more I'rcquctlll1lonitorin g, corrective action. and proper class ilication/provisioning. 

Spec ilie indi vidual s should be responsible for monitorin g credil qua lit y; including 

ensurin g that relevant informati on is passcd to those respons ible I ill' ass igning interna l 

ri sk I'Htings to thc cred it. In add ition. indiv idua ls should be made responsible l'or 

monilo ring on an ongo ing basis an y undcrl ying co llateral and guarantecs. Such 
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mon itoring will ass ist the bank in makin g necessary changes to contractua l arrangements 

as well as maintai ning adequate reserves lor cred it losscs. 

IJ anks should devc lop an adequate Ihllllcwork I()r Illanagin g their exposure in orr-balance 

sheet prmlucts as a pmt 01' overa ll creditt!) an illdi vidual custuilier and suhjectthem to the 

same credit apprai sa l, lilllit s and l11onitlll'ing procedures. IJallKs shuuld classi ly their olT 

ba lance sheet exposures into three broad categories: 

I. J'ull ri sk (c redit substitutes) e.g. standby lellers orl'l'edit ()I' l11on e), gU:Il'illltees: 

2. l11ediul11 ri sk (not di rect credit suostitutes) - e.g. bid bonds. indel11nities and 

warranties; and 

3. Low ri sk - e.g. cash against document (CAD). 

2"t.1 -I Internal Risk Rating 

An important tool in monitoring the qualit y or indi vi du:i\ cred its, as well as the total 

portJ'olio , is the usc oran internal ri sk rating system. A we ll -structu red internal risk rating 

sys tem is a good means u r di lTercnt iating the degree or credit ri sk in the di ITerent credit 

ex posures o r a bank. Thi s will al low Inore accurate (ktel'lni natioll or the overal l 

characteristics o r the credit ponl()lio , problem credits, and the adequac y o r loan loss 

reserves. Detailed and sophisticated interna l risk rating systems can :ll so be used to 

determine internal capita l ullocation. pricing or credits. and prolitability or transacti ons 

and relation ships. 

2"t . IS Bank performance 

In banking pCri(lrmanCe reJ'ers the abilit y 01' banks in proVISion 01' qua lit y bankillg 

sc'rvlces 10 costomcrs. The perl(lI'IllanCe ul' ballk will he IIlcasured by using dil'!<:renl 
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measuring va riab les which arc the cor~ performancc indicators in th~ banking indust ry. 

Such as: 

I. I'ro li tabi lity: - is the e rli ciency o f banks at gcnerHi ing earnings wh ich will be 

measured by I'rolitability ratios which Ii,CU S on pro lit of the b:lIlk. The r:; tio 

indudes: I{etum on Ass~t & Return on Lquity. 

2. 13ank Liqu idi ty: - is the ab il ity to meet it s linane ial ob li gat ions as they eome due . 

IJank lending li nances investment s in re latively illiquid asse ts. hut it fund its loans 

with most ly short tcrm li abilities. 

3. Ilan k Solvency: - is the b:lIlks long run ability to mee t all linanci:d ob ligations. A 

so lven t business has a positi ve li d worth. So lve ncy indi cators illelude the debt -to­

asse t ratio and debt-to-equity ratio. 

4. Loan I'ortloli o: - is total of all loans held by a ban k or linancc company on any 

given day. The loans that a lender (or a buyer of loans) is owed. The value of a loan 

portfoli o depends on both the rrincipal and interest owed and the average 

cred it worthiness of the loans. ("Bluelle . Altmal1. Nara va nan and Nimmo. 2(JOX). 

2.S Banks profilability and its mcaSllrl'mcnl 

Like all businesses, banks pro lit by earning more Jlloney than what they pay In expenses. 

The major portion of a bank's prolit comes I'rom the Ices that it charges lilr its se rvices 

and Ihe interest that it earns on its assel s. It s major ex pense is the interest paid on it s 

liabi li ties. 

The major assets o f a bank arc its loans to individua ls, businesses. and ot her 

organ iza tions and the securities that it holds, whil e its major li ab ilities are its deposits and 
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the money that it horrows , either I'rom other banks or by se ll ing cOlllmercia l paper in th e 

money markct. And profitabi lity or any business area can he mcasured through return on 

asset s (RO A) and return on eq uit y (ROI ·: ). Profitability is the dependent variable or thi s 

stud y. The researche r tries to evaluate the prol;tability n l'collllllercial ballks in Lthi npia 

2.5. 1 Hdatiollship b~twccli cr~dit risl, lIIalla~~II'l'lIt :llId " :111 1, pcri'lIrlll:llll'l' 

As per dirrerent researchers and authors. Credit ri sk is th l' Ill OSt signil; cant or all ri sks in 

terms or size or potentia l losses. As the extens ion or credit has always been at the co re or 

banking operation, the focus or banks ' ri sk management has been credit ri sk 

management. When hanks manage their risk beller. the y IVili get ad vantage to increase 

their perrormance (return). Beller ri sk management indicates that hank s operate their 

acliviti0S at lower rel ative risk and ;11 lower l onnie! or intl:n.:Sh h'.: lwccn parl ies. 

(AllIhony M. Santolllero, 1997) 

The advantages or implementillg bellcr ri sk managc lll elll lead to beller hanks 

perlormance. 

Beller bank perlill'lnance increases thcir reputatinll and illlage rrom pu hlic or market point 

or view. The banks a lso get more opportunities to increase the productive assets. icading 

to hi glwr bank prolitability, liqu idity, and so lvency. (Tande lilin , K:wro. MahadIVartha. 

Supriyatna. 20()7). Theretore. Ll'li.!ctivc credit ri sk ," ,".agelllent slHH dd be a critic:d 

colllponent ora bank' s overall ri sk m:llw gelllent strategy :lIld is essclltialto the long- tl' rlll 

sliccess of an y banking organ ization . II hCCOllll'S IllO IT ;llld more s i!! llili c allt ill order 10 

cnsure susta inable profits in banks. 
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2.6 Ba nks profitability mcasure 

The habitual measures 01' the pro litabilit y of any business arc return 011 assets (HOi\ ) 

alld return on equity (ROE ). Asse ts arc used by businesses to ge nl"l"ate income. I.oan s 

anc.! securities are a bank's asse ts alld arc lI sl.!d to provide most 01' a bank's income. 

IlolVever, to make loans and to buy secu rities. ,I bank must have m()ne y. which comes 

primarily from the bank's owne rs in the form of bank capital. from dep()sitOl"s. and I'rom 

money that it borrows li'Ol11 other hanks or by sel ling deb t sL'curiti es a bank buys asscts 

primaril y with fu nds obtained fnJm its li abi lities as "Ill be seen from the 1t,Ilowing dass ic 

accounti ng eq uat ion: 

Asset = Liablity ... banks capita l (owners eC/ll!tr) 

l lowever. not all assets can be used to earn income. because banks mu st ha ve cash to 

satisl'y t;(lsh withd ra wal requests or customers. 

The I{OA is dete rmined by tlw amount of ICes that it carns on its services and its lid 

illtcrest illeome: 

I .... et intet'st i~lCOllle = hltet'st t'eceil'ed Oll Clsset - Itlt<?l'st pCl id 0 n li,1i; lit.l' 

N~t interst irlcome 

= (lnterst ear'ne d on seclirities and I··ern) 

- (I"te"'st paid a" deposits arId !J0'TO \(· i"9) 

Net interest income depends partly on the interest rak spread . whi ch is the average 

interest rate earned on it assets minus the avera ge interest rate paid on it s li abi li ties. 
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Illter st Rate 5preed 
= (AI'e1"age Inter-st Rate Reci<'l'ed on As set) 
- (Al'erCl,ge Inter st Rate Poid on !iniJliti e s) 

Net interest margin shows how we ll Ihe bank is earning income on il s assets. Iligh net 

illlerest income and marg in indicates a well managed bank and also indicates ruture 

profitability. 

/Is it was clearl y explained by (/Ira Il osna, Il akaeva Man /.ura and Sun .Iuanjuan. 200X) 

the measurement or bank perrormancc has been de ve loped over time. /It the beginning, 

many banks used a purely aeeoun tin [!-driven approach and rocused on the measurement 

01' NI. luI' example, the calculat iun ur I{OA. Iloweve r. Ihis approach dues not consider Ihe 

ri sks related to the rererred assets, Il)r instance, the underling ri sks oj' the transac tions. 

and al su with the growth ur o lT-balanee sheel aclivilies. Th us Ihe ri ski ncss ur underl yi ng 

assets becomes morc and 111 0re im porlanl. Gradua ll y. 11 K' hanks nnlice Ihal equi l)' has 

become the scarce resource. Thereby. banks Iurn to l(leUS on the ROL to measu re the net 

prolit to the hook equity in order to lind out the most prolitable bu sincss and to do the 

invcstmenl. «(,e rhard .S (2002) 

Mostl y I{OL is used to measure lire profitability or han ks. Tire eniciellc), or tire banks ca n 

be eval uated by appl ying I ~OL. since it sho ws that hanks rein vest il s ea l'1lings In gL'nerate 

ruture prolil. 

In vestors wa nt to see how lYell a bank is perllmlling bell)re potentiall y in vestin g in il. /I 

hi gh stock price alone is not a good measure to usc. yo u have tn look at the hank 's 

finan cial stalements and at some ke y metrics to sec how we ll a bank is pcrrorming 
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A strong measure of' any company's performance is its return on equity (ROE). ROE is a 

measure of' how we ff the compan y uses it s reinvested earnings to generate additiona f 

earnings. It is used as an indication of'thc com p<1I1 y's ef'iieielH:Y . 

The growth of' ROE may afso depend on the capitafi /.ation of' the ballks and operating 

profit margin. If' a bank is highl y capitalized through the ri sk-weighted capital adequacy 

ratio (RWCAR) or Tier I capital adequacy ratio (CAR). the expansion of' ROE will be 

retarded. Il owever, the increase or the opera ting margin can smoothl y en hance the ROl: . 

RO E also hinges on the capital management activities . I I' the banks use capital more 

ef'licicntl y, they will have a better fi nancia l leve ragc and consequentl y a hi gher ROI: . 

i3ecause a higher fina ncia l leverage mUltiplier indi<.:ates that banks can leverage on a 

smalle r base o r stakeholder's fu nd and produce hi gher interest bearin g assets leading to 

the optimization or the earnin gs. On the contrary. a ri se ill ROE can al so reflect increased 

risks because hi gh ri sk might bring nlllre profits. This means ROE docs not onl y go up by 

increasing returns or profit but al so grows by takin g more debt whi ch brings more ri sk. 

Thus, positive ROE does not on ly represent the finan cial strength. Ri sk management 

becomes more and more sign ificant in order to ensure sustai nable profits in banks. (Ara 

I-Iosna, i3akaeva Man/ura and Sun .Iuanjuan . 2008) 
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2.7 NOllpcl'fol'lIIillg loall 

N!'L is a loan that is not earning income and: (I) f'ull payment of principal and interest 

is no longer anticipated, (2) principal or interest is 90 days or more delinquent, or (3) the 

maturity date has passed and payment in f'ull has not been made. 

The issue of non-performing loans (N !'!.s) has gai ned increasing attentions in the last fe w 

decades. The immediate consequence of' large amount o f' NP!.s in the bank in g system is 

bank fhilure. Many researches on the cause of' bank raillll'es find that asset quality IS a 

stati st ically signifi cant predictor of inso lvency (e.g. Dermirgue-Kunt 1989, l3arr and 

Siems 1994), and that failing banking institutions always have hi gh leve l of non­

performing loans prior to fhilurc. 

It is argued that the non-performin g loans arc one of' the major causes or thc ewnomic 

stagnation prob lems. Each non-performing loan in the financial sector is viewed as an 

obverse mirror image of an ailing unprofitable enterpri se. From this point of view, the 

eradication of non-performing loans is a necessary condition to improve the econom ic 

status. I f' the non-performing loans are kept exis ting and continuously rolled over. the 

resources are locked up in unprofitable sectors; thus, hinderin g the economic growth and 

impairing the economic ef'liciency. 

2.8 Capita l Adeq uacy Ratio 

Capi tal is the cornerstone of a bank's strcngth . The presence of' substantial cap ital rc­

assures credito rs and engenders confidence in a bank. 

1\ bank's capital base (o r to tal capi tal ) is the sum or its TicI' I and TicI' 2car ilUi less any 

deductions. At least 50 per cent of'a bank 's capital bascmust be Tier I cap ita l. 
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TicI'I capila l illcludes issued share capital and Ilon-culrllilative irrcdL'L'lllilhle prel<:relH:e 

shares, Tier I capital may also include innovative capital instrul11ellls (ie cHpita l 

instruments other than ordinary shares and non-etlmulati ve irredeemable preference 

shares), including in struments issued through special purpose vehick s subject to the 

conditions in Allachment IB , Panl y-p;rid sh;rres (and otiler c;rpital ill strllments) qll;rliry 

I<l!' inclusion in capital on ly for the va lue orrunds actuall y received. (ieneral reserves and 

retained earnings (including measured current year ea rnin gs net or expected dividends 

and taxation payments), although distributable in some circumstances, generally meet the 

allributes a rTier I capita l. Minority interests in subsidiaries that are consistent with other 

named capita l ins truments arc eli gible to be counted in the Tier I capital or the 

consolidated group, 

Non-cumu lative irredeemable preference shares and inllovative capital instruments 

included in Tier I capital must sati sfy the conditions in Allachment IA. An instrument 

will not be e li gible for inclusion in Tier I capital where it would resul t in the aggregate 

amount of innovative cap ital instruments and non-cumulati ve irredeemable prd<:rence 

shares exceedin g 25 pCI' cent or net Tier I capita l (ic Tier I capital net or non-ordinary 

shares and other capital instruments), 

With regards servicing TicI' I capital instruments. aggregate di vidend (illterest) payments 

in anyone yea r should not exceed the earn ings or the bank during that year (ie a bank 

may not pay dividends from retained earnin gs) . APRA is. however, prepared to modify 

thi s requirement , on a case by ease basis, ir it believes the proposed level or dividend 

payments can be just ilied by relhellce to other considerations, slich as an assessment of' 
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the bank's on -going capi tal position, including comm itmen ts to rai se capita l, and the 

bank's core profitabilit y. 

There arc other capital clements that impart stren gth to a bank's positi<ln but to a varying 

degree rail short or the qualities or Tier I cap it al instruments. These Illa \' be included in a 

bank's cap ital base as Tier 2 capital up to an aillount equal to thc bank's Ticr I capita l 

(net or goodwill , other intangible asse ts and fllture income ta x benefits). 

Tier 2 capita ls arc divided into two segments, termed Upper and I.o,,"e r Tier 2 capital. 

Upper Tier 2 capi tal includes elements that are essentiall y permanent in nature and have 

characte ri stics or both eq uity and debt. Lower Tier 2 capital consists or clements which 

arc not permanent. Lower Tier 2 c(lpital ma y be ind udcd in Tier 2 capit,r1 to a maximum , 

in aggregate , or 50 per cent or Tier I capital (nct of' goodwill , other intangib le assets and 

ruture i neol11e tax bendi ts J.( eapi ta I adeq uae yo " han ks , , 'I'll)) 
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2.9 EJllpirieu l review 

Anthony M. , eud, (1997) 'Commercial Bank Risk Management: an anal ys is of' the 

proccss.' Thc rcscarchcr covered a number of' North Amcrican supcr-regional's and 

quasi-money center institutions as we ll as scvcra l lirm s outside the U.S. The inf'ormation 

obtained covcred both the philosophy and practicc of' financial risk management. The 

paper outlines the results or the invest igation . II reporls the Slale or ri sk managemenl 

lechniques in Ihe industry. Ii reports Ihe slandard or praclice and eva lU,lIes how and why 

il is conducted in the particular way chosen. In addilion. critiques arc olTered where 

appropr iatc. The rcsearcher di scusses Ihe problems which the industry linds most difficult 

10 address, shorlcomings or Ihe elll'l'c'n i melhmiology used to anal Y/.e ri sk. and Ihe 

elements that are missing in the currenl procedures or ri sk management. 

This thcs is only analyze the com mercial bank ri sk managcmcnt process on ly, it doesn 't 

locus on its impact on banks pcrrormance particularly on banks profit. 

David 1-1.,( 1997) Bank Risk Managemcnt: Theory .Th is rapcr is conduclcd to discuss 

why risk management is needed. It oU llines some of' thc Iheorctical underpinnings or 

contemporary bank ri sk manage ment. wilh an emphasis on market and credit ri sk. Thi s 

paper mcrely loeuses on theory it doesn't get into the practical aspects of'lhc title . 

(Feng 7..,et.a l (2004), those arc researcher eonducled their paper on ' I'roli tahilil y and 

risk o f' U.S. agricu ltural banks.' The researcher believed that Stud y or profitability and 

ri sk or agricultura l banks is very important in assess ing Ihe ab ility to adequate ly finance 

agricultural production and rural development. /\ recursive system of' p ro~tabili ty and 

ri sk cquat ions is estimated 10 compare Ihe performance of agri cultura l wilh 
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nonagricultural banks and to ide nti l~\' 1(lctors IVllich ane, t perti1rma llCe. /I linear 

n.:gl'c ss illll IlIoLld wllit: 1l IlH':i.lSlln.:~ ri ~k - :t d.i ll s lnl prnli\ ;: ,h ilit y (u illin)! !'! th l.: n:slIlt s from 1111: 

recursive systeill. The lillliing 01' til,' researcller lVas. agricultu ral ha"ks perti".,,, beller 

than nonagricultural counterparts on average even aner cont rol ling "Jr risks and other 

Itlctors. Further. o n~balance-sh cet business is [(lUnd to be negativel y rel ated to the risk­

adjusted prolitability or agri cultural banks. 

Rekha A. (2004) ' Ri sk manageillent in commercia l banks (/I case stud y or public and 

private sec tor banks) " Ilanks arc in tile business ol' managing ri sk. not avoiding it. To the 

researcher, Risk is the rundamenta l clement that dr ives lin'lIlc ial bclHlviol". Without ri sk, 

tlie lillalll:ial sys iL'tll lI'\llIld Ill' va , ll ), ., illiplili,'d. I hilI ,'ver. ri sk is 1llllilipITscnl ill lil l' real 

world. Financial Institutions, therdore. should manage the ri sk eflicient ly to survive in 

thi s highly uncertain world . Tile Illture or banking lV ill undoubtedly rest on ri sk 

management dynamics. 

Onl y those banks that have eJ'\i cien t ri sk manageillent system wil l survive in the market 

in the long run. The erfec ti vc management o r cred it ri sk is a critical component 01' 

comprehensive ri sk management essen ti al liJr long-term success or a banking institution. 

The researcher understood that Credit ri sk is the oldest and biggest ri sk that bank, by 

virtue or its ve ry nature or business, inherit s. Thi s 11:I s however. acquired a greater 

s igni ticance in the recent past ror va ri ous reason s. I:oremo, t among tllem is the wi nd 01' 

economic liberalization that is blowing across the globe. India is no exception to thi s 

swing towards market driven economy. 

lletter ~reu it port",lio dive rsilication enhunces the prospe~ts or the reduced con~entration 

cred it risk as empirica ll y evidenced by direct relationship be tween concent ration credit 
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ri sk prolile and NI'A s of public sector banks. Thcy colH:ludc thcir paper by proverb 

which is, a bank' s succcss lies in it s ability to assumc and aggregate ri sk within tolerable 

and manageabl e limits", 

Yoo nhee T., (2006) cond uct a paper on 'Ro le ofNonpcrfonning loans (NPLs) and capi tal 

adequacy in banking structure ' . competi ti on and anal yses the impach of the tran sition 

from price cap rcgulati on (deposit / lo:tn ratc con trol ) to rate of return regulation 

(ROA ,NPLs ,and /01' BIS ratio Jon banking indu stry structure . 13)' using multiple 

regression model and by taking dates of commercial bankin g sector in Korea between 

1976 and 2003. And he invest igated that the banking structure with respcct to changes in 

regulatory reg il11cs and thc assoc iated NI'I .s and Ill S ratio s. As to him . I.eve! of 

nonperfonn ing loan reduce over tim e especially sficr thc rescue programmers were 

im plemented in thc post 1997 pcriod .Thcrc arc scvera l lil11it ations in the analysis .lirst o r 

all ; some or tbc conclus ions are b:lscd on weak ev idcnce due to the lim itcd numbcr of 

obscrvations available, especiall y whcre NI'I .s and Il lS rat ios arc uscd give n the short 

time series available. Another lil11itation is that the restructuring process has had a short 

hi story and long term efrects ha vc to be furthcr studied .howcver, the rcscurch prcsclited 

in the paper is lI suall y on its own in di scuss ing the short tcrm impact or deregulation and 

changcs in NI'Ls and l3IS ratios on thc structure of bankin g systcl11 . 

I-Ie onl y compare and contrast the impact of nonperl(H'lllin g loan to changes in regulatory 

and watches the difference or none perform ing and cap ita l adequacy rat io before and 

altcr rcgu lation but not the prolitability ort he scc tor. 

l3ridgclorce.,(2008) 'Comprehcnsi vc Managcmcnt or Prolitability and Credit Ri sk' Thc 

rcsearchcr baskall y ana lyze the documents it arrive to the rollowin g conclusion, 
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Managing cred it relati onships that are based upon all available custo mer inl(lrInation and 

consistent throughout the credit life cyck greatl) ' increases prolitahility and reduces 

surprises. It al so requires a greater investment of management locus, ana lytical skills, and 

technology. 

The lirst step belore moving to a mure integrated appruach, therel(lI"e, is recognition or 

the size 01' the opportunity. Thi s can he done "Iirl ), quick ly by examin ing your current 

pl'llcesses and portl()lio data. With that anal ys is and di scuss ions among Executive 

Management , They bel ieve that, the y can help us to de vciop your vision Il)r the future, 

the roadmap to get there, and the business case to support the investment. Then the best 

part begins: making it happens. measuring the re sult s. and continuing the cycle or 

sliccess. 

Mohalllillad M, (20QX) 'Non-l'crl(lrI11ing Loans in Ilan gl;I<lcsh 13anking Sector: Some 

Issues and Observations ' by using two sources which were Banking Regulation and 

I'oliey Department, 8angladesh Ilank And Ilangladesh Ilank Annual Report or eleven 

year result rrolll 1997 to 2007. Then he wille to concl usion and sa),s that ·'their bankin g 

sector was chanrcteri/.ed by low prolitability and inadequate capi tal base . The crux o r the 

problem lies in the accumu lation or hi gh percentage of non-perlorming loans over a long 

period of time. As per him unless NI'!. ratio of the county can be lowered substantially 

they wi ll lose competi ti ve edge in the wave or globali zation or the banking se rvice that is 

taking place throughout the world. So they ha ve had a two-decade lung experience in 

dealing with the NI'!' s pl'Oblelll and much is known ahoutthe causes and remed ies or the 

problem. So, it is vc ry important Il)r the lenders, borrolYers and rolic y makers to learn 

1'l'Om the past experience and act accordingl y. 
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However Mohammad Mohiucldin I(lcuses only on non-performin g loan, He doesn't 

watch other lilclOrs li ke Capital alkquacy \\ hich harm banki ng sec tor 01' Bangladesh and 

others, And he cannot relate it s illlpactto the prolitabilit )' of the secto l'. 

Tobius M,el.a l. , (2009) This two person (:(Induct a paper on 'Credit Risk Secur iti zation 

and Bank ing Stability Evidence I'i'om the Mino-I.evd I(lr Europe' Us ing a unique 

sample of 743 cash and synthclic securiti l<ltion transactions issued by 55 stock li sted 

bank holdings in Western Europe plus Switzerland over the period rrom 1997 to 2007, 

and the paper provides empirical evidence that credi t risk securiti zation has a negative 

impact on the banks' financial soundness as measured by the z-score technique while 

control ling lor macroeconomic, bank-spec ili c, regulatory and institutional factors, 

Moreover, as a re sult of further robustness checks they lind a positive impact of credit 

ri sk securitization on the banks' le ve rage and return volat ility as we ll as a negative 

re lat ionship between securiti zation anclthe banks' prolitability, 

They onl y focus on bank securiti zati on but not on credit ri sk management, capital 

adequacy and other 1~l eto rs whieh alTect ba nks prulitability negati vely as we ll as 

positively, 

Ne lsun M,e!.al (2009) 'Commerc ial banking crises in Kenya: cause and remedies' ,The 

statement of the problem for the study is man y linanc ial institutions that col lapsed in 

Ken ya since 1986 rai led due to non-periorillin g loans, Thi s stud y investigated the causes 

01' nonperrorming loans, the actions that hank manage rs have taken to miti gate that 

problem and th ~ level of success or such actilllls, Us ing a sample o r 30 managers selected 

from the ten largest banks th~ stud y lillll\d that national econolllic downturn was 

perceived as the most im portant external liletol'. Customer failure to diselose vito l 
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inl'ormation during the loan appli cation process was considered to be the main customer 

speci li c I[tctor. The study further f'ound that l.ack of an aggressive debt co ll ection po li cy 

was perceived as the main bank specific factor , contributing to the non perlorming debt 

prob lem in Ken ya. 

This paper only search ing li)r the reason and the action that bank managers have taken to 

all eviate the prob lem. But not on the impacts or none reriorming towards profitability or 

commercial banks in Kenya. 

Am 1-1. ,(2009) 'Credit Risk Management and Prolitability III COl11lllercial Ganks in 

Sweden.' As pC I' the author, Credit risk management in banks has become more 

important not only because or the linancial cr isis that the IVur kl is cxperiencing nowadays 

hut also the introduction of f3ase l II. Since granting credit is one "I' the Illain sources or 

incollle in commercia l banks. the management or the ri sk related to that cred it affects the 

profitability or the banks. They try to lind out how the credit ri sk management arrects the 

prolitability in banks. The main purpose or thi s stud y is to describe the impact level or 

credit ri sk managelllent on prolitabi lit y in Il)ur colllmerc ial banks in Sweden . The study is 

limited to idcntirying the relationship of credit risk management and profitability or l'our 

commercial banks in Sweden. The results or the study are limited to hanks in the sample 

and are not genera li zed for the all the coml11erc ial banks in Sweden. Furthermore. as ou r 

study on ly uses the quantitat ive approach and l'ocuses on the description of the outputs 

rrom SI'SS, the reasons behind will not be discussed and explained . The quantitative 

method is used in order to li>ili ll the main purpose or the st ud y. They have used 

regress ion model to do the cmpirical ana lys is. In the modd they have ddined ROE as 

prolitability indicator wh il e NPI.R and CAR as credit ri sk management indicators. The 
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data is collccted from the sample ballks annual reports (2000-200S) and capital adequacy 

and ri sk management reports (2007-2008). 

The findin gs and analys is reveal that credit ri sk management has elTect on prolitability in 

all 4 banks. All1 0ng the two cred it ri sk management indicators, Nl' l.l{ lias a sign ilical lt 

clTect than CAR on profitability (ROE). The ana lys is on each bank level shows that the 

impact or cred it ri sk management on profitabi lit y is not the same. 

This is the paper which is similar with the current paper the only di ff'cre nce is that , it s 

scope; one is conduct in four ban ks or Sweden the other one is cond ucted on seven 

com mercial banks in Ethiopia. 

Valentina F., (2009), those researcher cond uc ted the paper in titled wi th 'The 

determinants ofCommercial l3ank Pro li tab ility in Sub-Saharan Arri ca.' As per the paper. 

llank profits me high in Sub-Saharall Africa (SSA) compared to other regions. This paper 

uses a sampic of 389 banks in 41 SSA countri es to study the determinants of bank 

prolitability. And it linds that apart from credit ri sk. higher returns on assets arc 

associated with larger bank si/.e, acti vi ty di versili cation . and private ownership . Gank 

returns are affected by macroeconomic va riables , suggest ing that macroeconomic policies 

that promote low intlati on and stablc output growth docs boost credit expansion . The 

results also indicate moderate persi stence in profitabilit y. Causation in the Granger sense 

from returns on assets to cap ita l occu rs with a con side rab le lag. implying that high 

returns arc not immed iately retainecl in the fa rm of equit y increases. Thus, the paper gives 

some support to a poli cy of impos ing hi gher eapitalrcqnircments in the reg ion in order to 

strengthen financial stability. 
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Abdelkader B. ,et.al , (2009), tile title of til e paper is ' does bank supervIsion impact 

nonpcrio rming 10Hns: cross-country determinants uSin g aggrcgate data.' The paper 

empiricHll y HnHl yscs the cross-countries det~rminant s or nonpe rilll'll1ing loans and the 

potential impact or regulatory lilctors on credit ri sk exposure. W~ employ aggregate 

banking, linanc ia l, economic and legal environment data lill' a panL'i "I' 59 countries over 

thc period 2002-2006. Empirica l results indicate that il igher capita l adequacy ratio and 

prudent provi sion ning po licy seem to reduce the level or problem loans. We al so report a 

desirab le impact o r private ownership, f()rei gn participation and bank concentra ti on. 

Findings do not support the view that market di scipline leads to beller economic 

outcomes and to reduce the level or problem loan s. In contrast, all regulatory devices 

either exe rt a counterproducti ve impact on bad loans or do not signili cantl y enhance 

credit ri sk exposure for countries with weak institutions, corrupt business environme nt 

and litt le democracy. Our resu lt s an,' interesting f,'r regulators, bankers and in vestors as 

wel l. To reduce crcdi t risk exposure, the elTect ive way to do it is th rough enhancing the 

legal system , strengthening institutions and increasing transparency and democracy, 

rather than focusing only on regu latory and supe rvisory issues . 

.I oan.S.,el. al (20 I 0) they conduct a paper on "corporatc governance and banking ri sk 

management in Ghana" . The impact o r stakeholders of Ghanaian banks on the 

management of' bank capital ri sk. cred it ri sk and liquidit y ri sk is in vestigated. Bank 

stakeho lders include the board 01' direc tors. shareho lders. depositors and regulators. We 

emphasize the impact of the strength the board or directors and constructed an indicator 

or boa rd strcn gth in a manncr simi lar to (ircunin g and Bratanovic (2004). Other 

explanatory var iables of bank financia l ri sks includc managcmcnt e f'li cicncy, total assets, 
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inllation and ccntra l bank lending rate. Three li xed clTccts (least sq uares dummy 

va riab les) regress ion coefficients we re est imated for each or the three ri sks, usi ng an 

unbalanced pane l 01'23 banks covering 2005-200S. Estimation of the variance-cova ri ance 

matrix was cont roll ed for I-I eteroscedasticity and autocorrci al ion or thc re siduals. flanks 

with board strength va lues higher than the industry median are labe led stro ng boards and 

those below arc labeled weak board s. Stati stica l tests indicate that there is no difTerence 

between means and medians or bank capita l, credit ri sk and liqu idi ty ri sk indicators 01' 

banks with strong boards and ban ks with weak boards. 

In respect or capita l ri sk managcmcnt, the I'ollowi ng cxplanatory variables I·'cre 

significant and positive at the 5% level: managemcnt c l'li cicncy and the logarithm or total 

assets and inilation. The centra l bank lending rate was also significant but negative. For 

crcdit risk , onl y bank-specific dummies and managcmcnl eflic icncy variab lcs we re 

significant at thc 1% level. 13ank rcserves and inilation do so at thc IO 'Yu significancc 

leve l. For liquidity ri sk, reserves and loan-to deposit ratio significantl y impact liqu idity 

ri sk (I %). The impact or the board index was moderately signi li cant ( I 0%). 

Arter thi s all they conclude thatlhere is no stali stical dilTerence between Ihe strengths or 

hallk boards ill (ihana , ano that board slrength docs not have significanl impact on capital 

ri sk, credit ri sk nor liquidity ri sk. Dcpositor hehavior appears to impact only liquidity 

managemcnt. while, shareholders do nol appear to aU ill a manner that reduces thc credit 

risk taking by banks. We also conclude that, mor~ ~f'licicnt the management, the less 

cap ital the ballk is likely to hold , whi le bank total asscts arc im portant oll ly in capi tal ri sk 

l11anagel11 elll. Balik-specific approaches to credit ri sk l11anagement are signili canl. 
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Thcy are doing everything good but impacts o r <:reciit ri sk managcment to wa rds 

profitability we re not there issue. 

Nor I-lo A., (2004), the research cond ucted on • Key Factors Influen <: ing Credit Ri sk of· 

Islamic Bank :' A Malays ian Case. As per the authors, the rapid and dynamic changes in 

the globa l financial landscape pose va ri ous ri sks to bank ing institutions. Operating side 

by side with conventiona l banks. Islamic banks arc equ,dl y vulnerable to risks. The ru ture 

of Islam ic financial institut ions will depend to a large extent on how we ll they manage 

ri sks. Thi s ab ility cou ld be enhan<:ed if the 1 ~lct () rs afTedi ng these ri sks arc systematicall y 

identified. This paper examines the I>lctors afTectin g credi t ri sk, being the main risk raced 

by banking institutions and systema tically idcntilies the key rae tors influenc ing credit 

ri sk rormation in Islami c banking operations in Ma la ys ia. A com pari son or these f ~l cto rs 

between Islami c and convc nti onal bank ing operatiuns is highli ghted . Several pu li cy 

implications arc addressed to promote risk managell1ent cu lture in Islall1ic bankin g 

industry. 

They on ly concentrated on how they coul d itkn tif 'y those lilctors afrecting cred it ri sk only 

but not on cred it risk lI1anagell1ent efTeet on profit ab ilit y. 

Hassan. et.el. (20 I 0) the researcher conduct thi s research with the title or . A comparative 

study or I-Iandelsbanken and Swedb:lI1 k; how ri sk has been managed during the last 

tkcade.' fn thi s thes is the authors strive to investi gate the risk lI1 anagell1ent phenomena in 

the banking sector by conducting a longitudina l comparative study in two dilTerent banks 

i.e. Ilandeisbanken and Swedbank. fn :1 broader perspective to understand the phenomena 

the authors depa rt fi·om theoretical f·r:ll11ework that recogni zes the soc ial and cultura l 

ekments or ri sk. However, to I", more speci fk the thes is narrows down its anal ys is to 
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three main var iables that come under the realm of this discussion which arc; how banKS 

orga ni zing for risk, how they measure it and the role of IT and human judgment. This 

study contributes to the banking sector by providing a road map or how successfu l banks 

manage ri sk. It hi gh li ghts that the ri sk question should be add ressed strategica ll y and 

deemed to be a continuous phenomenon . 

Shuhai L.,el.el. (2010) ' Risk Management and Internal Con trol, A Case Study or Chi na 

Aviation Oi l Corporation Ltd. ' Risk management focuses on adopting a systematic and 

consistent app roach to manage all of the ri sks confront in g an organization. With the 

emergence of world as a globe village, companies arc diversify ing their activities; result 

in thL: in~l'casc or risks, Bcsidcs the business \,.' ori.! activities. Ih L: incrL'asl!c.i lI Sl' or 

de rivative products by both linanda l and non-linancial institutions and recent events or 

scanda ls continue to demon stra te the need li)r enhanced standards and processes or 

control over risk. This is of greatest intcrest lor multinational companies, insurance 

organ izat ions, banks, securities houses and non-linancial institutions given the ex tent of 

their business activ ities in derivative products. 

The object ive or thi s thes is is to identify the rok and importance or internal control 

system in good risk management pract ice with a part icular emphasis on management 

structurc and reporting system and in genera l with Pr incip les of COl'pOl'ate Governance 

and Risk Management. Our lucus is on the China Avia tion Oil CorpOl'ation I.td .. (CAO). 

Wc wi ll draw attention to the regulatory environment and recent regulatory and 

superviso ry de vc lopments with respec t to risk management practice. 

To be ab le to fu lli ll the purpose of st ud y, qualitati ve research method lVas (;onsidered, 

using an inductive approach or a single case study or Chi na Aviation Oil Corporation 
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Ltd" with company related rescarch literature, Commillec of Sponsoring Organization or 

the Treadway Commiss ion and Foni s 13ank as sourcc of dala, 

Bascd on Ihe anal ys is, a numbcr of observalions wc rc pul lorward in Ihe conclusion, To 

begin with lhe sl ralegy in relaliol1lo Illanagc lll cll l slrur llllC and rcpOl'lillg system oJ'('J\() 

arc cmployed alicr lhe company ni sis I'm be ller cOl1lml and reporling sys lem , 111 

add ilion , lhe role of inrormalion techno logy is considered in risk managemenl. 

Meanwhi Ie, lhe good governance and ri sk m:lI1agcmcnl according 10 Acco un ting 

Standards applicalion in risk managemcnl syslem and corporate governance arc included 

in the di scuss ion, In allempt ai' enlrcpreneur risk managcment in the linn. we also discuss 

Ihe role of Enlerp ri se Risk Managcmenl on Ihe organi zali nna l pe rllll'll1anCe wilh differcnl 

perspecti vcs, 

Suclhir C"el.e \.. (20 I 0) 'Credil risk managemenl', The pu rpose or lhis documenl is 10 

prov ide direclional guidelines to lhc banking sectnr Ihat will improve the ri sk 

1IH1llagcll1cnl l'Ultlln.!, establi sh minimuill standards ror scgn.: gatioll or du ti es and 

responsib ililies, and assist in lhc ongo ing impJ'llvcll1Cnl 0[' thc banking sector in 

ilangladesh. Cred il risk managemcnt is of utll1os1 imporlance 10 ilanks, and as such. 

po li cies and procedures shou ld be endorsed and stri clly cnforced by lhe CFa and lhe 

board of the Bank. 
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2.10 Cunei USiOH 

130th researches li sted above loc us on credit risk, crcdit ri sk managcmcnt. internal eontm l 

,banks profitability ,the ways how ri sks are managed, impacts of supervision of banks to 

non-pcrrorming loan, corporate govcrnance and banks prolitabilit y . and many others 

which has lin kage in banks prolitability and credit risk management separately. 

l3ut there is no paper conduct to measure the impacts 01' credit risk management to banks 

prolitability. Except, thesis conducted on Il)llr commercial banks or SlIeden. Almost all 

theories supports that there arc positi ve co movcment among credit ri sk management and 

banks prolitabi I ity. 

To assure that and to measure its impact le ve l there mu st be research in each country. We 

cannot tell the impact level rrum the scratch or simple from the theory. Measuring the 

impact leve l or credit risk management is Ilcl'<.h! ti. to make l'ollntries credit risk 

management department well aware about the impacts level of credit risk management 

towards prolitability of their business. It is also very much important lor policy makers. 

It is we ll known that , banks in our country arc prolitablc ror the timc heing, however to 

sustain their profit in the future and even to make thclllmore profitahilit y than before, the 

impact le vel or credit ri sk management must be iliL'ntilied and correc ti ve action must be 

taken in advance. When the rcsearcher says corrective action, it's rekrring appropriate 

credit ri sk management mechanisms to the country. 

So in thi s study the researc her wa nts to measure the impact le ve l of credit risk 

management toward s profitability'S ofcommcrcial banks in Ethiopia. 
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Chapter Three: Methodology 

In tliis section the researcher wants to ueillonstrate the methodo logy II hich lie has used in 

his wo rk. It cons ists of resea rch des ign, sample , population and participants in the study, 

data co ll ection and analysis instrumcnts used by thc researcher, about the mode l and the 

components of the model mean ing both the dependent and the independent vari ab les are 

explained. 

3,1 Research design 

The research is quantitative resealTh. Meant Ii)!', the researcher uses regression model , to 

analyze the data which is co ll ected from the Nat ional Bank of Ethiopia (NBE here ancr) 

and from seven commercial banks of the coun try. Those arc COllllllercial Bank or 

Ethiopia, Awash international bank, Dashen bank, Nih Internat ional Ilank ,Wegagen Ilank 

,Uni ted Bank and Bank of Abyss inia. There arc also kw questioners which will be 

distributed to l'I'cdit risk management bodies 01' each bank in the study. 

Depending on the result of regress ion output and feedback from research question , then 

ana lys is were conducted and resea rch quest ion wil l be answered. The researcher selects 

seven commercial banks of the count ry who submit their annua l report to NBE starting 

from 200 I till 20 I 0, 

For that reason ,the researcher do have 70 observations In the regression anal ys is 

.Theoreticall y, the number of Observations should be 20: I (20 ohservations per one 

independent variable) in the regressiun analysis and as low as 5: 19.(as si ted as, Princeton 
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University.) but in thi s stud y the researcher used more than double I'rom what actua ll y 

expec ted I'or regression . Which arc Illore than sat is l'a ctory with resrcel to the standard? 

3.2 Sam ric Population and Participants 

The researchcr sc lccts seven major wllllllcn:ial banks in Ethiopia . And co ll ect the 

necessary data Ii'olll each bank and Ii'olll national bank or Ethiopia too. 1'01' sake or 

compari son. Those data are collected I'rom 200 I to 20 I 0, and uscd 1'01' regression 

pu rpose. The reason why the researcher purposive ly selecls seven ha nks is. to have Illore 

observation. For that banks wi th ten year lire span and Illore are se lected. Therel()I'C. 

there are 70 observations in the regression anal ys is. Theoreticall y the num ber or 

observat ion should be 20: I (20 observation perl independent variable) in the regression 

anal ysis and as low as 5: 19 .in our case. the researches ad ,Jcd 70 ohse rvat ion and two 

independent va riables. 

3.3 Data collection and lIIta lysis instruments 

3.3.1 Data Collection 

The main sources or data for the stud y arc l'ound 1'1'0111 the otT balance sheet of sewn 

purposive ly se lected banks. From those banks. 10 consecu tive years o lT ba lance sheet 

report have been used for the stud y. In our country it 's a must for banks to submit it s 

annualrepOI'tto the N13 E not onl y that they are supposed tll subl11itthci r o lT balance sheet 

too .So the researcher 's easi ly get an nual reports o r all sdected banks 1'1'0111 the NBE. 

Data 1'1'0111 orr balance sheet rcport is highl y essentia l 1'0 1' th is research to run the model. 

There are also questionnai re which is di stributed to hanks, Ri sk and Compliance 

Management OJ'Jiccr o r the head ol'licc. I{isk Managelllel1l J)epartlllcnt Ol'licers. loan 

56 



orlker, and , ekcted , tarts of the head ol'lice. Then the re, ult s of the regress ion outJlut are 

compared and contra,ted with the questioner result s, whi ch i, recei ved fro m the crcdit 

risk manager, 0 I' each bank. 

3.3.2 Oata analyzing in,trulllcnts 

The researcher uses Illultiple regre,s ions to analyze the data which arc co ll ected from 

bank,. Thi s mcans, there is a dependen t var iabk and two independent variab les are there 

in the model. The resea rcher docs not de ve lo[l a nell' modd in,tead ado pt a model which 

lormerl y used by other researchers in thc same ti tk in Sweden. 

The regrc,s ion outputs are obtained by using SI'SS . In addition , the researcher uses MS 

Excel to confirm the accuracy of the results. 

3.4 Applied regression model 

As it was exp lained before the researcher does not deve lop hi s own 1ll0dcJ instead he 

adopt the model which has becn used by Ara Ilosna , 13akaeva Manzura and Sun 

.Iuanjuan in 2009 with the samc title " credi t ri sk management and Jlro fitab il ity in 

commercial banks in Sweden ". From early studies they had revea led tha t the determinate 

I(,r pro fita bili ty is ROE (Net fn comd l'llta f Shareho ldL'rs' f':quity) allli ro r credi t ri sk 

management arc NI'LR (Non-per lorming Loans/Total I.oans) and CAR I(Tier I + Tier 

II)/Risk We igh tcd Assets] respec ti ve ly. Then alie r, the researcher used multiple 

rcgrcss ion models wi th one dependcnt and two indepctllknt va ri ables I(,r the ir own stud 

y. So thc researcher of the current thesis uses the ,Hme model 1(,,' his study. Jl y 

con,iderin g the illi lowing in the regress ion model: 
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ol"liee rs and selected staffs of the head omce. Then the result s orthe regression output arc 

compared and contras ted wi th the questioner result s. IVhich is recei ved rrom the credit 

ri sk managers or each bank. 

3.3.2 Data analyzing instrulllcnts 

The researcher uses multiple regress ions to anal yze the data which arc co ll ected from 

banks. This means, there is a dependent variable and two independent variab les arc there 

in the mode l. The rescarcher does not develop a new mode l instead adopt a model which 

l(lI"Inerly used by other researchers in the same title in Sweden. 

The regression outputs are obtained by using SI'SS. In addition , the researcher uses MS 

Excel to conlirll1 the accuracy orthe results. 

3.4 Applied regression model 

As it was exp lained before the researcher does not dewillp hi s olVn ll10del instead he 

adopt the model which has been used by Ara 110511a, Ilakacva Mal1zura and S UI1 

Juanjuan in 2009 with the same title " cred it ri sk management and profitability in 

commercia l banks in Sweden ". I:rom ea rl y studies they had revealcu that the determinate 

1(,,· prolitability is ROE (Net Incl1ll1c/Total Sharchulders· i-:quit y) and lor creu it ri sk 

management arc NPl.R (Non-perl(lI"Ill ing Loans/Tota l I.oans) and CA R [(Tier I + Tier 

II )/ I{isk Weighted Assets] respectiwl y. Then alier, the researcher used multiple 

regress ion model s with one dependent and two independent variables rll r the ir own stud 

y. So the researcher or the current thesis uses the same model I(l r hi s stud y. 13 y 

considering the rnllowing in the regressiunmodel: 
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3.4.1 Dependent variable 

;/.1' lie!' /lichord lOll! /I()t; is fl,(' w!io lI'hicl! indicates how prolitahle a company is hy 

comparing its nct incoille to its av~ ra ge shareholdcrs' ~quity. The ret u1'll on equity ratio 

(ROE) Illcasur~s how Illuch the shan:holders earn~d luI' their investment in the company. 

The higher the ratio percentage. thc Illore el'lici~n t managcment is in utilizing its equity 

base and the better return is to in vcstors. 

Net In come 
Fonnllia = ----.,..,---- ,....,--.,--­

Average Share Holders'equity 

The researcher has decided to use ROE as the indicator of the prolitability in the 

rcgr~ssion anal ys is because ROE along with ROA has been widely used in earl ier 

rcsearch. Initially, the researcher has considered the ratios ROE and RORAC (Prolit aner 

Tax/l{isk Adjusted Capi tal) (r,·tu rn on ri sk adjusted capital, as sited as. Ara Ilosna. 

Ilakaeva Manzura and Sun .I ua njuan. 20(9). RO I~AC is a Illeasu re luI' rciative 

pcrlunnance or the banks and could have been used in the current r~gr~ssion ana lysis. 

Ilowever, the researchcr is not used RORAC b~cause it is lIsual ly used by the banks with 

intcrnally availablc inforillation . 101' exalllp l ~. ri sk-adjustcd cap ital . and one do not ha ve 

access to such rcquired information. Thcrelorc, the rcsearcher decided to use ROE as the 

indicator oj" prulitability. In thi s case, the required inlurmation is available in the annual 

reports of the banks. (I-Iosna, l1akacva Manzura and Sun .Iuanjuan, 2009) 

3.4.2 IlIllepell!icnt variables 

The researcher chooses two independent var iables naillel y NI'LR and CAR because these 

two lIr~ the indicators oj" risk management which alTect the prOfitabilit y oj" banks. NPLR, 

in particular. inuicates how banks Illanage their credit risk because it defines the 
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proport ion or NI' L amo unt ill rd ,li'>I' to TI. (1I110UIlt. IV/IL R. NI' I. I( is detined as NI' l. s 

divided by T l. s. To caic ul al e tl ,i' ratio, the researcher used da ta provided in the annual 

repo rts of each bank. From 200 I unti l 20 I 0, NPL amount has been presented usin g 

difrerent names, such as, illlpa ired loans, problem loans, doubtl'u l cla ims and loan 

allowances. However, the dc-I',"i li,,"s 01' thosc arc sim ila r to the deli nition or Nl' l.s. 

l3anks provide more prec ise l'al et!oriLation or Nl'l. s alie r the adopt ion or IFRS in 2005. 

NPL amou nt is prov ided in th l' ,\''''''.1' to linancial statemcnts under 1.(}(In.l' section. TL 

amount , the denom inator o r Ihl' ralio, has been gathered by addi ng two types or loans: 

loans to inst itu tions and loan , 1(1 Ihe r ubl ie. The resea rcher has collected the loan amount 

prov ided in the ba lance sheet ,d'lhe ha nks in their annual reports. Thus. ca lculation orthe 

NI' LR has been accomplished ill IllllolVing way: 

NPL amount 
NPLR=----­

T L amount 

(CAR) is a ratio that regul allll's in the bankin g system use to watch bank's health , 

spec ifically bank's capi tal III ii, ri sk. Regu lato rs in the banking system track a hank's 

CA R to ensure that it can absorb a reasonab le amount o l' loss. 

Regulators in most countri l' s lk li lle and monitor CA R to protect depos itors, thelcby 

mai ntai ning confidence in the banki ng system. 

Sho/'I!y Capilo! adequacy I'<Ifio is thc rat io whidl determi nes the caracity ofa bank in 

lerms or meeting the time liahilities and other risk such as cred it risk, market ri sk, 

operational risk, and others. II is a measure "I' how Ill uc h cap ital is II scd to surport the 

banKS' ri sk assets. 
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l3al1k's ~"pital with respect to h,llIk's risk is th~ s impl~s t l(lI"\lllilation: a bal1k's ~apita l IS 

the "cushion" 1'01' potcntia llosSl' s. 1\ hich protc~tthc bank's lkpositors or Dt her Icnders. 

The ratio is cal~ulated by dividill ~ Tierl + Tier2 ~apita l by the risk weighted assets. 

Capi tal 
Capital Adeq IIae\' Ratio = ---

. p,i "k 

Two types of capital are measured 1'01' thi s ~akulation. TicI' one capital is the capital in 

the bank's balance sheet that CIII ahso rb losses without a bank being rcquired to cease 

trading. 

Tier two capita l can absorb IO"l's in the event o r a willding- up and so provides a lesser 

degree or protcct ion to depositors. 

The detai I of capital adequacy r:lt io is explained in the re view of related literature. 

2.4.3 Regressiol1 analysis eXl'lail1l'd 

The regress ion analysis is conducled to lind out the I(lll owing: 

a. 'rhe relationship betwl'cl1 credi t ri sk management and profitability in seven banks: 

the researcher uses III years period (2001-2010) lill' 7 banks which in total gives 

70 observations; 

This is multi varia te regression III lllk I which is presented bc low (directly imitated from 

li)l'lller researchers, Ara Hosl1a. Ilakaeva Man/.ura and SUIl Juanjuan, 200'!). 
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Y == a + ,i!Xl + ii2X2 + ... + .inxn + ~ 

Y - the value of dependent va ri a bles ; 

a - tile constant tel'1l1: 

f3 - the coefficient of the [lilletior!: 

x = the value of independent variables; 

E - the distu-rbance o'r e-rror tet' III 

Applicat ion 

Y: RO E- profitability indicator 

X I: NI'L.R - credit ri sk management indicator 

X2 : CA R - credit risk mallagement indicator 

Thus the regress ion equation becomes: 

ROE=a + ~lNPLR+ ~2CAR T < 

It is the regression I'unction whic h determines the relation or X (NPI.R and CAR) to Y 

(ROE). u is the constant term and [I is the coeffici ent of the function, it is the value for the 

regress ion equation to predict the variances in dependent variable from the independent 

variables. This means that il' [3 coe rlicient is negati ve , the predictor or independent 

va riab le allects dependent vari 'lb k negati vely: one uni t increase in independent variab le 

wi ll decrease the dependent vari abk by the coel'licient amount. In the same way, if the [l 

cocrlic ient is pos itive, the dependent variable increases by the coefficient amount. u is the 
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wnstant valu~ which d~pen(knl variable pr~dicled 10 ha ve when iliLiepcndent variables 

equal to ze ro (i I' X I, X2=O thcn 1/ Y). 

Finally, c is the di sturbance or error t~rm, wh ich expresses the effect!)I' ali other variab les 

except lor the independent variahl es on the dependent variablc Ihat we usc in the 

runction . 

Regrcssion analysis output contaills valucs which we di scuss below: 

R' is the proportion 01' variancc in the dependent vari able that can be prcdicted rrom 

incie pendent variab les . There is al so adjusteci R' which gives more acc urate valuc by 

avoiding overestimation ericct o r adding Illore variahles til the l·un Cli lln . So, hi gh I( 

value indicates that prediction pllwer or dependent v~lriable by incicl)Cndent var iables is 

al so hi gh. Adjusted R2 is ca lculatcd using the rormula 1_«I_R2)*«N _I)/ (N-k-I)) . The 

Illl'llluia shows that ir the number or obse rvations is small the difference hetween R' and 

adjusted I{ ' is greater than I since Ihe denominator is much smali er than numerator. 

Adjusted I{' sometimes gives negati ve value . Sillce I ~ ' is adjusted to lind out how much 

Iii probabl y happen ju st by luck : Ihe dilTerence is amount or lit by chance. Also, negative 

values of adjusted R' occur if the model contains condil ions that do not help to predict 

th e response (ROE) or the predictors (NI' I.R and CAR) chosen arc wro ng to predict 

RO E. R' is generall y considered to b~ secondary importance. unless the primary concern 

is of using regression equal ion to make accurale predictions. 1{ 2 is an overall 

measurement or Ihe strength (}r ass(}ciation. and docs 11(}1 rellect h(} 1I' an y independenl 

variab le is assoc iated wi th the dependen l va riable. 
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The Probability va lue (P-va lue) is used to measure how rdiably the in derende nt variables 

can predict the dependent va ri able. It is compared to the significance leve l which is 

typicall y 0.05. If the P-value is greater than 0.05. it can be said that the independent 

vari able does not show a stati stic' all y signilicant relatiol\ ship with the (kpelllient va riable. 

The F-va lue eakulated as (R2 / 1)1 « I-R 2/n-2)) and associated P-value shall be looked at to 

measure the effect of the group of' independent va riables on dependent variable. The 

resulted F-value should be compared to the crit ical F-va lue (Fv I, v2) which is taken from 

the F di st ribution table . Both Y I and Y2 arc ca lled as degrees of freedol1l . Y I is number 

01' independent variables and Y2 is number of observ;lti ons minus nllmber of independent 

va ri able minus I. For instance. in our case, we have two independent variab les and 70 

observations, then Y l=2, and Y2~n-k- I =70-2-1 =67. Thlls the critical vallie of F (3. 66) 

can be found in the di stribution table accordingl y. If the resulted f.' -vaille exceeds the 

critical F-vaille. it can be said that the regression as a who le is siglli lican!. (t\m Ilosna. 

I!akaeva Manzura and Sun Juanjllan, 2(09) 
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Chapter Four: Data aualysis and prcsentation 

4.1 Introdnction 

The regression analysis is used to test ir an independent variable inlluences a dependent 

variable and weather thi s clTe,t is positi ve nr negative. In thi s research the researchn usc 

Illultipk regress ion anal ys is which is used to test whether one Dr Ill ore independent 

var iables (p redicates) intluence a dependent variable (outcome variabk) and irthis clTect 

is posi ti ve or negat ive. But bellH'e ru shing towards data ana lys is and presentation the 

resea rcher Illade a diagnostic test IlH' the data which co ll ected from the respondents. In 

the diagnostic ana lysis the researcher raced on ly hcterosccdast icity problem. To address 

thi s prob km , the researcher tri ed to lind out whether the problelll ari ses rrom NI'I . .R. 

( ';\ I{ 01' 1'1'0111 huth illd(.!pl.!l1d ... ·1l1 v: ll'iahlcs sidl.:s. /\1\(..1 Ijll ~dl y till.! pl'ohll'll l is I i.Hllltl 1'1'0111 

NI'LR side I1LJT not in CAR side. Lven irthe rrobkm is Illlilld rrolll the side orNpLI{. 

still the researcher could not te ll about the exact trend vI' the errvr terill. As pCI' dinerent 

autho rs. when one Ill il to understand the trends o r the error tcrm they ad vise to usc WLS 

as a replaceillent 1'01' OLS. So the researcher uses WLS than OLS to handle the problcm 

Dr to hold the tai l of the error terill . So larmeri y the model were 

y = (( - /31\1 + /32\"2 +" 

Where .,. depende nt variable (retu l'l\ on equity) 

(( Constant term (the value o r ." ir x l and x2 hoth arc 0) 

X I stands 1'0 1' No nperllJl'llling loan ratio 

X2 stands lo r Capital Adequacy ra ti o. 2 = error term 
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Ilulnow Ihe Illrilluia is converted I'rom OLS in III WI.S and il becol11e 

1 
\' = (( TfJl. ---+ fJ2x2 +, 
, (x l)w 

W= log like ly hllOd function 

In Ih is chaplcr Ihe researcher made diagnoslic teslS Ihrough SPSS, Remedia l action 

prepared III curve or bend the problel1l or hctrosedacity ill the time llrdiagnosli c lesls, and 

at la st ciala anal ysis and presentation arc explain in detai l. 
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-1.2 Diagnostic tests 

IklOl-v the researcher uses regress ion command 1'01' admini stration 01' regression. This is 

1l,IIowed by the output of these SI'SS commands. 

Tallie I 

Variables Entered/Removed b 

Variables Variables 
Model Entered Removed Method 
1 Capital 

adequacy 
ratio, 

Enter 
Nonperfor 
ming 10aan 
ratio 

a. All requested variables entered . 

b. Dependent Variabte' Return on Equity 

Source: SI'SS regress ion ou t put 

Table one disp lays the var iables cntercd or variables removed from the study at any point 

in time from the begi nnin g till the cnd of the wo rk. /\s it explained in var iables entered 

co lumn there arc two independent variables entered 011 the stud y. those arc capita l 

adequacy ratio and non-performin g loan ratio. Since there was no variable removed 1'1'0111 

the study. the 3,,1 Ivariable removed Icoluilln is free . The last COIUIllII sholVs the method 

that was used by the researcher. so here thc researcher uses "enter ml·tlllld" to remove or 

enter the va riables. All variables are entered on the above table . The lkpendent variuble 

IVhi ch is return on equity ex plained in the bOllom of the table. 
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TaliI<' 2: Docs the Illodel fits'! 

""" ANOVJ\> 

Sum of 
Model Squares df Mean Square F Sig 
1 Regression 3042.482 2 1521 241 10.026 .000' 

Re si dual 10165628 67 151726 , 
Tolal 13208111 69 

a. Predictors : (Constant) , Capital adequacy ra lio, Nonporforming loan rotlO 

b. Dependent Variable: Return on Equity 
~ 

Source: SPSS regress ion out put 

I\ NOV 1\ , table summarizes the output of the ana lys is of variancc. In regress ion row, 

the output Illr regress ion ui spluys inl(mnation ubout Ihe vuriat ion aL'cOllllteu for by the 

existing model. Residual di splays infurmation about till' variat ion thai is not accounted 

for by the model. And total in the table shows the sum of regression und res idual. Mean 

square is the sum of squares divided by the degrees or freedom ,And F stati stics is the 

regress ion mean squarc divided by the residualmcan square . If the signil icancc value of 

the F stati stics is small then thc indcr endcnt variable docs a good job in explaining the 

variation in the uercndcnt variables) 

Il ypothcsis 

1-1 0 ~ the lit is NOT good 

1-1 I = the lit is good 
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I' value is 0,05 thcn it 's beller to compare wi th significance level which is 0,000 and .thc 

p vafue is greater than that of sig va lue, Then the researcher rejects 110 and f~lil to rcjed 

III meaning the model is fil. 

Tallfe 3: Ilow mueh the Illodel is good'! 

Model Summary b 

AdJusled Std Error 01 
Model R R SqlJilre R Squore the Estima te 
t 480' :!30 ~0 7 12')1770 

a Predictors: (Constant). Capital adequacy rallo. Nonperfornllng loan rallo 

b. Dependenl Variable: Relurn on EqUIty 

Sourcc: SI'SS regression out put 

DUlbul. 
I/ /a\son 

I ;79 

Table three ; dell10nstrate abou t large R. which sho ws the multiple currelation coefficients 

and the correlation between the observed ancl predicted values of the dependent variables , 

And the value of R f'o r models produced by the regress ion procedure r'"lge from a to I, 

The larger the value of R disp lay that there is strong relationship among observed and 

predicted value, In our casc R is (),4~(), 

R2 is the proportion of the variation in the depcndent variable expla ined by the regress ion 

model. As of R the va lue of R' ranges betwecn a and I, beside to that sma ll va lue 

illdicates that the Illodel docs not lit Ihe data wel l. As the table indicates Ihe independent 

var iable explained the dependent va riable by 23%, 
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AdjusLed R ~ allempLs Lo con'ecLI{ square LO nlore closely rd lecLthe good ll ess 01" lit ol"Lhe 

Ill odel ill the population. 

In ta ble 2 the rescarcher assures that the Illodel docs lit. But here one Illay ask qucsti on by 

sayillg "how much the mode l is li t" or "how much the goud is good'!"" S/he gets all swer 

fro m table three by obse rving adju sted Rl , which is 0.207. And conclude that the mode l is 

20.7% lit/good. 

4.2. 1. Corrclation tcst 

Tahle 4 

Coeffi c ient Co rre latio ri's 

Capital 
aclequacy 1.lonperform i 

Moclel ratio nq loa n ratio 
1 Corre lations Capita l adequacy rat io 1 .000 150 

Nonperforming loan ra tl 150 1 000 
Covariances Capital aClequacy rat io .07 1 .006 

Nonperforrning loan rat I .006 .021 

a Depenclent Variable: Return on Equi ty 

Sou rce: SI'SS regression out put 

Table 4 di splays th e co rrelation and wvariance mat rices 0 1" th e illlkpe lldcnt variablcs 

ill cluded in the model at eac h step. III th e correlation matri ces. the valucs 0 1" th e 

corre lat ion coe f'li e ients range from - I to I.corrclati on coe l'ii cient descri bes about two 

var iables . to check whether thc)' arc related each ot her or 1I 0t . 

When thc co rrelation coefli cicllt is -I , its di sp lays that the re IS perii:c tl y negat ive ly 

corre lat ioll , when the co rre lati on coe f'li cient is + I it s illdica ti on is pe rii:c tl y positive ly 
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correlated , When it became in between 0.3 and I it shows that there is positive 

correlation among var iables, and when it lies in between -0.3 and -I it display that 

negat ive correlation among variables . But when th e variable is in between -0.3 and +0. 3, 

it shows that there is no correlation among variables. 

As we can from the table 4 the correlat ion coeffic ient is 0.150 it shows that there is no 

correlation among independent vari ab les. 

4,2,2 Coilinearity (Multicolinearity) test 

1 II..Cn.,t.!::I, 

Table 5 

';1)111 m ~Ornl'f)lj '(.:-:!! !Jt'o 

C,lOlt,,1 c,.j~P<lCY fdoLO 

Ull!1tn1rlf!~!;f.~~ 

C I ! ~'i fl·· 

!' s , ·~ I I:{' 

Source: SPSS regress ion out put 

{ ." 
P ,I : I." (. .'; 

.\ , ,> , 
, ' " 

Table five concentrated on unstandardized and standardizes coefficients. Unstandardized 

coefficients are the coefficients of the estimated regression model. Whereas standardi ze 

coefficient s are or beta are an attempt to make the regression coeffic ients morc 

comparable . The "t"statisti cs can help us to determine the relative importance of each 

variable in the mode l. As a guide regarding useful predictors, look for t values well below 

-2 or above +2. 
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Collincarity (or mu lticollinearity) is the undesirabk situation whe re the correlat ions 

among the independent variables arc strong, Tole rance is a stati stics used to determine 

how much the independent var ill bk arc linear ly rcl"tcd to one another, Tolerancc is the 

propOl'tion or variab les variance not accounted l'or by other independent variables in the 

mode l. A variance with a very; low to lerance con trihutes little inrormati on in to a model , 

and can cause com putational problems, 

VII' or the variance inllation "Ictor is the reciprocal or the tolerance, As the variance 

in Ilation lilctor increases, so does the variance or the regression coel'licient, making it an 

unstable estimate, Large VII' va lues are an indiI.:ator or Illulticol li nearity, 

When there is a perfect linear re lationsh ip among the pred ictors, the estimates for a 

regress ion mode l cannot be uniqLlely computed, The term co ll inearity implies that two 

variables are near perfect linear combinations of one another. When more than two 

variables are involved it is onen ca ll ed multicoll inarit y, c'ven though the two terms arc 

orten used interchangeably, 

The primary concern is that as the degree or multico ll inear ity, the regress ion model 

estimates 0 1' the coel'lic icnt become un stab le and the standard crror Illr the coel'lic ients 

can get wildly inllated, Let 's see some SI'SS commands that help to detect 

llluiticolinearity, One can use VII' and Tolerance v;lIuc Il)r each prcdi ctor as a check I(l r 

Illulticolinear it y, The to lerance is an indication or the perccnt or var iance in the prcdictor 

lli'lt Call1lot be accou nted lo r by tlic ot li cr prcdictlll's, Ilcncc ve l'y s111all va lucs ind icate that 

;1 pl'cdictor is · redundant, and va lues tha t arc lcss than 0,10 111;I Y 111erit Illriller 

invcstig,ltion, The Vir, which stands Illr var iance inlbtion factor, is ( i/tolerance) and as 

a !·ule or thulllb, a variable whose VI I: val ues arc grcatcr than I () lll ' ly 111erit I'urthcl' 
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investigation . If two explanatory var iables are highly correlated with each other, they can 

cause problems during multivariable analysis because they are explaining a lmost the 

same variability 111 the outcome. Therefore, it IS beneficial to exam ine 

associations/correlation between explanatory variables and exclude one of a pair of 

highly correlated variabl es before cond ucting multi variable analysis. 

Let's first look at the regress ion we did from the last section, the regression model 

predicting ROE from NPLR and CAR usin g SPSS. As we can see for m the table above 

th e 'tolerance' and 'VIF' are a l l quite acceptable . 

Table 6 

Source: SPSS regress ion out put 

_'+,''';:-H!:l(f!"l 

5'j'JAn ra'<J 

rr, 
Ji 

Table 6 is a tab le which display statistics that help for determine wheth e r there are any 

problems with collinearity or not. Co llinearity (mult icol linearity) is the und es irable 

si tu ation where the correlat ions among the inde pendent var iables are strin g. 

Eigenvalues proved an indication of how many districts dimensions are there among the 

independen t variables. When several eige nvalues are close to zero, the variables are 
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highly illter correlatcd and sillall ch:lIlges in the dat:l v: i1ues may lead to I:lrgc changcs in 

the cstimates ol'the coement s, 

COlldition inclex are the square roots of thc ratios or the largest eigenval ue to each 

success ive eigneva lue, A condition index greater than 15 indicates a poss ible problem 

and an index greater than 30 suggests:l se rious problem with collinearity, 

Lvcll ii' eigellval us arc used It". checkillg the ex istence or co ll inearily , Ihe best way is 

conditional index, So in this research e:lse, since condi li<)l1:li index value scored al'Ound 1. 

3 and 7, rrom this ground thc researcher can say that there is no multicollinearity among 

indepem10llt var ia bles, 

Ta I>le 7 

Residuals Statisti~s 

Minimum Maximum Mean Std, Deviatior N 
Predicted Value ,8996 30,8130 22.4780 6,64033 70 
Residua l 8,23534 7,71675 ,00000 12,13787 70 
Std. Predicted Vc -3 ,250 1,255 000 1,000 70 
Std, Residual -3,916 3,874 ,000 ,985 70 

a, Dependent Variable: Return on Equity 

SOUl'ce: SI'SS regression out put 

Table 7, tells about the residual and predicted va luc , I:or each case, the predicted va lue is 

the value predicted by the re gression model and Illr each case; the residual is the 

dillerellee between the observed va lue of the dependent variab le and the va lue predicted 

hy the Illodel, Residua ls arc es tilllate 01' th e true errors in the mode\. ii' the Illode l is 

appropriate 1'01' the data, the residuals should 1(,llow a Ilormal distribution, Standardized 
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pr~dicated va lues are predicated valucs standardize to have mean () and standard 

d~viation or I. In short standardi ze residuals arc ordinary residuals di, icled by the sample 

standard deviation or the residual and have mean oro and standard de viation or I. 

4.2 .3 Test of normality of Residuals 

Figure 1 

Histogram 

Dependent Variable: Return on Equ ity 

JO -

10 -

o I 

Source: SI'SS regression out put 

I 1111111 " .' 4 ',E · 11I 
~ I!t ("J r '; : V ' I ~ 'j 

N :: fo 

Oll~ 01' the assumptions of linear regression anal ysis is that the residual are normally 

di stributed , at the meun of ze ro and standard deviation o r Olle .A II of the result s rrom the 

examine command suggest that the r~sid ua l or the error term are normall y distributcd 
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, Th ~ skewness and kurtos is arc ncar to 0, As one can obs~ rvc from th~ histogram and p-p 

plol it looks normal. Based on th~s~ r~sult s, the residual s rrom thi s regression appear to 

eOl 1l ,)rm to the assumption or being nOl'mally di stribut ~d , 

Figu rc2 

Norrnnl P-P Plot 0' Rourooo loll St"ndnrdlzed Rooldunl 
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2 
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Depend e nt VIHlnb.,, : Return 011 E<lulty 
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11 :1 
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Source: SI'SS regress ion out put 

o 

Fi gure I shows whether the data are normall y di stri bu ted or not. The error term shoul d be 

normally di stributed at the mean or 0 and standard devoti on I , here in thi s mode l the 

Ill ~an is approximately ° and the standard devotion is 0,c)85 approximately I , so the 

Illodel is no rmall y distributed , The researcher watched from the hi stogram and Ii'om the 

p- p plot too, 
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4.2.4 Test of nonlinearity 

Wilell lVe do I inca!' regression, wc assume that the relationship between the response 

variable and the predictors is linear. if' thi s assuption is violated, the linear regress ion 

will try to lit a straight line to data that do not f'o ll ows a straight line. checking the 

linearity assumption in the case of' simple regress ion is struightl'orward , since we only 

11(I ve one predictr. All we ha ve to do is a scaller plot between the response varible and the 

predictor to see if nonlinearity is present, such as a curved band or a big wave -- shaped 

curve . we can see thetthe relationship beetwen two variable by adding a regression line 

to tile clla rt by duble cli cking on schater plot and choosing "chart" then" option " and the 

" lit line total" and we can see how poorly or good ly the line tit the data. 

4.2 .5 Test of heteroscedastieity 

Allother assumption o f' ord inary least square regression IS that the va riance or the 

residuals is homogeneous across levels o r the predicted values. also kown as 

IHllllllseeciasticity . il'the model is we ll - lilled ,there should be no pattern to the residuals 

plotted against the lilled va lues. il'the var iance orthe residuals is non -- constant then the 

residua l va riance is said to be heterosccdastic. 

Ilellow we see the I scater plot sub command to plot stndard residuals by the redicted 

values. One can see that the patel'l1 or the data points is gelling together towards the write 

. tllis is (]n indication orthe mild hete roscedastici ty . 
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Fi gur~3 

Sentto rplot 
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Sourc~: SI'SS regress ion out put 
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Regn'ssion standardize residual 

o 

i'1'l)1ll tlw previous fi gure the re searcher clearly identi lied that there is a problem of 

h~teJ'llscedasticity , So, remedial action is need~d to address the prob lem, From figure 

thr~e the researcher observed data points tha t arc 1:11' away li'om the re st or the data 

poi'lts, To check where the prob lem is. ind ividual graph 0 1' ROE with NI'I .R and CAR so 

that th~ researcher can get the better view of these scatter plots, 
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Jii~ lIrc~ 

" , .,1,,11 nO(j,.,ullh:O l, P I ..., 1 

OopOlul o ll t V elll,,!)I,, ; RlDh lll! 011 E quit y 

II , 

.:::" 
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'" c .;. 

C apital Adl''1I'''CY Ratio 

SUlirce: SI'SS regression out put 

As pCI' the figure 4 or CAR one can easi ly te ll s the trends or its error ler111 whi ch can he 

ha llllkd thi s way. 

Fi~urc 5 

____ • ____ ~·~3~m~' .... ~2~( .. · .. ·iiW~· ........ '~. _ . _ _ _ ~'~JA'L.: '" ._. __ .• ~_._ T'\.!,,' -. 

" , ,,,, ,,, r.c,"u , .. u' ,Io .t . ", .. , ". 
C'QP'.Il~I." •• V,"I •• ' > ! ", ; 1 ~ •• tI"', _ ... " qult y 

--, 

,' _" ,u ,,, ",., .. . ,.,,, .. ,_ .... " .. 

Source: SI'SS regression out put 
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ThL're is a problelll or hetrosl'edacity on NI'LR as the researcher Dbscrved ['rDIll li gure 

bellow. And Sti ll the researcher couldn 't tell about the exac t trend or the errol' term. As 

pCI' dirll;ren t authors, when one !;Iils to tell the trends orthe error term. they advise to usc 

WI .S instead Dr OlS , So the researcher uses WLS than OLS to handle Ihe problem or to 

huld Ihe wil "rlhe errol' term. 

Oo"ondo"t Va,lnh'. : RDt" ... 011 E quity 

f 
i 
I 

·Il> 
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SUlirce: SI'SS regression 0111 pili 
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Nonpcrforming loan ratio 

-1..1 Data Allalysis and I'rcsclltation 

o 

I 
o I 

.1 

As Ihe graph bellow shows Ihe return on equity 01' each banks are positive in every or 

the observation except two situations (observation), ROE of CBE in the yea r 2002 

wcrc -44 and ROE OF Ahyss inia bank in Ihe samc yea r we re - 1.4 . Otherwise all 

banks has positive return on eq uil y rrom year tll yea r as we can observe I'rom the 

graphs bell()w. 
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S"urce variable .. NI'LR 

.~ ...... .-... - . 
I.og likelihood Function - 25~.465917 POWER va ilic - 0.500 

I.og likelihood Function = 252.52638~ POWER va llie ~ I.(JOO 

Log likelihood Function- 252.735645 POWER valuc - 1. 500 

_ L _ _ .. .. _ 

Source: SI'SS regression output aner rel11edial ac ti on for hetroscedasity problel11 

The Value of I'OWER Maximizing Log-likelihood Function = 1.000 

I.og likely hood function is the li kely hood probabilistic fu nction which helps an 

individua l where helshe can get the minimum error. The researcher gets the l11inimum 

error when slhe takes app ropri ate weight from the log likel y hood function. In our case 

the log likcly hood fu nction or the likely hood probability function is 1.000 which means 

I. So the Illodel changcd li'Dlll OLS in to WLS. Which is 

1 . 

.I' = a - (Ill ' -:-CN-P--L-R7).-J - (1l2 • CAR) + , 

W= Weigh t 

As <lIle can see from the mo(le l NI'I..R has inwrse re lation with that of ROE. Whercas 

l'1\1{ has direct relati onships wit h dependent variahle . 

S,,"rce va riable .. NI'LR I'OWEI{ value ~ 1.000 

Dependent va ri able .. ROE 
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Table ,) 

Lisl wise Deletion of Miss ing D:lt:l 

------------------/\ na I ysis or Ya riam;e: ----------------------

r ., 
/\NOY A(b) I 

! 
[vlelckl OF Sum or Squnres Mean Sq uare F Sig 

I 
- "-" -
\{q~r\.!ssioll 2 24X.245 ~3 124.12297 13.92750 .0000 

I 
I _. - - --------- ----
I I {~sidun l s 67 597 10'1 15 X.'1120H I 
I 

- ._-- - -- ---- - - - - _. -- .-. -- - -- - ----- -.-. - - - _._--- -- - .• -----
lellal 1 

I 

~. 

Source: SPSS regress ion output alier remedial act ion fe) r hetroscedas ity problcm 

Lei 's examine the oUlput fro mlhe regress ion analys is. First ol'ai l let' s look Ihe p va lue or 

Ihe I: lest to see irthe overall mode l is signilican t or not. Wi th the p va lue or o to the fo ur 

dec illla l places, the model is stati sti ca ll y signill can l. The R square is 0.29366, meaning 

that approx imate ly 30% of the va riability or RO E is acco unted for by the variables in the 

Illeldel The coe rti cielll for each or the va riables indicates the amount thc amount of 
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cil '"l ge o"e wultl expect in ROI ': given a one unit change in the va lue or that variab le, 

I; iwn tlwt all otiler variables in the Illodel arc held constanl. For examr le let's consider 

the variab le CA R 1'1'0111 the next table; the researcher would eX[lect a decrease of 

O.X3 13 16 in the ROE score 1'01' eve ry one unit increase in CAR, by 'lssuming that all other 

"ariables in the Illode l are he ld constanl. 

Table 10 

------------------ Variables ill the Equation ------------------

- -- -- . - - ----
LJnstandardi zed coe l'li cicnl StandartiiL.c 

cocnicicnt 

--_. 
Variable B SE II ilela T Sig T 

(ConSlalll) <1 2. 201476 3.527050 11.965 .0000 

--- -- ----- ---------1--"------ ----
NI'LR -.594077 .163470 -. 377n~ -3.6.1 ··' .0005 

CC;i\ I( -.831316 .190887 -.452886 -4 .355 .0000 

L.; _ 
Source: SI'SS regression output alter remed ial act ion lor hctrosceduSiIY problem 

J.og-likelihood Funct ion = -252.526389 

The rollowing new variab les arc being created: 

). = crT (fJ1' ( 1) )+ (fJ 2. CAR) + 2 
NPLR w 

I' = 42.20 + ( - 0.594077" I ) + (-0.831316' CAR) + 2 
- ' . .YPLR )1 

110 = unslandartlize coefficient or beta coefficient is NOT significanl. 

111 = lIn slandardize coef'ticient or betH is signi IiCHnl. 
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As IV~ can sec froll1 tab le 10 both the constant , NPLR and CA R are signi tkant. 

Firsl l il~ researcher answer about the two predi ctors, whether they are stati sticall y 

signilicant and ir so the direction or the re lationship. The efrect or NP LR (non­

pcrlorlll ing loan ratio) which is 

(llela ~ -.5')4077, I' 0.05) is signi iicant and it s cocrticient is negati ve indicating that the 

gr~a ler lhe nonpcrl'onning loan ratio the lower the prolitabi li ty of cO ll1mercial banks in 

i:liliup ia. The NI'LR is highl y lower profitabi lity or banks. This result also ll1akes sense, 

because bOlh the theoretical and empirical evidences' support that too. The effect of 

c:'llila l adequacy ratio is al so (CAR , Beta ~ - .83 1816) signilicant (p, 0.05) and as 

lVal ~ h~d il is n ~gative which indi cates that the one unit increase in capital adequacy ratio 

IC:lds in O. 83 1816 decrease in proli tab ility or the banks orl he country. 
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Tab le I I 

If there is an individual who need to know the beta value of both nonperforl11ing ratio and 

capital adequacy ratio of each bank, the table below answer this question . In addition to 

that one can get the adjusted R square and significance leve l of each bank separetJy. 

Each banks regress ion results 

AlB AB eBE DB NIB UB WB 

~ ofNPLR -1.08 1 -.530 -.938 -1.81 [ .259 -1.360 -2 . [75 

13 oreAR - [.283 -1.488 -1.951 -.926 -.370 -.334 -.674 

Adj.R2 0.778 .371 -.022 474 -.150 .556 469 

Sig. 0.02 .OR2 0447 .044 .677 025 045 

-'-'-~ - -----
Source: SPSS regression output of each bank 

- ._--- ----~, -----
I 

P of NPLR ~ 13 of NPlR,Jlwas11 

~ of NPlR, Wegagen 
Bank, .).175, ·27% 

~ of NPLR, Uniteci 
Bank, ·1.36, ·17% 

n of NPlR, NIB Bank, j 
0.259,3% 

Source: SPSS regression output of each bank 

International Bank,-
1.081 ·13% . 

, J Awash International B,lI1k 
n of NPlR, Jlbyssinyd 

( ' :1~~~~Yi'3~il\t 
Commercial Bank of Eth iopia 
~ of NPlR, 

co",fYr)tiII~n Balik of 

EthiAf~'Ilal~k938, . 
12% 

United Bank 

Wegagen Bank 

n of NPlR, Dash en 
Bank, ·1.811, ·22% 
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C hapter ri ve: COlldusioll alld n 't'omllll'lIdatioll 

The purpose "I'this eil<lp1er is to re viell the II hole thl'sis ,ulLi hi ghli ght ruture rc'sea rcher 

d i feC I Ions, Acco rd I ngly s~c t lOll (l ll e pn:sc ts I Ill' Ill:I,i (' 1' Ii Illl i ngs ~ 1I1d (ntH: IlISiOl1 ;ll1d I hl' 

ll~.'\t sl:cton pre scnt s recommcndation made hy thc rco..;ca I'Chl'r 1'01' all cOIH.:crned hodil:s, 

5.1 Co nclusion 

'I hcn: was no co tTchition ,-1I1HlIl S imkpclldcllt \ ;Iri,-,hk s ( N ll[ ,]{ Hnd ( ',1\ I{) which I'lle:ill .... 

eClch (\ 1' th e independent va riable , e,'plclined the Liepelillent \ ari'lble sepcl rat ely , 

' Ill e model in till' stud y is 23 tyo good hl'li llT n.: IlH,'dial ~,c tiol1 was ll1 ~lde, l~lIl il increased in 

terlll i, captured by thc resea rcher, Which Illc'ans Ihe ililiepcndeni \ ai cl hle e.\plained 

dependen t variahk around 2l)U{" 

There was no cllilinearity (l1lulliulllinl'clrit y) '1lllll ng ind epell(lenl v' lr iahles , And Ihe error 

tcrm ;Irc norm.ill y di sl ribut ed '- It till' 1I1Cail or lero alld slallli:r rd <.Ic\ ialioll ul' (1.~)X 7 \\hidl 

i ... ;mHIIH,1 I. 

There w as a prohlem 01' helrosced;Ici l.\' ;lIld to :lddl\.'SS till' prohlem the researciler II ses 

IIcightcd li st square (WLS) than Ordin,u,)' li sl square (ULS) 

130th llO llperiiJl'llling loan ratio and capital ad l..'lJ lI al'~ r ~lIio has a In.:gative Impact 011 

pndilahilit;/s or l'()lI l111 l' ITi;il hallk ... ill I Illi{qli;1. 
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I>hl' impart k\,\.,l 01' 1l0 llpl' rl'orlllill~ hlall r,ltio is Ilq .!:ltin' "h i .... h 111\.',111 ;.. . ;1 ... i,l t.! k lIlli! 

Increase III nonperformin g foan ra lio femis in ( "I-IOn) decrea", 01' jlmlilabilil\ (If' 

commerc ial banks or I: thiopia, 

NOll pl'rl<H'millg ratio IlH v~ ill v .... r ... ,,:I) rt: I'ltl!d wil li 11 1"111'11;ll1il i1y will'reas c;!pit .1I :Idel]lI;ll·~ 

ralio has a direct relatio n with pn>lilahility 01' h,",ks, 

ThL' impact level or capital adeq"acI ratio had also heL'l1 IIegati ve : it indicales that a ,,"il 

illc rl'a sl' or capilal a<.ll'quacy rat i\! lead ... O.X .) I X I () decl \: ;!"e ... ill prolitahilil Y ul" cOll1lllercial 

I" 11, 1" "IT I h i "jl i a, 

( 'red; 1 risk mal l; 'gl' lll l'tl t o r \.'011l1111.:IT;:1I hatlk s or I ·: lh;upia i;.. poor. IKT;!\I ;" l' hOlh higll\.:r i,l 

Ill...: manage illell t po sition are 1ll:I.,illllllll or I~ /\ ,lIld di pllll ll'l quali li c; ll illil as lhl! researcher 

gets from th e questioner co llected rrolll each hanks crL'd il r isk lllanagl: IllL'llI oi'licl: . 
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5.2 Recommendations 

Il ,,,,k, Ilceds 10 hire Ihe Olle "h() ha, hi gh n periell l'e ,,,,d 'Iualilicali () 11 ()Il Cl'edil ri sk 

mallagclllc llt and the olle \\ho ;'1\\ an: ;,IiHI Ut it s :-. iglliliGlIlt il llp:u..:t to b"Illks prolitabilit y. 

11 ';-, bett er iruiliversity col lcges of lhc CO lltHr) ,Iddcd "c redit ri sk 1l1<lI1:1gC lll l'lI l cOllr .... l'··o ll 

Ihl'ir curriculuill. II()I oilly lilr 1\ Ise pro ~ralll sludcllls hUI ,Ii s() lilr il /\ alld I lil'l()llla 

program studl:llt' s too 

Ilcl·d 10 cO lltlllcl cUlltinlles Ir:,il lillg Illr tlH..:ir c llipl oyt...·l·S pi,rticlIl;,rly rur credit ri sk 

111:lllagl' lllc1l1 (kp:1 rtlllL'l1t1l1 :1I1aglT ... ;llld ClliPlil )ll'l''' as \\1...'11. 

Pol icy maker or hallks (ill ollr UHII\lI'\ NH I': ) IIl'L'd l(l :--'l·t 1,()licy ,,'id SlIidl·lilll· ... \\Ilicll 

rOrCl' b;'1I1ks 10 think over their crl'lIit polic y .risk Ill ;II1;lgl' ll ll' llt polic) . ;' 1I1 d otile r rel akd 

cotl lllr), t1l..:cds 10 conduct di lh.'n:1I1 :IIHI i1lljlort:ltll ... u 11i:11 u nllrihtltl' Illl·ir rl· ... IH)I, ... i hilil~ 

and should have to madl! changl':-' on I hl! all i ludc (II' till' UHl lIl ll lll it~ · ami thL' re:-,po ll sih le 

b()dies as wc ll. 



I\hde lkadcr 13 .. Nei la Il. TI\KT /\K. S;lIla .1 .. 200'l. ' Il"cs h;lIlk supervision illll'a"l 

6. I:inancial Meas urcmcn t of a IL lnk's 1'.crJoIJlHlIH:e I eIIOlv.c"m 

hit p:i iwww.c how.co mi l:lcls751<JX20I inan.·i al -mcasli rem cnl-han ks­

ncr rO]"llIancc. It t [111 11 i.\ II I k UJ; (k l Y 2 

;\ndn .. :w J:jghl. ~()04 , 'Credit ri sk 1I1all;I~ClllCl l l: CSSl'lllj ; tll'apit;lIlll~lrkl'L"" , 1.:1 .... 1.'\ ilT 

Illll lcnvonh hcincm'lIlll pres>. 

I\nlhony M. Santomcm, 1997). 'C()mlllcrcial bank ri sk management: an analysis orlhe 

I\ra II.. Ll akaeva M .. alld SUIl. 21111'). 'Credil ri sk 11lallageil leill allli pmlilabilil ) II I 

COlll ll1l'n.:ia I banks in s\\l'dcll. JUIll.'. 

I\ra II. . Ilakacva M. & Still .I .. 200'). 'Credi l risk Ill'1I1a ~e lllcl l l and I'r"lil ' '[1il ily in 

commerc ial banks ill S\\eden' . linivc rs il Y " r (j()thcnbllrg. 

I hid gci(lI'Cc. 2DOX, ' Com prchcns i \'C 1ll ' lIlagclllcn I () r pm Ii lah iii I Y alld ned i I ri sk.' 

;\ . V. Vcdp uri slVar .200<), Credi l risk Ill'1I1a~elllml (pp l-2) .20()<) 

Ilal id II. Pyle . . 1997 . . ' Ilank ri sk 1ll'1I1ag,'nlenl: Iheon. ' l lnivc rsil\ "r( 'alil'''''lia. 

Berkeley. JlIl y 



l:dll"r<l ll .\ T .. l lcrll1cindilo K .. I' lIlli/\, Mah'ICllI'art h:! 'Illd Slip ri YHl n:!, 211117, '( 'orpor:!le 

guve rna nce. ri sk m:lll:t t.l'Ilh..' nt. and hank PLTI"Ol"1I1;UH . .: C: docs I ~t pl' or tl\\ llL·rship 

III at I l 'l'? , l i lli vl' rs il~ YU L'~ .,k,II'LI /lIdfJllt'\If/ 

:mil ia Il, and (jiovanni IL ~IIIJ ·I, '1l '"1 1; cOlll pcti tio ll ,"ltllirlll crealion', .1oll,.",i1 01 

MOlley, (' reeli/ unC/I!(/llkill,~, I\ pr il, Vo l. J(j, No, 2, 

h,clIS Group, 2007 'Crcdi t risk 1ll:1Il:lgemcnt illdll str\' best praclices " IOlllillel/\ vaii<lble 

.It : 111\ p ://"'\\1\\ . \1. 111 g8d~ ... h - h:I ~ ~_b. ~)rg/ l t1~ll i :lr~lll1 lL' ~ lI"t:lj ~~:'jlc rL'd i I ri ~k:--. I HI r. 

J-n.:dcric S. rvl ishki ll .. 2004 . "[ he' L'collolllics oj' 1110t1 L'~ · . h: lllkill g. and 1111;[IIC i:II'l1:lrl\ ..: [s,' 

-,111 cd ('ufo/llhi(/ I :" in'n;lt. Pl';'r ~()!1 i\ddi"illl \\ \, ... k:~1 prl' s~. 

(icrhard.S. 20(J::!. 'Risk mall:lt!l'llll'lll ;lllti valuL' l T L':tlillll ill lill,lIlcial'llslllll\1I111 

il/lls/m/ec/ ec/i/ioll, I'lIh!il //( '" h.l'.ioll(, Wi!,T (/ I I<! SOliS 

(iuidancl! luI' Managing SC tlkl1lcll1 I{isk ill I.'oreign 1·: .\cIHlllgC Transactions (Scpu: ll1bcr 

2000), in which the alliHIl"l ed bi bliog r'lJ)llI (,,""e.\ J) provides" lisl or 

puhlicati()ll s relalcd I II \ ~Irillll ..... sc ltkl!lcill ri "k:-. 

//U.I' ,\'(III, Sidil/i & f{i1lil'i,/\ TOlllp"r:llive ' llId) 01' h'llIdcl,h' lI1ken and s\\edh'lllk : 1r0\\ ri sk 

has beell managed dlll'ill ~ tire lasl ,ic'cacle'i' 

hllp :l Iw\\'\\' ,bus i ncssd i cl iona r\' ,n 1111 

90 



(1111 p:1 Iwi k i ,answcrs, com/Q/l 1 ow d" 1""11,, gen era Ie re ven lid! i ,S /.1. 1 .I a()nI1l1 'i I) 

III pan icil la r SO ll nd !' rac lices I\, r I,,,an ,' \l'Coll llii ng alld Ili se l"sII re (.I ll" I ()()<)) ;lIld llesl 

I' rac liccs I'lli' Credi l "i sk Ilisc'I",,"'e (Sl')1 il' l11ilc r 2()(H)), 

,k" il la (,,, Iquitl., 2007" 'Credit l(i sk ~ 1 ; lIl a ~CIIIC111: II ,,\\, t() {\void l. el1l l i ll ~ )) isastLTs alld 

M ' ' I " ~ , I i ' a X l l11I/C ,; H'll l n g .. J ('( 1\11:1' 4.. ') Id lq!.l' . \/("( ;"(/\1 ' llill 

.I "hn H, Caollclle, Edward I. I\lil11an, 1'",,1 N"";,,anan, "ohen Nimmo, 200X .. 'Managi ng 

cred it ri sk : thc great challenge l'or the glulntl linancialmarkcl. ' 2'''{ ed, ('(/' lUd" 

)"lil/ Wiley & .\',,1/.1', 11/(' 

sec tor: some isslIes and ohsL'1"\ al ioll< 

Nelson rvl. Wawc ru and V ictor rvl K.!I;\lli. 2()l ll). '( 'Olllllll' rciHI hank ing cr ises in kcn ) ,I: 

cali se <lnd remcdies . 

Islamic bank : a l11 al;l),sian ca\L'. ' 

N. .S /((Ighm'uJ/ .J{)(U, '/(isk I IIClI/(l,l..!, l 'Jllt'li/ iJllJu lIA\' 

Shuha i /\ I ,j . M uham mad NudcL'llI. · I{i .... k Mal\ ;lt_'l'1 1K ' 111 ,Hid 1111l'rnal ( 'u lllrol· . 1 ('(/'"1 ' 

S/I/((I' (~r('''il1(1 u\'iufioll nil ('(lI'I,ol'(/l i,," lId 

9] 



Sol ia l , lIl s~g~d Ahrll:1 and Scid! 111 . ., l,i ll Yi lll;llll. ~()()S" ·1):I ...; I1CI1 h:1Ill\ :1" ;111 illltll '111:llil lil 

infrastrllctllre' , Octohcr 

'-;lIdhir Chandra I)as, A Ii I(e/a Ilkl, II:II ,N ial 11 ,'!,ih .l\(; , S'I"IV, "',llrial ,I, rvk< ;lIirl', /\ NI) 

Nase r Iczaz Ilijoy) 'Cre'e1i t risk manage lll ellt' 

I'akallg I , AclHlll and Ntni C, ll'" "" h, 200X, ' 11: 1111; pl'I"l"r lll 'lIl ce ' lild l'I"l'dit risk 

ll1anage l11ent lJ Jl i ver., i I \ i I r .,kovdc. 

Tob ias Michalak anel Andre lJ hdc, ,: IIII,! , ,C redit ri sk sel'lI riti/a ti on and ballking stahilit v 

evi d ~llce from th e micro-leve l I{)r Lliropc " 

Y{")I, hee Tina ( 'hang, 200(), ' I( oic OI'lIill'pcrl'lI"Inillg lo,"1S (N I'I ,I( ) ,"id l'apil ,,! adeqllan 

in ban ki ng structure alld CO llll1l't it illll " 

')7 



Questi onnaire 

Dearrespolldcllts 

,\ JlJlendixcs 

Appe ndi x I 

The purpllse or th is selr-'Id illilli ste red QUl',liullnai re is to ga th n d' lt'l relating tu tile "Thl' illlpacts 

of crcdit risk mallagemcllt 0 11 profitahilit y of cOlll ll1 crc ial halll" il1 Ethiopia ," 1'01' Illi lilllllcn t 

01' the requirements o r Ihe thesis l'or the \ I,,,ters in AeeoUlltin g and iinance prog ram or Addis 

Ababa Univers it ), (MSc). The research lIill hl' Cl>llducled lu nll'a , ure Ihe imp'lct leve l o r cred il ris k 

managelll el1t Oil profitahility o r C()I1lIlH~rl' i ;!l h; lI lks or our l'IHllltl"\.1 kel tl1;11 YOllt' l'ontrihlllillil 

which Illeans informat ion obtained frolll \\lLI is csscllIial Ilu' 'LlCl'l':SS or this n:scat'ch. Thus. I 

appreciate YOLir cooperation to give Ille \Olll' time ror the SUl'l'l' ..., .... Ill' this n:scarcll tllcsis. I ;\ssu rc 

yo u th at the in lll1'l ll ation to be shared b, \(lll will be used unly "'r acatleillic purpose and kept 

con lident ia I. 

For rurtber inlll1'lll ation and need m)' 'lssi , I'll1el' while YOU li ll the questionnaire please cunlaClllle: 

E- 1l1 a i I til )l' hilt l' fl' r~l (a )y a h (10. co III 

t i hc bllt ckra(ir'g lll a ii, co III 

'1'11 :1111\ YO II for YO llr cooperation 



(I'AHT ONE) 

HCSPOlldl' lIt profile 

Pleasl' li se this mark ill the hox "-J" \\ 'hnL' il applies 

I) .i"h Tilk : 

~) (iL'lllkl" Mak 

20-2 ') 

II il!h school compk le 

l'eriilicalc 

Iliplllilla 

LJ 
~ I 

5) Ill'ea (Ikld of spec ia l ii, ali 011) ()I' I1la,i (ll' lie ld DfSILIdy 

A U:UUlllil1J:!, 

iVlallagl:lllcn t 

(' I' A 

(,l Yeal's "fwDl'k exp~ l'icll cc 

0-5 years 

(,-IO years 

7l M'll'ilal Sla i liS 

Si ngle 

-I Il-' I ') 

Melsle l's Degl'ee 

I 'hi 1 

I l'O IlOlll i ...; i S 

I 1-20 \ ca l'S 

1\ IOl'e 111<111 20 yeal's 

\\' ido\\ cd 

L _ J 
1 1 

C-= J 
1 1 

1- ----1 

1--- 1 
1 1 

" 



(Part two ) 

I} \·Vhicli t: rl!di l risk Ilwnagelllcllllll lT Ii ;llli"'lll do ~\H llhillk '''l lll' IIHI;-'\ impurtal1t I II n,'dul'l' u",·dil 

risk or C()llllllCrc ial hanks or ollr COll lnl'\ '.' 

/\) Screening and mon ilorillg 

II ) Crcditl{ation ing 

( ') Col later,d R,'qui rl'mcn ts 

I,:) I don 't know 

2) Alkr you sc lcc t am ong the aiternatives Il,r questioll nUlllhc r " I " . wou ld you explain whl 

:\) What do yo u thi nk the impacts ol't'I'e'llitris }; managelllclllt(}\lards pl'Olil<lbilit y ol'ballks" 

Il pnsiti ve 

4) A nt'!' ~ 'Oll choice ytlllr U W Il aIl S\\ lT" Itl!" questioll IllIl11hlT .. ~ .. 

5) What eln you th ink the pl'llblcm will be, if ther,' is pom credit ri sk m"na~e rnent is th ere in th e 

ball};" 

"' 



i\) Credit risk 

II) I ,iq"iLiity ri sk 

C) M,"td risk 

I) ) ( ll'eTational risk 

::.q Pku sc ~xp laill why. aner you se lect .. lIl swcr I{ll' question 1l1l1ll1H .. :r "7" 

to) : \ ~ \,.'.\lh.'i'I urcl"cdil risk 1ll,"WgCIll ... ·11L \\11;11 do YOLI n:colllll\\,'tld Iu lIlake our h<lllk:-. 

mOl'l' pndilahle than hl.' rOfC '! 

II) I)" \lH I have anything to say. IVrit~ it heTl' "nd~r plca s~ '1 

Thanl; )'0 " for ) ' 0 "1' hdp! 

iv 



Appendix 2 

Forill s desig ll ed lor da la co llecli o ll i'rolll Ihe rcspolldCllI hallk s which is illlpml ~ l lli 

j(l\" Ihe rl'g rcss io ll purpose. Alld Ih l' colkclCd d~ll~l ~lI"l' ~IS Ill llo ws :-

Table 12 

Year 

2001 

211112 

2003 

200-1 

21105 

2(11)(, 

2007 

2110X 

2009 

20 l U 

ROE Nonperforming loan to Capit al adequacy ratio ICARI 
tot al loan ra tio NPL/TL 

v 



Table 13 
Rcgrcssion ,n1<1lysi, OUlpul ill SI'SS 
Rcgrcssioll rcsulls wilh NI' LR ' lI1d CA R as illlkpcmlcni \a ri abks in l\wa,ll Ill lcrllalion,rl l\ 'lIlk 

Variables Entered/Removed IJ 

Va riables Variables 
Model Entered Removed Method 
1 t.:ilpltal 

adequacy 
lil l lO, 

Enter 
Nonper/or 
IlllngJoan 
1;:11,0 

a. All requested variables entered . 

b Dependent Variable : Return on Equity 

Model SUlllllla ryh 

Adjusled SId Error of Durblll-
Model R R Square R Square ttle Estimate Watson 
1 909' 827 .778 4.54212 2.103 

a Predictors : (Constant), ca pital adequacy rall o Nonperformmg loan ra tio 

b. Dependent Variable : Return on Equity 

Sum of 
Model Squares clf Mean Square F 
1 Hegression 690.479 2 345.239 16.734 

Residua l 144.416 7 20 .63 1 
Tolal 834 .895 9 

a. Predictors : (Constant), capital adequacy [(-111 0 . Nonpe rlormi ng loan ra tio 

b Dependent Variable : Return on Equity 

Coe ff icie nts 

Unstanda rdized Stalldardized 
Coefficients Coe fficients 

Model B Sid . Error Bela I Sig 
1 (Conslanl) 53.786 9.312 5.776 001 

Nonperforming loan -1.081 .199 -.854 ~ 5.435 .001 
capllal adequacy rali -1.283 .647 - 312 - \.983 .088 

a. Dependen t Variable : Re turn on Equity 

Si~1 
.002' 

ollinearit Statistics 

I-rolerance VIF 

1.000 1.000 

\.000 1.000 

VI 



Cocff icic l1t Corrclatlur lo.; ' 

capi tal 
, Icfequacy Nonpcl fOI 1111 

Model ratio nq loan ratio 
1 Correlations capital adequacy rati o 1.000 000 

Nonperforming loan rat io .000 1000 
Covaria nces capital adequacy ra tio .41 9 ~ .52E - 005 

Nonpenorming loan ratio 4.52E-005 040 
a. Dependent Variable : Return on Equity 

Co llin carity Dia unos ti cSJ 

Variallce Propo~tion s 

capllal 
Conullloll NonperioHll1 adequacy Model Di mension Einenvalue Index (C onstant) IlCJ loan ratio ralio 1 1 2.830 1.000 00 .02 00 

2 _157 4 .250 .02 .95 03 
3 _013 14 890 98 03 97 

a. Dependenl Variable Relurn on Eqlll ly 

Residuals S t al l sllt..:~t 

Minimum Maximum I ,1('>;'111 Slcl Deviation N 
Predicted Value 9 1121 317 174 1 SG10 B I ~IJVV 10 
ReSidual -6.75072 7.08256 00000 4 00578 10 
Sid . Predicted Value -1.421 1.160 000 1.000 10 
Std . I~ esldual -1.486 1.55U 000 882 10 

a . Dependent Variable : Return on Equity 

VII 



Table 14 
Rcgrcssill" <I,,,,lys is OUlpul in SI'SS 

Rcgrcss ill" rcsulls w illl NI'I ,I{ <I,," CA R <IS i" tiL' pc,,"c 'll v<l r i<l hlcs ill ('(l lll,"crc i<l l ll<l " k oj' 

L:: lh iop ia 

Va riables Entered/Removed' 

Variables Variables 
Model Entered Removed Melhod 
1 ca pilal 

adequacy 
Ie-I lia , 

Enter 
Nonperfor 
min~ loan 

rat io 

a . All requested va riables entered. 

b, Dependenl Variable : Relurn on Equily 

Model Sum maryb 

Adjusled Sid Error () f Dur 1J111 -

Model R R Square R Square \lI e Estimate Watson 
1 .453' ,205 -,022 29,14874 2012 

a Predictors (Constant). capi tal adequacy ra\lo Nonperformmg loan ratio 

b Dependent Variable ' Return on Equity 

ANOV;.!' 

SUIll of 
Model Squa res df Mean Square F 
1 I~egression 1537 44 3 2 768 721 905 

F~esidual 5947,544 7 849649 

Tolal 7484,987 9 

a . Predictors: (Constant), capital adequacy ratio . Nonperforrni ng loan ra lio 

b. Dependent Variable: Return on Equity 

Coe lf i c i cn~ 

Unstandard ized Standardized 
Coefficient s Coeff icients 

Model B Std . Error 8ela I Siq, 
1 (Colls lanl) 77. 11 5 54,4 87 1.4 15 .200 

Nonperforming loan r -,938 ,712 - 604 -1,3 17 ,229 

capital adequacy rat io -1,951 2.825 -.317 -.6U1 ,512 

a . Dependent Var ia ble: Retu rn on Equity 

S'g 
44 7(1 

Collinearit Stati stics 

Tolerance VIF 

.540 1,851 

.540 1.851 
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Coeffi c ient Co rrela ti onS' 

capital 
adequacy Nonperiorrni 

Model rallo nq loan ratio 
1 Correlations capital adequacy ratio 1000 678 

Nonperforming loan ralio G78 1 000 
--

Covariances capi tal adequacy rallo { ~81 1 :304 

Nonperforming loan ralio I 364 507 

a Oepcndenl Variable" Return on Equity 

Co ll inea ri ty Dia gnostid 

-- Varial lce Proportions 

capilal 
Condition Non performi adequacy 

Model Dimension Eiqenvalue Index (Constant) nq loan ratio ratio 
1 ·t 2 .628 t OUU IJO 1J2 01 

2 355 2720 00 :1:1 04 

J .017 12.351 8Y (j~ % 

a. Dependent Variable : Return on Equity 

Res idua ls S tatis ti cs" 

Minimum Maximum Mean Std . Deviation N 
Predicted Value 6.9657 45.2176 26.1040 13 07008 10 

Residual -50 .96566 44 .251 80 .00000 25.70677 10 

Std . Predicted Value -1.464 1.462 .000 1 000 10 

SId 1 ~C'sl dua[ -1.74B 1 51B .Olli' BB:! 10 

a. Dependent Variable ' Return on Equity 
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Tahle' l ~ 

Regressioll analys is OUlPUI in SI'SS 
Rcgrcss i(lll resulls w ilh NI' Ll{ and CAl( '" illdepelldenl ,ari ahle-, ill Nll li nler ll aliollaillailk 

Varia bl es Entcred/RemovecP 

Variables Variables 
Model Enlered Removed Me1l10d 
1 CAR. " Enter 

NPLR 

a. All reques ted variables entered . 

b. Dependenl Variable: ROE 

Model Sum mary) 

Adjusled Sid . Error 01 Ourbin-
Model R R Square R Squa rn It"l € Fslimate W~ltS Oll 

1 .325" 105 - . 1 ~O 5115729 I U2U 

a. Predrclors: (Conslanl). CAR . NPLR 

b. Dependen t Variable " I~OE 

AN ovlli' 

Sum of 
Model Squares dl Mean Square F Siq 
1 Regression 24 .547 2 12 .274 41 2 677;) 

F~esidual 208.474 ( 29.782 
'1 alai 233 .02 1 9 

a. Prc(liclors: (Conslanl) . CAR . NPLR 

b. Dcpendenl Variable ROE 

Cocllicic nt~ 

Unstandardized Stand ardiz ed 
Coefficients Caelht Jc_r~ Collineari l Statistics 

Model B Sid. Error Bela I 5 i9· Tolerance VIF 
1 (Can slant 24 .534 12.788 1.918 .097 

NPLR .259 .616 157 4 21 68G 922 1.085 

CAR -.370 .566 ·. 244 ~. 655 534 .922 1.085 

a. Dependent Variable: ROE 

Coefficient Corre lationsl 

Model CAR NPLR 
1 Correlations CAR 1.000 279 

NPLR .279 1.000 

Covariances CAR .320 .097 

NPLR .097 .380 

a. Dependent Variable : ROE 

x 

• 



Collinea rity Diagnosl icSJ 

Condition Va riance Pro port io ns 

Model Dimension Eigenvalue Index (Constant) NPLR CAR 
1 1 2.893 1.000 .00 01 .00 

2 .096 5 SU3 .01 70 OU 
3 .011 16 .174 .99 .29 91 

a Dependent Variabte : ROE 

Residua ls Statist ics'l 

M inimum Maximum Mean Std . Deviation N 
Predicted Value 17.3435 22.2428 19.9300 1 65 151 10 

Residual -9 .46260 6 .5972 5 .00000 4 81287 10 

Std . Predicted Value -1.566 1.400 000 1.000 10 
Std. Residual -1.734 1.209 000 88 2 10 

a. Dependent Va riable: ROE 

Table 16 
Regress ion '"l "l ),s is outp ut in SI'SS 
Regress ion res ults w ith NI'LR and (' /\ 1, 'IS ililic-pe li de lit \'ari 'lhlcs in l illited I!;lllk 

Va riables Entered/Remove cP 

Variables Variables 
Model Entered Removed Method 
1 CAR , " Enter 

NPLR 

a All requested variables entered. 

IJ . Dependent Variable : ROE 

Model SummarY' 

Adjusted 
Model R R Square R Square 
1 .80Sa .653 .554 

a. Predictors: (Constant) , CAR, NPLR 

b. Dependent Variable : ROE 

Std. Error or 
the Estimate 

6.61457 

AN OVt<' 

Sum or 
Model Squares dl Me<J 1l Squaw 
1 Regression 575.746 2 287 .873 

Re sidual 306.268 7 1\ 3.753 

Total 88201 4 9 

a. Predictors: (Constant) , CAR , NPLR 

b. Dependent Variable : ROE 

Durbin 
Watson 

2.228 

I ~ IU · 
O.5UO 02:)<1 
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Coefficients 

Un standard ized Standardized 
Coefficients Coefficients Collinearit Stat istics 

Model B SId . Error Beta t SiC; Tolerance Vir 

1 (Constant) 34.409 5 .059 (i 801 000 

NPLR -1.360 .726 -.538 I 872 .103 601 1 664 

CIIR -.334 .272 3S2 I 226 260 GO l I 6G4 

a. Dependent Variable : ROE 

Coeffi cient Correlati OI1!f 

Model CAR NI'!.R 
1 Correlations CAR 1.000 G32 

NPLR -.632 1 000 
Covariances CAR .074 125 

NPLR -. 125 52 8 

a. Dependent Vanable: ROE 

Co ll in carity Dia gnos ti csl 

-I 

Condition - Va riance Proportion s --
Model Dimension Eiqenvalue Index (Con stol llt) NI'I R C/IR 
1 1 2 .808 1000 02 .01 .01 

2 .117 4.89 1 98 .20 .14 

3 .0 74 6 .150 00 .78 85 

a. Dependent Variable ' ROE 

Residuals Stati stics" 

Minimum Maxim ulll Mean Sid . Devialioll N 
Predicted Value -.6277 24 .8535 17 821 1 7.99824 10 

Residual -8. 24380 8 .07279 0000' S 83350 10 

Std . Predicted Value -2. 307 .879 .00 1 1.000 10 
Std . Re Sidual -1.246 1 220 .00 1 882 1[) 

a. Dependenl Variable : ROE 

XII 



,(,,,hk 17 

Regressioll all alys is Olllplil in SI'SS 
Regression resu lts \,vith N PLR and C!\!{ :1\ ill lkpclH.icnl v~ lri ;lhk ..... ill \VcgagL' ll IL I11k 

Variables Entered/Removed> 

Variables Variables 
Model Enlered Removed Meth od 
1 CAR. a Enler 

NPLR 

a . All reques ted variables entered . 

b. Depelldenl Variable ROE 

Model Summary' 

Adjusled Sid. Error of 
Model R R Square R Squar e Ule Estimate 
1 .766a .587 

a Predlclors : (Conslanl) . CAR , NPLR 

b. Depelldenl Variable ROE 

Sum of 

469 6.55205 

ANOVA" 

Model Squares elf Mean Square 
1 Regression 427 .723 2 

Residual 300.505 7 

Tolal 728.228 9 

a Prediclors: (Conslanl). CAR, NPLR 

b. Dependenl Variable : ROE 

Coeffic ient'S 

Unstandardized Standarcliled 
Coefficients Coefficients 

Model B Std. Error Be la 
1 (Co nslanl 51.956 10.941 

NPLR -2.175 .689 - 864 

CAR -.674 .482 -. 3113 

a. Dependenl Variable: ROE 

213 .861 

42 .929 

I 
4.749 

-3 .156 

-1 39 7 

Durbin-
Watson 

1 632 

F Si9· 
4 .982 .045a 

Collinearil Statistics 

S19· Tolerance VIF 
002 

016 .786 1.272 

205 .786 1 272 

XIII 



Coefficient Correlations' 

Model CAR NPLR 
1 Correlations CAR 1.000 463 

NPLR .463 1.000 
Cova riances CAR .233 154 

NPLR .154 475 

a. Dependenl Variable : ROE 

Collinearity Diagn osticS' 

Conuslson -- V,.riance P~QQrllo l~_ 

Model Ulmension Eigenva lue Index (Consl sn l) NI 'LI{ CAR 
1 1 2.798 1000 00 .0 '1 .01 

2 .179 3 .9 59 00 .30 .24 

3 .023 10 952 1.00 .69 .75 

a. Dependenl Variable : ROE 

Residuals S tati stic~ 

Minimum Maximum Mean Siei. Dcvialion N 
Predicted Va lue 14.3824 34.6563 23.77 111 689382 10 
Residual -7 .26006 10.23088 .00001 5 77836 10 
Sid Predicted Value -1.362 1 579 _001 1.000 10 

Sid . Resielual -1.108 1.56 1 .00l .882 10 

a. Dependent Variable: ROt 

XI V 



Tahk IS 
Regrl'ssi(lll allal ys is oulpul ill SI'SS 
Rl'grl'ssi(lll resu lt s with NI' LR allo CAl{ 'IS illcil'pelllic-Ilt va ri"hll' s ill 1)'lshe ll ILlilk 

Va riables Entered/Removed> 

Variables Variables 
Model Entered Removed Melilod 
1 CAR, , 

Enter 
NPLR 

a. All requested van abies entered . 

b. Dependent Variable : ROE 

Model SummarY' 

Adjusted Slu _ Error of 
Model R R Square R Square the Estil1late 
1 .769' .591 .4 74 5.37'137 

a. Predictors: (Constant), CAR, NPLR 

b. Dependent Variab le: ROE 

ANOVti> 

Sum 01 
Model Squares dl Mean Square 
1 I~egression 291 .608 2 

Residual 202 .112 7 
Total 493 .720 9 

a Predictors : (Constant), CAR. NPLR 

b. Dependent Variable' ROE 

Coefficicl1~ 

Unstandardized Standardized 
Coefficients Coefficients 

Model B Std. Error Beta 
1 (Consta nt 56 .614 9.457 

NPLR -1.811 .59 1 -.756 
CAR -.926 .641 -_357 

a, Dependent Variable: ROE 

145.804 

28.873 

I 

5.986 

-3 063 

-1 445 

Uurbin 

Watson 
2 207 

F Si9. 
5.050 .044' 

Colllnearil Statistics 

Siq . "[ olerance VIF 
001 

018 .960 1 042 

192 .960 1.042 

xv 



Coefficient Correlationgt 

Model CAR NPLI'~ 

1 Correlations CAR 1.000 201 
NPLR .201 1 000 

Cova riances CAR .41 0 076 
NPLR .076 JSO 

a. Dependent Variable : ROE 

Co llin earity Oiagnosticgt 

Condition / ariance Prooortions 

Model Dimension Eioenva lue Index tConstil 'l ll NPLR CAR 
1 1 2.866 1 000 00 .01 .01 

2 .114 5019 0 1 67 15 
3 .020 11 .890 19 .31 84 

a. Dependent Variable : ROE 

Res idua ls Statistics" 

Minimum Maximum Mean Std . Deviation N 
Predicted Va lue 20. 1067 37 .7855 32 2340 5 692 18 10 
Residual · 10 .65538 5.6881 6 00000 4 73887 10 
Std . Predicted Value ·2 .131 .975 .000 1.000 10 
Std. ReSidual · 1.983 1.059 .000 I 882 10 

a. Dependent Variable: ROE 

xv; 



Tabk I') 
Regression analys is oulpu l in SI'SS 
Regression resu lls wilh NI'I .R and Ct\ I( as in ticpcntkn l "ariahks in /\hyss in ia Ilan k 

Va riables Entcrcd/Rc movecP 

Variables Variables 
Modol Entered Hellloved Method 
1 CAR'a Enter 

NPLR 

a. All requested variables entered . 

b. Dependent Variable : ROE 

Model Summ arY' 

Adjusted Std . Errol nt 
Model R R Square R Square the E stin I de 
1 .715a .51 1 .371 8.30; 0,3 

a. Prcclictors: (Constant), CAR, NPLR 

b. Dependent Variable: ROE 

ANOVPi' 

Sum of 
Model Squares df Mean S· jtlare 
1 liegression 504 .953 2 

Residual 483.233 7 

Tolal 988 .186 9 

a. Predictors: (Constanl), CAR, NPLR 

b, Dnpnndcnl Variabl e' I~O F 

Coefficients 

Unstandardized Standardized 
Coeffi cients Coefficients 

Model B Std . Error Beta 
1 (Cons tant 45 .123 27 .947 

NPLR -.530 .326 -.547 
CAl< -1.488 2.138 - 234 

a. Dependent Variable: ROE 

25. , 477 

[ ; , 033 

t 
1 I 15 

-1 ,I / 8 

I In 

Ourbin-
Watson 

1 807 

F Sig . 
3.657 .082a 

Collineari! Statis tics 

Siq Tolerance VII' 
150 

147 .620 161 4 

son 620 1 G1 4 
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Coeffi cient Corre l ation~ 

Model CAR NPLR 
1 Correlations CAR 1.000 -.617 

NPLR -.617 1 000 

Covariances CAR 4 .569 -.429 

NPLR -.429 106 

a . Dependent Variable: ROE 

Co llin ea rity Diagnos tics' 

Conultioll _ Variance Propollions 

Model Dimension Ei qenvalue Index (Con :-ot ant ) NPLH CAF~ 

1 1 2.787 1000 00 .02 00 

2 .209 3650 .01 65 00 
3 004 ?G :194 H9 :1:\ 1 no 

a . Dependent Va flab Ie : ROE 

Residua ls Stat is tics" 

Minimum Maximum Mean Std. Deviation N 
Predicted Value -1 .6692 22 .8794 15.91 71) 7.4 9039 10 
Residual -16.02056 8.27397 .0000 ) 7 32752 10 
Std . Pred icted Value -2.348 .930 .00) 1.000 10 
Std . Residual -1.928 .996 .001) .882 10 

a. Dependent Variable: ROE 
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