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Abstract 

Credi t ri sk management has become an important top ic for financial institutes, especiall y since 

the busi ness sector of financial services is related to conditions of uncertainty. The turmoil ()f the 

financ ial industry emphas izes the importance of effecti ve risk ma nageme nt procedures. 

Consequentl y, thi s thesis studies "Credit Risk management and its impact on performance in 

Ethiopian Commercial Banks. " Thi s research objective was formula ted in order to gai n a better 

understanding of credit ri sk management and its impact on performance (return on asset). 

Credit risk has always been a vicinity of concern not onl y to bankers but to all in the business 

wo rl d because the ri sks of a trad ing partner not fulfi ll ing his obligati ons in fu ll on due date can 

seri ously j eopardize the affaires of the other partner. 

The ax le of thi s study is to have a clearer picture of how banks manage their credit risk. In this 

light. the study in its first sect ion gives a background to the study and the second part is a 

detail ed literature review on banking and credit risk management too ls and assessment models. 

Quantitati ve research design is employed under the quantitative research design survey method is 

used . The data were co ll ected by cross secti onal survey method . The forth part of thi s stud y is 

anal ys is of primary data by descripti ve stati stical tools and on hypothesis testing using regress ion 

model. T hi s leads the researcher to conclude in the last section that banks with good credit risk 

management poli cies have a lower loan de fault rate and relati ve ly hi gher return on asset 
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Chapter one: Introduction 

1.1 Background of the study 

Credit risk manage ment in a financial in stitution starts with the establ ishill ent of so und 

lendin g principles and an efficient fram ework for manag ing the ri sk. Poli cies, industry 

specific standa rd s and gu idelines, together w ith ri sk concentrati on limits are des igned 

under the supervi s ion of ri sk management comm ittee . 

These policies, stand ard s and procedures al so govern how credit ri sk is measured , 

monitored , reported and co ntrolled. As market conditions chan ge rapidly, adequacy and 

effecti veness of interna l control s should be rev iewed at least qua rter ly. 

The divers ity of the business and econom ic conditi ons has led to th e developm ent or 

high ly so phi sticated tool s and model s to measure the exposure of a financial in stitution to 

cred it ri sk. In case of an indi vidual loan portfolio , the probability or' defau lt. loss g;ven 

default o r cred it rationing a re the most commonly used ones to measu re the exposure to 

cred it risk. The invention of various credit sco ring model s that use observed loan 

applicants characteri stics e ither to calculate a score representin g the app licant ' s 

probab ili ty of default or to sort borrowers into different ri sk c lasses bring the ability to 

address credit ri sk on a new level. 

Credit risk is an investor 's risk of loss ari s ing from a borrower who does not n, :lke 

payments as prom ised. Such an event is ca ll ed a default. Another te rlll for c redit ri sk is 

default ri sk . In vestor losses include lost princ ipal and interest, decreased cash no w. an d 

in creased co llection costs, which arise in a number of c ircumsta nces : co nsumc r docs nO! 

make a payment due on a mortgage loan , c redit card , line of c red it, or other loan. a 
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business does not make a payment due on a mortgage, credit card, I ine of credit, or other 

loan , a bus iness or consumer does not pay a trade in vo ice when due , a business does not 

pay an employee ' s earned wages when du e, a business or government bond issuer does 

not make a payment on a coupon or principa l payment when due, an inso lvent insurance 

company does not pay a policy obl igation , an inso lvent bank won' t return funds to a 

depositor, and a government grant bankruptcy protection to an inso lvent consumer or 

business. 

Adequately managing credit risk in financial institutions (F ls) is cri tica l for the survival 

and growth of the Fls. In the case of banks, the issue of credit is of even of greater 

concern because of the hi gher levels of perce ived ri sks resul ting from some of the 

characteristi cs of cl ients and business conditions that they find themselves in. 

They also provide loans, cred it and payment se rvice.s such as cllecking accounts, money 

orders and cashier's checks. Banks also may offer investment and insurance products and 

a wide whole range of other financia l services which they were once proh ibited from 

se llin g. 

Credit creat ion is the main income generatin g activ it)' for the banks. But this activity 

involves huge ri sks to both the lender and the borrower. The ri sk of a trad ing partner not 

fultilling hi s or her obligation as per the con tract on due date or anytime thereafter can 

greatly jeopardize the smooth functioning ofa bank's business. On the other hand , a bank 

with hi gh cred it ri sk has high bankruptcy ri sk that puts the depos itors in jeopard y. Among 

the ri sk that face banks, cred it ri sk is one of great conce rn to most bank authorities and 
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banking regulators. Thi s is because cred it ri sk is that risk that can easi ly and most likely 

prompts bank fa i lure. 

Cred it ri sk management is a structured app roach to managi ng uncertaint ies through risk 

assessment, deve loping strategies to manage it and mitigati on of ri sk using manage ria l 

resources. The strategies include transferri ng to another party, avoiding the ri sk, red ucing 

th e negat ive effects of the ri sk, and acce pting some or all of' the consequences of a 

particular ri sk. 

Some traditional ri sk managements focu sed on risk stemming from physical or lega l 

causes (such as natu ral di sasters or fires, accide nts, deaths and laws uit s). Financial risk 

management on the other hand focu ses on ri sks that can be managed usin g traded 

fi nancial instrum ents. 

The objective of ri sk management is to reduce the effects of different kinds of ri sks 

related to a pre se lected domain to the leve l accepted by society. It may refer to numerous 

types of threats caused by environment, technology, humans, organi zati ons and po lit ics. 

On the other hand it invo lves all means availab le fo r humans, or in particu lar. lo r a ri sk 

management entity. 

1.2 Statement of the problem 

Credit ri sk in bank ing is commonl y defi ned as the probabil ity 01' a borrower defaulting 

hi s loan commitments. The present poss ibility for banks to di vers ify to broader ran ge or 

services and products make li fe rea ll y coo l fo r banking entrepreneurs and managers. But 

thi s diversification advantage is a once a life ti me opportunity that should be consu med 
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with so me caution and prudence as thi s in vo lves a great dea l of ri sk. Thi s is in d irect line 

wi th the say in g that the higher yo u go, the co lder li fe becomes. 

Co mmercia l banks a re in the ri sky bus in ess. In the process of providing linancial 

serv ices, they ass um e various k in ds of linanc ia l ri sks. Over the last decade our 

und ersta nd ing of the place of com mercia l banks within the financial sector has im proved 

substantia ll y. T hese arguments w il l be neither rev iewed nor enumerated here. Suffice itto 

say that ma rket pa rt icipants seek the se rv ices of these finan c ia l instituti ons because o r 

the ir ab ility to prov ide market knowled ge, transaction efficiency and fundin g capabi lit y. 

In perfo rm ing these ro les they genera ll y act as a pr incipa l in th e transaction. As such. 

they use their own balance sheet to r.'ac ilitate the transact ion and to abso rb th e ri sks 

assoc iated with it. 

The wry nature o f the bankin g business is so se ns iti ve because Illore than 85% of th e ir 

liabi li ty is deposits from depositors (Saunders . Cornett , 2005). Banks use these depos it s 

to gene rate c redit for thei r borrowers, wh ich in ract is a re venu e generat ing acti vity lor 

most banks. This credit creat ion process exposes the ba nks to hi gh default ri sk which 

might led to fin ancia l dis tress including bankruptcy. A ll the same, bes ide other se rvices, 

banks must create credit fo r their c li ents to make so me money, grow and survive stirT 

compet iti on at the market place. 

T he principa l co ncern of thi s paper was to assess what extent banks ca n manage their 

credit risks , what too ls or techniques they use to manage the ir cred it risk and to what 

extent the ir performance can be affected by proper cred it ri sk management policies and 

strateg ies. 
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1.3 Objective of the study 

The main object ive of the study was to have bigger picture on credit risk management 

and its impact on their performance. In line wi th the general object ive the research paper 

is to assess the following specific objectives; 

.:. To know how banks use credit ri sk eva lu at ion and assessment tools to 

mitigate their credit ri sk exposure . 

• :. To assess the relationship between the theor ies, concepts and models 0 1' 

credi t ri sk management and what goes on practically in banking . 

• :. To assess the banks credit administration process . 

• :. To know the chall enge that faced by the financial institution in credit ri sk 

management. 

1.4 Significance of the study 

In addition to the academic importance, the signifi cance of the paper is: 

.:. It shows the relationsh ip between credit ri sk management and periormance . 

• :. It shows the chall enges faced by the financia l institution with rega rd to credit 

ri sk man age ment. 

.:. It shows the major too ls or techniques used by finan cia l in stitution to manage 

their credit risk . 

• :. It wi II be used as an input for Illither studi es. 
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.:. It wi ll be useful for financial institution by providin g information in credit 

ri sk management. 

1.6 Limitation of the study 

The researcher tri es to accomplish the objective of the stud y successfull y. But timc 

concern and source of fund wi ll be the main lim itati on that may hinde r the success ful 

accomplishment of the paper. In addition to the above two facto rs data limitation and 

sample limitation are the other sides to the lim itation part of the stud y. 

I. 7 Organization of the paper 

This section gives a structure of every chapter with in thi s paper. The pape r consists fi vc 

chapters. Chapte r one introduction, it presents background of the study, statement or the 

prob lem , objective of the study, significance and limitation or the study. Chapter tlVO 

presents li terature review. 

The methodology emp loyed, target population and sampling, data used in the research, 

and research hypothes is stated in chapter three. Chapter rour data analysis and 

interp retation, it reports the result from the co ll ected. 

Lastl y the paper presents the conclusion s of the results and the recommendations 

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

2.1 Credit Risk 

Credit ri sk is defined as the probability that some o f a bank' s asse ts. espec ially its loans. 

will decl ine in va lue and possibly become worthless . Because banks hold littl e owners' 

capital relati ve to the aggregate value of their assets, only a small percentage of total 

loans need to go bad to push a bank to the brink of fai lure. Thus, management of credi t 

ri sk is very important and central to the health of a bank and indeed the entire fi nancial 

system. As banks make loans, they need to make provisions for loan losses in their books. 

The higher th is provision becomes, relative to the size of total loans, the ri ski er a bank 

becomes. An increase in the value of the provision for loan losses rel ati ve to total loans is 

an indication that the bank' s assets are becoming more di fli cu lt to co ll ect Ushorc. 

Aboagy and Koyerhoah Coleman). 

Credit ri sk is the ri sk of a loss resulting from the debto r's fai lure to meet its obli gatioil s to 

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

Cred it risk has the highest weight among ri sks taken by the Bank in the course of it s 

banking acti vities. Cred it ri sk management in the Bank is carri ed out using the follo wing 

mai n procedures: 

• putting in place limits for operations to limit cred it ri sk; 

• putting in place indicative limits for credit ri sk concent ration and the share or 

unsecured loan portfol io; 
. -
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• creation of security for credit operations; 

• setting va lue conditions for operations with respect to payment for risks taken; 

• permanent monitoring of ri sks taken and p reparation of management reporting for 

the Cred i t Committee, the Bank's management and units concerned; 

• evaluation of regulatory and economic capital necessary to cover the ri sks taken 

in respect of the Bank's operations and ensuring its suffi ciency; 

• carrying out hedging operations; 

• Permanent internal contro l over the Bank's units in respect of observing 

regu lations on operations procedure and ri sk assessment and management 

procedures by independent units. 

The Bank's ri sk management envi sages: 

I. app lying systematic approach to overall Bank's loan port fo lio ri sk management 

ancl separate operations with ce rtain borrowers/counterparti es (group of related 

bo ITO we rsl co unterparti es); 

2. applying unified methodology for identification and quantitati ve assessment of 

credit risk which is adequate to the nature and scale of the Bank's operat ions; and 

3. Balanced combination of centrali zed and decentralized dec ision-making in respect 

of operations related to taking credit ri sk. 
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The main too l to restrict and control the cred it risk taken by the Ban k is the credit limit 

system. The followin g types of cred it ri sk limits are put in place: 

• counterparty limits; 

• limits for independent ri sk-taking by the Bank's branches; and 

• credi t risk limits by countrieslindustries/regions. 

Cred it ri sk li mits are determined by the Credit Committee and appro ved by the Bank's 

Management Board (in case the Credit Commi ttee does not have the req ui red authori ty). 

A part of authoriti es for putting credit limits in place is del egated to Branch Cred it 

ConU11iltees (for standard cred it operations within the spec ial lim it for independent cred it 

ri sk-taking by branches), as well as to the Sma ll Credit Committee and the Moscow 

Region Credit. 

2.2 How to manage credit risk? 

As to Laurent C lerc (2004) Participants ana lyzed the different risk managemen t 

techniques by taking a look at the fo llowing two aspects: the emergence of a ri sk cu lture 

and the prevention of risk by bui ld ing up regulatory capital in proportion to the level o r 

ri sk exposure of each cred it institution. 

Pillar I of the new Base l II framework provides banks with severa l opti ons [o r 

calculating their capital requirements relative to their credit ri sk and the ir operational 

ri sk. The most irU10 vati ve one is the possibility that banks have been given of using -­

under the control of the supervisory authoriti es - the ir internal assessment systems. 
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Because calibrating these models tends to come up aga inst the problem o f the reliability 

and ava ilability of data in some emerging economies, the Basel Comm ittee has proposed 

a si mplifi ed standardi zed approach designed specifically for these economi es. 

The development of cred it deri vatives markets is taken into account when drawin" up 

standards that better capture risk and recognizing the most ad vanced techniq ues at the 

prudential leve l. The following conclusions were drawn from the presentation of the 

results of the survey conducted under the aeg is of the ESCB Banking Supervision 

Committee: the li quid ity of credit deri vatives markets has increased sharpl y, and , 

contrary to expectations, the transfer of credit ri sk to insurance companies has marked 

time. In Europe, activity thus appears to be principall y concentrated in the banki ng sedor. 

The most standardized instruments, such as cred it default swaps (CDSs) accou nt for the 

lion 's share of transactions. As yet, credit risk transfer acti vities do not appear to have 

substantia ll y impacted European banks' provisioning needs over the last bus iness cycle. 

However, a few aspects remain unclear. They relate to the amounts actuall y transferred 

and the complex ity of some of the instruments used . such as the CDOs of COOs 

(Co llaterali zed Debt Obligations), wh ich seem particu larl y obscure. 

Participants al so commented on the deci sion taken by the Basel Committee in October 

2003 to calibrate capita l requirements agai nst unexpected losses. This mechani sm could 

have penali zed banks that make greater provisions for their expected losses and resort 

more to dynamic provisioning. In order to prevent thi s undes irable effect from arising, 

excess provision amounts are to be integrated into banks' additional capital up to a 

certai n limit, while an y shortfall of provision amounts compared with expected losses is 

10 



to be deducted from banks' own fund s, up to 50% from the ir co re capital (Tier /) and 

50% from their additional capital (Tier 2). 

2.3 C"edit assess ment & risk grading 

2-3-1 Credit assessment 

A tho rough cred it and ri sk assessment should be conducted prior to the grant ing 01' loans. 

and at least annuall y thereafter for al l fac il ities. The resul ts of thi s assessment sho uld be 

presented in a Credit App lication that originates from the relationship manage r/acco un t 

offi cer (" RM"), and is approved by Credit Ri sk Management (CRM). The RM should be 

the owner of the customer relationship . and must be held responsi ble to ensure the 

accuracy of the entire credit application submitted fo r approval. RMs Illust be fa mili ar 

with the bank 's Lending Guidelines and should conduct due di ligence on new borrowers. 

principals, and guarantors. 

It is essenti al that RMs know their customers and cond uct due d ili gence on new 

borrowers, principals, and guarantors to ensure such parties are in fact who they represent 

themselves to be. All banks should have established Know Your Customer (KYC) and 

Money Laundering guidelines which should be ad hered to at all times. 

Credit Applications should summari es the results of the RMs ri sk assessment and 

include, as a minimum, the fo llowing detail s: 

. Amo unt and type of loan(s) proposed. 

- Purpose of loans. 
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- Loan Structure (Tenor, Covenants, Repayment Sched ule, Interest) 

- Security Arrangements 

In addi tion, the fo llowing risk areas should be addressed: 

Bo .... ower Analys is: The majori ty shareholders. management team and group or affi li ate 

companies should be assessed. Any issues regarding lack of management depth, 

complicated ownership structures or inter group transactions should be addressed, and 

ri sks mitigated . 

lndush'y Analysis: T he key ri sk fac tors of the borrower's ind ustry sho ul d be assessed. 

Any issues rega rding the borrower' s position in the ind ustry, overall industry concerns or 

competitive forces shoul d be addressed and the strengths and weaknesses of the borrower 

relati ve to its competition should be identified. 

Supplic .. lBuyc,· Analys is: Any customer or suppl ier concentrat ion should be addre~sed. 

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

Historical Financial Analysis: An analys is of a minimum of 3 years hi storica l fi nancia l 

statements of the borrower should be presented. Where reliance is placed on a corporate 

guarantor, guarantor fi nancial statements should also be ana lyzed. The ana lys is shoul d 

address the quality and sustainabili ty of earnings, cash fl ow and the strength of the 

borrower' s balance sheet. Specifically, cash flow, leverage and profitability must be 

analyzed . 
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Projected Financial Performance: Where term faciliti es (tenor > 1 year) are being 

proposed, a projection of the borrower' s future financia l performance should be provided, 

indicating an ana lysis of the suffi ciency of cash fl ow to service debt repayments. Loans 

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

Account Cond uct: For ex isting borrowers, the hi storic perfo rmance in meeting 

repayment ob ligations (trade payments, cheques, interest and principal payments, etc) 

should be assessed. 

Adherence to Lending Gnidelines: Credit Applications shou ld clearly state whether or 

not the proposed application is in compliance with the bank 's Lending Guidelines. 'The 

Bank's Head of Credit or Managing Director/CEO should approve Credit Applications 

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

Mitigating Factors : Mitigating facto rs fo r ri sks identified in the credit assessment 

should be identified. Poss ible risks include, but are not limited to: margin susta inability 

and/or vo latility, high debt load (leverage/gearing), overstocking or debtor issues; rapid 

growth, acquisition or expansion; new business line/product expansion; management 

changes or success ion issues; customer or suppli er concentrations ; and lack of 

transparency or industry issues. 

Loan Structure: The amounts and tenors of financi ng proposed should be j usti tied based 

on the projected repayment ability and loan purpose. Excess ive tenor or amount relative 

to bus iness needs increases the ri sk of fund di version and may ad verse ly impact the 

borrower' s repayment ability. 
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Security: A current valuation of collateral should be obtained and the quality and priority 

of securi ty being proposed should be assessed. Loans should not be granted based so lel y 

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

Name Lending: Credit proposals should not be unduly influenced by an over rel iance on 

the sponsoring principal's reputation, reported independent means, or their perc~ived 

will ingness to inject funds into various business enterpri ses in case of' need. These 

situations should be discouraged and treated with great caution. Rather, credit proposa ls 

and the granting of loans should be based on sound fundamentals, supported by a 

thorough financial and risk analysis. 

2.3.2 Risk gl'ading 

Al l Banks should adopt a cred it risk grading system. The system should define the risk 

profile of borrower's to ensure that account management, structure and pricing are 

commensurate with the ri sk involved. Risk grading is a key measurement of a Bank ' s 

asset quality, and as such, it is essential that grading is a robust process . All facilities 

should be assigned a risk grade. Where deterioration in risk is noted , the Ri sk Grade 

assigned to a borrower and its facilities should be immediately changed. Borrower Risk 

Grades should be clearly stated on Credit Applications. 

The more conservat ive ri sk grade (higher) should be applied if there is a difference 

between the personal judgment and the Ri sk Grade Scorecard results. It is recogni zed that 

the banks may have more or less Risk Grades; however, monitoring standards and 

account management must be appropriate given the assigned Ri sk Grade. 
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2.4 What type of risk is being considered? 

Commercial banks are III the ri sky business . In the process of providing financia l 

serVIces, they assume vanous kinds of fi nancial risks. Over the last decade our 

understanding of the place of commercial banks within the financial sector has improved 

substantially. Over this time, much has been written on the role of commercia l banks in 

the financial sector, both in the academic literature and in the financi a l press. These 

arguments will be neither reviewed nor enumerated here . Suffi ce it to say that market 

participants seek the services of these financial institutions because of their ability to 

provide market knowledge, transaction efficiency and fu nding capabili ty. In performing 

these ro les they generally act as a principal in the transaction. As such , they usc the ir own 

balance sheet to facilitate the transaction and to absorb the risks assoc iated with it 

(Santomero 1997) . 

To be sure, there are activities performed by banking firms which do not havc direct 

balance sheet impl ications. These services include agency and ad visory activities such as 

(i) trust and investment management, (ii) private and public placements th rough "best 

effort s" or facilitating contracts, (iii) standard underwr iting through Sect ion 20 

Subs idiaries of the hold ing company, or (iv) the packaging, securitizing, di stributing and 

servicing of loans in the areas of consumer and real estate debt primaril y. These itcms arc 

absent from the trad itional financial statement because the latter rel y on generally 

accepted accou nting procedures rather than a true econo mic ba lance sheet. Nonetheless, 

the overwhelming majority of the ri sks facing the banking fi rm is in on-balance-sheet 

businesses. It is in thi s area that the discussion of ri sk management and the necessary 
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procedures for risk management and control has centered. Accordingly. it is here lhat our 

rev iew of ri sk management procedures will concentrate. 

2.5 Bank risk management systems 

The banking industry has long viewed the problem of ri sk management as the need to 

contro l fo ur of the above ri sks wh ich make up most, if not all , o f their risk exposure, viz .. 

credi t, interest rate, fo reign exchange and liquidity ri sk. While they recogn ize 

counterparty and legal ri sks, they view them as less central to their concerns. Where 

counterparty ri sk is s ignificant, it is eva luated using standard credit ri sk procedures. and 

often within the cred it department itself. Likewise, most bankers wo uld view legal risks 

as ari sing from their cred it dec isions or, more li kel y, proper process not employed in 

financial contracting. 

Accord ingly, the study of bank ri sk management processes is essenti all y an invest igat ion 

of how they manage these four ri sks. In each case, the procedure outlined above is 

adapted to the ri sk considered so as to standardi ze, measure, constrain and manage each 

of these risks. To illustrate how thi s is achieved, thi s review o f finn -leve l risk 

management begins with a discussion of ri sk management control s in each area. The 

more di fficu lt issue of summing over these ri sks and adding still other, more amorphous. 

ones such as legal, regulatory or repulational ri sk, wi ll be left to the end (San lomero. 

1997). 
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2.5.1 Credit portfolio management 

Modern credit ri sk management techniques were initiated by the banking industry's 

desire to avoid a repeat of its late' 80s and earl y ' 90s defau lt ex perience . The heavy credit 

losses durin g thi s period, driven by a poo rl y controll ed rush to bui ld market share at th e 

ex pense of asset qual ity and portfolio diversifica ti on, threatened the sol ve ncy 0[" cven 

well capita lized institutions. 

T he need to bette r understand portfo lio credit ri sks was reinfo rced by the publicati on of 

the Bank fo r Internati ona l Settlements' (B IS) cap ital adeq uacy guidelines in 1988 . 

These guidelines, whil st spec ifying minimum regul atory capital requirements. were 

inadequate to prov ide an accurate measure of the risk/ reward characterist ics of a credit 

portfol io. Banks therefore started to deve lop more so phisticated cred it risk manage mcnt 

techniq ues that recognized both the credit risk of indi vidual exposures and the degrcc to 

which these ri sks were di versifi ed. 

Banks leading the development of credit risk management techn iq ues quickl y d iscovered 

that cred it pricing was highl y ineffic ient. Typicall y pricing within a loan portfolio would 

be a lmost flat across the credit ri sk spectrum, generating hu ge skews in custo mcr 

profitabilit y. Init ia l efforts foc used on mitigating these skews by calcula ting risk adjusted 

profitabi lity (e. g. ri sk adjusted return on [ri sk-adj ustedJ capital) by sub-portfolio and then 

using these measures to create ri sk adjusted loan pric ing tools. Leading banks th us started 

to rat ional ize pricing in both loan and bond portfoli os . and mo ving under-perfo rmin g 

assets off their ba lance sheets. Consequently banks that had no t deve loped ri sk-adjusted 
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performance measures started to suffe r from negati ve se lection, o rten accepting 

s ignifi cantly under priced assets from more sophisticated institutions, 

In pal'allel to developing aggregate risk-adjusted performance measures , leading banks 

were also starting to quantify credit ri sk at finery leve ls of detail. Cred it portfolio model s 

were deve loped which could differentiate cred it ri sk a long multiple d ime nsions (cred it 

grade, industry, country/region etc) and, for large corporate exposures, on a name-by­

name basis, 

These credit po rt fo lio models have positioned leading institutio ns to take ad vantage of 

the increasing liquidity of the credit markets and to adopt a far more active approach to 

credit portfolio management than was previously poss ible, Hi storica lly, cred it portfo lio 

management had focused on the monitoring of exposure by broad portfolio segment and , 

if necessary, the imposition of exposure caps, The creation of a stand-alone cred it 

po rt fo lio management func tion, armed with sophi sti cated portfolio model s and with a 

controll ing mandate over assets held on the balance sheet, no w enab led the credi t 

portfo lio to be optimized independent of originat ion activity , Active cred it po rtfolio 

optim ization has enormous potential to enhance profitability, Using onl y ve ry basic 

optimi zation techniques a typical institution might expect to reduce the economic capita l 

consumed by its credit portfolio by 25%- 30%, 
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2.5.2 Traditional a pproach 

It is hard to differentiate between the traditional approach and the new approaches since 

man y of the ideas of traditional models are used in the new models. The trad itional 

approach is compri sed offour classes of models (Achou and Tenguh, 2008). 

1. Expert Systems 

In the expert system, the credit decision is left in the hands of the branch lendi ng officer. 

His expertise, judgment, and weighting of certain factors are the most important 

determinants in the decision to grant loans. the loan offi cer can examine as many points 

as poss ible but must include the five "Cs" these are; character, cred ibility. cap ital. 

coll atera l and cyc le (economic conditions) in add ition to the 5 Cs, an expert ma y also 

take into consideration the interest rate . 

2. Artificial Neural Networks: 

Due to the time consuming nature and error- prone nature of the computerized experti se 

system, many systems use induction to infer the human expert's decision process. The 

artifi cial ne ural networks have been proposed as so lutions to the prob lems of the c.xpcrt 

system. Thi s system simulates the human learn ing process . It learns the nature of the 

relationship between inputs and outputs by repeatedl y sampling input/outpu t informati on. 
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3. Internal Rating at Banks: 

Over the years, banks have subd ivided the pass/perform ing rati ng category. fo r example 

al each time, there is always a probabili ty that some pass or perform ing loans wi ll go into 

default, and that reserves should be he ld against such loans. 

4. Credit Scoring Systems: 

A credi t score is a number that is based on a statistica l analys is of a borrowcr' s credit 

report, and is used to represent the credi tworthiness o f that person. A cred it score is 

primarily based on credit report info rmation. Lenders, such as banks use credit sco res to 

evaluate the potential risk posed by giving loans to consumers and to mitigate losses due 

to bad debt. Us ing cred it scores, financial institutions determine who are the most 

qua li fied for a loan, at what rate of interest. and to what credit limits. 

2.6 C redit r isk meas urement fram ework 

Credi t risk IS conventionally defined USlllg the concepts of expected loss (EL) and 

unexpected loss (UL). Because expected losses can be anticipated. they shoul d be 

regarded as a cost of doing business and not as a fi nancial risk. Obvious ly credit losses 

are not constant ac ross the economic cyc le, there being substantial vo lati lity (unex pec ted 

loss) about the level of expected loss. It is thi s volatility that credit portfolio models are 

designed to quanti fy. 

Vo latility o f portfo lio losses is dri ve n by two fac tors - concentrat ion and 

correlation.Concentra ti on describes the ' lumpiness' of the cred it portfol io (e.g. why it is 
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more ri sky to lend £ 10m to 10 companies than to lend £O.lm to 1.000 companies). 

Correlation describes the sensiti vity of the portfolio to changes In underl ying macro­

economic factors (e.g. why it is more ri sky to lend to very cycl ical industries such as 

property development). 

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

When quantifying credi t ri sk, two alternative approaches can be used when va luing the 

portfo lio: 

Loss-based method: Under this approach an exposure is assumed to be held to maturity. 

The exposure is therefore either repaid at par or defaults, and thus worth the recovery 

va lue of any co ll ateral. Using this approach cred it mi gration has no effect on the book 

value of the ob ligation. 

NPV -based method: Under this approach, the embedded value of an exposure is 

assumed to be realizable. If the obligation upgrades then it is assumed to be worth more 

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

The va lue of the obligation can be calculated using e ither using market credit spreads 

(where applicab le) or by marking-to-modelusing CAPM or similar method. 

In general , NPY -based methods are most applicable to bond portfolios and large 

corporate portfolios where meaningful markets exist for ei ther the phys ical assets or 

credit der ivatives. For the vast majority of commercial bank exposures, where such 

markets do not ex ist a more meaningful ri sk profile is obtained using a loss-based 
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method. Loss-based calculations have the advantage of requi ring less input data (margin 

and maturity information, for example, is not required) and being simpler to compute. 

However, many institutions are starting to run both methods in parallel , particularly for 

portfolios where securitization is possible. 

2.7 Policy guidelines 

The fundamental credit risk management policies that are recommended for adoption by 

all banks in Bangladesh. The guidelines contained herein outline general princ iples that 

are designed to govern the implementation of more detailed lending procedures and ri sk 

grad ing systems within individual banks. 

Lending Guidelines 

All banks should have established Credit Policies ("Lending Guidel ines") that clearly 

outline the senior management 's view of business development priorities and the terms 

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

Lending Guidelines should be updated at least annually to reflect changes in the 

economic out look and the evolution of the bank's loan portfolio, and be distributed to all 

lending/marketing officers. The Lending Guidelines should be approved by the Managing 

Director/CEO & Board of Directors of the bank based on the endorsement of the bank's 

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

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

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

Managing Director/CEO & Board of Directors 

The Lending Guidel ines should provide the key foundations for account 

officerslrelationship managers (RM) to formu late the ir recommendations for appro va l. 

and should include the fo llowing: 

• Industry and Business Segment Focus 

The Lending Guidelines should clearly identify the businesslindustry sectors that should 

constitute the majority of the bank ' s loan portfolio. For each sector, a clear indication of 

the bank 's appetite for growth should be indicated (as an example, Text il es: Grow, 

Cement: Maintain , Construction: Shr ink). This will provide necessary direction to the 

bank 's marketing staff. 

• Types of Loan Facilities 

The type of/oans that are permitted should be c learly indicated. such as Working Capital, 

Trade Finance, Term Loan, etc. 

• Single Borrower/Group Limits/Syndication 

Details of the bank' s Single Borrower/Group limits should be included as per Bangladesh 

Bank guidelines . Banks may wish to estab li sh more conservative criteri a in this regard. 

• Lending Caps 

Banks should estab lish a specific industry sector exposure cap to avo id over 

concentration in anyone industry sector. 

23 



• Discouraged Business Types 

Banks should outline industri es or lending activities that are di scouraged. As a minimum, 

the fo llowing should be discouraged: 

- Military Equipment/Weapons Finance 

- Highl y Leveraged Transactions 

- Finance of Speculative Investments 

- Logging, Mineral Extraction/Mining, or other acti vity that is ethicall y or 

environmentally sensitive 

- Lending to companies li sted on em black list or known defaulters 

- Counterparti es in countri es subject to UN sanctions 

- Share Lending 

- Taking an Equity Stake in Borrowers 

- Lending to Holding Companies 

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

• Loan Facility Parameters 

Facility parameters (e.g. , max imum Size, maX11TIUm tenor, and covenant and securi ty 

req uirements) should be clearly stated. As a minimum, the fo ll owing parameters should 

be adopted: 
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- Banks should not grant facilities where the bank' s security position is inferi or to that of 

any other financial institution. 

- Assets p ledged as security should be properly insured. 

- Va luat ions of property taken as securi ty should be performed prior to loans be ing 

granted. A recognized 3rd party professional valuation firm should be appointed to 

conduct valuations. 

• Cross Border Risk 

Ri sk assoc iated with cross border lendi ng. Borrowers of a particular country may be 

unable or unwilling to fulfill principle andlor interest obligations. Dist ingui shed from 

ordinary credit ri sk because the difficu lty ari ses from a politica l evenL such as suspension 

of external payments 

- Synonymous with political & sovereign risk 

- Third wo rld debt crisis 

2.8 Credit risk management for Ethiopian banks 

Thi s was disc losed at a one-day seminar on Credit and Risk Management. held on 

Thursday. February 14 at the Sheraton Addis and organized by Zemen Bank In 

co llaboration with eVentive and Harland Financial Solutions. 

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

The Base l " Framework describes a more comprehens ive meas ure and minimum 
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standard for capital adequacy that national supervisory authorities are now working to 

implement through domestic ru le-making and adoption procedures. It seeks to improve 

on the ex isting rules by aligning regu latory capital requirements more closely to the 

underlying ri sks that banks face. 

Basel Il requ ires banks to collect more data about customers and consistentl y use best 

practices for credi t risk management. 

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

and from the Ministry of Capacity Building. 

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

that they too wo uld benefit by using the software. 

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

presented a Credit Risk Symposium for Ethiopian banks. 

Harland Financial Solutions Worldwide is a global software company with over 7,000 

financial institution customers and delivers Credit Quest so lutions fo r credit risk 

management for banks worldwide. 

The full day symposium also covered the Evolution of Credit Risk and Lending Systems, 

Regulatory Requirements for Lending and Credit Ri sk Systems (Basel II) , a 

demonstration of the Credit Quest product and a Case Study of KCB's implementation of 

Cred it Quest. 
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2.9 Credit Risk Models 

Over the last decade, a number of the world 's largest banks have deve loped sophi sticated 

systems in an attempt to model the credit ri sk ari sing hom important aspects of their 

business lines . Such models are intended to aid banks in quantifying, aggregating and 

managing risk across geographical and product lines . The outputs of these models al so 

play increas ingly important rol es in banks' ri sk management and perfo rmance 

measure ment processes, including performance-based compensat ion. custumer 

profi tability analysis, ri sk-based pricing and, to a lesser (but gro wing) degree , ac ti ve 

portfolio management and capital structure deci sions. The task force recognizes that 

credit ri sk modeling may indeed prove to result in better internal ri sk management. and 

may have the potential to be used in the supervisory oversight of banki ng organi zatio ns. 

However, before a portfolio modeling approach could be used in the formal process o f 

setting regulatory capital requirements fo r credit risk, regulators would ha ve to be 

confident not onl y that models are being used to actively manage risk, but also that they 

are conceptually sound , empiri call y validated, and produce cap ital req uiremen ts that arc 

comparable across institutio ns. At thi s time, signi ficant hurdles. principal ly concerning 

data availabi lity and model validation, still need to be cleared before these object ives can 

be met, and the committee sees diffi culti es in overcoming these hurdl es in the timescale 

envisaged for amending the cap ital accord. Credit scoring model s use data on observed 

borrower characteri stics either to calcul ate the probabil ity of default or to borrowers into 

different default risk classes (Saunders and Cornett, 2007). 
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Prominent amongst the credit scoring models is the Altman 's Z-Sco re. The Z-score 

ro rmula for predicti ng bankruptcy of Dr. Edward Al tman is a multi variate ro rm ula for 

measurement of the financial health of a company and a powerful diagnostic too l that 

fo recast the probability of a company entering bankruptcy within a two yea r period wi th a 

proven accuracy of 75-80%. 

The Altman's credit scoring model takes the fo llowing form ; 

Z= 1 .2xl + 1.4x2+ 3.3x3+0.6x4+ 1.0xS 

Where, X I = Working capitall Total assets ratio 

X2 = Retained earni ngs! Total assets ratio 

X3 = Earnings before interest and taxes! Total assets ratio 

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

X5 = Sales! Total assets ratio. 

The higher the va lue of Z, the lower the borrower's defau lt ri sk classificat ion. According 

to Altman ' s credit scoring model, any firm with a Z-Score less than 1.81 should be 

considered a high default risk, between 1.8 1-2.99 an indeterminate default ri sk, and 

greate r than 2.99 a low default risk. 

2.1 0 Banks Performance and Its Determinants 

The ro le of bank remaIns central in financing economic activity and it s effecti veness 

could exert positive impact on overall economy as a sound and profitabl e banking sector 
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is better able to withstand negative shocks and contribute to the stability of the financial 

system (Athanasoglou et ai , 2005). Therefore, the determ inants of bank performance ha ve 

attracted the interest of academic resea rch as well as of bank management, financial 

marke ts and bank supervisors since the knowledge of the interna l and exte rn al 

determinan ts of banks profits and margins is essential for various parties. 

During the last two decades the banking sector has experienced worldwide major 

transfor mations in its operating environment. Both external and domestic factors have 

affected its structure and performance. Correspond ingly, in the literature, bank 

profitabi li ty is usuall y expressed as a function of internal and external determina nts. 

The internal determinants refers to the factors o ri ginate from bank accou nts (ba lance 

sheets andlor profit and loss accounts) and therefore cou ld be termed micro or bank 

spec i fi c determi nants of profitability. The ex ternal determina nts are variables that are not 

related to bank management but refl ect the economic and lega l environmcnt that affec ts 

the operation and perfo rmance of financ ial institutions. A number of exp lanatory 

variables have been proposed for both categories, accord ing to the nature and purposc of 

each study (Y uqi Li). 

2.10.1 (ntemal dctcl'minants 

Studies dealing with internal determinants employ vari ab les such as size, capital , ri sk 

management and expenses management . Size is introduced to acco un t fo r ex isting 

economies or di seconomies of scale in the market. Akhavein et al. ( 1997) and Smirlock 

( 1985) fi nd a positive and significant relati onship betwee n s ize and bank profitab tlity. 
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Demirguc-Kunt and Maksimovic ( 1998) suggest that the extent to whi ch various 

financial , legal and other factors (e.g. corruption) affect bank profi tability is close ly 

linked to firm size . In addition, as Short (1979) argues, size is close ly related to the 

capital adequacy of a bank since relatively large banks tend to rai se less expensive capital 

and, hence, appear more profitable. Taking the similar approach, Haslem (1 968), Short 

(1979), Bourke (1989), Molyneux and Thornton (1992) Bikker and I-Iu (2002) and 

Goddard et al. (2004), all link bank size to capital ratios, which they claim to be 

positi vely related to size, results indicated that as size increases . Espec ially in the casc of 

small to medium-s ized banks. Profitabilit y rises . However. many other researche rs 

suggest that little cost saving can be achieved by increasing the size of a banking 11rm 

(Berger et aI. , 1987), which suggests that eventually very large banks could face scale 

ineffi cienc ies. 

Other internal factors, such as credit or liquidity are considered as bank specific iilctors. 

which closely related to bank management, especiall y the ri sk management. The need fo r 

ri sk management in the banking sector is inherent in the nature of the banking business . 

Poor asset quality and low levels of liqu idity are the two maj or causes o f bank failures 

and represented as the key ri sk sources in terms of credit and liquidity ri sk and attracted 

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

2.10.2 External determinants 

Turning to the ex ternal determinants, several factors have been suggested as impac till g on 

profitabi li ty and these factors can further di stin gui sh between control va ri ables that 
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describe the macroeconomic environment, such as inflation, interest rates and cyclical 

output, and vari ables that represent market characteristics. The latter refer to n13rket 

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

2.11 Empirical results 

As Yuqi Li 2007 a number of explanatory variables have been proposed for both 

categories, according to the nature and purpose of each study. Studies dea ling wi th 

internal determinants employ variables such as size, capi tal, credit ri sk or costs etc while 

for external determinants, several fac tors have been suggested as impacting on 

profitability and these factors can further di stinguish between control variables that 

desc ribe the macroeconomic environment, such as infl ation, interest rates and cycl ical 

output, and variables that represent market characteristics. The latter refer to market 

concentration, industry size and ownershi p status. 

A number of explanatory variables have been proposed fo r both categories, accordii:g to 

the natu re and purpose of each study. Studies dea ling with internal determinants employ 

variables such as size, capital, credit ri sk or costs etc while for external determi nants, 

several facto rs have been suggested as impacting on profi tabili ty and these fac tors can 

further distingu ish between contro l variab les that descri be the macroeconomic 

environment, such as infl ation, interest rates and cyc lical output, and variables that 

represent market characteristi cs . The latter refer to market concentration, ind ustry size 

and ownership status. 
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The empirical findings on the impact of bank profitability in the UK in Olll" sample 

suggest the fo llowing concl usions. First, negat ive and positi ve effec t of liquidity on bank 

profitability has been fo und, with weak significant coeffic ient. This is in consistent with 

prev ious stud ies as the results concern ing liquidity are mixed. Therefore , the conclusion 

about the impact of UK bank's liquidity on their performance remains ambiguous and 

further research is requi red. Second, the ratio of loan loss rescrves to net interest revcn ue 

has a negati ve impact on ROAA with statistical sign ificance. Th is implies that higher 

cred it risks results in lower profit. 

As the findin gs shows that liquidity and cred it risks do have negative impact on bank 

profitability, and it prov ides fu rther implication on the e ffecti ve ri sk Illanageillent 

practices in banks. 

Acho u and Tenguh (2008) shows that there is a significant relationship between bank 

performance (in terms of return on asset) and cred it ri sk management (in terms of loan 

performa nce). Better credit ri sk management results in better bank pe rforillance . ·rh us. it 

is of crucial .i lll portance that banks practi ce prudent credit risk management and 

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

Regulation, peroxide by the aillount of Reserve Fund appears to have negati ve illlpact on 

all three Ill easures of ri sk, significantly so for liquidity ri sk. Depositor behavior appea rs 

to significantly illlpact on ly liquidity Illanage ment, but not capita l or cred it risk 
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management. We do not find evidence that shareholders act in a manner that reduces the 

credi t risk of banks. The more effi cient the management , the less capital the bank is likely 

to ho ld , subject to minimum capital requirement. That is, the equity multi pliers of banks 

with more efficient management are likely to be higher. The other ev idence is that credit 

ri sk increases as ma nagement e fficiency vari able decreases (TsOl·he. Aboagyc & 

Kyereboah-Coleman). 
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Chapter th"ee: Methodology 

3.1 Research design 

This research paper was employ quant itative research design. The fu nctio na l or positi vi st 

paradigm that guides the quantitati ve mode of inqu iry is based on the assumption that 

social rea lity has an objective ontological structure and that individuals are responding 

agents to thi s objective environment (Morgan & Smi rcich, 1980). Quantitative research 

involves counting and measuring of events and performing the stati sti ca l analys is o f a 

body of numerical data. The assumption behind the pos itivist parad igm is that there is an 

obj ective truth ex isting in the world that can be measured and explained sc ientifi ca ll y. , 

The mai n concerns of the quantitative paradigm are that measurement is re liabl , va lid. 

and gene ralizable in its c lear pred iction of cause and e ffect (C:asse ll & Symon .. (994). / J __ 

Being deduct ive and particulari stic. quantita ti ve researcher is based up on iorll1ulating the 

research hypothesis and verifying them empirica ll y on a specific set of data. Scienti fic 

hypothes is are value fi'ee; biases, and subject ivity preferences have no places in the 

quantitati ve approach . Researcher can view the communication process as concrete and 

tangib le and can ana lyze it without contacting actua l people invo lved in communi cat ion 

(Ting-Toomey, 1984). 

Under the quantitative research des ign survey method was employed. The survey is a 

non-experimental. desc ripti ve research method . Survey can be usefu l when a resea rehc r 

wa nts to collect data on phenomena that cannot be direct ly observed. 
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Cross-sectional survey used to gather information on a population at a single point In 

time. An example of a cross sectional survey wo uld be questionnaires that collect dat a. A 

different cross- sectiona l survey quest ionnaire might try to determi ne the re lati onship 

between two factors. 

3.2 Data used in the research 

In thi s paper both pri mary and secondary data sources was used. The seconda ry data was 

co llected fro m the financial statements from the se lected banks by the sample and the 

primary data was obta ined by questionna ire. Forty-two questionna ires were prepared in 

order to co ll ect primary data. 

The researcher used the data from se lected bank for ana lysis. A panel data of' a 10 year 

fi nancial data of banks under the stud y, to examine the relationshi p between return on 

asset (ROA) which is performance indicators and loan losses (NPLr rL) , loan provi sion to 

total loan (LP/TL) , loan provision to non-performing loan (LPfNPL), and loan provision 

to total asset (LP/TA) . 

3.3 Sampling 

Currentl y in Ethiopia 2 1 banks are in operati on. From these six banks namely Dashn 

Bank, Awash In ternationa l Bank, Wegagen Bank, United Bank NIB International Bank. 

and Bank of Absin iya was selected by using purposive sampling technique . Purpos ive 

sampling targets a parti cular gro up of people. When the desired popu lation 1'01' the 'ludy 

is rare or very difficult to locate and recruit for a study, purpos ive sampling may be the 
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onl y op ti on. The researcher used purposive sampling by considering the time concern . the 

cost al located for the research and avai lab ility of data. 

3.4 Analytical tools used 

The primary data co ll ected through questionnaire was analyzed and interp reted using 

descripti ve statistical too ls like table and percentages. Ev iews software was employed to 

analyze and interpret the regression model used by the researcher. 

3.5 Research hypothesis 

The researcher expects with better cred it ri sk management ha ve high return on asset 

(ROA) and lower non-performing loan and loan provision. Accord ingly with the help of' 

empi ri cal data on se lected firm s the study was established and tests the fo llowing 

hypothesis: 

Hypothesis I (1-10): credit risk management has an effect on the bank perfo rmance. 

Hypothesis 2 (H I): cred it risk management has no effect on the bank pe rformance. 

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

y = a + ~ I Xl -I- ~2X2 -I- ~ 3X3-1- ~4X4+ ~ 

Where: Y= return on asse t 

X I = non-performing loan to total loan 

X2= loan provis ion to non- performing loan 
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X3= loan prov ision to total asset 

X4= loan provision to total loan 

,l= di sturbance term 

Also a is an in tercept and ~ is the pa rameter of explanatory variab le of dependen t 

variab le (return on asset). 
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C hapter 4: Data al)lllysis and interpretation 
• 

In thi s chapter, the e mpirical data collected li'om the researcher 's se lf~com pl etion 

questionnaire is presented. Firstl y, it presents the percentage of each answer from the 

respondents and then summari zes the importance of each fac tor. 

4.1 Analys is of Prima ry data 

4.1 The results of general information 

How many ~ears of experience do you have worki ng with bank and ri sk management 

area? 

I) banking experience 

Response Percentage 

_.- --- - ---~-

Less than I yea r -

--
1-2 years 14.23% 

3-5 years 57.24% 

More than fi ve yea rs 28.53% 

--
Tota l 100% 

----~----- .--~---

Table 1: Experi ence of respondents in banking sector 
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Figure I : Experience of respondents in banking sector 

The table above shows the percentage of the years of experience the respondents had 

wo rking with in the bank. The researcher asked thi s question because I wanted to know 

how experienced the respondents were in terms of banking sector. In the results. I not ice 

that 57.4 1 % have experience wo rking with in the bank 3-5 years. Whereas, the 

respondents who have wo rking experience in banking sector more than fi ve years was 

28.57%, 1-2 years was 14.23% and less than one year was null. 

II) Risk management area 

Response Percentage 

Less than I year 2.38% 

-
1-2 years 45.24% 

- - -
3-5 years 38. 10% 

More than 5 years 19.05% 
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Table 2: Experience of respondents in the area of risk management 
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Figure 2: experience of respondent on risk management area 
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The fi gure above shows the percentage of the years o f experience the respondents had 

working with ri sk management. Thi s question was asked because the researcher wanted 

to know how experienced the respondents were in the area of risk management. In the 

res ults, it was notice that 45 .24% have experience working with ri sk management area 1-

2 years. Whereas, the respondents who have work ing experience in ri sk management 3-5 

years was 29.40%, more than 5 years was J 9.05% and J to 2 years was 2.38%. 
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What is your expectati on from effecti ve ri sk management in yo ur organi zation? 

Response Percentage 

Red uce financial loss 57. 14% 

Im prove commu nication with cLlstomers 23. 81 % 

Improve deci sion making 38.10% 

Im prove resource a llocation 45.24% 

Table 3: The expectation from credit risk management 
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Figure 3: the expectation from credi t ri sk management 

-

ImpfOVP fC':.UUl (\.' 

allOc~l tJon 

-

-

The second question was asked the respondents to indicate their expectati ons of credi t 

risk management in their organization. The researcher asked this in order to find out how 

important the respondents think credit ri sk management is. The results show that most of 

the respondents expect ri sk manage ment to reduce financia l losses (57 .14%). 

Additionall y, 45 .24% of the respondents expect effect ive credit ri sk management to 

41 



improve resource allocation, 38. 10% expect effecti ve credit risk management to improve 

decision making and 23.8 1 % improve communication with customers. 

Who has the authority to estab li sh cred it risk management po licy in yo ur organization? 

Response Percentage 

--
Chief executi ve officer -

Chief financial officer -

Board/committee 95.25% 

Execut ive management commi ttee 4.75% 

Internal auditor 

Staff 

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

organi zation 
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Figure 4: The a uthority to establ ish credit ri sk management in organi zation 
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[n the beginning, the researcher asked a question abo ut commitment and support fro111 top 

management. In the table above, the respondents asked to identify who has the authority 

to establi sh credit ri sk management in their organ ization. The results of thi s question 

were closely expected because it assumed the top-level shou ld have the authority to 

establish ri sk management. As it can see in the table, the majority of the respondents 

(95.25%) specify that the board and committee have the authority to establish ri sk 

management. Next was the executi ve management team (4.75%). 

The surveys show that respondents identi fied commitment and support from top 

management as the most important. Top-leve l management responds to business 

processes and manages credit ri sk. Most of the organizations believe that it is the 

responsibility of the Board of Directors or Committee and Executive Management team 

to establi sh credit risk management. Top management decides the objectives and 

strategies for organizational credit ri sk management acti vities, mi ssion and overall 

objectives . 

The respondents indicated that there are many ways in wh ich top management can 

support ri sk management policy as showed in the table 4. They set up a particular credit 

ri sk management teams, regularl y revision of risk management plans, clear to allocate 

credit ri sk management responsibilities, strictl y obey in credit ri sk management pol icy, 

li sten a problems from employees and allocate appropriate reso urces. Most of the 

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

benefit of top management support is effective dec ision-making to manage ri sks .Thi s is 

one of the expectations from the responden 
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Does your organization have a documented credit risk management guideli ne or policy? 

Response Percentage 

Yes 100% 

No -

Total 100% 

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

respondents' organizations have a documented credit ri sk management guide line or 

policy. 
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Figure 5: organizations have credit ri sk management 

[n table 5, it was used a yes/no question to ask the respondents if their organ izations have 

a documented cred it ri sk management guideline or policy. 100% of respondent replied 

' Yes ' . Thi s helps the organization to manage their cred it ri sk. Because the employees' of 

the organ ization works under the guideline or po li cy developed by the organ ization . 
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Organizat ional structure involves an organi zation ' s internal pattern in re lati onships, 

authority and communication. Structure is compri sed of fo rmal lines of authority and 

communication, and the information as well as data that fl ow along these lines (Stank, 

Daugherty and Gustin, 1994). Structure and processes of the organizat ions are most 

effecti ve when their design function match their environment and impact to 

organi zation 's strategies (Hunter, 2002). The respondents agree that the ir organi zati on 

have a documented guidel ine or po licy for ri sk management. 

Does the guide line support the goa ls and objecti ves of credit ri sk management? 

Response Percentage 

Yes 100% 

No -

- - -
Total 100% 

--

Table 6: The percentage of guidelines that support the goals and objecti ves of credi t ri sk 

management 
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Figure 6: the guidelines that support the goa ls and objectives of CRM 
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Table 6, shows that 100% of respondents have guide lines that support the goa ls and 

objecti ves of credit risk management. 

All of the respondents beli eve that the guidel ine supports the goals and objectives of ri sk 

management. As Hasana li (2002) and DepaI1ment of State and Regiona l Deve lopment 

(2005) argue, one of the most important aspects of effecti ve ri sk management is 

organi zational structure. Organizational structure provides concepts, guidelines, direction 

and support to employees that conducted by the steering committee. The respondents 

understand the risk management guideline or policy. 

Do you understand the credit ri sk management guide line or policy? 

---- -
Response Percentage 

-
Yes 95.24% 

No 4.76% 

Total 100% 

----

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

credit ri sk management guideline or po licy. 
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Figure7: the percentage of understanding the CRM guideline 

In fi gure 7, showed 95.24% of respondents understood the ri sk management guideline or 

policy. 

But 4 .76% did not understand the ri sk management guideline or poli cy. From the table it 

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

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

credit that arise in their organization. 

How olien does your organization change its guideli nes or policies to manage cred it 

ri sks? 

Response Percentage 

Once per year 66.67% 

Once per two years 23. 81 % 
---

Once in more than two years 9.52% 

Never -

Total 100% 

Table 8: The percentage of how often the respondents' organizati ons change its 

guidelines or policies to manage ri sk 
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Figure 8: the change of gu idelines to manage credit risk by the organi zation 

In tab le 8, most of the respondents (66.67%) replied that the ir organiza ti on changcs their 

guidelines or polic ies to manage cred it ri sks once per yea r. 23.8 1 % of the respondents 

replied that their organizations changed their gu idelines or pol icies one every 2 years and 

changing once in more than 2 years had 9.52%. Tbat means that most of the 

organi zati ons think they should change thei r guidel ines or po licies to manage cred it risks 

once per year. 

Because the financial world is always in fluctuation , Carey (200 I) suggests that 

orga ni zati onal structure must be reviewed regularl y and adjusted to adapt to changing 

financial env ironments. All of the respondents stated that their orga ni zati on changes it s 

guidelines or policies in order to manage cred it risks. Most o f the orga ni zations 

implement changes and review their organizational structure every year. Moreover, 
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Grabowsk i and Roberts ( 1999) suggest that risk management is primaril y associated wi th 

the fluidity of organizational structures . It is a fl ex ible ap proach to respond in di fferent 

ways and respond quickl y in the face of changi ng condi ti ons. 

In the futu re, does yo ur organization have a pol icy to support the de velopment of cred it 

ri sk management? 

Response Percentage 

Yes 92.86% 

No 7.14% 

Tota l 100% 

Table 9: The percentage of organ iza tions wh ich have a poli cy to support the 

develop ment of ri sk management 
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Figure9: A po licy to support the deve lopment ri sk management in future 

In table 9, the researcher used a yes/no question to ask the respondents abo ut fu tu re credit 

ri sk management poli cy. The results sho w that the amount of respondents who chose yes 

was 97.10%, which means that top management is wi ll ing to support the development of 

future ri sk management po li cy. 

Does yo ur organization offer training for new employees? 

Response percentage 

Yes 100% 

No -

Tota l 100% 

- -

Table 10: The percentage of how many organ izations offer train ing for ne w employees 
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Figure 10: offering training to employee 

The researcher a lso asked yes or no question about training courses for employees. The 

results show that 100% have a training course fo r employees. That mean most of the 

respondents' organizations th ink training employees is important. 

Risk management becomes a part of good business practice and should include trai ni ng 

staff appropriately. The main reason for an education and trai ning program is to ensure 

that the members are comfo rtab le with the sys tem and increase the experti se and 

knowledge leve l of the members. Most companies offer training courses for new 

employees. The purpose of training is to improve knowledge, ski lls and att itudes that in 

turn increase confidence, motivation and job sati sfaction (F i II and Mulli ns, 1990). 
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How often does your organization provide ri sk management train ing courses? 

Response Percentage 

Never 

1 times per year 69.05% 

2 ti mes per year 14.29% 

More than two times per year 16.66% 

Total 100% 

Table 11: The percentage of how often organizations prov ide ri sk management training 

courses 
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Figure 11 : How often organizations provide ri sk management tra ining courses 

52 



In table II , it was asked the respondents abo ut the fi'equency o f cred it ri sk managemen t 

training in their organi zations. The res ults show that most of the respondents ' 

organ izat ions (69.05%) have a ri sk management tra ining course one times per year. 

16.66% have a risk management training course two times per year and. more than 2 

times per year percentages, I 1.89%. 

Si nce the purpose of training is to improve kno wledge, skill and atti tudes t() job 

sati sfaction it is better to know how frequent the organ izations provide training for 

employees. According to table 11 it can be concluded that the organizations give training 

to employees ' one times per year. This is short be peri od and enab les employees to 

understand the credit ri sk management practices and to do better effo rt in the behal f of 

the organi zation benefit. 

Does yo ur organization have establi shed procedures for keeping up-to-date and informed 

wi th changes in regu lations? 

~ -~ 

Response Percentage 

Yes 90.48% 

No 9.52% 

Total 100% 

Table 12: The percentage of organi zations which have estab lished procedures for 

keeping up to- date and informed w ith changes in regu lations 
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Figure 12: Organizations estab lished procedures fo r kee ping up to date and infor med with 

changes in regulations 

The results show that table 12 show that 90.48% of the respondents answered 'Yes', thei r 

organi zation does have establi shed procedures for keeping up- to-date and in for med with 

changes in regulatio ns. But 9.52% do not. From the table it can be concluded that the 

organ ization is in the way to provide training to its employee for the changes that will be 

happen in the regu lations of credit risk management. 

The ability to respond to changing condit ions in an organization 's operation is related to a 

range of acti vities including the development of ri sk train ing courses and invo lvement of 

staff in responding to an earl y warning system (Carey, 200 1). The responde nts sta te that 

their organizations have establi shed procedures for keeping up-to-date and informed wi th 

changes in regulations to their staff. In addition, they provide risk management training 

courses at least once per year. The other compan ies also offer training courses more than 

once a year. 
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How does yo ur orga ni zat ion effecti vely communicate to reduce credi t risk? 

Response Percentage 

Creati ng clear and trustwo rthy information 38.10% 

Developing understanding between management team and empl oyee 47.62% 

Fast communication between management team and customers 30.95% 

Regularly communicating among management and staff 42.86% 

Creat ing and maintaining a clear communication 28. 57% 

Table 13: The percentage o f the processes of communicate to reduce credit risk 
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Figure 13: the process of communicating to reduce ri sk 
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In table 13 , the researcher wo uld like to know how the organizations effectively 

comm unicate in order to reduce credit risk. In thi s question, the respondents could choose 

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

effecti ve ly to reduce risk is developing understanding between management team and 

employee, with 47.62% orthe respondents picki ng this answer. It means that most orthe 

respondents think that deve loping thi s unde rstanding is a first pri ori ty for organi zati ons. 

The next results were regularl y communicat ing among manageme nt and staff wi th 

42.86%. Creating clear and trustworthy information and fast comm unication betv,een 

management team and customers followed with 38. 10%and 30.95% respecti vely. The 

lowest ranking was creating and maintaining a clear commun ication, with 28.57%. This 

means that Creating and maintaining a clear communication is not a common way of 

communi cating to reduce ri sk and is outranked by creating understandable and c lear 

information. 

The responses believed that developing understand ing between management team and 

employee, regularl y communication between management and staff, create in forma tion 

clear and trustworthy, maintaining clear to communication and fast and sharp 

communication in organi zation all is support effecti ve communication in ri sk 

management procedures. 

Do the banks use Altman Z score mode l for cred it evaluat ion? 

-Response Percentage 

Yes -
No 100% 

Tota l 100% 

56 



Table 14: The percentage of the use of A ltman Z score for credit evaluation 
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Figure 14: the use of Altman Z score mode l for credit va luation 

The researcher also asked yes or no question about the applicat ion of Altma n Z scorc fo r 

crcdit eva luation to determine the bankruptcy of the organi zatio n wh ich they prov ide loan 

to employees. The results show that 100% stated that they do not use Altman Z score. 

From the result it can be conclude that the fi nancial insti tutio ns arc not in the pos ition to 

apply the mode l to eva luate what wi ll happen to their customers' regard ing the payment 

of the ir ob li gation. The Z-score fo rmula fo r predi cting Bankruptcy of Dr. Edward Altman 

(1968) is a mul tivari ate fo rmula fo r measurement of the fi nancial health of a compan y 

and a powerfu l diagnostic tool that fo recast the probabi lity of a company entering 

bankruptcy wi thin a two year pe riod with a proven acc uracy of 75-80%. 

Does the bank have interna l cred it rati ng system? 
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Response Percentage 

Yes 100% 

No -

Total 100% 

Table 15: The percentage of organizations has internal cred it rating system 
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Figure 15: Internal credit rat ing system in the organization 

The results show that tab le 15 show that 100% of the respondents answered . Yes' . their 

organi zati on does have internal cred it rat ing systems. The internal credi t rati ng system 

has been developed by look ing different facto rs li ke term loan, merchandi se loan, le tter 

of guarantee, trade bill di scount, advance on export bi ll , type of financial statement 

(financial stand ing), qual ity of management and banking re lationship are some of them. 
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From the above table it can be concluded the fi nancial institut ion ha ve developed internal 

credit rat ing 10 manage their credit ri sk. We ll -managed credit ri sk rating systems promote 

bank safety and soundness by fac ilitating informed deci sion mak ing. Rating systems 

measure cred it ri sk and differentiate individual credits and groups of credits by the ri sk 

they pose. This allows bank management and examiners to moni tor changes and trends in 

ri sk leve ls. The process a lso allows bank management to manage ri sk to opti mize returns 

(Comptro ller's Handbook 200 I) 

The chall enges that the respondents' face in cred it ri sk management lack of experience 

because it is a newly emerged department, lack of technology to mange the portfoli o 

data, implementation of policies at the grass root leve l, miss interpretation of policies, 

unknowing the exact feature of customers especiall y individual loaner, effects of 

changing in government po li cy, inadequate human capacity, poorly organi zed of 

industries to evaluate their wortlmess, problem of col lateral registrati on, low level of 

awareness to ward credit risk management, bad attitudes of the staffs towards satisfying 

the need of their organ izations, unab le to get full information abou t customer fi'om 

external sources, the department is under staffed, use of traditional or simple 

measurement too ls, and absence of relevant information on time. 

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

credit ri sks. The too l that the banks used to manage their credit ri sks includes: 

Loan portfolio management: The need for cred it po rtfo lio management emanates from 

the necess ity to optim ize the beneli ts assoc iated with diversification and to reduce the 

potential adverse impact of concentration' of exposures to a parti cul ar borrower. sector or 
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industry. Port[olio management shall cover bank-wide exposures on account or lending, 

investment, other financia l services activities spread over a wide spectrum or region , 

industry. size of operation, technology adoption, e tc. There shou ld be a quantitative 

ceili ng on aggregate exposure on spec ific rating categories. distribution of borrowers in 

various industries & business gro up . Rapid port rolio reviews are to be' carried on \I ith 

proper & regular on-go ing system fo r identificati on of credit weaknesses we ll in advance . 

Steps are to be ini tiated to preserve the desired portfolio quality and portfolio rev iews 

should be integrated with credit dec ision-mak ing process. 

Loan review : Multi-tier Cred it Approving Authority. constit ution wise de legation oi" 

powers, sancti oning authority'S highe r de legation of powers for bette r- rated customers: 

d iscriminatory time schedule [or review / renewal, Hurdle rates and Bench marks [or 

fres h cxposures and periodic ity for renewal based on ri sk rating 

Credit Audit/Loan Review Mechanism: This should be done independent at" cred it 

operations. covering review of sanction process. compl iance status, re view of risk rating. 

pick up of warn ing signals and recommendation Cor corrective action with the objective 

of improving credit quality. It shou ld target al l loans above ce rtain cut-off limit ensu rin g 

that at least 30% to 40% of the portfolio is subjected to LRM (loan review mechani sm) in 

a year so as to ensure that all major credit ri sks embedded in the balance s hcet have been 

tracked and to bring about qualitat ive improvement in credit adm inistration as well as 

Identify loans with credit weak ness. Determine adeq uacy of loan loss provisions. Ensure 

adherence to lending poli cies and procedures. The focus o f the credit audit needs to be 

broadened from accoullt level to ove ra ll pO l1fo li o level. Regular. proper & prompt 
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reporting to Top Management should be ensured. Credit Audit is conducted on site. i.e. at 

the branch that has appraised the advance and where the main operative lim its are made 

availab le. 

Exposure Ceilings : Prudential Limi t is linked to Capital Funds for individual borrlll\cr 

entity, fo r a group with addi tional for inll'astructure projects, subject to approval of the 

Board of Di rectors. 

Risk Rating Model : Set up comprehensive ri sk scoring system on diffe rent po in t scale . 

Clearly clefine rating thresholds and review the ratings periodically preferably at half 

yearly interva ls, to be graduated to quarterl y so as to capture risk without dela). Rating 

migration is to be mapped to estimate the ex pected loss. 

In add ition to the above tools the banks also use collect ing data from internal ancl external 

sources, eva luat ion of collateral. identi fy ing the risk with the source, communicating with 

customers, and etc as a tool for credit ri sk managemenl. 
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4.2 Analysis of secondary data 

Dependent Variab le: ROA 

Method Least Squares 

Date: 05124111 Time: 10:52 

Sample (adjusted): 2 60 

Incl uded observations: 59 after adjustments 

Variable Coefficient Std. Error t-Stati stic 

C 0.025082 0.006076 4.1 28265 

LROA 0.309 197 0.1 25060 2.47238 1 

NPL -0.048889 0.0 15091 -3.239663 

LPN PL 0.003986 0.004872 0.8 18035 

LPA 0.017 190 0.046106 0.372832 

LPL -0.076096 0.082086 -0.927025 

R-squared 0.492457 Mean dependent val' 

Adjusted R-squared 0.444576 S.D. dependent val' 

S.E. of regression 0.008041 Akaike in fo criterion 

Sum squared res id 0.003427 Schwarz criteri on 

Log li kelihood 204.0 126 HaIman-Quinn criter. 

F -statist ic 10.28494 Durbin-Watson Slat 

Prob(F -stati sti c) 0.000001 
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Prob. 

0.0001 

0.0167 

0.002 1 

0.4170 

0.7 108 

0.358 1 

0.02575 1 

0.0 10790 

-6.7 12292 

-6.5010 17 

-6.6298 19 

1.8 14810 



The result of return on asset (ROA) on the regression shows that non-performing loan 

and loan provision o f the financial institution is significantly negati vely related to 

performance. The parameter va lue shows that I percent increase in non-perfo rming loans 

decreases return on asset by 0.048889 percent. In addi tion that a I percent increase in 

loan prov ision decreases return on asset by 0.076096 percent. 

On the other side the regression result shows that loan prov ision to non-performing loan 

and loan provision to total asset of the fin ancial instituti on is signi fica ntl y positively 

related to return on asset. The parameter va lue shows that I percent increase in loan 

provision to non-performing loans increases return on asset by 0.003986 perccnt. In 

addition that a I percent increase in loan prov ision increases return on asset by 0.0 17190 

percent. 

The resu lts veri fy hypothes is that better credi t risk management res ul ts in better bank 

performance. The researcher aware that return on asset (profitability) is an endogcno us 

variable which means that it can infl uence the magni tude of no n-performing loans. since 

better profitabili ty affords the financ ial institution to write off more bad loans. 
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Chapter Five: Conclusions and recommendations 

5. 1 Conclusions 

Accord ing to the uncertainty of conditions, the financial industries are fac ing a large 

number of ri sks. For this reason, the fi nancial industries mphas ize ri sk management. 

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

• :. The study summarizes that banks used different credit risk ma nagement too ls, 

techniques and assessment models to manage their credit ri sk, the credit risk 

management and that they all have one mai n objective, i.e. to reduce the amount 

of loan default which is a principal cause of bank fa ilure . 

• :. The surveys show that respondents identified commitment and support from top 

management as the most important. Top- level management responds to business 

processes and manages credit risk. Most of the organi zat ions belicvc that it is the 

responsibili ty of the Board of Directors or Commil1ee and Executi ve Management 

team to establi sh credit risk management. Top management decides the obj ecti ves 

and strategies for organi zational cred it ri sk management activities, mi ssion and 

overall objectives . 

• :. All of the respondent indicates that their organ izati on has a documented credit 

ri sk management guidelines and Most of the respondents understand the guide line 

o f credit risk management. The guidelines also help the institutions to supports 

the goa ls and obj ectives of credit ri sk management. Because the financ ia l world is 

always in nuctuation , almost more than half o f the respondent sugges ts that 
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organizat ional structure must be rev iewed regularl y and adj usted to adapt to 

changing financial environments and the changes made once per yea r and at the 

time when it is beli eved to have changes . 

• :. The survey shows the respondents credit ri sk ma nagement becomes a pa rt of good 

business practice and should include training staff appropriately. Since the 

purpose of training is to improve knowledge, sk ill and attitudes to job satisfac ti on 

the organizations provide training for employees once per year as agreed by most 

of the respondents. [n add ition, the respondents state that the ir organizat ions ha ve 

established procedures for keepi ng up-to-date and informed with changes in 

regulations to their staff. 

.:. The paper shows the means of communication that they use to reduce credit ri sk. 

The results show that the most common way of communicating effect ively to 

reduce ri sk is deve loping understand ing between management team and 

employee . 

• :. The study also reveal s that banks with good or sound credit ri sk management 

poli cies have lower loan default rati os (bad loans) and higher interest income 

(p ro fitabi Ii ty) . 

• :. Thi s study shows that there is a signifi cant relationship between bank 

performance (in terms of return on asset) and credit ri sk management (in terms o f 

loan perfo rmance). Better cred it risk management resul ts in better bank 

pe rfo rmance. Thus, it is of crucial importance that banks practice prudent cred it 
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risk management and safeguarding the asse ts of the ban ks and protect the 

investors' interests . 

• :. The stud y also reveals banks with higher prolit potenti als can better absorb cred it 

losses whenever they crop up and therefore record better perfo rmances . 

• :. Furthermore, the study shows that there is an inverse relationship between return 

on asset (ROA) and the ratio of non-perfonning loans to total loan (NPLITL) and 

loan provision to total loan. 

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

income have lower non-performing loans, hence good cred it risk management strategies. 
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Addis Ababa University 

School of Business and Public Administration 

Department of Accounting and Finance 

Dear respondents: 

Th is is a questionnaire des igned to collect data on the credit risk management ami its impact 

on bank ped'ormance which will be used as an input for a thesis in a partial fulfill ment of Msc. 

Degree in Accounting and Finance. Your genuine response is so lely used fo r academic purpose 

and the data wi ll be treated utmost confidentiality. Therefore , your kindly cooperation is 
appreciated in advance. 4 --

( 

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

management? 

Risk management area 

o Less than I year 

o 1-2 years 

0 3-5 years 

O More than five years 

2. What is your expectation from effective credit risk management in your organization? 

(You can use more than one answer) 

o Reduce financial loss 

o Improve communication with the stake holders 

o Improve decision making 

o Improve resource allocation 

o Other (p lease specify) 



3. Who has the authority to establish credit ri sk management in pol icy or proccdure you r 

organi zation? 

o Chief execu ti ve officer(CFO) 

o Ch ief financial offi cer(CFO) 

o Board! commi ttee 

o Executive management committee 

o Internal aud itor 

n Staff 

o Other(please specify) 

4. Docs your organization have a documented credit risk management guideline or policy? 

D Yes 

o No 

5. Docs the guidel ine support the goals and objectives of credit ri sk manage ment? 

D Yes 

o No 

6. Do you understand the credit risk management guideline or po li cy? 

D Yes 



o No 

7. How often does yo ur organization change its guidel ines or policies to manage ri sks? 

8. 

o Once per yea r 

o Once per two years 

o Once in more than two years 

o Never 

In the future, does yo ur organization have a policy to support the deve lopment of' credit 

ri sk management? 

D Yes 

o No 

9. Does your organization offer training for employees? 

D Yes 

o No 

10. How does your organization effectively communicate to reduce credit risk?(you can 

choose more than one answer) 

o Creating clear and trustworthy information 

o Developing understanding between management team and employee 

o Fast and sharp communication between management team and stakeholders 

o Regularly communicati ng among management and staff 

o Creating and maintaining a clear communication 

o Other (please specify) 



II . How often does you r organi zation provide cred it risk management training courses? 

o Never 

o I times per year 

o 2 times per year 

o More than 2 times per year 

12. Does yo ur organization ha ve estab li shed procedures for keeping up- to-date and informed 

with changes in regulations? 

D Yes 

o No 

Do the bank uses Altman Z score in cred it eva luati on? 

13. Do the bank uses A ltman Z score for cred it evaluation? 

D Yes 

o No 

14. Does the bank have internal credit rating system? 

D Yes 

o No 

15. What challenges you face in credit ri sk management? 

16. What are the major kinds of method or process used by the in management of cred it ri sk? 
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Paired correlation, Multicolinearity test 

LROA NPL LPNPL LPA LPL 
LROA 1.000000 
NPL -0.312378 1.000000 

LPNPL 0.211657 -0.660664 1.000000 
LPA 0.034629 0.087811 -0.119103 1.000000 
LPL -0.399777 -0 .06 1655 0.281608 0.375665 1.000000 


