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Abstract 

The sllId )' e nd eavors to examine the illlpacl o r loa II assessm ent o n nOll pcri()rJlling loans ;tl 

co nslruclio n and Business Bank (CBB) rrOJ n Ihe I'ie", poinl o r bOlh Accounling- and 

l':COIlOJllir aspects. 'rile (ltTlIllllilalioll or 1l01l-pcri"Ol"lllillg' loalls is attrihutahle 10 iO[:-i or 

causes . Among these, tll(.~ 11l(~io r o ne is inad equat e loall (lSSCSSlll c nt. Thi s, in tlll'll , aggravat es 

Ilon-pcrronlling loans, delays Lhc economic recovery, creatcs liflUidilY prohlclll , halllpers the 

develo pmcnl o r Bank's o peraLio nal acljvisls as well reduces prolit. 

Surl'cy Ill elhod was nscd 10 coll eci dala rnlill HI elll ployees o r CBB",ho arc wo rkiug- in Ihe 

area or loan aelivil ), lI'ilh Ihe help o r purposive (non-probabiliIY) salllpling- lechniq ue. The 

collected data was analyzed using descriptive stati stics . ~1orcovcr , sC lni-slructllrc<i alld 

slruelured inl erview was also used 10 g-alhe r inl(>rIlIaljon Ihal can be as cases sludies rrom 

C llIl 's loan oi1icers. In addilion , queslionnaires "'e re prepared 10 CBB cil y branch Ill;Ulag-e rs 

;lIld (n'dil dcparilllCil1 ('nlployee s, 

The resuit o r Ihe sludy revealcd Ihal il le re arc n};Ul Y raci o rs co nlri buling- ror Ihe aen ullulalion 

or no n-perio rllling loans in C BB, Alllong ",hieh , inadeC]llale eredil assessm enl is Ihe major 

1,(eIOr lo ll owed by real estatc speculators and long- term mal.urity o r the loan . 
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CHAPTER ONE 

lNTRODVCTION 

1.1. Background of the Study 

Financial institutions transform financial assets acquired through market and constitute 

them in to a different and more widely preferable type of assets, which become their 

liability. This is the function performed by financial intermediaries (F. rabozi and r. 

Modigliani , 1996). 

Financial intermediarics include depository institutions (commercial banks, saving & loan 

associat ions. saving banks & credit uni ons). Insurance companies, pension fund s and 

finance companies. These intermediaries obtain funds by issuing financial claims aga inst 

themselves to market participants, then investing those fund s. The investment made by 

financia l intermediaries can be in the form of loans andlor in securities (Ibid, 1996). 

Among the depository institutions, banks are the most important financial institutions in the 

economy. They are the principal source of cred it for many households, fo r most local units 

of government and for bus inessmen. The principal economic function of banks is to make 

loan. For most banks. loan accounts fo r hal f or more of their total assets and abo ut two 

thirds of their revenue (Ibid, 1996). 

One of the state owned commercial banks of Ethiopia namely Construction and Business 

Bank (CBB) has been involving in the provision of cred it to almost all sectors 01' the 

cconomy (such as public enterprise. coopcrati ves and pri vate finn s) since its inception in 

1965. In part icular a ll state commercial banks in Ethiopia are facing escalated del~lult rate. 

1'01' instance at the end of 2002 the volume of non-performing loans of the state commercial 

banks alone stood 50% of the total loan portfolio of the bank (NBE annual report , 2002) . 

The accumulations of non-performing loans are attributable to lots of causes. These are 

manipulati on by the debtors using political influcnce. the legal system that made credit 

recovery to bc time consuming and difficult. inability to assess credit ri sk and return with 



reasonable accuracy, Real estate specu lators. lack of monitoring and inadeq uate 

regu lations both by banks and the govern me nt ( ilayes, Douglas, 199 1). 

Cottarelli , Carlo ( 1995) in hi s stud y bank lending and linancial structure in Ita ly fo und 

ev idence that, an increase in the ri skness o f loan assets is rooted in a bank 's lending policy 

adducing to re lati vely unselecti ve and inadequate assessment of sector prospects. 

Hence, the study has undertaken empiri ca l and qualitati ve data analys is fo r evaluati ng the 

cred ibility o f the loan assessment practice and it s impact on non-perfo rm ing loans in 

Constructi on & Business Bank (C BB). 

1.2. Statement of the Problem 

Non-perfo rming loans (NPLs) have substant ial negati ve impact particul arl y on the 

perfo rmance of commercial banks and in general thc overa ll economy o f a natio n. In 

chro ni c cases it will cause financial cri ses as in the case o f Japan and East Asia . 

One of the ractors which increase the acc umulatio n of N PLs is inadequate loan asscssment, 

Muc lkr, P. Henry ( 1997). In turn, the accumulations of NPLs negati ve ly affect the 

perfo rmance, profitability, competency, sustainability and growth o f a bank . When the 

NPLs rate increases due to the contributing facto rs like inadequate cred it assessment. the 

rollowing problems wo uld emanate. 

• The per share va lue of banks' stock price declines . 

• T he de ve lopment and ex pansion rate of banks reduce. 

• The publi c confidence over the bank may erode. As a result the bank may loss its 

loya l and prom inent customers. 

• The capac ity of bank 's competiti ve pos ition may decli ne. 

• In vestors may not be willing to inves t their funds in the bank' s stock or may be 

willing to invest at a price below the market. 

• The capital structure of banks will be a fTec ted . In other way the bank may forces to 

be highl y leveraged in re turn , highl y leveraged financial instituti ons may go to 

bankru ptcy. 

• T he admi ni stration costs of foreclosure loans will increase. 
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Hence, the wri ter o f thi s paper wallled to see the credib ility of the loan assessment practices 

and its relation with N PLs in CBB. 

\.3. Objective of the Research 

• General Objective 

The over-ri ding objective of the research is to assess the impact of loan assessment on 

NPLs and to investigate the leve l of NPLs in eBB as a res ul t of inabi lity of loan 

assessments. 

• Specific Objectives 

:» To analyze the credibi lity of loan assessments in CBB. 

:r To ident i fy the problem area o f the loan assess ment. 

:r To eva luate the bank's lend ing strategy and procedural man ual. 

>- To evaluate the leve l o f cooperation between eB B and Federal In land Revenue 

Authority (F IRA) to cross eheck the income statement submilled by individuals 

to these organizatio ns. 

:» To evaluate qual ifi cat ion and experi ence of the bank 's loan office rs. 

:» To suggest remedial soluti ons to problems detected in the stud y. 

:» To make the study as a stepping stone for further study. 

1.4. S ignificance of the Study 

Loan assessment is the major function fo r granting loans to borrowers. Deficiencies in thi s 

regard would result in the enhancement of the accumulation of N PLs. In return , the bank's 

profitability wo ul d erode, addi ti onal admini st rati ve costs wou ld be imposed and the bank's 

growth rate will be hampered. 

Identifying the problem area of the loan assessment helps fo r the bank's dec ision makers 

and the concerned body to take co rrecti ve measures so as to reduce PLs. T herefore. a 

study in thi s area is obvious ly of vital important. 
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1.5. Scope of the Study 

The stud y is spec iall y limited to CBB's head office and its Addis Ababa branches (c ity 

branches) since most of the loans are di sbursed in Addi s Ababa. Time and financial 

constraints were al so the reasons to limit the sco pe of the study only in Addi s Ababa. The 

stud y highl y facuses on the credibil ity of loan assess ments in C BB and its impact on the 

accumulation of N PLs. Furthermore, the stud y fac uses on the time peri od conside red in 

eva luating N PL level and credit assessment quality indicators. 

1.6. Hypothesis 

Though there are many causes lar the accumulation ofN PLs to increase in both pri vate and 

gove rnment owned banks, poor credit assessment is be li eved to be the main factor for the 

accumulation of NPLs in CBB. Thus, the writer of this study hypothesi zes that most of 

CBB ' s NPLs are as a result of inadeq uate loan assessments. In addition , the wri ter believes 

that next to inadequate loan assessments the fol lowing factors may be the causes far the 

accumulation of N PLs in CBB. These are 

:r Long term maturity of the loans 

r Lack of fa ll ow up 

:r Lack of monitoring 

~ High interest rate 

~ Inadequate regulations 

~ Lengthy of legal system 

~ Corruption 

~ Real-estate specu lators 

~ Manipulation by the debtors using political influence 

1.7. Operational Definition ofTeehnical Terms 

The following techni ca l terms are defined within the context in which they are emplo yed in 

the study. 

Building and Construction Loans: refers to the construction of buildings, roads. dams 

and similar projects. 
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C ompetitive Advantage: A finn ' s profi tabi lity is greater than the average profitability fo r 

a ll firms in its ind ustry 

C redit to Co llatera l Ratio: The amount of loan per uni t of collatera l val ue (col latera l 

value/amount of loan) 

Domestic Trade a nd Service Loans: refers to the dist ri bution of goods either produced 

loca ll y or imported by way of whole se ll ing or retailing. 

Effectiveness: Ab le to br ing about the rcsul t intcnded 

Efficiency: Producing a desired or satisfactory result 

Hotel and Tourism Loans: refe rs to catering food and beverages, room and other hote l 

services. It can also be re lated to car renting services for tour and trave l business. 

Lack of Monitoring: banks rely up on co ll aterals and guarantees in the allocation of cred it 

and little attent ion was paid to earnings performance and cash flows 

Lack of Mon itorin g: Indicates that banks re ly upon co llate ral s and guarantees III the 

allocati on of credit and little attent ion is given to the busincss earning performance and 

cash flow of the clients busi ness. 

Lending Strategy: Is designed by top management of the bank to gain competit ivc 

advantage by explo iting core competencies in loan act ivi ti es for the purpose of providing 

va lue to customers, Mott, Hubel1 (April 1997). 

Letter of Credit (LlC): Is an arrangement whereby a bank promising to pay the exporter 

on behalf of the importer up on presentati on of shipping documcnts. 

Loan officC!" or C redit Ana lyst: is an employee of the bank who conducts credit 

assess ment. 

Loans and Advances by Maturity: Is classification of loans on the basis of short term, 

medi um term, and long term loans. 

Long term loans: loans with duration of 5 to 30 years. 

Medium (Intermediate) term loan : refe rs to loan maturities from one to five years. 

Merchandise Loans: Is loans against the value of the inventories. Inventories or raw 

materi als, goods in process and fini shed goods can be pledged as a security for the loan. 

Non-Performing Loans ( NPLs): Accordi ng to National Bank of Eth iopia (N BE) non­

performing loans means loans or advances where credit qualit y has deteri orated such that 

ru ll col lection of principa l and/or interest in acco rdance with contractual repayment terill s 

or the loans or advances in questi ons. 
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Package Loans: Two or more types of loans wh ich extend to individual borrower with the 

same co llatera l. 

Personal (Consumer) Loans: loans for the purpose of purchasing house-hold goods, 

electron ic and/or electrical equipments for domcstic usc, automobile for own usc and fo r 

payout personal debts already constructed e lsewhere. 

Short term loans: it has a duration not exceeding twelve months. 

St rategy Implementation : Is execut ing the formulated strategy to achieve set objecti ves 

Tax Evas ion: Paying income tax not in the ri ght way. Keep out of the way 

Transpol'! and Communications Loans: a ll se rvicc activities such as di stribut ion of 

prod ucts, packing & forward ing, transportation etc are categorized here . 

Va lued Customers: Is a customer who is loyal and have strong relation with the banks'. 

However each bank has their own criteria in se lect ing the banks' val ued customers. 

Working Capital Loans: A short term loans (for instance, loans for the purchase of 

inventori es, loans for the payment of taxes, etc) that banks finance the working capital 

cyc le of the applicants business. An example o f wo rking cap ital loan is Overdraft fac ilities. 

Hypothesis: An educated, sc ientific and reason guided guess. 

Purposive Sa mpling: The principle of se lection is the researcher's j udgmen t as to 

typica lity or interest. 

In addition, the writer uses the follo wing terms interchangeably in thi s study- informants 

and respondents and loan officers and credit analysts. 

1.8. Organization of the Study 

Thi s study compri ses of fi ve chapters. This lirst chapter is an introductory chapter 

cons isting of background of the study, statemen t of the prob lem, objectives, scope. 

sign i ficancc of the study, operational defini tion of techn ical terms and hypothesis. The 

second chapter deal s with the review of the relevant literature, followed by chapter three 

wh ich contains the methodo logy and research dcsign. Chapter four covers the analysis and 

interpretation of data . The last chapter cncompasses conclusion and recommendation. 
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CHAPTER TWO 

2. LITRATURE REVIEW 

The chapter reviews the ex isti ng literatu re on cred it analys is of banking industries. The 

di scussion cove rs credi t ana lysis, non-performi ng loans and gives hi ghlights on the hi story 

o f Construction and Business Bank (CBB). 

The numerous and varied ri sks in lead ing stem fro m the many factors that can lead to the 

non-payment of ob li gations when they come due. Losses sometimes result from "acts of 

God" such as storms. droughts, fires , earth quakes and Il oods. Changes in consumer 

demand or in the technology of an industry may actor dras ti ca ll y the fo rtunes of a business 

firm and place oncc profitable borrowers in a loss posi tion. A prolonged str ike , competiti ve 

pri ce cutting, or loss of key management personnel can seri ously impair a borrower ability 

to make loan payments. The Swings of the business cycle affect the prol"its of many who 

borrow from banks and iniluence the optimi sm and pess imism of business peoples as well 

as consumers. Some ri sks ari se from personal factors that are d iffic ult to explain. Edward 

W. Rccd ( 1985) on his book commercial Banking suggests that in determi ning whe ther o r 

not to grant a loan, a banker must allempt to measure the ri sk of nonpayment. This ri sk is 

estimated through a process referred to as credit analysis. 

In a study of changes in loan pri cing and business lendi ng at commercial banks. Brady 

Thomas F. ( 1985) argued that character has historica ll y been paramo unt factor of credi t and 

a maj or determinant in the decisio n to lend money. The study suggests that bankers shoul d 

make fai rl y accurate pe rsonality mo ral e. profile asscssment of pros pcc ti ve and curren t 

borrowers and guarantors . Besides, according to Ibid( 1985) in conside ring personal 

interaction, the banker should try to draw some conclusions about staff morale and loyalt y. 

stud y the personal cred it report , do trade cred it reference checking , check reference 

fi'om present and former bankers, determine how the borrower handle stress. 

Acco rding to Bri ck J.R ( 1984), ri gorous loan to val ue ratio does not preven t loans from 

becoming non- pe rfo rm ing, rather adequate credit assessment and fa ir prediction of 
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cconomic trend and close cred it monitoring by the lender could keep the borro wer to honor 

the loan contract. 

So Far different researchers have come up with different factors for the causes of non­

performing loans in di fferent countri es . T he differences in factors for non-performin g loans 

different countries are ascribed to operating environmental differenti al of banks across the 

wo rld. The issues to be emphasized are that bankers have to identi fy causes fo r non­

performing loans and to seek so luti on in el iminating the occurrence o f non-performi ng 

loans. 

Studies revea l that the recent As ian financial cri ses we re due to increased vo lumc o f non -

performing loans. Non - performing loans create problems for the banking sec tors balance 

sheet on the asset side. They also create a negative im pact on the income statement as a 

result of provis ioning It))" loans losses. 

2.1. Classification of Non-Performing Loans 

The extent to which authorities have been involved in deve loping criteria to di stingui sh 

between " good" and " bad " loans defers substantially between countries . Some countries 

usc quantitative criteria for example number of days o f overdue scheduled, paymen ts, 

whil e other countries exclusive ly relay on qualitati ve norms (s uch as a var iab ility of 

information about the clients fi nancia l stat us. management j udgme nt abo ut future 

payments) . 

In our country's case, the Nati ona l Bank of Et hiopia has issued directi ve number 

SBB/32/2 002 pursuant to the authorit y vested in it by article 41 of the Monetary and 

Banking proc lamation num ber 83 I 1994 and by arti cle 15 ( I) and 36 o f the Licensing and 

Supervision of Bank ing Business proclamation number 54 I 1994. According to thi s 

d irecti ve, bank s shall class ify non- perfo rmin g loans. weather such loans have pre­

estab li shed Repayment schedule or not, in to the fo llowing three class ifi cati ons using th e 

criteria descri bed below. 
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Pass - loans or advances in thi s category arc full y protected by the current Ilnancia l and 

paying capacity of the borrower and arc not subject to critici sm. In genera l any loan or 

advanccs or port ion thereof, which is full y secured, both as to principa l and interest. by 

cash or cash substi tutes, shall be c1assill ed unde r th is category regard less of past due status 

or other adverse cred it factors. 

Special Mention - Any loan or advances past due 30 (thirty) days or more, but less than 90 

(ninety) days shall be class ill ed under thi s c1ass ill cation. 

Substandard- are non-performing loans or adva nces past due 90(ni nety) days or mo re but 

less than 180 days shall be classified as substandard loans. 

Doubtful - are non- performing loans or advances past due 180 (one hundred eighty) days 

or more but less than 360 (three hundred sixty) days shall be classi fied as doubtful. 

Loss - No n- per forming loans or advances past due 360 (three hund red sixty) days or more 

shall be c lassillcd as luss. 

2.2. Objective of Credit Analysis 

The principal purpose of cred it analysis is to determine the ability and willingness of a 

borrower to repay a requested loan in accordance with the terms of the loan contract. A 

bank must determine the degree of ri sk it is willing to assume in eaeh ease and the amount 

of cred it that can be prudentl y ex tended in vicw of the ri sks invo lved (W. Reed and K. Gill. 

1985, PP.2 16-2 17). 

The work of cred it analysis includes the co llecti on o f infonnation that will have beari ng on 

credit eva luati on, the preparation and ana lys is of the information co ll ectcd and the 

assembling and retention of information for future use. Thus, the bank leading officer 

attempts to project the borrower and the environment includi ng al l possible haza rds that 

may affec t them, Ibid ( 1985) 
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2.3. Factors Considered in C redit Analysis 

Some orthe factors that affect the ability ofa borrowcr to repay a loan are very diffi cult to 

cval uate but they must be dea lt w it h as realist ica ll y as poss ible in preparing financial 

projections. This involves looking in to the past record of th e borrower as well as engag ing 

economize forecas ti ng W. Reed and K. Gill (1985). htrthennore. they suggest that there 

are the ingredi ents that dete rmine the lending Offi ce r's f~lith in the debtors' abi lity and 

willingness to pay the obligation in accordance with the terms of the loan agreement. They 

specifi ed three credit analys is factors in analyzing a loan request. These factors re fe rred to 

us the three C's o f Credi t - Capac ity, Character and Capi tal. Some writers like K.c. 
Shekhar ( 1982) class i fi ed the factors in to 5 C's . Thi s re fers to capacity, characters, capital, 

co ll ateral and conditions. Fo r our purposes of d iscuss ion, we shall use the K.C. Shekhar 

c lass ifica ti on. 

2.3.1. Capacity (Repayment Ability/Borrowing Capaci ty) 

Banks are interested not onl y in the borrower's ability to repay but al so in hi s or her legal 

capacity to borrow. Banks make few loans to minors, since they can di saffirm at a later 

date unl ess the proceeds of the loan are used for essent ia l purpose when a loan is made to a 

m inors, a Paren t, guardians or other pe rson of lega l agc is usua ll y asked to cosign the note 

(W.Reed & K.G ill , 1985). 

In lending to partnership, it may be advisab le to requ ire that a ll members of the partnershi p 

sign fo r the loan. If that is not feas ible, the lending officer should determine whether the 

signing partners have authority to borrow for the partner ships (L. S. Dyer 1999). 

In lending to a corporation, it is adv isable to examine the character and bylaws to ascertai n 

who has authority to bo rrow in behalf. In many cases, banks al so fo llow the practice of 

req ui ring a corpo rate reso lution signed by the members of the board of d irectors sell ing for 

the borrowing authority and des ignating the person or persons who ha ve the a uthori ty to 

negoti ate for loans and to execute borrowing instruments (National Institute o f Bank 

Management. 1986) . 
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.I .H. Clemen 's (1989) suggests that in lending, the ability to repay the credi t pcr the terms 

of the contract is more important than having leverage to co llect the credit through disposal 

of co llateral. Accord ing to him there are two ways to judge repayment ability of business. 

These are 

• Studying records of the business past performance through income 

statements 

• Stud ying projections of future performance in the form of cash now 

proj ections. 

2.3.2. Character (Human IManagement Factor) 

The concept of character under K. Gill and W. Reed (1985) definition relates to credit 

transaction means not only the willingness to repay debt but also a strong desire to settle all 

obligations wi thin the terms of the contract. A person of character usually possesses 

attributes such as honesty, integrity industry and morality, but character is a difficu lt thing 

to evaluate. It is entire ly possible for a person not to have all these Qualities but to stil l 

wish to repay financial obligations. Character worthy of cred it is largely function of a 

person's honesty and integrity . 

.1.1-1 C lemens ( 1989) addressed character as "the banker should have complete confidence in 

the integrity and abilit y of the customer to use the money to advantage and to repay it 

within a reasonable period. In the absence of such confidence it is preferable to decline to 

lend , no matter how much securi ty may be available." 

Every banker needs to fix in hi s mind a clear picture of the ideal customer. This is true 

when the manager has known the customer we ll. by personal dealing with him and by 

repute over many years Sinkey, .loscph F.JR. (1996). Ibid ( 1996) also noted out that factor 

such as management goals, objectives and moti vations need to be add ressed. In a business 

loan assessment, adequate financial , technical and business management ability needs to be 

ana lyzed cri ticall y before making decision. 
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2.3.3. Capita l (Financial Position) 

Capital is the amount of funds invested by the borrower in a business to support both fixed 

asset and current assets in other wo rds it described as "net worth support" , E. Orgler (1995. 

Ibid (1995) suggests that banks should make sure that every borrower has sufficient equity 

to enable the creditors to recover their funds through the sales of assets other than the 

collateral pl edged for the loan. If all el se fails credi t will not be supplied to business 

concerns unl ess capital has been supp li ed to the owners to support the debt. 

The net worth of a firm is one measure of its financ ial strength . It is often one of the 

principal determinants of the amount or credit a bank is willing to make ava il able to a 

business borrower (W.Reed and K. Gi ll ). 

2.3.4. Condition (Economy) 

Economic conditions affect the ability of the borrowers to repay financia l obligations but 

are beyond the control of the borrower and the lender, according to K.C. Shekhar (1982). [n 

addition , Ibid (1982) stresses that economic condi ti ons make up the environment within 

which business units and indi viduals operate, therefore, he noted out that the loan officer 

must become an economic forecaster. 

According to Ibid (1982), the longer maturity of the loans, the more important economic 

rorecasting becomes si nce there is a grater poss ibility of an economic downturn bcfore the 

loan has been full y repaid. Many borrowers fare we ll in pcriods o r prosperity but in periods 

or reccssion capita l lIlay be diss ipated. income may decline and every characte r may 

dimini sh. Thesc factors give rise to the nonpaymcnt of debts. A bank lending officer must 

therefore, keep informed as to the economic pulse of the nation, the community and the 

industry in which he or she makes loans (Brick, J.R. 1984) 

Tn ex tending cred it to business borrowers, a bank is interested in the economic function 

performed by the business and its importance in the industry. Knowledge of what is 

happening in the industry is very important changes in competiti ve conditions. technology. 

the demand for products and distribution methods (W. Reed and K.Gi li 1985). 
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2.3.5. Collateral (Security) 

Collatera l refers to the particular asset of the firm that the bondholders (in our case the 

bank) receive if the firm defaults on the bond/loan (Barrow and et ai , 198 1). Loans are 

frequcntl y secured by assets of the borrowers. most cars, for example are pu rc hased on 

cred it and the automobile serves as collateral fo r the loan. The same is true fo r house and to 

lesser ex tent fo r house hold furn ishings and appl iances if the value of the pledged assets 

has not depreciated below the unpaid ba lance of the loan, the borrower has a strong 

incenti ve to cont inue the payments. 

In relation to co llatera ls, Pronchnew, Hcrbcrt V (1989) suggests that banks can extend 

unsecured loans based on the borro lVer's integrity and financia l condition, expccted I'uture 

income and past rccord of payment. Somc com panics are considered by banks to be prime 

borrowers and they receive the most favorab lc interest rate . Some companics ha ve 

competent management, products and services that are well accepted in the market place , 

relati ve stable profits and a strong financial cond ition. 

Security is taken in most instances to strcngthen a weakness found in one or more of the 

credit fac tors such as the abil ity to create incomc (.J .H.Clcmens, J 989). 

2.4. Relative Importance of the C"edit Factor 

Although all the fac tors maintained ea rli cr are important in credit analys is, most bankcrs 

agree that thc co llateral available for a loan is generall y the least im portant. As per K.C. 

Shekhar (1982), credit is grated with the ex pectation that the funds will be repaid as agreed, 

not tha t the pledged asset will have to be solei to provide the fund s needed for repayment. 

As per Muller, P. Henry (1997), every loan application is unique. He also marked out that 

one credi t facto r may be most important in one situation while another one is in second 

situations over the entire spectrum of cred it analys is. However, character emerges as the 

most important facto r if a borrower is of poor character. 
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2.5. Scope of Credit Investigation 

The Scope of a cred it investigation will vary depend ing on such determinates as the size 

and maturit y of the loan, the operating reco rd o f the business, the security offered and the 

pervious relations with the borrower CW. Reed and K. Gi ll , 1985). No definite routine is 

fo ll owed since each applicant fo r credit may have some peculiar features that should be 

investi gated more the rough ly than others. The obj ec ti ve is to accumulate information that 

can be used to eva luate the app licant 's character, asset, ab ility to create income and the 

probab le economic environment. In the investi gation of a business loan application banks 

li ke to know something about the hi story o f the business, the firm's operating reco rd , labo r 

relations, experience in the deve lopment marketing of new product s and sources of growth 

in sale and earnings (Ib id , 1985) . 

Yair E. orgle r ( 1995) suggests that Banks should know about the nature and operation of 

the business, what typcs of products are hand led or produccd, what types of serv ices are 

rendered, whether the goods are staple or styled , consumer or capital, luxury or necessity 

wo uld be wort hwhil e information. The source and stability of raw materi als and labors as 

well as the prox imi ty to market are important. Buying and selling terms, di st ribution 

methods, extent of fab rication hazards in business and the importance of the business in the 

economy are important fac ts that will place the business in proper perspective. 

The bank wo uld ccrtainly want information on the concern's financial condi tion. 

Accordi ng to Grill , E. K (1983), thi s necess itates rev iewing financ ial statements. 

investigating the possibility of contingent liabiliti es, and examining the \I1 surances 

coverage . It may a lso be helpful to contact other banks with wh ich the firm has donc 

bus iness, as we ll as su ppliers and customers of the I·irm . 

2.6. Sources of Credit Information 

The many sources of credit informati on acco rding to K.C. Shekhar (1982) include­

interviews with loan appli cants, the banks own reco rds, a variety of externa l sources. 

inspection of appl icants' places of business and appli cants' financial statements. 
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2.6.1. Interview of Loan Applicants 

In the interview wit h the applicants, Ibid ( 1982) emphasizes that lending ortlcer must 

learns the reason for the loan and whether the loan request meets various requirements 

establ ished in the loan polices of the bank. Even if the loan req uest is not in harmony with 

bank pol icy or violates some regu lation estab li shed by law or a bank regulatory agency, the 

lending officer may offer the applicant advice regarding other possible sources of funds. 

The lending officer can a lso get some idea as to an appl icant's honesty and ab ility and may 

form an opinion as to whethe r security wi ll be necessary. Information abo ut the hi story and 

growth of the business, the background of key personnel, the nature of the produc ts and 

serv ices , sources o f raw material s, competitive position and plans for the future can be 

obtained through the interview, Ibid ( 1982) . 

2.6.2. Bank's Own Records 

A bank may maintain a central file of al l its depos itors and borrower from wh ich credit 

information can be obta ined. For example it wi ll show the payment record on previous 

loans, the balance carri ed in checking and savi ngs accounts, and whether the applicant has 

a habit of overdrawing his or her account even if the appl icant has never been a customer of 

the bank , Ibid (1982). 

2.6.3. External Sources of Credit Information 

National Institute of bank management, Bombay ( 1986) on its book "Bank lending" 

suggests that bank's should have co ll ects information about the applicants from credit 

rating agencies, the finn's suppliers as to how promptly it has been paying its bi ll s and the 

highes t cred it granted duri ng the year, a recent Balance sheet and information as to the 

firm's sales and profit s ( if avail able), information from the usual size of the tlrm ' s deposit 

balances and in paymen t record und er loan agreements and biographi cal informati on about 

the principal s or owners of the business includ ing their previous experience. outside 

bus iness afilliat ions and past tlnancial d i fficulties. 

2.6.4. Inspection of A pplicants ' Places of Business 

Business applying for loan shou ld be w illing to allow a loan officer to vis it and tour their 

places o f business. As pe r W. Read and K. G ill (J 985) statement, an experienced loan 
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onicer wil l learn a significant amount about how prod ucti ve and we ll managed a business 

is from a tour of the facilities. The loan officer should note how well the bus iness is 

organized and whether or not employees seem to be performing effecti ve ly. 

I f a firm is re tai ler, a visit during a no rmall y busy period may indicate the strengt h of the 

finn' s business as we ll as the profi ciency o f" the sa le stafr. In the ease of visiting 

manufacturi ng lirms. parti cular note shoul d be made of the equipment and the production 

layout. Equipment should be we ll maintained and if" not modern , at least of sufficient 

erfi ciency to avo id creation of production bottlenecks, K.C. Shekhar (1982). 

2.7. Analysis of Financial Statements 

Financial statements arc required of most borrowers especially if the amount invo lved is 

relati ve ly large even in consumer credit, where loans are usually quite small , an app licant 

may be asked to li st what he/she owns and owes. income and expenses. cu rrent bill s 

out standing. dependents . and other inf"ormat ion that wil l re fl ect his/ her financial cond ition 

(.1. 11 Clemens. 1989).The proper evaluation of informat ion contained in fi nancial r' . 
statements is o f" great imparlance in the credit ana lys is process. Financial sta tements of" 

borrowers and prospecti ve borrowers are among the most important sources of cred it 

informat ion ava ilab le to bank lend ing officers (Ibi d, 1989). 

In deal ing with business borrowers in part icular, banks find that hi storical linancial 

statements. Pro forma statements and cash budgets provide not only a good basis for 

eva luating a loan applicant's financi al conciition an ci profitability but al so the appli cant's 

ab il ity to generate cash flow, lo r operating purposes and making loan payments. ( Ibid 

1989). 

According to W. Reed and K. Gill (1985). the usefulness of hi storical financial statements 

in mak ing credit decisions depe nds. of course. on the time li ness and Quali ty of thc 

statements. They also marked that the ex tcnt to which lending o f"fiee rs use linancial reports 

and projections in eva luating loan proposals depends on sLi ch factors as the size. purpose. 

and matu ri ty of the loan, and the amount of sec urit ), be i ng furni shed. 
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Lenders use financial statements and budgets to estimate the ex tent of the borrower's need 

for funds, evaluate the probabi lity of loan repayment, and estimate the potential loss if the 

borrower does not pay, and decide on the terms of the financing if a loan is to be made. 

Loan officers must avo id placing too much reliance on hi storical balance sheet information, 

since a firm's finan cia l condition can dete riorate rapidl y if it begins to incur operating 

losses. Information provided by prior income statements must also be used with discreti on 

in view of the fact that past pro fits are olien a poor indicator of future earnings. Yair E. 

Orgler (1995). 

Aga in, Ibid (1995) suggests that lending officers should also examine pro forma financial 

statements and cash budgets that show what the borrower's financial condi tion, 

profitabi lity, and cash requirements are expected to be in the future . A major value of 

histo ri cal fina ncial statcments is the help they prov ide in app rai sing the soundness of the 

borrower's cash and profit projections . 

The va lidity of any conclusions drawn from financial statements can be no bener than the 

informat ion contained in the statements the financial statemcnts of many smal l companies 

are not audited and thus must be cval uated with great care and a degree of skeptici sm. 

Many judgments are required in determining the book value of a firm's assets and the 

amount of earnings. Lenders are interested in the degree of conservati sm with whieh these 

judgments ha ve been made, K.C . Shek har (1982). 

It is not enough that the firm has been following Generally Accepted Accounting 

Princ iples, since thi s principle often permit a great deal of latitude in the recognition of 

income and expenses. I f reliance is to be placed on a borrower's cash forecasts and pro 

forma finan cial statements, the loan officer must examine critica ll y the under lying 

assumption that have been made with respect to important profit determinants such as sa les 

vo lumes, selling prices , wage rates, and se ll ing and administrative expenses, Ibid( 1982). 

2.7.1. Eva lua tion of Itcms on thc Financia l Statements 

One Method of analyzing finical statemcnts is to eva luate each significant item to 

determ ine its accuracy and reasonableness. Kishan. Ruby P. (2000). Thi s method often 
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involves trimming down various items to more reasonable and conservative figures. A 

thorough ana lys is is made of' each item that appears in the financial statement in an effort to 

appreciate fai r va lue . But no reference is made to proportions, relationships rat ios. 

Obviously, a bank credit analyst must have some knowledge of the business and statement 

items in order to appraise them properly. 

2.7.2. Evalulllion of Asset Items 

L.S . Dyer (1999) stated that Account receivable should be analyzed carefull y because they 

re present the nearest th ing to cash and may be the principal source of repayment of' short 

te rm loans. Information about the size, age and source of the accounts is important. The 

bank credit ana lyst should require on aging schedu le of' accounts receivable to allow 

identificati ons of receivables that many be of doubtful value. If many acco unts are post 

due, they must be establi shed. The possibility exists ofa contingent liability if the accounts 

were assigned with recourses that is, the assignee promises to pay in the event the accounts 

receivable are not paid. 

In many instances notes receivable arises because customers of the business are not paying 

their accounts accord ing to the credit term, and notes are obtained in an effect to strength 

the firm 's position. If notes recei vable appear large in relat ion to accounts receivable 

(S inkey, Joseph F. JR. 1996) a thorough investigat ion should be made to determine the 

soundness and liq uidity of the notes. When notes receivable ha ve been di scounted wi th 

recourse, they should remain on the balance sheet as an assets itcm, and the amount or the 

loan should ap pear as a liability. 

A bank cred it analyst is interested in the age, liquidity, and price stabi lity of the 

inventori es, the degree to which they are free of ri sks of obsolescence and deterioration , the 

adequacy of insurance coverage, and the firm's method of inventory accounting. One must 

also know whether the inventories are based on physical counts, whether the finn uses the 

FIFO or LIFO Method of valuation. If one is thinking in terms of the probable liqu idat ion 

va lue of the firms, then goods in process and supply inventories should be large ly 

discounted because of their limited marketability (W. Reed and K. Gi ll 1985). 
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Normally, banks do not look to the sal e of fixed assets as a source of funds for repayment 

of loa n. However the debit is intermediate o r long terms, fi xed assets are likely to take on 

more signifi cance . Thi s is especia ll y true when fi xed assets taken as security fo r the loan. 

Usuall y, howeve r, the pri ncipa l importance of fi xed assets in cred it anal ysis is their ro le in 

generating income. The cred it anal yst should be certain that the firm is tak ing adequate 

deprec iation , is mai ntaining the properti es in good condition, and has adequate insurance 

converge, Ibid ( 1985). 

Intangib le assets sueh as goodwil l, trademarks, copyri ghts, patents. leaseho lds and 

I'ranehises are usuall y acco rded littl e va lue by bankers. As general rul e. bank cred it anal ysts 

are intcrested principally in ta ngib le assets and tangib le net wo rth, Ibid ( 1985). 

2.7.3. Evaluation of Liabilities and Net worth 

Commercial banks are quite interested in the amounts and maturiti es of all li ab ilities for 

which loan app li cant is responsible (Yair E. orgler 1995). According to him, if a firm' s 

accounts payab le arc la rge relat ive to it s seale of operations, it may need add itiona l eq ui ty 

capital or borrowed fund s. 

Carefu l investi gation is usuall y made if there are notes payable to suppliers, since th is may 

ind icate that the firm has been slow in paying its trade obligation and has been as ked or 

compell ed to give notes to evidences the indebtedness, Ibid (1995). If the firm has 

obligations under conditional sa les contracts. an investigat ion may be made to dete rmine if 

any payments are past due, and if so. the penal ti es that arc like ly to be invo lved. 

Yair E. orgler ( 1995) suggests that if the firm owes a s ign ifi cant amount to it s sha reholder 

or officers on notes payable, the bank may ask that such li abiliti es be subordi nated as a 

condition to granting the firm a loan. In many cases the analyst will want to review the 

amounts accrued for taxes and other ex penses to eva luate their adequacy 

I ilsen,leffrey (2002) stresses that the credi t analyst is concerncd with the nature and 

maturi ty of long term liabilities and the pro visions that have been made for meeting the 

required payments. T he default provisions o j' the vari ous ag reements and whether the loan 
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applicant is in full compliance are of interest also. For example, fa ilure to pay interest on 

bonds or term loans can cause the entire unpaid balance to become due and payable 

i mmed i ate l y. 

The owners' equity, or net worth, is an item on which bankers place great value in 

extend ing cred it. In the case of proprietorsh ips and partnersh ips , where the owners are 

indi vidually responsible for the debts of the fi rm as well as for any debts they have 

contracted outside the business, it is important to consider not only the income and worth 

of the finn itself but also the owners' earnings assets, liabilities and net worth outside of the 

business (Ibid, 2002) 

2.7.4. Eva luation of the Income Stlltcmcnt 

A lirm's earnings te ll us someth ing about the quali ty of the assets reported on the balance 

sheet as wel l as the effecti veness of the management. According to Cottarelli , Car lo (1995), 

the importance of income statement analysis increases with the maturity of the loan. 

Bankers may place more emphasis on balance sheet items in negotiation of short term 

loans, but with longer maturities the income statements takes on a greater signi ficance. The 

firm's account ing practi ce shou ld be exam ined carefu ll y to see that no changes have been 

made that wou ld cause the fi gures to be non comparable from year to year. 

Income statement analysis is faci litated by deve loping a common size statement in which 

all items are expressed as a percentage of sales . The percentage fi gures are easily compared 

then wi th similar figures for previous periods and with the percentages of other firm s in the 

same type of business. Fo r example, if an ana lyst we re to lind that the se lling ex penses of 

years and that the percentage figure for the last year was considerabl y above that of other 

linns. reasons far this apparentl y unfa vorab le si tuation must be determined (Pehli van, 

I-lati cc 1996). 

W. Reed & K. Gi ll (1985) suggests that ex traordinary income and expenses are given 

parti cular attention if they are substantial items. Extraordinary ex penses might include 

losses on the sa le of fixed assets, uninsured losses from natura l causes, inventory shortages, 

and abandonment losses . 

20 



2.7.5. Evaluation of the Statement of Changes in Financia l Position 

Along with the balance sheet and income stat ement , lirms should prepare a statcment of 

changes in linancia l position covering the reporting period. Thi s statement oft en is referred 

to as the sources and uses statement. Its purpose is to refl ect changes in the lirm 's liqu id it y 

usua ll y in terms of working capital duri ng the year or other reporting peri od, Ki shan Ruby 

(2000). 

The statement shows additions or reducti on of working capital from operat ions, li'om 

changes in asset accounts, and /i'om changes in liab ility and net worth accounts. The 

statement is important to the credit analyst in assessing the im pact of operat ions and ce rtain 

management decisions on the lirm's liquidit y. For example, a lirm 's sales may ha ve 

expanded significantl y during the last year, and net income may be sharply higher. 

However. the increased level of operat ions was possible onl y because assets were 

expa nded. No t on ly did the hi gher sales leve ls requi re more in vento ri es. but acco unts 

receivable grew and certa in lixed asset investments were made, Ibid (2000). 

2.8. Ratio Analysis 

Figures on lirm 's balance sheet and income statement are often much more informative 

when related to othe r lig ures on those statements or to averages for comparabl e li rms in the 

same industry. L.S. Dyer ( 1999) addresses that lending ofli eers are interested in 

re lationships that shed light on the d irecti on in wh ich a lirm appears to be mo ving as wel l 

as on its current financia l condition and recent pro litabilit y. In analyzing trends, the lending 

oflicer is concerned not' only with the year to year and poss ibl y month to month changes in 

aggregate quantiti es such as sa les and pro lits, but also with the trends o f such important 

ratios as net income to sa les, current asset s to current liabilities, and tota l debt to tota l 

assets. 

Accord ing to Ni lsen, Jeffery (2002) . it is necessary to estimate the probability that the 

borrowe r's profits wi ll decline to levels to that would make it imposs ible to compl y wit h 

the repayment schedule of the proposed loan. T his kind of forecasting usually requi res a 

study of the compet itive cond itions, demand and supply cond itions, and future prospects of 
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the borrower's industries. It also req uires a careful ana lysis of the strengths ancl weakness 

of the borrowing firm itse lf: the qual ity of its management, the efficiency of it s producti on 

organ ization. the e ffect iveness of it s marketing. the health of its empl oyee relations. the 

cond iti on o f its phys ica l facil iti es, thc avai labi lit y and cost of labo r and raw materials , the 

va lue of any intangibles such as patent ri ght and licensing agreements, and the possibi lity 

of contingent li abilities. 

Generally, it is unw ise to consider a single fina ncial ratio by itself without reference to 

other aspects o f the firm' s financial condition and profitability, Ibid (2002). 

Table 2.1 commonly used financial ratios 

Type of Ratio Name Numerator Denominator 

Liq uidity Current ratio Curren t a ssets Current liabilities 

Liquidity Acid test ratio C urrent assets- C urrent liabilities 
Inventories 

Activity Turn over fixed 
assets Net sa les Total assets 

Activity Turn over total assets Net sales Net fixed assets 

Activity Co llection period Accounts receivable Daily Credit sales 

* Activity Turn over of Credit of sa les Inventories 
receivables 

Activity Inventory turnover Cost of sales Inventories 

Financial debt/Asset ratio Total debt Total assets 
leverage 
*Financial Debt/net worth ratio Total debt Net worth 

leverage 

Financial Fixed charges Earnings before fixed Fixed C harges 
leverage coverage charges and Taxes 

Profitability Operation profit rate Earnings before Total tangible assets 
of return interest and Taxes 

Profitability Net profit margin Net profit Net sales 

Profitabili ty Return on assets Nct profit Total assets 

Profitability Return on common Net profit minus Common stock 

equity prefcrred dividends equity 

- . -Note: RatlOs~" and 7" arc alternatIves to ~ and 7. 
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When inventories vary widely from month to month , analysts sometimes relate the ave rage 

month-end inventories fo r the year to cost of sa les fo r the year to get an average turno ver 

figure. However, th is computation obv ious ly does not indicted whether in ventories at year­

end were at a reasonab lc leve l, Ibid (2002). 

Ratio ana lys is is use i'ul principally in locat ing areas o f possible diffi cu lty o r weakness. 

Once such areas have been di scovered, it is necessary to in vesti gate further to de termine 

why the finn's rati os are out of line with those of other fi rms or with its own past norms 

(W. Reed and K. Gi ll ( 1985). 

Accord ing to W. Reed and K. Gill ( 1985) though covera ge of fixed charges is wide ly used 

as a measure of financ ial condition, it is important to recogni ze the limitations of thi s ratio. 

The numerator of the ratio (earnings before taxes and fi xed charges) is a very crude 

measure of a firm' s capac ity to make required payments, and the denominator does not 

include a ll payments that a firm may be requi red to make. 

Nevertheless. the ratio is useful because cash inllows do depend to a considerab lc cxtent on 

earnin gs, and because payments under loan agreemcnts and non-cacheab le leases do in 

many cases represent a firm 's most signifi cant financial obligations. A projection of the 

coverage of fixed charges, however, is not an adequate substitute for detail ed forecasts of 

cash inOows and outOows, Ibid ( 1985). 

The fi xed charges cove rage ratio is not in terms of cash flows and does not take into 

acco unt , for example, the cash required to finan ce an increase in net wo rkin g capita l or an 

increase in net fixed assets, Ibid ( 1985). 

To eva luate properl y a flrm's ability to make future loan payments, cash forecasts should be 

prepared using various plausib le assumptions as to sa les vo lumes, se lling pri ces, and costs. 

In thi s way it is possib le to est imate the probab il ity that the borrower will be ab le to comply 

wit h the repayment prov isions of the proposed loan. Ibid (1985). In addi ti on. they pointed 

ou t that prolitabil ity is o ften more important in judging the des irab ility of marking a long-
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term loan , whereas short-term loan decis ions may rest more on the strength of a lirm's 

liquid ity. 

2.9. Cash Budgets and Pro Forma Fin ancial Statements 

In eva luating a proposcd business loan, it is no t only important to consider how funds will 

be obtained for repayment of the loan but al so to forecas t what the borrower's fi nancia l 

condition will be at vari ous times over the life o f the loan (K.C. Shekhar 1982). 

Information of th is kind is developed in cash budgcts and pro forma financial statements. 

Although suc h statements wi ll often be qu itc wide of the mark, their preparation and use 

are necessary when plann ing fo r the fu ture. 

Sinkey Josef (1996) furt her d iscussed that the accuracy of pro fo rma statements depends 

hea vil y on thc assumptions made about fu ture deve lopments; so bank lending of"ficers are 

interested in the reasonab le of such assumptions . A fo recast of a substantial inc rcase in 

income, for example, based on an unprecedented ri se in sales or a sharp dec linc in unit 

costs, wo ul d certain ly be questioned. 

All borrowcrs do not provide lending o f"fi cers with pro form a financial statements. Many 

arc no t necessary. I f th e maturity is short and the loan well secured , e laborate statements 

arc not required. In contrast, the longer the maturi ty. the greater the need for pro forma 

statements making a proper ana lysis of a loan reques t ( Ibid , 1996). 

w. Reed and K. G ill ( 1985) noted that cash budget fo r larger finns are typica ll y prepared 

for the most pa rt from the information contained in proj ected income statements and 

ba lance sheets. More e laborately, they di scussed that satisfactory analys is of the projected 

sources and uses of cash can usuall y be prepared from the income statement and 

comparati ve balance sheet information. Sources of cash include dec reases in assets and 

increases in assets and net worth of the firm . Uses of cash include inc reases in assets and 

decreases in liab ilities and net wo rth. 

Besides serv ing as a source of information li·om which cash budgets can be prepared. pro 

fo rma financ ia l statements can be used direc tl y in apprai sing the level of risk in a proposcd 
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loan . For thi s purpose they can be subj ected to ratio analysi s in the same way as hi storical 

statements. 

The usefulness of cash budgets and pro forma statements does not end with the appro va l of 

the loan. The borrower's actual performance and linancial conditi on in future peri ods can 

be compared with the earli er proj ections. Such compari sons may give an either better o r 

worse than ex pected, and this may be helpful in deciding whether any action should be 

taken to protect the interest of the bank (W . Reed and K. Gill 1985). 

2.10. Organization Profile of Construction and Business Bank 

Construction and Business Bank (CBB) is the successor of Housing and Saving Bank 

which was establi shed by the merger of two flnancial institutions, the sav ing and Mortgage 

Corporation of Eth iopia S.C (SMC) and the Imperial Savings and Home ownerships Public 

association (I SHOPA) which were nationalized in 1975 at the onset of the soc iali st e ra of 

Ethiopia (http://www.cbb.com.et) . 

The savings and Mortgage Corporat ion of Ethiopia S.C was establi shed in .July 1965 with a 

capital of Birr 3,000,000. Share holders we re the Commercial Bank of Ethiopia, Ethiopia 

Airlines , Cement Corporation, Ethiop ian Electric Light and Power Authority (EELPA) and 

Agricul tural and Industri a l Deve lopment Bank (http://www.cb b.com.et). 

And The Imperia l Savings and Home ownersh ip public association was founded on April 

30, 1962 with a capital of Birr 1,000.000 out of the total 50% of the capital was emanated 

by the Ethiopian Gove rnment in the fo rm of capital donation and remaining 50% by the US 

government in cash. The main reason lor the establ ishment of Housing and Saving bank 

(HSB) was to encourage and further accelerate the rate of hous ing development for the 

improvement of the li v ing standard of urban dwellers (http://w\ovw.cbb.com.et). 

In 1992, an economic reform program was imitated by the government in order to stabili ze 

the economy and deregulate economic activit y characterized by central plarllling. As a 

result, in the flnanci al sector, new laws providing the autonomy of the National Bank, 
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which is the central bank of the country and the estab li shmen t of private banks and 

insurance companies by domestic private investors, were promulgated. In connection to 

thi s, Housing and Saving Bank become Construction and Business Bank in September 

1994. Consequently, Construction and Business Bank prepared a series of internal 

restructuring plans covering all aspects of its operations (http://www.c bb.com.et) . 

Acco rdingl y, CBB has vent ured into commercial banking operations. In the effort to 

develop itse lf into a fu ll -fl edge universal bank. the bank introduced new products/services 

such as short and medium term credit facilities , foreign banking and lorex bureau services 

and western union money transfer services to the ex isting lines of business, commercial 

and residential construction financing. The bank was converted to Share Company as 

September 200 I (http://www.cbb.com.et). 

eBB's Vission 

CBB's vision is to become customers' first cho ice bank in the country 

CBB's Mission 

CBB's mi ssion is to render Constructi on and commerc ial loans and other banking products 

and services by employing modern technologies, deploying honest and moti vated staff and 

thereby creating val ue to stockholders. 

CBB's Values 

• Treating customers with utmost respect, dignity and impartiality. 

• In CBB customcrs come first. 

• Delivering quality serv ices with sk ill ed motivated insp ired. ethical and presentable 

staff supported by modern ITC. 

• Transparent working procedure is a norm. 

• Equal employment opportunity. 

• Fair treatment of staff. 

• Comm itted to the welfare of the community 

• Committed to tcam spirit and teamwork. 
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Financial Highlight and manpower 

o The balance sheet of the bank as at .I une 2007 revealed : 

• 
• 

• 

• 

Total assets: Birr 1.889.8 mil lion. 

Loans and advance: Birr 1.1 38.3 mi lli on and 

Total deposits: Birr 1,136.3 million. 

The capita l of Construction and Business Bank S.c. reached Birr 

2 12.2 million 

o The total staff strength of the Bank at the end of June 2007 stood at 893 of 

which 607 are clericals and the remaining are non-c lericals. 

Branches: As of Jan 2008 CBB branch network reached 30 in numbers of whi ch 15 are in 

Addi s Ababa (city branches) and the remaining are outlying branches. Most of the branches 

of the bank arc located in business-deve loped centers. The bank made unreserved e ffort to 

enhance its se rvice through equipping branches with the state o f the art o f technology such 

as SWIFT (hll p://www.cbb.com.et). 

Construction and Business Bank S. c. commenced offering Western Union Mo ney transfer 

services in the year 2000. It has now twenty two locations (Branches) and its transaction 

volume is sho wing a steady growth over the years and particularl y one of its location i. e. 

piazza branch has sho wn an amazing achievement and earned recognition which has 

enabled it to be selected as a member of Western Union TOP TEAMES-C LUB 500 for two 

consecuti ve years, in 2003 and 2004. CBB has 25 correspondent banks throughout the 

world as at October 2002 (hllp ://www.cbb.com.et). 
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CHAPTER THREE 

DATA AND METHODOLOGY 

This chapter deals with the research design and methodology of the study. It consists of 

methodology, sources of data, sample size and sampling techniques, data col lection 

instruments and data analysis tools. 

3.1. Research Dcsign and Approach 

After the research problem and both the general and specific objecti ves are stated. related 

literatures were reviewed to gather empirica l and theoret ical facts which are related with 

the problem in focus. Before the data co llection stage began, questionnaires were 

constructed. By bearing in mind the research obj ect ives, a survey method was foll owed. To 

meet the objecti ves and obtain reli able data, scm i-structured and structured intcrview 

questions for CBI3 's loan officcrs were prepared . Expert s' op ini ons werc al so gathered 

through dept h intervicw. The obtai ned data werc qualitati vc and quantitati ve in naturc. 

3.2. Sources of Data 

Both primary and secondary data were used in th is stud y. The primary data was co ll ected 

from two sources. Questionnaires for both CBB 's city branch managers and loan offi cers 

were the fir st source. The other source was intcrview whi ch was prepared for Clm 's cit y 

branch and head office credit department loan officers. Secondary data was co ll ec tcd li'om 

CBI3 's yearl y annual reports, publications, lending strategy and procedural manual. 

3.3 . Sample Size and Sampling Techniqucs 

To undcrtak c this study. gatheri ng accurate data was of a paramoun t importance. To do so. 

appropri ate samp ling teehniqucs wcre needcd to be used , which according to Robson 

(1993) depends on three situations: nature of the populat ion, the type of investigation. and 

the degrce of precision at a minimum cost. In light of thi s consideration and taking the 
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sign ificance of this study into account, purposive sampling technique was employed 

appropriately. The population of this stud y was divided into two groups based on the role 

played: CBB 's city branch managers and loan officers. Current ly CBB has 30 branches o f 

which IS branches arc located in Addis Ababa (C ity branches) . Within the city branches , 

there are IS branch managers and 33 loan o nicers (i ncluded head office credit departmcnt 

loan officers). T herefo re, all of them (a total of 48 in number) are the sample population of 

thi s study. 

The basic criteria adapted to select the sample were two. The informants should be an 

employee of CBB and they should also have an experi ence on cred it assessment activities. 

3.4. Data Collection Instruments 

Employing multiple data collection instruments favor the resea rcher in improving the 

quality of data (Robson 1993). As a result, three methods namely: questionnaire , interviews 

and reviews of secondary data were used to co llect the rele vant data. 

Questionnaire: A questionnai re consisting of closed and open-ended questions for the 

survey was prepared . T he questi onnaires were dist ri buted lor all the sample population . It 

was fill ed by the researcher during the interview. In general. the questions revo lved arou nd 

the credibility of loan assessment practice and its impact on non-performing loans in CBB. 

Further, the questions stress about CBB's lending strategy and procedural manual. 

Interview: un-structured and semi-structured questions were prepared for the in-depth 

interview. ·fhe questions highli ght on various areas such as the capacity of the loan 

officers, their satisfaction on the job, way of credit assessment, CB B's general loan 

procedure and problems of CBB' s cred it procedure manual. The interv iew was made for al l 

of the loan officers . 

3.4.1. Procedures in Developing the Instruments 

Research papers wit h simi lar areas of thi s stud y we re reviewed. With the help of hints from 

the studies and other related literatures, both the questionnai res and interview questi ons 

were developed in Eng lish language. The questionnaires and intervie w questi ons were 
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give n to the advisor of this study to take constructive correct ions. Modifications were made 

according to the corrections given. 

3.5. Method of Data Collection 

The quest ionnaires of the survey were filled-out through interviews by the researcher. The 

researcher has also conducted the in-depth interviews by himse l f. 

3.6. Data Ana lysis Tools 

An attem pt was made to employ the relevant data analysis too ls which are in compl iance 

with the very nature of the data at hand. The qualitative responses of both the interviews 

and the questionnaires were analyzed through descriptive statistics. T ime series ana lys is, 

charts and tables were also employed to anal yze the gathered data. 

In addition, the notes were taken during the interview and the information obtained from 

secondary data was used to carry-out triangu lation analysis between the findings of the 

informants and the written materials. Furthermore, the data analys is is presented by 

compiling the informat ion gathered from both the interviews and questionnaires. 
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CHAPTER FOUR 

DATA ANALYSIS AND INTERPRETATIONS 

Thi s chapter dea ls with the analysis and interpretation of data gathered through 

questi onnaire and interview. It also contains discussions on the secondary data. 

For the sake of convenience, the analys is is divided into seven parts. In al l the seven 

sections, responses from the respondents and reference materials are treated together to 

make triangular ana lys is whenever necessary. 

4.1. CBB's Lending Strategy and Procedural Manual 

As per the lending strategy of CBB/EFYI1999. the bank is providing different types of 

credit to a large number of economic sectors which various based on maturity and purpose 

of the loans. These sectors include: residential construction loans, business loans (inc lude 

long-term business construction and package loans), medium term business loans (for 

furni shings. purchase of truck, purchasc of machinery & equipment and for work ing capital 

loans). short term business loans (incl ude short-term working capital, OD fac ility and LC 

faci lity) and personal (consumer) loans. 

The table which is interpreted and analyzed under this section presents responses of the 

respondents basically incorporated to identify the problems on the bank 's lending strategy 

and procedural manual so as to show the gap between the actual implementation and the 

lendi ng st rategy as well as the procedure manual. Th is tab le is a summary of six questions. 
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Table 4.1 Evaluation of the Bank's Lendin g Strategy and Proced ural Ma nual 

Number of respondents 

Questions Yes 

Freq % f' req 

I. Does CBB provide 

- manufacturing and distribution loan 48 100 

- International trade loan 48 100 

- Domesti c trade loan 48 100 

- Transportation and communicat ion loan 48 100 

- Bui lding and const ruct ion loan 48 100 

- !-Iotel and touri sm loan 48 100 

- Agric ul tura l loan 48 

- Merchandi se loan 48 

- Personal (consumer) loan 48 100 

- Working capital (00 fac ility) loan 48 100 

- Unsecured loan 48 100 

2. Does CBB have a credit Procedural manual? 48 100 

- Is it adequatc to make the credi t assessment? 7 14.6 41 

- Do you use it when you make a credit assessment ') 48 100 

- Is it subjected to annual revision? 48 

3. Does CBB 's lending procedure have problems? 29 60.4 19 

4. Does CBB accept collateral other than bui ldi ng? 48 

5. Do you use the same credit analys is format for different loan types') 

6. Do you make processes to grant loans for a person 48 

-Who had bad credit worthiness with any ot her bank s 48 

-Who has bad credit worthiness with any othcr banks 48 

As can be seen from the table, all of the respondents di sclosed that the bank provides loans 

to its borrowers in accordance to what is stated under its lending strategy except the 

mcrchandise loan. Merchandise loan is not still in effect according to the respondents ' 

expression. It is worth to mention here that banking management must decide what types of 

loans would be best lor the bank by tak ing important considerations (sllch as ri sk of the 
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loans , need for diversification , need for liquidity . capabili ti es of bank personnel. relative 

profitabil ity of the loans and the type of customers the bank wants to serve) in making this 

dec isions, (W. Reed and K. Gill , 1985). 

In relation to CBB's credit procedural manual , the above table indicates that CBB has a 

cred it procedura l manual. However, some 85.4% of the respondents disclosed that CBB's 

credit proced ural manual is not adequate to make the credi t assessment. The respondents 

tlllther argued that CBB's cred it procedure manual have the following major problems- it 

lacks fl ex ibility, it does not show how to tackle problems when they occur in the credit 

assessment process, and it does not also consider the dynamism of environment si nce it is 

not revised annuall y. 

Apal1 from the above desc ription , the respondents noted that personal (consumer) loans are 

ex tending to the clients against their rent income. According to the informants, the rent 

agreement between the lesser (here the borrower) and the lessees (here the client of the 

borrower) is not authenticated by the pertinent bodies (the credit procedure man ual does 

not require authenticated agreements). The borrower brin gs the contract agreement to the 

bank as a source income and the bank extends the loan simply by determining the 

borrower's capacity along with by investigating the sufficiency of hi s or her collateral 

va lue. As per the informants' opinion (85.4%), the rent agreement may be a fake (it may be 

prepared by the borrower himself without incorporating the other party) or may be prepared 

by the col lusion between the bank 's loan officer and the borrower (like bribe). Th is in 

return makes the loan to become default and thereby increases the acc umulation of non­

performing loans in CBB, as per the respondents' conclusion. 

On the other hand , the majority of the respondents (146%) indicated that CBB's credit 

procedural manual is adequate to make the credit assessment. With regard to thi s. all 

respondents use the bank 's credit procedural manual when they make loans to their 

borrowers. The recent CBB 's credit procedural manual was designed in the year 2003 . 

As can be illustrated from the above table, CBB's lend ing procedure has got a problem. 

Sl ightl y l110re than six ty percent (60.4%) of the respondents described that, the leading 
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procedures are too cumbersome and time consuming . Therefore, it makes the loan 

assessment to become too long and as a result most of the loan applicants are dissatisfied 

with the bank' s service del ivery. According to the res pondents, they even shiH their 

attenti on to other banks. This in return affects the pro fit abi li ty of the bank. 

On the other side, some 39.6% of the respondents ex pressed that CBB's lend ing procedure 

manual is prob lem free. They demonstrated that the manual is competent enou gh as 

compared to other banks and as a result CBB has been carrying out its activit ies smoothl y. 

However, the respondents beli eved that because of the lengthy loan process, some of the 

loan ap plicants were d issatisfied. However, according to the 39.6% of the informants their 

dissatisfaction can be so lved since the problem is within the domain of the bank 's reach. 

With rega rd to securiti es (co ll ate ral ), a ll of the respondents di splayed that CBB does not 

accept col latera ls other than building as we ll it does not al so extend loans to the borrowers 

without security (collateral). However. CBB ' s lend ing strategy (CBB/EFYI1999) states that 

loans can be extended l'or va lued customers of CBll by holding a vehicle and/or machinery 

as a co llateral given that the vehicle and the machinery should be in a very good condition 

and with less than five years of service. In relation to this issue, W. Reed and K. Gill 

( 1985) suggests that banks can ex tend unsecured loans by takin g into cons ideration the 

borrower' s integri ty, fi nancial condi ti on, expected future income, past record of repayment, 

the company' s management, the company's product and service, and its re lative stabl e 

income with the most favorab le interest rate. 

Again tabl e 4. I reveal s that different cred it anal ys is format is used by the loan office rs for 

different loan types. Ho wever as can be observed, there is onl y one format far al l types of 

loans as it is shown in the annex part o f thi s stud y. This format includes s ix major 

components- background information , cred it info rmation. market assessment. technical 

assessme nt. organi zation and management and financial analys is. As it is di scussed in the 

second chapter of thi s study. many writcrs suggcsts that the fol lowing points should be 

include in the cred it assessment part:- ca pacit y to borrow, character, abil ity to create 

income, ownership or assets (co ll ateral ), economi c condition , credi t information . financial 

statement analysis, ratio analysis, cash budgets and technical ana lysis. 
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The last item wh ich table 4.1 incorporates is the issue of bad credit worth iness. Al l of the 

respondents exp lained that eBB does not ex tend loans to those who currentl y have or had 

bad cred it worthiness with any other banks. According to Yair E. Ogler ( 1995), loans 

should not be based entirely on the borrower ' s history and reputation, because the 

borrowers may be contracted today but they are paid in the future . Ho weve r, the loan 

officer shou ld give weight heavil y on the past record of a borrower when he or she 

evaluates the el igibility of the borrower for a credit. 

4.2. Non-Performing Loans in eBB 

One of the objecti ves of business enterprises IS survival. The survival of business 

organi zations is assured in so far as profit is generated. No n-performing loans have a direct 

impact on bank's profitability. National Bank of Ethiopia (N8E) has issued a directive 

N umber SB8/32/2002 which requires banks not to book income on NPLs. The directive 

al so forced banks to make provision on such loan to maintain financial stability. 

Although thc acc umulation of non-performin g loans in eBB is declining from time to time, 

il is stil l bcyond the acceptable leve l of the N ilE requirements. With regard to the NBE 

requircments. the acceptabl e Icvel of non-perfo rming loans is 15% of the bank's total 

outstanding loan portfo lios (NBE directive number SB13 /32/2002). 

Table 4,2 Trends of Non-Performing Loans in eBB 

In 000 ' 

2002 2003 2004 2005 2006 

325426.15 332900.12 379837.68 556387.26 853039.96 

'c ialmenlion 60621.00 1723109 275 83.73 14381.5 1 11 212.33 

.standard 56067.24 25244. 16 16698.69 8776. 51 2803.59 

Ibtful 16499.82 10627.00 16401.7 1 13 754.60 66 75.71 

s 25548126 244716.98 227189.82 212724.11 218476. 2 1 

al NPL 328048. 32 280588.14 260290.22 235255.22 22 7955.51 

al portfolio 714095.47 6307 19.35 667711.63 806023.99 1092207.80 

io(Tolal NP L / 0.46 0.44 0.39 0.29 0.21 

11 portfo li o) 

Source: CBB's yearlv annual reports 
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Table 4.3 indicates that the bank ' s non-performing loans have been decreasing for the last 

six consecut ive yea rs. The ratio column of this table shows that CBB does not met the NBE 

requirements within the stated period. The ex isting high proportion ofNPL still poses a red 

light for the bank and desires a lot of effort to bring the NPLs to the minimum acceptable 

leve l. Thi s wou ld in turn enable the bank to retai n a sustainable market share in the 

industry. 

Fig 4.1 Trends of Non-Performing Loans in e BB 

Trends of NPL in CBB 
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As can be easi ly seen from the above fi gure, the number of NPLs in CBB has decreasing 

from time to time. However, it is still above the maximum acceptable level set by NBE. 

Basing the above table 4.2, related questions are fo rwarded to the respondents to find out 

what the causes fo r the accumulation of NPLs in CBB. The summary of the quest ions are 

depicted as follows. 
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Table 4.3 Factors Contributing for the Accumulation of No n-Performing Loans in CBB. 

Nu mber of respondents 

Questions Yes No 

Freq % Freq 

I ) What factors made CBB's non-performing loans 

to increase 

- Inadequate loan assessment 39 81.2 9 

- Manipu lation by the debtors using 

pol itical innuence II 22.9 37 

- Rea l estate specu lators 35 72.9 13 

- Lack of monito ring 48 

- Inadequate regu lation 29 60A 19 

- Lengthy of legal system 48 

- Corruption 22 45 .8 26 

- Lack of fo llow up 3 1 64.6 7 

- Long term maturity of the loan 28 583 10 

- High interest rate 48 

As can be seen li'om the above tabl e 4.3. inadeq uate loan assessment is the major 

contributing factor for N PL to accumulate. The greater majority of the respondents (81.2%) 

declared that the accumulation ofNPL in CBB is caused primaril y as a result of inadequate 

loan assessment. Accord ing to the respondents, loan assessment requires knowledge of 

fo recasting, being aware of the country 's economic condition, knowing the nature of the 

borrowers' bus iness and understanding of g lobali zation trends. As pCI' the informants' 

explanation , the competency of some of CBB ' s loan officers is under questi onab le . A detail 

discussion wi ll be presented about it in secti on 4.7. 

In addition , the respondent s (8 1.2%) disclosed that CBB mostly focuses on the current 

performance of the borrowers in order to extend loans. As per the information gathered 

through interv iew, based on the app li cants actual one year current income statement as a 

principle , all the loan officers make financial projection of the applicants busi ness simpl y 

by increasing 5-10% and 3-5% on the total revenues and the total expenses (except 
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depreciation and some fi xed expenses) respectively in each of projected incomc statements 

for a ll types of business . Therefore, according to the respondents' description , granting 

loans in this way increases the probability of the loans to become default. According to 

them, due to thi s fact the financial projection made by the credit anal ysts does not 

adequately address th e true nat ure of the borrowe rs' business market conditions. Apart 

from this, the respondent s again demonstrated that more than one third of the N PLs in CBB 

are the result of inadequate loan assessment s. As wi th financial projection, K.C. Shekhar 

( 1982) noted that forecast of a substantial increase in income, for example, based on an 

unprecedented ri se in sales or a sharp decline in uni t costs wo uld certain ly be questi oned. 

Thc respondents (8 1. 2%) further ex plained that they do not usuall y have enough 

information about the market condi ti on o f a particular industry to make credible market 

assessment. As they said, the busincss people and the soc iety mostl y do not release reli able 

information abo ut their income and business . The respondents have also ind icated that if 

the loan officcrs take too much time to gather pertinent market information in order to 

make credibl e market assessment , as a resu lt the customers may be di sappointed. This may 

lead CBB to lose it s customers. Aga in in return , CBB ' s prof-it may decline since customers 

ha ve the opportunit y to go to other banks. Moreover, 8 1.2% of informants revea led that due 

to inadequate cred it assessment, CBB loses its profit in each year of the business operation 

since CB B not to book income on NPLs. However, interest income on N PLs records under 

memorand um accounts until the default loans come in to the normal repaymcnt status. 

On the other hand some 18.8% of the respondents indicated that CBB' s NPl. s are not the 

result of' inadeq uate loan assessme nt. Rathcr. they noted that it is the result o f oth er facto rs 

(such as co rrupti on. long-term maturity of the loan and rea l estate spcculators). With regard 

to credit assessment, G. Edward (1983) suggests that banks must adequately assess the 

market condition of the borrowers businesses before the loan is granted. 

As per the information from the abo ve table, majority of the respondents (77. 1 %) denoted 

that CBB ' s N PLs arc not the result of manipulati on by the debtors using politi ca l iniluence. 

Accordi ng to them, no loans are extcnded to borrowers through po litical inllucncc. 

However, slightly morc than twenty percent (22.9%) of the respondent s indicated that loans 
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are granted to applicants due to po liti ca l influence. They ex pressed that out of those loans 

which are granted due to politica l influence by now some of them are defau lt loans. The 

respondents have also attempted to mention the bad loans which are caused as a resu lt of 

po liti cal influence. 

As ta ble 4 .3 depicts, the other factor which contributes to the increase of NPLs in e BB is 

rea l-estate speculators. Rea l estate speculators mostl y req uest massive loans by projecting 

high growth in demand and price for their properties. Based on the speculators project ion 

and their col lateral value, eBB has been extending huge amount of loan to the rea l estate 

specul ators almost for three decades. By now, nearly one fourth of the loans given to the 

real estate deve lopers are categorized under non-performi ng loans, as per the 72.9% of the 

respondents'. On the other hand , some (27. 1 %) of the respondents do not agree thi s. 

Apart from this, according to all the respondents table 4 .3 re vea ls that lack of monito ring is 

not a factor fo r the accumulation of NPLs in e BB . In rel ation to th is, the respondents' 

disclosed that e BB strictly reli es up on the earn ing performance and cash fl ow of the 

borrowers before the loans are extended to the borrowers. 

In re lation to source of repayment L.S Dyer (1997) di ctates that the prImary source of 

repaymcnt for most loans, however, is the revenue generated through the borrowers' 

capac ity. Therefore, banks should give more emphasis on determin ing the borrowers ' 

ability to earn a sufli cient amo unt of money to repay the loans. 

As can be seen from the above tab le, the inadequate regulation by the National Bank of 

Ethiopia (NBE) is also one of the causes for the accumulation o f N PLs in eBB. Sl ightl y 

more than half of the respondents (60.4%) noted that N BE 's regulation in-terms of NPLs 

are not adcquate to reduce the acc umulation o f non-performing loans. They fu rther 

exp lai ned that NBE issued a directi ve SBB/3212 000 about the max imum leve l ofN PL that 

banks can hold. According to the directive, the maximum leve l or NPL is 15% of the total 

outstanding loan portfo lios of each bank. However, forcib le measures have not been 

exercised by N BE for the implementation of the directive accord ingly. 

39 



On the other hand some 39.6% of the responden ts revea led that NBE 's regulation by itself 

does not have an impact for the accumulation of" NPI. in CBB. With regard to regu lations. 

Brick John ( 1984) stresses that bank' s lend ing strategy is hi ghl y regul ated for a number of 

reasons. For one it is done to protect the safety o f the bank. For anot her, it is done to 

encourage or limit particular kinds of lending seeking ce rtain output to the nati onal 

economy. 

In relation to the legal system, table 4.3 indicates that the legal system is not the cause fo r 

the acc umulation of NPLs in CB B. All the respondent s demonstratcd that based on the 

mandate given to the banks by the legal body, all banks can se ll the pledged collatera l o f 

the defaulter borrower within a short period of time through auction of course after giving a 

45 days prior notice . Due to thi s fac t, all the respondents denoted that the lega l system is 

not the facto r for the acc umulation ofN PLs in CBB. 

L.ike tab le 4.3 above thi s, co rruption is onc 01' the factors which contribute fo r the 

accumulations of N PLs in CI3B . /\s per the 45 .8% of" respondents ' explanation, illega l 

loans we re granted to loan seekers by lobbyi ng the loan officers and credit comm ittees in 

different kinds. The respondents further di scussed that out o f the loans granted in thi s way, 

more than 50% of them by now are categorized under N PLs. On the other hand, some 

54 .2% of the respondents do not agree with thi s. They noted that, though there is 

corruption, it is not as such exaggerated which leads to the acc umulati on ofNPLs in CBB . 

Aga in tab le 4.3 indicates that lac k of fol low up docs also have an impact on the 

accumulati on ofNPLs in CBB. Most of the respondents (64.6%) di sc losed that there is no 

as such stri ct fo llow up once the loan has been made. Due to thi s reason, accord ing to them, 

some borrowers even divert the loan they got to other business directions without the 

acknowledgment of the bank of course contrary to the contract agreement. The respondents 

further exp lained that ou t of the total CBB' s NPl. s some of them are the result of lack of 

fo llow up . The other 35.4% of the respondent s revea led that there are other factors which 

are the causes for C1113's NPL, apart II'om lack of fo llow up . With regard to thi s, K.C 

Shekhar ( 1982) states that once the loan has been made, the lending officer should usually 
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supervise the loan. More elaborately, the loan officer has to have close contact with the 

borrower during the Ii fe of the loan. 

With rega rd to interest rate, it can bc clearly secn I'i'om the tabl e in focus that CB I3"s loan 

interest rate does not have much innucncc on the loans to become default. All the 

respondents dictated that CBB's loan interest rates are lower (better for borrowers) when it 

is compared with other banks loan interest rates. However, according to the respondents, 

the percentage of NPL's of CBB is hi gher than the percentage of NPLs of other banks. 

Therefore interest rate is not the factor for the growth of NPLs in CBB as per the 

respondents' notification. It is worth to mention here that, W. Reed and K. Gill (1985) 

suggests that competiti ve rates must be meet ing by the banks when the loans are dcsired. 

As can be observed from the tab le 4.3, one of the factors for the accumulation of NPLs in 

CBB is the long term maturi ty of the loans. The large majority of the respondents (58.3%) 

ag reed that out of the total outstanding CBB 's loan portfoli os, morc than 75 percent arc 

long-term loans. Due to thi s fact , accordi ng to them the probability of the long term loans 

to become default increases since it is difficult to predict the economic conditi on of the 

nations', political condition as wel l the existence of the borrowers business for a long 

period of time. Therefore, accordi ng to the respondents somc ofC BB 's NPLs arc the rcsul t 

of long-term maturity of loans. However, some 41.7% of the respondents di sc losed that 

granting loans on a long-term maturity bases is not the factor for the accumulation ofNPLs 

in CBB. 

The gathered information from CBB 's loan officer 's and branch managers marked that 

there is no coordination between CBB and Federal Inland Revenue Authori ty (FIRi\) 

regarding the income statement submitted by businessmen to the two organi zations. 

According to the respondents, they do not have any mechanism to crosscheck the 

credibi lity of an indiv idual' s income statement he or she submits to the banks and FIRA. 

Slightl y more than onc tenth of the respondents (12%) expressed that they have cven fou nd 

an indiv idua l who declared two differe nt income statements within the same fiscal year to 

the bank and 171 RA. 
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Most ly, based on the respondents ' opinion, individual borrowers declare a higher profit 

when they come to bank to seek loans beyond thei r capacity. Due to their false high profi t 

declarat ion, some times banks un knowingly grant loans to applicants by considering their 

re li able co ll ateral va lue. After some time, the borrower wou ld rea li ze that hi s/her 

investment return may not be beyond the interest of the bank. So, according to the 

respondents· expression the borrowers may not be able to pay their loan repayments 

properly. Then, gradua lly their loan would become bad loan. Therefore, the responden ts 

suggest that it is better if there is cooperation between the bank and FJRA in order to 

ex tend the right amount of loan to the eligi ble person. To reinforce, the cooperation is 

important for all parties- the bank, borrowers and FIRA. More elaborately, the cooperation 

he lps in the one hand to protect the bank not to lose its money and also to protect the 

borrowers' not to lose their investment. In the other hand it helps FIRA to co llect 

appropriate tax revenuc fi·om the business people. 

To sum up, though CBB's non-performing loans are the result of many factors, table 4.3 

reveals that inadequate loan assessment is the maj or contributi ng factor for the 

accum ulation ofN PLs in CBB. 

4.3. Factors Considered in Credit Analysis in CBB 

Many factors are considered by banks ' cred it peoplc in ana lyzing a loan request. They are 

the ingredients which determine the lending officers' faith in the debtor's ability and 

willingness to pay the obligations (W. Reed and K. Gil l, 1985). 

The fo llowing table 4.4 presents the responses of the respondents in relation to the factors 

which are considered by CB B's loan officers when they analyze loan requests. 

42 



Table 4.4 Factors Considerin g in C redit Analysis 

Number of respondents 

Questions Yes No 

" req % " req % 

Do you consider the following factors when you 

analyze a loan request? 

- Co llateral 48 100 

- Condi tion 48 100 

- Capi tal 48 100 

- Characters 48 100 

- Capacity 48 100 

As can be seen from the table above, CBB' s credit analysts consider the S'c (co llateral, 

conditions, capital, characters and capacity) of credit analysis factors except condition 

when they make a cred it asscssment. For the sake of conve nience, the responses of the 

info rmants are summarized as fo llows. 

Collateral 

Based on the in fo rmation obtained fro m the respondents, eBB requires only fixed asset 

co llaterals (i.e. build ing) fo r each type of loans. Accordi ng to the respondents, before a loan 

is processed. the valuc of the pledge collatera l is est imated by the bank's engineers to 

ensure whet her or not it sufficiently covers the princ ipal loan amount, loan interest and any 

costs associated wi th the loan along the li fe oft hc loan. 

Basica ll y, as per the respondents expression, they usually investigates the legal ri ght of the 

borrowers whether he or she pledges the bui lding as a co llateral for the loan, the co llateral 

readiness for sale(in casc of liquidation) and the sufficiency of the co llateral va lue for the 

loan before they hold the building as a co llatera l fo r the loan. Afte r all these things are 

verifi ed the co llateral would get app ropriate insurance coverage. Apart from thi s. the 

respondents noted that the minimum credi t to co llateral ratio in which CBB requires is 

I: 1.2 for indi vidual loan and I: 1.1 fo r package loans. In relat ion to th is, Wilson Jeffrey 

(2002) stated that the va lue of the co llateral shou ld exceed the amoun t of the loan in order 
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to reduce ri sk since the bank may be forced to liqu idate the collatera l in case of defa ult on 

the part of the borrowe rs. 

Conditiol/ (Economy) 

All the respondents di sc losed that they do not review the econom ic condition of the country 

when they make a cred it assessment. As per them, they give more emphas is on the market 

condition o f the borrowers' business rather than the overall economy of the count ry. 

Moreover, according to the respondents' declaration, getti ng updated in for mation on the 

country's economic cond ition is diffi cult. Consequentl y, they di scussed that the bank does 

not prov ide them wit h the necessary refe rence materia ls abo ut country's economy. They 

fu rther noted that the bank does not have an internet acccss for the bank's empl oyees' 

exce pt l'o r I CS department and top managcmen t 0 ni ce. 

With regard to econom ic condition, L.S . Dyer ( 1999) suggests that bank lending officers 

must be inlormed as to the general economic pulse of their nation, community, industry 

and bus iness firm in which they make loans. In relation to thi s, CBB 's credit procedure 

manua l also stresses that loan officers shou ld ana lyze the country's economic conditi on 

both a t macro andlor micro leve l when they make credit assessmcnt. In addition, K. C. 

Shekhar (1982) noted out that the loan officers must become an economic f'orecaster. 

Capital 

As can be seen from the table above, all the respondents critica lly eva luate the borrowers ' 

capital durin g their cred it investi gati on. Bes ides, as per the inl'onnation obtained thro ugh 

intervicw, maj ority of the respondents (81 %) di sc losed that under their credit investi gat ion 

they carefully eva luate the sources of the borrower's capital (debt-cap ital structure) and its 

suffi ciency to determ ine the amount of loan in which the borrowers can get. 

The rest 19% of the in f'ormants di sclosed that they simply review the borrowers' bus iness 

capital when they make credi t assessment. T he informants further stated that they check 

whether ma jorit y of thc borrowcr' s ca pi tal is from its own source or from debt. Thei r 

attitude towards this is that, if the valuc or the col latera l is sufficie nt and thc income 

statement and cash flow of the borrowers business with a positive balance, they consider 
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this as suffi cient criteria to ex tend loans to indicak app licants. In relation to thi s, E. Orgler 

( 1995) stated that banks should make sure that every borrower has sufficient equi ty to 

enab le credito rs to recover their funds through the sa le of assets other than co llateral 

pledged for a loan. 

Character 

As it is stated by K. Gill (198 5) character is a di rn cult thing to eva luate. Like table 4.4 

above, all the respondents expressed that they have been attempting to evaluate the 

character of borrowers during the review of a loan request. Mostl y, according to the 

respondents, they make evaluation of the appl icant 's character through desk interview and 

by gathering information about the applicants' credit worthiness fro m different sources. 

They further noted that they determine the character of borrowers by looki ng into the 

c li ents' business management ability and financi al & technical performance of the 

applicants business . With regard to thi s, W. Reed and K. Gi ll ( 1985) suggest that character 

worthy of cred it is large ly a function ofa person' s honesty and integrity. 

Capacity 

As can be ill ustra ted fro m the above tabl e 4.4, capacity is one of the factors which is 

considered by CBB 's credit analysts when they make cred it assessment. According to the 

informants' descriptions, they make cash projection and re view the income statement o f 

appl icants' business in order to determine their financ ial standing. Apart from thi s, the 

informants di sclosed that loans cannot be extended to minors and insane persons unless 

they have lega l parents or guardians. On thi s issue, .I.J-! Clemens (1989) stresses that in 

lending, the ability to repay the credit per the terms of the contract is more important than 

having leverage to collect the cred it through disposa l o f co ll atera l. 

With regard to capacity, agaIn the respondents indicated that they consider factors like 

hi storical background. type of organ izat ion, natu re of the business, ownership and 

management , bank and trade relation, financi al positi on and operating records. legal 

cons ideration and the business trend. 
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4.4. Scope of Credit Investigation in CBB 

Even though the subject matter of each anal ys is vari es greatl y, the follo wing ia ctors a re 

considered by CBB ' s loan officers in prod ucing of a credit analys is report. These are 

background information (purpose of the loan, location, and nature of the business), credit 

information, market appraisa l, technical apprai sal, organi zation and management, financial 

apprai sa l and conclusion and recommendation. 

Tabl e 4 .5 presents the summary of the responses of the informants regarding the scope of 

credit investi gations. 

Table 4.5 Scope of Credit Investigation 

For short term loans For medium term loans For Long term loan 

Questi ons Yes No Yes No Yes 
~-

Frcq. No Freq. No Freq. No Freq No r: req . No 

HIt are the lac tors you 

Il sider during your credit 

esti gat ion? 

• 
• 
• 
• 
• 
• 

Economic analys is 48 100 48 100 

Industry analys is 48 100 48 100 48 100 

Company analys is 48 100 48 100 48 100 

Technical anal ys is 48 100 48 100 48 100 

Financ ial analys is 48 100 48 100 48 100 

Ratio analysis 48 100 48 100 48 100 

Based on the above tab le, economi c anal ys is in general is not considered by the bank 's 

credit ana lysts when they make loan assessment (see the reasons under secti on 4 .3 of thi s 

study). Further the respondents noticed that the bank ' s structured credit ana lys is fo rmat 

docs a lso neg lect the economic analys is part. However, CBB' s credit procedure manual 

stresses that credit analysts should assess the economi c condition of the country du ring 

their credit in vesti gation. 

In re lation to industry anal ys is, tabl e 4.5 reveal s that all the respondents anal yze the market 

condition of a particular industry during the review of a loan request. According to the 
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informants, they were not and are not able to get tangible informati on about the market 

conditions o r' a part icu lar industry si nce the society and the business com munity delivers 

insurfieient info rmat ion abo ut the market. Given the above raets. they further ex pla ined 

that they arc rorced to give more emphasis to company ana lys is rat her than ind ustry 

analysis. 

As can be observed from the above table, al l the respondents have di scussed that company 

analys is is bel ieved to be one of the most and the basic part of loan assessment. To 

reinforce thi s, the respondents have been analyzing business firm s of borrowers to 

determ inc whether or not the appl icant's busi ncss has fi nanc ial healthy business plan and 

sol id management sett ing. They al so noted that they usuall y do busi ness firms analysis by 

reviewing the firm s' linancial statements. 

Table 4.5 also depicts that technical analys is is one of the pa rts of CBB 's credit analysis 

report. Based on the information obtained through interview, the cred it ana lysts use 

technical analysis so as to spot pricc trcnds in the market to predic t what will happen in the 

rut ure. With rega rd to this. Slater. John ( 1986) stated that lending banks shou ld try to 

analyze the linancia l market prices and vo lume or the ir customer business using tec hnical 

analysis. 

Table 4.5 aga in enterta ins the responses of the respondents to quest ions about linanc ial and 

rat io analys is. As it can be seen from the table, all the respondents dec lared that fi nanc ial 

and ratio analysis is usually done by the loan office rs fo r all loan types. Th is wi ll be 

di scussed in detail under section 4.6 or thi s stud y. 

The above facto rs which are dep icted in table 4. 5 are not used to gran t loans to salaried 

peoplc. CBB calcu lates the salary and age of salaried loan seekers to dete rmine thcir 

repayi ng capacity. To sum up. CBB's loan ofliccrs conduc t credit assessment using the 

'a llowing major factors- industry. techni cal. company. financial and ratio ana lys is. 
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4.5. Soul'ces of Credit Information 

As it is defined in chapter two sections 2.6, most of credit information sources according to 

K.C Shekhar (1982), include interviews with loan applicants, bank 's own records, external 

sources, inspection of applicants' places of business and applicants' financial statements. In 

light with this information, the following sources of credit information were desc ri bed by 

the respondents in making credit assessment. 

Table 4.6 presents the summary of sources of informat ion which CBB app li cs in order to 

make a credit assessment. 

Table 4.6 Sources of Credit Information 

Number of respondents 

Questions Yes No 

Freq % rreq % 

What do you use to get information on the clients 

credit worthiness information? 

- Interview with loan appl icants 48 100 

- The bank ' s own record 48 100 

- External sources 48 100 

- Central bank (N BE) 48 100 

- Inspect ion of applicants' places of busi ness 48 100 

- Applicants ' financial statements 48 100 

- Other individual banks' 48 100 

As per the informati on from the above tabl e, the major sources of credi t information which 

CBB's loan officers use are- the bank 's own record , central bank (NBE), interview with 

loan applicants, app licants' financial statement , and inspection of applicants places of 

business. J.T-! Clemens (1989) in this regard denoted that financial statements of borrowers 

are among the most important sources of credit information avai lable to banks ' lending 

officers. 
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It is not common to CBB's loan officers to be obtained information about the credit 

wort hiness of borrowers through ex ternal sources including other indi vidual banks. 

According to the respondents, they do not get information 11'om the external sourccs due to 

the following reasons: I) most business organi zations are not willing to disc lose reliable 

financial information of thei r business to the public, (2) there are no we ll organized 

agenc ies which provide credible information abo ut the quality , performance and status o f 

business organizations( like credit rat ing agencies) and (3) the underdeve loped culture of 

the society in relation to deli very of peninent information about the panicular business 

organizations and the total market condition of the country. 

Apart from this, the respondents explained that they do not attempt to get borrowers credit 

worth iness information from other individual banks since all banks borrowers credit 

in fo rmation are stored at the NBE cred it information center. Consequently, the in formants 

disclosed that each bank must update its clients ' credit in formation at the end of every 

mon th in NBc cred it info rmation center thro ugh network connecti ons. Despitc the fact that . 

therefore every bank could simply and easi ly get borrowers credit information 11'om thc 

NBE credit information center. 

4.6. Financial Statements Analysis 

Financial analysis is the process of idcntifying the financial strength and weakness of a 

fi rm by properl y establishing relationships between items of the balance shee t and the 

income statemcnts, J. I I Clemens (1989). 

Based on the information obtained li'om the informants, the followin g section presents the 

summary of how financial analysis is done in CBB. 

4.6.1. Evaluation of the Balance Sheet Items 

According to thc respondents' dec laration. the major balance sheet items which arc 

anal yzed by the loan ol'ficers during the ir credit investi gations arc current asset items (cash. 

rece ivables and inventories), fixed assets, liabi lity accounts and owner's equi ty. 

With respect to the in formants' explanation, inventories are carefu ll y and critically 

evaluated by the loan officers when the source of the loan repayment is from the 
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borrower's business. As per the informants ' notification , inventories are val ued at the lower 

cost of market. Moreover, the contacted CB B's loan officers indicated that they look in to 

the in ventory turnover in oreler to determine whether the inventory is slow movi ng or not. 

Thi s will enab le them to see the profitabi li ty of the applicants' investment. 

Most of the respondents (9 1.7%) revealed that they have faced problems in relati on to the 

va luation of the borrowers ' inventories. According to them, most of the businesses peop le 

who come to CBB in relat ion to loan request do not have adequate accounting system. So, 

as per the res ponde nts ' noti fi cation it is di flicul t to the cred it analysts to evaluate the age 

and li quidi ty of the inventories of the borrower' s busincss,. Moreover. CBB loan officers' 

use a mechan ism 01" cross check ing in order to know whether or not the amoun t of ac tual 

in ven tories co incide with the fi gures presented in the balance sheet sta tement through 

sample physical count. With regard to thi s, W. Reed and K. G ill ( 1985) suggest that a 

bank 's cred it ana lyst must be aware of the age, liquidity and price stability of the 

inventories. In addition the ana lyst shou ld also know whether or not the inventories are 

based on the physica l count and method of va luati on (F IFO or LIFO). 

In relation to receivables, the informants ind icated that they make invest igat ions ove r the 

recc ivables acco unt s of applicants in order to determine its soundness and liquidi ty. 

Ho wever, the respondent s refuted that they do not make investigati ons over the receivab les 

if the size of the borrowers business and the amount of the req uested loan is too small (in 

thi s case loans which are less than Birr 100,000 are termed as small loans) . As with the 

rece ivables. L.S . Dyer ( 1999) stated that account receivables should be ana lyzed carefu ll y 

since it represent the nearest thing to cash and may a lso be the principa l source o f 

repayment of short -term loans. 

In addition, fixed asscts are eva luated by CBB loan o ffi cers ir it is part and parcel o f the 

borrowers' business operations. Consequently, The respondents di scussed that when fi xed 

assets (in thi s regard the bu ildi ng) are taken as a security for the loan and if they are not 

part of the app li cants' business, loan offi cers o r thc bank do no t include them as balancc 

sheet item of the business. Deprec iation wou ld not be calcul ated too . In this proccss loan 
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officers take co ll ateral to determi ne credit to co llateral ratio of the loan. Th is is done to 

ensure that security shou ld sufficientl y cover the requested loan. 

According to the informants, eBB uses pooling accounting system so as to determine 

depreciation expenses of electronic equipments and furniture' s. Declining balance method 

of acco unting is also uses by eBB to determine dcpreciation ex pense of other equipments. 

The max imum service year considered by e BB lor elcc tronic cquipments is four years. 

Furniture & other equipments should have onl y li ve years of service. In add ition, 

deprec iation expense of buildings are determined based on the straight line method of 

accounting for a maximum of 20 years and dec lining balance method of accounting is 

app li ed for machinerics which serve for a maximum of fi ve years. 

The liability and owner's equity accounts are the majo r concerns o f the loan offIcers when 

they make linancial anal ys is. Thus, the re spondents marked that they criticall y review the 

nature and maturity of the liability accounts in order to determine whether the app li can t's 

need a working capital loan , the appl icant' s meets the ob ligations o r the bank appropriately 

and timely or to know the applicant's creditors and/or suppliers. In this regard, Yair E. 

Orgler (1995) stresses that commercial banks are quite interested in the amounts and 

maturity of al l li ab ili ties fo r wh ich loan applicants are responsible. Aga in, Nilsen Jeffery 

(2002) stated that credit analyst shou ld be concerned wi th the nature and maturity of long 

term li abil it ies . 

4.6.2. Evaluation of Income Statements 

e BB gives a greater cmphasis to income statements to determine the capacity or the 

borrowers in which how much he/she has to deserve the loan. The respondents indicated 

that unless otherwi se the borrowers' linancia l statcmcnts are audited by an independent 

audit linn , the bank wi ll be forced to prepare it s own linancial statements on behalf of the 

borrowers through a dctail investigation. According to them , the degree or investi gati on is 

based on the strength and weakness of the applican ts' accou nting system. More elaborately, 

if the borrowers accounting system is strong and organized detailed investi gation would not 

bc conducted rather they onl y focus on the maj or parts of the financial statement items and 

vis-a-v is. 
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Based on the actua l income stat ement of bo rrower business, the loan o ffi cers make a 

projected inco me sta tement fo r the entire loan life. As per the respondents' exp ress ion. the 

proj ected income sta tement is mostl y done by increasing 5-1 0% and 3-5% in each of the 

proj ected income statement tota l revenues and ex penses( except fi xed expenses like 

deprec iation) respecti ve ly. 

Aga in based on the actual and proj ected income statements, the loan offi cers make the 

actua l and pro jected cash fl ows. Furthermore, the respondents mentioned that loans can be 

extended to borrowers onl y if the proj ected income and cas h fl ow statements arc subjected 

to a positi ve ba lance. 

It was found that, a ller the preparati on o f the actual and projected income statement and 

cash fl ow stat ement , the actual and projected bal ance sheet of th e horrower business will be 

fi nali zed. Moreo ver. accordi ng to the respondent s. CB I3 requires a one year actual income 

and ba lance shee t state ments o f borrowers whe n they request for a loan . With rega rd to 

financial statements, Coltarelli Carlo (J 995) suggests that banks should req ui re a two or 

more years o f the borrowers finan cial statements to make the trend ana lysis and thereby 

compare the perfo rmance o f the applican ts' business easil y by developing a common size 

statement in which all items are ex pressed as a percentage o f sa les. 

4.6.3. Ratio Ana lys is 

Figures on the firm' s balance sheet and income statement are o ft en much more informati ve 

when related to other fi gures on those statements o r to averages for comparable linns in the 

same industry as per L.S . Dyer ( 1977). Based on the information obtained from the 

informants, there are fi ve types of financial ratios in which C BB's loan officers are uses 

when they make rat io analysis these are : current rat io, return on asset. debt/equity ra ti o, net 

pro lit margin rat io and debt/asset ra ti o. 

Acco rding to the respondents, mostl y they com pu tc the financial ratios for each type of 

loans . Ilowcver. as pe r them, the va lues of these ratios are not beyond the fi gures pri nted 

on the paper. Their argument is that no one within the bank considcrs the financial rati os in 
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locati ng areas of possible difficul ty or weakness in the financial statements. To clarify, the 

computation of the fi nancial ratios is uses onl y for the consumption to fulfill the bank's 

requ ircmcnt. 

Aga in , the respondents marked that even if thc bank attempts to considcr thc linancial 

ratios, the bank may not be got available info rmation easil y regarding the industry average 

of the businesses. It is worth mention here that, in analyzing trends, the lending offi cer is 

concerned not only wi th the year to year and possibly month to month changes in aggregate 

quantities such as sa les and profits, but also with the trends of such important ratios as net 

income to salcs, current assets to current liabilities, and total debt to total assets, according 

to I. .S . Dyer (1999). 

4.7. CBB's Loan Officers Qualification, Experience and Related Issues 

The table which is interpreted and analyzed under th is sect ion presents the responses of 

CBB's Head office credit department and city branch loan officers (33 in numbers) for 

quest ions bas ica ll y incorporatcd to idcnt ify their experi ence, qualificati on and job 

sat isfact ion and related issues. Therefore. the analys is made under thi s section does not 

characte ri ze eompctency of all loan offi cers of the bank. Al l the info rmation is obta ined by 

using questi onnaire and interview. 

Table 4.7 Loan Officers' Qualilication 

Number of Respondents 

Qualification Certi fi cate Diploma Degree Masters 

Freq % Freq % Freq % Freq % 
-

Accounti ng 2 6. 1 10 30.3 

Management I 
, 

5 J 5. 1 J 

EIBI 2 6. 1 

Banking and Finance 4 12. J 

Business Education 7 21.2 

J 2 Complete 2 6.1 

According to thc aboyc tab le, some 30.3% of the officcrs have first degree in Accounting. 

Slightly morc than twe nty percent (2 J .2%) of thc res pondcnts ha ve degree in Business 
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Education and 15.1% of the informants ha ve first degree in management. 11 can a lso be 

seen from the above tab le that some 6.1 % of the respondents have Dip loma from 1'0 1 Bl and 

the rest 6. 1 %, 3%, 12. 1 % and 6. 1 % of the respondents have Diploma in Accou nting, 

Management, Banking and Finance and Certifi cate respecti ve ly. More elaborate ly, the 

great majority of the respondents (66 .7%) are degree holders and the rest are di pl oma 

holders . This implies that CBB has educated employees for its loan serv ice activit ies. 

Fig;. 4.2 Loan Officers Qual ification 

CBB's Loan Officers Qualification 
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.c 10 E 7 

o Masters 
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Qualification 

As can be observed the above ligure, majorit y of the loan orncers ( lOin number) are 

graduate 01' Acco unting (Degree) and seven Business Educat ion (Degree) graduates are 

assigned as loan offi ccr. 

Tab le 4.8 Loan Officers Experience 

Service year of the Freq uency % 

respondents 

1-5 years 8 24.2 

6- 10 9 27.3 

I I- IS 1 I 33.3 

16-20 " 9.1 J 

2 1-30 2 6.1 

> 30 
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1. 

Table 4.8 depicts that nearl y half of the informants (33.3%) servIce years fa ll s in the 

category of I 1-15 years of service. More than twenty percent (24.2%) of the respondents 

have served for 1-5 years. On the other hand, onl y 15.2% of the oflicers have se rved for 

more than 16 years and 27.3% of the respondents served for 6-10 years. 

Fig. 4.3 Loa n Officers Ex peri ence 

CBB's Loa n Offi ce rs Expe ri e nce 

12 - - -- 11 

9 r--
10 8- -- -

->- 8 ,- - ~ --- --~ 0 
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" 6 ~ - -- -- -.,. 
~ 4 - - 3 
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n---n~ 2 

0 

0-5 6-10 11-15 16-20 21-30 

Year of Se rvices 

As with the figure 4.2, the majority of loan officers ( II in number) fal l in the category of 

" I 1-15" years of serv ice and out of the total loan oflicers, 5 of them are categorized under 

" 16-30" years of se rvice. 

Ta ble 4,9 Loan Officers Job Satis faction and Related Questions 
-

Number of Respondents 

Questions Ves No 

Freq % Freq % 

Ilow docs the bank assign loan officers? 

- Mer;1 14 42.4 19 57.6 

- Qua lification 25 75.8 8 24.2 

- Experience 24 72.7 9 27.3 

2. Do you take credit assessmen t training 

- Before you arc ass igned? 33 100 

- A ncr you arc ass igned? 13 39.4 20 60.6 

3. Do YO LI have confidence 011 the loan officers' capacity? 24 72.7 9 27.3 

4. Are YO ll sa tis fi ed with your job? 3 9.1 30 90.9 

4. Have you learnt experiences of other banks regarding 10 credit 

assessment? 33 100 
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As can be seen from the table above, more than forty percent of the respondents (42 .4%) 

di selosed that CBB's loan officers are assigned on the bases of their merit. Ho wever, 

maj ority of the in fo rmants (57.6%) depicted that merit is not the factor for the assignment 

ofCBB's loan officers. Accord ing to them, it is done based on qualification, experi ence and 

sometimes based on friendship. 

Table 4.9 reveals that qualificati on is one of the major factors during the recruitment of 

CBB's loan o ffice rs. Ilowever, contrary to thi s. some 24.2% of the informants mentioned 

that experi ence and hospita lity takes the major sha re in the assignmen t of loan orfice rs 

rather than thc ir qualifi cati ons. T hcre argument here is that. eBB req uires degree ho lder fo r 

the position of loan officer howcver. CBB's personnel and administration department has 

assigned a diploma holders for the pos ition of loan o f'ficer. 

To sum up, in the ass ignment of loan officers, qualification takes the greater value, 

fo ll owed by ex peri ence and merit. Accord ing to the above tabl e, a ll the respondents 

di sclosed that they did not take the ex perience o f other international and/or local banks in 

rela ti on to credit assessment 

With regard to credit analys is training, all the respondents dcclared that CBB does not 

provide training before they start the job. However, according to the 39.4% of informant s, 

they have been trained after two years of their assignment on the job. T he remaining 60.6% 

orthe respondents ind icated that still they ha ve not taken credit ana lysis training. 

Apart from these. tabl e 4.9 revea ls that 72.7% or the informants do not ha ve an y obj ection 

on the capacity of eBB's loan o ffi cers. Their reason behind thi s is that all the loan officers 

have an acceptable levcl of qual ifi cation and experience. However, more than one fo urth o f 

the informants stand aga inst thi s view. As per thcm, one fo urt h of the loan officers assigned 

not on the basis of the ir performance but by friendship and ethnicity. However, they 

believe that these loan officers have an acceptab le level of qua lification. 

As can be observed from the tab le 4.9 above. the maj orit y of the respondents (90.9%) arc 

not satisfied by their j ob. Accordi ng to them, the salary and other bene fit s wh ich they ea rn 
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is not sulTi cien t es pecia ll y when it is compared to em ployees of other banks wit h the same 

position. Furthermore, they di sclosed that, promotion is unthinkable since branch 

ex pansion is too slow. However, few of the respondents (9.1 %) revealed that they are 

satisfied by their jobs. 
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CHAPTER FIVE 

CONCLUSlONS AND RECOMMENDATIONS 

Thi s part of the study presents conc lusion and recommendations forwarded based on the 

maj orfi ndi ngs. 

5.1. Conclusions 

Based on the major findings presented under the important sections of the data ana lysis 

part, the following conclusions are dra wn 

5.1.1. CBB's Lending Strategy and Procedural Manual 

According to the result of the stud y. CBB includes the merchandise loan under its lending 

strategy since 1999. Il owever, thi s loan is not still in effec t. After the formu lati on of 

lending st rategy, being unable to implement the le nd ing strategy appropr iate ly leads the 

bank to face an opportunity cost plus wastage of resources (li ke R&D costs) since lending 

strategy would formulate by considering the capability and resource of the bank to ob tain 

competiti ve advantage over the ri va ls. Due to th is, CBB may be losing its competi tive 

advantage. 

As the study revealed, CBB's procedural manual is not adequate to make the credi t 

assessment since it is outdated (is not revised annually), time consuming, cumbersome and 

inflexible. Due to thi s, CBB may lose its va lued and new customers. As a result, CBB 's 

actual profi t may decreases in a higher value from the expected. In return , CBB ' s per share 

va lue of the stock may be reduced and the share holders earning power may also decl ine. 

Pertaining to collateral. CBB does not accept co llaterals other than building for loans. 

However. CBB's lendi ng procedural manual stated that va lued customers can get loans by 

pledging vehicles and machineries. A contradicti on in th is regard creates di ssati sfaction on 

the bank's va lued customers. As a result, they may be terminated their relations with the 

bank and shin to other banks. Due to thi s, CB B' s profit dec line, the bank 's image be 

announced badl y and the bank's market share in the industry may be reduced. 
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5.1.2. Non-Performing Loans in CB B 

The stud y noted that the percentage of CBB's N PL is st ill above the max imum acccptable 

level o f the NBE requ ire ments. Howeve r. fro m timc to timc CB B's NPLs ha vc been 

decl ining. Th is wo ul d be a good experience to CBl3 in as to how it should regu late its loan 

portfolios. The write r of this study beli eves that CBB has shown an im portant progrcss in 

reducing the percentage ofN PLs. 

It was evidenced in the study that inadeq uate loan assessment is the major contributing 

factor for the accumulation of NPLs in CBB. Accordin g to the informati on from the 

responde nts. inadequate loan assessment is causcd due to loan officers forecas ti ng problem, 

lack of business knowledge, wrong financial statements projection tech niques and 

inadequate ind ustry in formation. Again, the study noted that more than one third of the 

accumulated ofCBB 's N PL's is the result of inadequate loan assessment. Thi s may great ly 

affect thc bank' s competiti ve position, its capital structure (thc bank may be forccd to bc 

hi ghl y lcve raged). the deve lopment and expansion rate of the bank and publi c confidence. 

The replies or the inlormants disclosed that other than inadequate credit asscssmcnt. the 

fol lowing factors have contributed fo r the accumu lation of NPLs in CBB. These arc 

man ipulati on by the debtors using political inlluence, rea l estate speculators , inadequate 

regu lati ons, corrupti on, lack of follow up, and long tcrm maturity of the loan. 

The respondents confirmed that there is no coordination between CBB and FIRA regarding 

the incomc statement submitted by businessmen to both finns. According to the 

respondents' dec laration, due to thi s fact, the businessmen have the chance to declare 

di fferent income statements for the bank (to seek loan beyond their capac ity) and Fl RA (to 

make tax evasion) wi thin the same fi sca l period. Due to thi s, a ll the parties may facc 

problems. In one hand , the bank may loss its moncy; and on the other hand borrowers may 

lose their in vestment (when they face a debt wh ich they cannot handle). Apart li'om thi s, 

FlRA may loss its ap propriate revenue from taxes. 
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5.1.3. Factors Considered in Credit Analys is in CBB 

Almost a ll the respondents ref-uted that except econom ic condi ti on CBB loan officers docs 

consider the S'c ( which are also termed as cred it analys is facto rs) in which they make 

credit assessme nt. These are collateral. cap it al, character, capacity, and cond itions 

(eco nomy). However. the degree of their va lue whi ch CB B give to thcm is d ilTcrent. 

Accord ing to thc informants, CBB gave a greater va lue to the borrowers' capacity fo ll owed 

by collate ral, capital , and character. 

As per the response from the informants, CBB does not consider the economic condition of 

the nation under its credit investigation. The reason behind th is is that CBB does not 

provide the necessary reference materia ls about the country's economy to the loan officers. 

However, everybody can get updated information about the Eth iopian economic condi tion 

simply by log in to the Ethiopi an Econom ic Associations website andlor in the fo ll owing 

webs ites : http : //www.nbe.gov.et a n d http://www.mofaed .org. 

Being un ab le to properly determine andlor forecast the country's economy has a major 

problem on the bank 's performance especia ll y on its outstanding loan portfolios. In one 

way or other, thi s can indirectly affect the borrowers business and the bank's profit. 

Therefore, if the nation's economy has the power to affect negatively. most of th e 

outstanding loans ortile bank may become default. In return , the bank' s NPLs increase and 

consequently its pro fi t wou ld decline. In rela ti on to economic facto rs, K. C. Shekhar (1982) 

stresses that economic cond itions make up the environment within which business units 

and indi vidua ls operate, therefore, he noted out that the loan officer must become an 

economic forecaster. 

5.1.4. Scope of Credit Investigation in CBn 

The study depicted that whether the loan maturity is short term, med ium or long term , CBB 

includes the following major factors under it s credit investi gati on- company ana lysis, 

industry analysis, tec hnica l anal ys is, financia l analys is, and ratio analysis .. Economie 

analys is is to tall y forgo tten by CBB's credit analysts under the ir credit investigation report. 
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5.1.5. Source of Credit Information 

Thc information obtai ned from the respondents and the bank 's cred it procedure manual 

indicates that the majo r sources of cred it information in which CBB uses to make credit 

assessments are interview with loan applicants, the bank's own record, inspection of 

applicant 's places of business, Central bank (N BE) and the applicants' financial statements. 

In fo rmat io n from exte rnal sources and other indi vidual banks are not considered by CBB 

loan officers. 

In rclati on to ex ternal sources of informati on. the writer of thi s stud y beli eve that CB B does 

not take adequate efforts to gather the borrowers ' credit information from ex terna l sources. 

Thi s may leads the bank not to have fu ll information about its borrowers. To clari fy, CBB 

may ex tend loan to a person who has bad record within the socie ty regarding the attainment 

of hi s/her ob li gati ons (like in "Ekub", cred it associati on, etc ... ). Consequentl y, thi s 

borrower may app ly his/her bad character on the bank's loan. Due to thi s. thc bank 's NPLs 

would increase then consequentl y, the profit of the bank decline. 

5.1.6 Financial Statements Analys is 

In light with fin ancial statements, the stud y revea led that borrowcrs' financia l statements 

ha vc been cri t ica ll y and carefull y exami ned by C BB' s credit analysts before loans are 

cx tended. Howe vcr. due to borrowc rs' inadcqua te accou nting system . CflB's crcdit 

ana lysts wo uld not bc able to make cred iblc credi t asscssment. 

With regard to income statement, C BB mostly requ Ires a one year app licants' income 

state ment so as to determine the capacity and viability of the business. However, making 

judgment and forecast the viability of the applicants' business by basing on a single year 

financial statement is not enough to identify the exact nature of the business. More 

elabo rate ly. there are lots o f factors (l ike ex tra ordi nary and infi'cquent items) whi ch need 

to be cons idered. Otherwise the bank may ex tend hi gher/lower amou nt of loan to its 

borrowers. This factor increases/decreases the applicant 's business profi t for one moment. 
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Again , the stud y marked that mostl y CBB uses a li xed percentage (ranges from 5- 10% for 

revenues and 3-5% for expenses) in each types of business to make financial projection for 

the entire loan life. However, some businesses may grow more than what the bank sets 

(business growth rate) a nd some may not. As a result , the bank may extend unjust amount 

of loan to borrowers. In both scenari os, the bank may not be bene fit ed since the earli er 

increases the probabi lity that the loan become default and the later may dec rease the profit 

of the bank. 

According to the respondent s, CBB does no t e ffec tively uti lizes the financia l rati o results in 

dctermining areas of poss ible diffi cult y or weakness in the fin ancial state mcnt s as we ll to 

compare the per formance o f applicant's somc year business opcrati ons. They notcd out that 

the computati on of the financial rati os is uses onl y fo r the consumption to fulfill the bank's 

requirement. However, to L.S. Dyer ( 1999) suggests that in anal yzing trends, the lending 

offi cer is concerned not only with the year to year and poss ibl y month to month changes in 

aggregate quantiti es such as sal es and profits, but also with the trends of such important 

rati os as net income to sal es, current assets to current li abilities. and total debt to total 

asscts. 

5.1.7. C BB ' s Loan Officers Qualification, Experience and Competency 

It was evidenced in the study that there are thirty three loan officers in a ll CBB city 

branches and head o ffi ce credit department. Ou t of which, nine o f them are di ploma 

holders, twenty two are degree ho lders, and the rest are 12 com plete. The writer of thi s 

stud y be lieves that ma jority of CBB' s loan officers have an acceptable leve l of 

qualifi cation lo r the bank 's loan acti vitie s. There fore. the loan o fficers' qualifi cati on is an 

added value to C BS to compete within the indust ry. 

The study also noted that maj ority ( II in number) of the loan o ffi cers have served the bank 

for a range of I I- IS years. More than twenty percent (8 in number) of the respondents have 

served for 1-5 years. On the other hand , onl y 15 .2% (5 in number) of the officers ha ve 

se rved for more than 16 years and the rest served fo r 6- 10 yea rs. In general. in the eyes of 

the writer CB B's loan offi cers have very good experience to make credible loan 

assessment. Mos t of the respondents (75%) on the ir part di sc losed thaI C BB 's loan o ffi cers 
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are competent to do credible loan assessment. The rationale behind this is that majority of 

loan officers have an acceptable leve l of qualification and experience. 

It was also indicated that majority (90.9%) of the loan officers are not sati s fied by their job. 

Their dissatisfaction is caused due to low sa lary leve l and slow promotion. Clearl y, 

cmployee di ssatisfacti on affects the day to day acti vities of the operation. Due to this , CBB 

may not be ab le to deli ver quality services to its customers. In turn . the customers may also 

be di ssati sfied regarding the service deli very and they may be forced to use other banks. 

5.2. Recommendations 

Based on the aforement ioned conc lusions. the researcher forwarded the following 

recommcndat ions. 

CBB should try to implement its lending strategy effectively which are mainly invol ved in 

the merchandise loans and co ll aterals (machinery and vehicles which provides by va lued 

customers). More elaborately, CBB should formulate the lending strategy by considering 

its resources and capabi li ties so as to implement the lend ing strategy properly and utili ze 

them effi cicntl y and c lTectively, in return, to take com peti ti ve advantage over it s ri val s. 

Mo reo ver, in order to retain its valued customers. 

It is recommended that CBB 's lending procedure manual should be re vised an nuall y. It 

should also be lIexible and communicable so as to tackle loan problems easily. By doing so 

the bank wou ld be ab lc to provide quality and fast loan services to borrowers . 

Though the percentage of CBB 's N PLs reducti on is generall y appreciable, it needs further 

impro vement and extra e ffort s to meet NBE requirement. By doing so CBB N PLs 

decreases as a result the bank 's profit increases. 

Both FIRA and CBB should be cooperated with each other regarding the businessmen 

income statement to min imize the ri sk of default loans in the bank's side and to avoid or 
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minimize tax evasion on the side of FlRA. Apart from thi s, it contribu tes to reduce the 

nation ' s budget deficit as we ll sti mulate the public se rvice act ivit ies. 

CBB shou ld assess and eval uate the country's econom ic condit ion before it ex tends loans 

to borrowers. Economic condition is the major factor fo r the accumulation of NPLs. 

Therefore, in each type of loan (especially fo r loans with maturi ty ti me are greater than one 

yea r) CBB loan officers should monitor, assess and forecast the pulse of the nation 's 

economy. In add ition, CBB shou ld inco rporate the economic ana lysis under it s credit 

investigat ion report. 

Based on one of the conclusions, the wri ter of thi s study recommends that CBB should 

attempt exp licit ly and/or implicitl y to obtain the app licants credi t information from ex ternal 

sources. The writer believes that ex ternal sources are important to easily iden ti fy the 

borrowers ' behav ioral patterns in conjunction wi th other sources. 

Although financial statements are given morc emphasis by CB B loan officers when they 

make credi t investigation, the method they use to forecast and make projecti on of the 

borrowers business is not wise. Therefore. it is recommended that CBB's credit analysts 

should use different forecasti ng techniques based on the nature of the business when they 
J~ 

make financial projection of the app licants business upon the loan life. This reduces the / .. , ..... 

probability of the loans from becoming default. In return. the bank's NPLs would reduce j l,:r,i.~'..,··'; 
and as a result CBB ' s profit would increase. / l..:y J.'3~i 

/ t:)- .. ,* / 
. ""¥ ~ I "'" . In add ition, CBB should require borrowers to bring two yea r and/or more of thei r financial 

statements when they come to the bank for loan request. This leads CBB' s to identify 

easi ly the performance of the bo rrowers business wit hi n consecut ive years and to make 

comparable and trend analysis in order to lorecast the viabi lity of the business. As a result. 

CBH provides the available amount of loans to the borrowers. 

It is good if CBB 's cred it analysts ana lyze the financial rat ios proper ly and attempt to make 

decision based on those ratios since the ratios determine areas of possib le weakness in the 

financial statements rather simply computes it for the fl.dfillme nt of the bank 's requirement. 
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Though CBB has qualified and experienced loan officers, their job dissat isFaction hampers 

thc bank to deli ver quality loan services to borrowers. Therefore, the writer of thi s study 

recommends that CBB should provide competent industry sa lary to its loan officers as wc ll 

motivates them by providing different incenti ves and promotion. 
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APPENDIX 



Construction & Business Bank 

Branch 
-----

._--------------- -

,-

________ Loan proposal of 

W/o/ Ala 
_________ town 

Loan Officer: 

Date 

CD-SCAr-·CIJC-OO I 



~ 1.. Backgr ound InfoITl1ation 

I 
I. I. N,llllt flf th e :1 p plic:l ll t __________ ____________ _ 

/ 
.2. Add l'css: 

i.2.1. Person a l Adcln!ss 

City/Town ________ Sub city/Woredo _____ Kebele __ _ 

House No. Tel. No. _____ P.O' 80x ___ _ 

1.2.2. ProjectlBusiness address of the Appli ca nt: City/Town ______ _ 

Sub eity/ Woreda ______ Kebele ______ House No . ___ _ 

Tel. No. 1'.0. Box _______ _ 

/ .3. Applicant 's expericnce in business 

/ lA. Descr ibe the types of business in detail and why the loan has been requested 

\....--" 2 . Credit Informa tion 

( 2. I. Appliclnl 's po st rcbt'io n with our bnnk: Des~ribe the applicant's past 

rcl:lIionship with ou r bonk ilnd mil nller of meeting his contractual obligation. 

Datc Amollnt Monthly Purpose of Date 

Granted Granted 
Due Date Repayment loan , Settled 

CD·SCAF·CDC·OO I 



/ 

Addili ollal rel1181'ks ( ir~ny) orthe app licDnts credit relation. 

/ 2.2 . API1I ;":l/lt'5 present" credit" relati on with our ba n/(. 

r---- . 
Due Monthly Outstand i ng Purpose Collateral ') at c Amount 

G:anted Gra nted Date Repayment 
Balance As at 

of loan 
l-

In terest Principal Type Value 
--- -

-
l.-

A .Id iti onal re marks (if an ),) of the applicants credit relati on with ou r bank. 

2.3 . Appli c:lnt' s past credit relation with othe r banks: Describe the applicant's past 

relati on with other banks and manner of meeting his contractual obligation. 

I 

/ 2.4 . Pres ent credit relatio n with otile r balli,s (if applicable) 

:)ate J\ mount Due Monthly Outstanding Purpose Collateral 

G :a nled Granted Date Repayment 
Balance As at 

of loan 

Interest Principal Type Value 
, 

Repayment 

Status 

Repayment 

Status 

CD·SCAF-CBC-OO I 

" 



I I [~ 
/\dclili on;ll remarks (iran)') orthe applicants credi t relat ion with our banks. 

.. -.... --------- -----_._-------------
---.-------

~
~M;.ke clet~i1 ed Illilrket, technicill, organ iziltion Management and fil~a!1Cia l assessments as pcr 

the I.Ollowing guidelinc. Your assessment report should follow the same sequential·Pa lte rn.) 

. . 
-

/ 

------_._.-

3. Market Assessment 

3.1. Ccnu:d 

• Sr<1re about the importance of the project/business 

3.2. Demand fo r th r. Pr'ouucts/Scrv icc of th e business 

• Identify and sla l~ users of the product/service incluciing the prospective 

ones. Then make an estimate of total demand for the prodclct/service. 

(Hint: total demand can be est imated by collecting data from similar 

business, ministry offices, city councils, chamber of commerce etc.) 

/ 3.3. Supply of s imilar Produ ctslScr-vices 

• Ident ify ex isting suppliers in the area. State quality ofproducts/serviccs 

rendered by the existing suppliers. 

• Make an estimilte of tOlal products/services to be Supplied by existillg 

suppliers and lite sitrlre aflhe project in reference 10 ~he total market. 

• Stille the competi li ve udvantage (or benefit) the project noay have over 

other competitors (i·.e. low production cost, brand name etc., ifthe,re is 

any). 

; 3.'1. Dcur;rrrd-supp ly C:tp 

Cll·SCAf·CBC·()Or 

] 



i· 

i 
i 

• Determine if there is a demand supply gap by comparing the results of 

est imates under 3.2 and 3.3 above. Then comment on the product/service. 

I 3.5 . P, ·i cc detcrmination 

3.5.1 Stan with current prices of the produc~t~s~/s~eO':r~v~i c"eClis ___________ _ _ ._ -_. 
3.5. 2 Assullle a priee increase/decrensc considering expccted co mpet ition 

3.5.3 Woule! the price be competitive - would there be sufticient margin to 

reduce price as compared with competitors. 

, / \ 3. 6 Distriblltio n Chan nel (if applicable) 

• Wholesale 

• Retail 

• Both 

4 . Technical Assessment 

4.1. Loc,lIi oll 

Al though the relat ivc importance of the various factors of production/service i.c. 

land, raw material , uti lities, transpot1ation, labour, infrastructure etc. may vary 

cl epending on the type and purpose of the loan each factor should have to be 

evaluated to decide su itabil ity of location 

/ 4.2. Phys ical Layout and construction status (where applicable) 

4.2. t. Plot area, details of built in area 

4.2.2. Details of usable area 

4.2.3. Amount of work done and work to be done (if the loan is for construct ion) 

4.3. Fll rnitllre and Equipment (wherc applicab le) 

4.3. I. Draw essential furniture and equipment items for .!he business then 

identify and compare those that are currently available for use (li st them 

out along witl] their tllljt plke) and those tl}a! are proposed fOr 

procurement. 

Commellt Oil (h e c()Jldirioll o r/he ex isling furniture and equipillenc 



-- -

f 4.4. M~chill cry (where appl icab le) 

4.4.1. List down ~J1 existing machinery and their status ( if available) 

---4.4.2 1;<1 lhwpe of ll1ilch inery to be purchased and their availability in the 

loca l market or if they are to be imported; the suppliers comment on pnces, 

insta llation :1I1d tes t runs . 

. I 

't ~.4.3. /\ppropriatcness of technology in the light of 
I' , 

Cost 

Operat ing 

Quality 

Image 

• Type of skill requ ired (skilled, semi -skilled, unskilled) to cope up with the 

technology etc. 

/ ~.5 . Avail ilbility ofinfrnstructure (filc ilities) 

• Accessib ili ty (seasonal ity, all weather road) 

• Water (adequacy of water supply) 

• Power (present supply, future expansion requirements) 

• Communicat ions (telephone, fax, mail etc) 

/ ' 5 , Organization and Management 

Indicate who manages the firm, Show the manpower needs (how it will be staffed) 

/ 6. Financial Analysis 

, 6.1. Existing Investment 
I -

• Prepare a schedule to show the existing investment as shown below: 

Investment Original Cost (BLl Book or Depreciation Value CELl 

CD·sCAr-CDC·OO I I 
r 

I 
I 

I 
I 
I 
I 



I. Building 

2. Machinery 

0.2. Pl: lllllccJ investment 

, . 

In your tecllJlical assessment (Item No. 4.3 & 4.4) you should identify the 

enti re essential furn iture, equipment and machineries that are to be 

procured . 

Check t:1irness of proforma invoices and in as much as possible try to 

check if the right venc\Ol: .supplies the proforma invoices. 

X 6.2.2. Wo r king Cap ita l Fin ance Determ ination 

a) First determining the actua l net working capital (the difference between 

the actual total current' assets and current liabilities) 

b) Identifying why the working capita l loan is required (staJ1-Up working 

capital, increase in the type of the product/service to be rendered) 

c) Determining the length of the operating cycle of the business (i.e., the 

average lapse of time between the investment in goods and services and 

the final conversion back to cash). 

d) Determining amount of working capital needed to cover additional costs 

(IllMerial, labour and overhead costs) and expenses for the operating 

cycle. 

e) Determining loan payments, settlement of payables and other cash 

outlays in the operating cycle. 

f) Considering storage and other capacity constraints. 

g) Considering cash on hand and identifYing short term cash .sources . 

.. - _.-- - .. -_ .. ------ -
CD·SCAF·CBC·OOI 



/ 'i.3. Source of Fiu BIl CC 

I}se the following table forl11a t show amount of investment to be raised frol11 own -_._---------=~-----------'-'-----------~ Ollrce rll1d b:1 nk loan. 

DClll iis o( In ves ll11 enl COSI 

"I' )' P~ of) 11 "cs 1111 ~:::Ilc:t-t_··:..r o::.t:.coc:.I-=C:.:o::;:sc:,t ____ + O=-.cwc:Il'--C=o:.;,n:.:.tl-'-i b::.u=-t",i =.o:.:.n_+_,B=":.:n:.:k...:L:.:o:.:a:.:..n:......... __ --I ' _,' i) B~ i:.:.lc",1 i:.:.n"'g:.........;;-;::-_+ ________ --i 
J ii ) Fl. l'Il iture & E u. 

_1_. _. - --------------+---.------+-- --------1 2. 

3. 

-- -------- j 

~~~-------I--------r------r_----------~ iii ) M Ichiner), 
I. 
2. 
o 
.) . 

- _._-------1 
------~-----------+--------+---------j 

-- --- -------+-

1--:- - -- ----- ~------l------I-----I 'i ") \1'< ,-king Ca pital _ _ _ . __ _ 
: TOI;1 1 ) Ivcstme nt • ____ ,--,-=:.:.:.:.:c..: ----------j--- ------ -----i ; l)erCell" ane I 

~ __ _ 

6.4. Fin ancial Pro ject ion 

6.4 .1. Draw il ctual balance sheet, actua l income statement and actual cash flow 
statement for establ ished business 

1i .4.2. Draw projected balance shee t and projected JIlcome statement and 
projected cash flow at least fo r fi ve yea rs. 

G.5 . J oin tlt e s tatements in GA.l and G.4 .2 to show the trend (i.e. compar'ative 
, ( :1 lenl en t) 

CD·SCAf-COC·OO I 
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Addis Ababa University School of Graduate Studies 
Department of Accounting and Finance 

(Questionnaire Prepared for eBB Loan Officers and Branch Managers) 

Muluken Shenkut Datc. ___ _ 

Senior Graduatc Studcnt Place ----

I am a graduate stude nt in AAU ca rrying out a re sea rch under the topi c " Impact o r Loan 

Assessment on on-Performing Loans: A Case of construction and Business Bank ," 

The principal purpose of this questiOimaire is to obtain data for a study intended to 

investigate the impact of loan assessment on non-performing loans as well as the cred ibility 

of loan assessment practice in CBB. Therefore, your cooperation in providing the data 

co ll ecti ons through the questionnaire and interview will be used stri ctl y for academic 

purpose. 

Thanks in Advance 



• Posi ti on in the Ilank 
• Years of Service 
• Qualification (c.g. Diploma in Accounting) _ ____________ _ 

I) In which of the following loan types does construction and Business Bank (CBB) ha ve 
provided to its Customers? 

Types of Loan By Sector Tick In the Box 

LOllns by Maturity 
Yes No Shol't Medium Long 

term Term Term 
Manufacturing and Distribution 
Import and ExpDl1 Trade 
Domestic Trade & Service 
Transport & coml11unication 

Building & Constructi on 
Hotel & Touri sm 
Agri culture 

Merchandi se 
-

Stockh olders Loans 
Personal or Consumer Loans 

. . If others please specliy ________________________ _ 

2) Does CBB Provides unsecured loans for its ell stomers? 

lfYes, in what base?( Hint on the bases of borrower's integrity, Financial Condi tion . .. ) 

If No, why? 

3) Do YOll li se the bank 's standardized criteria to make a Cred it anal ys is? 

Yes 0 No. 0 

4) Do you think that the bank's standardized credit analysis forms are adequate to make the 
credit assessment? 

Yes 0 No. 0 



5) Do you usc the same credit analys is fo rmat for al l types of loans before grant ing the 
loan? 

Yes D No D 

6) Depending LIp on the maturity of the loan types, which one of' the following fac tors arc 
considered by the bank 's credit people under the credit investigation? 

Tick in the box 
For Short For Medium For Long Tel'm 

Term Loans Term Loans Loans 
Economic Analys is 
Industry Analysis 
Company Analys is 
Technical analys is 
Financial Analysis 
Rat io Analys is 

7) Do you use the above factors in Question 6 to grant loans to salaried people? 

If Yes I-I ow" ______ _____ _ 

If No, in what conditi on do you fac ili tate the loan? 

8) Do you consider the fo llowing 5 'c credit analys is factors when you analyzing the loan 
request? 

S' c credi t analysis fac tors 
Tick in the box 

Yes No 
Collateral 
Condition 
Capital 
Character 
Capac ity --

8. 1 If any, please specify ______ ________________ _ 



8.2 How do yo u eva luate them? ____________ ______ _ 

9) From where do yo u ge t the clients credit worth iness inrormation~ 

Sources of credit information 
'ri ck in the box 

Ycs No 
Interview with loan applicant 
The Banks own record 
Externa l Sources 
Central Bank 
Inspection of appli cants places of business 
Appli cant ' s Financial Statcment 
Other Banks 

10) Does the bank ha ve a credit procedural manual? 

Yes 0 NoO 

10.1. I f yes, does it properly and sufficientl y add resses how to conduct a 

Credit assessment? 

Yes 0 No 0 

I r yes how do you say so" __________________ _ _ 

If No, how do yo u say so? ____________ _ ______ _ 

II ) Do you think that the bank 's lending procedure man ual has got a problem? 

Yes 0 No. 

If yes. in which part? __________________________ _ 



12) What causes non-performing loans to accumulate in CBB? 

Causes on non-per forming loans Tick in the Box 
Yes No 

Inadeq uate loan assessment 

Political influence 
Real estate soeculators 
Lack of monitoring 
Inadequate reg ul ation 
Length y of the legal system 
Corruotion 
Lack of follow-up 

I f other please 
spec i ~ ________________________________________________________ ___ 

13) I f yo ur answer in Question l Ois yes, how it affec ts the general cond it ion of the bank? 
(Hint: Profitabili ty, customer sati sfaction, market shares, liquidity problem ... ) 

14) Do you make processes to grant loan fo r a person who have and/or had bad credit 

worthi ness li'om any banks? 

Yes D 
If yes how? ______________________________________ __________ __ 

J f no why? _______________________________________________ _ 

15) Is there any cooperation between the Bank and Federa l In land Revenue Authority 
(FIRA) in o rder to cross check the income statement of the cli ents? 

YesD No D 



16) If your answer in questi on 14 is yes, have you come across an individual borrower who 
submitted different income statements lor the bank and FIRA within a pa rticular fi scal 
period? 

Yes D No D 

If yes, does it have an impact on non-perfo rming loans? Please spec ify. 

17) Whic h fina ncial statement components are g ive n more emphasis by the bank when loan 
assessment is made? (I-lint: profit , Account receivables, liabi lit y accounts ... ). 

18) Whi ch types of financial ra ti os are commonly used by the bank~ 

18.1 How do you evaluate them? _____ _ __________ __ _ 

19) O n what ground does the loan catego ri zed under non- performing loans? 

20) Does the bank accept col latera l other than bll i lclings~ 

YesD No D 

2 1) What is the mi nim um ratio of a cred it to co ll ateral securit y does the bank requ ires 
before granting a loan~ 



22) Do you prepare projected financi al statements of the applicants' business? 

Iryes, in what base? _____________________ _ 

If No, how do you fo recast the future ex istence of the appli cants business? __ 

23) Does the bank accept un-audited fina nc ial statements of the applicants? 
Yes No D D 

I f yes how do eva luate it? _________ _ __________ _ 

24) Does the bank prov ide loan to minors and/or insane persons? 
Yes D No D 

I f yes how? ___________________________ _ 

Ifno why? _ ______________ _____ ______ _ 

25) Does the bank's procedural manual revise annuall y? 

Yes D N° D 

24) Gi ve yo ur commen t or suggestion regarding the cred it assessment of CBB? 

Thank You 



Interview Prepared for CBB's Loan Officers 

Position in the bank __________ _ 

Years of Scrvice ____________ _ 

I. Who approves the processed loans? 

2. Could you please specify the general procedurcs to grant the loan? 

3. How long the loan processes takes on average? Please spec ify for each loan types. 

4 . Do you use a ratio anal ys is in your credit ana lysis part? 

If yes for what purpose and how do you compare it? 

If No, why? 

5. Do you think that the ex isting lending strategies are sufficient to make the credit 

assessment effec ti ve ly? 

If Yes, how? 

If No, why? 

6. How do you evaluate the reliability of the applicants' source of income if it is based 

on a contract agreement (e.g. rent income agreement)? Does the contractual 

agreements arc authenticated by the legal body? 

7. How the bank ass igns loan officers') 

Merit D Qualification D Experi ence D Competency D 

Why do you say so? 
If other, please specify 

8. Do you believe that the current loan officers have the capacity to conduct the credit 
assessment effective ly? 

If yes, why do yo u say so? 
I[ No, why do yo u say so? 

9. Have you learnt experi ences of other competent local and/or international banks 
regarding the credi t assessment? 



10. Does the bank give training before and after the loan officers are ass igned? 

II. Do you take cred it analysis training? 

If yes, when? 

If No, why? 

12. Are you sati sfi ed on your job? 

If Yes how? 

If No, why? 

13. Are there an y fac tors that make yo u uncomfortable to conduct a credit analys is? 

If yes, please specify 

11' No, how? 

14. How do yo u eva luate the appli cants' income statement and Balance Sheet') 

15. During your evaluation of the app licants ' business, do yo u examines the firm ' s 

Accounting practice? 

If yes how? 

If No, why? 

16 . Do you prepare projected f"i nancial statements orthe app li cants· business? 

I r yes, in what base? 

If No, how do you forecast the future ex istence of the applicants' business? 


