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establishing an appropriate credit risk environment operating under a sound credit granting process maintaining an appropriate credit administration measurement and monitoring process







and ensuring adequate controls over credit risk.



  



Credit Risk Management



Introduction



Many institutions such as banking and enterprises are well-known to its wise usage of financial sources. The appropriate management of the financial sources and attributes makes it competitive for the organization to endure the different economic uncertainties and threats. In addition, the strategy on managing the risks can be the most desirable desirable strategy of the company company that cannot be deteriorated deteriorated but can be passed through the next generations of other managers.



Background and Problem Statement



The assessment of risks can be the basic strategy in all of the organizations. Through the assessment of the risks, the organization can create a weighted decision and and well well plan plan.. This This all all can can help help the the succ succes ess s draw draw out out from from the the proc proces ess. s. In the the classification of various system that are involved in the assessing and managing the



 risk, the credit risk management is an emerging activity that lies within the organization. Many researches attempted to answer the benefits of the credit management within the organization. However, it remained unclear for the management on how to manage and the purpose of the credit risk management.



Research Objectives



The first objective of the study is to deliver the purpose as well as the center of  the the cred credit it risk risk mana managem gement ent.. Secon Second d is to disco discove verr the the diff differe erent nt acti actions ons of the the management management or the managers regarding the credit risk management. Through this two interrelated objectives, the study can establish its common ground in discussing the essential parts of the credit risk management.



Literature Review



The credit risk management is popular among the banks and other financial resources. The main purpose of the credit risk management is to lessen or diminish the effects of the non-performing loans came from the consumers. The procedures and processes of the banks and their affiliates create a great impact in the flow of the financial resources. However, various economic uncertainties, international markets, or  financial constraints can cause the financial status to be unstable. Aside from the financial deficiencies, the other causes of the financial constraints are the lack of  conf confid iden ence ce amon among g the the fina financ ncia iall marke markett to provi provide de extern external al help help for for the the need needed ed consumers, lack of capability to gather the information of the consumers, and the lack of  push to have an aggressive debt collecting. The non-performing loans can definitely



 cause cause too too much much stag stagnat natio ion n of the the finan financi cial al sourc sources. es. To provi provide de the the credi creditt risk risk management effectively, the banks and other financial institutions should asses the credibility of the loaners. In terms of an enterprise, the assessment of their credit portfolio is enough to provide a system that continuously promotes the reviewing the risks and the capability of the business enterprise to pay. It is very common that the banking process limits the occurrence of the risks durin during g every every trans transac acti tion; on; there therefo fore, re, the the bank bank manag managers ers shoul should d also also rely rely on the the effect effective iveness ness of the imposed imposed regula regulatio tions ns to antici anticipat pate e the future risks. From From the different different financial indicators, indicators, the position position of the institution institution on the market failure are still still depends on the internal process and the actions of the people. The economic theory in banking encompasses encompasses the interest and income theory in which is the basis of the cash flow approach in bank lending lending (Akperan, (Akperan, 2005). Credit risk management needs to be a robust process that enables the banks to proactively manage the loan portfolios to minimize the losses and earn an acceptable level of return to its shareholders. The importance of the credit risk management is recognized by banks for it can establish the standards of process, segregation of duties and responsibilities such in policies and procedures endorsed by the banks (Focus Group, 2007). Credit risks appear in banking institution because of the uncertainties plagued the financial system. The uncertainties remain a major challenge in country. Still, the major approaches applied by the banks are the continuing efforts on research and close monitoring. Banks believe that the research and monitoring are the key sources of  uncertainties like data generating institutions and the treasury (Uchendu, 2009). The



 market structure is important in banking for it influences the competitiveness of the banki banking ng syste system m and and comp compan anie ies s to acces access s to fund fundin ing g or cred credit it inve invest stme ment nt.. The The economic growth affects the structure and development of the banking system. In addition, the vast knowledge in risk assessment and managerial approach is recognized as part of the development. Moreover, because the banks and the processes are highly regulated, it became very useful in assessing the effects or impact of the credit risk management in the banks and even in other financial sources (Gonzalez, 2009).
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Credit Risk and Bank Performance in Nigeria



Introduction



Banks and other financial institutions are expected to remain fruitful even in the midst of economic uncertainties and financial crunches. In most of the third world countries, the banking institutions are delivering the financial for the poor. This kind of  activity is another type of financial cycle and profit gaining. Parties enjoyed the benefits – for the livelihood, there is a chance to increase their living through setting a small business and for the banks there is an awaiting interest that can increase their earnings.



Background and Problem Statement



The financial sectors across the globe experience the changes due to the impact left by the global recession and economic trends. Reforms are the most basic answer in which every country attempts to perfect. In Nigeria, it is appreciated that the banking sector produced the well performance through the reforms. It is acknowledge that the sound and efficient financial sector is the key in the mobilization the saving, fosters the productive investments, and improving the risk management. As compared to it



 neighboring countries, Nigeria’s financial sector emerges through the performance. The successful commercial bank consolidation which started in 2005 resulted in both regional and international expansion of well-capitalized banks (USAID, 2008). However, how effective is the credit risk management being implemented in Nigerian banks, especially in reducing the poor performance and increasing the profitability of the Nigerian banks.



Research Aim and Objectives



The main aim of the study is to figure the intensity of credit risk as part of the bank’s approach towards the profitability. In order to achieve this aim, the study should address the following objectives. First is to look at pre-consolidation era in 2005-2007, and post consolidation (reform period) 2008-2010. Second is to describe the ability of  credit risk and its management that will set an argument contributing to the issues of  banks’ poor performances. And lastly, is to measures the approaches of the banks towards profitability.



Literature Review



The Nigerian banks almost lost their key in playing strategically and it is in the pre-consolidation era. Most of the bank needs the strategic repositioning and restructuring to accelerate the growth of their revenues and profitability during the postconsolidation era. In this event, there is a great competition and struggle towards the banking supremacy. To surpass all the adversity in financial/banking sector, there should be an inclusion of the sharp deviation to robust the operation.



 In the analysis of the behavior of the banks, Nigeria’s financial sector already employed varieties of the methods in which the banks will achieve their performances. In the post-consolidation, it appeared that most of the banks employed the Discounted Cash Flow Model in the measuring the nature of the dividend policy in the banking industry. The changes in the industry because of the consolidation reached in discussing the valuation metrics which include the Economic Profit Model, PBV Model, PE Model, and PGE Model (Meristem, 2008). The poor performance traced in the operations of the Nigerian Banks probably came from the structure of the markets and the assets. The values of the assets suddenly changes and the rates of prices, as well as the interests, are affected. Uncertainties ruled the climate in the financial sector that tends to lose the banking sectors’ capability in operations and profitability. However, through delivering the sound and appropriate management of the banks, the chances to get their potentials are extremely high. The measurements in profitability are settled through the introduction of  the guideline that will be useful in assessing the methods and procedures for monitoring the risks that might involve. Paying special attention on the credit risks and its policy is the expected to be associated with the controlling market risks, and the exchange and interest rates risks. In the identification of the risks, the banks new products and activities should be ensured that they were all into an adequate controls. And this can be done through the aid of the accounting and information system that can expose the related risks (CenBank, 2000).



Methodology



 The suggested method in the study is the utilization of the secondary information. Through the sorted data in Nigerian financial sector, the essential information can be gathered. In addition, there is an opportunity to compare the report of the banks placed in different regions of Nigeria and assess them to give the details in credit risk and their  approach to its management. The participating banks will be three of the following Nigerian banks: Afribank, Tier Banks, Diamond Bank, FCMB, and Skye Bank. The examination of the performance is possible through reviewing the investment rationale and risk/loan analysis of the respective banks.



References:



CenBank, (2000) Central Bank of Nigeria Banking Supervision Annual Report [Online] Available



at:



http://www.cenbank.org/out/Publications/reports/BSD/2001/bsdar00.pdf  [Accessed 02 July 2010]. Meristem,



(2008)



Nigeria



Equity



Research



[Online]



Available



at:



http://www.websoft.com.ng/meristem/app/mail/MEIRSTEM%20RESEARCH_  %20NIGERIA%20EQUITY%20REPORT-%20MIDDLE%20TIER%20BANKS.pdf  [Accessed 02 July 2010]. USAID, (2008) Nigeria Economic Performance Assessment [Online] Available at: http://pdf.usaid.gov/pdf_docs/PNADL990.pdf [Accessed 02 July 2010].



 Read more: http://ivythesis.typepad.com/term_paper_topics/2010/07/credit-risk-and-bankperformance-in-nigeria-research-proposal-paper.html#ixzz15bubHShV



Critical Appraisal of Credit Risk Management in Nigerian Banks



1.0 Introduction



Credit risk refers to the loss because of the debtor's non-payment of loans or  other forms of credit. Credit risks are faced by lenders to consumers, lenders to business, businesses and even individuals. Credit risks, nevertheless, are most encountered in the financial sector particularly by the institutions such as banks. Credit risk management therefore is both a solution and a necessity in the banking setting. The global financial crisis also requires the banks to regain enough confidence by the public not only for the financial institutions but also the financial system in general and to not just rely on the financial aid by the governments and central banks. It is critical for the banks to engage in better credit risk management practices. Nigerian banks are not an exemption. The Basel Committee on Banking Supervision asserts that loans are the largest and most obvious source of credit risk while others are found on the various activities that the bank involved itself with. Therefore, it is a requirement for every bank worldwide to be aware of the need to identify, measure, monitor and control credit risk while also determining how credit risks could be lowered. This means that a bank should hold



 adequate capital against these risks and that they are adequately compensated for risks incurred. This is stipulated in Basel II which regulates a bank about how much capital banks need to put aside to guard against the types of financial and operational risks banks face.



2.0 Statement of the Problem



Nonetheless, Basel II was only implemented on June 2004 thus there are banking practices that could not be initially changed especially when it will bring the bank even more risks. The question now is: how does Nigerian banks appraise credit risks today? Specific research questions are as follows: 1. How does Nigerian banks performs credit risks management before the implementation of Basel II? 2. How does Basel II changes the way Nigerian banks manages credit risks?



3.0 Research Aim and Objectives



The main aim of this study is to analyse credit risk management practices in Nigerian banks. In lieu with this, the following research objectives will be addressed:



•



To evaluate the differences of credit risks management in Nigerian banks before and after Basel II implementation



 •



To assess the changes experienced by the Nigerian banks, adhering to the requirements of Basel II



4.0 Significance of the Study



As such, the completion of this dissertation will provide understanding of the concepts presented so as to generate data and information that every planners could use in order to come up with strategies, plans and designs that will strategically position them in the highly competitive, diverse, and complex business environment that is experienced at present. By fulfilling the aims that were stated in the objectives section, this study will be helpful for other researchers who may be focusing on understanding the concept of  credit risk management. The notable significance of this study is the possibility that other researchers may be able to use the findings in this study for future studies that will create a huge impact in society. This study’s findings can be used for other findings that might prove to be helpful in introducing changes to the conduct of the effects of Basel II reporting requirements.



5.0 Research Methodology



The study will explore the problem in an interpretative view, using a descriptive approach which uses observation and surveys. To illustrate the descriptive type of 



 research, (1994) will guide the researcher when he stated: descriptive method of  research is to gather information about the present existing condition. The purpose of  employing this method is to describe the nature of a situation, as it exists at the time of  the study and to explore the causes of particular phenomena. The researcher opted to use this kind of research considering the desire of the researcher to obtain first hand data from the respondents so as to formulate rational and sound conclusions and recommendations for the study. Primary and secondary research will be integrated. The reason for this is to be able to provide adequate discussion for the readers that will help them understand more about the issue and the different variables that involve with it. In the primary research, public managers will be surveyed. A structured questionnaire will be developed and it will be used as the survey tool for the study. On the other hand, sources in secondary research will include previous research reports,annual reports of the bank , and journal content. Existing findings on journals and existing knowledge on books will be used as secondary research. The interpretation will be conducted which can account as qualitative in nature.



Read more: http://ivythesis.typepad.com/term_paper_topics/2009/10/critical-appraisal-of-creditrisk-management-in-nigerian-banks.html#ixzz15bweULNL



Risks Introduction



 There are no businesses or a government agency that does not involve elements of risks. Also, there is no a business venture or government that can function without management. While the manager or the government official studies many different theories of management, he or she obtains little formal exposure to the practice of risk management. Risk management started out as an indemnity management purpose. The cost of  indemnity had restricted management's alternatives in dealing with the hazards faced by the organisation. One of the foremost problems was that insurers rated firms according to business in such a way that a fine run firm that had few losses were required to pay for the claims of poorly run firms within the same industry. With this, the role of risk management appeared. Management began to make out that abridged losses intended reduced cost of risk. If risk managers reduced losses they could hold them themselves without resorting to indemnity. However, it took some time for industries to settle in risk management. The delicate inquisitiveness in risk management is the result of a number  of instantaneous drifts.



With this regard, this paper will be discussing the role of 



“risks” in defining, measuring and disclosing the feature of business' operations in accordance to their financial statements and the business as a whole.



Business Financial Reporting



In any business, financial reporting is a crucial process. Financial reporting through financial statements is one such yardstick that takes into consideration current



 and future financial situation in an attempt to determine a financial strategy to help achieve organisational goals. As stated by Bandler (1994: 1), financial statements are the ‘universally  accepted tools for analysis of a business entity’ . If properly understood, they let the



users know how good a company looks and how well it has been doing. They are, at best, an approximation of economic reality because of the selective reporting of  economic events by the accounting system, compounded by alternative accounting methods and estimates (Fried, Sondhi & White 2003). The purpose of financial statements is to provide users i.e. stakeholders and shareholders with a set of financial data that, in summary form, fairly represents the financial strength and performance of a business (Bandler 1994: 1). They reveal opportunities and provide protection against financial pitfalls. Ideally, financial statements analysis provides information that is useful to present and potential investors and creditors and other users in making rational investment, credit and other similar decisions (Fried, Sondhi & White 2003: 19). Further, they are comparative measurements of risk to make investment or credit decisions as they provide one basis for projecting future earnings and cash flows.



Risks



To an economist, risk is described as the survival of ambiguity about potential upshots (Fried, Sondhi & White 2003). With this regard, we may say that risk is the main reason in economic existence for the reason that individuals and firms create immutable



 reserves in research and product improvement, inventory, plant and equipment and human capital, without knowing whether the potential cash flows from these funds will be adequate to pay off both debt and equity holders. If such genuine investments do not engender their necessary returns, then the financial claims on these returns will turn down in worth. In addition to altering the extent of equity and debt in their capital composition, firms/business organisations can also influence their chance of liquidation by extenuating the risk disclosures they countenance. Firms/Business organisations come out to prefer between the types and degrees of disclosures, assuming those that they consider have an aggressive gain in supervision and laying others off into the capital markets (Stulz 1996: 8-24). Other features of the firm's processes such as the convexity of its tax lists, can also influence the amount to which administrators challenge to alleviate risks (Tufano 1996:1097-1137). Apparently, Besanko, Dranove and Shanley, (1996) believes that economists and strategic planners view risk management as being related to the issue of the boundaries of the firm. In this structure, the pronouncement to alleviate meticulous risks is comparable to the verdict to outsource a particular purpose. With this consideration, risk is not only a source of randomness on the return of  investment but also a measure of this variability because the probabilities of various outcomes are known (Stickney & Weil 1997:80 and Culp 2001:80). Contrary to uncertainty, risk is more predictable and measurable because outcome probabilities need not to be estimated rather given. The probability of having tail or head (i.e. 50/50) in a toss coin is an example of risk while the probability of winning or losing in a legal



 trial is an example of uncertainty. In addition, there are three fallacies about risks; namely, risk is always bad, risk should be eliminated at all costs and playing it safe is the safest thing to do (Culp 2001: 8). Risks are either threat or opportunity depending on the stance of entities involved. For example, a hurricane is a disaster for  homeowners in a certain community but some people like sellers of lumber, weather  radios and other emergency equipments/ tools may view the disaster as earning opportunity. Elimination of risks to avoid untoward results should address initially two questions; namely, is it complete elimination and what is the cost of any reduction? For  example, there is a chance that an asteroid could hit the earth according to some experts but would the probability of the event (i.e. 1 in 1 billion) can be substantial enough to create the need to create homes in caves and underground which have monetary and non-monetary costs (Culp 2001: 7). Lastly, preferring zero risk is equated to a risk-averse person. For example, even though the probability of wining a $1,400 raffles ticket at a cost $700 is 50%, a risk-averse person will not bet his $700 due to the adversity on having nothing. This despite the expected value of buying the raffle ticket and betting is $700 (i.e. ½ ($0) + ½ ($1,400) = $700) which means there is an equal probability of doubling his money (Culp 2001: 8).



Total Risks



 Consistent with a rational market, individuals and other entities expect and are promised with higher (lower) returns if they engaged in investments with higher (lower) risks. Shareholders are concern with total risk because it is a measure of the risk of an exposure of business portfolio that is comprised by the sum of market and firm-specific risks. Due to this, investors can reduce their total risk through diversification without altering their expected return (Das 1993: 293). However, this incentive is less attractive to contemporary investors because firm-specific risks are automatically considered when they hold a certain number of securities. As a result, firm specific risk becomes irrelevant to investment motivation because investors do not have to bear the firmspecific risk and therefore do not have to be compensated (Das 1993: 295).



Distinction between Systematic and Unsystematic Risks



It is important for an investor or a firm to assess associated risks for every business engagement. There are risks attached to inability to repay short-loan liabilities due to abrupt demand payment. On the other hand, a more long-term security can extend the debtor days of the investor but still risks on paying large interest and principal can lead to default. Therefore, assessment is required to know the level of  risks associated to a given level of return on certain assets (Stickney & Weil 1997). In this regard, unsystematic risks are those risks associated with price changes due to unique characteristics of certain securities that can be eliminated or minimised through diversification (Investopedia 2008). On the other hand, systematic risks are risks found in the entire class of assets which implies that they are sensitive to economic changes



 and market shocks. In effect, the latter kind of risk is less diversifiable and assets in a portfolio are more prone to inherent risks. Perhaps, when assets outperform the market, systematic risks can show its superiority in terms of higher returns with the security. It is suggested that when an investor participates in the marketplace, he is compensated by systematic risks and not unsystematic risks (Risk Glossary 2008). This is consistent to the dogma that returns and risks have positive relationship, that is, when returns increase or decrease the same thing happens to risks. The adverse effects of unsystematic risks is ultimately dissolve in the marketplace as the investor net exposure is hedged through diversification by merely holding a number or combination of assets. Therefore, the only risks that should be in question is the systematic risks in which the investor cannot fully depict. In effect, the investor’s returns only confront systematic risks in the marketplace. Business risk is related to operating features of a firm while financial risk is related to the strategies behind the capital structure of a firm (Mcmenamin 1999). The former is a type of risk that is outside the control of firms and hardly affected by certain tactics and strategies because business risk is very dynamic and uncertain. On the other hand, the latter involves factors within the scope of managerial control because it arises from borrowed funds the company is bound to pay unlike equity funds. However, they are both under the definition of systematic risk or inherent risks of companies that cannot be reduced by diversification strategies. Business risks includes example such as the sensitivity of competitive structure of an industry to changes in macroeconomic



 variables such as inflation and interest rates. On the other hand, the more debt a firm has a greater level of financial risk or inability to meet such obligation. Valuation can come directly to the firm. This is referred to as business risk (Bolten 2000). For example, its integration effort has indicators of failing (partly indicated in high employee turn-over from a proposed merger), thus, requires greater  returns for the heightened risks of integration failure. On the other hand, electric utilities initially have relatively lower business risk compared to aggressive and expanding firms. This is so the expected earnings will not largely depart from the original due to business risks. Actually, financial risk provides valuation of investors that the firm can control (Bolten 2000). By merely looking in its financial statements, an investor can decipher  financial risk involve in his stock investment. In the similar manner, he can assume his position of its value. For example, in capital structuring, common stock price will be undervalued when the firm is over- or under-leveraged. Although leveraging is good for  the health of the firm, this suggest relatively complex forecast of future earnings of  investors. This may also mean that debt servicing requirements might not be met, and as a result, it can affect the dividend pay-out or long-term goals of investors in their  stakes on the firm. In additional, the level and duration of loan repayments is taken into consideration to calculate financial risk. Another, leverage buy-outs can dramatically pull the price of common stock. For example, every stock in London Stock Exchange is uncorrelated with every stock; the beta coefficient is zero (Investopedia 2008). In this case, it will be possible to



 hold a portfolio in LSE that has risk-free. Investors would be acting like a casino owner  having to only wait at the end of the day to receive fees from the players. The owner  will accumulate earnings without any risks in playing rather only responsible for  maintaining the venue. With zero betas, game theory will not hold and stock markets will never exist as correlated risk is the source of all risk in the diversified portfolio. On individual assets, beta represents volatility and liquidity of the market place while on portfolio perspective it refers to investor’s level of risk adversity. Beta is estimated through times series analysis and linear regression models (Risk Glossary 2008) like estimating ninety trading days of simple returns used as estimators for covariance and variance. Negative betas can be derived by holding securities that move against the market, shorting stocks and putting on options. However, betas are limited because they are only based on historical market data (Risk Grades 2008). As such, future implications to investments cannot be inserted in the decision-making criteria. Variables are identified based on their past performance and any future or expected changes are not taken into consideration. In effect, investors that accept and address this limitation often lead to speculation for a possible war, major earthquake, political scandal and other stock market related events due to the inability of the beta to represent the overall perception of the market about the future trends. In effect, it can be said that the limitation of the beta caused the stock market bubbles and other economic crisis that adversely affected the lives of the people; both rich and poor as over-speculation in the market lead to distorting the real performance of the market rather mere expectations of market participants without any proven level of superior output.



 Evaluation



In business processes, many contend that the world has become more dangerous, both for individuals whose wealth is exposed to seemingly larger and larger  swings in equity markets and for corporations whose cash flows seem to depend more and more on unpredictable cross-border variables. The good old days when the only real financial instruments to understand were stocks and bonds have been replaced by the arrival of new and often more complex financial products. But just as society had to take a risk on the canning process in order to reduce the danger of botulism from home canning, financial society has had to risk financial innovation. And that financial innovation has, like canning, led to opportunities to further reduce risk (Culp 2001). Risk evaluation in business financial assessment is also like the process by which an individual tries to ensure that the risks to which he/she is exposed are those risks to which he/she thinks he/she is and is willing to be exposed in order to lead the life he/she wants. This is not necessarily synonymous with risk reduction. As indicated, some risk is simply tolerated, whereas others may be calculatedly reduced. In still other  instances, some individuals may conclude that their risk profile is not risky enough. A man who is extremely late to an important meeting and about to watch his bus pull away from the curb may not only willingly fail to look both ways at a cross walk, but he might perhaps quite rationally conclude that the risk of being late is so much higher than the risk of being hit by a car that bounding across the intersection when the light is green seems like the right judgment call.
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Effectiveness of Credit Risk Management in Sri Lankan Banks



1.0 Introduction



As initially drafted, the working title of this research is: Effectiveness of Credit Risk Management in Sri Lankan Banks. The paper presents a proposal to explore how Sri Lankan banks approach credit risk management and how successful it is. The study will be conducted with reference to Sri Lankan banks identified as Commercial Bank of  Ceylon, Hatton National Bank and Nations Trust Bank. These banks are three of the leading commercial banks in Sri Lanka.



2.0 Background of the Study



Credit risk refers to the risk of loss because of debtor’s non-payment of a loan or  other forms of credit. As they default, delay in repayments, restructuring of borrower  repayments and bankruptcy are also considered as additional risks. When it comes to



 banking, credit risk is apparent on lending services to clients. There is the need for an effective employment of credit scorecard for the purpose of ranking potential and existing customers according to risk. In this will be based the appropriate measures to be applied by the banks. Nevertheless, banks charge higher price for higher risk customers. Credit limits and security are set so that credit risk would be controlled. Credit risks are faced by lenders to consumers, lenders to business, businesses and even individuals. Credit risks, nevertheless, are most encountered in the financial sector particularly by the institutions such as banks. Credit risk management therefore is both a solution and a necessity in the banking setting. The global financial crisis also requires the banks to regain enough confidence by the public not only for the financial institutions but also the financial system in general and to not just rely on the financial aid by the governments and central banks. It is critical for the banks to engage in better  credit risk management practices. Sri Lankan banks are not an exemption.



3.0 Problem of the Study



The problem focus of this study is the investigation of how effective the management of credit risks by the three leading commercial banks in Sri Lanka. 1) How do Sri Lankan banks protect the interests of the bank and the interests of  the borrowers? 2) What are the implemented methods/strategies/techniques in managing credit risk?



 4.0 Objective of the Study



The main aim of the study is to analyse the credit risk management practices in Sri Lankan banks. In lieu with this, the following research objectives will be addressed:



•



To explore how credit risk management works for the banks and the borrowers



•



To analyse how effective are the applied practices in managing credit risk



5.0 Research Methodology



The study will explore the problem in an interpretative view, using a descriptive approach which uses observation and surveys. To illustrate the descriptive type of  research, Creswell (1994) will guide the researcher when he stated: descriptive method of research is to gather information about the present existing condition. The purpose of  employing this method is to describe the nature of a situation, as it exists at the time of  the study and to explore the causes of particular phenomena. The researcher opted to use this kind of research considering the desire of the researcher to obtain first hand data from the respondents so as to formulate rational and sound conclusions and recommendations for the study. Primary and secondary research will be integrated. The reason for this is to be able to provide adequate discussion for the readers that will help them understand more about the issue and the different variables that involve with it. In the primary research, public managers will be surveyed. A structured questionnaire will be developed and it will be used as the survey tool for the study. On the other hand, sources in secondary



 research will include previous research reports, newspaper, magazine and journal content. Existing findings on journals and existing knowledge on books will be used as secondary research. The interpretation will be conducted which can account as qualitative in nature.
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Non-Performing Loans in the Banking Industry



Introduction



Financial institutions such as banks are expected to maintain their credit management due to the increasing rate of non-performing loans. The increasing number of non-performing loans of different entities and individual creates a significant impact and negative values to the financial streams. In the long-run, this same impact will reach the entire economy and leads to increase the credit crisis. In this paper, there is an interest drawn by the researcher/s regarding the reason or several reasons that lead to non-performing loans. In the investigation, there will be appropriate analysis that can generate the recommendation on remedies to lessen the rate of non-performing loans. The focus of the paper is the situation in most of the developing countries, particularly in Kenya.



Failures in Management



Banks are absolutely strong to hold the financial crisis. But in the recent years, this characteristic of bank changed due to the various economic changes and



 challenges offered by the globalization. Added to this disadvantage is the growing numbers of non-performing loans that affects the financial stream and operations of the bank. The main objective of the bank in offering the financial credit and loans for the entities and small individuals can be viewed in the noble mission “to lessen the poverty”. The procedures and operations of the banks are tested through their model country. However, there are instances that the loan performance fails to follow its original plan and fail to produce the expected outcome because of the two aspects – the credit management of the financial institution and the failure of the individual or entities to wisely use the loans.



First Reason is Credit Management 



From the simple transaction, different problems may arise. The failure of the customer to disclose any personal information during the application can be the greatest reason that might influence the overall performance of the banks. The fact that the information is insufficient may affect the loan’s fruitful expectations. This is also the representation of the bank’s lack of capacity to investigate and build strong transactions, as well as the debt collection.



Second Reason is Individual’s/Entity’s Capacity 



The purpose of loans is to support the financial needs of the customers according to their proposed businesses or specific needs. If the bank doesn’t see any fruitful investment in the proposed plan, they will only simply reject it. However, due to the personal greediness, the individuals draw assumptions and deceive the banks.



 Where, on the other hand, the bank is incapacitated to extend its investigation to ensure that all the information they receive are true and legal.



Recommendations



The non-performing loans are great issues which includes the government and the economy. However, there are still suggestions that can be adopted to reduce and prevent the growing numbers of non-performing loans. First, the bank should include the two actions in their operations (Harrison, 2006): (a) estimate the non-performing loans and allocate it to the corresponding borrowers but consider how unpaid loans are recorded in the accounts in such a way as to increment principal outstanding; and (b) estimate the interest received, rather than the receivable, and on the interest payable so that the performing loans are not affected by the non-performing loans. Since the problem that constitutes in the non-performing loans is associated with the operation of the banks, there should be an aggressive debt collection policy. The lack of aggressiveness is popular in the developing countries and this is perceived as the banks specific factor that can also contribute to the non performing debt problem (Waweru, & Kalani, 2009). Banks should increase their competency and maintain it until they recover their position and have a normal operation. Because of the pursuance in the economic development of the country, the economic downturn in the internationals setting should be prevented to influence the domestic situation of Kenya. Since the banks have no control over the economic uncertainties, then, they must allow the government to have its action over the issues of inflation and monetary policies.



 In a highly competitive environment, the capabilities of the managers to handle the pressures and the increasing demand of the customers can be the problem that may arise in the workforce (Blaauw, 2009). Therefore, training and developmental options should be available to prevent the failure in assessing the capabilities of the individuals or entities to generate the interests in their loans.



Conclusion



By polishing the credit policies and establishing a strong capacity in the management, the bank can handle the non-performing loans, which can duly affect the progress of the economy. Thus, the involvement of the appropriate and updated credit management should be prioritized.
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The effect of credit risk management on loan recovery in Tanzania



Introduction



Loans constitute a proportion of CR as they normally account for 10-15 times the equity of bank (Kitua, 1996), banking business is likely to face difficulties when there is a slight deterioration in the quality of loans. Poor loan quality has its roots in the information processing mechanism. Lending has been, and still is, the mainstay of  banking business, true in Tanzania where capital markets are not yet well developed. Tanzania in particular, lending activities have been controversial and difficult matter as because business firms on one hand are complaining about lack of credits and the excessively high standards set by banks, while CBs on the other hand have suffered large losses on bad loans (Richard, 2006). There is a need to investigate through primary and secondary resources several effects of credit risk management on loan recovery in Tanzania. There has to engage in a case study analysis of credit risk models affecting loan recoveries of the country. The need to report cases in Tanzania. The need to investigate certain credit policies as



 sufficient to overcome fragmentation of financial markets because of structural and institutional barriers to interactions across different market segments, the financial liberalization and bank restructuring in Tanzania context should be accompanied by complementary measures to address institutional and structural problems, such as contract enforcement and information availability, and to improve the integration of  informal and formal financial markets. The purpose of research will be to develop conceptual model to be used further in understanding credit risk management system of  commercial banks in an economy with less developed financial sector. Tanzania, less developed economy, provides an excellent case for studying how CBs operating in economies with less developed financial sector manage their credit risk. The research will identify issues to be studied further in order to establish CRM system by CBs operating in Tanzania.



Literature review



Loans that constitute a large proportion of the assets in most banks' portfolios are relatively illiquid and exhibit the highest CR (Koch and MacDonald, 2000). The theory of  asymmetric information argues that it may be impossible to distinguish good borrowers from bad borrowers (Auronen, 2003) which may result in adverse selection and moral hazards problems. Adverse selection and moral hazards have led to substantial accumulation of non-performing accounts in banks. The very existence of banks is often interpreted in terms of its superior ability to overcome three basic problems of  information asymmetry, namely ex ante, interim and ex post. The management of CR in banking industry follows the process of risk identification, measurement, assessment,



 monitoring and control. It involves identification of potential risk factors, estimate their  consequences, monitor activities exposed to the identified risk factors and put in place control measures to prevent or reduce the undesirable effects. Effective system that ensures repayment of loans by borrowers is critical in dealing with asymmetric information problems and in reducing the level of loan losses, thus the long-term success of any banking organization (IAIS, 2003). Effective CRM involves establishing an appropriate CR environment; operating under a sound credit granting process; maintaining an appropriate credit administration that involves monitoring process as well as adequate controls over CR (Greuning and Bratanovic, 2003). Considerations that form the basis for sound CRM system include: policy and strategies that clearly outline the scope and allocation of a bank credit facilities and the manner in which credit portfolio is managed, i.e. how loans are originated, appraised, supervised and collected (Greuning and Bratanovic, 2003). Thus, also been observed that high-quality CRM staffs are critical to ensure that the depth of  knowledge and judgment needed is always available, thus successfully managing the CR in the CBs (Wyman, 1999). Marphatia and Tiwari (2004) have argued that risk management is primarily about people, how people think and how they interact with one another.



Methodology



Tanzania economy being in a transition makes information asymmetry more pronounced. Effective CRM system minimizes the CR, hence the level of loan losses. There is an extensive literature on management of CR in CBs, which allowed the



 formulation of a deductive research design. Most literature is from the developed world. Empirical studies show differences in approaches to CRM when different contexts are considered (Menkhoff et al., 2006; Mlabwa, 2004). The nature of study will require understanding of the CRM phenomena within Tanzanian context. The CRM as phenomenon is a process whose understanding required rich data in its respective context to be collected. The case study approach will be appropriate strategy in collecting the required empirical data. The information required was qualitative and contextual in nature and was therefore analyzed qualitatively. The principle in the selection of the case is that it has to be information rich (Yin, 2003). The bank that was active in lending activities, had both foreign and local characteristics in its operations, had been in operations for relatively longer period and was willing to avail the required information provided the best case for the study (Johnson and Christensen, 2004). Three top officials in the credit management department have to be interviewed for the purpose of not only verifying the information obtained from the studied documents, ensuring data validity but obtain clarification on some issues that will either not clear to the researcher while reading and analyzing the documents. The research will review existing literature that consists of evidence from developed countries. The study model is proposed with amendment to fit Tanzania's environment, will be achieved through the use of secondary (various relevant documents) and primary (interviews) information from CB and key management officials dealing with credit management. The selected CB is active in lending, has foreign and local characteristics in its operations and has been in operation for a relatively longer 



 period. The need to imply that environment within which the bank operates is an important consideration for CRM system to be successful.
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Credit Risk Solutions - Making the Right Choice 24 Feb 2004 - Originally published in GARP Risk Review Credit risk management systems have become an essential part of the risk manager's toolkit. But a wealth of alternatives is available to financial institutions planning to introduce a new solution, and many obstacles can stand in the path of a successful implementation project.



The demands made of credit risk management departments are rarely static for long. The increasing complexity of financial products, evolving regulatory requirements and shifts in the economic climate mean that credit risk managers must be flexible and forward-thinking to adapt to changing conditions. The same is true of credit risk management systems. Solutions for risk management tend to be much more complex than those employed elsewhere in a financial institution. It is rarely possible to select a package off the shelf and simply plug it in. And packages offering credit risk  management are more complicated still, as they must deal with more demanding concepts and calculations than market risk management software. As Jonathan Berryman, head of credit risk systems for financial markets at ING Group, explains, "Credit risk management is a complex topic. It needs to be enterprise-wide - much more so than market risk - and tends to be much more global and much more cross-product." Of course plenty of third-party systems for credit risk management are available, offering a range of functionality, including limit and exposure management, credit exposure modelling, portfolio management and collateral management. The most advanced systems now offer fully integrated solutions that are suitable for large financial institutions. Although vendors and external project managers can help the institution to implement the system, things don't always go smoothly. To help ensure success, banks should carry out detailed due diligence on the system prior to



 deciding to implement a third party solution, including talking to other clients and running sample portfolios through the risk engine. Another alternative is to build a system in-house. The advantage of this option is clearly that the solution is specifically tailored to the requirements of the institution. In house development can also enable the bank to be innovative and creative in the system it implements. But while this route may be the one followed for simpler solutions, many institutions conclude that they lack  the experience necessary to develop the type of credit risk system their current workload demands. In-house solutions are also more time-consuming to develop and implement and can be considerably more expensive than third-party systems. One option that can offer the best of both worlds may be described as 'outsourced development'. This means that an external software supplier develops a system that is tailor-made to meet the demands of a particular institution. The advantage of outsourced development in credit risk  management systems is that the resulting package represents the bank's particular credit policies and credit controls without using up all the resources demanded by a system developed in house. More rigid packages can be inflexible and expensive to upgrade to pick up the particular nuances that the bank is intent upon. The decision as to which approach to choose is likely to entail a trade-off between functionality and cost. These factors will be largely depend ent on the type of business the bank specialises in. "If you're a mid-size European bank, working mainly in developed markets and trading vanilla products, you're more likely to find a package that meets your requirements. If you're a global bank operating in emerging markets and using exotic products, you're less likely to find a perfect fit," says Berryman. Whichever approach a bank takes, there a several keys to success that can mean the difference between a long-draw out implementation that is fraught with complications and one that passes swiftly and smoothly. One of the biggest constraints financial institutions face when implementing a credit risk solution is their legacy system. Few are in the enviable po sition of being able to introduce their new software from scratch. Before trying to put a new system in place, it is vital to ensure the existing environment is as efficient and organised as po ssible. Trying to implement a new system without a clean counterparty database and effective reconciliation processes, for example, is sure to lead to problems further down the line. Logistically, it is difficult to leave the current architecture running while rebuilding the whole application. As the deadline for implementing new regulatory requirements approaches - notably the new capital adequacy rules from the Basel Committee on Banking Supervision, commonly known as Basel II - banks will need to integrate successfully all the necessary new elements into their systems. This will mean extending their credit risk systems infrastructure and moving away from the traditional reliance on financial reporting systems. The framework needs to allow the institution to move forward over the next few years. Each step becomes progressively more difficult as institutions move from individual product risk limits to



 global risk limits then to a more complex exposure calculation methodology, so that eventually the whole credit risk system dovetails with regulatory and internal capital or Raroc requirements. Bearing this in mind, it may be worth considering the issue of data at an early stage. A common database across all areas of credit risk, including co llateral management, limit and exposure management and risk engines, helps smooth the progression to an integrated, enterprise-wide credit system. A single risk database also means risk managers can be absolutely confident that any piece of  information in the system is from the same source and there are no reconciliation issues. And it can overcome problems that may arise when, for example, a bank has separate systems for  different disciplines. Certain issues, such as excess approval and temporary limit reallocation, lie on the boundary between two areas: limit and exposure management, and credit approval, and it is not always clear which of the systems should deal with them. To enable credit risk solutions to develop and integrate over the years, it is vital to build maximum flexibility into any implementation. Risk management never stands still for very long and systems repeatedly face new challenges. In ad dition to facing up to new regulatory demands, migration plans must be flexible enough to allow the bank to shift priorities and adapt to changes, such as mergers or the acquisition of new businesses. When a merger takes place, it is much easier and cheaper to adapt one of the existing credit systems than to bring in another new one. If the system is insufficiently flexible, in future it may find itself constrained by designs that were never intended to meet the new demands being made of it. The organisation may then face the decision to either work within the constraints of the original system or to scrap it and start again, at considerable extra cost. One of the most important elements of a successful systems implementation is a clear  understanding of the requirements of the new system. "Getting the design right at the very start of the implementation is a key issue. If you over-eng ineer and try to include too many points in the design, it will take too long. And if you get something wrong in configuring the system, you will have to do it all over again, even though you might not identify it until much later on in the project," says Julian Leake, a London-based director in the financial services industry team at Deloitte & Touche. Equally vital is a strong project manager. Any credit system will involve numerous interested parties with different priorities and varying business requirements. A manager with an overall vision, who will not be swayed by conflicting arguments and who can prioritise correctly, is vital to ensure the system is implemented from the start in a way that meets the needs of all its different users. The project manager must also be able to push the implementation forward, avoiding endless rounds of decision-making and academic arguments. A successful credit risk system can be implemented (that is, achieve 'live' status for the initial phase) in two months or less, but many
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