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ABSTRACT

The main objective of the study was to examine {Tnesk management practices in Saccos
with Front Office Service Activity in Kenya. Similgtudies have been carried out in developed
countries (liukisila, 19%) that have confirmed ttia@ problem of risk management often begun
right at the loan application stage and increasethdr at the loan approval, monitoring and
controlling stages, especially when credit risk agement guidelines in terms of
policy/procedures did not exist or were weak oomplete, Brownbridgc (1998) observed that
these problems are at their acute stage in devejauntries.

The research design of the study was based oncaigtee survey. The sample of the study
consisted of credit managers and managers employdde 40 SACCOs offering FOSA

services within Nairobi Province. The data wasemi#d using self administered questionnaires
by the researcher, coded and Statistical Packag&doial Science Version 17 was used to

analyze. The results were presented using table.

The research found out that loan portfolio managepresk identification, risk analysis and
assessment as well as risk monitoring were instnt@hen credit risk management process.
Saccos should fully embrace credit risk managemasntvay to reducing credit defaults. In
particular, the management should consider impléimgna frame approach to risk
identification; ensure that their Saccos, regagdigfssize, have an effective system of internal
controls that is consistent with the nature, coxipfe and risk inherent activities and that its
corresponds to the Sacco environment and condjtimamagement of Saccos should ensure
that there is an ongoing evaluation and assessofetite credit related risks. In addition it
should also ensure monitoring process should peoasisurance that there are appropriate
controls in place for the organization's activiteesd that the procedures arc understood and
followed finally on credit risk management practiceaccos should overcome challenges by
ensuring the members are continuously educated paodide resources such as qualified
personnel and proper software to ensure consigtdransparency and accountability are

achieved.



TABLE OF CONTENTS

DECLARATIOIN L. ettt e e e e e e n e e e e e e e e e e e e eeenennes N
DEDICATION. L. et e e ea e e e e e e e e e e e e e e eeeennnnnes ii
ACKNOWLEDGEMENT ... ottt e e e e e e e e i
AB ST RACT e \Y
TABLE OF CONTENTS ...t \%
LIST OF ABBREVIATIONS. ...ttt vii

LIST OF TABLES ... e e e 20 WV

CHAPTER ONE: INTRODUCTION. ... .ttt e e e e e eenne e aeeees 1
1.1 Background t0 the STUAY .............oeemmeeeerermmmmmninineeeeeeeeesereeeeesessrennneersennnn 1
1.2 Statement of the Problem ..o 5
1.3 ODbjectiVe Of the STUAY .....uuuueiiceeeee e e e e e e e e 6
1.4 Significance of the StUAY..........cooeeeeeeeec e 7

CHAPTER TWO:LITERATURE REVIEW........iieeee e 8

P20 R i o o [F o1 1 (o] o PP PPPPPRP 8

2.2 REVIEW OF tNEOMIES......eiiiieiiii ettt ees 8

2.3 Credit Risk Management PractiCES....... o eeeerieeeiiiiiiiiiiiiiaasseeeeeeeaseasaaaaaees oo 11

2.4 EMPIFICAl STUAIES....uuiuiiiiiii i ettt s e e e e e e e e e e e e e e e eeeeeeeeeeeeeeeennnnnns 13

2.5 CONCIUSION. ....ciiiiiieii e mmmn ettt e e e e e e e e e e e e e 21

CHAPTER THREE: RESEARCH METHODOLOGY. .......ccoieieeeiieieeeee e 22

S.L INTrOTUCTION et e e e e een e e e e e e reeees ees 22

I S L= 1] Y= Lo o TN 1T [ | o TP 22

3.3 POPUIALION. ...t eeeeee e e e e e e e —————————————— 1 22

3.4 DAta COHECHION. ....ccciiiiiiiieiie e ettt s e e e e e e e e eenes 23



3.5 DAta ANAIYSIS. . e ciiieieeeiiieite s mmmmm e e e e e et e e e e e et e e aaaaaaaaaaaar———————————— 24
CHAPTER FOUR: DATA ANALYSIS AND RESEARCH FINDINGS............cccvvveeen. 26

4.1 INEFOAUCTION «.e et e e e e e e e e e e e e e e e e 26

4.2 Loan Portfolio RESUIES. .......cooiiiiiie e e 29
4.3 Risk Identification RESUILS.............commmmeeeeiiiiiiiie e 34
4.4 Risk Analysis and AsSesSSmMeNnt RESUILS ....ccceeevvivveiiiiiiiiiiiiieeeee e eveeeeeeeee 36
4.5 Risk MONItOrNG RESUILS........coivieeitt e e s e e e e e e e e e e e e .39
4.6 Credit Risk Management ProCEAUIES ......cccuuieuuiiiiiiiiieeeeeeeeeeeeeeeeiaviennnes 41
4.7 FINAINGS Of the StUAY ....cooiiieeeeeee e e e e e ee e 43
CHAPTER FIVE: SUMMARY CONCLUSION AND RECOMMENDATION ...... 47
T RN [ 1 111 4T Y2 PP OP PP 47
5.2 CONCIUSIONS. .. ettt e e e e e e e et et et e e e e e e e 48
5.3 RECOMMENUALIONS. ......eiiiiiieiiiit et e e e e s rmnn e e e s e e e e e e e 49
5.4 Limitations Of the STUAY........uuiiiii i ees 50
5.5 Suggestions for further Study...........c.coovii i 50
REFERENCES ... . e e e e e eeas 52
APPENDICES. ... st e e e e e e e e e e n e 60
Appendix (1) Letter of INtrodUCTION .........vaemmmeeeeeeeeeeeeeeeeeer e e e e e e e e e e e e e 60
Appendix (2): QUESLIONNAINE ..........uuvuuiieeeeereeeririiiaseeeeaeeeeeeeeerereernnnrns s 61
APPENDIX (3): List of Cooperatives With FOSA..ccaae.eiiiiiiicee e 68

vi



CD:

CR:

CRM:

CRMC:

CRMD:

FOSA:

GNP:

NPL'S:

SACCO:

SME:

WOCCU:

LIST OF ABBREVIATIONS
Credit Department
Credit Risk
Credit Risk Management
Credit Risk Management Committee
Credit Risk Management Department
Front Office Service Activities
Gross National Product
Non-Performing Loans
Savings and Credit Cooperative Society
Small Medium Enterprises

World Council of Credit Unions

vii



LIST OF TABLES

Table 4.1: Distribution of Respondents by Gender...............ooovuiiiiiiiiiiiiniieeeeeeeeeenn, .26
Table 4.2: Distribution of ReSpondents DY AQCu . .cueeeeeiiriiiiiiiiiiieeeeeeeeeeeeeeieeeeeee .26
Table 4.3 Distribution of Respondents by Qualificatachieved. ............ccccoooeeeiii. 21.
Table 4.4 Distribution of Respondents by currensi@ation .............ccccoeeeiiiiiiiiiiiiiinns 28

Table 4.5 Distribution of Respondents by numbeyeatrs spent working in the SACCO
T LS 1Y/ 29

Table 4.6 Distribution of Respondents as to whetihey have credit management policies

Table 4.7. Distribution of respondents involvingtpes in formulating loan policies... 29

Table 4.8 Distribution of respondents on how thecBause the following indicators in its
credit risk management approaches. ... ....ooovi it e 30

Table 4.9 Distribution of Respondents on the follgyfactors in establishing a loan
POMTOLIO POICY ...ttt er e e e e e e e e e e e e e e e eeeeenaeeees 31
Table 4.10 Distribution of respondents on peopl#ig@pating in loan policy............ 32

Table 4.11 Distribution of respondents in agreenoéiccounting ratios to measure
0T {0 o T |1 =1 {1 YU 33

viii



Table 4.12 Extent to which SACCO consider risk tdfemation s a process in credit risk

= L =T =T T | PP 7

Table4.13 Distribution of Respondents accordin§A€CO involvement in the risk

IAENTIfICALION PrOCESS ... et ittt et et e e e e e e e et e re e e et e re e aee 02 3D
Table 4.14 Distribution of Respondents accordingrportance of risk identification....... 36

Table 4.15 Extent to which Respondents agreedhkeadpplication of modern approaches to
risk measurement , particularly for credit and elldvanking risks is important for SACCOs in
view of risk analysis and assessment as a crs#titmanagement practice...................37

Table 4.16Extent to which respondents agree thktamalysis and assessment is a
comprehensive risk measurement and mitigation naetised for various risks arising from
financing activities and from he nature of profiddoss sharing in the source of funds

especially investment account holders............coo i, 37

Table 4.17 Extent to which respondents agree koamslysis and assessment in credit risk

(QpE=T = (o [T 0 1= o | PP 1 |

Table 4.18Distribution of respondents accordingxtent of agreement into risk monitoring

and Profitability. .. ... e 39
Table 4.19 Extent to which respondents agree wsthmonitoring statements........... 40
Table 4.20 Credit Risk Management proCedures.............oivceeeieiieiie e 42



CHAPTER ONE

INTRODUCTION
1.1 Background to the Study

Expanding business arenas, deregulation and ghaibiain of financial activities emergence of
new financial products and increased level of cditipe has necessitated a need for an
effective and structured risk management in finanaastitutions. A financial institution's

ability to measure, monitor, and steer risks cornensively is becoming a decisive parameter
for its strategic positioning. The risk managenfestnework and sophistication of the process,
and internal controls, used to manage risks, dep@mdthe nature, size and complexity of
institutions activities. Nevertheless, there armedoasic principles that apply to all financial
institutions irrespective of their size and comphexof business and are reflective of the

strength of an individual institution's risk managmnt practices (Cuevas and Fischer 2006).

A risk management framework encompasses the scbpeks to be managed, the process
systems and procedures to manage risk and the avldsresponsibilities of individuals
involved in risk management (Uyemura and Devent@®3). The framework should be
comprehensive enough to capture all risks a firsnicistitution is exposed to and have

flexibility to accommodate any change in businegs/dies.

It is widely recognized that credit co-operativemn play a key role in the developing of
economic disadvantaged regions. Credit co-opematare typically seen as filling a market
niche consisting of low-income entrepreneurs, srbakiness people or farmers who need
credit but who have essentially no collateral withich to secure a loan (Cabo et al. 2006}
Therefore credit co-operatives are financial esditiwhich have traditionally dealt with
financing an important group of entities within thecial economy. They have also been the
motor for the co-operative sector in general andiqdarly for the agriculture sector. Such is
the situation that occasionally the role played dogdit co-operatives within their area of

influence has exceeded the financial frameworkath some studies show the role



of credit institutions in rural poverty improvemg&ingh et al., 2007) or how financial activity

promotes the growth of cooperatives.

Co-operatives have played an important role indeeelopment of the economics of Kenya,
Uganda and Tanzania and have led to the upliftirtbe standards of living of the people. It is
estimated that there are 8 million Co-operative iper®s in Kenya and more than 3 million
members in Savings and Credit Co-operatives (SAG@@8e there are about 6.000 SACCOs
out of the 12,000 registered Co-operative Sociefesording to the Minister of cooperatives,
the co-operative movement is currently boastingaifings mobilization of Ksh 180 billion

with an asset base 0fSh200 billion (The Standatd 24ril 2010). Loans outstanding Kshs.95
billion (US$1.3 billion) Co-operatives have beewdlved in the provision of credit for the

purchase of land, farm inputs, housing, educatmordication and development of various

business ventures (Private Sector Initiative forp@doate Governance, 1999).

Most cooperative societies in Nairobi Province saings and credit cooperatives community
referred to as Urban SACCOs. They offer the follmyviproducts to their members; normal

loans, emergency loans, school fees loans, sfdeaias and front office services. In the current
liberalized economic environment, cooperative dtseare expected to operate like any other
profitable business venture with a locus on maxati@n of shareholders' returns. It is also
worth noting that with the opening up of common d¢®nn most cooperative societies,

members are free to join those societies thatoffér what they perceive as more competitive

and superior products as well as a competitivameatn their investments (Mudibo, 2005).

The traditional savings and credit services thatlieen practiced by SACCOs over the years
has led to many cooperatives experiencing low difuiproblems especially because members
are not allowed to withdraw their savings at withaugh they can borrow as much as three
times of the amount they have saved in the soclétis has caused SACCOs to seek other
ways to improve their liquidity position. A numbefr SACCOs have diversified and introduced
Front Office Services Activities (FOSA) where thafer such products and services as
payment of salaries, salary advance. Banker's @sgafe keeping of documents and ATM

services. The result is that Front Office Servidesvity (FOSA) have begun to be very



popular with the SACCOs as members now have atoekeir savings right away. SACCOs
that have introduced FOSA services have experieraqad asset growth (Jesus, 2006). When
financial institutions withdrew their banking sexgs from rural areas and due to employers'
failure to remit recoveries to SACCOs, it becameessary for them to start Front Office
Services to serve their members. Through retaiaeihgs the Sacco can access funds for
onward lending to its members (Wanyama, 2009). {densg that Saccos with Fosa services
offer a wide variety of credit facilities and henpereased credit risk, the study will be critical

to document the credit risk management procedseiset Saccos.

The acceptance and management of financial ristherent to the business of cooperatives.
Risk management as commonly perceived does not meamizing risk rather the goal of risk
management is to optimize risk-reward trade -otitwithstanding the fact that cooperatives
are in the business of taking risk, it should mgnized that an institution need not engage in
business in a manner that unnecessarily impodespisn it: nor it should absorb risk that can
be transferred to other participants. Rather iukhaccept those risks that are uniquely part of
the array of its services (Carrasco, 2004), Widditrmarkets undergoing rapid growth and
change, the need for Financial institutions worltkvio identify, measure, monitor and control
credit risk - over the entire portfolio as wellingndividual transactions - is greater than ever
(Bluhm, et al. 2003).

Credit risk is the risk that a financial institutiavill incur losses because the financial position
of a borrower has deteriorated to the point thatviddue of an asset (including off- balance-
sheet assets) is reduced or extinguished. Cre#litgimost simply defined as the potential that
a borrower or counterparty will fail to meet itsligations in accordance with agreed terms. The
goal of credit risk management is to maximize aganization's risk adjusted rate of return by
maintaining credit risk exposure within acceptgieameters. Organizations need to manage
the credit risk inherent in the entire portfoliovasll as the risk in individual credits or
transactions. The organizations should also considerelationships between credit risk and
other risks. The effective management of credit issa critical component of a comprehensive
approach to risk management and essential to tlieterm success of any organization.
(Kealhofer, 2003)



The importance of credit risk management is inéngawith time because of some reasons like
economic crises and stagnation, company insolvendmfraction of rules in company
accounting and audits, growth of off-balance sliegivatives, declining and volatile values of
collateral, borrowing more easily of small firmsydafinancial globalization (Bofondi and
Gobbi, 2003).

In 2008 savings in SACCOs across Sub-Sahara Agreav by an average of 31.9 per cent
which is comparable to average saving growth rédesprevious years. Loans grew at an
average of 12 per cent, which is lower than grovettes of previous years. For instance, in
2007 loans issued by SACCOs grew by 35.3 per ¢er2006 loans grew by 21.2 per cent.
Growth in new membership has been steady. Thisestigghat SACCOs across Africa may be
exercising caution in responding to the loan retfues members. Indeed, it was reported that
some SACCOs have been scaling down loans associgtieedxport commodities in order to

protect themselves from potential loss. (WOCCU, 300

Cooperatives have traditionally been concentratedsectors concerned with agriculture
finance, housing, wholesaling and retail. Howevesyt are also found in industries such as
childcare, tourism, utilities, transport, healthregaschools and many others. Nevertheless
agriculture and finance remain the dominant actisibf cooperatives throughout the world. In
Africa cooperatives are most commonly found in #uggricultural sector and in financial
services. Prevalence varies according to the péaticstructure of the national economies,
though in general agricultural cooperatives repred8 to 60 per cent of all cooperatives within
a given country, and cooperative financial institng represent 30 to 50 per cent of the
cooperative movements in given country. In Keny&,885 people are directly employed by
cooperatives and up to 16.5 per cent of the pojpulandirectly derives their livelihood from
the increased demand and associated opportunitieprdvide goods and services to
cooperatives (Pollet, 2009).

Over the past two decades a particular type of eapwe finance - the savings and credit
cooperative (SACCO) - have been widely embraceoutjitout Sub- Sahara Africa (Develtere
& Pollet, 2008). The SACCO movement in Sub- Sahafaca has been increasing in



popularity and now comprises between 30 to 50 pet of all cooperative enterprises and
provides financial services to 8.81 per cent ofgbpulation in Sub-Sahara Africa. SACCOs in
Kenya have reported increase in demand for loantshdwve exercised caution in responding to
requests. For 2008 loan growth was negative, a {i& cent.

The trends evident in Kenya have been seen in rotrgy African countries. (Pollet.

2009: WOCCU.2009).

1.2 Statement of the Problem

Despite the controversies surrounding the reastysfiwancial institutions are demanded

and why they are willing and able to take on tlskgithat are inevitably involved in their
activity, it is evident from some empirical studidgat Weak credit risk management is a
primary cause of many business (particularly srhaBiness) failures. (Mc Menamin, (1999)
carried out a study of financial institutions ti@ated in the mid 1980s in the U.S.A and found
out that the consistent element in the failures wlaes inadequacy of the institution's

management system for controlling loan quality.

Koch and MacDonald, (2000) found out that the loHret constituted large proportions of
assets in most financial institutions portfoliosreveelatively illiquid and exhibited the highest
Credit Risk. This was related to the informatioryrametric theory by Auronen, (2003),
resulting in adverse selection and moral hazardblpms. Various researchers have studied
reasons behind financial institutions' problems atehtified several factors(Chijoriga, 1997
Santomero, 1997; Brown Bridge and Harvey, 1998; &imi998; Basel. 1999. Basel, 2004).
Credit problems, especially weakness in credit mhagement (CRM), have been identified
to be a part of the major reasons behind finamegitution difficulties. Kitua. (1996) found out
that loans constituted the largest proportion cédiirRisk as they normally accounted for 10-
15 times the equity of a bank. BrownBridge (1998mfed that these problems are at their
acute stage in developing countries. Liuksila ()98Bserved that the problem often begun
right at the loan application stage and increasethdr at the loan approval, monitoring and
controlling stages, especially) when credit risknangement guidelines in terms of policy and

strategies/procedures for credit processing did exist or were weak or incomplete.



Santomero, (1997) and Basel, (1999) concludedithatder to minimize loan losses and so as
the Credit risk, it is essential for financial imstions to have an effective credit risk
management system in place. Khan (1997). VogelHages (1998), Karim (1999) and Khan
and Ahmad (2001) They have argued that financstitutions not only face the type of credit
risks but they also identified new and unique risissa result of unique asset classes and
liability structures. Khan and Ahmad (2001) arguleat this new type of risk is an immediate

outcome of their compliance with the moral law regnent.

Locally, a few studies have been done on creditmanagement and among them are
Njiru's (2003) who surveyed credit risk managenpeattices adopted by coffee
cooperatives in Embu district, Nduku's (2007) syekthe credit risk management
practices adopted by pharmaceutical manufactunngsfin Kenya, Wambugu's (2008)
surveyed the credit risk management practices addpt micro-finance institutions in
Kenya and Kimeu (2008) who conducted a survey @dicrisk management techniques

of unsecured bank loans of commercial banks in Eeny

The growth of Fosa balances can be seen as a eaaisiel success for the industry since the
total Sacco deposits have grown rapidly and are egual to one quarter of all deposits in the
banking system, WOCCU (2006).However at the samme tihe high levels of NPLS and
poorly regulated use of large deposits balancestitotes a serious risk to financial stability
that could easily be systematic. Thus this studgksdo investigate Credit risk management

practices in Saccos offering FOSA services.

1.3 Objective of the Study

The objective of this study was to examine cradk management practices in Saccos

with Front Office Service Activities.



1.4 Significance of the Study
The management of SACCOs

The management of SACCOS will stand to benefit fthra study. The study will provide

the management with an independent unbiased viesvedfit risk management status of their
organization. It will help them to be aware of thegpproaches to credit risk management. It will
also highlight on the practices that are hindemfigctive implementation of CRM in their
cooperatives so that managers can therefore wothase areas.

The Government and Central Bank

The government is formulating policies that rel@m¢he regulatory environment of the country
as far as SACCOS offering FOSAs services are cardelAs the sector grows the government
has to come up with policies that address the wuarichallenges within the sector, so as to

reduce any resultant chaos and to facilitate fagtawth with minimum drawbacks.

Scholars and Academicians

Scholars and academicians will benefit from thigdgtas it opens up new areas for research,
These include determining how the findings of tkisdy will compare with credit risk
management of a commercial bank, and CRM betweeriinancial sector and other sectors.
The study will also contribute to the general badknowledge on credit risk management in

Saccos offering FOSA services.



CHAPTER TWO:

LITERATURE REVIEW

2.1 Introduction

This chapter reviews literature from other schotarghe aspect of credit risk management. The
literature covers the theoretical and empiricald&s on credit risk in financial institutions.
Theoretical review covers Credit risk theory. Asyatrit Information theory and the Principal

agent theory while empirical studies relate to itnesk management.

2.2 Review of theories

2.2.1 Credit Risk Theory

Although people have been facing credit risk eveces early ages, credit risk has not been
widely studied until recent 30 years. Early litewrat (before 1974) on credit risk uses traditional
actuarial methods of credit risk, whose major diffty lies in their complete dependence on
historical data. Up to now, there are three maiantjtative approaches to analyzing credit risk:
structural approach, reduced form approach andnptete information approach (Crosbie et
al, 2003).

Merton 1974 introduced the credit risk theory ottise called the structural theory which said
that the default event derives from a firm's assetdution, modeled by a diffusion process
with constant parameters. Such models are comnu&iiged "structural models” and based on
variables related to a specific issuer. An evolutod this category is represented by a set of
models where the loss conditional on default isgexously specified (can be deterministic or
stochastic), nonetheless maintaining the endogenatigse of default event. In these models,
the default can happen throughout all the life afoaporate bond and not only at maturity
(Longstaff and Schwartz. 1995): Saa-Requejo andaSalara, 1997); the assets dynamics are
generally modeled as a constrained diffusion wibpect to an absorbing barrier, the latter
being deterministic or stochastic and representeglefault threshold. In the second approach,

that of the "reduced form models,” both the defauent and the loss given default are



exogenous to the firm. 'the pricing of any (exoticgdit derivative is achieved through the
calibration of the default probabilities curve frahee most liquid corporate bonds and (plain
vanilla) credit derivatives written on the samenfi(Jarrow and Tumbull, 1995; Jarrow et al..
1997: Duffie and Singleton, 1999).

Merton (1974) firstly builds a model based on theital structure of the firm. which becomes
the basis of the structural approach. In his apgrothe company defaults al the bond maturity
time T if its assets value falls below some fixedrler at time T. Thus the default time T is a
discrete random variable which picks T if the compaefaults and infinity if the company
does not default. As a result, the equity of tmenfbecomes a contingent claim of the firm's
assets value. Black and Cox (1976) extend the itlefinof default event and generalize
Merton's method into the first-passage approaciBlétk and Cox (1976), the firm defaults
when the history low of the firm assets value fédedow some barrier D. Thus, the default

event could take place before the maturity date 'I'

2.2.2 Asymmetric Information Theory

The concept of asymmetric information was firstaduced in George A. Akerlof (1970)

Paper, "The Market for "Lemons": Quality Uncertgimind the Market Mechanism' (Akerlof,
1970). In the paper, Akerlof develops asymmetritonmation with the example ease of
automobile market. His basic argument is that imynaarkets the buyer uses some market
statistic to measure the value of a class of godtas the buyer sees the average of the whole
market while the seller has more intimate knowleda specific item. Akerlof argues that this
information asymmetry gives the seller an incentivesell goods of less than the average
market quality. The average quality of goods inrierket will then reduce as will the market
size. Such differences in social and private refwran be mitigated by a number of different

market institutions.

The theory of asymmetric information argues thaidy be impossible to distinguish good
borrowers from bad borrowers (Auronen, 2003). whicly result in adverse selection and

moral hazards problems- Adverse selection and mbealards have led lo substantial



accumulation of non-performing accounts in coopeeat (Bester, 1994; Bofondi and Gobbi,
2003). The very existence of cooperatives is oifeerpreted in terms of its superior ability to
overcome three basic problems of information asytnymeamely ex ante, interim and ex post
(Uyemura and Deventer, 1993). The management ofirCBanking industry follows the
process of risk identification, measurement, assess monitoring and control. It involves
identification of potential risk factors- estimateeir consequences, monitor activities exposed
to the identified risk factors and pat in place tcolnmeasures to prevent or reduce the
undesirable effects. This process is applied withi strategic and operational framework of
the bank.

2.2.3 The principal-Agent Theory

In neo-classical positive economics, one examinesdgscribes the behavior of companies and
consumers according to objective functions for iprafid individual utility maximization. The
desired description of activities in fact depends the industry structure, i.e. monopoly,
oligopoly, etc. In addition, there is supposed ¢operfect and free information available to all
contracting parties. Transactions cost do not erighis theory. In the institutional analysis,
however, according to North and Wallis, (1986) the®sts are gaining more and more
importance, making up between 25% and 50% of gnas®nal product (GNP) in the years
1870 and 1970. One very good .example of suchdchiofis costs are the costs resulting from
the principal-agent theory- In the classical priatiagent theory, one party (the principal)
leaves another one (the agent) some decision-maights in order to do transactions for him
due to better information availability and to inctado them in the principal's best interest
because the agent's efforts have a great impattieolatter's welfare (Reekie et al, 1995 ), In
business, ow"ners or creditors of firms act asqipals whereas management takes Lip the role
of the agent. That is why this theory is callednpipal-agent or just agency theory (Wolf.
1999).

However, there are certain conflicts of interesiag in this relationship. Since the principal is
unable to monitor the agent's activities perfeatig receive the same information ay the agent

without any co.st, there is a certain risk of oppoistic behavior on the part of the agent.

10



Agency problems are thus due to information asymyn&thile owners of a firm only want to
see high profits, managers prefer looking at variagpects of the business as well, such as

their own utility, suppliers, costs, employees,toosers or other investors (Reekie et al, 1995).

2.3 Credit Risk Management Practices

2.3.1 Loan Portfolio

Loan Portfolio constitutes loans that have been emad bought and are being held for
repayment. Loan portfolios are the major assetagt8s, and other lending institutions.

The value of a loan portfolio depends not only lo@ interest rates earned on the loans, hut also

on the quality or likelihood that interest and prpal will be paid (Jansson, 2002).

Effective management of the loan portfolio andcdredit function is fundamental to a

Saccos's safety and soundness. Loan portfolio geament (LPM) is the process by which
risks that are inherent in the credit process amaaged and controlled. Because review of the
LPM process is so important, it is a primary sugsamy activity. Assessing LPM involves
evaluating the steps the management takes to figemtd control risk throughout the credit
process (Richardson, 2002).

2.3.2 Credit Risk Management

When a Sacco grants credit to its customers itrgndhe risk of non-payment. Credit
management, or more precisely credit risk managemeiers to the systems, procedures and
controls which a Sacco has in place to ensure fii@eat collection of customer payments

minimize the risk of non-payment, (Naceur and Goak903).

Credit risk management forms a key part of a coyipasverall risk management strategy.
Weak credit risk management is a primary coursenahy business failures. Many small
businesses, for example, have neither the resonmethe expertise to operate a sound credit
management system (Richardson, 2002).

2.3.3 Risk Identification

Risk identification is a process that reveals aetéinines the possible organizational risks as

well as conditions, arising risks. By risk idergdtion the organization is able to study activities
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and places where its resources are exposed to(Wskmms et al., 1998). Risk identification is
the first stage of risk management. It developsbthes for the next steps: analysis and control
of risk management. Correct risk identification wes risk management effectiveness. If risk
managers do not succeed in identifying all possibleses or gains that challenge the
organization, then these non-identified risks wikécome non-manageable (Greene and
Trieschmann, 1984). Risk identification can be dbsd by the following basic elements:
sources of risks; hazard factors; perils and ex@ssto risk.

2.3.4 Risk Analysis

"The condition under which there is a possibility an adverse deviation from a desired
outcome that is expected or hoped for" is termell (Vaughn, 1997). Risk analysis is the
analysis of the anticipated cost that will be imedrif a contingency takes place. This analysis
is done before any contingency occurs. There aoeetements included within this definition:

future uncertainties and impact of outcomes (Hajrh898).

An institution should have a policy to develop, iesv and implement an internal risk rating
system where appropriate. Such a system shoulblbdaassign a credit risk rating lo obligors
that accurately reflects the obligors' risk profiled likelihood of loss. It should also assign risk
ratings in a consistent manner to enable the it to classify obligors by risk ratings and
have a clearer understanding of the overall righilgrof its portfolio.

The institution's credit policy should define tharious risk grades of its rating system. It
should also set the criteria for assigning riskdgea and the circumstances under which
deviations from criteria are permitted. The crguilicy should also define the roles of different
parties involved in the rating process (Strutt 993

2.3.5 Credit Risk Assessment

These constitute the process that a financialtuigin uses to determine the credit worthiness
of a borrower. An institution should conduct conmesive assessments of the
creditworthiness of its obligors. These shouldudel, where pertinent, analysis of the obligor's
financial position as reflected in various finah@ad cash How statements, past repayment
record, management quality and integrity, as weledevant industry and macroeconomic data.

For corporate obligors, adequate checks on theeBblters and company directors should be
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conducted. The institution should group relatedgaios where appropriate, and conduct credit

assessment on a group basis (Baldoni, 1998).

2.3.6 Credit Risk Monitoring

A Sacco should have in place a system for monigaitie condition of individual credits.

Key indicators of credit condition should be spiecifand monitored to identity and report
potential problem credits. These would include ¢atbrs from the following areas: Financial
Position and Business Conditions; Conduct of Acteuhoan Covenants;External Rating and
Market Price. In addition to monitoring the abovekrindicators, an institution should also
monitor the use of funds to determine whether tréatilities are drawn down for their

intended purposes (Al-Tamimi and Al-Mazrooei, 2007)

2.3.7 Credit Risk Management Procedures

These are procedures followed by an organizatiander to implement its credit policy.

An institution should establish appropriate proceduand processes, ‘these should be
documented and set out in sufficient detail to ptewperational guidance to staff.

Procedures should be established for the implertientaf various controls and check within
the credit process, such as completion of credit Egal documents, verification of loan
disbursement, implementation of facility limits afadlow up on credit exceptions.

The operational procedures should be periodicalyerved and updated to take into account
new activities and products, as well as new lendipggroaches and changes in systems (Fallon,
1996).

2.4 Empirical Studies

Positive correlation between returns and capital lgen demonstrated by Furlong and Kelley
et al (1990), Naceur (2003) and Kwan and Eisen{&€65). Investigating the determinants of

financial institution performances during the pdricl980-1995. Naceur and Goaied (2003)
indicated that the best performing institutions @n@se who have struggled to improve labour
and capital productivity and those who have bede tbreinforce their equity. Naceur (2003)

agree that well-capitalized institutions face loweed to external funding and lower insolvency

and funding costs, and this advantage translatedetter profitability.
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If portfolio quality is poor or efficiency is lowof example, this is reflected in profitability.

Profitability is measured using three ratios: Reton assets which provide an overall measure
of profitability by assessing of net income to age total assets whereby the desired level is
around 3.7 per cent for smaller banks in the dgiefpcountries (Jansson, 2002). Financial self
sufficiency measures the total income as a ratiadjtisted operating expenses. The total
expenditure is adjusted for inflation costs, maiké&trest rates total donated capital and all in-
kind subsidies and donations. Portfolio yield measuhe total loan income to average net loan

portfolio. The targeted level for this ratio islaast 10 percent (Richardson, 2002).

Peters et al. (1989) described the development adnaeptual model of how auditors assess
inherent risk in a normal audit environment andimgplementation as a knowledge- based
(expert) system. Peters et al. (1989) assertedtibauditor begins the inherent rise evaluation
process by generating expectations of accounts@@da The auditor identifies changes that
have occurred in the firm or its environment antedaines how those changes should interact
with historic trends to produce an expected balandbe account (1989, p.g 365). Consistent
with Hylas and Ashton (1982) and Houghton and Rygét991), Peters et al.'s conceptual
model included both historical firm data and thstdvic evaluation of management and control
as essential factors contributing to the auditassessment of inherent risk. It is important to
ensure that the risk management function is estaddi throughout the whole corporation; apart
from parent company, the subsidiaries too havedémtified risks, analyze risks and so on.
There are many other approaches for risk identitioa for instance, scenario analysis or risk
mapping. An organization can identify the frequerand severity of the risks through risk
mapping which could assist the organization to slagy from high frequency and low severity
risks and instead focus more on the low frequemzy lagh severity risk. Risk identification
process includes risk- ranking components whersetlianking are usually based on impact,
severity or dollar effects (Barton et al. 2002).cAingly, the analysis helps to sort risk
according to their importance and assists the managt to develop risk management strategy
to allocate resources efficiently.

Strutt (1993a) outlines an engineering approactchvdefines risk analysis in the same terms

as the Royal Society Study Group defines risk eston and indeed claims that risk analysis is
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also called risk estimation. This is a narrowerirdgdn which now suggests that the
preliminary conclusion above is mistaken. Howeweranother paper (Strutt.1993) the same
author expands his definition of risk analysisrtolide evaluation of acceptance or tolerance to
the risk.

Strutt (1993) gives the fullest definition of rigkalysis in a third paper where lie sets out the
concept in seven stages as systematic assessiteentby item - question every part of the

system), identification of risks (local and glolsmale), assessment of risks (frequencies and
consequences). This may involve a number of diffieamalyses like establishing acceptable or
tolerable levels of risk, evaluation of risks, daetene whether the risks arc as low as reasonably

practicable, and determine risk reduction measwresse appropriate.

A comprehensive risk measurement and mitigationhods for various risk arising from
financing activities and from the nature of pradibd loss sharing in the source of funds
especially investment account holders are explamedHe concludes that the application of
modern approaches to risk measurement, particularlgredit and other risks is important for
Saccos, Also, he suggests that the need to adeptmeasurement approaches is particularly
critical for Saccos because of the role play thé&uws mix of risks in finance contracts
(Sundararajan, 2007).

According to Parrenas, (2005), the shareholdershefinstitutions can use their rights to
demand information in order to judge the efficienmfythe risk management system. The
director's report enables the shareholders to aisBesstatus of risk corporation knowledgeably
and thoroughly. Khan and Ahmad (2001) conductedireey of risk management practices and
found that on average the lowest percentage is®@measuring, mitigating and monitoring risk
that is 69% score as compared to risk managemdictgsoand procedures that is 82.4%, and
internal control of banks that is 76%. Al-TamimidaAl-Mazrooei (2007) found that there is
significant difference between UAE national andefgn banks in risk monitoring and
controlling. Also the UAE commercial banks haveediicient risk monitoring and controlling

system and it has positive influence on risk maneage practices.
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According to Baldoni, (1998), the area of intenede risk is the second area of major concern
and on-going risk monitoring and management. Heogyever, the tradition has been for the
banking industry to diverge somewhat from othetaf the financial sector in their treatment
of interest rate risk. Most commercial banks makelear distinction between their trading
activity and their balance sheet interest rate s Investment banks generally have viewed
interest rate risk as a classic part of market askl have developed elaborate trading risk
management systems to measure and monitor expdsarelarge commercial banks and
European-type universal banks that have an aateng business, such systems have become
a required part of the infrastructure, (AkkizidindaKhandelwal, 2008). But in fact, these
trading risk management systems vary substantiadiy bank to bank and generally are less
real than imagined. In many firms- fancy value+isk- models, are up and running. But, in
many more cases, they are still in the implemeamgthase. In the interim, simple ad hoc limits
and close monitoring substitute for elaborate tia¢ systems. While this may be completely
satisfactory for institutions that have little tnagl activity and work primarily on behalf of

clients, the absence of adequate trading systesawkére in the industry is a bit distressing.

According to Fallon, (1996), each Sacco must apptpnsistent evaluation and rating scheme
to all its investment opportunities in order foredit decisions to be made in a consistent
manner and for the resultant aggregate reportingetfit risk exposure to the meaningful. To
facilitate this, a substantial degree of standaitthn of process and credit portfolio. In a single
rating system, a single value is given to each,ledrich relates to the borrower's underlying

credit quality.

According to Luck, (1998), total receivables, irdihg loans, leases and commitments and
derivatives, are reported in a single format. Assignthe adherence to standards, the entirety of
the firm's credit quality is reported to senior rmgement monthly via this reporting
mechanism. Changes in this report from one pemodnother occurs for two reasons, loans
have entered or exited the system, or the ratingndividual loans has changed over the
intervening time interval. The first reason is asated with standard loan turnover. Loans are
repaid and new loans are made. The second causedoange in the credit quality report is

more substantive.
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Variations over time indicate changes in loan dquand expected loan losses from the credit
portfolio. In fact, credit quality reports shoul@ysal changes in expected loan losses, if the
rating system is meaningful. Studies by Harringt¢h999) on their rating system have

illustrated the relationship between credit ratengd ex post default rates. A similar result
should be expected from internal bank-rating sclseofi¢his type as well.

However, the lack of available industry data toatoappropriate aggregate migration study
does not permit the industry the same degree didence in their expected loss calculations.

As an industry, financial institutions have genlgrabught estimates of expected loss using a
two-step process, including default probabilitydasn estimate of loss given default. This
approach parallels the work of Harrington, (1993%rmed to above. At least quarterly, the level
of the reserve account is re-assessed, given ideree of loss exposure driven directly from
the credit quality report, and internal studiedoain migration through various quality ratings.
Absent from the discussion thus far is any analgEsystematic risk contained in the portfolio.
Traditionally mutual funds and merchant banks hawacerned themselves with such risk
exposure, but me commercial banking sector anddSadtas not. This appears to be changing
in light of the recent substantial losses in resthi and similar losses in the not-too-distant pas

in petrochemicals (Grais, and Kulathunga, 2007).

Drzik. (1995) hold that credit report is not thesuwk of any analytical exercise to evaluate the
potential downside loss, but rather a subjectivaluation of management's tolerance, based
upon rather imprecise recollections of previous diomns. In addition, there is the emergence
of portfolio managers to watch over the loan pdidfe degree of ‘concentration and exposure
to both types of risk concentration discussed. Mwoganizations also will report concentration

by individual counterparty. To be meaningful, hoeewhis exposure must be wide and include
all related affiliates. Both of these requiremeants not easily satisfied. For large institutions, a
key relationship manager must be appointed to esshat overall Sacco exposure to a

particular client is captured and monitored. Thagel of data accumulation is never easy,

particularly across time zones.
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For institutions that do have active trading bussas, value at risk has become the standard
approach. Similar systems are in place at othersfirin that much exists in the public record
about these systems, there is little value to vevig this technique here.

Suffice it to say that the daily, weekly, or monthiolatility of the market value of fixed rate
assets are incorporated into a measure of tot#oporrisk analysis along with equity's market
risk, and that of foreign-denominated assets. Fdarite sheet exposure to interest rate risk,
commercial banking firms follow a different drumm@&iven the generally accepted accounting
procedures (GAAP) established for bank assets,alisas the close correspondence of asset
and liability structures, commercial banks lend tmuse market value reports, guidelines or
limits. Rather, their approach relies on cashflavd &ook values, at the expense of market
values (Baldoni, 1998)

This system (gap methodology), has been labelditibaally a gap reporting system as the
asymmetry of the repricing of assets and liabgitiesults in a gap. This has classically been
measured in ratio or percentage mismatch terms awtandardized interval such as a 30-day
or one-year period. This is sometimes supplemewitd a duration analysis of the portfolio.
However, many assumptions are necessary to mova frash flows to duration. Asset
categories that do not have fixed maturities, sashprime rate loans, must be assigned a
duration measure based upon actual repricing filklgibA similar problem exists for core
liabilities, such as retail demand and savingsrmaa. Nonetheless, the Industry attempts to
measure these estimates accurately, and includieometand of balance sheet exposures in this

type of reporting procedure (Archer and Haron, 3007

According to Drzik, (1995), most financial instikts, however, have attempted to move
beyond this gap methodology. They recognize thatgdgp and duration reports are static, and
do not fit well with the dynamic nature of the bamk market, where assets and liabilities
change over time and spreads fluctuate. In faetyériability of spreads is largely responsible
for the highly profitable performance of the indysbver the last two years. Accordingly, the

industry has added the next level of analysis &rthsk management procedures. Currently,
many banks are using balance sheet simulation madehvestigate the effect of interest rate

variation on reported earnings over one-, threel fare-year horizons. These simulations, of
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course, are a bit of science and a bit of art. Theyuire relatively informed repricing

schedules, as well as estimates of prepaymentsaatdflows.

According to Igbal and Mirakhor, (2007), every ihgion has an investment policy in place
which defines the set of allowable assets andditmtthe bank's participation in any one area,
all institutions restrict the activity of the tremg to some extent by defining the set of actigitie
it can employ to change the bank's interest rasgtipa in both the cash and Forward markets.
Some are willing to accept derivative activity, lalit restrict their positions in the swap caps
and floors market to some degree to prevent umiatisurprises. As reported losses by some
institutions mount in this area however, investmgnidelines are becoming increasingly
circumspect concerning allowable investment andgimgdalternatives- In this area there is
considerable difference in current practice. Thas e explained by the different franchises
that coexist in the banking industry. Most bankingtitutions view activity in the foreign
exchange market beyond their franchise. while stlage active participants. The former will
take virtually no principal risk. No forward opeositions, and have no expectations of trading
volume (lgbal and Mirakhor 2007).

Some empirical evidence has shown that in mostldeiv® economics, savings and credit
cooperatives have brought millions of citizens ietthesive financial institutions which are
succeeding very well in providing financial sendgcé& its members for improving their
standard of living (Temu, 1999; Chirwa, 1997), Ne#heless, the existing literature has also
indicated that these farmers' associations has begreriencing problems including
diseconomies scale of credit, high interest ratean, and very short-term loans (Chirwa,
1997). Such problems have caused high rate of Wefamnost developed economics, like wise
previous studies have established that social-enanand demographic factors such as age
income- marital status, gender, family size, octiopaetc. have bearing on households' credit
worthiness and repayment behavior of the borrowersredit market

Following are some observations in this regard.

Arene (1992) used a regression analysis lo identify variables that have a significance

bearing on credit repayment performance by farrass®ciations in Anambra state in Nigeria.
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Among others, variables such as size of loan, irgaducation level and number of years of
farming experience were found to be statisticaignicant while distance and size of the

households were not significant.

Mbala (1994) hypothesized that credit repaymenfop@ance from external source depends on
duration of loan servicing, size or amount of crexbtained and income generated from The
capital, while credit repayment performance froteinal sources (member capital) depends on
duration of membership, size of the household, arhot credit available, income generated
from sales, gender of the household, income tremséeeived, the type of information and the
extent of business diversification. Using standairobability model, the results revealed that
gender, amount of loan, member experience and holgseize were not statistically significant
in various specifications while crop sales. Thee 9f enterprise, the degree of diversification,

income transfers and quality of information weiaistically significant.

Harikumar (1991) made an attempt to analyze tHezation of loans, over dues and factors
affecting proper repayment and overdue. Contrariikhade et al. (1994) and Rambabu el al.
(1994), it was found that socio economic factorsidbinfluence loan repayment.

The crop failure and fall in prices were identifi@sl major factors influencing loan defaulting.

Njoku (1997) posited that socioeconomic charadies®f credit beneficiaries had a significant
influence in farmers' association performance aaah repayment under the special emergency
loan scheme in Nigeria. The results from Cobb-Dasighodel shown that loan volume (size),
years of member experience, formal education, Huwldesize, loan period, farm size, farm
output, value of assets and interest paid on loarevall highly significant determinants of

farmer's credit societies on performance and lepayment default.

Puthussery (1999) studied the overdues problermeabéneficiary level analysis with the aim
of identifying the reasons for defaults. It wasriduhat the major reasons responsible for the
heavy overdues are modification of the subsidy esgstwill full neglect, high family

expenditure, diversion of income from the projewd énappropriate government policy.
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2.5 Conclusion

Sacco's are often faced with risks that are madtliinancial nature. These institutions must

balance risks as well as returns. For a Saccowe hdarge consumer base, it must offer loan
products that are reasonable enough. Howeverg iintierest rates in loan products are too low,
the Sacco will suffer from losses. In terms of ¢gubacco's must have substantial amount of
capital on its reserve, but not too much that ses the investment revenue, and not too little

that it leads itself to financial instability anal the risk of regulatory non-compliance.

While Sacco's have faced difficulties over the gdar a multitude of reasons, the major cause
of serious Sacco's problems continues to be dyreelhted to lax credit standards for borrowers
and counterparties, poor portfolio risk managementa lack of attention to changes in
economic or other circumstances that can lead deterioration in the credit standing of an

institution's counterparties.

Since exposure to credit risk continues to be #wlihg source of problems in financial

institutions world-wide, Sacco's and their supamxgsshould be able to draw useful lessons
from past experiences. They should now have a laesreness of the need to identify,

measure, monitor and control credit risk as wellcadetermine that they hold adequate capital
against these risks and that they are adequateipeasated for risks incurred.

The sound practices set out in this literature ifijpatlty address the following areas:

establishing an appropriate credit risk environmeperating under a sound credit granting
process; maintaining an appropriate credit adnmratisin, measurement and monitoring
process; and ensuring adequate controls over crgkt Although specific credit risk
management practices may differ among Sacco's demgenpon the nature and complexity of
their credit activities, a comprehensive credik msanagement program will address these four
areas. As a result of introduction Fosa serviceghvbntails a wide variety of products, the
theories and empirical findings all point to thetfthat credit risk management is mandatory to

Sacco's offering Fosa services.
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CHAPTER THREE:

RESEARCH METHODOLOGY

3.1 Introduction

This chapter begins by addressing the researclyrdedi the study. It then goes ahead and
discusses the population and sample size and prezedResearch procedures are also
discussed. A method of pretesting was reviewed faraly discussed the methods of data

collection and data analysis used.

3.2 Research Design

A descriptive survey was employed in this studye Burvey design was chosen because it
provided a means to contextually interpret and tstdad credit risk management in Saccos
with FOSA. According to Cooper and Schindler (2008%criptive study describes the existing
conditions and attitudes through observation atetpnetation techniques.

This study therefore was able to generalize thdirigs to all the SACCOS offering FOSA

services in Kenya.

3.3 Population

Population

The population consisted of all savings and credadperative societies offering front office
services in Kenya. According to the Ministry of @eoative and Development

Reports (2010), there were 212 SACCOs offering F@8®&ices in Kenya.

3.3.1 Study Setting

The geographical area within which this study wasdtcted consisted of all Saccos with
FOSA services operating in Nairobi province. Thigswbecause majority of the Saccos with
FOSA had headquarters in Nairobi. Nairobi also gavgood representative sample of the

whole population. This setting was considered sigffit and appropriate for me examination of
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the research objectives guiding this study. Thes lsf the Saccos to be considered were
documented in appendix 3.

3.3.2 Sampling Procedure and Sample Size

The sample size of this study was (40) Saccosinffdfosa services in Nairobi. Noting that

most of credit risk management was mainly under ¢hedit department the researcher
interviewed the credit managers from the selec#®@@0S. Where the SACCO had no credit

manager, the SACCO manager was interviewed.

3.4 Data Collection

The researcher used primary data. According to Wprl998), a self administered
questionnaire is the only way to elicit self report people's opinion, attitudes, beliefs and
values. Primary data was obtained through self-adtered questionnaires with closed and
open-ended questions (see appendix Il). As mugossible, a 5-point likert scale was used to
investigate the credit management practices in SBE€@ith FOSA. The closed ended
questions enabled the researcher to collect gatimétdata while open ended questions enabled
the researcher to collect qualitative data.

The questionnaires were personally administered tiy researcher. This method of
administration was justified as it resulted in ghar response rate than the drop and pick
method of administration. Further, personal admmai®n of the questionnaires helped in
carrying out data cleaning while on the field ensgithat data collected was adequate for the

purposes of the research.

A letter introducing the purpose of the study aogies of the questionnaires was given to the
respondents. Where necessary the researcher diddhgsquestionnaires with the respondents

to further clarify the answers.
3.4.1 Validity and Reliability of Research Instrument

Content validity which was employed by this studyaameasure of the degree to which data

collected using a particular instrument represenspecific domain or content of a particular
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concept. Mugenda and Mugenda (1999) contend theatutfual procedure in assessing the

content validity of a measure is to use a profesdior expert in a particular field.

To establish the validity of the research instruttba researcher sought opinions of experts in
the field of study especially the researcher's supar and lecturers in the school of business.
This facilitated the necessary revision and modifan of the research instrument thereby
enhancing validity.

Reliability refers to the consistency of measurehagd was frequently assessed using the test-
retest reliability method. Reliability is increaskeyd including many similar items on a measure,
by testing a diverse sample of individuals and by uniform testing procedures. Reliability
of the research instrument was enhanced throughlod $tudy. The questionnaire was
developed by the researcher and a pilot test waiedaut before the actual study takes place.
The sample of the pretest was a total of 6 credihagers Sacco managers and assistant
managers of a SACCO with FOSA. The results fronptie¢est group were not presented in the

final results.

3.5 Data Analysis

Before processing the responses, the completediguesires were edited for completeness
and consistency. The data was then coded to ettabdleesponses to be grouped into various
categories. Quantitative data was analyzed usiads®SS. Version 17. A descriptive analysis
was employed. Descriptive statistics such as meatemydard deviation and frequency

distribution were used to analyze the data. Alljitative data on credit risk management were
measured in real values by normalizing. This geedrguantitative reports through tabulations,

percentages, and measure of central tendency Tablesused to present the data collected for
ease of understanding to summarize responsesirttief analysis and facilitate comparison..

Cooper and Schindler (2003) notes that the usemigntages is important for two reasons; first
they simplify data by reducing all the numbers éamge between 0 and 100. Second, they
translate the data into standard form with a b&4€©0 for relative comparisons.

Qualitative data was also analyzed through contarglysis. According to Mugenda and

Mugenda, 1999, Content analysis is used to deterrtive presence of certain words or
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concepts within texts or sets of texts. Researapeasitify and analyze the presence- meanings
and relationships of such words and concepts, ittagte inferences about the

messages within the texts, the writers(s), theemadi, and even the culture and time of which
these are a part.
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CHAPTER FOUR
DATA ANALYSIS AND RESEARCH FINDINGS
4.1 Introduction
This chapter provides the analysis and researcinfys from the field. The data was collected
total using a self administered questionnaire feotatal sample of 40 SACCOS offering FOSA
services in Nairobi Province of whom the sampleenmenedit managers and Sacco Managers.
The response rate was 95%. The data was analyregl SBSS version 17 where descriptive
and content analysis was employed. Tables weretosagmmarize the responses and facilitate
comparisons.
4.1.1 Demographic Information
In order to capture the general information ofrtagpondent’s issues such as gender, age,
level of education, current position and workingesience in the SACCO.
4.1.1.1 Gender
Table 4.1: Distribution of Respondents by Gender

Gender Frequency Percent
Male 28 70%
Female 12 30%
Total 40 100.0%

Table 4.1 shows respondents’ gender 70% of theorelgmt were males while 30% were

female. This compares with the rule of 30% of isdm of females in all sectors of the

economy which is being emphasized.

4.1.1.2 Age brackets

Age Frequency Percent
25-34 15 37.5%
35-44 15 37.5%
45-54 10 25%
Total 40 100.0%
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Table 4.2: Distribution of Respondents by Age.

Table 4.2 shows that 25% of the respondents wetteeid5-54 year age bracket while a further
37.5% of the respondents were in the25-34 and 3yedt age brackets. Majority of the

respondents fell in this two age brackets withrthrority being older than 45 years old. This
could be explained by the highest number of youtigenis taking up the task of management
of firms immediately after completing their studiesnce the older generation tend to retire
back to other relevant opportunities which suitsnth

4.1.1.3 Highest Qualification Achieved

Table 4.3 Distribution of Respondents by Qualificabn achieved.

Qualification Frequency Percent
Diploma 14 35.0%
degree 18 45.0%
Masters 3 7.5%
Others-c.p.a, A-level 5 12.5%
Total 40 100.0%

Table 4.3 shows that 45% of the respondents haé\aaha degree qualification while
35% had achieved a diploma qualification. A furtides% of the respondents had reached
masters; however, 12.5% had other qualificatioihss $hows that majority of the staff
have achieved high levels of education.

4.1.1.4 Current designation within the SACCO

Current Designation Frequency Percent
Credit manager 15 37.5%
Branch manager 3 7.5%
Managing director 2 5.0%
Others 20 50.%
100%
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From the table above, 37.5% of the respondents gretbt managers and 7.5% were managers.
However, as can be seen from the table below, nelgmis gave their designations including;
accountants, general manager, loan officers. FO8Aager and deputy general manager.

Others Frequency Percent
Accountant 5 12.5%
Accounts clerk 1 2.5%
Book keeper 1 2.5
BOSA Officer 1 2.5
Section head-Customer care 1 2.5
Deputy general manager 1 2.5
Finance manager 1 2.5
FOSA manager 2 5.0
General Manager 2 5.0
Loan officer 4 10.0
Manager 1 2.5
Total 20 50.0

Table 4.4 Distribution of Respondents by current Dsignation

4.1.1.5 Number of years in the SACCO industry

Table 4.5 Distribution of Respondents by number ofears spent working in the

SACCO industry.

Duration in Sacco Frequency Percent
1-5yrs 8 20.0
6-10yrs 9 22.5
11-15yrs 6 15.0
16-20yrs 7 17.5
21yrs n above 10 25

Total 40 100.0

28




Table 4.5 shows that 25% of the respondents hallimgpexperience of 21 years while 17.5%
had working experience of between 16-20 years éenSACCO industry. A further 15% had
experience of between 11-15 years while only 22h%a%b worked in the SACCO industry for 6-
10 years. This implies that most staff had goodkimgr experience in the Sacco industry.

4.2 Loan Portfolio Results

4.2.1 Specific credit management policies for managy loan risks.

Table 4.6 Distribution of Respondents as to whethdhey have credit management

policies.

Frequency Percent
No 4 10.0
Yes 36 90.0
Total 40 100.0

When asked whether their Sacco had a specific tcne@inagement policy for managing loan
risks, 90% of the respondents said they had wHil kaid they did not have. This finding
implies that majority of the Sacco's understands ithportance of Credit Risk Management
policies in mitigating risk.

4.2.2 Involvement of parties in formulating creditmanagement policies for loans.

This section of the study used a scale of 1-5 iimgeof responses towards formulation of the
credit management policies for loans. The scoremry\great extent" and "great extent" were
represented by mean score, equivalent to 1 to 2 fhe continuous Likert scale (IGE<2.5),
referred to as "to a great extent". The scoreBlotlerate extent' was equivalent to 2.6 to 3.5 on
the Likert scale (2.6ME<3.5). The score of "Little extent" and "No extem#s equivalent to
3.6 to 5.0 on the Likert Scale (3.6€<5.0). Results are presented in table 4.7

Table 4.7 Involvement of parties in formulating crelit management policies for loans.

N Minimum Maximum | Mean | Std.Deviation
The institution | 36 1.00 4.00 1.4444 0.73463.
Third parties 36 1.00 5.00 2.5833 1.36015
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The researcher established that to a great eXtentulation of credit management policies for
loan was done by the institution as shown by thanrszore of 1.4444. Respondents rated the
formulation of credit management policies for lodns third parties as being of moderate
extent. This was represented by a mean score 882.5This implies that Saccos with Fosa
services attaches great importance to institutiwnlvement in formulating credit management

policies.

4.2.3 Extent to which the Sacco uses indicators its credit risk management

approaches to loans.

This section of the study used a scale of 1-5tingaof responses towards indicators used
in credit risk management approaches To loansstbees "Very great extern” and "great
extent" were represented by mean score, equivadeinto 2.5 on the continuous Likert
scale (1<GE<2.5), referred to as "to a great extent". Theesof 'Moderate extent' was
equivalent to 2.6 to 3.5 on the Likert scale (2ME<3.5). The score of "Little extent" and
"No extent" was equivalent to 3.6 to 5.0 on theekilScale (3.64E<5. Results are

presented in table 4.8

Table 4.8 Extent to which the Sacco uses indicatons its credit risk management
approaches to loans.

N Minimum Maximum| Mean | Std.Deviation
Operating Efficiency| 40 1.00 4.00 1.4750 0.78406
Loan portfolio 40 1.00 4.00 1.8750 0.99195

Indicators

Valid N(listwise) 40

When asked to rate the indicators used in creskt management approaches to loans in their
SACCOS, respondents said that both operating effayi and loan portfolio indicators were
used to a great extent in credit risk managemetit @imean score of 1.4750 and 1.8750
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respectively. This implies that the major risks @nmtered by Saccos offering Fosa services arc

operating and credit risks.

4.2.4 Extent to which the Sacco considers the folling factors in establishing a loan

portfolio policy.

This section of the study used a scale of 1-5 timgeof responses towards establishment of a
loan portfolio policy. The scores "Very great exteand "great extent" were represented by
mean score, equivalent to 1 to 2.5 on the contiaudkert scale (3GL<2.5), referred to as "to

a great extent". The scores of' Moderate exters' egaivalent ID 2.6 to 3.5 on the Likert scale
(2.6< ME<3.5). The score of' Little extent" and "No extewds equivalent to 3.6 to 5.0 on the
Likert Scale (3.6 LE<5.0). Results are presented in table 4.9

Table 4.9 Extent to which the Sacco considers thellowing factors in establishing a

loan portfolio policy.

Loan portfolio policy N Minimum Maximum Mean| Std.@ation
Existing Credit Policy 40 1.00 4.00 1.4000 .67178

General trend of credit 40 1.00 5.00 1.9000 1.03280
State of the economy 40 1.00 5.00 2.6500 1.23101
Overhead cost 40 1.00 5.00 2.4750 1.35850

Respondents said that the existing credit poliog, deneral trend of credit and overhead cost
were being used to a great extent in the estabéshwf a of loan portfolio policy with a mean
scores of 1.40, 1.90 and 2.475 respectively. Hewesspondents rated state of economy to be
of moderate extent in the establishment of a loamfqdio policy with mean scores of 2.65.
This finding shows that not only do Saccos with &agrvices consider the existing credit
policies in the formulation of new loan portfolimlcy, but they also considered the general
trend of credit and the overhead costs. This wandure a holistic approach in policy

formulation ensuring effectiveness.
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4.2.5 Extent of participation in formulating loan portfolio policies.

This section of the study used a scale of 1-5 fimgeof responses towards people involved in
formulating loan portfolio policies. The scores fyegreat extent” and "great extent" were
represented by mean score, equivalent to 1 tor2the continuous Likert scale (1< GE< 2.5),
referred to as "to a great extent". The scored/ofierate extent" was equivalent to 2.6 to 3.5
on the Likert scale (2.6ME<3.5). The score of "Little extent" and "No extenids equivalent
to 3.6 to 5.0 on the Likert Scale (3.6€<5). Results are presented in table 4.10

Table 4.10 Extent of participation in formulating loan portfolio policies.

People participating in N | Minimum Maximum Mean | Std.Deviation
policies formulation

Executive management 40 1.00 4.00 1.45 0.87560
Credit committee 40 1.00 5.00 1.6250 1.07864
Board of directors 40 1.00 5.00 1.80 1.24447
Employee suggestions 40 1.00 5.00 2.1000 1.08131
Credit manager 40 1.00 5.00 2.1250 1.39940
Credit analyst 40( 1.00 5.00 3.5250 1.73925

The researcher established that the board of dieatxecutive management, credit committee,
and the credit manager and employee suggestions teera great extent involved in
formulating the loan portfolio policies with a mesacores of 1.80, 1.45,1.6250, 2.1250 and 2.1
respectively. From the study only the credit analyiso to a moderate extent was involved in
formulating loan portfolio policies which mean seaf 3.5250. This implies that the process
of loan portfolio policy formulation involves alf the stakeholders within the Sacco.
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4.2.6 Extent to which the Sacco uses accounting i@ to measure portfolio quality.

This section of the study used a scale of 1-5 fimgaof responses towards use of accounting

ratios to measure portfolio quality. The scoreeri/great extern" and "great extent" were

represented by mean score, equivalent to 1 tor2the continuous Likert scale (1I3E<2.5),

referred to as "to a great extent". The scoreBlotlerate extent' was equivalent to 2.6 to 3.5 on

the Likert scale (2.6ME<3.5). The score of "Little extent” and No extentismequivalent to
3.6 to 5.0 on the Likert Scale (3.6€<5.0) results are presented in table 4.11

Table 4.11 Extent to which the Sacco uses accourginatios to measure portfolio

quality.

Minimum

Maximum

Mean

Std

Deviation

Portfolio at risk (PAR) which measure
the portion of the loan portfolio
contaminated by arrears as a percent
of the total portfolio where the desirec
level is less than 10 per cent

A0

age
!

1.00

4.00

2.55000

1.37654

Risk coverage ratio which shows whg
proportion of the portfolio at risk is
covered by actual loan losses where
rate could be as 90 per cent

t40

the

1.00

5.00

3.1500

1.45972

Loans written off ratio which represen
the amount of loans removed from th
accounting books because of a

substantial loss where a maximum of

td0

117

4

1.00

5.00

3.3250

1.38467

Per cent is envisaged

The researcher established that PAR ratio, riskeiage ratio and loans written off were

applied a moderate extent with means of 2.55. 8ritb3.325 respectively. It can he concluded

however that PAR ratio is commonly used ratio t@asuee portfolio quality in

Saccos with Fosa services.
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4.3 Risk ldentification Results

4.3.1 Extent to which SACCO consider risk identifiation as a process in credit risk

Response Frequency Percent
Very great extent 19 47.5
Great extent 15 37.5
Moderate extent 4 10.0
Less extent 1 2.5

No extent 1 2.5

total 40 100.0%

Table 4.12 shows that 47.5% of the respondentsedgrea very great extent and 37.5% to a
great extent that the SACCO considered risk ideatibn as a process in credit risk
management while 10% were moderate on the extentvhch SACCO consider risk
identification as a process in credit risk managgmelowever, a further 2.5% stated that
Savings and credit societies consider risk ideraifon as a process in credit risk management
to a less and no extent. This depicted knowledgthercredit risk management process within

the Saccos, and the appreciation of the importahask identification.

4.3.2 Extent to which the SACCO involve the followig parties in risk identification

process

This section of the study used a scale of 1-5 iimgaof responses towards risk identification

process. The scores "Very great extent" and "gegtnt™ were represented by mean score,
equivalent to 1 to 2.5 on the continuous Likertlsqd< GE< 2.5). referred to as "to a great
extent”. The scores of 'Moderate extent' was edprivdo 2.6 to 3.5 on the Likert scale (2.6<

ME<3.5). The score of "Little extent" and "No extewas equivalent to 3.6 to 5.0 on the

Likert Scale (3.6< LE<5.0) Results are presentedie 4.13
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Table 4.13 Extent to which the SACCO involve thkofwing parties in risk

Identification process

Parties is risk identification N Minimum Maximum lde | Std.Deviation
Senior employees 40 1.00 5.00 2.0000 1.48497
Internal auditors 40 1.00 5.00 2.15 1.27702
External auditors 40 1.00 5.00 2.375  .82858
Middle and lower level employee 40 1.00 5.00 2.60a030089

Results presented in table 4.13 where the parteze wated to great extent in the following
order; senior employees, internal auditors, exteanditors and lastly middle and tower level
employees with the following mean scores: 2.0. 221575 respectively and lastly middle and a
lower level employee was rated as moderate witeamof 2.6. This would imply that majority
of Saccos with Fosa services were not involving niiddle and lower employees in this

process which would have a consequence in the vgmotess.

4.3.3 Extent to which the respondents agree with éhfollowing statement about the
Importance of risk identification in credit risk ma nagement.

This section of the study used a scale of 1-5 iimgaof responses towards the importance of
risk identification in credit risk management. Tiseores "strongly agree" and "agree"
represented a strong rating of importance of riganiification in credit risk management and
were represented by mean score, equivalent to215tmn the continuous Likert scale<@i<
2.5) and were represented by "agreed". The scareofral” was equivalent to 2.6 to 3.5 on the
Likert scale (2.6< N<3.5). The score of "disagraatl "strongly disagree" represented a weak
rating of importance of risk identification in ciedsk management.

This was equivalent to 3-6 to 5.0 on the LikertI8¢8.6< D<5.0), otherwise referred to as

"disagreed". Results arc presented in table 4.14
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4.14 Distribution of Respondents according to impdance of risk identification

Importance

Minimum

Maximum

Mean| Std.Deviation

It ensures that risk manageme
function is established
throughout the whole
corporation

n40

1.00

4.00

1.3250 .65584

Risk identification helps to sort
risk according to their
importance.

40

1.00

5.00

1.5500 .81492

Risk identification assists the
management to develop risk
management strategy to allocg
resources.

|

—t

40

e

1.00

5.00

1.6750 .88831

Results presented in table 4.14 show that all tiygortance's of risk identification; It ensures

that the risk management function is establisheautfhout the whole corporation;

Risk identification helps to sort risk accordingth®ir importance and that Risk identification

assists the management to develop risk managertratégy to allocate resources efficiently,

were highly rated as "agreed" with mean scores.823. 1.550 and 1.675 respectively. This

implied that the respondents were fully aware @ itmportance of risk identification in the

process of credit risk management.

4.4 Risk Analysis and Assessment Results

4.4.1 Extent to which respondents agreed that thepalication of modern approaches

to risk measurement, particularly for credit and overall banking risks is important

for SACCOs in view of risk analysis and assessmeas a credit risk management

practice.

Frequency Percent
Strongly agree 24 60.0%
Agree 14 35.0%
Neutral 1 2.5%
Disagree 1 2.5%
Total 40 100.0%
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From table 4.15, Sixty percent of the respondetitsgly agreed while 35% agreed that the
application of modern approaches to risk measurenparticularly for credit and overall
banking risks is important for SACCOs in view afkianalysis and assessment as a credit, risk
management practice. However 2.5% of the resposdesite neutral while 2.5% disagreed that
application of modem approaches to risk measuremsentportant. This reflected credit risk
analysis and assessment importance to the protessdit risk management in Saccos with
Fosa services.

4.4.2 Extent to which respondents agree that risk ralysis and assessment is a
comprehensive risk measurement and mitigation mett used tor various risks arising
from financing activities and from the nature of profit and loss sharing in the source of
funds especially investment account holders.

Frequency Percent
Strongly agree 15 37.5%
Agree 20 50.0%
Neutral 3 7.5%
Disagree 2 5.0%
Total 40 100.0%

Table 4.16 shows that 37.5% of the respondentagiy@greed that risk analysis and
assessment is a comprehensive risk measurementiigation method used for various

risks arising from financing activities and fronethature of profit and loss sharing in the
source of funds especially investment account hslddile 50% agreed. However 7.5%

of the respondents were neutral while only 5% dised;.

4.4.3 Extent to which respondents agree to risk ahgis and assessment in credit risk
management

This section of the study used a scale of 1-5timgaof responses towards use of risk analysis
and assessment in credit risk management. The sscUstrongly)- agree" and "agree"
represented a strong rating of risk analysis asdsasnent in credit risk

management and were represented by mean scoreakemqiito 1 to 2.5 on the continuous

Likert scale (1A<2.5) and were represented by "agreed". The scoreafral' was equivalent
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to 2-6 to 3.5 on Ihe Likert scale (2.6¢3.5). The score of "disagree” and "strongly disagre
represented a weak rating of risk analysis andsassent in credit risk management. This was
equivalent to 3.6 to 5.0 on the Likert Scale (3[3<5,0), otherwise referred to as "disagreed".
Results are presented in table 4.17.

Table 4.17 Extent to which respondents agree to Ksanalysis and assessment in

credit risk management

N Minimum Maximum Mean Std.Deviation
Risk analysis and assessment
comprises identification of the
outcomes 40 | 1.00 3.00 1.6000 | .67178

Risk analysis and assessment

comprises estimation the magnitude|of
the consequences 40 |1.00 3.00 1.6750 | .72986

Risk analysis and assessment

comprises the probability of those
outcomes 40 | 1.00 4.00 2.0250 | .91952

Study findings showed that respondents agreed tbeathree statements on application of risk
analysis and assessment in credit risk managem#ntnvean scores of 1.60. 1.6750 and 2.025
respectively. This implied that the respondentsewasare of what entails credit risk analysis
and assessment.

4.4.4 Main approaches used in risk analysis and asssment in credit risk

management in SACCO's

The major approaches used in risk analysis andssEat in the (SACCOs) were:

The use of reports such as aged analysis, deliegueports which is done monthly, quarterly

and end year. In addition the use of ratios wasd ts@nalyze the ratio of loan portfolio to total

assets and delinquency level of the loan portfolio.

Secondly checking of the creditworthiness of themnier by use of the following, verifying of
current pay slip, filling of affidavit forms for Bms greater than ksh 100,000,analyzing the
history of members on their repayments, contrimgiand loans taken and finally confirming

loaners and grantors details.
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Last but not least adherence to loan credit palipgrmanent members granted 3 times their
savings while temporary members granted twice, imguoans granted have insurance cover
and that members are left with 1/3 of net salatgré8acco deductions have been made.

This findings implied that various approaches wesed in the risk analysis and

assessment of credit risk within Saccos with Fesaices.

4.5 Risk Monitoring Results
4.5.1 Distribution of respondents according to extd of agreement into risk monitoring

and profitability.

Effective credit risk Frequency Percent
management requires a
reporting and review structure
to ensure that risks are
effectively identified and
assessed and that appropriat
controls and responses are ir

[¢)

place.

Strongly agree 30 75.0
Agree 8 20.0
Neutral 2 5.0
Total 40 100.0

Table 4.18 showy that 75% of the respondents slycagyeed and 20% agreed that effective
credit risk management requires a reporting andeve\structure to ensure that risks are
effectively identified and assessed and that apatep controls and responses are in place.
However 5% of the respondents were neutral on $lseel This finding implies that the
respondents were aware of the importance of apjatepcontrols in the process of risk

management.
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4.5.2 Risk Monitoring in Credit Risk Management

This section of the study used a scale of 1-5 Itingaof responses towards Risk
Monitoring in Credit Risk Management. The scordsofggly agree” and "agree" represented a
strong rating of Risk Monitoring in Credit Risk Magement and were represented by mean
score, equivalent to 1 to 2.5 on the continuou®ittikcale (¥A<2.5) and were represented by
"agreed". The score of 'neutral’ was equivaler2.tbto 3.5 on the Likert scale (Z8N<3.5).
The score of "disagree" and "strongly disagreetasgnted a weak rating of Risk Monitoring
in Credit Risk Management. This was equivalent.®t8 5.0 on the Likert Scale (3.8<5.0),

otherwise referred to as "disagreed". Results egsemted in table 4.19

Table 4.19 Extent to which respondents agree withigk monitoring statements

N Minimum | Maximum Mean | Std.
Deviation
Risk monitoring helps the sacco 40 1.00 4.00 1.4250 .63599
management to discover mistake at
early stage
Risk monitoring can be used to make| 40 1.00 3.00 1.3000 .51640

sure that risk management practices gre
in line with proper risk monitoring

The director’s report on risk monitoringt0 1.00 4.00 1.9500 .95943
enables the shareholders to assess the
status of the corporation

knowledgeably and thoroughly

Study findings showed that respondents agreed tbeatisk monitoring statements.

However, they were rated in the following orderskrimonitoring helped the saccos”
management to discover mistake at early stage (s&@e. 1.4250). that risk monitoring could
be used to make sure that risk management pracatiess in line and proper risk monitoring

(mean score, 1.3) and that the director's reponisknmonitoring enabled the shareholders to
assess the status of the corporation knowledgeaidythoroughly (mean score. 1.950). This
implied that respondents appreciated the role playe credit risk monitoring in credit risk

management process.
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4.5.3 Main challenges faced in credit risk manageme practices

From the study, the respondents listed the follgwas the main challenges faced in credit risk
management practices: They are faced with IT chgéle, currently there is no proper software
to suit they needs; on the human resource issyddbk qualified staff hence in some saccos
the process of approving, appraisal and subsegquepéarations of cheques is done by the same
individual hence lack of proper standards and systentrols are in place; however the
members are also a challenge to credit risk managepractices in that they delay remittances
to the Sacco which leads to late reports and suiesgcdelay in updating of records, also
members may not give true information about theadit worthiness while others may over
commit their pay slips by taking loans in banks andking it impossible for the sacco to
recover the loan repayments on time. Retrenchrmfanembers from employment leads to loan
default as a result increases the credit risk ast but not least resistance to change of the
credit policy where there is conflict between tr@atd and the management. The board will
insist on members being advanced loans withoungpkito account the risk exposure, this
implies that there are many challenges that exigtinvSaccos with Fosa services in regard to

credit risk management practices. These challewgetd have an effect on loan repayment.

4.6 Credit Risk Management Procedures

This section of the study used a scale of 1-5 imgaof responses towards Credit Risk
Management procedures in Saccos. The scores "Btraggee” and "agree" represented a
strong rating of credit risk management procedwed were represented by mean score.
Equivalent to 1 to 2.5 on the continuous Likertlscd< A<2.5) and were represented by
"agreed". The score of 'neutral’ was equivaler.6oto 3-5 on the Likert scale (Z8<3.5)

The score of "disagree" and "strongly disagresdrasented a weak rating of credit risk
management procedures. This was equivalent too3%Q on the Likert Scale (3x6D<5.0),

otherwise referred to as "disagreed”. Resultpasented in table 4.20.
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From table 4.20, respondents gave their responsesradit risk management procedures.

N | Minimum | Maximum | Mean Std.

Deviation
To facilitate credit risk management, a substantiall 40 | 1.00 3.00 1.2750 50574
degree of standardization of process and
documentation is required.
Credit risk management leads to standardized mat{ird0 | 1.00 3.00 1.6500 57957
across borrowers and a credit portfolio report that
present meaningful information on the present
meaningful information on the overall quality okth
credit portfolio.
Through standardization procedures, the sacco carO | 1.00 4.00 4.05 .76962
report the quality of its loan portfolio at anyne,
along the lines of the report presented.
Credit management procedures ensure that 401 1.00 4.00 1.9500 .87560
receivable, including loans, leases and commitment
and derivatives are reported in a single format.
Credit management procedures ensure that all credio | 1.00 5.00 1.4750 .81610
must be monitored, and reviewed periodically.
Credit management procedures results in a periodid0 | 1.00 5.00 1.7250 .93336

but timely report card on the quality of the palitio
and its change from month to month

Respondents agreed that to facilitate credit risknagement, a substantial degree of

standardization of process and documentation isined| (mean score. 1.2750). Credit risk

management leads to standardized ratings acrosswess and a credit portfolio report that

presents meaningful information on the overall gquadf the credit portfolio (1,650). Credit

management procedures ensure that total receivabtdsding loans, leases and commitments

and derivatives arc reported in a single forma®3)L. Credit management procedures ensure

that all credits must be monitored, and reviewediopeally (1.475) and that Credit
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management procedures results in a periodic blyimeport card on the quality of the credit
portfolio and its change from month to month (1)/2b6 On the other hand respondents
disagreed that through standardized proceduresS#lteo can report the quality of its loan
portfolio at any time, along the lines of the reagmesented (4.05)

This implies that respondents were conversant witst process of credit risk management

process and its importance in their Saccos.

4.7 Findings of the study

From the study, Loan portfolio management is imgatrtin the terms of giving meaningful
information on the overall quality of the creditrgolio. This finding is similar to what
Richardson, 2002 said that effective managemetiteofoan portfolio and the credit function is
fundamental to a Saccos's safety and soundnessdéied that loan portfolio management
(LPM) is the process by which risks that are inheiia the credit process arc managed and
controlled. The study revealed that majority of thspondents has specific credit management
policies for managing loan risks. It further rewashlthat institutions were to great extent
involved in formulating this policy. However the joaty of respondents moderately involved
the third parties in formulating the credit polgidn addition the study revealed that majority
of the respondents considered the following factonsortant in establishing a loan portfolio
policy; existing credit policy- general trend okdit and overhead cost. However the majority
of respondents were neutral in state of econonayfastor.

The study revealed that majority of the respondéeigeved that risk identification was an
important process in credit risk management. Theskéngs were similar to the one for Greene
and Trieschmann, 1984 who stated that risk ideatifon is the first stage of risk management.
It develops the basis for the next steps: anabsts control of risk management. Correct risk
identification ensures risk management effectivenesk managers do not succeed in
identifying all possible tosses or gains that @vadle the organization, then these non-identified
risks will become non-manageable. According to Batk and Hastings, 1989, the inability to
identify possible gaining risks is as inappropriate non-identified risks related to the loss.
Missing a good positive possibility that an orgaian seeks is a problem equal to bearing

losses.
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The study revealed that majority of the respondbat®ved that risk identification ensured the
establishment of risk management function througlioel whole organization, that it helped to
sort out risks according to their importance arat tisk identification ensured the development
of risk management strategy in allocation of resesireffectively. These findings are similar to
those of Williams Smith and Young, 2001 who stateat risk identification is a process that
reveals and determines the possible organizatiesied as well as conditions, arising risks. By
risk identification the organization is able todfuactivities and places where its resources are

exposed to risks

The study also revealed that majority of the reggots believed that auditors were involved in
inherent risk evaluation process by generating egpiens of account balances, this is similar
to the findings of Hylas and Ashton (1982) and Haog and Fogarty (1991) who considered
the role of risk assessment in the detection afreymwho found out that auditors' expectations
of errors based on prior audits led to the detaadiomore errors. They concluded that inherent
risk assessment is "significantly more importanuitlging the relative risk of errors in financial
statements than has been previously recognized/adtalso suggested that auditory who have
a good understanding of their auditee's busineas ‘accomplish such an assessment with
relative ease". Peters et al 1989, asserted thatduditor begins the inherent risk evaluation
process by generating expectations of accounts¢@da The auditor identifies changes that
have occurred in the firm or its environment antedaines how those changes should interact
with historic trends to produce an expected balanche account”. The study revealed that
majority of the respondents were moderate in theiggaation of middle and lower level
employees in identifying risk.

The study revealed that majority agreed that thglieation of modern approaches to risk
measurement, particularly for credit and overahkiag risks was important for SACCOs in

view of risk analysis and assessment as a creskt management practice. Carey 2001
indicated that risk management is more importarthefinancial sector than in other parts of

the economy.
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The study also revealed that majority agreed thsik mnalysis and assessment was a
comprehensive risk measurement and mitigation ndetlsed for various risks arising from
financing activities and from the nature of pradimd loss. Sharing in the source of funds
especially investment account holders. Strutt, 26@8ed that risk analysis included different
analyses like establishing acceptable or tolerdels of risk, evaluation of risks, determine
whether the risks are as low as reasonably préadticand determine risk reduction measures
where appropriate. The study also revealed thabniajbelieved that the major approaches
used in risk analysis were use of reports and gaidhering to credit policy and verifying of

members credit worthiness.

The study revealed that most of the respondentsedgthat effective credit risk management
requires a reporting and review structure to enshet risks are effectively identified and
assessed and that appropriate controls and resparsen place. This is similar to the work of
Hendricks and Singhal 2005 who stated that reqaudits of policy and standards compliance
should be carried out and standards performanceewed to identify opportunities for
improvement. They continued that organizations dymamic and operate in dynamic
environments. Changes in the organization and tea@ment in which it operates must be
identified and appropriate modifications made tstemns. They added that the monitoring
process should provide assurance that there areo@pie controls in place for the
organization's activities and that the proceduresuaderstood and followed.

Eloff et al 1993 stated that active risk monitorigsures that effective counter- measures to
control risks are appropriately implemented. Theulls of implementing risk-reducing
measures are evaluated to determine if the expacttttat risk management reduces loss is
met. Then, appropriate adjustments must be madéatahe organization remains prepared
against the exposure to risks. Thus, risk monigpriat only evaluates the performance of risk-
reducing measures but also serves as a continughgfanction. According to Dryden, 1995, a
number of audit tools, such as computer assistelt &apls and techniques (CAATT), and
measurement tools for tracking Web sites (On TeldgyoCorporation's Audit Track, Tucows
Interactive Limited's Net Gravity. etc.) are beinged for auditing. The study revealed that

majority of the Saccos faced challenges in cradik management practices as follows; They
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lacked a proper software to suit their needs, t#aualified personnel, lack of proper controls
and standards, delay in repayments, lack of primfermation from members, members being
retrenched and subsequently leading to loan dsfamt conflicts arising between the board

and management of the Saccos.
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CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Summary

The main objective of the study was to examine {Tneésk management practices in Saccos
with Front Office Service Activity in Kenya. Thesearch design of the study was based on a
descriptive survey. The sample of the study coegistf credit managers and managers
employed in the 40 SACCOs offering FOSA servicethiwiNairobi Province.

A pilot study was carried out before the actuadgton a sample of 6 credit managers and
managers of the Sacco. Data was collected usirfgasehinistered questionnaires by the
researcher and analyzed using Statistical Packadggotial Science Version 17.

The study revealed that the following factors wemmportant in establishing a loan portfolio
policy; existing credit policy, general trend ofedit and overhead cost. However the study
revealed that majority of Saccos did not use acogmatios to measure portfolio quality. In
regards to risk identification the study fduout that establishment of risk management
function throughout the whole organization helped sort out risks according to their
importance and it developed a risk managementeglyah allocation of resources effectively.
Major approaches used in risk analysis were usepafrts and ratios, adherence to credit policy

and verification of credit worthiness of the mensber

Most of the respondents agreed that effective tresk management requires a reporting and
review structure to ensure that risks are effettivgdentified and assessed and that appropriate
controls and responses are in place. From the strdgit risk management procedures were
important in the standardization of procedures protesses management of loan portfolios in
terms of giving meaningful information on the oukerguality of the credit portfolio and

ensuring that all credits must be monitored anderesd periodically. However majority of the

respondents disagreed that through standardizatmredures, the Sacco can report the quality

of its loan portfolio at any time, along the lingfsthe report presented.
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The management of the Saccos should ensure thdterddd low level employees are included
in risk identification process. Also it should semne that the Sacco has an effective system of
internal controls that is consistent with the natwwomplexity and risk inherent. In addition
the management of the Sacco should ensure that askdmonitoring systems are simplified
and customized to Sacco operations and timely tepare generated. Last but not least
continuous members' education is important to enslat all members are informed on the

Sacco operations.

5.2 Conclusions

From the study loan formulation policies as welfasors of establishing loan portfolio policy
were crucial in portfolio management -If portfolguality is poor or efficiency is low for
example, this is reflected in profitability. Potito quality is measured using three ratios,

portfolio at risk, risk coverage ratio and loanstign off ratio.

The researcher concludes that risk identificatgoan important stage in credit risk management
and should be applied effectively to identify therrent credit risks confronting the
organization, provide the likelihood of these riskgurring, reveal the type and amount of loss
these risks are meant to cause if they occur, geathie options that exist to reduce or eliminate
the likelihood or consequence of the risk and retresarisks that must be addressed first.

The techniques of risk analysis are necessaryfsuréng the decision making processes of risk
management are scientifically informed. Conseqyenthe techniques of risk analysis,
comprising identification, estimation and evaluatibave evolved in their own sophistication

to match the increasing complexity of the risk aepic

The establishment of a review system that providesurate, timely, and relevant risk
information in a clear, easily understood manneeig to risk monitoring. The risk monitoring
process occurs after the risk mitigation; plannsugcessful risk monitoring and updating
process will systematically track risks, invite tiientification of new risks, and effectively

manage the credit process.
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An effective credit risk management procedure imgsl establishing an appropriate credit
environment operating under a sound credit anctaiion processes. It must continue for the

life of the project because risks are dynamic.

5.3 Recommendations

The management should consider using the stateamioeny as a factor in establishing credit
policy in the Sacco's .The researcher recommeralsigh of accounting ratios to measure the

portfolio quality. These ratios are portfolio athkj risk coverage ratio and loans written off.

The management should consider implementing a figwpeoach to risk identification: sources
of risk-hazard factor, peril-resources exposedis&, ras a modern way for systematic risk
identification. The management should also considgérg middle and low level employees in
their risk identification measures since the preagfscredit administration starts at this point so

as to ensure that risk identification is establistiteoughout the organization.

Utilizing the findings of this study, the researchecommends that the management of Saccos
should ensure that there is an ongoing evaluatmhagsessment of the credit related risks. An
external risk assessment could point to the Saeas of risk or interpretation of risks that the
Sacco has not seen or focused before.

The management should ensure that their Saccaadtegs of size, have an effective system of
internal controls that is consistent with the nafusomplexity, and risk inherent. The Sacco
management should also ensure that credit risk toromy systems are simplified and

customized to Sacco operations. Timely reports Ishalso he availed to assist in monitoring.

Sacco management should make use of effectivetenesiagement procedures that will ensure
proper standardization, monitoring and reviewingidit risk within the credit operations in
the Sacco .Reports should be generated on mondsig,bevaluated and interpreted to give a

clear picture on the status of the Sacco.
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The management should plan for member's educaiibe tnformed on the credit policy, credit
administration process and also their roles amnipees this will avoid such challenges as late
and non remittances of repayments and also noigngvthe correct information on their loan
application forms. The education should be a coiotiis process.

The government should come up with controls andletigns in regards to retrenchment to

safeguard the Sacco from defaults.

5.4 Limitations of the study.

The main limitation of the study is its inability tinclude more organizations. This study
focuses on credit risk management practices indaoffering Fosa services in Nairobi where
the findings were generalized to all Saccos in kerhe study would have covered more

institutions across all sectors so as to provideee broad based analysis.

The other limitation from this study was the fdgattit only addressed credit risk. The study
failed to address other risks that face Saccosidet) operational risks and interest rate risk

From the study, it was evident that credit risk eledcurrently used by Saccos do not take
liquidity into account, despite credit risk markdising significantly affected by liquidity
considerations.

In the credit assessment process, perhaps theegrdiatitations was on how much borrower
information can be included in both initial and omy evaluations and how frequently
borrower status can be re-evaluated.

5.5 Suggestion for further research

The research recommends the following areas fthhduistudy;

The research design was based on Saccos offerisay $&yvices in Kenya. Future researches
can be carried out on other financial institutiswech as banks and microfinaance and a
comparison of findings could be done.

The data collection method used in this study wased on questionnaires. Future research can
be carried out based on focus group discussioreaghn Sacco. This would involve having

discussions in groups of about ten people withrdsearcher acting as the moderator. This
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would help bring out the issue credit risk manageimeetter and also involve the whole

organization.

The study covered only the Saccos offering Fosaicseiin Nairobi. Further research study
should be carried out incorporating the entire 8aagith Fosa services in Kenya. This would
enable a comparison of outcomes from other regovres case study can be carried out on a

specific Sacco offering Fosa services.
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APPENDICES
Appendix (1) Letter of Introduction

Dear Respondent.

This questionnaire is designed to gather infornmaba "A survey of credit risk management
practices in SACCOs with FOSA Services". The stiglpeing carried out for a Research
project in partial fulfilment of requirements fothe degree of Master of Business
Administration from University of Nairobi.

The information in the questionnaire will be trehteith confidentially and in no instance will

your name be mentioned in this research. The irdtion provided will not be used for any
other purpose other than for this research.

Your assistance in facilitating the same will bghhy appreciated.

Thank you in advance.

Yours sincerely,

MBA Student Supervisor
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Appendix (2): Questionnaire

SECTION A: DEMOGRAPHIC INFORMATION

1. Gender:

Male () Female ()
2. Age bracket:

25-34 years () 35-44 years @p - 54 years ()
55-64 years () 65 years and abd@vye

3. What is your highest qualification achieved?

Diploma () Degree ()

Masters () Others (please specify.............. ) ()

4. What is your current designation within the SATTC

Credit Manager () Branch Manager ()

Managing Director () Others (please specify.............

5. How many years have you been in the SACCO imglRist

1-5years () ®years () 11-15years ()

16-20 years () 21 years and aboye (

61



SECTION B: CREDIT RISK MANAGEMENT
LOAN PORTFOLIO
1. Does the organization have specific credit mamant policies for managing loan risks'?

Yes () No ()
If yes to what extent do you involve the followipgrties in formulating the credit management
policies for the loans? Use a scale of 1 to 5 wHerg to a very great extent and 5 is to no

extent.

m

Parties involved in credit policies 1 2| 3 4

The institution

Third parties

Other, please specify

2. To what extent does your Sacco use the follovimalgcators in its credit risk management

approaches to loans? Use a scale of 1 to 5 whisreola very great extent and 5 is to no extent.

Credit management approaches 1123|465

Operating efficiency

Loan portfolio indicators

Other, please specify

3. To what extent does your Sacco consider theoviatlg factors in establishing a loan

portfolio policy? Where 1 is to a very great extant 5 is to no extent.

Loan Portfolio Policies 1 213 41 5

Existing credit policy

Overhead cost

General trend of credit

state of the economy

Other, please specify
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4. To what extent do the following people partitgpan formulating your loan portfolio

policies? Use a scale of 1 to 5 where 1 is to § gezat extent, and 5 is to no extent.

People participating in formulation of loan portfolio policies 1 2| 3 4 5

Executive management

Employee Suggestions

Board of directors

Credit managers

Credit analyst

Credit committee

Other, please specify

5. To what extent does your Sacco use the follovdogounting ratios to measure portfolio

quality? Use a scale of 1 to 5 where 1 is to a geeat extent and 5 is to no extent.

Accounting ratios for measuring portfolio quality 1 23 4| 5

Portfolio at risk (PAR) which measures the portadrthe loan portfolio
contaminated by arrears as a percentage of tHeptwt#olio where the desired
level is less than 10 per cent

Risk coverage ratio which shows what proportiothefportfolio removed from

the accounting books because of a substantialibese a maximum of 4 per cent
Is envisaged

Other, please specify

RISK IDENTIFICATION

6.To what extent does your Sacco consider risktifilemtion as a process in credit risk

management?

To a very great extent ()
To a great extent ()
To a moderate extent ()
To a little extent ()

To no extent ()
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7. To what extent does the Sacco involve the faligwparties in the risk identification

process? Use a scale of 1 to 5 where 1 is to agreat extent and 5 is to no extent.

Parties involved in risk identification 1 213 41 5

Internal auditors

External auditors

Senior employees

Middle and lower level employees

Other, please specify

8. To what extent do you agree with the followstgtement about the importance of risk
identification in credit risk management? Rate gsirscale of 1 to 5 where 1 is strongly agree,

2 is Agree, 3 is Neutral, 4 is Disagree and 5 isr&jly disagree.

Importance of risk identification in credit risk ma nagement 1 2| 3 4 5

It ensures that the risk management function ebéished throughout the whole
corporation

Risk identification helps to sort risk accordingheir importance

Risk identification assists the management to agvakk management strategy|to
allocate resources efficiently

Other, please specify

RISK ANALYSIS AND ASSESMENT

9. The application of modern approaches to risk smemment, particularly for credit and
overall banking risks is important for Sacco. Toalvextent do you agree with this statement in

view of risk analysis and assessment as a cre#filmanagement practice in your Sacco?

Strongly agree ()
Agree ()
Neutral ()
Disagree ()

Strongly disagree ()
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10. Risk analysis and assessment is a comprehemskveneasurement and mitigation method
used for various risks arising from financing aittes and from the nature of profit and loss
sharing in the source of funds especially investnaaeount holders. To what extent do you
agree with the statement in regard to risk analgad assessment in credit risk management

and profitability of your Sacco?

Strongly agree ()
Agree ()
Neutral ()
Disagree ()

Strongly disagree ()

11. To what extent do you agree with the followistatement, about risk analysis and
assessment in credit risk management? Rate usogl@aof 1 to 5 where 1 is strongly agree, 2

is Agree, 3 is Neutral, 4 is Disagree and 5 isigjlypdisagree.

Risk analysis and assessment in credit risk managemt 1123 41 5

Risk analysis and assessment comprises identditafithe outcomes

Risk analysis and assessment comprises estimagamagnitude of the consequences

Risk analysis and assessment comprises the pritpabithose outcomes

Other, please specify

12. Which are the main approaches used in riskyaisaland assessment in credit risk

management in your Sacco?
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RISK MONITORING

13. Effective credit risk management requires artpg and review structure to ensure that
risks are effectively identified and assessed &iatl appropriate controls and responses are in
place. To what extent do you agree with the staténmeview of risk monitoring in the credit

risk management in your organization to ensureitatafity?

Strongly agree ()
Agree ()
Neutral ()
Disagree ()

Strongly disagree ()

14. To what extent do you agree with the followstgtement about risk monitoring in
credit risk management? Rate using a scale oblwhere 1 is strongly agree. 2 is Agree-
3 is Neutral, 4 is Disagree and 5 is strongly dieag

Risk monitoring in credit risk management 1 2| 3 4| 5

Risk monitoring can be used to make sure thatmakagement practices are in
line with proper risk monitoring stage

Risk monitoring helps the Sacco management to dsamistake at an early
stage

The director’s report on risk monitoring enables shareholders to assess the
status of the corporation knowledgeably and thanbug

Other, please specify

15. Which are the main challenges of credit riskhaggement practices in your Sacco?
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CREDIT RISK MANAGEMENT PROCEDURES

16, To what extent do you agree with the followstgtements about credit risk management
procedures in your Sacco Rate using a scale @blvthere 1 is strongly agree, 2 is Agree, 3 is

Neutral. 4 is Disagree and 5 is Strongly disagree.

Credit risk management procedures 1 2|3 4] 5

To facilitate credit risk management, a substadggree of standardization of
process and documentation is required

credit risk management leads to standardized ratingss borrowers and a credit

portfolio report that presents meaningful inforroaton the overall quality of the
credit portfolio.

Through standardized procedures, the sacco carn thpajuality of its loan
portfolio at any time, along the lines of the régmesented.

Credit management procedures ensure that totaledxte, including loans, leasgs
and commitments and derivatives are reported inglesformat.

Credit management procedures ensure that all sneuist be monitored and
reviewed periodically.

Credit management procedures results in a permditimely report card on the
quality of the credit portfolio and its change fromonth to month

Other, please specify

THANK YOU FOR PARTICIPATION!!!
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APPENDIX (3) LIST OF COOPERATIVE WITH FOSA

1.AFYA SAVING AND CREDIT CSLTD

2. ARDHI SAVING AND CREDIT CS LTD

3.ASILI SAV.& CR.CS LTD

4. CHAI CO-OP SAV & CR LTD

5. CHUNA CO-OP.SOC.LTD

6. COMOCO SAV .& CR.CO-OP.SOC.L

7. ELIMU SACCO LTD

8.FUNDILIMA SACCO

9.GURUDUMU SACCO

10.HARAMBEE SACCO LTD

11.JAMII COOP SAV AND CR LTD

12.KENVERSITY CO-OP.SOC .LTD.

13.KENYA POLICE CO-OP SAV & CR LT

14.KINGDOM SACCO

15. LENGA TUMAINI SACCO

16.MAGEREZA STAFF SAV& CR CS LTD

17. MAISHA BORA SACCO LTD

18.MATER SACCO
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19.MWALIMU CO-OP SAV & CR.LTD

20. MWITO SACCO

21. NACICO CO-OPERATIVE SOC LTD

22.NASCA SAV & CR CS LTD

23. NASSEFU CS & CS LTD

24. NATION STAFF SAV.& CR CS LTD

25. NEST SACCO

26. NJIWA SACCO

27. PCEA SACCO

28.RELI SACCO

29. SHERIA CO-OP SAV & CR LTD

30.STIMA CO-OP SAV & CR SOC LTD

31. TELEPOSTA SACCO

32. TEMBO COOP.S & CR.LTD

33.TRANSCOM SACCO

34. UFANISI SACCO

35.UFUNDI CO-OP SAV & CR LTD

36.UKRISTO NA UFANISI SACCO

37. UKULIMA SAV & CR CS LTD

38. WANAANGA SACCO
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39.WANANDEGE SAV &CR CO-OP SOC

40. WAUMINI SAVINGS CS&CS LTD

SOURCE: Cooperative Officer from Ministry of coopve as at March 2010.
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