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ABSTRACT 

Credit risk management h b ' m an important topic for financial institutes, especially since 

the business sector of limn 't ' \l s ·r icl.S is related to conditions of uncertainty. The turm~il of the 

financial industry ·mph 1 ·iz · th • Importance of effective risk management procedures. 

Consequent! . thi r · · ·ar h I oks at "the relationship between Credit Risk management practice 

and the linunciul p ril rmance of Commercial banks in Liberia." This research objective was 

formulated in order to gain a better understanding of credit risk management practices and its 

relation hip \\ith financial performance (return on asset). 

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

u ed. The data were collected by cross sectional survey method. 

The conclusion of this study shows a positive relationship between the credit risk management 

practices and financial performance. Commercial banks during the pre-liberalization period 

were not effective in managing their credit risk in contrast to the post-liberalization period. 

Variations in the credit policies by seven of the nine commercial banks reflect monetary and 

fiscal policy actions, where expansionary fiscal policy partly increased inflationary pressure and 

the monetary authority. During the post-liberalization period, most banks used the services of 

consultants to formulate their credit risk management policies which reduced the risk posed by 

defaulting on loans. 

Commercial banks in Liberia should focus more attention on capacity building and special 

training of bank managers whose function relate to credit and loans to serve as a conduit of 

giving them sufficient knowledge on how to deal with credit issues and mitigate credit risk faced 

by the e banks. 

The legal system of Liberia should be reformed to enhance the enforcement of financial 

contract . Thi wm1ld work o on inc ntiv for b nk 9 m in 

feJu~it'lg th~ inf H"llldli 1'1 d 1111'1'1Clr prublctn. ' 011 ctlllt:!t'lll , lhc f'fO t:)l-ti ll f' 11011 t"[tH-lllll 1 

l >.tn "ill b~: r~:ducl!d hl!nce lower ri k premium attributed t credit ri k. ln additi n, effort 

h uld b • ma to revitalize the growth of th c n my and to attain macr tabilit. in rd r t 

th r urn on invc tm nt tH.J 1 Ju •c un •crtuint) . 



CHAPTER ONE 

1 TRODUCTION 

1.1 Hack~round of tlu: Stud · 

The Com:q t or ri ·k management is a two-step process. The first is to identify the source of the 

risk. which i · to identify the leading variables causing the risk. The second is to devise methods 

to quantify the ri k using mathematical models, in order to understand the risk profile of the 

instnm1ent. Once a general framework of risk identification and management is developed, the 

techniques can be applied to different situations, products, instruments and institutions. It is 

crucial for banks to have comprehensive risk management framework as there is growing 

realization among that sustainable growth critically depends on the development of a 

comprehensive risk management framework (Greuning and Iqbal, 2007). 

A robust risk management framework can help banks to reduce their exposure to risks, and 

enhance their ability to compete in the market (Iqbal and Mirakhor, 2007). A reduction in each 

institution's exposure will reduce the systemic risk as well. Hence, it is necessary that Banks 

have in place a comprehensive risk management and reporting process to identify, measure, 

monitor, manage, report and control different categories of risks. In addition, this process should 

pay attention to compliance with Shariah rules and principles. 

Commercial banks are in the risk business. In the process of providing financial services, they 

a ume Yarious kinds of financial risks. Over the last decade the understanding of the place of 

commercial bank within the financial sector has improved substantially. ver thi lime, much 

ha · b n \ ritten on the role of commercial banks in the financial sector, both in th academic 

lit ratur~; and in the financial press. uffice it to ay that market participant s ek the en ice f 

th financial in titution becau e of their ability to provid market kn \\ ledg 

i n Y and funding capability. In perft rming th r lc the. g ncrall . ·' t as • prin ipal in 
th trnn , ti n. uch they u · their \ n balanc . heel to fa ilttatc th tnm a tim • nd t) 
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1.1.1 Credit Risk Management 

Credit risk management is d fin d n id nti fication, measurement, monitoring and control of risk 

arising from the possibilit · f h: 1-.mlt in loan repayments (Early, 1996; Coyle, 2000). Credit 

extended to borrowers m t l c ·11 th ri ·k of default such that whereas banks extend credit on the 

understundmg th·tt b~)(("\)\\ ·r ill repay their loans, some borrowers usually default and as a 

result. banks in· )111 d r ·· · due to the need to provision for the loans. Where commercial 

bunks do not hav~ an indication of what proportion of their borrowers will default, earnings will 

var thu p ·ing the banks to an additional risk of variability of their profits. Every financial 

in ·titution bear a degree of risk when the institution lends to business and consumers and hence 

e. perience some loan losses when certain borrowers fail to repay their loans as agreed. 

Principally, the credit risk of a bank is the possibility of loss arising from non-repayment of 

interest and the principle, or both, or non-realization of securities on the loans. 

Risks exposed to commercial banks threaten a crises not only in the banks but to the financial 

market as a whole and credit risk is one of the threats to soundness of commercial banks. To 

minimize credit risk, banks are encouraged to use the "know your customer" principle as 

expounded by the Basel Committee on Banking Supervision. ((Kunt-Demirguc and Detragiache, 

1997; Parry, 1999; Kane and Rice, 1998). Subjective decision-making by the management of 

banks may lead to extending credit to business enterprises they own or with which they are 

affiliated to personal friends, to persons with a reputation for non-financial acumen or to meet a 

personal agenda, such as cultivating special relationship with celebrities or well connected 

individuals. A solution to this may be the use of tested lending techniques and especially 

quantitative ones, which filter out subjectivity (Griffith and Persuad, 2002). 

·1 ° reduce the lender' credit risk, the lender may perform a credit check on the pro p cti 

borrow r. may require the borrov er to take out appropriat insurance, uch a mortgag 
10 urancc r cek curity or guarantees of third parties b id other p ible trat gie . In 

g n rnl th hi ~h r the risk, the high r v ill b th intere t rat that th d bt r' ill b ked t p 
nth d bt. 
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1.1.2 Classification of Credit Risk 

Credit Risk can be classified in th foll wmg way: 

Credit default risk - he ns\... of lo'' ari ing from a debtor being unlikely to pay its loan 

obligations in full or th dd tm is more than 90 days past due on any material credit obligation; 

default risk 11\ '1)' im1 a 'l all credit-sensitive transactions, including loans, securities and 

derivutiv~s . 

oncentration risk - The risk associated with any single exposure or group of exposures with the 

potential to produce large enough losses to threaten a bank's core operations. It may arise in the 

form of ingle name concentration or industry concentration. 

Country risk - The risk of loss arising from a sovereign state freezing foreign currency payment 

(transfer/conversion risk) or when it defaults on its obligations (sovereign risk). 

1.1.3 Overview of Commercial Banks in Liberia 

Currently, there are nine commercial banks in the banking industry in Liberia with a combined 

assets of L$ 5.699 billion and liabilities of L$ 4.825 billion. The banks are the Liberian Bank for 

Development & Investment (LBDI), Ecobank Liberia Limited (ELL), International Bank Liberia 

Limited First International Bank and Global Bank Liberia Limited. LBDI and ELL are the two 
' 

banks that have branches in and out of the city. All of the commercial banks provide credit, 

deposits account, remittances, transfers services, and currency exchanges services. As at June 

2005, Demand deposits constitute 70% of the total industry deposits followed by avings 

depo it 30%. Most of the banks require minimum deposits for savings in order to encourage 
aving . 

h inv lvement of commercial banks in microfinance ector developm nt i very ital to th 

ntrnl Bank of Liberia ( Bl ), \ hich i the rcgulat r auth rit f financial in titution in 

Lib ric.· o thi nd. B ha a great r lc in formulating rl!gul ti ns that will cnhanc th 

1icr fin nee activitic in Li ri . Plan ar undcrw · at th 

i ro man c unit which th Bank h pc ' ill t: ilitatc th pr 

3 
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people whom commercial banks will normally not want to give credit to because of asymmetric 

information between lenders and borrO\ ers. 

Global experience reveal. th·lt ·ustnm·lbl' microfinance can be successfully implemented in post 

conflict cnvironm ·nt lik I it ria. 1 thi end, all of the essential and preferred conditions are 

sufficiently present t l all ' t r a equenced approach to restoring and gradually expanding 

microfinmu: · s ·rvi · · in Liberia. 

lt has been timated that the demand for micro-credit from small, medium term, enterprises 

range ' ii·om 6-.000 to 82,000 customers with a combined loan values ranging from US$ 9 to 

US$19 million. It can be established that the supply of credits reaches 8,200 customers with a 

combined loan portfolios of less than US$25,000. It is evident that the supply of microfinance 

services serves a fraction of the demand for microfinance. From a global experience, the gap 

between the demand for and supply of microfinance can be closed by the establishment of 

prudent, and professional institutions or bank units that are trained in providing sustainable 

financial products and services to the lower segment of the markets. 

The Central Bank in an effort to ensure that low income Liberians have access to credit, is in the 

process of establishing a microfinance unit within the Bank. Two staff members of the Bank 

were recently in Italy undergoing micro finance methodology. In relation to rural finance, the 

Central Bank has in recent months been in the process of establishing rural payments centers, 

which the Bank envisages, will culminate into the foundation of rural banking in Liberia. 

1.2 Re earch Problem 

This tudy is very unique to the commercial banking sector of Liberia as it is unique because it 

look at the p or credit risk management in commercial banks in Liberia. omm rcial bank are 

incurring major lo es a a consequence of underperforming loans due to the lack of p or credit 

ri k management by the e banks. oming out of 15 year ci il war, the c untry finan ial ct r 

ha n badly d tr yed, leading to in ad quae f capital, la \... f trustw rthim; of 

individual inabiliti to meet up with their obligati n t th banks. l h~ r 'Ulat r · 

th fin n ial in Litution th~.: , ~.:ntrnl bank of Libcria ha n t be n cnr r ·in I IC 1Ulntions t) 
th 

t-



efficiency, although the CBL gives out credit reference to borrowers before commercial banks 

lend fund. 

There is high level o n np rf rmin l loan a commercial banks are unable to study the 

characteristics of born)\wr.· in htding the ability to pay back loans, collateral backing loans 

provided to borro\\ ~.-r · ·tnd th ·r factors that will put banks in the best position to collect 

borrowed fund~. In thi · " · many borrowers default on loan payments leading the commercial 

banks with hug~ unc llected loans. 

Weakne" in the Ken a banking system became apparent in the late 1980s and were manifest 

in the relative!) controlled and fragmented financial system. Differences in regulations 

governing banking and non-bank financial intermediaries, lack of autonomy and weak 

supervisory capacities to carry out the Central Bank's surveillance role and enforce banking 

regulations, inappropriate government policies which contributed to an accumulation of 

nonperforming loans, and non-compliance by financial institutions to regulatory requirements of 

the 1989 Banking Act among others posed a challenge to the Kenya banking system. Many 

banks that collapsed in the late 1990's were as a result of the poor management of credit risks 

which was portrayed in the high levels of non-performing loans (Central Bank Supervision 
Report, 2005). 

The liberalization of the Kenya banking industry in 1992 marked the beginning of intense 

competition among the commercial banks, which saw banks extend huge amounts of credit with 

the main objective of increasing profitability. Some of the loans were political loans" granted 

with little or no credit assessment; other loans were made to insiders, all of which subsequently 

became non-performing. The low quality loans led to high levels of non-performing loans and 

ub quently eroded profits of banks through loan provisioning some of which appeared out 
rightly p litical. 

ommercial banks adopt different cr dit ri k managem nt p licie maj rl determined b 

hip of th bank (private! wn d, foreign " n d g rnm nt influ nc d and 1 lly 

cr dit polici of b. nk , credit nng tcm , ank n;gul, t r m ir nmcnt and th 

li r m n Ill nt of the hank~. B nk ma · ho\\c\'t.:r hav the b st t\:dit mana ~~m nt 

s 



policies but may not necessarily record high profits. In additional although there are industry 

standards on what is a good credit poli y and what is not and further banks have different 

characteristics. The market rna tim, b .. s 'en to regard an individual banks' poor performance 

more lenient when the cnllr\: b ml-.tn l 'L:Ctor ha been hit by an adverse shock such as a financial 

crisis. Banks rna b fH· ·~d t adju t their credit policy in line with other banks in the market 

where a hcrdi11' b •hm t ur t practiced by banks. Looking at the emphasis that is laid on credit 

risk nuHmgl.:m~:nt l: mmerc1al banks the level of contribution of this factor to profits has not 

been analyzed. Ra an 1994) notes that expanding lending in the short-term boosts earnings, thus 

the bank haYe an incentive to ease their credit standards in times of rapid credit growth, and 

likewi e to tighten standards when credit growth is slowing. 

The stud seeks to unearth the various approaches to credit risk management. This study intends 

to address the following research questions: What is the relationship between credit risk 

management practices and financial performance of commercial banks in Liberia? 

1. 3 Research Objectives 

i) To establish the credit risk management practices employed by commercial banks in Liberia. 

ii) To determine the relationship between credit risk management and financial performance in 

commercial banks in Liberia. 

1.4 Value of the tudy 

First, the study will be beneficial to commercial bank managers as its focus is on credit risk 

management ' hich is the core source of business for many banks. 

The tud ' ill pre ent varied practices which can be bared by many commercial bank in the 

indu tr and the regulatory board in general. The future researchers will u e thi study a a form 

of rdcrcnce for future tudie , the study " ill al o sugge t futur re ear h a ti itie that an 
·pl r . 

'ill b igniiic, nt to the inn: t r in c thcy ' ·ill b able t know th , ks. 'I his ' ·ill 

h lp th m t kn w th p rform, n c thu ' ·ill m k g d dc ision nth bank t imcst in \\h~o:n 
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they compare the returns. Investors al o rely on information about banks in order to channel their 
investments in several sectors of th economy as commercial banks play a pivotal role in all 

financial transactions in any th ref ore all investors need appropriate information on the 

performance of all comma r1l bnnks in a economy to enable them decide which bank to do 
business with. 

Finally. tlu: r · 'ulnt )r · f c mmercial banks, Central bank of Liberia will be able to know the 
pcrformnnn: or th anks. his will help to determine the extent of risk especially when the 

conun~rcial bank · are eekmg loans and the Central bank will be able to adopt appropriate 
regulatory framework to regulate the activities of commercial banks in Liberia. 

7 



CHAPTER TWO 

LIT ~ RATURE REVIEW 

2.1 Introduction 

This <.:hupll'r pr · · ·nL th literature revtew on the credit. This chapter presents theoretical 
bn<.:kground and d line · the process of risk management by the commercial banks. 

2.2 Theoretical Revie\ 

Risk management framework 1s important for banks. In conjunction with the underlying 

frameworks, basic risk management process that is generally accepted is the practice of 
identifying, analyzing, measuring, and defining the desired risk level through risk control and 

risk transfer. BCBS (2001) defines financial risk management as a sequence of four processes; 

the identification of events into one or more broad categories of market, credit, operational and 

other risks into specific sub-categories; the assessment of risks using data and risk model; the 

monitoring and reporting of the; risk assessments on a timely basis; and the control of these risks 
by senior management. 

BCBS (2006), hold that risk management processes, require supervisors to be satisfied that the 

banks and their banking groups have in place a comprehensive risk management process. This 

would include the Board and senior management to identify, evaluate, monitor and control or 

mitigate all material risks and to assess their overall capital adequacy in relation to their risk 

profile. In addition, as suggested by Al-Tamimi (2002) in managing risk, commercial banks can 

follow comprehen i e risk management process which includ s eight tep : expo urc 

identification; data gathering and risk quantification; management obj ctive ; pr duct and 

c ntrol guid line ·; ri k management e aluation; strategy de elopment· impl mcntati n· and 

P r ormanc~.: ~.:valuation (Baldoni. 1998; Harrington and iehau , 1999). 

8 



2.2.1 Dynamic Risk Management Theory / 

This theory present and te t n infinite horizon, continuous time model of a firm that can 

dynamically adjust the u nn i mnturit of ri k management instruments whose purpose is to 
reduce product price un · rtaint th r~by mitigating financial distress losses. The dynamic setting 
relaxes sewral rl·stn ·ttn • ~ · ·umptl ns common to static models. Specifically, it assume that 1) 
the linn cnn udju t tt us· of nsk management instruments over time, 2) risk management 
instrum~;nt · ·1 ir a time progresses and that the available maturity of the risk management 
instrument' i' ·ho1ter than the life time of the firm, and 3) there are transaction costs associated 

' ith initiation and adjustment of risk management contracts. 

The model produces a number of new time series and cross-sectional implications on how firms 
use short-term instruments to hedge long-term cash flow uncertainty. Numerical results describe 

the optimal timing, adjustment, and rolling-over of risk management instruments, and the choice 
of contract maturity in response to changes in the firm's product price. The model predicts that 

firms that are either far from fmancial distress or deep in financial distress neither initiate nor 
adjust their risk management instruments, while firms between the two extremes initiate and 

actively adjust and/or roll-over their risk management instruments. 

2.2.2 Enterprise Risk Management Theory 

A corporation can manage risks in one of two fundamentally different ways: (1) one risk at a 
time, on a largely compartmentalized and decentralized basis; or (2) all risks viewed together 

within a coordinated and strategic framework. The latter approach is often called "enterprise risk 

management or "ERM" for short. It suggests that companies that succeed in creating an 

effective ERM ha a long-run competiti e advantage over those that manage and monitor risks 
individually. The argument in brief i that, by mea uring and managing it ri k con i tentl and 

Y tcmatically and by giving it bu ine manager th information and inccnti c to ptimize 
the tr dcoff bc..:t\\CCn risk and return a c mpany strength n it abilit to carr ut it ·trat gic 
pl n. 

In th p that foll w, it t, rt by c:plninin , h ,,. hi 1 c n 'iVc comp:mics a c 1111 titi\ c 
1 • nt~ dvalu .·t\\·d ril tht.: pt n I ch llkn •to: im h•t.: I 
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in implementing ERM. We begin by di cussing how a company should assess its risk "appetite," 

an assessment that should guid management's decision about how much and which risks to 

retain and which to lay off. h n \\ l: -ho\i how companies should measure their risks .. Third, it 

discusses various means )r 11 in 1 l If "non-core" risks, which, as we argue below, increases the 

firm's capacit lor b 'lrin 1 thl ,' "core" risks the firm chooses to retain. Though ERM is 

conccptuall stni •llll\ 1'\\~ll'd. it· Implementation is not. And in the last-and longest-section of 

the chaptrr. und pr , 1d · an extensive guide to the major difficulties that arise in practice when 

implementing ER L 

2.2.3 orporate Hedging Theories 

ian empirical studies have attempted to find support for different theories of corporate 

financial risk management. However, most of them have failed to determine which theories are 

suppmted by empirical observation of corporate hedging and which are not. After a spate of new 

research in this field in the late 1990s there have been few studies that have added to our 

understanding of corporate hedging behavior. Incidentally, most valuable papers in recent years 

concentrated on methodological issues such as the endogeneity problem (Jin and Jorion, 2006), 

the inclusion of non-derivative hedging (Davies et al., 2006; Judge, 2006), and assumptions 

about the purpose of derivative use (Faulkender, 2005). 

The financial economics approach to corporate risk management has so far been the most prolific 

in terms of both theoretical model extensions and empirical research. This approach builds on the 

classic Modigliani-Miller paradigm (Miller and Modigliani, 1958), which states conditions for 

irrelevance of financial structure for corporate value. The paradigm was later extended to the 

field of ri k management. Rationales for hedging deduced from the irrele anc condition 

include: high r debt capacit (Miller and Modigliani 1963); progressive tax rate ; low r 

'Xp ted co t of bankruptcy ( mith and tulz 1985)· securing internal financing (Froot et a!. 

!9 "' · in~ rmati n a ymmetries (Geczy et al. 1997)· and comparative advantage in informati n 

I 6 . ·r he ultimut r ult f h dging. if it ind d i n ficial t th finTI , h uld be 

hi 'h r ' lu -a h dging pr~.:nuum . 

10 



Evidence in support of the prediction of financial economics theory for corporate hedging is 

poor. Although risk management do 1 ad to lower variability of corporate value (e.g. Jin and 

Jorion, 2006), which is the main r r qui itc for all other effects, there seems to be little proof of 

this being linked with b ndit. ·'l tfi ·d b the theory. One of the most widely cited papers by 

Tufano (1996) finds llll 'td ·n ·' to ·upport financial hypotheses, and concentrates on the 

influence or 11\tllltlg 'tTl I{ r (I r nces instead. 

2.2.4 Model · of r dit Ri k Management i 

2.2.4.1 Basel I ccord on Credit Risk Management ,.. 

Ba el I is the round of deliberations by central bankers from around the world, and in 1988, the 

Basel Committee (BCBS) in Basel, Switzerland, published a set of minimum capital 

requirements for banks. This is also known as the 1988 Basel Accord, and was enforced by law 

in the Group of Ten (G-1 0) countries in 1992. Basel I is now widely viewed as outmoded. 

Indeed, the world has changed as financial conglomerates, financial innovation and risk 

management have developed. Therefore, a more comprehensive set of guidelines, known as 

Basel II are in the process of implementation by several countries and new updates in response to 

the financial crisis commonly described as Basel III. (http://www.bis.org). 

The Basel I Committee was formed in response to the messy liquidation of a Cologne-based 

bank (Herstatt Bank) in 1974. On 26 June 1974, a number of banks had released Deutsche Mark 

(German Mark) to the Bank Herstatt in exchange for dollar payments deliverable in New York. 

On account of differences in the time zones, there was a lag in the dollar payment to the counter­

Party banks, and during this gap, and before the dollar payments could be effected in New York, 

the Bank H r tatt was liquidated by German regulators. This incident prompted the G-1 0 nation 

to fom1 towards the end of 1974, the Basel ommittee on Banking up rvi ion, under th 

au pice the Bank of International ettlemcnt (BI ) located in Ba el, witz rland 
http:// ' 'w.ba el.int/ ). 

c r I primarily focu cd on cr~dit ri k. A ts of banks wcr\; l . ifi d and groupt: I in fh t: 

rdin to Cl lit ri k. can·yin, ri k \\d '11ls of z r 1111 k homt: countr; 

t n, t' nty, fift ·, an UJ to on hundt I per ~nt thi has ,\ ,\11 

11 



example, most corporate debt). Banks with international presence are required to hold capital 
equal to 8 % of the risk-weighted a t . The creation of the credit default swap after the Exxon 
Valdez incident helped larg bank h 'd 1 'nding risk and allowed banks to lower their own risk 
to lessen the burden of th s n r us n.;strictions (http://www.basel.int/). 

Since 1988. !Ius l"r ' Ill\ '" ~ rk ha · been progressively introduced in member countries of G-1 0, 
currently ~omprisin' l untries, namely, Belgium, Canada, France, Germany, Italy, Japan, 
Lu:emb urg. N th rland , pain, Sweden, Switzerland, United Kingdom and the United States 
of mericu. 1 t other countries, currently numbering over 100, have also adopted, at least in 
name, U1e principles prescribed under Basel I. The efficiency with which they are enforced 
varie . e en within nations of the Group (http://www.basel.int/. 

2.2.4.2 Basel II Accord on Credit Risk 

Basel II is the second of the Basel Accords, which are recommendations on banking laws and 
regulations issued by the Basel Committee on Banking Supervision. Advocates of Basel II 
believe that such an international standard can help protect the international financial system 
from the types of problems that might arise should a major bank or a series of banks collapse. In 
practice, Basel II attempts to accomplish this by setting up rigorous risk and capital management 
requirements designed to ensure that a bank holds capital reserves appropriate to the risk the 
bank exposes itself to through its lending and investment practices. Basel II uses a "three pillars" 
concept- (1) minimum capital requirements (addressing risk), (2) supervisory review and (3) 
market discipline. Basel II pillar deals with only one risk, credit risk, which is dealt with in a 
imple manner (http://www.bis.org/publ/bcbs 189). 

2.2A.3 apital Requirement 

1 he tandardized requirements m place for banks and other depository in titution , " hich 
d tenninc how much capital i required to e held [! r a certain le\el f a t thr ugh 
re ulat ry a encie uch a the Bank [! r Int rnati nal ttlcm nt , Federal Dcp ·it Insur·m 

rp ti n r I· d ral R crvt.: B ard. 1 hcsc r quin..:mt.:nts ar put int pll ·n ur that th c 
in tituti n r n t parti ipatin ' r hold in, im ~..: tmcnt that incr a th ri k r default ani that 
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they have enough capital to sustain operating losses while still honoring withdrawals. Also 
known as "regulatory capital" (Ba 1 II A cord , 2006 Revision). 

The Basel Accords, publi ·hed t tlk Bnsd ommittee on Banking Supervision housed at the 

Bank for Intcrnationul ttl nh.:t\ts sd~ a framework n how banks and depository institutions 
must calculate th ·ir ·,11 it.tl. ln 1 ( 88, the Committee decided to introduce a capital measurement 

·ystctn COI\\Il\01\ly r r IT ·d t as Ba el l. This framework has been replaced by a significantly 
more compl · · car ital adequac framework commonly known as Basel II. After 2012 it will be 

replaced b Ba el III. Another term commonly used in the context of the frameworks is 
Economic Capital. which can be thought of as the capital level bank shareholders would choose 

in ab ence of capital regulation. For a detailed study on the differences between these two 
definitions of capital, refer to (Basel II Accords, 2006 Revision). 

2.2.4.4 Supervisory Review 

Banks are required to be issued with a bank license by the regulator in order to carry on business 

as a bank and the regulator supervises licenced banks for compliance with the requirements and 

responds to breaches of the requirements through obtaining undertakings, giving directions, 
1mposing penalties or revoking the bank's licence (Basel II Accords, 2006 Revision). 

2.2.4.5 Market Discipline 

The regulator requires banks to publicly disclose financial and other information, and depositors 

and other creditors are able to use this information to assess the level of risk and to make 

m e tment decisions. As a result of this, the bank is subject to market discipline and the 
regulator can al o use market pricing information as an indicator of the bank's financial health 
(Ba el II ccord , 2006 Revision). 

Bu) r and ller in a market are said to be c nstrained by market di ciplin m tting pric 

they have str ng incentive t gcnerat r cnuc and a id ank.rupt . hi mean in 

m t c nomic neccs it., bu · r mu t av id price that will dri\e them into b. nkrupt · 

mu t fin I pri that ''ill 'en rat revenue or u I r the a me fatt: . 
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Market discipline is a topic of particular concern because of banking deposit insurance laws. 

Most governments offer depo it in uran for people making deposits with banks. Normally, 

bank managers have strong in nti t void risky loans and other investments. However, 

mandated deposit in ur n diminot much of the risk to bankers. This constitutes a loss of 

·ount ·ra t this loss of market discipline, governments introduce 

regulations tum ·d ll 11 '\ •nting bank managers from taking excessive risk. Today market 

discipline is intr du d into the Basel II Capital Accord as a pillar of prudential banking 

regulation (Ba, 111 ccords, 2006 Revision). 

2.3 Credit Ri k lanagement Practices 

2.3.1 Risk Identification 

There are few conceptual studies on risk identification of financial institutions (Kromschroder 

and Luck, 1998; Luck 1998; Tchankova, 2002; Barton et al. 2002) and few empirical studies that 

include risk identification of banks ( Al-Tamimi, 2002; Al- Tamimi and Al-Mazrooei, 2007). 

Risk identification is the first stage of risk management (Tchankova, 2002) and a very important 

step in risk management (Al-Tamimi and Al- Mazrooei, 2007). The first step in organizing the 

implementation of the risk management function is to establish the crucial observation areas 

inside and outside the corporation (Kromschroder and Luck, 1998). Then, the departments and 

the employees must be assigned with responsibilities to identify specific risks. For instance, 

interest rate risks or foreign exchange risks are the main domain of the financial department. 

It is important to ensure that the risk management function is established throughout the whole 

corporation; apart from parent company, the subsidiaries too have to identify ri ks, analyze risk 

and o on. There ar .... many other approaches for risk identification for instance, cenario analy i 

or ri k mapping. An organization can identify the frequency and severity of th ri k through ri k 

mapping which could a ist the organization to tay awa from high frequenc and 1 " e rit 

ri k nd in tead ~ cu mor on the low frequcn ) and high sc erit ri 'k.. Ri 1.. idcntifi ~ ti n 

in lu ri k-ranking c mponent where the ·c ranking arc u ·uall bJ cd n impa t, 

rity r d liar eflc t B, rton d 1. 2 2). c rdingl , th anal is hdp ' t rt risl.. 
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according to their importance and assists the management to develop risk management strategy 

to allocate resources efficiently. 

In relation to commcrctal banks' prn ·ti ·' of risk management, AI-Tamimi (2002) found that the 

UAE commcrctal bank. , ~,.·r~.: mainl facing credit risk. The study also found that inspection by 

branch managl'fs ,\n i linan •tal ·tatement analysis are the main methods used in risk 

idcntilkntion. l'h · main t • hniques used in risk management are establishing standards, credit 

scor '. cn:dit w rthin anal sis, risk rating and collateral. The recent study by Al-Tamimi and 

l-Mazrooei (-007) \\as conducted on banks' risk management of UAE national and foreign 

bank . Their findings reveal that the three most important types of risks encountered by UAE 

commercial banks are foreign exchange risk, followed by credit risk, then operating risk. 

Risk identification is positively significant to influence risk management practices. In the case of 

banks, studies made especially on risk identification and risk mitigation includes the work of 

Baron and Hin Hock (2007) on market and credit risk, and Archer and Haren (2007) specifically 

on operational risk. Haren and Hin Hock (2007) explain the inherent risk; credit and market risk 
exposures in Banks. Also, they illustrate the notion of displaced commercial risk that is 

lmportant in Banks. They conclude that certain risks may be considered as being inherent in the 

operations of both and conventional banks. Although the risk exposures of Banks differ and may 

be complex than conventional financial institution, the principles of credit and market risk 

management are applicable to both. In addition, the IFSB's standards on capital adequacy and 

risk management guiding principles mark the first steps in an ongoing process of developing 

prudential standards and filling regulatory gaps in the field of finance. 

Archer and Baron (2007) show that Banks are exposed to a number of operational risks that are 

different from tho e face by conventional banks. They argue that the complexities of a number of 

their product . as \\ell a· there relati e novelty in the contemporary financial er ice market, 

combined with the fiduciary obligation of bank when it act as a cu todian impl that for 

B nk op rational ri k is ery important con iderati n. B cau e f that, th I , B ha taken th 

P ition whit Invc tmcnt cc unt II old r · may b on idcn.:d in th a sen c of mi mdu t and 

by th hank to b ar Cl\:dit ·md 111 '\rkl.:t risk of as ds in thdr funds hm C b 1.:11 im ~.:sk l 

15 



by the bank, the latter must be consider d as being exposed to the operational risk arising from 

its management of those funds. 

Empirical studies mad b k.h n • nd Ahmad (2001) found that Banks face some risks arising 
from prolit-shanng inv ·stml: nt d po~it ' . II ere, the bankers considered these unique risks more 

serious than ·om'l'llli Hhtl ri · faced by financial institutions. The results of survey of risk 
perception in diiT·r nt m de· of financing shows that risk level is considered elevated. The high 
pcn.:rption of rd,. · ma be an indication of the low degree of active risk management due to the 

absent of ri k contr 1 through internal processes and control, especially in the case of operational 

ri ·k (lqbal and 1irarkhor, 2007). Also, Noraini (2005) indicates that credit risk in banks 
perceived to be the most important risk. 

According to standard economic theory, managers of value maximizing firms ought to maximize 

expected profit without regard to the variability around its expected value. However, there is now 

a growing literature on the reasons for active risk management including the work of Stulz 

(1984), Smith, Smithson and Wolford (1990), and Froot, Sharfstein and Stein (1993). Santomero 
(1995) lists dozens of contributions to the area and at least four distinct rationales offered for 

active risk management. These include managerial self-interest, the non-linearity of the tax 

structure, the costs of financial distress and the existence of capital market imperfections. 

2.3.2 Risk Analysis and Assessment 

There are many conceptual studies made on risk analysis and assessment by reference to 

measurement and mitigation of risk. In practice, it is useful to classify the different risks 
according to the amount of damage they possibly cause (Fuser et al, 1999). This classification 

enable the management to divide risks that are enabling to threat the existence of th 

corporation from those which can only causing slight damages. Frequently there is an inver e 

r lation hip between the e pected amount of lo sand it corre ponding likeliho d, i . . ri k that 

'' ill c u a high damage to corp ration, like earthquake r fire, oc ur ·cld m \\hile ri k · that 
ur daily li c intcrc..: t rate ri k ftcn cau nl · rc..:lati\ cl min r 

lth u 1 the c ri k c, n ~ m tim harm the rp 1. ti n 
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The empirical findings by Al-Tamimi and Al-Mazrooei (2007) highlighted that UAE banks are 

somewhat efficient in analyzing and a ing risk and there is a significant different between 

UAE national and foreign bank. in th pra ticc of risk analysis and assessment. Additionally, the 

findings show that nsk. anal sts and as ·c ment are influencing risk management practices. It is 

also mentioned by I uik Jll - that the BAI Risk Management Survey showed that large bank 

in the US had mnd · ·1 ·u ·tantial progress in their development and implementation of risk 

mcasurL·~. l'h12 m ·a ·ure u e not only for risk control purposes, but also for performance 

mcasm·cnu:nt · and pricing. In the context of banking, few conceptual studies ( Sundararajan, 

-007; Jackson- loore, 2007) discuss the risk measurement aspects particularly on the unique 
ri k. 

comprehensi e risk measurement and mitigation methods for vanous risk ansmg from 

financing activities and from the nature of profit and loss sharing in the source of funds 

especially investment account holders are explained by Sundararajan (2007). He concludes that 

the application of modem approaches to risk measurement, particularly for credit and overall 

banking risks is important for Banks. Also, he suggests that the need to adopt new measurement 

approaches is particularly critical for Banks because of the role play, the unique mix of risks in 

finance contracts. 

However, Noraini (2005) indicates that Banks are perceived not to use the latest risk 

measurement techniques and Shari'ah compliant risk mitigation techniques due to different 

hari'ah interpretation of these techniques. Also, appropriate measurement of credit and equity 

risks in various finance facilities can benefit from systematic data collection efforts, including by 

establishing credit and equity registry. Jackson- Moore (2007) suggests that bank need to start 

collecting data, and there can be significant advantages in pooling information and u ing 

common definition , standards, and methodologie for operational ri k which i argued can 1 ad 

to ignificant lo · e in all financial in titutions. Finally it i found that ri k anal i and 
a ment particular! on mea unng ri k in bankmg in titution 

m nt practice . 
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2.3.3 Risk Monitoring 

Effective risk managem nt r qlllr' reporting and review structure to ensure that risks are 
effectively id ntificd, nd 'L' ·~s ~.: i and that appropriate controls and responses are in place (IRM, 

AIRMI and 1. OlL 1 tsk monitoring can be used to make sure that risk management 

practices ar · in lin· 'HIt 1 n p r ris m nitoring also helps bank management to discover mistake 

at cnrly sln 'l' ( I ramimi and AI- v1azrooei, 2007). Monitoring is the last step in the corporate 
ri ·k mnnng '111 nt pr ce (Pausenberger and Nassauer, 2002). According to them, control has to 

be establi hed at different levels. The control by the management board will not be enough to 

en ·ure the effecttve functioning of the risk monitoring system, because the management board 

member do not have time on their hands to exercise extensive control. Hence, the management 

board v ill install an independent unit to complete the task of internal supervision. This task is the 

responsibility of the internal audit. Also, the supervisory board is obliged to control the risk 

management process. The supervisory board is supported by the auditor. If the auditor discovers 

a defect he will have to inform the supervisory board and the management board. 

According to Parrenas, (2005), the shareholders of the corporation can use their rights to demand 

information in order to judge the efficiency of the risk management system. The director's report 

enables the shareholders to assess the status of the corporation knowledgeably and thoroughly. 

Khan and Ahmad (200 1) conducted a survey of risk management practices and found that on 

average the lowest percentage is on the measuring, mitigating and monitoring risk that is 69% 

score as compared to risk management policies and procedures that is 82.4%, and internal 

control of banks that is 76%. Al-Tamimi and Al-Mazrooei (2007) found that there i significant 

difference between AE national and foreign banks in risk monitoring and controlling. Al o, the 

UA commercial banks have an efficient risk monitoring and controlling system and it has 
P itive influence on risk management practices. 

c ording to Baldoni, ( 1998 . the area of inter st rate ri k i th ec nd area f maj r 

n on-going risk m nitoring and manag mcnt. Iler , ho" c er th tr diti n ha b n [i r th 
bankin in lu try to diverge ·om what fr f th 

ri k. anks mak ,\ lc. r di tinction bct\\c n th ir tr·\ lin, 
ti it 
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interest rate risk as a classic part of market risk, and have developed elaborate trading risk 

management systems to mea ur and monitor exposure. For large commercial banks and 

European-type univer al bank th. t hn • n active trading business, such systems have become a 

required part of th infrustru tur . Akkizidis and Khandelwal, (2008). But, in fact, these trading 

risk manag m ·nt · :t ·m. , ar · .·ubstantially from bank to bank and generally are less real than 

imagin ·d. In mmy linns. fan· alue-at-risk models, are up and running. But, in many more 

casl;s, th · , 1r · ·till in th implementation phase. In the interim, simple ad hoc limits and close 

monitoring ·ub ·titute for elaborate realtime systems. While this may be completely satisfactory 

for in ·tituti n that ha e little trading activity and work primarily on behalf of clients, the 

ab ence of adequate trading systems elsewhere in the industry is a bit distressing. 

2.3.4 Bank Risk Management Systems 

According to Parrenas, (2005), the banking industry has long viewed the problem of risk 

management as the need to control risks which make up most, if not all, of their risk exposure, 

credit, interest rate, foreign exchange and liquidity risk. While they recognize counterparty and 

legal risks, they view them as less central to their concerns. Where counterparty risk is 

significant, it is evaluated using standard credit risk procedures, and often within the credit 

department itself. Likewise, most bankers would view legal risks as arising from their credit 

decisions or, more likely, proper process not employed in financial contracting. 

Accordingly, the study of bank risk management processes is essentially an investigation of how 

they manage these four risks. In each case, the procedure outlined above is adapted to the risk 

con idered so as to standardize, measure, constrain and manage each of these risks. To illustrate 

how thi i achieved, this review of firm-level risk management begins with a discussion of risk 

manag ment control in each area. The more difficult issue of summing ov r the e ri k and 

adding till oth r. more amorphous one such a legal r gulatory or reputational ri k will b 
1 ft to the end. 'I chanko a, (2002) 

2.3.~ ~rcdit Ri k 1anag m nt Pr dur 

m, to 
on i tl:nt cvalu tion ·md r.1tin' h~.:m~.: to 

ll it Ill tm nt pp rtuniti in m.l r r en.: lit d ci i ns t b m <.k in a n i. t nt mann r 
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and for the resultant aggregate reporting of credit risk exposure to be meaningful. To facilitate 

this, a substantial degree of standardization of process and documentation is required. This has 

lead to standardized rating b rrowers and a credit portfolio report that presents 

meaningful information n th t crall quality of the credit portfolio. In a single rating system, a 

single value is gtvcn to l: 1 h lc an, which relates to the borrower's underlying credit quality. 

At som' instituti n ·. a dual stem is in place where both the borrower and the credit facility are 

ntkd. ln the lutt r. attentlOn centers on collateral and covenants, while in the former, the general 

credit worthine of the borrower is measured. Some banks prefer such a dual system, while 

other argue that it obscures the issue of recovery to separate the facility from the borrower in 

uch a matmer. In any case, the reader will note that in the reported system all loans are rated 

using a single numerical scale ranging between 1 and 10.8 For each numerical category, a 

qualitative definition of the borrower and the loan's quality is offered and an analytic 

representation of the underlying financials of the borrower is presented. Parrenas, (2005) hold 

that such an approach, whether it is a single or a dual rating system allows the credit committee 

some comfort in its knowledge of loan asset quality at any moment of time. It requires only that 

new loan officers be introduced to the system of loan ratings, through training and apprenticeship 

to achieve a standardization of ratings throughout the bank. Given these standards, the bank can 

report the quality of its loan portfolio at any time, along the lines of the report presented. 

According to Luck, (1998), total receivables, including loans, leases and commitments and 

derivatives are reported in a single format. Assuming the adherence to standards, the entirety of 

the firm's credit quality is reported to senior management monthly via this reporting mechanism. 

Changes in this report from one period to another occur for two reasons, loans have entered or 

exited the system or the rating of individual loans has changed over the intervening time 

Interval. The fir t reason is associated with standard loan turnover. Loans ar r paid and new 

loan an: made. The second cause for a change in the cr dit quality report i more ub tanti e. 

Variati n over time indicate change in loan quality and pected l an lo c fr m th r~dit 
P rt oli . In fact credit quality r p rt ng in . p cll:d I an I if the 

tin 

h • n r dit ratin 
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expected from internal bank-rating chemes of this type as well. However, the lack of available 

industry data to do an appropriate aggr gate migration study does not permit the industry the 

same degree of confidenc in th ir ' .·p t -d loss calculations. 

For credit qual it r pt n t ) h, meaningful , all credits must be monitored, and reviewed 

pcriodkall It i ·. in ra ·t. ·tandard for all credits above some dollar volume to be reviewed on a 

qunrtl'rly or tmnu.tl b· 1 to ensure the accuracy of the rating associated with the lending facility . 

ln addition. a mat rial change in the conditions associated either with the borrower or the facility 

itself. uch a a change in the value of collateral, will trigger a re-evaluation. This process, 

therefore, re ults in a periodic but timely report card on the quality of the credit portfolio and its 

change from month to month. Haron and Hock, (2007). Generally accepted accounting principles 

require this monitoring. The credit portfolio is subject to fair value accounting standards, which 

have recently been tightened by The Financial Accounting Standards Board (F ASB). 

Commercial banks are required to have a loan loss reserve account which accurately represents 

the diminution in market value from known or estimated credit losses. IFSB, (2005). 

As an industry, banks have generally sought estimates of expected loss using a two-step process, 

including default probability, and an estimate of loss given default. This approach parallels the 

work of Harrington, (1999) referred to above. At least quarterly, the level of the reserve account 

ts re-assessed, given the evidence of loss exposure driven directly from the credit quality report, 

and internal studies of loan migration through various quality ratings. Absent from the discussion 

thus far is any analysis of systematic risk contained in the portfolio. Traditionally mutual funds 

and merchant banks have concerned themselves with such risk exposure, but the commercial 

banking ector has not. This appears to be changing in light of the recent substantial losse in real 

e tate and imilar losses in the not-too-distant pa t in petrochemicals. Grais and Kulathunga, 
(2007). 

ccording to Fu r et al, (1 998), many bank are beginning to de 1 p concentration r p rt , 

in icating indu tr ompo iti n f th I an portfolio. hi pr ce. \ a initiall hampered b the 
1 

k a imple indu try inde:. mploycd at me instituti ns but m st found 
th m t111 su h an indu tr · gr uping t illu:tr. tc th kind r on cntrati 11 
r rt th. t ern r ing t nd rc.l in the b. nkin • inc.lu try. l·or th~.: im tmcnt man'\ •c.: men\ 
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community, concentrations are generally benchmarked against some market indexes, and mutual 

funds will generally report not onl th ab olute percentage of their industry concentration, but 

also their positions relativ t th~.: t r ad market indexes. Unfortunately, there is no comparable 

benchmark for the lo tn p rtfoli . Accordingly, firms must weigh the pros and cons of 

specialization und con ·cut ratiOn b industry group and establish subjective limits on their overall 

exposure. Fuscr ·t ul. (I 

Drzik., ( 19< . h ld that credit report is not the result of any analytical exercise to evaluate the 

potential d wn ide loss, but rather a subjective evaluation of management's tolerance, based 

upon rather imprecise recollections of previous downturns. In addition, there is the emergence of 

portfolio managers to watch over the loan portfolio's degree of concentration and exposure to 

both types of risk concentration discussed. Most organizations also will report concentration by 

individual counterparty. To be meaningful, however, this exposure must be bank wide and 

include all related affiliates. Both of these requirements are not easily satisfied. For large 

institutions, a key relationship manager must be appointed to assure that overall bank exposure to 

a Particular client is captured and monitored. This level of data accumulation is never easy, 

Particularly across time zones. 

Nonetheless, such a relationship report is required to capture the disparate activity from many 

Parts of the bank. Transaction with affiliated firms needs to be aggregated and maintained in 

close to real time. Each different lending facility is reported. In addition, the existing lines of 

c d' re tt, both used and open, need to be reported as well. Generally, this type of credit risk 

exposure or concentration report has both an upper and lower cut-off value so that only 

concentrations above a minimum size are recorded, and no one credit exposure exceeds its 

pred termined limit. The latter, an example of the second technique of risk management i 

monitored and et by the credit committee for the relation hip a a whole. (Bart n et al 2002). 

For in titution that do have acti e trading bu in , alue-at-risk ha b come the tandard 

approach. imilar y tern arc in place at oth r firm . In that much . · i ·t in th publi r~.: rd 

b Ut th 

d il} , \ 
r monthly volatility of the market valu~.: of fi . · d-rnk • d s arc me )q rakd mto 

I on \\ ith ~.:quit ' m rk t ri k n I that l fmd 'll· 
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denominated assets. For balance sheet expo ure to interest rate risk, commercial banking firms 

follow a different drummer. Gi n th generally accepted accounting procedures (GAAP) 

established for bank as et , , wdl n the close correspondence of asset and liability structures, 

commercial bank · t nd nm us market value reports, guidelines or limits. Rather, their 

approach relics on "l ·h n " and book values, at the expense of market values. (Baldoni, 1998) 

This syst 'm (gu1 111 th dology), has been labelled traditionally a gap reporting system as the 

usynunl;!try f th repricing of assets and liabilities results in a gap. This has classically been 

mea ·med in ratio or percentage mismatch terms over a standardized interval such as a 30-day or 

one-year period. This is sometimes supplemented with a duration analysis of the portfolio. 

However many assumptions are necessary to move from cash flows to duration. Asset 

categories that do not have fixed maturities, such as prime rate loans, must be assigned a duration 

measure based upon actual repricing flexibility. A similar problem exists for core liabilities, such 

as retail demand and savings balances. Nonetheless, the industry attempts to measure these 

estimates accurately, and include both on- and off-balance sheet exposures in this type of 

reporting procedure. Archer and Haran, (2007). 

According to Drzik, (1995), most banks, however, have attempted to move beyond this gap 

methodology. They recognize that the gap and duration reports are static, and do not fit well with 

the dynamic nature of the banking market, where assets and liabilities change over time and 

spreads fluctuate. In fact, the variability of spreads is largely responsible for the highly profitable 

performance of the industry over the last two years. Accordingly, the industry has added the next 

level of analysis to their risk management procedures. Currently, many banks are using balance 

heet simulation models to investigate the effect of interest rate variation on reported earnings 

over one-, three- and nine-year horizons. These simulations, of course, are a bit of science and a 

bit ot art. They require relatively informed repricing schedules as well a e timates of 

prepayment and ca h flows. 

In t nn of the fir t i ·uc, u han anal ' i 

th b nk to rate m vement, in whi h 

require an a umcd r pon c fun ti n n th part f 

nk pri ing d i i n. in b th their l nl nd nnti n, t 
n hi 

imulat d for • ch rat en vir nm nt. In h.:rms f the s~.: md ar~.:<, th simul,\tions 

qui pre i pr p ym nt model for I r prictar pr du t u h , middk nnrht l ans. a. '' It 
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as standard products such as residential mortgages or traditional consumer debt. In addition, 

these simulations require ld ur imulation over a presumed relevant range of rate 

movements and yield curv shills. On e completed, the simulation reports the resultant 

deviations m carmn s u~s ·mh.:d 1th the rate scenarios considered. Whether or not this is 

acceptable dcp nd: u nth lumt , imposed by management, which are usually couched in terms 

of th.:viation~ or "trnin, · from the expected or most likely outcome. Drzik, (1995) 

ccording t Iqbal and Mirakhor, 2007, every institution has an investment policy in place 

' hich ddin the et of allowable assets and limits to the bank's participation in any one area; 

ee, all in titutions restrict the activity of the treasury to some extent by defining the set of 

acti ities it can employ to change the bank's interest rate position in both the cash and forward 

markets. Some are willing to accept derivative activity, but all restrict their positions in the swap 

caps and floors market to some degree to prevent unfortunate surprises. As reported losses by 

some institutions mount in this area, however, investment guidelines are becoming increasingly 

circumspect concerning allowable investment and hedging alternatives. In this area there is 

considerable difference in current practice. This can be explained by the different franchises that 

coexist in the banking industry. Most banking institutions view activity in the foreign exchange 

market beyond their franchise, while others are active participants. The former will take virtually 

no Principal risk, no forward open positions, and have no expectations of trading volume. Iqbal 

and Mirakhor, (2007). 

2·4 Financial Performance Measures in Commercial Banks ~ 

Performance measurement systems are considered to be important for evaluating the 

accomplishments of firm goals, constructing strategies for development, making decisions for 
111

"e tment and compen ating managers. ound financial health of a bank i th guarantee not 

only to it depositor but is equall significant for the hareholder , emplo ee and whol 

ec nomy a ' ell. As a equel to this rna im effort have been mad fr m time to time to 

m a ur the financial position of each bank and manag it effici ntl and cffc ti' I . In thi 

p P r n ort ha bl:t.:n made to evaluate the financial performance f c mmercitll banks. 
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A number of studies in literature have investigated banks' performance by using variety of 

approaches. Kaplan and orton (199-) u ed balanced scorecard method to measure business 

performance. The balan d r nrd method includes both financial and nonfinancial measures 

such as institut10nal kurntn ) pn ' l: , growth, internal business processes, customer-employee 

satisfactiOn tc Finnn ' 1·11 Performance measures in Commercial banks looks at capital 

Adcquucy. 1 ·s ·t lllalit .. management capability, earnings analysis, liquidity analysis. The 

Mcusur 's nr di- 'U ed below: 

2.4.1 upital adequac analysis 

Capital adequacy is a reflection of the inner strength of a bank, which would stand it in good 

tead during the times of crisis. Capital adequacy may have a bearing on the overall performance 

of a bank, like opening of new branches, fresh lending in high risk but profitable areas, 

manpower recruitment and diversification of business through subsidiaries or through specially 

designated branches, as the RBI could think these operational dimensions to the bank's capital 

adequacy achievement (Shankar, 1997) .. The computation of capital adequacy ratio is done by 

taking ratio of equity capital and loan loss provisions minus non-performing loans to total assets. 

Expressed as a percentage, the ratio shows the ability of a bank to withstand losses in the value 

of its assets. 

2.4.2 Assets Quality Analysis 

Asset quality is another important aspect of the evaluation of a bank's performance under the 

Re er e Bank of guidelines the advances of a bank are to be disclosed in a cla sified manner as: 

tandard 

ub- tandard 

r Doubtful and lo s as et 

2 ·~.3 Standard et/ <Ivan 

t nd rd a an.: th c a et that arc pl;rfi rming and I an c i pa •in, inter t. nd in tallmcnt 

furth r th y do not carr: mor th, n nonnal nsk . 1· rm~.:rly, no prm is ion \\ r 
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required. However, banks will no' have to make a general provision of 0.25 percent on standard 

assets as well. 

2.4.4 Sub- tandard ct/ dnmc 

Sub-standurd ts~ ·t: ,tr · th : a ·sets that have been classified as non-performing for a period less 

than or ~:qual to thr • quarter ·. In such cases, the current networth of the borrower/guarantor or 

lh~: t:urr~nt mark t , alue of the security charged is not enough to ensure recovery fully. It has 

fully devd ped weaknesses that jeopardize the liquidation of a debt. 

2·4.5 Loss s et/ Advance 

Lo assets are the ones where loss has been identified but the amount has not been written off 

wholly or partly. Such an asset is uncollectible/unrecoverable and of such little value that its 

continuance as a bankable asset is not warranted although there may be some salvage value. 

Since the loss assets are to be written off, 100% provision needs to be made for loss assets. 

Under the above classification, the advance/asset which cease to earn income/interest is termed 

as non-performing asset and a bank has to keep a provision for its probable loss. 

2·4.6 Management Capability Ratios 

The performance of Management capacity is usually qualitative and can be understood through 

the subjective evaluation of Management systems, organization culture, control mechanisms and 
0 

on. However, the capacity of the management of a bank can also be gauged with the help of 

certain ratios of off-site evaluation of a bank. The capability of the management to deploy its 

re ource . aggressively to maximize the income, utilize the facilities in the bank productively 
and redu . 

ce co ts etc. (Purohtt, et.al-2003). 

2.4.7 .arning Ratio 

., h 
l~amin ' /Profit' i a onventional Parameter f mea uring finan ial pt.:rformancc. Iligh~.:r 

tn 01 
rally reflect a lack of financial difti ultit:s and s \\Ottld he t:. pt.: ted to rt:du ~.: tht: 

a bank ( ole nd untht:r 19 ). In tht: pn:-libt:r' li Z'Ition ph·1s 

lilt l in m u d to b n: k nt:d on a ·ru l h.tsi "ith littlt: \"ltiati m th~.:r in. In th 
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absence of any uniform norm on provisioning against bad debts and depreciation in investment, 

the variation in accounting profit wa mainly due to provisions and contingencies. Some 

semblance of uniformit · v lir t introduced in 1992-93 with the phased implementation of 

Pntdcntial accountin l ~t·ln i 1r Is which however brought about a wide variation in the current 

period income. ·rs 1111 r :t 1n < m' was henceforth required to be reckoned on a realization basis. 

This is r ·tk ·t · i in th · ·mergence of operational performance measure in the shape of earnings 

nnulysis (ll,m·da. 1995). The earnings analysis has been done by analysts like Sankaranarayan, 

( 199_ ). Bu ·int! India tudy (2002), Kapil et.al, (2003), and so on, with the help of various 

accounting rati 

2A8 Liquidity Ratios 

The ability of a bank to provide liquidity requires the existence of a highly liquid and readily 

transferable stock of financial assets. Liquidity and transferability are the key ingredients for 

such transactions. The liquidity requirement means that financial assets must be available to 

OWners on short notice (a day or less) at par. The transferability requirement means that 

OWnership rights in financial assets must be portable, at par, to other economic agents, and in a 

form acceptable to the other party (Sinkey, Joseph F, JR. 1998). 

2·5 Review of Past Studies 

There are many conceptual studies that show the important aspects of risk management process 

that firms need to have in order to practice risk management Tchankova (2002); Kromschroder 

and Luck, 1998; Luck 1998; Fuser et al, 1999; Barton et al (2002). orne empirical findings 

uch a 
Al-Ta.'11imi and Al-Mazrooei, (2007) show positive relation hip between ri k 

tnanag ment practices and the various aspects of ri k management proces and orne finding 

.g. Bo ton on ulting roup, (2001); Al-Tamimi, (2002)· KPM 2003~ Parrena (2005); Al-

tnimi and Al-Mazr oei, (2007) ho\ the imp rtant a p ct f ri k manag m nt pra ti b 

' riou financial in tit uti n . In th nt . ·t f banking. tudi mad n th r ti al id , 
n ri k 

m nag m nt in banking Iqbal and tirarkor kktzidi • nd Khamh.:h\,\1, _ 

nd Kulathun a. 2007)· II · nn nd llin ll k. (2007 · 1rt.:unir1' an l 1 1Lll. _007 · 

27 



Sundararajan, (2007); Archer and Haron, (2007) explain the framework and the aspect of risk 

management process, and orne empirical evidence Khan and Ahmed, (2001); Noraini, (2005) 

examine the perception and 1 'd of ri k management practices by Banks. 

According to B ' 1. (-< 1 , ·r •dit risk is the oldest and important risk which banks exposure and 

importunt ()r ~.:n: iit ri ·k and credit risk management are increasing with time because of some 

reasons I i k • · 11 mi crises and stagnation, company bankruptcies, infraction of rules in 

company ace Lmtmg and audits, growth of off-balance sheet derivatives, declining and volatile 

value· of collateral, borrowing more easily of small firms, financial globalization and BIS risk­

ba ed capital requuements. Greuning and Iqbal, (2007) define credit risk as the risk of losses 

cau ed b the default of borrowers. Default occurs when a borrower cannot meet his financial 

obligations. Credit risk can alternatively be defined as the risk that a borrower deteriorates in 

credit quality. This definition also includes the default of the borrower as the most extreme 

deterioration in credit quality. Credit risk is managed at both the transaction and portfolio levels. 

But, banks increasingly measure and manage the credit risk on a portfolio basis instead of on a 

loan-by -loan. 

According to Fuser and Meier, (1997), in credit risk management banks use various methods 

such as credit limits, taking collateral, diversification, loan selling, syndicated loans, credit 

lllsurance, and securitization and credit derivatives. Credit risk has an importance place, but, 

credit risk measurement and credit risk management are not to be in desired level. It is important 

for staff of banking institutions to understand the aspect of risk in the banking operations and the 

risks that are inherent and exposed in their business operations. Better understanding of risk 

management is also necessary especially in the financial intermediation activities where 

managing risk i one its important activities. 

Bo ton 
on ulting Group (200 1) found that th sole determining succe factor i not the 

1 
chnical d v lopment but the ability to understand ri k trat gically and al th abilit t 

h, ndl and control ri k organizationall}. ccondl , in order to rca liz a nsk ba cd mana gem nt 
phil 

Phy, the attitude and mind ct of the employee need to b hanged ''her by the mu ·t be 
br u ht t . • 
. un r tand that man, gm 1 n ru ial r r uc I hi imphc that there must t 
1111 n h 

training. !early detin d tru turc and n.: I n ibilitic , a ' ell as Hnmitmcnt to 

28 



change. In addition, it was identified that banks concentrate on risk management primarily to 

enhance their competitive po itions. 

Al-Tamimi and t-Man 1 _007) found that the UAE banks staff have good understanding of 

nsk and risk mun·t, 1m:nt, hi ·h might give an indication about the ability of these banks to 

manage risks erti ·i ·ntl in the future. Moreover, understanding risk and risk management had 

positive ·Ill: ·t 11 ri management practice although it is insignificant. From the literature, it 

show, that under tanding risk and risk management is an important factor of risk management 

Practice . The ri k assoctated with the provision of banking services differ by the type of service 

rendered. For the sector as a whole, however the risks can be broken into six generic types: 

Ystematic or market risk, credit risk, counterparty risk, liquidity risk, operational risk, and legal 

risks. 

According to Haron and Hock, (2007), systematic risk is the risk of asset value change 

associated with systematic factors. It is sometimes referred to as market risk, which is in fact a 

somewhat imprecise term. By its nature, this risk can be hedged, but cannot be diversified 

completely away. In fact, systematic risk can be thought of as diversifiable risk. All investors 

assume this type of risk, whenever assets owned or claims issued can change in value as a result 

of broad economic factors. As such, systematic risk comes in many different forms. For the 

banking sector, however, two are of greatest concern, namely variations in the general level of 

Interest rates and the relative value of currencies. Because of the bank's dependence on these 

systematic factors, most try to estimate the impact of these particular systematic risks on 

Performance, attempt to hedge against them and thus limit the sensitivity to variations in 

Undiversifiable factors. 

Ilarr· mgton (1999) posit that most banks track interest rate ri k closely. They mea ure and 

manage the fim1' vulnerability to interest rate variation, e en though th y can not do o 

p rfectl.. t the arne time international bank with large currenc p iti n lo I m nit r 
th ir or···· 1 ll 1' · h · .. n . c 1angc ri k and try t manag , a , \ a tmtt t 1r e ·p urc t it. In a imilar 
f; hi 11 omc in tituti n \ ith ignifi ant inve tm nt in one mm dit · u h a oil, thr ugh 
th ir I ndin a tivity or 'C gr phi nl tanchi c conCI.:rn them dvc \\ ith '01111110 lit • pn risk . 
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Others with high single-industry concentrations may monitor specific industry concentration risk 

as well as the forces that affect th fi rtun of the industry involved. 

Credit risk ari c from non-pt:r rmun ·e by a borrower. It may arise from either an inability or an 

Unwillingness to p ·rl)fll\ 111 th pr~-committed contracted manner. This can affect the lender 

holding 1ht; ll)(lll • )\ltr 1 ·t. a wdl as other lenders to the creditor. Therefore, the financial 

condition or th • rr -.: er a well as the current value of any underlying collateral is of 

considt:rnbl mtere t to its bank. The real risk from credit is the deviation of portfolio 

performance from 1ts expected value. Accordingly, credit risk is diversifiable, but difficult to 

eliminate completely. This is because a portion of the default risk may, in fact, result from the 

Y tematic risk outlined above. In addition, the idiosyncratic nature of some portion of these 

losses remains a problem for creditors in spite of the beneficial effect of diversification on total 

uncertainty. This is particularly true for banks that lend in local markets and ones that take on 

highly illiquid assets. In such cases, the credit risk is not easily transferred and accurate estimates 

of loss are difficult to obtain. IFSB, (2005) 

Counterparty risk comes from non-performance of a trading partner. The non-performance may 

arise from counterparty's refusal to perform due to an adverse price movement caused by 

systematic factors, or from some other political or legal constraint that was not anticipated by the 

Principals. Diversification is the major tool for controlling nonsystematic counterparty risk. 

Counterparty risk is like credit risk, but it is generally viewed as a more transient financial risk 

associated with trading than standard creditor default risk. In addition, counterparty's failure to 

settle a trade can arise from other factors beyond a credit problem. Moore, (2007) 

Liquidity risk can best be described as the risk of a funding crisis. While some would include the 

need to plan for growth and unexpected expansion of credit the risk here is seen more correctly 

a the potential for a funding crisis. uch a situation would inevitabl b a ociat d with an 

un xpectcd e cnt, uch a a large charge off, los of confidence, or a cri i f national pr p rti n 

\tch a a curr~ncy crisi . In an · ca c, ri k management her nter n liquidit fa ilitic and 

rtfoli tructun:. Recognizing liquidity ri k lc d the bank t re gniz liquidit · it lf, n 

portfolio de ign in the f: c.: illiquidit · c nct:rns u u chalkng~.:. 
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According to Khan and Ahmed, (2001) operational risk is associated with the problems of 

accurately processing, ettling. and taking or making delivery on trades in exchange for cash. It 

also arises in record k pmg, pro cs ing system failures and compliance with various 

regulations. As su h. m li' iduul op ·rating problems are small probability events for well-run 

organizations hut th · , 1 s • a firm to outcomes that may be quite costly. Kromschroder and 

Luck, ( 1998) d lin 1 gal risk as endemic in financial contracting and are separate from the 

legal nunifi ·utt n f credit, counterparty, and operational risks. New statutes, tax legislation, 

court pini n · and regulations can put formerly well-established transactions into contention 

even when all parties have previously performed adequately and are fully able to perform in the 

future. 

Environmental regulations have radically affected real estate values for older properties and 

lll1posed serious risks to lending institutions in this area. A second type of legal risk arises from 

the activities of an institution's management or employees. Fraud, violations of regulations or 

laws, and other actions can lead to catastrophic loss, as recent examples in the thrift industry 

have demonstrated. All financial institutions face all these risks to some extent. Non-principal or 

agency activity involves operational risk primarily. Since institutions in this case do not own the 

Underlying assets in which they trade, systematic, credit and counterparty risk accrues directly to 

the asset holder. If the latter experiences a financial loss, however, legal recourse against an 

agent is often attempted. Therefore, institutions engaged in only agency transactions bear some 

legal risk, if only indirectly. KPMG, (2003). 

2·6 Conclusion 

The pa t chapter looks at previous studies carried out by other researchers on credit ri k 

lllanagement a it " a noted that credit ri k management is a ke factor 

P rformance of commercial bank . All the pre iou tudie e tabli hed that 

the financial 

ith ut a pr per 
cr d' · . 

It n k management mea ure, commercial bank tand to incur 1 n high d fault b 

frO\ cr in loan repaym nt. ·quall o r e tabli h d that ' h n mmcr ial 
nk PUt in plac pr p r credit ri k managcm nt me hani m, the will b abl t ta klc th 

pr b] m fba loan . 
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CHAPTER THREE 

RE ARCH METHODOLOGY 

3.1 Introduction 

'rhis chnpt ·r ( r · · nt th re earch design and methodology used to carry out the research. It 

pr~sent · th r · arch de ign, the population, sample size and sampling procedure, data collection 

nnd tUlal , i . 

3.2 Re earch. Design 

Research design refers to the way the study is designed, that is, the method used to carry out a 

research. This study adopts a descriptive design. Descriptive research is the investigation in 

Which quantity data is collected and analysed in order to describe the specific phenomenon in its 

current trends, current events and linkages between different factors at the current time 

CMugenda and Mugenda, 2003). Descriptive research design is chosen because it enables the 

researcher to generalise the findings to a larger population. This therefore generalise the findings 

to all the commercial banks in Liberia. 

3·3 Population 

Target population can be defined as a compute set of individuals, cases/obj~cts with some 

common observable characteristics of a particular nature distinct from other population. The 

Population wa the nine commercial banks in Liberia. This wa a censu study of all the nine 

commercial banks. 

·4 Data ollection Procedure and In trument 

3.4. I Data In ·trum nt 

ar her dcv I p d the in trumcnt whi h wt.:r~.: u d t lh.: t th nc t.: ar in[i nnati n. 

nnair ar comm nl · u d t btain imp 11, nt inf rmah n ab ut th~.: p 1 ulati n. 'I h~.: 

qu ti nn ire ont in I th qu tion \\hi h \\t..:r tilt tur I l ·lo cd-c..:n lc..: l qu ti( n ,\1\ 1 \Is) a 
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few open ended. These types of questions were accompanied by a list of possible alternatives 

from which respondent were required to elect the answer that best describes their responses. 

The main advantage f 1 . ·nd d que tions was that they were easier to analyse since they 

were in an imm • lt \1 • m>abl fl nn. They were also easy to administer because each item was 

follow~:d by un tit mutt ~answers and were economical to use in terms oftime saving. 

3.4.2 Duta oil ction Procedure 

The tud u ed both primary and secondary data. 

Primary Data - Refers to the information the researcher obtained from the field. The data will be 

obtained by use of the questionnaire. The questionnaire was self-administered to some 

respondents while for other it was researcher administered. 

Primary data was collected using semi-structured questionnaires. The questionnaires was 

administered using drop and pick method. The questionnaires was used because they allowed the 

respondents to give their responses in a free environment and helps the researcher get 

information that would not have been given out had interviews been used. Secondary data on the 

Performance was collected from the financial statements of the banks. 

3.4.3 Data Validity and Reliability 

Validity measures the accuracy of the research instrument methods according to the purpose of 

the study. The instrument was tested to verify that it measures what it is supposed to. The self­

admini tered questionnaire was validated using the content validity, which is a proce s of logical 

analy i that involve careful and critical examination of item in the que tionnaire. The ffic r 

of the elected respondents were intervie\ ed to alidate the que tionnaire. 

R liability implies that a measuring in trument should b able to gi e r liabl and 

If it i reliable ther r earcher hould b abl to c me to the ame r ult if th 

ult . 

th am 
111 th I. 'I o dctcrmin the rdiability. a ingl tc t wa admmi tcn.:d to a st: . tht: intt:rnal 
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3.5 Data Analysis 

Questionnaires were edited for omplcteness and consistency. Responses coded to facilitate basic 

statistical analy L u ·mg th . ft arc package, statistical package for the social sciences (SPSS). 

Data was anal z ·d ustn.' d -_· ·npti f.! statistics such as mean, standard deviations, frequencies and 

Percentages. 

Descriptiv anal 1 \i as used to determine frequencies central tendencies (highlighting mean, 

llledian tmd m de) as well as the standard deviation to determine the average distance of each 

score form the mean. The descriptive assisted the researcher review. 

3.5.1 Model Specification 

The study utilized a regression analysis with the equation of the form. The basis of a Regression 

Model is to provide a statistical technique for estimating the relationships among variables, 

specifically the relationship between Financial Performance and Credit Risk management. Study 

done by Al-Tamimi and Al-Mazrooei (2007) showed a positive relationship between risk 

management practices and various aspects of risk management process using the same model. 

Where: 

a:::: constant/the intercept point of the regression line and the y- axis 

Where b 1, b2 ....... b5 are the coefficients of the independent variables that were 

determined 

'\> 
I ::::: 

Financial Performance as measured by ROA 

. 
1::::: Ri k Identification 

Ri k Analy is and A c mcnt 

Ri k 1onit ring 

::::: 
1 nk r lit I i k 1amP m nt 
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Xs= Credit Risk Management Procedmes 

t ==any other variable that an ·ontribut to the information Asymmetry. 

The indepcnd nt vanat ks ' 1 , 2. X3, X4, and Xs were operationalized and measmed using 

various qu ·stions p )S! d {( th rl! pondents in a questionnaire. 

To test th~ slr n th f the model t-test was applied because the sample size is small. The level 

or ·ignilicance of at-test compares the means of two samples (or treatments), even if they have 

diiTerent number of replicates. In simple terms, the t-test compares the actual difference 

between t\ o means in relation to the variation in the data (expressed as the standard deviation of 

the difference between the means). 
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CHAPTER FOUR 

D T ALY I , FINDINGS AND DICUSSION 

4.1 Introduction 

'( h~ dutu ot tum d \\a: anal zed, presented and interpreted in this chapter. This chapter presents 

und interpr t · the findings of the study based on the research objectives. The chapter presents 

finding · on ri k management practices employed by commercial banks in Liberia, and the 

relation hip between credit risk management and financial performance. 

4.2 Research Findings 

Parameters considered were the number of years worked, and the designation they held in the 

bank. This was important because it enabled the researcher to have an overview of the 

respondents in relation to their working experience and designations within their banks. Tables 

4.1 and 4.2 below present these findings. 

Table 4.2.1 No of Years Worked in the Bank 

------------------------------------~~--~----------~~--------------Years worked Frequency Percent C. frequency 

-----1~5~~~~~~6~------------~85~.7~~~~~~78~5.~7~~~~
~-

II~Is 1 14.3 100.0 

Total 7 100.0 

Source,· Research Finding 



A majority of the respondents (85.7%) have worked for between 1 - 5 years, while the 

remainder had worked for b t\ e n 11 - 1 5 years. It is considered that the respondents are 

adequately experienced nd th" und ~r tood the questionnaire and so their responses can be 

relied upon. 

Tnhlt- 4.2.2 urr nt D ·ignation of the Respondents in the Bank 

Pnrnmeter 

3 

4 

7 

Source; Research Findings 

Frequency Percentage 

42.9 

57.1 

100.0 

C. percent 

42.9 

100.0 

The research study revealed that 42.9% of respondents were credit risk managers, while 

57.1% were departmental heads. Considering that the topic of study centers on credit risk 

management, the respondents were drawn from the relevant departments and are therefore 

considered to be adequately informed on the topic of study and are therefore capable of giving 

reliable responses. 

4·2.1 Risk Management 

The research study sought to find out if the banks had specific credit policies to guide loan 

ri ks. Responses indicated that 100% of the banks had in place policies to manage loan ri k . 



The parties used by the banks to formulate their credit management policies were also studied. 

The extent to which the e parti ~ ere used by the banks was captured. The findings are 

presented in the table 4.3 - 4. 

Tablc4.2.3 Parties u:t.•d to 1~ onnuhttc Policy 

Other 

Source; Research Findings 

Mean 

2.8571 

3.5714 

3.0000 

Standard deviation 

1.34519 

.53452 

1.91485 

A Iikert scale was used to capture responses on the extent of use of the respective parties. In the 

scale, 1 represented "not at all" 2, "little extent", 3 "moderate extent", 4 represented "great 

extent" while 5 was for "very great extent". Consultants were the most used by the banks to 

formulate their risk management policies, with a mean score of 3.5 and a standard deviation of 

0.53. This means most banks used consultants to a great extent. The least used strategy was using 

employees, with a mean score of 2.85, meaning most banks use employees to a moderate extent. 

The fact that the banks heavily rely on consultants is an indication of lack of internal capacity 

capable of responding to the rigors of credit policy formulation. The findings also revealed that 

there were other parties besides consultants and employees who helped in formulating policies. 

These were the Liberia central bank and credit committees. The involvement of the central bank 

Is an indication of the involvement of the government in the banking sector to protect borrowers 

anct lenders .The table 4.3 summarizes these findings. 
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Table 4.2.4 Employees and the Extent they were used to Formulate Policy 

requcncy Percentage C. percent 

Not at all at all 28 .6 28 .6 

Modcrut 28.6 57.1 

rent e ·tent 3 42.9 100.0 

Total 7 100.0 

Source; Research Findings 

From the research findings it was evident that banks do not solely rely on their employees to 

formulate policy on lending and credit. Three 3(42.9%) which was less than half of the banks 

surveyed used employees to a great extent. Two of the banks surveyed did not use employees at 

all to formulate strategy. Two banks were found to use employees to some extent to formulate 

Policy. These findings correspond to the general trends in the developing world where the role of 

Policy formulation which is highly technical is left to experts . . ( 4 of the banks can be use as 

sources, the banks are; the Guaranty trust Bank LTD 2012, United Bank of Africa LTD 2012, 

Airiland First Bank Liberia 2012, International Bank LTD 2012. This issue of policy formulation 

involving consultant is mainly done in Liberia due to the lack of inability of bank employees, 

base on this, banks involve consultants in the process. 

Table 4.2.5 Con ultant ' Role in policy Formulation 

-------------------=---------------~~~~------------=----------------Xtent Frequency Percent . percent 

3 42.9 42.9 

rem 4 57.1 1 0. 

tal 7 1 0. 



The findings revealed that all the banks employed the services of consultants to formulate their 

policies. The use of consultant i a tandard practice in the banking practice in the banking 

industry and this enabl bunk. adopt the late t and most effective strategies in their operations. 

Table 4.2.6 Usc of Oth •rs I~ pert in Formulating Credit Risk Policy 

bxtcut Fr quency Percentage C. percent 

Not nt all 3 42.9 42.9 

Moderate 2 28.6 71.4 

Great extent 2 28.6 100.0 

Total 7 100.0 

Source; Research Findings 

The respondents were asked to indicate the other persons who are responsible for policy 

fonnulation. This was important to the study because the researcher wanted to know very clearly 

how risk in the banking industry can be minimized through policy formulation since recovery of 

loans is heavily dependent on the soundness of the lending policies in place. Three of the banks 

that were surveyed did not seem to have any particular group as being responsible for policy 

fonnulation. Four of the banks 4(57.2%) however indicated that they usually relied on guidance 

and data from the Liberia central bank to aid their credit policy. Table 4.6 shows the summary of 

the e findings. 
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4.2.2 Risk Analysis Assessment 

Table 4.2.7 Risk Analy i sse m nt 

Parameter 

tnndnrd pr ·dur 

n ses ·ment 

N 

7 

for n sk 7 

Source; Research Findings 

minimum 

1 

1 

maximu mean 

m 

1 

1 

1.00 

1.00 

Std 

deviation 

0.00 

0.00 

The respondents were asked to indicate whether the banks had a specific policy for risk analysis 

and assessment. The responses expected were to be' 1' or '2' where 1 was yes and 2 was no. The 

findings revealed that all the banks surveyed had specific risk analysis policies since the mean 

for the responses was 1. The findings are as presented in table 4. 7. 

In addition, all banks surveyed had a standardized approach to risk assessment (table 4.7). This 

shows that the banks settle for the procedure they consider most effective. 

The analysis and assessment parameters the institutions adopt to test the level of risk they face 

Was also established. A five point Likert scale was used to capture opinions. The scale was 1 

representing "not at all" 2, "little extent", 3 "moderate extent", 4 represented "great extent" while 

5 Was for "very great extent". The tables 4.8 - 4.12 below present these findings. 
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Table 4.2.8: Descriptive Statistics on Parameters Adopted to Test Risk Level 

variable mean Std deviation 

Outstanding debt 7 3.5714 1.81265 

Bankruptcies 7 3.5714 1.39728 

late paym ·nts 7 4.0000 1.00000 

Credit hi ·torv 7 4.4286 .53452 

Valid (li't '' i e) 7 

Source; Research Findings 

The parameter most important to the banks was length of credit history, with a mean score of 4.4 

and a standard deviation of 0.5. This means most respondents hence banks use this parameter to 

a great extent. Amount of outstanding debt and bankruptcies were also highly used, though they 

had lower mean scores of 3.57. These fmdings show that all these parameters were important to 

the banks surveyed and were used from great to very great extent. Table 4.8 above summarizes 

these findings. 

'fable 4.2.9: Amount of Outstanding Debt 

Extent Frequency 

ot at all 2 

Great extent 2 

Very great 3 

extent 

Total 7 

flource; Re earclt Finding 

Percentage 

28.6 

28.6 

42.9 

100.0 

C. frequency 

28.6 

57.1 

100.0 

2.9% of re p nd nt or participating bank u cd am unt of ut tanding d bt and b nkrupt 

P ram t 1 to analyze and a· c applic nts to a vcr ' gn.:at e. ·tent (table 4. nd .1 0 _ . o,
0 

or 

nk u ankruptcic only mod rntdy r to n littl l:.'tcnt. 
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Table 4.10 Bankruptcies Experienced 

Extent 

Little extend 

Moderate 

V cry great t: · tt:nt 

Frequenc 

Total 7 

Source; Re earclz Findings 

Percent c. percent 

28.6 28 .6 

28.6 57.1 

42.9 100.0 

100.0 

l-Iowe er, 42.9% of the banks use bankruptcy to a very great extent. This indicates the weight 

hanks have put on this parameter as a determinant of the credit worthiness of potential 

applicants. This parameter is rated very highly (table 4.10). 

Table 4.11: Inspection of Late Payments 

Extent Frequency Percent C. percent 

Moderate 3 42.9 42.9 

Great extent 1 14.3 57.1 

Very great 3 42.9 100.0 

extent 

Total 7 100.0 

2.9% of bank use in pection of pa ment parameter to a moderate e tent, \ hil a imilar 

Proportion u c thi e. ·tent to a v ry great c tent. nee again, thi parameter i a high! , cighted 

Predict r f credit worth inc ·s b 'a ignificant 40% of the bank un·e ·cd (tab! 4.11 . 
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Table 4.12 Credit History Evaluation 

Extent Freqllt'll :r Percent C. percent 

Great extent I 57. 1 57.1 

Very Ktcol extent 42. 9 100.0 

Total I 100.0 

Source; Research Findings 

To validate findings on the use of length of credit history by a majority of banks, 42.9% of banks 

surveyed used this parameter to a very great extent while 57.1% of banks used it to a great extent 

(table 4.12). This finding indicated that the length of credit history is the most important 

Parameter to a majority of banks when it comes to analyzing credit applications. 

Table 4.13: Do you offer Training in Loans Department 

-Variable Frequency Percent C. frequency 

-Training is not offered 0 0 0 

Training is offered 7 7 100 

Total 7 100 

-. 
Source; Research Findings 

All bank un.·eyed offer training to their emplo}ee to impro e their ki ll in ri k analy i (table 

4.1"). Thi finding indicates the high premium the e bank put on th ir loan e\ aluation exp rt t 

the point of putting in place mea ure to improve their capacity and ki ll rand ab e other 

lo, n evaluati n approach such a u ing c mput rized pr gramme . 



4.2.3 Risk Monitoring 

The research study sought to find ut from the respondents the choice of monitoring techniques 

that their banks emplo s th ir strat gy of mitigating against risk. Amongst the choice of 

techniques that th · r '"P n l Ill.' were to respond to included collateralization, the use of 

guarantors. in~ur 111 • •• ,md · • ·uritization. 

Table 4.14: Miti~Yation techniques 

Risk technique u ed Yes No Total 

Frequency Percent Frequency Percent 

Collateralization 7 100 0 0.00 7 

Guarantors 7 100 0 0.00 7 

Insurance 7 100 0 0.00 7 

Securitization 2 22.2 5 77.8 7 

Source; Research Findings 

The research study revealed that majority of the banks used collateralization, guarantors and 

insurance as a means of militating against risk. The acceptance and use of securitization was still 

low at 22.3% with only two banks using it as a technique of reducing risk. This can be attributed 

to the fact that the securities market is in its infant stages in the Liberian economy. Table 4.14 

summarizes these findings. 

4.2.5 Bank redit Ri k Management 

In addition to mitigation mea urc ·. the tudy a! · ught t find ut from the rc p ndent the 

kind of l: uri til: that thl:ir banks a ccptcd a collateral in ri k m nit ring. 1 he findings • rt: 

umm riz d in table --- 4.1 - t 4.20 

s 



Table 4.15 Use of Jewelry 

Extent Frequcnc · Percent C. percent 

Not at all 57.1 57.1 

Moderate 42.9 42.9 

Total 7 100.0 100.0 

Source; Research finding 

The researcher v as interested in knowing the extent to which jewelry was used as collateral for 

purposes of securing credit from the banks by customers. The findings revealed that majority of 

the banks (57.1 %) were yet to embrace the concept of jewelry at all as collateral. Some banks 

however were noted to be using jewelry to a moderate extent for collateral. This may be 

explained by the fact the jewelry business not been extensively developed and entrenched 

amongst the Liberian culture and therefore clear evaluation procedures in place. 

Table 4.16 Cash Deposit 

Extent Frequency Percent C. percent 

Moderate 3 42.9 42.9 

Great extent 3 42.9 85.7 

Very great extent 1 1./.3 100.0 

Total 7 100.0 

·1 he re earch r ought to knov from the re pondent the extent to v hich their in titution u ed 

en h dcp t:curity co lint raJ. 1 he e. ·tent of u c wn n ted t ary fr m , r great e. tent to 

rn ·t nt. 'J he dlecti\'t: u c of en h, , ecurit ' cemcd a a p pular opti 
11 

a as Ut it . 

m 7.7 % > th r p md nt in i t d th lt th~ u c o ca h "' s tl u ,rcat c. 'll:nt or lllltc . 



Three of the banks were found to u e cash as a security to a moderate extent. Table 4.16 

summarizes the findings. 

Table 4.17 Life Insurance 

Extent Percent C. percent 

Moderate 6 85.7 85.7 

Ve1y ~real extent 1 14.3 100.0 

Total 7 100.0 

Source; Research Findings 

The researcher examined the use of life insurance as collateral security for loans. The findings 

revealed that all the banks used life insurance policies as a form of collateral. The use of 

insurance was noted to be moderate in 85% of the banks while one bank used the same to a very 

great extent (table 4.17) 

Table 4.18 Debentures 

-Extent Frequency Percent C. frequency 

-Not at all 3 -12.9 -12.9 

Little extent 3 42.9 5.7 

Great extent 1 1-1.3 100.0 

7 ota/ 7 100.0 

--Source; Re 'arclt Finding 

ar h r ught to find out from the rc P nd nts th c. tent t which d l ntur~.:s \\ r u . d 

h fin tin I th 1l d nturc \\cr h·udl · u ~.: 1 in ~ th \\t't 
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considered to be unreliable within the Liberian economy. More than 85% of the banks used 

debentures to a very little or no e ' t nt. Thi is a common trend in the developing world where 

inflation is very high and deb ntun:s nr' not always viewed as unpredictable securities. Table 

4.18 presents these finding . 

Tnblc 4.19: L md 

Extent Frequency Percent C. frequency 

Not at all 3 42.9 42.9 

lv!oderate 2 28.6 71.4 

Great extent 2 28.6 100.0 

Total 7 100.0 

Source; Research Findings 

The use of land as a security was also examined. Three of the banks were found not be using 

land as a security at all. This is unlike the trend in other countries where land is a prime asset and 

therefore highly used as a form of collateral. Table 4.19 presents these findings. 

Table 4.20 Shares 

-Extent Frequency Percent C. frequency 

-Not at all 5 71.4 71.4 

Moderate 2 28.6 100.0 

Total 7 100.0 

~~--~--~~--------------------------------,\'ource; Re earch Findings 



Credit Reminder 

The use of credit reminder a a fl rm f red it monitoring was also investigated. As summarized 

in table 4.21, 85.7% ofth bank. gn 'thdr client credit reminders after 1-3 months, while only 

14.3% gave the rcmindt.:rs .lfkr - months. All the banks surveyed used this strategy. The 

frequency with whi ·h b.mks 'a · cr ·dit reminders is an indication of the agency with which the 

banks wcr · kL'cn on r' ' nng their debt. 

Table 4.21: Frequency of I uing Credit Reminders 

Extent Frequency Percent C .frequency 

1-3 months 6 85.7 85.7 

3-6months 1 14.3 100.0 

Total 7 100.0 

Source; Research Findings 

The researcher wanted to know what the frequency of issuing credit reminders to the customers 

was. This was necessary to the researcher because the frequency is an indication of how closely 

the monitoring of loans repayments was done in order to determine appropriate causes of action 

in good time. The findings revealed that majority credit reminders 6(87.5%) were issued at 

intervals of le s than three months which wa considered sufficient to notify members who had 

fallen behind in their installment repayments. One respondent indicated that the cr dit reminder 

were i ued between three and six months 
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Table 4.22 Components of Risk Management Systems 

strategy used No Total 

percent Frequency percent 

Credit reminder 3 42.86 4 57.43 7 

Loan Kuidelinc 71.43 2 28.57 7 

Credit criteria 7 100 0 0.00 7 

Credit ration loan agreement 2 28.57 5 71.43 7 

Risk mitigation 7 100 0 0.00 7 

Training 4 57.14 3 42.86 7 

Credit culture 5 71.43 2 28.57 7 

Source; Research Findings 

The researcher sought to find what the main components of risk management systems strategies 

were. The findings revealed that the key components that were used were risk mitigation and the 

credit criteria applied at the time of applying for the loan. Table 4.22 summarizes these findings. 

Effectiveness of credit management practices and their effectiveness of organizational 

performance 

Table 4.23 Parties used to Formulate Policy 

parameter Minimum Maximum Mean Std deviation 

Identification -1. 00 5.00 -1.8571 .37796 

A se · ment 3.00 5.00 -1.-12 6 .97590 

Afonitoring -1.00 5.00 -1.7143 .-1 795 

J\Janagement -1.00 5.00 4. 571 .37796 

Procedures 4.00 5.00 -1.71-13 A 79-

0 



The researcher was interested in knowing the extent to which management practices were 

effective in the performance of the organization. The findings revealed that whereas risk 

identification and bank credit ri k m nagl:mcnt were viewed as very effective ( 4.86), risk 

assessment had the 1 a ' I s or 4.-L tmplying that there existed challenges in the process of 

assessment. The banl...s lhl'r ·It r n ·dcd to focus their energies in improving on assessment 

procedures in tH'd ·r t) im1 r ' n organizational effectiveness. 

4.2.5 Risk Identification 

The respondents ~ ere required to indicate if their institutions used specific procedures to identify 

risks. Responses from the respondents indicated that all the banking institutions had specific 

procedures that were used as guidelines to identify risks. The research study further sought to 

find out the extent to which different departments were involved in the process formulating 

strategies for risk identification. The parties under consideration were grouped into three groups 

namely employees, consultants, and others. The findings are summarized in table 4.23 _ 4.25 

Table 4.24 Employees 

Extent Frequency Percent C. percent 

Moderate 4 57.1 57.1 

Great extent 2 28.6 85.7 

Very great extent 14.3 100.0 

Total 7 100.0 

. mpl y c wcrl: u cd to idcnti fy ri ·k nl · to a m d rat c. ·tent b a 111 j rit . f th bank 

57.1% whil tnl ' 14.3% ofthc bank un·c ·cd tn:d mpl c ' t idcntif · risk to a" r · 'reat 

.· t nt. rin that th 1 mcti c th "or! I m cr i to hi! . p~.:rt to formuht en.: lit 

n I ri k i I ntifi ti n m ( n l l th t k in formulllin' ri k 
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management policies, it is believed that risk identification is incorporated in the scope of work of 

credit risk management policy formulation, ' hich a earlier discussed, is contracted to external 

consultants. Table 4.23 summanzes th ~.: tindings. 

Table 4.25 Consultants 

Extent Percent Valid Percent C. Percent 

Little extent 2 28.6 28.6 28.6 

Moderate 1 14.3 14.3 42.9 

Great extent 4 57.1 57.1 100.0 

Total 7 100.0 100.0 

Source; Research Findings 

Consultants are used to a great extent by a majority of banks surveyed (table 4.24). This could be 

because risk identification, which is a task, carried out during the formulation of credit 

management policies, requi~s expertise, which the bank is assured of by contracting the best 

available risk management consultants. 

Table 4.26: Others 

Extent Frequency Percent C. percent 

ot at all 2 28.6 28.6 

!ode rate 3 42.9 71.4 

Great extent 14.3 85.7 

Ve'J' gr a/ e ·t 1U 14. 

Total 7 100.0 
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Under others, most banks (42.9%) reported using other risk identification approaches only to a 

moderate extent, while close to 30% rep rted that they do not use any other risk identification 

approaches other than consultant and mploycc . The reliability of consultants as a traditional 

approach to conductmg nsk m 111 1 1 m~nt tasks, including risk identification was therefore 

confirmed in this stud I tl k ·L al < c presents these findings . 

Table 4.27 Risk ldcntifil·ation 

Parties invoh'ed mean Std deviation 

External auditor 2.5714 1.13389 

Internal auditors 2.8571 1.34519 

Other parties 2.8571 1.46385 

Middle level mangers 3.2857 1.25357 

Senior employees 3.8571 .37796 

Source; Research Findings 

The research study sought to find out from the respondents the parties that were mainly involved 

in the process of identifying risks. The findings were summarized as shown in table 4.26. The 

findings revealed that the banks relied mostly on both senior and middle level managers to 

identify risk. The mean scores for middle managers and senior employees were found to be 3.86 

and 3.29 respectively. The standard deviation for the spread in the senior employees was least at 

0.38 meaning all respondents indicated that greatest responsibility of identifying risk lay with the 

senior emplo ees. 
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Table 4.28 ANOV A Table 

Departments /staff category Sum- of Degrees Mean F significance 

quares of square 

freedom 

-- - +-
Internal Auditors H 'l\\ • •n ' roups 10.857 6 1.810 

Within roups .000 0 

Total 10.857 6 

External Auditors Between Groups 7.714 6 1.286 

Within Groups .000 0 

Total 7.714 6 

Senior Employees Between Groups .857 6 .143 

Within Groups .000 0 

Total .857 6 

Middle Level Mangers Between Groups 9.429 6 1.571 

Within Groups .000 0 

Total 9.429 6 

Other parties involved Between Groups 12.857 6 2.143 

m risk Within Groups .000 0 

identification( credit Total 12.857 6 

committees) 

Source; Re earch Fmdmg 

The r arch \Va interested to know if the trategies u ed by the different bank m ri k 

id ntification differed from each other u ing an A VA. 

nat: i of variance) tc t. ·r he findings are ummarizcd in table 4.2 . 'I h findings n.:Ycalcd that 

th u nior mployec in ri k id ntilication h. tt:gy w s the 111 1 p pular , 
111 

ng t all 

th b nk thi h th I a t um of 1uart" 0. · '1 hl: m nncr and thl: c ·tent 1 ,, hi h the 



banks surveyed used the different group categories in risk identification differed significantly 

both within and between the group each in e the p values in all the group categories were less 

than 0.001 as shown in table 4.2 hi mn ',plain the fact that operational and management 

strategies used by th vanous bank::. tn ri sk id~ntification are not the same. Whereas for instance 

two the banks used slvtr~s 1 ~ • ·untY for loans, the rest of the banks were yet to adopt the same. 

lt can be suid that whil · s 111 an · were ready to quickly adapt to new strategies to diversify 

their risk portroli l.' r adcning security by base, some banks preferred wait and see. This 

explains wer , 1111 bank had not embraced the use of shares and jewelry as securities. 

4.3 Interpretation of findings 

This section attempts to provide vivid interpretation of the findings obtained relating to the 

objectives of the study. (The Relationship Between Credit Risk Management Practices and 

Financial Performance of Commercial Banks in Liberia). The study reviews that, the banks used 

various strategies to evaluate and asses risk of credit to a various extend. These strategies were 

put into place in order to assist the banks maintain a good credit practices to boost their financial 

performance. 

Findings obtained showed how these banks employed the formulations of polices and procedure 

of credit risk. These policies and procedures were used to manage credit risk, helping the banks 

to carry on a good credit risk management practices. The study revealed that training was a key 

component of risk management and risk analysis that which helped employees to do early risk 

detection. This was to improve the skills and competencies of the banks employees. Banks also 

used monitoring techniques to mitigate against risk and other processes including the use of 

collateralization, in urance guarantors and securitization. The acceptance and use of 

ecuritizati n wa lo\ amongst commercial banks which findings noted can b attributed to the 

fact that th market i still in it infant tage in the I iberia econom . 

thcr men ure u ed to mitigate again ·t included th u 

m · rit) f th ank wen.: yet noted to embro c th 

f jew lry, the finding r ealcd th 

f jc\ clr · at all llat ml m 

u ing je\\ dr ' to '1 m dctdt c. tend. a h dcJ :st t. hate an 1 

ntur'-= II hich ' ' r u d t ' ryin it the tu I 
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noted is the popular use (14.3%) which indicate that the use of cash is to a great extend or more. 

The used of insurance was noted to be u ed at a moderate extend by the banks. 

Overall, the findings show p sl!h r tat ion hip between the credit risk management practices 

and financial pcrforman · . ' tth~ ut a proper credit risk management practice commercial banks 

incur huge financial loss ·s r ·dit risk management practices enhanced good financial positions 

of the variou~ bunks ·un · ·. Because of the credit risk management practices put in place, had 

helped each bunk· to e able to carry out a good credit practices that which had increased the 

bank retmn (R E) by the interests paid by the borrowers. 



CHAPTER FIVE 

SUMMARY, 0 . lJ ION AND RECOMMENDATION 

5.1 Introduction 

This chapt ·r int 'ITupt, th data analyzed on the relationship between credit management 

practices and timmcial p rformance m commercial banks in Liberia. It summarizes the findings 

in chapter ibm of the tud and put forth conclusions and recommendations. It also addresses the 

research gap in the stud and the incapacity of the bank employees in formulating credit policy. 

It also gi e the conclusion of the study and recommendations to improve the financial sectors of 

Liberia. 

5.2 Summary 

This section of the study provides a summary of major findings during the course of the research 
' 

taking into account key factors outlined by respondents to sample questionnaire distributed to the 

population under study. 

It will also recommend the way forward for addressing the problems facing the relationship 

between credit management financial performances of commercial banks. Additionally, research 

gap in the area under study will be highlighted for further research opportunities. 

U ing a multiple regression technique this study analyzed the relationship between credit risk 

management and the financial performance of commercial banks. 

'I he tudy of indicat r hows that market fundam ntal and in titutional fact r 

capacity or cn:dit ri k manager which n.: ult in the u of n ultant b bank. in fi rmulating 

r dit ri k lici influ n c fin ncial pcrlormanc~.:. Due to data limitati n and difti ulti s in 

pturin in tituti nal a to . ' ith all mpiri , I m n·tl duncn ion. 

n limit n I fun I m nt tl . 
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The findings show a strong positive r lation hip between credit risk management policy and the 

financial performance of commer ial bank in Liberia as banks without credit risk management 

policies incur huge financiallo s. 

5.3 onclusion 

The study is aimed at e. amining the relationship between credit risk management and financial 

performance of commercial banks in Liberian financial sector. For the pre-liberalization period, 

the credit risk management practices by commercial banks were not effective as most banks 

incur losses on credit due to the lack of effective policy. Variations in the credit policies by seven 

of the nine commercial banks reflect monetary and fiscal policy actions, where expansionary 

fiscal policy partly increased inflationary pressure and the monetary authority. During the post­

liberalization period, most banks used the services of consultants to formulate their credit risk 

management policies which reduced the risk posed by defaulting on loans. 

However, Liberia's experience indicates a compelling need for capacity building of bank 

employees and managers in credit risk management practices to protect banks against credit 

related problems. 

The results show that banks incur losses because of lack of credit risk management policies to 

safeguard against defaulting on loans and high cost incur from hiring consultants to perform 

credit risk management tasks. The increase in spread in credit problems in the post-liberalization 

period stemmed from the failure to meet the prerequisites for successful financial reforms and 

the lag in adopting indirect monetary policy tools and reforming the legal system. 

Variations in the credit policie are attributable to bank efforts to maintain threatened profit 

margin . l·or e. ·ample. bank that faced in rca ing credit ri k a th pr p rti n of n n­

l rfonning loan went up re ponded by hiring con ·ultant to put in placl.: proper rcdit ri k 

m· na[Jcm nt y t m. I ligh non-p~.:rfonning I an r fle t th~.: p r businc cnvir nm nt and 

di tre b rr \ rin \ hich i attribut I t th }, ck I altcrnati\'c urcin' iOI Cl\:dit when banks 



do not have in place effective credit risk management policies, and the weak legal system in 

enforcement of financial contracts. 

Fiscal policy actions and the hiring l r ' nsultants to formulate credit risk management practices 

saw a decrease in loss s in ·ur h l ank.· on 'rcdit. 

5.4 Policy Recommendation 

In the light of the e conclusions, some policy recommendations that would follow logically from 

them can be outlined: 

Commercial banks in Liberia should focus more attention on capacity building and special 

training of bank managers whose function relate to credit and loans to serve as a conduit of 

giving them sufficient knowledge on how to deal with credit issues and mitigate credit risk faced 

by these banks. 

The legal system of Liberia should be reformed to enhance the enforcement of financial 

contracts. This would work a') an incentive for banks to invest in information capital, thus 

reducing the information asymmetry problem. Consequently, the proportion of nonperforming 

loans will be reduced hence lower risk premium attributed to credit risk. In addition, efforts 

should be made to revitalize the growth of the economy and to attain macro stability in order to 

increase the return on investment and reduce uncertainty. 

It is necessary to trengthen the institutional framework, including review of the regulatory and 

legal framework. Thi hould target enhancing confidence among depo itor and inve tor and 

trcngthening entl rceability of loan contract . 

. a rc ult thi will enhance lability in th financial f apit l t 

im c tor . It hould al o n ·e to trcngth ·n the up rvt r and m n tar c ntr 1 r le r tht: 

ntr 11 I3 nk an I' ill 'oid the urrcnt onflict l\\ccn moncl'lr · and fisc.! polt ·: in the ,
1
vm, 

ut 1 n . t th m tim th r i 'n ur nt n I to str n 1thcn th cr dibilit 1 mon tar , 
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policy. This also allows the financial ector to gain stability and thus reduce risk to investors. 

Enhancing enforcement of contract would al r duce risk premium in the financial sector. 

Macroeconomic stability is vital fl r ful financial liberalization process, thus policy 

actions should be taken to en urc ·u:t•1in 1bl' growth of the economy. 

5.5 Limitations of Study 

This research e. ·perienced numerous hindrances as some commercial banks refused to provide 

some information required claiming that they could not provide sensitive bank information. 

Due to the inability of some of the commercial banks to respond to questionnaires distributed to 

them in the manner and form required, the study was only able to gather, analyze and utilize the 

information provided by seven of the nine commercial banks in Liberia and these were used to 

form conclusions on the relationship between credit risk management and financial performance 

of Liberian commercial banks. 

The study was also limited by the failure of commercial banks to provide quantities data about 

the monetary cost losses incur as a consequence of lack of effective credit risk management 

policies and also the amount incurred on hiring consultants to develop their credit risk 

management policies. 

The nine commercial banks also did not respond timely in filling out questionnaires send to them 

thereby delaying the time for the conclusion of the study. Due to the distance Liberia is from 

Kenya, the fill d que tionnaires were also transported through a third party taking days to arrive 

in airobi from Monro ia, impacting the completion of the study. 
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5.6 Suggestions for Further Research 

For a more encompassing and e hau ti\' "mpirical analysis, disaggregated financial data, 

especially for the banking ub r .lr r quir ·d. These data are required in order to capture 

factors such as: tmpact of ' r tli1 n k ( n, 1. • th • level of non-performing loans, Market power, 

Transaction costs. und B tnks' tdju 'tm 'nt ·trategies at the end of the period, Interest rate risk as 

reflected in loun-t ·rm l'lnt ·tur and a ailable deposit facilities, an in-depth study on institutions 

and risk analysi ·. 

In addition, it would be interesting to examine the credit risk management policies information 

content in terms of forecasting macroeconomic variables such as investment, inflation and 

growth. What is the relationship between the credit risk management and growth of the Liberian 

economy versus loans performance? What is the implication of the lack of credit risk 

management policies by commercial banks on loans payments? These are questions that should 

be addressed in future given the importance of the subject for the financial market. 
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APPENDICES 

ppendix I: 
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APPENDIX II QUESTIONNAIRE 

SECTION A: GENERAL I FORl\1 ION 

Note: The information in this qu stit)(1nair will b~ treated confidentially and will not be used for 

any other purpos · oth ·r tlwn ,1 • td ·mi 

1. What is your curr~nt d ignatt n withm the Banks? 

redit Ri k. Ianager [ ] 

Head of Department [ ] 

Credit Officer [ ] 

2. How many years have you been in the Banking industry? 

1-5 years [ ] 6 - 1 0 years [ ] 11 - 15 years [ ] 

16 -20 years [ ] above 21 years [ ] 

SECTION B: CREDIT RISK MANAGEMENT 

3. Does your organization have specific credit policies for managing loan risks? 

Yes [ ] No [ ] 

If yes, to what extent do you involve the following parties in formulating the credit management 

policies for the loans? (U e a five point cale where: l=Not at all, 2=1ittle extent, 

3=Moderate, 4= reat extent, S=Very great extent) 

--
Parties inv lved in credit policie 1 2 3 4 5 

--
Employee 

0 n ultant 

Oth r. pi p ify 
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SECTION C: RISK ANALYSIS AND ASSESSMENT 

· 4. (a) Does your institution have a poli ' n ri k analysis and assessment? 

Yes [ ] N [ ] 

(b) Arc there any standur li;~.-· i In • dur s for analyzing and assessing risk? 

Y ·s l I No [ ] 

5. Kindly · l~ ·t th anal 1 and assessment (s) your institution adopts to test the level of 

ri k facing th in ·titution. 

The character, reputation and credit history of the applicants 1 2 3 4 5 

Amount of outstanding debt 

Bankruptcies 

Inspecting late payments 

Length of credit history . 
' . 

6. Does your organization offer training to officers in the loans department to assist in 

analyzing and assessing the risk facing the institution? 

Yes [ ] No [ ] 

E TIO D: RI K Mo ITORING 

7. Which of the following risk mitigation techniques of monitoring credit risk does your 

institution use? 

ollateralization [ ] 

uarantor [ ] 

In urancc [ ] 

mitization [ I 
8 .. , your in titution u t.: th foil wm, c uritit.: a c Hater, 1 111 

ilitatin, ri k m nit rin ? 



Jewelry . 1 2 3 4 5 

Cash deposit 

Assets 

~· I' Lt c msurancc po tcy 

I-
Debentures 

Land 

Shares 

9. Credit reminders are part of credit monitoring procedures. How often does your 

institution provide credit reminders to your clients? 

After 1 to 3 months 

After 3 to 6 months 

After 6 to 9 months 

After one year 

[ ] 

[ ] 

[ ] 

[ ] 

SECTION E: BANK CREDIT RISK MANAGEMENT PROCEDURES 

10. To what extent does your bank use the following bank credit risk management practices? 

Collateralization 1 2 3 4 5 

Guarantor 

In urance 

Securitization 

11. What a ti n d your in titution take in a c a custom~.:r ddl ults th~.: 1 an 

u m r 111 urt l l 
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Public auction 

Claim with insurance 

[ ] 

[ ] 

Ask customers to pay loan tth ut int 'rest [ ] 

Use collateral ·urit. [ ] 

12. Which of the fblt()\Vtn' tr · th 

red it r ·mind r 

uiddine f r l an 

omponents of Risk management Systems strategies? 

[ ] 

[ ] 

redit criteria [ ] 

Credit recipe ration loan and agreement [ ] 

Risk mitigation [ ] 

Training [ ] 

Credit culture [ ] 

13. Kindly rate the effectiveness of the following credit management practices and their 

effectiveness on the organization performance using 5 as very effective, 4 as more 

effective, 3 as effective, 2 as less effective and 1 as not effective. 

5 4 3 2 1 

Risk Identification 

Risk analysis and Assessment 

Risk Monitoring 

Bank Credit Risk management 

Credit Risk Management Procedures 



SECTION F: RISK IDENTIFICATION 

14. Does your organization have pecific pr -dure in ri k identification? 

Yes [ ] No [ ] 

If yes, to what extent do yt>tt inv )I\' • th fi II owing parties in formulating the risk identification? 

(Use a five point scale when~: 1= ot at all, 2=little extent, 3=Moderate, 4=Great extent, 

5=Vcry great extent) 

Parties involved in risk identification process 1 2 3 4 5 

Employees 

Consultants 

Other, please specify 

To what extent does your orgaruzat10n mvolve the followmg parties m the risk 

Identification process? (Use a five point scale where: 1=Not at all, 2=little extent, 

3=Moderate, 4=Great extent, 5=Very great extent) 

Parties involved in risk identification 1 2 3 4 5 

Internal auditors 

External auditors 

Senior employees 

Middl and lower level employees 

-Other, plea ·c pccify 
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APPENDIX III 

LIST OF COMMERCI B IN LIBERIA AS AT MAY 2012 

l. Liberian Bank for 1 c elopnu:nt c · ln stmcnt (LBDI) 

2. Ecobank Lib~.;nu (I lllllt ·d I I LT. 

3. lntcrnationnll3nnk I ib~ria ( imitcd) (IBLL) 

4. Global Bunk ( ib ria) Limited (GBLL) 

5. First International Bank Liberia Limited (FIBLL) 

6. United Bank for fnca Liberia Limited (UBALL) 

7. Acces bank Liberia The Micro finance Bank 

8. Guaranty Trust Bank Liberia (GTBL) 

9. Afriland First Bank 

Source ((http://monrovia.usembassy.gov/pdfs2/list-commercial-banks.pdf) as at 12111 

May 2012. www.cbl.lr ) 
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