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ABSTRACT

Banks provide financial services to everyone, holds enormous potential to support economic activities and thus contribute to the development in an economy. Widespread experiences and research have particularly shown the importance of credit facilities for all the individuals and organizations. Credit systems have been developed in response to the needs of entrepreneurs who otherwise do not have access to finance. To be able to continue giving credit, borrowers from commercial bank offering credit products should repay as agreed and on time. Successful and effective credit risk assessment, appraisal and evaluation determine the success of the credit journey. An established credit risk assessment process ensures that this journey succeeds. 

The study focuses on the credit risk assessment practices that have been adopted by banks offering credit products with objective of evaluating the practices.

To satisfy the objective of the study, primary data was collected, by use of a questionnaire from 25 banks offering credit services. The primary data was supplemented by information obtained from brochures and direct interviews to clarify answers on the questionnaires. The data was analyzed by use of statistical package for social sciences (SPSS) that is used internationally for statistical analysis.  The results have been presented in form of frequency tables, graphs and percentages.

The findings of this study are that a significant number of 60% (25 out of 42 respondents) have credit risk assessment policies as a basis for objective credit risk appraisal and that they involved their employees in developing the credit risk assessment policies.  Most of the banks used the credit manual to sensitize their employees about credit risk assessment. It was also found that most banks have distinctive separate departments where credit activities are organized, an indication of growth in the development of credit institutions in the country. It was also found that most of the banks work with pre-set targets that are closely monitored and that credit departments had specific credit officers.  Further, the study found that a majority of the banks considered that as early as one late repayment, a loanee was considered a defaulter and thus collection efforts were intensified. This partly explains why banks command low default rates. On dealing with difficult-to-repay-on-time clients, the study found that most indicated the preferred method was sale of property to recover the money, followed by write-off of the balance while others would consider writing off the interest and allowing defaulters to repay the principal loan only. Further, most of the banks used the 6 C’s criteria and that capacity/completion was the most important factor followed by contribution and character, and reasonableness (common sense) of cash flows from business. This finding is not consistent with assertions by Mutwiri (2003) who found that character was the most considered followed by capacity/completion and common sense/reasonableness, in commercial banks.
Further, the study established that the most important risk that they face was credit risk followed by interest rate risk and technological risk, and that they used swaps followed by forwards, futures and lastly options to manage the risks. This finding is consistent with Abedi (2000) who found that liquidity risk and credit risk are the most important risks.
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                                                  CHAPTER 1

INTRODUCTION

1.1  Background

Credit is derived from a Latin word ‘credere’ meaning trust. When a seller transfers his wealth to a buyer who has agreed to pay later, there is a clear implication of trust that payment will be made at agreed date (Burt, 1997). Allowing credit should not be an accident, it should be well managed process. Credit risk assessment can in simpler terms be the search of this trust. The lack of trust is the genesis of risk assessment, which is the pursuit of this study. 

Major cause of serious banking problems is directly related to lax credit standards for borrowers. Poor portfolio risk assessment or lack of attention to changes in economic circumstances, common in emerging economies (Basel, 1999). 

Organizations including banks have a financial goal of shareholders’ wealth maximisation, which takes care of the timing, and risk of the expected benefits. This is done when the management select an appropriate rate i.e. the shareholder’ opportunity cost of capital, for discounting the expected flow of future benefits. For this reason, banks have diversified their business to include issuing of credit cards. They are doing this not only to keep pace with the changing technology, but also to outdo their competitors that include phone operators and other non-financial institutions.

Banks as financial institutions extend credits to their customers in form of loans, overdrafts and credit cards facilities. In this case, credit refers to the funds banks lend to their customers for an agreed period of time and based on negotiated terms and conditions. It used as marketing tool by banks, therefore as a result credit policy helps to retain to retain old customers and create new customers by weaning them away from competitors. In a growing market, it is used to increase the firm’s market share. Under a highly competitive situation or recessionary economic conditions, a firm may loosen its credit policy to maintain a grip in the market. The other reasons why the banks grant credit are as follows; to maintain its competitive edge, to act as its bargaining power in the industry, as a buyer’s requirements, as the industry practice as well as to enhance the relationship with their customers. In this paper, my main focus is on credit card as a form of credit extended to customers by banks. 

 A credit card is non-physical form of money; a credit card represents a payment mechanism, which facilitates both consumer and commercial business transactions, including purchases and cash advances. A credit card generally operates as a substitute for cash or a check and most often provides an unsecured revolving line of credit. The borrower is required to pay at least part of the card’s outstanding balance each billing cycle, depending on the terms as set forth in the cardholder agreement. As the debt reduces, the available credit increases for accounts in good standing. These complex financial arrangements have ever-shifting terms and prices. A multitude of credit card products are available to consumers, and the number of products is growing. Terms and conditions of each credit card product offered, such as the Annual Percentage Rate (APR), the monthly minimum payment formula, and certain fees, are detailed in a cardholder agreement, which is required by regulation. The following sections provide an overview of some common credit card product categories. 

General Purpose Credit Cards that can be used at a variety of stores and businesses. They take on many forms, including standard, premium, affinity, co-branded, corporate, home equity, and cash secured programs, each of which is briefly described next. 

 Standard Credit Cards are traditional form of credit card issuance. These programs are usually marketed to consumers who meet or exceed the institution’s minimum credit criteria but that may lack sufficient credit history or may fail to meet some of the institution’s other credit criteria.               
Premium Credit Cards tend to be marketed to consumers that have higher income and/or higher credit scores than those consumers offered standard credit cards. Premium programs have traditionally consisted of gold and platinum credit cards.           
 Affinity Credit Cards are partnerships formed between financial institutions and unaffiliated groups (affinity partners), generally nonprofit organizations such as, but not limited to, alumni associations, professional organizations, and fan clubs.            
 Co-branded Credit Cards are partnerships formed between financial institutions and unaffiliated organizations, generally for-profit organizations such as airlines, automobile manufactures, and retailers.            
Corporate Credit Cards come in more than one form to serve different business needs. In general, they are contractual agreements between a sponsoring entity and a financial institution, in which the financial institution issues corporate cards to select employees of the sponsoring company. 
 Home Equity Credit Cards are secured by housing assets. These credit cards provide consumers with the benefits of a traditional home equity line of credit (attractive interest rates and potential tax deductibility) while allowing them quick, easy access to the line’s funds via the credit card.          
Cash Secured Credit Cards are generally marketed to two consumers groups: those with poor credit scores or prior credit problems and those with a limited or non-existent credit history.         
Proprietary Credit Cards also called private label cards are issued under a contractual agreement between financial institutions and third parties, usually large retailers, for the purpose of consumers transacting business with that entity.           
Cash Access Credit Cards are marketed to consumers who tend to prefer cash advances to purchases. These cards are not used for traditional point-of-sale transactions. Credit cards have risks associated with them, for example, the risk of default and fraud.  
The chronology of launch of credit cards by banks has been as follows (Mahinda 1991): 

In 1977, Commercial Bank of Africa launched the CBAVIP cheque guarantee cards. Then in 1986, Allied Cards Limited launched a general charge card called Senator, while Merchant Card was launched in the same year. September 1987 saw Kenya Commercial bank launched its cheque guarantee card and Standard Chartered Bank launched Cheque Guarantee Service charge card. 

October 1987, Barclays Bank of Kenya launched its VIP cheque guarantee scheme and in 1989, Royal credit card introduced a charge card called Royal card, and a credit card called Royal credit. In 1990, Barclays introduced charge card, the Barclaycard. 

There is no legal body regulating the plastic card industry in the country. There however exists a membership body of various stakeholders under the banner of (KCCA). The Kenya Credit and Debit Cards Association was established in 1991. Its members included several banks dealing in credit/debit cards, as well as members from the oil industry. The members are commercial bank of Africa. Standard Chartered bank, Kenya Commercial bank, Post Bank, Southern credit-banking Corporation (senator cards division). Cooperative bank, Barclays bank of Kenya, National bank. Total Oil Company and Caltex Kenya Ltd. The main objectives of Kenya Credit and Debit Cards Association are to: 

· Collaborate on non-competitive issues such as bad debts.

· Combat fraud through partnership and sharing information, for example, they conducted training in 2002 for petrol forecourt attendants on how to prevent fraudulent use of credit cards. 

· Promote the plastic card usage through awareness. 

· Acts as credit references bureau for members 

Credit risk is the possibility that there will be a deviation from the negotiated terms and conditions by the cardholder, which may expose the issuing bank to unpleasant situation. The financial or credit manager should be able to form a reasonable judgment regarding the chances of exposing the bank to these risks. To estimate the probability of a customer being risky, the financial manager should consider six C’s, that is, character, capacity, condition, collateral, capital and control. 

1.2 Statement of the problem 

A bank must endeavor to strike a balance between obtaining the highest possible return without running the risk of loss of business. The question of interest margin and accompanying risk must always be taken in to consideration when assessing a proposition (Hempel, 1994). Non-performing loans could possibly because of poor credit risk assessment whereas non-performing loans is a reality among Kenyan banks, not much research has been undertaken on credit risk assessment practices.

It is estimated that about all the commercial banks are involved in the credit card activities. Weak credit risk assessment is a primary cause of many business (particularly small business) failures (Mc Menamin, 1999) Hempel et. al (1994) carried out a study of banks that failed in the mid 1980s in the U.S.A and found out that the consistent element in the failures was the inadequacy of the bank’s assessment system for controlling loan quality.
Generally institutions are expected to assess their credit risk to avoid exposing their organization to unnecessarily high level of risk and subsequently a decline in returns and this is cause of concern in this paper.
A lot of research has been done in developed countries on credit risk in banks but very little on credit card risk assessment. This study therefore seeks to determine the practices being adopted by banks to assess credit card risks 

1.3 Objective of the study

The objective of the study is to determine how banks assess their credit card risks. The study will aim at establishing the credit card risk assessment practices of banks in Kenya and give suggestions on the effectiveness of the practices. The study will also give recommendations on the way forward in terms of credit risk assessment.
1.4 Importance of the study
· Banks: Managers to conduct prudent risk assessment and spur interest researchers to study and research in areas of credit risk assessment. 

· Central Bank of Kenya: This will enhance credit review and recommendation on credit assessment by the supervisory department.

· Tax Authorities: This will help them understand the causes of non-performing loans and possibly fund studies in the area.

· Cardholders: They will be more knowledgeable about the service and how to maximize the use of the service at the most convenient price. 

· Merchants will learn how they can grow their business  

· The government of Kenya-Use of plastic cards instead of cash will reduce the cost of printing Money for most of the transactions will be by cards. 

· Other stakeholder will know how they can benefit from a growing plastic card payment system. 

· Other students interested in knowing the operations of plastic cards in Kenya and pitfalls will have an opportunity to read this research work.

                                                         CHAPTER 2 
LITERATURE REVIEW

2.1 Introduction

This chapter is structured based on the research objectives. It reviews the relevant literature available that focuses on the concept of credit card risk assessment that banks can adopt.

  2.2
 Risk

Risk refers to the potential variability of outcomes from a decision alternative. It can also be defined as the exposure to change or the probability that some future events will occur making the expected and actual outcome to differ. The wider and regular the variability, the greater the risk.

2.2.1 
Types of risks faced by banks
According to Butterworths (1990), there are numerous risks, facing today's banks. These risks are interrelated hence their effective management is of utmost importance to the performance of banks. Some of these risks are explained below.

Market risk is the risk of losses in financial institutions on and off-balance-sheet positions arising from movements in market prices that change the market value of an asset or a commitment is described as the market risk. This type of risk is inherent in banks holding of trading portfolio securities, financial derivatives and open foreign exchange positions and in interest-sensitive bank assets and liabilities. As explained bellow, examples of market risk include foreign exchange risk, interest rate risk, liquidity risk and risk involved in derivative transactions.
Foreign exchange risk refers to the risk of losses in on-or-off-balance-sheet positions arising from adverse movements in exchange rates. The risk tends to be most closely identified with cross border capital flows, (Thygerson, 1995). Banks are exposed to this risk in acting as market makers in foreign exchange by quoting rates to their customers and by taking unhedged open positions in foreign currencies. This may occur when; first, banks are involved in spot and forward exchange markets and secondly banks taking unhedged open positions in foreign currencies (e.g. bank borrowing from abroad). 

Interest rate risk refers to the exposure of a bank's financial condition to adverse movements in interest rates. This risk arises as a result of a mismatch (gap) between a bank's interest rate sensitive to assets and liabilities, and affects both the earnings of a bank and the economic value of its assets, liabilities, and off-balance-sheet instruments. Excessive interest rate risk may erode a bank's earnings and capital base (Hempel, el al. I994). The primary forms of interest rate risk are: first, repricing risk, which arises from the timing differences in the maturity and repricing of bank assets, liabilities, and off-balance-sheet positions and secondly, yield curve risk, which arises from imperfect correlation in the adjustment of the rates earned and paid on different instruments of otherwise similar repricing characteristics. Interest rate risk is particularly a problem for banks operating in countries with unpredictable inflation rates, which directly affects interest rates on debt.  

Liquidity risk is the risk that arises from financial institution’s inability to meet its obligations as and when they fall due without incurring unacceptable losses. Inadequate liquidity affects profitability, and in extreme cases, can lead to insolvency. In the case of cross-border transactions, there is an additional foreign exchange liquidity risk that may arise from first, a sudden interruption to banks access to foreign funding and, secondly, absence, in general, of a lender-of-last-resort facility by the Central Bank for foreign exchange transactions. 

Risk in derivative transactions: Derivatives are an increasingly common method of taking or hedging risks. The actual cost of replacing a derivative contract at current market prices is one measure of a derivative position’s exposure to market risk. (Saunders, 2002). Since many of these transactions are registered off-balance sheet, supervisors need to ensure that banks active in these transactions are adequately measuring, recognizing and managing the risks involved. Examples include the interest and foreign exchange rate dominated transactions (swaps, options, forward, futures, etc.) of residents with other residents and non-residents and technology risk, which occurs when technology investments do not produce the anticipated cost savings in operating costs and increased profits.

Credit risk is the risk that the customer, or counter party of the bank will be unable or unwilling to meet a commitment that it has entered into with the bank, that is, the failure of counter party to perform according to a contractual arrangement. The risk applies not only to loans but also to other on-and off-balance-sheet exposures such as guarantees, acceptances, and security investments (Hempel, el al. 1994). Additional dimensions of credit risk in the context of cross-border transactions include: -

Transfer risk, which occurs when the currency of obligation becomes unavailable to the borrower regardless of its financial condition. 

Country risk, which is the risk associated with the economic, social, and political environment of the borrower’s country. It is the risk that repayment from foreign borrowers may be interrupted because of interference from foreign governments

2.2.2
Other Types of Risks 

Other risks that a financial institution may be exposed to include:

Operational risk is the risk related to the bank’s overall business. The risk mostly focuses on capital requirements' and the whole operating activities of the bank. (Grenning and Bralanovic, 1999).

Event risk is the risk resulting from sudden and unexpected changes in financial market conditions due to events such as war, revolution or sudden collapse of stock market and breach of fiduciary trust.

The above are some of the major types of risks faced by commercial banks. However, the most significant and the major focus of this study is the Credit Risk. This study focused on credit risk in terms its appraisal, assessment and evaluation.     
2.3 Credit Risk Assessment

Butterworths (1990) asserts that effective risk assessment, from the viewpoint of banks, is the key to the future success in banking and therefore these institutions should focus on professional assessment of risk. The successful banks are, and will increasingly be those that develop focused strategies, lower their overhead ratios, ingeniously exploit their advantages and know how to calculate their risks. 
The most important areas of concern to banks in credit risk assessment is integrative in terms of risk a bank is taking in doing business by client, by channel, by product, by business, by industry, by currency and by country.  Banks will be put out of lines of business as well as of areas, where the risk they are taking is disproportionate compared to the profits they make or hope to make (Hempel, et al 1999)

2.3.1 Prerequisites to Risk Assessment
One of the most important prerequisites of risk assessment is that of planning for the unknown. This requires asking questions such as; how do we know when a diversity will hit and how hard? Have we examined ahead of time where our financial staying power lies?  Do we know what is to be our line of defense against any risk associated with a line of business we are entering into? Secondly, can we anticipate, rapidly respond and cope with changes in the business environment?

Operating a financial business has always been a mailer of foreseeing and rapidly coping with change.   Banks and other financial institutions and their customers keep constantly changing. Therefore all banks should focus on providing quality services in the  areas of financial service, investment advice, mergers or acquisitions, corporate finance, restructuring, arbitrage, sovereign lending, recycling, and rescheduling (Thygerson, 1995).

Every one of these product titles suggests activities quite different from classical money lending; yet the banking business is still basically the same as that of lending money to make money. This creates a tremendous conceptual gap and sometimes leads to unwarranted risk taking. To a large measure adapting to the new environment means changing culture, altering not only the way we have been operating in the past, but adapting new ways of thinking and doing business (Thygerson, 1995).

2.4 Credit Control Policy and Risk Assessment in Banks
There is need for an effective credit control policy to assess credit risk.  Hence, in order to ensure a fairly healthy credit management program, with minimal expensive bad debts, and minimized credit risk, a company strives to establish an effective credit control and lending policy. Surprisingly, a few companies do not have any such policy and even more worrying, many of the companies with credit control policies still fail to operate the policies so much so that the companies’ debts soar and seriously affect the companies’ very existence, in terms of profitability and a health cash flow (CBK Survey. 2001).

Credit control policy is the general guideline governing the process of giving credit to the firm's customers. The policy sets the rules on who should get what credit and when and why one should get the credit including repayment arrangements and necessary collaterals.  The method of assessment and evaluation of risk of each prospective applicant are part of a credit control policy.
2.4.1
Credit Policy Objectives
A company's credit policy objectives include: sales revenue increases through deepening on sales; encourage movement of slow moving stocks; a competitive tool to gain a competitive advantage in the market; minimize cost of idle cash; encourage growth; to effectively avoid customers nobody else wants; minimize credit risk taken by the firm; and minimize non-performing loans in the case of banks.
Banks usually consider many factors when setting up a lending policy (Abedi 2000). However, the lending policy should be in line with the overall organizational strategy. Nevertheless, the factors considered include: the existing credit policy, industry norms, general economic condition in the country and the prevailing economic climate. Further, the general trend of credit extended by other leaders, the more generous the credit they give to their customers; hence the more a firm can afford to be lenient with its debtors. The cost of a firm's overheads and the costs of credit assessment may influence the credit control policy in that if these costs are heavy the firm may not wish to extend too much credit, assessment, evaluation and monitoring tools available, credit risk to the organization, including pace of technological development and changes that will enhance credit follow up as well the 6 C’s characterization of the customers will impact on the firm's credit control policy (Abedi 2000).  

A firm's credit policy may be lenient or stringent. In the case of a lenient policy, the firm lends liberally even to those whose credit worthiness is questionable. This leads to higher borrowing, high profits, assuming full collections of the debts owed. With the stringent credit policy, credit is restricted to carefully determined customers through a thorough credit appraisal system. This minimizes costs and losses from bad debts; however it may reduce revenue earnings from credit profitability and cash flow (Abedi 2000).  

Every financial institution bears a degree of risk when the institution lends to businesses and consumers and hence experiences 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 principal, or both, or non-realization of securities on the loans. This concept is not different from non-banking institutions Credit perspective.

2.5     The Six C's of Credit Risk Assessment and Evaluation Model
According to Abedi (2000), banks use the 6 C’s to evaluate a customer as a potential borrower.   The 6 C's help banks to decrease the risk of default, as they get to know their customers. According to Abedi (2000), these 6 C's are:
Character:   Character   is   the maturity,   honesty   and   trustworthiness,   integrity, discipline, reliability and dependability of a customer. Character is no doubt the most important quality of any client. A person of good character will pay his debt whether it is secured or not. Such a person will disclose all the facts of his deal because his intentions are to seek guidance and help from the organization. When in problems, such borrowers will adhere   to   the   credit   manager's   request   for   alternative arrangements to pay his debt instead of hiding from the bank. The business of charge and credit cards is based primarily on the character of the cardholders. A person's character can be determined through: Personal interview, reference from people who know the client well, personal knowledge of the client and record of past performances.

Capacity/completion: capacity refers to a client's ability to service his debt fully. Even if one had good intentions but has no funds he will not be able to keep his loan repayment up to date. A client's capacity can be determined by retrieving his resources of income and netting off the commitments. In the case of a company, an analysis of the Audited Accounts for the past three years could reveal the surplus available to service the loan. For hire purchase, bank loan or charge card, the practice is to determine a client’s current capacity, since injection of the loan may not have sufficient influence on the client's capacity to generate income. For venture capital, the picture is completely different. Capacity is based on projections and hence integrity of such projections is quite crucial.

Capacity also refers to a client's record of performance. A client who has borrowed money from various institutions and paid regularly over long periods can be described as having experience of borrowing and paying. The client is disciplined and is likely in keep the good record.  Occasionally, credit managers come across clients who will tell them that they are good borrowers because this is their first loan. Unfortunately, one cannot say so because these clients are inexperienced. They are virgins in loan management and repayment.

Condition: Condition refers to the overall environment. Is the commercial socio-economic, technological and political environment conducive to a successful implementation of the project? Are there any illegal impediments and detours to the successful implementation of the project? .For example, if someone wants a loan to invest in drugs business, a very profitable but illegal undertaking, would he qualify for a loan? 

Collateral: This is the security given to secure the loan, in terms of non-encumbered assets. Perhaps the most talked about, but the least important, in terms of eventual credit success of the six C”s is collateral or security.   Businesses like credit and charge card’s, do not even consider collateral thus the least important (CBK. 2002). Further more, some collateral are difficult to dispose of to recover the loans and in some industries and situations there are lots of indifference's that make it almost impossible to dispose of the collateral. 

Contribution:  is the client committed to the project at hand.  Is he willing and able to make contribution?  If it is a hire purchase, is he able to raise the 40% deposit or is the deposit borrowed from a third party making the project 100% loan financed.  If a client is having difficulty raising the deposit, he is likely to be unable to pay his installments regularly. Is the client willing to contribute his time to the management of the projects or asset? Absentee management has been the main cause of failure of many projects in this country. For example, oil companies are insisting that petrol stations must be owner managed. What about where large sums of money are involved?  Shouldn't owner management be mandatory?

Common Sense: This is the natural ability to make good judgment and behave in a practical and sensible way. Being prudent and reasonable in analyzing, presenting, using and interpreting financial, data and other related business information.

Additionally, common sense is the reasonableness of the financial information provided to support the case for financing a project as an indication of the ability of the project to pay for itself.

While each of the above factors is important on their own right, they, however, should not be considered in isolation. While adverse record on each one is enough to reject an application, good reports on all the aspects improve the probabilities of success. Therefore, these elements can be used individually or in combination, depending on the level of quality of credit appraisal required and the amount of credit involved.  The 6 C's model is meant to help financial institutions in Kenya to thoroughly evaluate and assess the credit worthiness of existing and potential customers before awarding them new or further credit and hence exposure of banks and the avoidance of non-performing loans. The 6 C’s model covers the entire area of credit risk and hence its application in credit risk appraisal will ensure that banks and financial institutions protect their assets against loss (Abedi. 2000).

2.6 Credit Appraisal Criteria in Banks
The guiding principle in credit appraisal is to ensure that only those borrowers who require credit and are able to meet repayment obligations can access credit. Lenders may refuse to make loans even though borrowers are willing to pay a higher interest rate or make loans but restrict the size of loans to less than the borrowers would like to borrow (Mishkin, 1997). Financial institutions engage in the second form of credit rationing to reduce their risks.

There are two arguments on how much credit the customers should be given. One school of thought argues that the customers know best what they want to invest in and thus they should be given what they apply for (Reinke, 2001). The author further argues that some credit schemes assume that the poor people themselves know best how to better themselves and thus, credit should be targeted to particular activities. In Cameroon and Togo, consumer and investment credit is provided and there is no constraint on how loans are used (Gurgand, 1994)

 When a company grants credit to its customers. It incurs the risk of non-payment. Credit, risk assessment, refers to the systems, procedures and controls which a company has in place to ensure the efficient collection of customer payments minimize the risk of non-payment.

 2.7 Policies to Limit or Reduce the Credit Risk

Large Exposures-Modern prudential regulations usually- stipulate that a bank should not make investments grant, large loans, or extend other credit facilities to any individual entity or related group of entities in excess of an amount that represents a prescribed percentage of the bank’s capital and reserves. Most countries impose a single customer exposure limit of between 10-25% of capital funds. (Greuning and Bratanovic, 1999).

Related Party Lending-Lending to connected parties is a dangerous form of credit risk exposure. Related parties create a relationship, which results to the ability to exert control over or influence a bank’s policies and decision-making especially concerning credit decisions, limits should be established for gate lending to related parties.

Over Exposure to Geographical Area or Economic Sectors-It is dangerous to concentrate on granting credit to a single sector of the economy or to a narrow geographical region. This makes a bank vulnerable to a weakness in a particular industry or region and poses a risk that it will suffer from simultaneous failures among several clients for similar reasons. It is often difficult to assess the exposure of hunks to various sectors of the economy, as most banks reporting systems do not produce such information. (Hampel et. al, 1994)

Renegotiated Debt-These are loans that have been restructured to provide a reduction of either interest or principal payments because of the borrowers deteriorated financial position. Restructuring may involve a transfer from the borrower to the bank of real estate, receivables, or other assets horn third parties for satisfaction of the loan or the addition of a new debtor to the original borrower.

Sinkey, 1992 notes that bank policies should also ensure that such items are properly handed from an accounting and control standpoint.

2.8 Measurement of Credit Risk

Economists, bankers and analysts have employed many different models to assess the default risk on loans and bonds. These vary from relatively qualitative to the highly quantitative. These models are not mutually exclusive in that a bank manager may use more than one to reach a credit pricing or loan quantity rationing decision. (Gardner. et.al 2000).

 2.8.1 Qualitative Models

The financial institution manager can assemble information from private sources such as credit and deposit files and/or purchase such information from external sources such as credit rating agencies. The amount of information assembled varies with the size of the potential debt exposure and the cost of collection. Thygerson (1995) identities two major classifications of factors that enter in to the credit decision. These are:

Borrower Specific Factors. These are those idiosyncratic to the individual borrower and ides; borrowers reputation, leverage or borrowers capital structure, volatility of earnings and collateral.

Market Specific Factors that have an impact on all borrowers at the time of the credit decision. These factors includes; the business cycle and the level of interest rates.

2.8.2 Quantitative Models

Credit Scoring Model-This a credit analysis technique used extensively by banks, credit card companies, finance companies and other financial institutions involved in making consumer credit decisions. The company identifies a range of key financial and other variables and each is given a relative weighting or ranking. For instance, home ownership, salary/income range, bank reference and other credit references are normally identified as four of a range of key evaluation variables.

The customer completes a detailed application form, which is assessed by a member of the credit selection staff. Based on the application points score (possibly out of 100) for each variable and this is in turn assigned a relative weighting as shown in the table below:

	
	Credit scoring 
	Points score 
	Weighting 
	Weighted score 

	1. 
	Home ownership 
	90
	0.20
	18

	2. 
	Salary/income range 
	75
	0.20
	15

	3. 
	Bank reference 
	80
	0.15
	12

	4. 
	Credit reference 
	60
	0.15
	9

	5. 
	-
	-
	-
	-

	6. 
	-
	-
	-
	-

	
	
	
	1.00
	


Source: Financial management: an introduction by Jim Mc Meanmin (1999) 

The decision whether to extend credit will be based on single figure- the total weighted score with at least a minimum total weight score (e.g. 70), having to be attained before any credit will be extended. Usually, predetermined range of scores will have been set (e.g. 70-75, 76-80 and 81-85) and this will dictate the credit terms and conditions offered. The higher the range the customer weighted score falls the more favorable the credit arrangements. 

Default risk model.-This is a typical credit analysis performed by banks which focuses on determining the underlying relationship between a borrower characteristic (both financial and non financial) and the expected probability of default, D. we conceptualize this relationship as.
D = d {I(c), CF, NW, G}

Where;

 I - information quality i.e. timelines and accuracy.

C - character (you cannot do business with bad people)

CF - the level and stability of cash flow.

NW - real net- worth and 

G - guarantees.

As each of these factors deteriorates, borrower expected probability of default increase and vice versa. It is important to note that customer’s risk cannot be considered in isolation, its contribution to portfolio risk is important as well (Sinkey 1999)

2.8.3 Newer Models of Credit Risk Measurement and Pricing
 The newer group of credit risk models uses financial theory and more widely available financial market data to make inferences about default probabilities on debt and loan instrument. These models are most relevant in evaluating lending to larger borrowers in the corporate sector. These include: Risk Adjusted Return on Capital (RAROC). The term of structure of credit risk approach, mortality rate approach, option models, credit metrics and credit risk + model.
                                                      CHAPTER 3
   RESEARCH METHODOLOGY

3.1 Introduction 

This chapter is concerned with the various steps that facilitated execution of the study to satisfy the study objectives.  These steps include; research design, population of interest, data collection instruments and procedures and data analysis.

3.2 Research Design 

The research was carried out through descriptive survey method. Mugenda and Mugenda, (1999) notes that a descriptive research attempts to collect data from members of a population will help the researcher to get the descriptive existing phenomena by asking individuals about their perceptions, attitudes, behaviour or values.

3.3. Population 

A population is the total collection of elements about which we wish to make some inferences (cooper and schindler, 2000). In this case, my population consists of the risk managers of all the banks in Kenya, that is, 42 risk managers, since in this country; credit cards are primarily issued by banks.
 By 1995, there were 1 billion credit cards issued worldwide (Kevan Scholes, 1998). Credit cards afford a cardholder credit for a specified period of time. In return, the bank/institution issuing the card benefits in one or several number of ways such as joining fees paid by the cardholder, interest charged on the credit amount, and fees paid by outlets at which the cards were used/honored.

Barclays has the largest share of credit cards, estimated at approximately 50,000 cards, as at December 2002 (EA Standard, December 3rd. pg 24). 
3.4 The Sample Size 

A total of 42 risk managers of credit cards issuing banks were selected for personal interview and this represents approximately 100% of the total population of card organizations. The questionnaire was administered to these risk managers in each bank that issues credit cards.
I selected the sample of 42 risk managers which represent 100%, this i 
3.5 Data Collection methods

Primary data was collected using a “drop and pick later” structured questionnaire.  In the questionnaire both open-ended and closed questions was asked.  Follow ups were made to ensure collections of the questionnaires in time, as well as assist respondents in any difficulty encountered in completion of questionnaires.  In each bank, managers were required to fill the questionnaires.  A structured questionnaire was used since it is easier to administer, analyze and economical in terms of time and money. The questionnaire was distributed to the risk managers of these credit card issuers.  Mugenda and Mugenda (1999), notes that a questionnaire is one of the best tools of collecting primary data.

3.6 Data analysis 

The study was descriptive in nature and therefore descriptive statistics i.e. mean, mode and meridian was used to analyze the data. The study used frequency tables and percentages of mean scores, which was evaluated and ranked to give the methods adopted to manage credit card risk by issuing banks. Data from the completed questionnaires was coded to facilitate statistical analysis.  Descriptive statistics: such as means, standard deviation and frequency distribution. The data was presented using frequency distribution tables and graphs. 

The data was also analyzed using a functional expression of credit risk, that is,

R* = 1+r - 1
         1+d        
Where:  R* - risk expected

    r- Interest rate

   d- Rate of default

 CHAPTER 4
DATA PRESENTATION, ANALYSIS AND INTERPRETATION 

This chapter presents the analysis of the data collected and interpreted on the assessment of credit risk assessment practices adopted by banks in Kenya.

4.1
Data Collected and Analyzed

Data was collected from 25 banks located in Nairobi and its environs out of the 42 banks targeted. The questionnaire was administered using the drop-and-pick later method. The data was collected from heads of risk and credit control departments at the banks. The banks that did not respond gave various reasons including sensitivity of financial information requested; only a few senior officers could authorize release of information and the said officers were out of office on official matters, while others feared misuse of the information requested. Brochures were obtained from specific banks to clarify information on products offered. 

Out of the 42 questionnaires that were distributed, 25 were returned. This represents a response rate of 60%, which is considered significant enough to provide a basis for valid and reliable conclusions with regard to credit risk assessment practices adopted by banks offering micro credit services in Kenya.  This is well explained in table 4.1 below:

Table 4.1
Overview of data collected

	Population 
	Number of Institutions
	Sample (t)
	Returned questionnaires (r)
	Non-Response Error (t-r)

	
	
	
	
	

	Banks
	42
	42
	25
	17

	TOTAL
	42
	42
	25
	t-r=17


Key: t = Sample;   r = Returned Questionnaires; t – r = Non-Response Error (40%)

Source: Research Data

4.2
Background Information of the Institutions Studied

4.2.1 
Ownership of the banks
When respondents were asked about ownership of their banks, a majority of 74% said the banks were private, 19% were owned by the public, government owned another 7%. This shows that most of the banks are mostly managed by private firms and individuals in Kenya.

Table 4.2
Ownership of Banks 

	 
	Ownership

	
	No. of respondents
	Percentage

	Government
	3
	7.0%

	Private
	31
	74.0%

	Public
	8
	19.0%

	
	
	

	Total
	42
	100%



Source: Research Data

4.2.2
Involvement in credit services
All the 25 respondents (100%) indicated that they were involved in credit services.  The analysis further showed that all the banks offer credit to individuals and institutions, a clear indication of a better future in terms of entrepreneurial behaviour and thus better living standards for the Kenyan citizens.

4.2.3
When credit was introduced
When asked when credit was introduced in their institutions all the respondents (100%) indicated that credit was introduced right on the inception of the banks From this response, we can say that the banks were formed with the aim of maximizing profits to the investors and one of the ways of doing this is by offering credit services.
4.2.4
The Number of outlets offering credit
As can be seen in figure 4.1 below, 67.5 % of the banks studied have 20-25 outlets, 20.0 % of banks own between 15-20 outlets while only 12.5% of these banks own between 10-15 outlets.  This shows a positive growth of banks.

[image: image1]
Source: Research Data

4.2.5
The reasons why credit services were introduced in the organization
When asked the reasons why credit services were introduced in their institutions a majority of the respondents, indicated the most important reason was to assist the people who cannot afford transactions on cash basis (47.5%), to increase profitability of the institution (37.5%), to satisfy a government requirement (15%) and to satisfy a powerful promoter within the organization (5%).

On the same question, the respondents indicated the fairly important reason for introducing credit in their institutions was to increase profitability of the institution (55%), to satisfy a government requirement (52.5%), to assist the people who do not want to carry cash around (10.0%), and to satisfy a powerful promoter within the organization (10.0%).

Figure 4.2
Reasons as to Why Credit was Introduced in Organization 

[image: image2]
4.3
Assessment of Credit Activities

4.3.1
Existence of a specific credit policy

It was revealed that a significant number of 92% (23 out of 25 respondents) have guiding policies while only an insignificant number of only 2 respondents (8%) have not yet come up with the same.  This is a positive trend, and will enhance performance since policies leads to a formalized credit assessment and evaluation process and, this specifies how every transaction is to be done. 

Table 4.3
Existence of Specific Credit Policies 

	
	Has specific policies
	No specific policies
	Total

	No. of respondents
	23
	2
	25

	Percentage
	92%
	8%
	100%


Source: Research Data

4.3.2
Involvement in the formulation of credit policy 

When respondents were asked about their level of involvement in the credit policy formulation, a majority of 68% of them indicated that they involve their banks, 28% involve third parties while only 4% involved other concerns in the credit policy formulation. See table 4.4 below.

Table 4.4
Involvement of Formulation Micro Credit Policies 

	
	No. of respondents
	Percentage

	The bank
	17
	68%

	Third parties
	7
	28%

	Other
	1
	4%

	Total
	25
	100%

	
	
	


Source: Research Data

4.3.3 Setting of specific targets on credit services

When respondents were asked whether they work with pre-set targets, 21 out of 25 (84%) said they work with pre-set targets while an insignificant number (4 out of 25) comprising 16% does not work with targets.  The trend is impressive and shows that banks offering credit set targets to enable performance monitoring of the services thus leading to better assessment and management.
Table 4.5
Whether the banks Sets Targets for Credit Services
	
	Has set specific targets for micro credit services
	No specific targets set for micro credit services
	Total

	No. of respondents
	21
	4
	25

	Percentage
	84%
	16%
	100%


Source: Research Data

4.3.4 Monitoring of the set targets as compared to monitoring of other services

When asked how the monitoring of the set targets compared with monitoring of targets of other types of services, a reasonable number of 76% observed that the pre-set targets compares favorably with the other types of services, while a small percentage (20%) of the respondents indicated that there is lower emphasis on targets than on the other products/services in their banks, and lastly an insignificant 4% indicate of other options which they did not specify.
Table 4.6
Monitoring of Sets Targets as Compared to Other Services
	
	No. of respondents
	Percentage

	Favorably comparable
	19
	76%

	There is lower emphasis than other products
	5
	20%

	Other comments
	1
	4%

	Total
	25
	100%


Source: Research Data

4.3.5
Existence of credit officers

It appears that somehow a number of banks do have credit officers, 68% of the respondents implied that their credit control departments had specific credit officers while only 32% did not have these officers. This is an indication that the banks are moving towards reasonable levels of perfection.

Table 4.7
Existence of Specific Credit Officers
	
	Has specific credit officers
	No specific credit officers
	Total

	No. of respondents
	17
	8
	25

	Percentage
	68%
	32%
	100%


Source: Research Data

4.3.6
Organization of the credit activities

From the analysis below (table 4.8), most banks have distinctive separate departments where credit activities are organized as indicated by 72% of the respondents,   as opposed to 24% who indicated that credit activities are offered by a unit within a department.  This is an indication of growth in the development of credit institutions in the country.

Table 4.8
Organization of the Credit Activities

	
	No. of respondents
	Percentage

	Within a separate department
	18
	72%

	A unit within a department
	6
	24%

	Other
	1
	4%

	Total
	25
	100%


Source: Research Data

4.3.7 
Factors to consider in establishing a credit control policy
When asked to rank the factors to consider in establishing a credit control policy, majority of the respondent indicated that they mostly considered overhead costs (47.5%), the general trend of credit extended to the organization (27.5%), the state of the economy (30%) and the existing credit policy (25%) in that order.

Table 4.9
Factors to Consider In Establishing a Credit Control Policy
	Ranking
	Existing credit policy
	Overhead costs
	General trend of credit

extended to your organization
	The state of

the economy

	Least considered
	75
	52.5
	72.5
	70

	Most considered
	25
	47.5
	27.5
	30



Source: Research Data

4.3.8
People who formulate your credit policy
When asked to rank the people who formulated the credit policy in their banks, majority of the respondents indicated that in most cases executive management formulated policies (90%), while others felt (60%) said that credit managers or equivalent made the credit policies, others felt that employee suggestions (45%) and credit analyst (45%) led the formulation of policies, still others felt that the board (32.5%) and the credit committee (22.5%) led in formulation of policy. This clearly shows that the practice is diverse and there was a mix of who formulated credit policies.

Table 4.10 
People Who Formulate Your Credit Policy

	Ranking
	Executive management
	Employee suggestions
	Board of directors
	Credit manager
	Credit analyst
	Credit committee

	Least formulated
	10
	55
	67.5
	40
	55
	77.5

	Most formulated
	90
	45
	32.5
	60
	45
	22.5


Source: Research Data

4.3.9
Regularity of review of credit policy
When asked how regularly they reviewed their credit policies most respondents (60%) indicated that this was done quarterly while another 20% indicated that the review was yearly. There were others (12%) who reviewed their policies half-yearly while another insignificant 8% did not indicate how regular the review was.
Table 4.11 
Regularity of Review of Credit Policy
	
	No. of respondents
	Percentage

	Quarterly
	15
	60%

	Half-yearly
	5
	20%

	Yearly
	3
	12%

	Other
	2
	8%

	Total
	25
	100%


Source: Research Data

4.4
Credit Risk Assessment process 

4.4.1
Credit appraisal process

When asked about the credit appraisal process, a reasonable number of 72% agreed that it is very objective as compared to only 28% who said it is very subjective in nature. This shows that the credit is appraised in most of the cases in an objective manner. 

Table 4.12: Credit Appraisal System

	Ranking
	No. of respondents
	Percentage

	Very subjective
	7
	28%

	Very Objective
	18
	72%

	Total
	25
	100%


Source: Research Data

4.4.2
How to make employees aware of credit risk
When asked how they sensitized employees on credit risk, a majority of the respondents (67.5%) said they used the credit manual while another 62.5% said they used ‘one-to-one’ supervision to make employees aware of credit risk issues. There still others (47.5%) who used regular training as a way of communicating credit risk to employees. The least used method was regular meetings (42.5%).

Table 4.13: How to Make Employees Aware of Credit Risk
	Ranking
	Regular meetings
	Regular training
	Using supervision on

one to one basis
	credit manual

	Method least used
	57.5
	52.5
	37.5
	32.5

	Method most used
	42.5
	47.5
	62.5
	67.5


Source: Research Data

4.4.3 Credit appraisal using the 6 C’s criteria

To establish the criteria used by the banks in evaluating credit risk, the respondents were asked to specify which factors they considered when appraising, assessing and evaluating credit risk to their customers. As shown in table 4.14 below, the factors most considered were capacity/completion (65%), contribution (65%), character (62.5%), reasonableness of cash flows from business (62.5%), condition (52.5%) and finally, collateral/security (52.5%).

Table 4.14
Factors Considered in Credit Appraisal
	Factor
	Least considered 
	Most considered

	
	Frequency
	%
	Frequency
	%

	Character of borrower
	15
	37.5%
	25
	62.5%

	Capacity/completion
	14
	35.0%
	26
	65.0%

	Condition
	19
	47.5%
	21
	52.5%

	Collateral /security
	19
	47.5%
	21
	52.5%

	Common sense/reasonableness
	15
	37.5%
	25
	62.5%

	Contribution 
	14
	35.0%
	26
	65.0%


Source: Research data

4.4.4 Credit risk assessment and credit approval levels

The respondents were asked to indicate who does the credit risk assessment in their banks and who approves credit risk at various levels. As shown on table 4.15 below, the credit risk assessment is mostly done by the Credit Manager, followed by the credit committee, branch manager, then Managing Director/General Manager and least by the Chairman.
Table 4.15
Credit Risk Assessment

	Ranking
	Chairman
	Managing director/General Manager
	Branch Manager
	Credit Manager/ Head of credit
	Credit Committee

	Most involved
	25
	37.5
	57.5
	67.5
	62.5

	Least involved
	75
	62.5
	42.5
	32.5
	37.5


Source: Research data

As indicated in table 4.16 below, most of the respondents stated that the Managing Director mainly approves credit of more than Ksh 1.5M while the Credit Manager approves credit amounting of less than Kshs 1.5M. The branch manager approves credit of between 500k – 1M. 

Table 4.16 
Credit Approval levels (Kshs. Millions)

	Ranking
	Up to 500,000
	500,000 - 1,000,000
	1,000,000-1,500,000
	1,500,000-2,000,000
	2,000,000

and above

	Managing Director
	12.5
	7.5
	12.5
	57.5
	62.5

	Credit Manager
	40
	35
	57.5
	17.5
	15

	Branch Manager
	47.5
	57.5
	30
	25
	22.5


Source: Research data

4.4.5
Defaulting on loan repayment
When respondents were asked at what time they considered a loanee to have defaulted, a majority (62.5%) indicated that as early as one late repayment, a loanee was considered a defaulter and thus the collection effort would be intensified. This partly explains why microfinance institutions command low default rates.

Table 4.17 Loan Default Consideration

	Ranking
	One late payment
	Two late payments
	Three late payments
	Five late payments

	Least
	37.5
	37.5
	37.5
	37.5

	Most
	62.5
	62.5
	62.5
	62.5


Source: Research data

4.4.6
Dealing with difficult to repay clients
When the respondents were asked how they deal with difficult to repay clients, a majority indicated the preferred method as sale of property to recover the money (67.5%) followed by write-off of the balance (55%) while another 32.5% would consider writing off the interest and allowing defaulters to repay the principal loan only.

Table 4.18 Dealing With Loan Defaulters
	Ranking
	Use auctioneers to recover the debts
	Sale of their property

to recover the money
	Leave them

alone to decide

when to pay
	Write the debt off and account it as bad debts
	Write off interest and allow them to pay the principle

	Least done
	16
	32.5
	72.5
	45
	67.5

	Most done
	9
	67.5
	27.5
	55
	32.5


Source: Research data

4.4.7 
Importance of various risks and how are assessed
The respondents were asked to state the importance of various risks. As stated on table 4.19 below the most important risk is credit risk (80%) followed by interest rate risk and technological risk (62.5% each), market risk (57.5%) and lastly foreign exchange risk (40%).
Table 4.19    Importance of Risks
	Ranking
	Foreign exchange risks
	Technological risks
	Interest rate

 risks
	Market

 risks
	Credit risks

	Least important
	60
	37.5
	37.5
	42.5
	20

	Most important
	40
	62.5
	62.5
	57.5
	80


Source: Research data

When asked how they managed the various risks, most respondents (60%) said that they used swaps followed by forwards, futures and lastly options.

Table 4.20    Management of Risks
	Ranking
	Futures
	Forwards
	Swaps
	Options

	Least used
	52.5
	45
	40
	72.5

	Most used
	47.5
	55
	60
	27.5


Source: Research data

4.5
Factors Affecting Business Performance

Most of the institutions did not want to reveal their financial performance statistics but were asked what factors they considered as having impacted on financial performance in the last five years (2001 – 2005), they ranked improved credit appraisal as the least considered (82.5%) while saying that the most important factors that impacted on performance was customers not willing to repay (65%).

Table 4.21
Factors that have Affected Organization Financial Performance in Last Five Years (2001 – 2005).

	Ranking
	Improved

 loan

collection methods
	Customers not willing to repay MFI loan
	Charged too high interest rate
	Poor economic conditions
	Improved credit appraisal

	Least considered
	52.5
	35
	40
	55
	82.5

	Most considered
	47.5
	65
	60
	45
	17.5


Source: Research Data

4.6
Strategic Management Factors

4.6.1
Long term strategy
All the respondents (100%) indicated that their institutions have a long term strategy to maintain micro credit activities. This shows favourable attitude towards micro financing and an indication of future growth in these organizations.

4.6.2
Source of funds for credit activities

Table 4.22 Sources of Funds Used for Credit Activities

	Ranking
	No. of respondents
	Percentage

	Internally generated funds
	9
	36%

	Customer savings
	9
	36%

	Donor funds
	7
	28%

	Total
	25
	100%


Source: Research Data

As can be shown from the table above, the respondents indicated that 36% of the funds came from internal sources while 36% said the funds came from customer deposits and another 28% came from donor funds.

CHAPTER FIVE

SUMMARY OF FINDINGS AND CONCLUSIONS, RECOMMENDATIONS, LIMITATIONS OF THE STUDY AND SUGGESTIONS FOR FURTHER RESEARCH

5.1
Summary of Findings and Conclusions

The objective of the study was to determine the credit risk assessment practices adopted by banks in Kenya. To satisfy the objective of the study, primary data was collected, by use of a questionnaire from 25 banks. The primary data was supplemented by information obtained from brochures and direct interviews to clarify answers on the questionnaires. The data was analyzed by use of statistical package for social sciences (SPSS) that is used internationally for statistical analysis.  The results have been presented in form of frequency tables, graphs and percentages.

The research findings reveal that:

All the 25 banks studied (100%) indicated that they were involved in offering credit services.  The analysis further showed that all the banks offer credit to individuals as well as institutions, a clear indication of a better future in terms of entrepreneurial behaviour and thus better living standards for the Kenyan citizens.

The banks studies also indicated that they started offering credit services right from inception, an indication that banks were set up with credit as one of their principal services.

A majority (67.5 %) of the banks studied have a bigger number of 15-25 outlets showing a positive growth of bank outlets. A majority of the respondents indicated the most important reason why credit services were introduced was to assist the people who cannot afford transactions on cash basis (47.5%), to increase profitability of the institution (37.5%), to satisfy a government requirement (15%) and to satisfy a powerful promoter within the organization (5%).

A significant number of 92% (23 out of 25 respondents) have credit assessment policies as a basis for objective credit risk appraisal. A majority (68%) indicated that they involve their institutions to develop credit assessment policies Also a majority of the respondents (67.5%) said they used the credit manual to sensitise their employees about credit risk. A majority (47.5%) of the respondents indicated that they mostly considered overhead costs when setting up credit policies. 
Most institutions (72%) have distinctive separate departments where credit activities are organized. This is an indication of growth in the development of credit institutions in the country.  84% said they work with pre-set targets and that 75% observed that the monitoring of the pre-set targets compares favourably with the other types of services.  68% of the respondents indicated that their credit departments had specific credit officers.

Majority of the respondents indicated that the credit risk assessment is mostly done by the Credit Manager, followed by the credit committee, branch manager, then Managing Director/General Manager and least by the Chairman.

A majority (62.5%) indicated that as early as one late repayment, a loanee was considered a defaulter and thus the collection effort were be intensified. This partly explains why banks command low default rates. On dealing with difficult-to-repay-on-time clients, a majority indicated the preferred method was sale of property to recover the money (67.5%) followed by write-off of the balance (55%) while another 32.5% would consider writing off the interest and allowing defaulters to repay the principal loan only.

Most of the institutions used the 6 C’s criteria and used all the C’s appraising their borrowers in the following order: capacity/completion (65%), contribution (65%), character (62.5%), reasonableness (common sense) of cash flows from business (62.5%), condition (52.5%) and finally, collateral/security (52.5%).

Majority of the institutions ranked credit risk (80%) as most important risk followed by interest rate risk and technological risk (62.5% each), market risk (57.5%) and lastly foreign exchange risk (40%). This finding is consistent with Abedi (2000) who found that liquidity risk and credit risk are the most important risks that banks in the U.S.A. face.

On assessment of the various risks a majority of the banks (60%) said that they used swaps followed by forwards, futures and lastly options.

5.2
Recommendations

Effective credit risk assessment is critical for the success of banks in these days of global competition. It is therefore recommended that:

To fulfill the key objectives of banks mainly to increase profitability of the institution, the credit products will need to be assessed in a more robust manner.
Banks should, in addition, have credit assessment policies as a basis for objective credit risk appraisal. They should involve their employees in developing credit assessment policies to ensure ownership and home-grown credit policies. Banks should use the credit manuals to sensitize their employees about credit risk. 
Banks are encouraged to train in-house credit officers for effective credit risk assessment 
Banks considered a loanee to have defaulted as early as one late repayment and immediately set up steps to intensify collection efforts. While many banks preferred method of dealing with defaulters was sale of property to recover the money, a number wrote off the interest and allowed defaulters to repay the principal loan only. This ensures that you do not lose the principal sum. 
Banks are encouraged to apply the 6 C’s of credit risk appraisal model in their credit risk evaluation as applied in commercial banks. In a study of applying the 6 C’s model on commercial banks, Mutwiri (2003) found that character was the most considered followed by capacity/completion and common sense/reasonableness, collateral and least considered was contribution
Banks should continue to assess and rank credit risk as most important risk in their business.

5.3 
Limitations of the Study

The extent of the study was limited by time to collect all the questionnaires from the respondents, which may have led to different and improved conclusions. Furthermore, time also limited the degree of analysis of the data that could have improved the conclusions reached in the study.  

Financial resources were also limiting factors, in that with more resources a more sophisticated study would have been carried out. Further, 17 questionnaires were not received back, their inclusion of which might have led to different conclusions. 

The study was limited in that it only focused on the banks located in Nairobi thereby introducing an element of geographic bias, however due to nature of information required it was not possible to get data out of Nairobi. Inclusion of the other banks located in various parts of the country could have changed the findings reached.

5.4
Suggestions for Further Research

Banks are slowly expanding their activities and recruiting more clients for their credit products, due partly to more donors’ funds and as a result of building up internal funds. A study on the internal control systems in place at the bank is recommended. 

There is also need to conduct a study the group dynamics in the group lending methodology while it would also be of interest to study whether the borrowers from banks graduate to borrow from formal commercial banks especially now that banks are offering micro credit. 
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APPENDIX A

 INTRODUCTORY LETTER
Dear Respondent,

This questionnaire is designed to gather information on “A SURVEY OF CREDIT CARD RISK ASSESSMENT PRACTICES IN KENYAN BANKS”. The study is being carried out for a management project paper as partial fulfillment of the degree of Master of Business Administration (MBA) of the University of Nairobi.

The information you shall avail will be treated with confidentiality and no instances will your name be mentioned in this research. Also, the information will not be used for any other purpose other than for this academic exercise.

Your assistance in facilitating the same will be highly appreciated. A copy of this research paper will be made available to you upon request.

Thank you in advance.

Yours sincerely,

Zilpah. J. Achieng Oduor



    Josepphat L. Lishenga
MBA Student                                                                  University Supervisor

APPENDIX B

 LIST OF BANKS IN KENYA.

1. African Banking Corporation Limited

2. Bank of Baroda

3. Bank of Baroda

4. Barclays Bank of Kenya Ltd

5. CFC Bank Ltd

6. Charterhouse Bank Ltd

7. Chase Bank Ltd

8. Citibank N.A Kenya

9. City Finance Bank Ltd

10. Co-operative Bank of Kenya Ltd

11. Commercial Bank of Africa Ltd

12. Consolidated Bank of Kenya

13. Credit Bank

14. Development Bank of Kenya

15. Diamond Trust Bank Ltd

16. Dubai Bank Kenya Ltd

17. EABS Bank Ltd

18. Equatorial Commercial Bank Ltd

19. Equity Bank

20. Family Bank Ltd

21. Fidelity Commercial Bank Ltd

22. Fina Bank Ltd

23. Giro Commercial Bank Ltd

24. Guardian Bank Ltd

25. Habib Bank Ltd

26. Imperial Bank Ltd

27. Investment & Mortgages Bank Ltd

28. K-Rep Bank Ltd

29. Kenya Commercial Bank Ltd

30. Middle East Bank (K) Ltd

31. National Bank of Kenya Ltd

32. NIC Bank Ltd

33. Oriental Commercial Bank Ltd

34. Paramount Universal Bank Ltd

35. Prime Bank Ltd

36. Prime Capital & Credit Finance Ltd

37. Savings and Loan (K) Ltd

38. Southern Credit Banking Corporation Ltd

39. Stanbic Bank Kenya Ltd

40. Standard Chartered Bank (K) Ltd

41. Transnational Bank Ltd

42. Victoria Commercial Bank Ltd

APPENDIX C

 QUESTIONAIRE
An assessment of credit card risks in Kenyan banks 

QUESTIONNAIRE

1.
Institutional Information

Please indicate:

a) Name of institution ……………………………………………………………..

b) Location of main office …………………………………………………………

c) When the institution was established ……………………………………………

e)
Position of the respondent: ………………………………………………………

2.
Ownership

a) Please indicate the proportion of ownership by each of the following

· Government


(    )%

· Private



(    )%

· Public


            (    )%

b) Is your organization involved in credit activities?

Yes [   ] 
No [   ]

c) If yes, when was the credit introduced?

· On inception……………………

· Any other (State the year) ………………..

d) Please indicate the number of outlets where credit is offered in your institution ……………………………………………………………

e) Please rank the following in ascending order (i.e. with 1 as the main reason) the reasons why credit services were introduced in your organization.

· To assist non cash carriers



            (   )

· To increase profitability of the institution


(   )

· To satisfy a government requirement


(   )

· To satisfy a powerful promoter within the organization
(   )

· Any other reason. (Specify)



(   )

3.
Assessment of credit Activities

a) Does the institution have specific credit policies?

Yes [   ] 
No [   ]

If yes, please highlight the percentage of involvement of your institution in formulating the credit policies for the credit products? (Use relative percentages)

· The institution


(    )

· Third parties


(    )

· Other, please specify

(    )

b) Does the institution set targets for credit services?

Yes [   ] 
No [   ]

If yes, how does monitoring of these targets compare with monitoring of             target 
of other types of services? 
· Favorably comparable

  



(    )

· There is lower emphasis on targets than the other products.
(    )

· Any other, Specify





(    )

c) Does the credit department have specific credit officers?

Yes [   ] 
No [   ]

d) How are your credit activities organized?  (Tick as appropriate)

· Within a separate department



(   )

· A unit within a department



(   )

· Any other, specify





(   )

g) Which, among the following, factors do you consider in establishing a credit control policy? Please tick appropriately.                                                         
Least considered 
Most considered

1
2
3

4
    5

· Existing credit policy 
(  )
(  )
(  )
(  )
(  )
· Overhead costs 
(  )
(  )
(  )
(  )
(  )
· General trend of credit extended to
your organization 
(  )           (  )          (  )   
(  )
    (  )
· The state of the economy
(  )
(  )
(  )
(  )
(  )
· Any other, specify ……………  (  )
(  )
(  )
(  )
(  )
h)
Tick below the people who formulate your credit policy.
Least formulate
Most formulate


1
2
3
4
5
· Executive management


(  )
(  )
(  )
(  )
(  )
· Employee suggestions


(  )
(  )
(  )
(  )
(  )
· Board of directors



(  )
(  )
(  )
(  )
(  )
· Credit manager



(  )
(  )
(  )
(  )
(  )
· Credit analyst

(  )
(  )
(  )
(  )
(  )
· Credit committee

(  )
(  )
(  )
(  )
(  )
· Any other, specify…………………….
(  )
(  )
(  )
(  )
(  )
i)
How regularly do you review your credit policy?  

· Quarterly 


(  )
· Half yearly 

(  )
· Yearly 


(  )
· Others, specify 

(  )
4.
Credit Risk Assessment process

 (a) i)
 How subjective or objective is your credit appraisal process? 

(   ) Very subjective
               (   ) Very objective

ii) Through what way do you make your employees aware of credit risk?
Method Least used 
Method Most used

1
2
3

4
    5

· Regular meetings.
(  )
(  )
(  )
(  )
(  )
· Regular training
(  )
(  )
(  )
(  )
(  )
· Using supervision on one to one basis(  )
(  )
(  )
(  )
(  )
· Credit manual    
(  )
(  )
(  )
(  )
(  )
· Any other, specify............................   (  )
(  )
(  )
(  )
(  )
b)  Which aspects, among the following, do you consider before availing credit? Tick appropriately 

Least considered 
Most considered

1
2
3

4
    5

i) Character of borrower: 


(  )
   (  )
       (  )  
(  )
 (  )
(Customer willingness to repay, past

 repayment experience, high credit discipline, 

past performance in repayment) 
ii) Capacity/completion: 


(  )
   (  )
       (  )  
(  )
 (  )
(Cash in bank, projected cash earnings, business skills)

iii) Conditions: 



(  )
   (  )
       (  )  
(  )
 (  )
(Poor economic conditions, high credit discipline,

 interest prevailing in the economy)


iv) Collateral /security:      
(  )
(  )
(  )
(  )
(  )
(Assets, capital invested in the business, 

size of security, cash in the bank)
v) Common sense/reasonableness: 
(  )
(  )
(  )
(  )
(  )
(Reasonableness of cash flow; projected cash flow)
vi) Contribution 
(  )
(  )
(  )
(  )
(  )
(Assets, Capital invested in the business and 

willingness to do business correctly)

c)
i) Who are involved in credit risk assessment in your organization?
Least involved 
Most involved

1
2
3

4
    5

· Chairman 
(  )
(  )
(  )
(  )
(  )
· Managing director/General Manager
(  )
(  )
(  )
(  )
(  )
· Branch manager
(  )
(  )
(  )
(  )
(  )
· Credit Manager/Head of credit
(  )
(  )
(  )
(  )
(  )
· Credit committee
(  )
(  )
(  )
(  )
(  )
· Any other, specify.......................
(  )
(  )
(  )
(  )
(  )
ii) Who approves the amount of credit or loan given to a client?  Tick appropriately.
                  Amount scale 

     Approving authority
· Upto 500,000  Managing Director  (  )  Credit Manager  (  )   Branch Manager  (  )
· 500,000-1M    Managing Director  (  )  Credit Manager  (  )   Branch Manager  (  )
· IM -   1.5M     Managing Director  (  )  Credit Manager  (  )   Branch Manager  (  )
· I.5M - 2M       Managing Director  (  )  Credit Manager  (  )   Branch Manager  (  )
· Over 2M         Managing Director  (  )  Credit Manager  (  )  Branch Manager   (  )
d) When does your institution decide that a client has defaulted on loan repayment?

Least



Most 

1
2
3

4
    5

· One late payment
(  )
(  )
(  )
(  )
(  )
· Two late payments
(  )
(  )
(  )
(  )
(  )
· Three late payment
(  )
(  )
(  )
(  )
(  )
· Four late payment
(  )
(  )
(  )
(  )
(  )
· Five late payment
(  )
(  )
(  )
(  )
(  )
· Any other, specify...................
(  )
(  )
(  )
(  )
(  )
e)
 How does the institution deal with ‘difficult-to-repay-on-time’ clients?

Least done
 

 Most done

1
2
3

4
    5

· Use auctioneers to recover the debt
(  )
(  )
(  )
(  )
(  )
· Sale of their properly to recover the 
      money
(  )
(  )
(  )
(  )
(  )
· Leave them alone to decide when to pay(  )
(  )
(  )
(  )
(  )
· Write the debt off and account it as bad 
Debts
(  )
(  )
(  )
(  )
(  )
· Write off interest and allow them to 
         pay the principal
(  )
(  )
(  )
(  )
(  )
· Any other, specify................................
(  )
(  )
(  )
(  )
(  )
f)      How important are the risks listed below to your institution?

Least important 
Most important

1
2
3

4
    5


· Foreign exchange risks
(  )
(  )
(  )
(  )
(  )
· Technology risks
(  )
(  )
(  )
(  )
(  )
· Interest rate risks
(  )
(  )
(  )
(  )
(  )
· Market risks
(  )
(  )
(  )
(  )
(  )
· Liquidity risks
(  )
(  )
(  )
(  )
(  )
· Credit risk
(  )
(  )
(  )
(  )
(  )
· Any other specify
(  )
(  )
(  )
(  )
(  )
g)      Which of the following methods do you use against these risks?

Least used
 

Most used

1
2
3

4
    5

· Futures
(  )
(  )
(  )
(  )
(  )
· Forwards
(  )
(  )
(  )
(  )
(  )
· Swaps
(  )
(  )
(  )
(  )
(  )
· Options
(  )
(  )
(  )
(  )
(  )
· Any other options


(  )
    (  )
        (  )    
(  )
    (  )
5.
Organizational Performance

What factors have impacted on financial performance of your institutions in the last five years (2001 – 2005)?

Least considered 
 Most considered

  1     
 2
3
             4
     5
· Improved loan collection methods  (  )
(  )
(  )
(  )
(  )
· Customer not willing to repay loan (  )
(  )
(  )
(  )
(  )
· Charged too high interest rate 
   (  )
(  )
(  )
(  )
(  )
· Poor economic conditions
   (  )
(  )
(  )
(  )
(  )
· Improved credit appraisal
   (  )
(  )
(  )
(  )
(  )
· Any other, specify
   (  )
(  )
(  )
(  )
(  )
6.
Strategic Management factors

a)  
Does your institution have a long-term strategy to maintain credit activities?  (Please tick where appropriate).

Yes [   ] 
No [   ]

b)
Please indicate the source of funds used for credit activities.  

· Internally generated funds 

· Customer savings 

· Donor funds
……………………………………………………………………………………………

                                          THANK YOU FOR YOUR TIME
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Figure 4.1	The Number of Outlets Where Credit is Offered 
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