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I. INTRODUCTION 

The spectacular world financial crisis like the saving and loans crisis in the 1970s or the Japanese banking crisis 

in the 1990s resulted to an increasing need for banking supervision at the international level. The financial sector 

failures and banking sector weaknesses have called for policy makers to devise a prudent risk management 

mechanism. This brought up the G-10 central banks countries (Belgium, Canada, France, Germany, Italy, Japan, 

Luxembourg, the Netherlands, Spain, Sweden , Switzerland, the united kingdom and the united states) to come 

up with a banking risk management framework of Basel 1 accord of 1988. The Basel one accord stressed much 

on minimal capital adequacy norms to be applied by the banking industry. Such standards aimed at putting all 

banks on an equal footing with respect to capital adequacy so as to promote safety and soundness in banking 

industry while keeping in view the seriousness of credit risk management. The need for financial regulation 

increased thus resulted to initiatives such as Gesetz zur Kontrolle und Transparenz im Unternehmensbereich 

(KonTraG) in Germany,  

 

Sarbanes-Oxley in the United States. These initiatives gave guidelines that focused on the banks mechanism on 

credit risk management policies and procedures that should be put in place by a financial institution board of 

management that covers on the methodology for measurement, monitoring and control of credit risk. Basel I 

committee proposed some standardized approaches, that’s the foundation internal rating based approach and 

advanced internal based approach (Bodha and Verma, 2006). Basel I played a significant role in strengthening the 

financial system for providing capital charge for credit risk only but putting strong and weak borrower at par and 

did not provide for difference between regulatory risk and bank’s actual risk. This weakness led to the evolution 

of Basel II capital accord which considers estimation of minimum capital requirements for credit market and 

operational risk. In Basel II, credit risk has been elaborately defined and risk weights have been scientifically 

determined for strong and weak borrowers. The new Basel II accord consisted three pillars, first the minimum 

capital requirement, Secondly, the supervisory review and thirdly the market discipline in which  this was to be 

fully implemented by member countries bank’s come the year end of 2007 (CBK annual report, 2008). 

 

When banking industry was liberalized in Kenya late 1990’s stiff competition emerged among the banks to control 

the market share and maximize return on equity investments among other factors (CBK Supervision Report, 

2000).according to (Angela, 2010)  lending was done without any proper laid down policies and procedures to 
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gauge on the market dynamics. There was increased market competitiveness for financial services since banks 

lost the biggest and safest customers to capital markets, and so the need for banks and financial institutions to 

identify new and profitable business opportunities and properly measure the associated risk was growing (Roels 

et. al. 1990). Equally, there was need of funds for investments from the low income earners in the market but 

proper screening or lending had to be done cautiously to avoid financial distress in case the borrowed funds are 

not repaid. 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. Whereas bank may extend credit to 

borrowers with the understanding that they will be repaid in full, some borrowers may default thus affecting bank 

performance on income and resulting to provisioning for this loans. The degree of how many customers might 

default is the risk that the bank’s profitability may vary with allocation of more funds for the nonperforming 

assets. Thus managers must evaluate and balance the trade-offs between the opportunity for higher returns and 

the probability of not realizing those returns, and the possibility that the bank might fail (Koch & MacDonald, 

2006).  

 

This has called for the regulator to have banks observe banking policies and procedures especially on lending, and 

internal audit controls on credit risk management to ensure organizational performance. Lapses in credit risk 

management in the banking industry can cause serious financial distress to the organization because of failure of 

borrowers to service their loans in time leading to a full blown financial crisis, however risk can be both an 

opportunity and a threat: opportunity, because most risky businesses are also highly profitable and so the saying 

the greater the risk the higher the returns thus good organizational performance. Therefore the researcher wants 

to find out the effect of credit risk management on organizational performance a case of Equity Bank Limited. 

 

1.1 Theoretical Framework 

The study was based on agency theory. Since banks are managed by professional managers and not the owners, 

the agency theory puts it that proper credit risk management be in place while making decisions and analysis for 

better bank performance in profitability. Credit risk management will be measured with changes in profitability. 

The optimum credit policy will thus be attained at that point where the bank will have stricken a balance between 

liquidity and profitability considerations through quality loans and advances disbursed. The nonperforming loans 

always tie up extra funds through provisions that would have been used to generate more profit, thus policies and 

procedures, lending strategy, and internal credit audit and control needs to be well managed in the banking system 

to enable efficient operations. 

 

1.2 Banks credit policies 

The very first purpose of bank credit strategy is to determine the risk appetite of the bank. Once it is determined 

the bank develops a plan to optimize return while keeping credit risk within predetermined limits. It is essential 

that the bank gives due consideration to its target market while devising credit risk strategy. The credit procedures 

aims to obtain an in-depth understanding of the bank clients, their credentials and their businesses in order to fully 

know their customer. The bank management with the help of the board designs its own credit risk strategy or plan 

that establishes the objectives guiding the bank credit granting activities and adopts necessary policies/procedures 

for conducting such activities. The strategy spells out clearly the organization’s credit appetite and the acceptable 

level of risk-reward trade-off for its activities. (Fergusion, 2001) analyzed the models and judgments related to 

credit risk management that is the judgmental method, credit scoring and credit portfolio and help them in 

designing proper strategic framework for managing changes in their credit risk. 

 

According to (Rajagopal, 1999),  made an attempt to overview the bank’s risk management and suggestion a 

model for pricing the products based on credit risk assessment of the borrowers. He concluded that good risk 

management is good banking, which ultimately leads to profitable survival of the institution in long run. Policies 

to minimize on the negative effects of credit risk have focused on mergers in banks and financial institutions, 

better banking practices but stringent lending, review of laws to be in line with the global standards, well 

capitalized banks which are expected to be profitable, liquid banks that are able to meet the demands of their 

depositors, and maintenance of required cash levels with central bank which means less cash is available for 

lending (CBK annual report, 2004). This has led to reduced interest income for the commercial and other financial 

institutions and by extension reduction in profits (De Young and Roland, 2001).  

 

According to (Simonson et al. 1986), sound credit policy would help improve prudential oversight of asset quality, 

establish a set of minimum standards, and to apply a common language and methodology (assessment of risk, 

pricing, documentation, securities, authorization, and ethics), for measurement and reporting of non-performing 

assets, loan classification and provisioning. The credit policy should set out the bank’s lending philosophy and 

specific procedures and means of monitoring the lending activity. 
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A firm’s credit policy may be lenient (loose) or stringent (tight), a firm that adopts a lenient credit policy will 

grants credit to consumers on liberal basis regardless of whether these are credit worthy or not. This leads to high 

amount of borrowing and high profits, assuming full collections of the debts owed but could also lead to banks 

financial crisis because of bad debts. With the stringent credit policy, credit is restricted to carefully determined 

customers through credit appraisal system. This minimizes costs and losses from bad debts but might reduce 

revenue earning from loans, profitability and cash flow (Bonin and Huang, 2001). (Fisher, 1997) and (Early, 1996)  

observed that the lending policy should be in line with the overall bank strategy and the factors considered in 

designing a lending policy should include; the existing credit policy, industry norms, general economic condition 

and the prevailing economic climate. 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). The argument is that credit should be made 

available according to repayment capability based on current performance. All in all the two credit policies are 

extremes; the bank should strike a balance between stringent and lenient credit policies so as to aim at achieving 

optimum credit policy. (Garciya-Marco and Robels-Fernendz, 2007) found that profit maximizing policies will 

be accompanied by higher level of risk management strategies. 

 

1.3 Research gap 
In this study the researcher tried to find out how Equity Bank Limited has managed credit risk on its customers at 

the bottom of the pyramid economically and socially. Small scale borrowers in the developing nations have shown 

a great potential of credit market that managers have to come up with the right credit policies to manage this 

market. Credit risk management approach of transaction based where most foreign owned banks initially adopted 

may not be of much help in the modern dynamic society and so relationship based lending strategy is what banks 

need to adopt to survive in the current market. Therefore considering organizational performance in this market 

needs an effective credit risk management framework within the banking environment.  

 

II. METHODOLOGY 

The study used case study design as a research design. According to (Mugenda and Mugenda, 1999) the researcher 

observes (non-participatory) the characteristics of an individual unit in which intensive analysis of the multifarious 

phenomena that constitute the life cycle of the unit. According to (Singleton et al. 1988) research design is the 

arrangement of condition for collection and analysis of data in a manner that aims to combine relevance to the 

research with the current economy. The study employed descriptive survey for both qualitative and quantitative 

methods because of present orientation of the study to obtain information that describes the existing phenomena 

by asking individuals questions about their behavior and value. Descriptive survey was appropriate for this study 

because it was a fact finding with an intention of establishing the truth. (Neuman, 2000). The study seeks to gather 

information about on effects of credit risk management on organizational performance a case of Equity Bank 

Limited. The target population in this study was Equity bank credit department staff which includes managers and 

credit officers whom the researcher believes they have knowledge and information concerning the study being 

covered. The total population of 610 individuals constituting 544 credit officers and 66 credit managers makes 

the target population in this research project. To obtain a sample size there are factors to be put into consideration 

such as: type of research design, method of data analysis and the size of accessible population. In determining the 

absolute sample size for the study, the researcher adopted the tables that statisticians have developed to assist in 

determining the sample size and degree of confidence that the finding reflects the whole population. The tables 

provide the researchers with the sample size when the target population number is known. Therefore, using the 

table recommended by (Krejcie and Morgan, 1970) and quoted by (Kathuri and Pals, 1993), a sample size of 60 

study units at 95% confidence level was selected for the study. The researcher adopted a simple random sampling 

to select staff who took part in answering the questionnaire. Simple random refers to assigning numbers to every 

member of accessible population, placing the number on the container and picking any number at random. The 

numbers were placed in a container and then randomly picked to select those to take part in answering the 

questionnaires, a total of sixty officers were selected in this study. The researcher settled for this sample of 10% 

because of recommendation given by (Gay, 1976) and (Kerlinger, 2004), the two recommended that for 

descriptive survey research a minimum of 10% is adequate.  

 

III.   RESULTS AND DISCUSSION 

4.1 The effect of bank policies on provisions of bad debts/ nonperforming assets  

Table 3.1 indicates how policies effects the level bank provisions on bad debts and the nonperforming loans as 

the staff strongly believed at (90%) that tight policies contribute a lot to how Equity Bank manages it credit right 

from default, loan recovery to writing off the loans through the loan classification system. 
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Table 3.1 The effect of bank policies on provisions of bad debts/ nonperforming assets 

Rate of policy effect                               Frequency Percentage(%) 

High 54 90 

Moderate 6 10 

Low 0 0 

Total 60 100 

 

The bank undertakes proper loan underwriting system to ensure they advance loan to clients who are capable to 

repay their loans in time. The bank has adopted clear policies on loan documentation, securitization, pricing, 

authorization and ethics when administering credit. 

Table 3.2 The effect of bank policies on provisions of bad debts/ nonperforming assets 

Rate of policy effect Frequency Percent 

High 54 90 

Moderate  6 10 

Low 0 0 

Total  60 100 

Table 3.2 indicates how policies effects the level bank provisions on bad debts and the nonperforming loans as 

the staff strongly believed at (90%) that tight policies contribute a lot to how Equity Bank manages it credit right 

from default, loan recovery to writing off the loans through the loan classification system. The bank undertakes 

proper loan underwriting system to ensure they advance loan to clients who are capable to repay their loans in 

time. The bank has adopted clear policies on loan documentation, securitization, pricing, authorization and ethics 

when administering credit. 

Table 3.3 Rating credit risk management procedures 
Rate of policy effect Identification Measurement Monitoring Control Av. Percent 

High 45 40 50 47 75.83 
Moderate  10 13 8 12 17.91 

Low 5 7 2 1 6.25 

Total  60 60 60 60 100 

Table 3.3 shows how the staff strongly believed on how the bank policies affect the level of process and procedures 

of identifying, measuring, monitoring and controlling credit risk.  The respondents indicated that bank was keen 

on managing credit through set process and procedures’ which is averagely at (75.83%). This implies that the 

bank procedures act as guide lines to control credit risk portfolio management while meeting the regulators 

minimum standards and also international standards on financial regulations. 

Table 3.4 Internal audit control measures rating on bank profitability index 
Scale (1-5) Profitability 

(frequency) 

Percent 

Do not agree 0 0 

Do not know 3 5 

Partially agreed 5 8.33 
Agreed 5 8.33 

Strongly agreed 47 78.33 

Total  60 100 

   

Table 3.4 shows how the respondents rated the effect of internal audit control on a scale of 1-5 where they 

indicated (78%) on a scale of 5 out of 5. This implies that the respondents strongly believed that through the check 

and balances credit risk management can be minimized. Therefore this prompts the bank official to follow a given 

process, policies and procedure when executing credit transactions in the bank. This would also mean that to a 

greater extend it effects the bank profitability. 

IV. CONCLUSIONS 

The data from the field revealed that, majority of the respondents agreed that the bank widely used credit policies 

to manage loan portfolio in the bank. The respondents cited other reasons that causes  loan defaults the at times 

leads to huge loses to the  bank as volatile interest rates, poor assessment on loan appraisals, poor lending practices, 

poor portfolio risk management risk management, changes in economic circumstances among others factors. The 

finding clearly shows there is a relationship on banks credit policies and organizational performance the case of 

Equity Bank ltd. 
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