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| ABSTRACT 

The researcher investigated the effect of credit risk management practices on the financial performance of rural banks. The 

researcher examined the suitable credit risk environment, credit giving procedures, credit administration, monitoring, and 

control, and evaluated the substantial influence of these practices on the banks' financial performance. Further, the researcher 

drew conclusions based on the study findings to which rural Banks has a comprehensive written credit risk management policy 

in place, and the board of directors is responsible for its execution. To ensure financial stability, credit risk management should 

be central to a bank's activities. Credit risk management refers to the systems, processes, and controls that a corporation has in 

place to ensure efficient consumer payment collection and reduce the risk of nonpayment. To attain the goal of wealth 

maximization, banks must properly manage their assets, liabilities, and capital. Credit policy should include the bank's lending 

philosophy, particular procedures, and methods for monitoring lending activities. The study found that credit risk management 

practices had no meaningful impact on rural bank financial performance. 
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1. Introduction 

Different countries have issues with bank failure (Lall, 2014). A probability or threat of damage, injury, liability, loss, or any other 

negative occurrence caused by external or internal vulnerabilities that can be avoided through preemptive action is defined as risk 

(Bizuayehu, 2015). Creditrisks are thought to have far-reaching implications in addition to affecting loan financial performance 

(Kibor, 2015). Likewise, credit risk reigns supreme over all others (Asfaw & Veni, 2015). One of the most important risks that banks 

face is credit risk. Non-performance by a borrower is what causes credit risk. It can be caused by either an inability or a refusal to 

perform according to the pre-contractual agreement (Bizuayehu, 2015). Credit risk will always be a concern for banks. 

 

Banking involves dealing with risk. Banks are central players in the financial system between borrowers and depositors. The banks' 

primary role is to make money by providing credit. One of the greatest challenges in this industry is their credit risk. The overall 

financial health of a bank can be gauged by examining the credit quality of the institution, according to a study by Boahene, et al 

(2012). Poor credit quality or loan quality leads to bank failures, as poor credit quality or loan quality is the main source of income 

for a bank. The Basel Committee on Banking Supervision (2000) found that banks face serious challenges because of the lack of 

stricter lending standards for borrowers and their creditors, as well as inadequate loan portfolio risk management. 

 

The Chinese Banking system is comprised of commercial banks, universal banks, thrift banks, rural banks, and cooperative banks. 

The small towns and rural areas of China are reliant on rural banking. Credit risk management should be at the heart of bank 
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operations in order to maintain financial stability. The definition of credit risk management based on Investopedia refers to the 

system process and controls that a company has in place to ensure the efficient collection of customer payments and the risk of 

non-payment. 

 

Financial statements are the result of a model of the firm created by management, accountants, and tax authorities. Various 

companies used different models, which means they handle similar events differently. This is possible because generally accepted 

accounting principles (GAAP) allow for some flexibility in how events are recorded. Shortcut procedures are commonly used in 

practice. Many analysts are focused on reported accounting figures, which may or may not accurately describe true economic 

values. Simple measures are also frequently used to assess complex relationships. Some analysts, for example, use the ratio to 

estimate the likelihood that short-term creditors will be paid in full and on time (Oludhe, 2011). 

 

Risk management is a systematic approach to identifying, analyzing, assessing, rating, monitoring, controlling, and communicating 

risks associated with any bank's activity, function, or process in order to prevent them from becoming chevaliers or reduce losses 

while increasing opportunities. It should methodically address all risks associated with the organization's past, present, and, in 

particular, future activities (Stavroula, 2009). Credit risk is assessed by examining commercial bank financial performance in an 

attempt to mitigate the effects of credit defaults. Commercial banks' financial health is dependent on their ability to manage credit 

risk effectively. Commercial banks may be particularly interested in awareness of the importance of identifying, measuring, 

monitoring, and controlling credit risk, as well as ensuring that they have adequate capital to cover these risks. (Bhattarai, 2016). 

 

Internal weaknesses in financial institutions, such as management inefficiency, can also cause credit risk in banks. A lack of 

management affects liquidity, resulting in an increase in nonperforming loans (Mwaurah, 2013). Furthermore, the non-performing 

loan (NPL) on a financial institution's balance sheet represents the ratio of total non- performing loans to total gross loans. The 

credit risk performance of banks is influenced by a variety of internal and external factors. 

 

Internal factors are bank-specific determinants, while external factors are determinants related to the economy (Naceur and Omran, 

2011), as cited in (Mwaurah, 2013). Proper credit management is a precondition for any financial institution's stability and continued 

profitability, despite the fact that deteriorating credit quality is the most common cause of poor financial performance (Gatuhu, 

2013). 

 

According to Olawale Luqman (2015), loans and advances, as well as non- performing loans, are important factors in determining 

a bank's asset quality. Improper credit risk management lowers bank profits, lowers asset quality, and increases loan losses and 

non-performing loans, all of which can lead to financial distress. 

 

On the website of the Bank International Settlements report, the primary objective of financial institutions is to gather deposits 

and extend loans to the public, business, and governments to fund spending in all three areas—consumer, investment, and capital 

expenditure. This sustains economic growth. Unfavorable economic conditions and related factors may result in customers failing 

to repay principal and/or interest on a loan facility, causing a credit risk for the lender. Loan loss provision estimates are a credit 

risk management tool used by banks to mitigate expected losses on bank loan portfolios. 

 

Credit risk remains the leading cause of major banking problems, according to the Principles for the Management of Credit Risk. 

Poor portfolio risk management, insufficient attention to changes in economic or other circumstances, and lax credit standards for 

borrowers and counterparties are other major causes. 

 

Also, due to the fact that the amount of loans banks has on their balance sheets raises the risk of loan default from deteriorating 

economic conditions, which therefore makes borrowers unable to repay, banks must maintain an abundance of Loan Loss 

Provisionings in order to prepare for possible loan losses (Laeven & Majnoni, 2003). 

 

The findings of GDS Link Inc. (2015) indicate that implementing a credit risk management strategy can benefit lenders and provide 

borrowers with loans they can manage, resulting in a heightened level of financial security. Before devising a risk assessment 

solution, it is critical to comprehend the credit risk management process, best practices, and techniques. 

 

In the research paper of Erika Spuchľáková, et al (2015), Credit risk is the potential that a borrower or counterparty may default in 

accordance with terms established in a contract. Credit risk management is all about getting the best risk- adjusted return for a 

bank. In order to properly deal with the credit risk within the entire portfolio, as well as that within individual credits or transactions, 

banks must oversee the entire portfolio as well as individual credits or transactions. A primary consideration for banks when making 

credit decisions should be the interrelationship between credit risk and other risks. It is a critical component of a comprehensive 

risk management strategy and critical to a financial institution's long-term success. Borrower  must demonstrate their ability to 



JBMS 6(4): 213-238 

 

Page | 215  

repay future loan installments in order to obtain a loan. Most lenders will want to see the borrower's borrowing and payment 

history, as well as their current financial situation and income. 

 

In paper of (Richard E. et. al 2008) , it was referred to as a borrower's creditworthiness. It examines the borrower's past and current 

debt behavior to determine the likelihood of future repayment. Additionally, lenders will consider not only the personal information 

that a borrower provides but also the amount of money being requested and the duration of the agreement. When considered 

together, these factors form a clear picture of the borrower, making it easier for lenders to assess the risk level of a loan. In the 

past, credit risk management has been done in a way that doesn't consider other important factors. 

 

Credit risk is the chance of losing money because a borrower fails to repay a loan or follow contractual obligations. The primary 

risk in lending is that the lender will not be able to receive the interest and principal that have been owed. This situation will impair 

cash flows and increase costs for collection. Possible cover for credit risk may be obtained by using excess cash flows. With 

increased credit risk, the lender can help reduce that risk by raising the coupon rate, which increases cash flows. 

 

With respect to managing credit risk, one cannot forecast exactly who will go into default, but doing so can lessen the severity of 

the impact of that decision. When a lender or investor assumes credit risk, interest payments to the borrower or issuer are 

compensation for that risk. The Risk Management Association says that understanding the borrower is the first step to mitigating 

the likelihood of default. A typical strategy is to perform a credit analysis by analyzing the "Five Cs of Credit" in order to obtain a 

credit risk profile. Based on past payment history and current finances, it is assumed that borrowers will likely perform in the future. 

 

While a permanent or temporary closure of the company is a risk, it is also possible that fraudulent actions by the human resources 

department or the resignation of an employee could put the company at risk. When it comes to protecting against corporate risk, 

having proper credit accreditation in place is a good start. Credit checks should always be conducted using the Credit Management 

Association of the Philippines (CMAP) and/or Negative File Information System (NFIS). 

 

One factor used in credit risk management is the borrower's background. Non- financial risks should also be inspected thoroughly, 

according to the Risk Management Association. It is important for lenders to examine their own financial capabilities to help them 

understand the risk of lending. It is in the best interest of lenders to compensate themselves for the risk while also making sure to 

have reliable systems in place to keep track of the loan. 

 

Additionally, the final credit risk best practice is to continuously manage your risk. Examining risk based on a single or a few factors 

(such as credit history and income)  does not consider whether the lender can be trusted to meet the terms of a loan in the event 

of a default or the current state of the economy, which could negatively affect the borrower's ability to pay. 

 

In general, the entire practice of credit risk management has not developed a robust feedback mechanism when it comes to 

financial success, as a result of the inimpactive procedures for loan appraisal in the financing institutions could lead to the financing 

of bad projects and consequent defaults. Quality of loan officers, their ability and knowledge in the field, and their capacity to 

judge borrowers as also the incentive packages available to them affect repayment performance. Fixing inappropriate repayment 

schedules and lack of flexibility often result in defaults. Similarly, when the procedure for repayment is cumbersome borrowers 

tend to delay repayments. 

 

In this research, we helped secure a new set of policies that were flexible to meet potential loan clients and thereby put a good 

administrative setup that may improve credit lending and administration. These could be guided as practices by the rural banks. 

These would also be in compliance with the policy of the regulating body, all banks formulate their own credit policies and 

procedures which assist to provide different types of credit within each credit policy to their loan customers. Therefore, knowing 

the outlook of loan clients for each bank was very important in reshaping its credit policy and procedures. 

 

2. Review of Related Studies 

2.1 The Monetary 

The Basel Committee on Banking Supervision (BCBS) (1999) published document entitled “Credit risk management principles”. It 

encompasses four major activities of managing Credit risk: (1) Establishing an appropriate Credit risk environment; (2) Operating 

under sound Credit granting process; (3) maintain appropriate Credit administration, measurement, and monitoring process; and 

(4) adequate Control overall Credit risk. 

Risk is an inherent part of a bank's business. impactive risk management is critical to any bank for achieving financial soundness. 

In view of this matter, aligning risk management to a bank’s organizational structure and business strategy has become integral in 

the banking business. Credit risk is the bank's risk of loss arising from a borrower who does not make payments as promised, such 

an event is called default. Another term for credit risk is default risk. The risk of loss of principal or loss of a financial reward 
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stemming from a borrower's failure to repay a loan or otherwise to meet a contractual obligation is termed as credit risk. Credit 

risk arises whenever a borrower is expecting to use future cash flows to pay a current debt. According to Choppari, et al 2016) that 

banks are by way of interest payments from the borrower or issuer of a debt obligation. 

 

2.2 Credit Risk Management Practices 

According to Lando (2009), the credit risk model originated from the development of option-pricing techniques and their 

application in the analysis of corporate liabilities while Melton (1974) developed the credit risk theory. The credit risk theory was 

referred to as the event that causes default and thus serves as the foundation for efforts to measure and control credit risk 

exposure. According to the theory, default is an embedded put option offered to the borrower when the borrower's option to 

default is economically attractive. 

 

Woolcock (2000) proposed that credit or loan markets are heavily impactd by lending institutions' strategies for screening 

prospective borrowers and addressing opportunistic behavior that may be encouraged by the nature of loan contracts. Lenders 

would therefore raise credit pricing to a point where they expect income to exceed the maximum. According to Mattius (2009), 

increasing the cost of a loan raises the lender's expected return but increases the likelihood that the borrower will default. This 

theory has an impact on the development of credit guidelines, that outline the extent of credit allocation as well as the manner in 

which credit portfolios are managed. 

 

The part of the comprehensive management and also the part of the control system that relates to credit risk management was 

found by Spuchlakova, et al (2015). It is common for all industries to be associated with credit risk, so this can be considered one 

of the major risks. Most banks handle risk management strategy that incorporates risk identification, monitoring, and measurement 

into their risk management processes. The credit risk management objective is to ensure that business operations and the 

continuity of the business are efficient and consistent. Regulatory credit risk measures are quantified and monitored by utilizing 

credit risk management software, which is robust and flexible. Credit risk is the potential that a borrower or counterparty may 

default in accordance with terms established in a contract. Credit risk management is about increasing a bank's risk- adjusted 

return, with risks controlled so that the bank can receive an acceptable return. In order to properly deal with the credit risk within 

the entire portfolio, as well as that within individual credits or transactions, banks must oversee the entire portfolio as well as 

individual credits or transactions. A primary consideration for banks when making credit decisions should be the interrelationship 

between credit risk and other risks. impactive credit risk management is an important component of a risk management strategy 

and crucial to the health of any financial institution. 

 

Although weak credit risk management practices and poor credit quality have persisted, the major cause of banking failures and 

banking crises is weak credit risk management practices  and  poor  credit quality. Financial institutions' policies will be evaluated 

to see if they are following the bank's standards. Credit risk is defined as the risk that a borrower or counterparty will fail to meet 

their financial or other obligations to a credit institution. Credit risk management is used to maintain acceptable levels of credit 

risk exposure. 

 

All lenders have to be concerned with managing the credit risk of borrowers and carrying out a quantitative assessment and 

analysis of the credit risk and rating of borrowers. 

 

To ensure the impactive credit risk management in banks, lot of terms and conditions are needed to be established for the clients 

of banks who take out loans to attract potential borrowers while also ensuring repayment. While doing so would be appropriate, 

there are strong arguments against developing a separate set of terms and conditions for every borrower. The correct strategy 

would be to place current and potential bank clients into separate groups based on their similarities and differences. 

 

Richard E., et al (2008) conducted research on the credit risk management system of Tanzanian commercial banks and discovered 

that a checklist with the help of the 5Cs (Character, Capacity, Condition, Credit history, and Collaterals) was used to assess the 

credit worthiness of borrowers. According to different researchers, due to poor record- keeping and a lack of an impactive database 

system in various sectors throughout the country, the quantitative credit scoring model was also not used. The researchers also 

mentioned the difficulty of using modern credit risk management models in developing countries due to a lack of information and 

other financial infrastructure. 

 

2.3 Establishing an Appropriate Credit Risk Environment 

In the journal article of the Bank for International Settlements on Credit Risk Management, the financial institution should have a 

clearly defined credit risk strategy and credit risk policies that adequately cover the risk. For this reason, the strategy and policies 

should take into consideration the level of risk the institution is willing to accept and the profits it anticipates to achieve by incurring 

various credit risks. In addition, it should define, measure, monitor, and control credit risk at both the individual and portfolio levels 
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in all the institution’s activities. All employees who perform activities where the borrower or counterparty credit risk exists should 

have their strategy and policies outlined in writing. Policies and procedures must be implemented to hold employees accountable. 

Credit risk strategy and policies development and implementation rest on the shoulders of management. The board of directors 

is accountable for accepting and reviewing documents on a regular basis. To maintain capital adequacy, the board must take steps 

to make sure that the organization's capital level is adequate for the risks it is facing at all times. Additionally, it is important that 

senior management is sufficiently prepared to perform credit activities, and that such activities are performed in accordance with 

risk strategy, policies, and tolerances established by the board. Also, the board should authorize the bank to design its credit 

granting and management functions with an independent audit of the credit granting and management processes and the entire 

portfolio. 

 

The Board has a duty to exercise adequate oversight of a comprehensive and impactive credit risk management system appropriate 

for the scale and complexity of Rural Banks and other financial institutions. The board shall ensure that the system delivers sufficient 

policies, procedures, and processes to identify, measure, monitor, and control all credit risks, both at the individual and portfolio 

levels, consistently and continuously. Furthermore, periodic independent assessments of the system are to be completed, with the 

results presented to a board-level committee for action. 

 

In order to ensure that the credit risk-taking activities of a bank are in alignment with the credit risk strategy established by the 

board of directors, senior management must assume responsibility. The bank will be required to undertake the development and 

implementation of credit policies and procedures, as well as to ensure proper channels of communication in order to implement 

these policies. 

 

According to the website of Central Bank van Aruba, to create an appropriate credit risk environment, the institution must have a 

clear credit risk strategy and sufficient credit risk policies in place. The strategy and policies should reflect the institution's risk 

tolerance and the level of profitability that it expects to achieve by taking various credit risks. 

 

2.4 Sound Credit granting process 

In financial institutions, sound lending procedures entail identifying high-risk loan applicants, modifying lending conditions such 

as security requirements, and monitoring repayments. Institution-specific criteria for the approval of new credits, as well as the 

amendment, renewal, and re-financing of existing credits, should be established and applied consistently. The credit approval 

process must be established in conjunction with the credit risk management structure and detailed in the approved written credit 

policy. Although several critical aspects of this process exist, including the need for account officers to thoroughly analyze the true 

risk profile of the borrower, several things are required in order to perform the assessment. Credit approvals should take into 

consideration the five Cs (Character, Collateral, Capacity, Condition, and Capital). Additionally, these factors should also be included 

and taken into consideration: the purpose of the credit and the source of payment; current risk profile of borrower and collateral, 

and how sensitive it is to changes in the economy and the markets; the current ability to repay and the borrower's repayment 

history, both with respect to past financial trends and projections of future cash flow, are factored into the analysis; to obtain 

commercial credits, the borrower's business expertise and the position of the borrower's sector in the economy, as well as the 

sector's overall market standing, must be considered; the credit agreement's proposed terms and conditions, as well as the various 

obligations designed to limit the risk profile of the borrower, will be included, and where applicable, the collateral or guarantee 

scheme's ability to support various credit scenarios will be described; the borrower's integrity and reputation as well as their ability 

to assume liability must be kept intact when extending credit; establishing a Credit Committee to ensure lending policies are 

adequate and followed; establishing overall credit limits for individual and related party transactions should be taken into 

consideration; determining an acceptable exposure limit for an industry, a geographic region, or a product; all forms of credit 

should be provided at arm’s length, especially loans and credit to other corporations and individuals; and should have an adequate 

documentation, because collateral and guarantees can help to mitigate credit risks, the institution must keep in mind that when 

making credits available, the ability of the borrower to repay is far more important than the value of collateral or guarantees. It is 

necessary for the institution to develop policies covering various forms of collateral and ongoing valuation procedures. It is 

imperative that the credit risk officers have a comprehensive understanding of risk assessment, risk approval, and risk management. 

Accountability and authority for decisions should be established in the credit granting approval process, and the final authority to 

approve credit terms or changes should be designated. 

 

2.5 Credit Administration, Measurement and Monitoring process 

Banks, according to the Corporate Finance Institute, earn money by charging interest on loans and paying interest on customer 

deposits. The main function of credit checking, and credit selection is performed by the bank's credit department, and this 

department is tasked with making sure that the borrower is competent in financial matters, as well as capable of repaying the 

money and interest. Creditor administrators are tasked with performing credit-related functions and providing electronic solutions 
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for credit transactions. They must work hand-in-hand with other departments to achieve all credit objectives within a defined time 

frame. 

 

Credit risk management activities include ongoing active monitoring and management of credit risk. Credit risk units, dedicated 

rating analysis teams, and portfolio management functions work closely with the business to perform monitoring tasks. Credit risk 

monitoring can be broken down into two distinct levels, Credit institutions must establish a system for managing their various 

credit loan portfolios on an ongoing basis. Back-office credit administration means supporting and controlling the maintenance 

and extension of credit. Credit administration functions, such as credit documentation, shall be ensured by banks. Procedures are 

implemented to ensure that all relevant documentation is complete and up to date in accordance with company policy, with a file 

documentation system. Distribution, approval, and full documentation must be obtained before disbursement, the schedule date 

and collection of payments. In order to meet bookkeeping requirements, all payments must be properly recorded. Late payments 

shall be tracked and collected so that they can be pursued. The efficient maintenance of a credit file borrowers shall have accurate 

and up to date credit files that are crucial in determining the financial status. The documents relating to loans and collateral must 

be stored in a secured area jointly held by lenders and borrowers. To help ensure that the bank maintains proper control of risk, it 

is expected that banks implement sound and appropriate risk measurement methods. These methods will serve as a framework to 

monitor and control the quality of the credit portfolio as well as the total loan portfolio. In order to help the board and senior 

management differentiate risks across the individual credits and groups, and to facilitate informed decision making, banks should 

utilize an internal risk rating system that rates risk for the specific nature, size, and complexity of the Banks' activities. 

 

2.6 Appropriate Credit Control Process 

Based on a research paper co-authored by Sekyi and Gené (2016), to ensure that senior management sets up and maintains an 

adequate and impactive internal control system and processes, the Basel Committee on Banking Supervision (2010) defined 

internal controls as being "solely responsible for establishing and maintaining an adequate and impactive internal control system 

and processes", to the maximum extent possible, design the systems and processes to deliver assurance in  two broad areas: 

reporting (financial and operational) and compliance with laws, regulations, and company policies. After a lengthy study on the 

principles of internal controls (Lakis & Giriunas, 2012) established internal controls as the part of an enterprise management system 

that ensures the achievement of business goals, the profitable commercial performance of the enterprise, and control of work 

risks. As stated by the  Basel Committee on Banking Supervision, impactive risk management   is at the  heart of their definition. 

To provide reasonable assurance of the  fulfillment   of the organizational objectives for credible financial reporting, efficiency, and 

efficacy of operations, the International Auditing Standards state that internal control must be drafted procedures implemented 

by people in governance, management, and other positions of authority to grant reasonable assurance that those objectives are 

being met (Briciu, Dănescu, Dănescu, & Prozan, 2014). The definition is limited to control of the individuals in the organization at 

the micro-level of viewing the organization. An integral managerial tool that serves as a method of watching, guarding, complying, 

and being transparent in all of  the  organization's  daily  activities at all levels toward achieving the long-term goals of the 

organization. 

 

Internal controls minimize revenue loss, wasteful resource usage, and  lost profit (Abbas & Iqbal, 2012). It is designed to control 

the transfer of information, foster practices of openness, and protect shareholders from those in power (Salhi & Boujelbene, 2012). 

To earn significant amounts of reputational capital, sound, and impactive internal controls are an important source of investor 

confidence. Banks without strong internal controls are more likely to fail in the near future, according to (Jin, Kanagoretnam, Lobo, 

& Mathieu, 2013). This reverses the well-known concept of the “going concern,” which pertains to both banks and other 

organizations. Depositors, investors, and the externalities on other banks suffer a greater blow when banks fail. 

 

In terms of the efficiency and impactiveness of activities, the reliability of the information, and compliance with laws and 

regulations, the impactiveness of internal controls has been studied along these dimensions (Jokipii, 2006). An internal control 

system's impactiveness means that it can reach its objectives. It can't be said to be impactive if internal controls are unable to 

ensure operational efficiencies,  and  instead, both internal and external stakeholders are made aware of and comply with 

regulatory demands. The Basel Committee on Banking Supervision established internal control systems to make sure the financial 

system remains stable and sound. The numerous bank failures in the past, as well as the more recent global financial crisis, provide 

support for the conclusion that credit is  a  significant  contributing factor to bank failures (Doerig, 2003). Internal controls seek to 

minimize the human element of the credit-granting process. A significant incentive for  optimal  risk- benefit behavior is pursued 

via asset-liability transformation, but bank managers owe their owners a duty of care (fiduciary relationship). With regard to moral 

hazards and adverse selection, it is important for management to perform an additional level of scrutiny when performing the 

function of asset creation. The authors, Ellul and Yerramilli (2013), found that institutions with well-implemented  internal  risk  

controls were able to endure financial crises and refute the claims of some experts in finance that the crisis affected all institutions 

differently. Creating very risky assets (credit facilities) with expectations of a higher return is not  uncommon  in  the  banking 
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industry. While credit risk is affected by numerous factors, it is feasible to avoid many of the problems if there are well-constructed 

and religiously adhered to internal controls within the banks. 

 

2.7 Financial Performance 

Performance can be defined as the reflection of how a company's (Bank's) resources are used in a way that allows it to achieve its 

goals. Financial performance is the use of financial indicators to assess the extent to which objectives are met. 

Contribution to the availability of financial resources and assistance from the Bank with investment opportunities (Heremans, 2007). 

 

A company's financial performance is a measure of how much money it makes or loses over a given time period. Several measures 

have been used to assess banks' financial performance. Return on Equity (ROE), Return on Asset (ROA), and Net Interest Margin 

(NIM) are examples of these metrics (Murthy & Sree, 2003; Alexandru et al., 2008). 

 

A bank's profitability is the most important indicator of its performance. Return on Assets is concerned with a bank's ability to 

profit from its operations through active capabilities. The greater the value of non-performing loans or bad loans, the greater the 

impact on a bank's profits/profits due to poor credit quality (Selling & Stickney, 1989; Burton, Lauridsen, & Obel, 2002). Return on 

Assets is a fundamental metric for determining a company's profitability (Yanikkaya, Gumus, & Pabuccu, 2018; Qayyum & Noreen, 

2019; Muhammad, Rehman, & Waqas, 2016). 

 

The ratio of Return on Assets is the most frequently highlighted element in the results of financial statement analysis because it 

shows a company's success in generating profits (Nguyen & Nguyen, 2020). Return on Assets can measure a bank's ability to 

generate profits, which can then be used to forecast future profit levels for the company's survival (Erasmus, 2010; Arquisola, Shella, 

& Hutabarat, 2018). The net income divided by the total assets ratio calculates the return on total assets after interest and taxes 

are deducted (McGowan & Stambaugh, 2012). Return on Assets assesses a company's overall efficiency in generating profits from 

its assets. Return on Assets can also be defined as the ability to obtain benefits or advantages from invested capital. 

 

Banks or financial institutions do collect and distribute funds from and for people (Siklos, 2008). Because profitability is an 

important indicator of bank performance, the bank must establish a management system on various aspects and parties involved 

in order to maximize healthy credit conditions and maintain well-coordinated credit conditions. In general, the Capital Adequacy 

Ratio is defined as the ratio of capital adequacy to compensate for the risk of loss faced by banks (Allahrakha, Cetina, & Munyan, 

2018). The Capital Adequacy Ratio is a ratio that shows all bank assets that contain risks that are financed with capital, in addition 

to funds from sources other than banks, such as public funds, loans, and others. Capital is an important factor in the development 

of a bank's business and its ability to bear losses (Allahrakha et al., 2018; Akinci & Olmstead-Rumsey, 2018). 

 

According to Lukman (2014), there is a significant relationship between bank performance (profitability) and credit risk 

management (in terms of loan performance). Loans and advances, as well as non-performing loans, are important factors in 

determining a bank's asset quality. Some of the recommendations made in this study are: the management should be cautious in 

establishing a credit policy that will not have a negative impact on profitability; and the management should also understand how 

credit policy affects the operation of their banks in order to ensure judicious utilization of deposits and profit maximization. 

Improper credit risk management reduces bank profitability, lowers asset quality, and increases loan losses and non-performing 

loans, all of which can lead to financial distress. 

 

The study of Mendoza and Rivera (2017) showed that credit risk has a negative and statistically significant relationship with 

profitability. But this result was contrary to Aruwa and Musa (2012) who found that the rate of capital to total weighted risk assets 

has a positive impact while interest rate risk affects negatively the banks’ financial performance. While Kurawa and Garba (2014) 

presented in their findings that credit risk management as measured by capital adequacy variable has a significant positive impact 

on the financial performance, with consistency results of Ogboi and Unuafe (2013) that revealed that impactive credit risk 

management has a positive impact on bank’s financial performance. 

 

2.8 Significance of the Study  

Rural Commercial Bank Administrators. The research will provide the foundation for the regulatory policy framework to mitigate 

the financial system's exposure to credit risk for regulators and policymakers. 

 

Investors. this study will help them understand the factors that influence the returns on their investments. 

 

Rural Commercial Banks. This study will provide insight into the credit risk attributes that may need to be incorporated into their 

investment decision processes. The study will broaden not only the researchers' understanding of risk management, but also the 

public's exposure to the banking industry. 



Credit Risk Management Practices and Financial Performance of Selected Rural Commercial Banks in China 

Page | 220  

Future Researchers. These findings will be used as reference material by future researchers interested in conducting additional 

research. 

 

2.9 Theoretical Framework  

The lesson of the 2007-2008 financial crisis has reminded regulators of the existence of moral hazard and forbearance in bank 

regulation (Feess & Hege, 2012, p.1043). Many banks failed during the crisis, while many others, including some of the world's 

largest, were only able to survive because of the substantive government "bailout" (Feess & Hege, 2012, p.1043). 

 

Prior to the Basle Accord, large banks in major countries appeared to have insufficient capital in relation to the risks they were 

taking, particularly given the aggressive competition for market share in the international market (Federal Reserve Release, 2002). 

According to the Basel Regulations, the evolution has demonstrated the importance of credit risk management in the operations 

of banks. 

 

The Basle Accord was founded on a credit risk measurement in most banks that specialize in commercial lending and related 

activities. As a result, one of the most important aspects that banks must consider is capital to absorb risks. 

 

Capital ratios are introduced to demonstrate the strength of risk management in order to harmonize the different levels of capital 

approaches among countries. As a result of the inspiration provided by the critical role of capital ratio, they have begun to use 

indicators to assess the strength of financial institutions. 

 

2.10 Conceptual Framework 

Using the variables from the mentioned theories the researcher formulated an operational model that will be utilized for the 

objectives of this study. Based from the preceding framework, the proposed study presents its concept map as illustrated in Figure 

1. 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 1. Conceptual Framework of the Study  

The theory has given all the basic components of a research study on the impact of service quality to customer trust of selected 

courier services in China. Based on the theoretical framework, the operational model identified the relationship of the variables in 

the study. The conceptual framework as shown in Figure 1 above is an illustration of the input-process-output utilized in this study.  

First, Input covered the Credit Risks Management and Financial Performance of Selected Rural Commercial Banks in China. Second, 

the Process described how employees determine the impact of credit risks management to financial performance. Based on the 

result of the survey, this study show the management implication which is the Output. This process helped the researcher follow 

the method of the research. 

 

2.11 Statement of the Problem 

The researcher aims to assess the Credit Risk Management Practices and the impact on the financial performance of selected rural 

banks in terms of Credit Risk Management Practices. 

 

INPUT 

Credit Risks 

Management and 

Financial Performance 

of Selected Rural 

Commercial Banks  

PROCESS 

Gathering of Data. Survey of 

the rural commercial bank 

employees to determine the 

impact of credit risks 

management to financial 

performance 

Analysis of Data. Findings of 

the study 

OUTPUT 

Management 

Implications 
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Specifically, the researcher will be able to answer the following question:  

1. How may the credit risk management practices be described in terms of: 

1.1 Appropriate Credit Risk Environment; 

1.2 Sound Credit granting process; 

1.3 Credit administration, measurement, and monitoring process; and 

1.4 Appropriate credit control process? 

2. How may the financial performance be described in terms of: 

2.1 Capital Adequacy Ratio (CAR); 

2.2 Return on Equity (ROE); and 

2.3 Return on Asset (ROA)? 

3. Is there a significant impact of credit risk management practices in the Financial Performance of the banks. 

4. What management implications can be drawn on the findings of the study? 

 

2.12 Definition of Terms  

The following terms will be conceptually and operationally defined for a better understanding of the study.  

 

Capital Adequacy Ratio (CAR). According to Banks Manual of Regulation for Banks, it is a measurement of a bank’s available 

capital expressed as a percentage  of    a bank's risk-weighted credit exposures. It is the proportion of a bank's own equity in 

relation to its risk exposures. is the amount of capital a bank or other financial institution has to hold as required by its financial 

regulator. It is a measure of the amount of bank’s capital expressed as a percentage of its risk weighted exposure. It consists of 

the types of financial capital considered the most reliable, primarily shareholders’ equity. Theoretically, banks with good capital 

adequacy ratio have a good profitability. A bank with a strong capital adequacy is also able to absorb possible loan losses and 

thus avoids bank „run, insolvency and failure. 

 

Credit Risk. Defined in the Bank International Settlement webiste , credit risk is the possibility of a loss resulting from a borrower's 

failure to repay a loan or meet contractual obligations. Traditionally, it refers to the risk that a lender may not receive the owed 

principal and interest, which results in an interruption of cash flows and increased costs for collection. 

 

Credit Risk Management. It is the practice of mitigating losses by understanding the adequacy of a bank's capital and loan  loss 

reserves at any given time – a process that has long been a challenge for financial institutions. 

 

Loan Loss Provisioning. A loan loss provision is an income   statement    expense set aside as an allowance for uncollected loans 

and loan payments. 

 

Loan Portfolio. Cbonds.com define loan portfolio as the balance of all loans that the bank has issued to individuals and entities, 

calculated on a specific date. The loan portfolio is one of the reporting indicators that are part of the assets of a credit organization. 

 

Past Due. According to Investopedia ,past due refers to a payment that has not been made by its cutoff time at the end of its due 

date. 

 

Past Due Ratio. For any Accrual Period: (i) the aggregate Outstanding Balance of all Receivables which are more than 60 days past 

due as of the last day of such Accrual Period divided by; (ii) the aggregate Outstanding Balance of all Receivables. 

 

Return on Asset (ROA). The ratio of an institution's net income to total assets. It assesses the bank's management's ability to 

generate profits from scarce resources. The higher the ROA, the more efficient the bank's management (Gizaw, et al, 2015). Return 

on assets ratio is an important profitability ratio because it measures the efficiency with which the company manages its investment 

in assets and uses them to generate profit (Harelimana, 2017). Return on assets (ROA) is a basic measure of bank profitability that 

corrects the size of the bank by dividing the bank's net income by the amount of its assets. ROA is a useful indicator of how well 

a bank manager is performing. 

 

Return on Equity (ROE). Return on Equity (ROE) is a financial ratio that measures how much profit a company makes in relation 

to the total amount of shareholder equity invested or found on the balance sheet. The return on equity (ROE) is what shareholders 

expect in exchange for their investment. A company that has a high return on equity is more likely to be capable of generating 

cash internally.  As a result, the higher the ROE, the better the company's profit generation. According to Khrawish (2011), ROE 

is the ratio of Net Income after Taxes divided by Total Equity Capital. It denotes the rate of return on funds invested in the bank 

by stockholders. ROE reflects how efficiently a company operates. 
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This is a dependent variable, and it measures the return on shareholders’ investment in the bank. ROE was used as the indicator 

of the profitability in the regression analysis because ROE along with ROA has been widely used in earlier research (Ara, et al., 

2009). 

 

2.13 Scope and Delimitation of the Study  

The study included eighteen (18) rural banks out of sixty-four (64) member rural commercial banks of the Confederation of Rural 

bankers. The time period for this study is five (5) months. There were three (3) respondents from each bank and was selected 

purposively. The identities of the respondents were hidden. 

 

The researcher will be distributing questionnaires using online forms to primary education teachers. 

 

3. Methodology of the Study 

3.1 Methods and Techniques of the Study 

The descriptive correlational research design was utilized in this study to determine the impact of Credit Risk Management on 

financial performance. The data gathered in the study were obtained from two sources: Published Financial Statements of rura 

commercial banks covering the year-end report from 2016 to 2020 which will be obtained on the Data Center. The study will 

include rural banks in China 

 

A quantitative method approach of research was followed to describe the impact of the Credit Risk Management on the Banks 

Financial Performance. 

 

3.2 Respondents of the Study  

There were at least two (2) respondents for each bank. The respondents of the study will be the Board of Directors, Internal 

Auditors/Compliance Officers, Managers, and the Loan Officers. A sample of eighteen (18) rural banks were selected out of sixty- 

four (64) member banks of the Confederation of China Rural Bankers. Survey questionnaires were floated using the google form 

that were sent via email and/or via Facebook messenger. 

 

3.3 Instruments of the Study  

For collecting information regarding the Credit Risk Management Practices, a standardized questionnaire were adopted and 

reconstructed based on the variables needed as a data collection instrument. The questionnaire was used to acquire data with 

regard to the implementation of Credit Risk Management in their respective rural banks and how it affects the financial 

performance of the bank. 

 

There were two (2) parts of the survey questionnaire. The first part is the respondent’s profile, this is to determine the number of 

years and what position they are holding. This will also determine the reliability of their answers based on the current practices 

they are implementing in the bank. The respondents will be asked the number of years in their current position as member of the 

Board, Manager, Loan/Credit Officer, or Internal Auditor, and Compliance Officer.  

 

All scale variables were standardized. A total of eight (8) variables were used five of them were Likert Scale with sub-questions, 

while the three (3) variables will be a secondary data that were obtained from the a previous study on banks.. 

 

A Quantitative Method of research method were followed to determine the impact of the credit risk management practices to the 

financial performance of the rural banks in China. The researcher will be using the Quantitative Descriptive Correlational approach. 

 

3.4 Data Gathering Procedure 

The researcher will utilize the survey methodology to gather data, wherein participants will complete the survey questionnaire 

through online forms. The survey questionnaire will be disseminated to the employees of rural banks in China within a span of two 

(2) weeks. Utilizing data gathered from appropriate literature and other pertinent sources will support the research assertion. 

Respondents who consent to partake in the survey will not undergo interviews if the collected data demonstrates adequate 

coherence for analysis. 

 

Data collection will be conducted using the following procedures: 

1. The survey questionnaire will be sent to a group of specialists for the purpose of validating the research instrument. 

2. The research instrument will be submitted to the Graduate School Office for permission for the dissemination of the survey 

questionnaire. 
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3. A formal request letter will be written to the Human Resource Manager of the chosen vocational schools  in China, seeking 

permission to gather data. The letter will also clarify that there is no conflict of interest between the parties involved in conducting 

the research. 

4. Once the human resources manager gives consent, the researcher will distribute the questionnaires to the respondents via 

online forms. The researcher will elucidate the strict adherence to the Data Privacy Act of 2012 in regards to maintaining the 

confidentiality of the information collected from the respondents. 

5. The researcher will verify whether all the items will be completed for the implementation of the study following a ten- to fifteen-

minute period of response from the participants in order to prevent any undue stress on their behalf. 

6. The researcher will ensure that a duplicate of the result will be given to the study location. 

 

3.5 Data Processing and Statistical Treatment  

The statistical tool that will be used in this study is Linear Correlation. This statistical tool analyzed how Credit Risk Management 

practices correlate to the financial performance of rural banks in China. The bank’s financial performance will be measured by the 

Return on Asset (ROA) and Return on Equity (ROE), wherein: ROA= Annual Net Income/Total Assets; ROE= Annual Net 

Income/Shareholders’ Equity and the bank’s Capital Adequacy Ratio (CAR). Secondary Data was acquired in the  Rural Commercial 

Banks Data Center. 

 

4. Presentation, Analysis, and Interpretation of Data 

4.1 Frequency and percentage distribution of the respondents  

Table 2. Distribution of Bank Personnel’s Position 

Position Frequency Percentage 

Board of Director 2 4 

Manager 16 30 

Internal Auditor/Compliance Officer 18 33 

Loan/Credit Officer 18 33 

Total: 54 100 

 

As shown in Table 2 Distribution of Bank Personnel’s Position, out of 54 respondents, Loan/Credit Officer, and Internal 

Auditor/Compliance Officer has the highest frequency of 18, with a percentage of 33%, followed by Manager having a frequency 

of 16 with a percentage of 30%. The least frequency is the Board of Directors having a frequency of 2, with a percentage of 4%. 

This implies that most of the Bank Personnel respondents are Loan/Credit Officer and Internal Auditor/Compliance Officer. 

 

The respondents were selected according to the credit risk management structure, credit risk management structure, the board of 

directors shall oversight the implementation of the impactiveness of credit risk management practices. Senior-Management shall 

ensure that credit risk-taking activities are aligned with the implementation of the credit risk management. Loan/Credit Officer is 

a front office function that shall perform credit originating and provide support in the overall credit administration 

 

4.2 Frequency and percentage distribution of the respondent’s year of experience Table 3. Distribution of Bank 

Personnel’s Year of Experience 

Year of Experience Frequency Percentage 

1 to 5 years 10 18 

5 to 10 years 21 39 

10 to 15 years 23 43 

Total: 54 100 

 

As shown in Table 3 Distribution of Bank Personnel’s Year of Experience, out of 54 respondents. 10 to 15 years of experience has 

the highest frequency of 23, with a percentage of 43%, followed by 5 to 10 years of experience having a frequency of 21, with a 

percentage of 39%. The least frequency is 1 year to 5 years having a frequency of 10, with a percentage of 18%. This implies that 

most of the Bank Personnel respondents have 10 to 15 years of experience. 

Under the Circular item (j) the personnel or staff involved in all phases of the credit risk management process shall be qualified, 

competent and have the necessary training and experience to exercise prudent judgment in assessing, managing, and controlling 

credit risk. 
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4.3 The Credit Risk Management 

Table 4. Appropriate Credit Risk Environment 

Year of Experience Weighted Mean Verbal 

Interpretation 

1. Establishing Appropriate Credit risk 

environment Bank credits risk strategies, 

policies and procedures are regularly 

reviewed and updated by the Board of 

Directors.  

3.93 Always 

2. Senior management are responsible for 

implementing credit risk strategy approved 

by board and for developing credit policies 

and procedures.  

4.00 Always 

3. Board of Directors and Senior Managers 

closely monitor the major credit risk 

exposure of the bank.   

3.41 Always 

4. Credit risk management strategies, 

policies and procedures are consistently 

applied in all credit product and activities of 

the bank.  

3.35 Always 

5. The bank staffs stake the necessary 

precaution against default risk.  

3.35 Always 

6. Authority and responsibility of risk 

management are clearly set out and 

understood throughout the bank.  

3.41 Always 

7. There is proper identification of credit risk 

inherent in all products and activities of our 

bank.    

3.35 Always 

8. There is common understanding about 

credit risk management strategy, policies 

and procedures across the bank.  

3.35 Always 

Composite Mean 3.52 Always 

 

As shown in Table 4 Appropriate Credit Risk Environment, the data were interpreted from highest to lowest weighted mean. There 

were eight (8) indicators that were presented in this table. The highest weighted mean of 4.00, interpreted as “Always” or the most 

observable parameters under the context of the credit risk management practices. This fell under, indicator 2 “(Senior management 

are responsible for implementing credit risk strategy approved by the board and for developing credit policies and procedures).” 

which implies that the banks senior management were properly implementing the credit risk strategy approved by the board of 

director. 

 

The second to it has a mean of 3.93, interpreted as “Always “ fell under, indicator 

 

1 “(Establishing Appropriate Credit risk environment Bank’s Credit risk strategies, policies, and procedures are regularly reviewed 

and updated by the board of directors).” Next to the last has a mean of 3.41, interpreted as “Always” fell under, indicator 3 “(Boards 

of Directors and Senior Managers closely monitor the major Credit Risk exposure of the Bank)”, and the indicator 6 (Authority and 

Responsibility of Risk Management are clearly set out and understood throughout the bank). 

 

The categories with a least weighted mean value of 3.35, that interpreted as “Always” fell under indicator 4 “(Credit Risk 

management strategy, Policies, and Procedures are consistently applied in all Credit product and activities of the bank)”, the 

indicator 5 (The banks’ staff stake the necessary precaution against default risk), the indicator 7 (There is proper identification of 

Credit Risk inherent in all products and activities of our Bank), and the indicator 8 (There is a common understanding about Credit 

Risk Management Strategy, Policy, and Procedures across the Bank). 

The Appropriate Credit Risk Environment has a Composite Mean of 3.52, interpreted as “Always”. This implies that the respondents 

have Always feedback on the Appropriate Credit Risk Environment. This shows that rural banks in China is in compliance with 

establishing an appropriate credit risk environment. The principles set forth in the credit risk management guidelines shall be used 
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in determining the adequacy and impassiveness of the bank’s credit risk management process and adequacy of capital relative to 

exposure. 

 

Table 5.  Sound Credit granting process 

 

As shown in Table 5, the Sound Credit granting process, the data were interpreted from highest to lowest weighted mean. The 

eight (8) indicators were also presented in this table. 

The highest weighted mean of 4.00, interpreted as “Always” fell under, indicator 5 (For approving new credits as well as amending, 

Renewing, and re-financing existing credits).” The indicator 7 (The Bank optimally diversifies its credit exposure to different 

economic sectors and geographical areas), and indicator 8 (The Bank undertakes Credit granting process based on a reliable and 

substantial amount of data related to macroeconomic and borrower specific factors). Second, to it has a mean of 3.81, interpreted 

as “Always fell under, the indicator 4 (The Bank uses well defined Credit- granting Criteria for assessing the credibility of each loan 

applicant), next is indicator 2 (Adequacy, marketability, and enforceability of collateral requirement is properly evaluated and 

measured by professional personnel or expertise) has a mean of 3.78 interpreted as “Always”. Next is indicator 6 (The bank has 

established a comprehensive Credit limit for the main categories of risk factors in all types of credit facilities) has a mean of 3.65 

interpreted as “Always”.  Next to last has a mean of 3.59, interpreted as “Always” fell under, 3 (The Bank conducts comprehensive 

Creditworthiness analysis properly before granting loan). The category with a least weighted mean value of 3.19, interpreted as 

“Often” fell under indicator 1 (It is too risky to invest our bank’s funds in one specific sector of the economy). The Sound Credit 

granting process has a Composite Mean of 3.75, interpretedas “Always”. This implies that the respondents have “Often” feedback 

or frequently observed parameters on Sound Credit granting process.  

This result shows that rural banks in China are compliant with the Circular, operating under sound credit granting process, in which 

the approval process for new credit as well as the amendment, renewal, and refinancing of existing credit exposures were aligned 

with the credit management policy.  
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Table 6. Credit administration 

 

Presented in Table 6 Credit administration, the data were interpreted from highest to lowest weighted mean. There were also eight 

(8) indicators that were presented in this table. The highest weighted mean of 3.94, interpreted as “Always” fell under, indicator 3 

(There is a complete, neatly organized, and regularly updated credit file in our bank), indicator 5 (There is an impactive Credit 

monitoring system and procedures), and indicator 8 (The bank’s Credit risk management system and practice have been integrated 

with appropriate Management Information Systems).  Second to it has a mean of 3.87, interpreted as “Always fell under, indicator 

6 (The bank quantifies its credit risk at individual and portfolio level)”, next to last has a mean of 3.35, interpreted as “Always” fell 

under, indicator 1 (The bank strictly monitors loan terms and conditions that have been stipulated at the time of loan approval).  

The category with least weighted mean value of 3.22, interpreted as “Often” fell under indicator 2 (Performance of Credit quality 

at individual and portfolio level), indicator 4 (The bank has developed its own internal risk rating system and applying in credit risk 

management process impactively), and indicator 7 (There is an impactive system and practice of reporting and communicating 

risk data/ information among relevant staff of our bank).  

The Credit administration has a Composite Mean of 3.59, that is interpreted as “Always”. This implies that the respondents have 

Always feedback or constantly observed on Credit administration parameter. 

As stipulated in the Circular on Credit Administration, rural banks shall have in place a system for the ongoing administration of 

their various credit portfolios in which the result of the survey shows that majority of the rural banks in China has in place proper 

credit documentation and maintenance of credit files. 
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Table 7. Measurement and monitoring process 

 

As shown in Table 7, the measurement and monitoring process, the data were interpreted from highest to lowest weighted mean. 

There were also eight (8) indicators are presented in this table. The highest weighted mean of 3.41, interpreted as “Always” fell 

under, indicator 3 (The bank’s top managements have a strong commitment toward controlling default trick), and indicator 4 

(Appropriate and timely policy measures have been taken for resolving loan recovery problem during the last three years).  

Second to it has a mean of 3.19, interpreted as “Often” fell under, indicator 2 (Credit loss, Loan concentration, large exposure, and 

level of NPL can be reduced if banks’ Credit policy, Procedure, and Techniques are implemented properly)”, and indicator 6 (There 

is an appropriate level of Control over Credit Risk the bank faces). Next has a mean of 3.13, interpreted as “Often” fell under, 

indicator 1 (The bank has an appropriate policy, procedures, and techniques for improving loan repayment and handling the 

troubled loan), and indicator 7 (The Bank carry out regular independent internal Credit quality reviews accurately). Next is indicator 

5 (The Bank keeps its Actual risk profile at or below its risk tolerance/appetite) has a mean of 3.06 interpreted as “Often”.  

The category with a least weighted mean value of 2.54, interpreted as “Often” fell under indicator 8 (There is a near identification 

of Credit default sign with immediate corrective action). The measurement and monitoring process has a Composite Mean of 3.13, 

interpreted as “Often”. This implies that the respondents have Often frequently observed feedback on the measurement and 

monitoring process.  

Banks must have to develop and implement comprehensive procedures and information systems to monitor the condition of 

individual credits and single obligors across the bank’s various portfolios. These procedures need to define criteria for identifying 

and reporting potential problem credits and other transactions to ensure that they are subject to more frequent monitoring as 

well as possible corrective action, classification, and/or provisioning. An impactive credit monitoring system will include measures 

to: (i) ensure that the bank understands the current financial condition of the borrower or counter-party; (ii) ensure that all credits 

are in compliance with existing covenants; (iii) follow the use customers make of approved credit lines; (iv) ensure that projected 

cash flows on major credits meet debt servicing requirements; (v) ensure that, where applicable, collateral provides adequate 

coverage relative to the obligor’s current condition; and (vi) identify and classify potential problem. 

 

 

 



Credit Risk Management Practices and Financial Performance of Selected Rural Commercial Banks in China 

Page | 228  

Table 8. Appropriate credit control process 

 

Table 8 presented the Appropriate credit control process, the data were interpreted from highest to lowest weighted mean. There 

were eight (8) indicators that were presented in this table. The highest weighted mean of 4.00, interpreted as “Always” fell under, 

indicator 1 (Establishing and Practicing impactive Credit Risk Management system is one of the main objectives of my bank), 

indicator 2 (Success and failure of any bank mostly depends on the impactiveness of Credit Risk Management System and Practice), 

indicator 3 (The bank has well-documented Credit Risk Management Strategy, Policy, and Procedures that guide the staff in their 

daily activities of managing credit risks), and indicator 4 (The bank has established Sound Credit Risk Management System in line 

with guidelines and directives). Second to it has a mean of 3.94, interpreted as “Always” fell under, indicator 5 (There is suitable 

Organizational structure that enables me to undertake impactive Risk Management System and practice), next has a mean of 3.81, 

interpreted as “Always” fell under, indicator 7 (There is adequate Deposit mobilization and fund utilization in this bank). Next is 

indicator 6 (This Bank has adequate and qualified risk management staffs and expertise) has a mean of 3.72 interpreted as “Always”.  

The category with a least weighted mean value of 3.20 interpreted as “Often” fell under indicator 8 (The bank gives adequate and 

impactive Risk Management training forstaff). The Appropriate credit control process has a Composite Mean of 3.84, interpreted 

as “Always” . This implies that the respondents have Always or regularly implemented feedback on the Appropriate credit control 

process.  

The result was in accordance with maintaining an appropriate credit control process. Credit review process is being observed 

specifically credit are granted in accordance with the bank’s policies.  
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4.4 Credit Risk Management Practices and the impact on the Financial Performance  

Table 9. Appropriate Credit Risk Environment and Its Impact on the Financial Performance 

 

If p – value < 0.05; Reject null 

Table 9 reveals that there is no significant impact between the appropriate credit risk environment and the level of rural banks 

Capital Adequacy Ratio (CAR), Return on Equity (ROE) and Return on Assets (ROA). Using Linear Correlation, Pearson r, results are 

for Appropriate Credit Risk Environment and Capital Adequacy Ratio (CAR) beta of 0.426402, r - value of 0.209067,P-value of 

0.405084 and F – value of 0.731308. Appropriate Credit Risk Environment and Return on Equity (ROE) beta of 0.04206, r - value of 

0.096002, P-value of 0.704735 and F – value of 0.148832. Appropriate Credit Risk Environment and Return on Asset (ROA) beta of 

0.302040, r - value of 0.155609, P-value of 0.537518 and F – value of 0.39704. Since all P – value > 0.05. Therefore, Accept null 

hypothesis. Hence, the null hypotheses were accepted and reject alternative hypothesis. This implies that there is no significant 

relationship.  

If p – value < 0.05; Reject null  

The result reveals that there is no significant impact between the appropriate credit risk environment and the financial performance. 

This was supported by the study of (Mendoza and Rivera 2017) that the Credit Risk Management Environment has a negative 

relationship with the banks financial performance. Also in the research of (Olobo,et.al 2021) revealed that the Credit Risk 

management Environment has a negative impact on the banks financial performance.  

Table 10. Sound Credit Granting Process and its Impact Financial Performance 

 

If p – value < 0.05; Reject null 

Table 10 reveals that there is no significant impact between the Sound Credit  Granting Process and the level of rural banks Capital 

Adequacy Ratio (CAR), Return on Equity (ROE) and Return on Assets (ROA).  

Using Linear Correlation, Pearson r, results are for Sound Credit Granting Process and Capital Adequacy Ratio (CAR) beta of -

0.071370, r - value of 0.071466, P-value of 0.7781 and F – value of 0.082137. Sound Credit Granting Process and Return on Equity 
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(ROE) beta of 0.008881, r - value of 0.041398, P-value of 0.870441and F – value of 0.027468. Sound Credit Granting Process and 

Return on Asset (ROA) beta of -0.166457 r - value of 0.175139, P-value of 0.486986 and F – value of 0.506312. Since all P – value > 

0.05. Therefore, Accept null hypothesis.  

Hence, the null hypotheses were accepted and reject alternative hypothesis. This implies that there is no significant relationship.  

Table 11. Measurement and Monitoring Process and Its Impact Financial Performance 

 

If p – value < 0.05; Reject null57 

Table 11 reveals that there is no significant impact between the Measurement and Monitoring Process and the level of rural banks 

Capital Adequacy Ratio (CAR),  

Return on Equity (ROE) and Return on Assets (ROA). Using Linear Correlation, Pearson r, results are for Credit Administration and 

Capital Adequacy Ratio (CAR) beta of 0.412990, r - value of 0.29347, P-value of 0.237224 and F – value of 1.507864. Credit 

Administration and Return on Equity (ROE) beta of 0.087502, r - value of 0.289463, P-value of 0.243988 and F – value of 1.463221. 

Credit Administration and Return on Asset (ROA) beta of 0.270841, r - value of 0.202229, P-value of 0.420961 and F – value of 

0.682244. Since all P – value > 0.05.  

Therefore, Accept null hypothesis. Hence, the null hypotheses were accepted and reject alternative hypothesis. This implies that 

there is no significant relationship.  

This implies that there is no significant impact between Measurement and Monitoring Process and financial performance.  

Table 12. Appropriate credit control process and Its Impact Financial Performance 

 

If p – value < 0.05; Reject null 

Table 12 reveals that there is no significant impact between the Appropriate credit control process and the level of rural banks 

Capital Adequacy Ratio (CAR), Return on Equity (ROE) and Return on Assets (ROA). Using Linear Correlation, Pearson r, results are 
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for Measurement and Monitoring Process and Capital Adequacy Ratio (CAR) beta of -0.158363 r - value of 0.087117, P- value of 

0.731053 and F – value of 0.122358. Measurement and Monitoring Process and Return on Equity (ROE) beta of -0.103848 r - value 

of 0.265947, P-value of 0.286119 and F – value of 1.217774. Measurement and Monitoring Process and Return on Asset (ROA) beta 

of 0.046747, r - value of 0.027022, P-value of 0.91524 and F – value of 0.011691. Since all P – value > 0.05. Therefore, Accept null 

hypothesis.  

Hence, the null hypotheses were accepted and reject alternative hypothesis. This implies that there is no significant relationship. 

This implies that there is no significant impact between Credit Control Process and financial performance.  

Table 13. Average Summary of Financial Performance 

 
 

5. Summary of Findings, Conclusions and Recommendations 

5.1 Summary of Findings 

It has been observed that the increase in credit risk tends to lower the banks financial performance in terms of profits, which is the 

primary goal of the bank through credit creation. The goal of rural banks is to make a lot of money. It appears that banks are 

competing to expand their balance sheets. As a result, almost all banks' total loan size is rapidly increasing, which is a common 

observation. Additionally, these banks have increased their deposit base to match the increase in assets (due to increased loans 

and advances). The increase in loans and advances is unquestionably beneficial, but these institutions should maintain a high level 

of risk management. 

 

Credit control and risk management standards are in place. Banks should also pay close attention to maintaining a healthy asset 

portfolio. Otherwise, these loans could quickly become problematic, causing the bank to suffer financial losses.(Shakya, 2017). 

 

The research aims to investigate the overall impact of credit risk indicators on banks' financial performance in China by identifying 

credit risk indicators and financial performance ratios over the time period (2016-2020), thus, investigating the overall and sub-

total impact of credit risk indicators on banks' financial performance by using certain partial credit risk indicators. 

 

In light of the findings of the study, the following conclusions were drawn: Most of the respondents of Bank Personnel were 

Loan/Credit Officer and Internal Auditor/Compliance Officer and have 10 to 15 years of experience. 

 

Financial Profile. One rural bank got the highest average total assets amounting to 5.2 billion pesos and on the contrary, another 

rural bank has only 303 million pesos of its total assets. The average asset size of rural banks in China is at a 1.4 billion level. It can 

be considered that rural banks in China are substantially backed up by capital to support their operations. 

 

The highest average net income that has been posted by a rural bank in China is 652 million and the lowest is eight hundred 

thousand pesos (CNY 893,000). There is a wide gap between the highest earners and the low earners among rural banks in China. 

Although the income is just proportionate to their assets. The average rural bank in China would earn around 45 million pesos a 

year. 
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The highest stockholders’ equity also belongs to the top grosser rural bank in terms of income. That rural bank has a stockholders’ 

equity of 1.1 billion pesos. Considerably, these two financial metrics goes hand in hand. The lowest stockholders’ equity is at 44 

million has also the lowest net income. The average stockholders’ equity among rural banks in China is a 45.6 million pesos. 

 

Distribution of Bank Personnel’s Position, out of 54 respondents, Loan/Credit Officer, and Internal Auditor/Compliance Officer has 

the highest frequency of 18, with a percentage of 33%, followed by Manager having a frequency of 16 with a percentage of 30%. 

The least frequency is the Board of Directors having a frequency of 2, with a percentage of 4%. This implies that most of the Bank 

Personnel are Loan/Credit Officer and Internal Auditor/Compliance Officer. 

 

Out of 54 respondents, in terms of the Distribution of Bank Personnel’s Year of Experience, the 10 to 15 years of experience has 

the highest frequency of 23, with a percentage of 43%, followed by 5 to 10 years of experience having a frequency of 21, with a 

percentage of 39%. The least frequency is 1 year to 5 years having a frequency of 10, with a percentage of 18%. This implies that 

most of the Bank Personnel have 10 to 15 years of experience. 

Further, the summary of the findings are as follows: 

 

5.1.1 Credit Risk Management Practices 

The findings revealed that credit risk management practices does have an insignificant effect on both ROE and ROA. 

 

However, based on the researches of (Guna, R., & Chhetri. 2021), (Tangngisalu et.al, 2020),and ( Li, Zu 2014) Non- Performing Loans 

has a significant effect on the  both ROE and ROA while CAR has an insignificant effect on both ROE and ROA. 

 

1. Establishing an appropriate credit risk environment. The Appropriate Credit Risk Environment has a Composite Mean of 3.52, 

interpreted as “Always” . This implies that the respondents answered “Always” feedback or practices were consistently observed 

on Appropriate Credit Risk Environment. 

 

2. The result reveals that there is no significant impact between the appropriate credit risk environment and the financial 

performance. This was supported by the study of (Mendoza and Rivera 2017) that the Credit Risk Management Environment has 

a negative relationship with the banks financial performance. Also in the research of (Olobo,et.al 2021) revealed that the Credit 

Risk management Environment has a  negative impact on the banks financial performance. 

 

3. According to the website of Central Bank van Aruba, in order to create an appropriate credit risk environment, the institution 

must have a clear credit risk strategy and adequate credit risk policies in place. The strategy and policies should reflect the 

institution's risk tolerance and the level of profitability that it expects to achieve by taking various credit risks. 

 

Sound Credit granting process. The Sound Credit granting process have a Composite Mean of 3.75, interpreted as “Always”. This 

implies that the respondents have “Always” feedback or practices were consistently implemented on Sound Credit  granting 

process. The result reveals that there is no significant impact between Sound Credit Granting Process and financial performance. 

 

This was in compliance with the Circular which states that a sound credit granting process entails careful examination by the 

supervised entity of each credit applicant's ability to meet his obligations. To analyze the financial status and credit worthiness, 

sufficient information must be obtained about the borrower. 

 

Credit Administration, Measurement, and Monitoring process. The Credit administration has a Composite Mean of 3.59, 

interpreted as “Always”. This implies that the respondents have “Always” feedback or practices were regulalry implemented on 

Credit administration. On measurement and monitoring process the respondents have an “Often” feedback or practices are 

frequently observed. The result reveals that there is no significant impact between Credit Administration, Measurement, and 

Monitoring Process, and financial performance. 

 

Appropriate Credit Control Process. The Appropriate credit control process have a Composite Mean of 3.84, interpreted as 

“Always”. This implies that the respondents have “Always” provide feedback or consistently implemented on Appropriate credit 

control process. The result reveals that there is no significant impact between Credit Control Process and financial performance. 

 

1. Significant impact Between Credit Risk Management Practices and Financial Performance. Based on the foregoing result of the 

study, it depicts that Credit risk management practices have “Always” or consistently been observed by the rural banks. 
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5.1.2 Credit Risk Management Practices does not have a significant impact on the banks’ Capital Adequacy Ratio (CAR). 

Credit Risk Management Practices does not have a significant impact on the banks’ Return on Assets (ROA). 

 

Credit Risk Management Practices does not have a significant impact impact on the banks’ Return on Equity (ROE). 

 

6. Conclusions 

Based from the findings of the study, the following conclusions are drawn: 

 

1. Rural Banks in has a clear written credit risk management policy in place with the board of directors having oversight 

responsibility for its execution. 

 

2. Credit risk management should be at the center of banks operations ub order to maintain financial stability. Credit risk 

management includes the system process and control which a company has in place to ensure the efficient collection of customer 

payment and the risk of non- payment. To achieve the goal of the bank’s wealth maximization, banks should manage their assets, 

liabilities and capital efficiently. In doing this, credit policy should set out the bank’s lending philosophy, specific procedures and 

means monitoring the lending activity. 

 

3. The study revealed that Credit Risk Management Practices have no significant impact with the rural bank’s financial performance. 

This was supported by the study of Mendoza & Rivera (2017) that credit risk management practices has a negative impact with 

profitability. 

 

4. But this result was contrary to Aruwa and Musa (2012) who found that the rate of capital to total weighted risk assets has a 

positive impact while interest rate risk negatively affects the banks’ financial performance. Moreover, Kurawa and Garba (2014) 

shows in their findings that credit risk management as measured by capital adequacy variable has a significant positive impact on 

the financial performance, and also is in consistence with results of Ogboi and Unuafe (2013) which revealed that impactive credit 

risk management has a positive impact on bank’s financial performance.  

 

5. According to Lukman (2014), there is a significant relationship between bank performance (profitability) and credit risk 

management (in terms of loan performance). Loans and advances, as well as non-performing loans, are important factors in 

determining a bank's asset quality. Some of the recommendations made in this study are that management should be cautious in 

establishing a credit policy that will not have a negative impact on profitability, and that they should also understand how credit 

policy affects the operation of their banks in order to ensure judicious utilization of deposits and profit maximization. Improper 

credit risk management reduces bank profitability, lowers asset quality, and increases loan losses and non-performing loans, all of 

which can lead to financial distress. 

 

6. Credit Risk Management Practices does not have a significant impact on CAR, ROE, and ROA. Previous research findings show 

that the relationship between CAR, ROA, and ROE is not significant. This is in accordance with the research of Li and Zu (2014) and 

Tangngisalu, et al (2020). They also state that the higher the Non-performing Loan is, the less the available capital for banks to 

invest. 

 

7. The empirical findings of the study of Alshatti (2015), shows that there is a positive impact of the credit risk indicators of non-

performing loans/Gross loans ratio on financial performance, and a negative impact of Provision for Facilities loss/Net facilities 

ratio on financial performance. While, there is no impact of the Capital adequacy ratio and the credit interest/Credit facilities ratio 

on banks’ financial performance when measured by ROA. 

 

8. This is in agreement with Li and Zou (2014) who found that Non-performing loans/Gross loans have positive impacts on the 

financial performance of firms, as measured by ROA and ROE, and with Abdelrahim (2013) and Li and Zou (2014) who concluded 

in their separated studies that the capital adequacy ratio has no impact on credit risk management, and with Boahene, Dasah and 

Agyei (2012) who found that some of the credit risk indicators have a positive impact on banks’ financial performance. 

 

9. Several studies have shown that credit risk has a negative impact on profitability. When Staikouras and Wood (2004) studied the 

determinants of profitability of 685 in thirteen (13) European economies using Ordinary Least Squares (OLS) and a fixed- impact 

model of regression, they discovered that credit risk has a significant negative impact on the ROA. Similarly, Ali, et al (2011) 

discovered that credit risk has a negative impact on ROA when they investigated 22 commercial banks in Pakistan. This finding is 

consistent with Kargi's (2014) study, which concluded that credit risk has a significant negative impact on ROA based on a study 

of six (6) Nigerian banks. Similarly, in a study of 17 banks in Macedonia, Iloska (2014), it was identified that loan loss provision as 

a driver of profitability had a negative relationship with ROA. Furthermore, Erina and Lace (2013) and Abbas et al. (2014). 
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6.1 Recommendations 

The following recommendations are hereby offered out of the result of the aforesaid findings and conclusions. 

 

1. Based on the findings, the researcher recommends that banks should improve their credit risk management practices in order 

to increase profits. Banks should also establish adequate credit risk management policies by imposing strict credit estimation 

before granting loans to customers, and banks should design an impactive credit risk management system. Credit Risk 

management as a structural requirement needs to be enhanced while balancing the business requirements with controls. Rural 

bank should work in partnership with credit reference bureaus in the Philippines. This will enable the rural bank to effectively access 

adequate information on loan applicants and identify credit worthy loan applicants there by mitigating credit risk exposures. The 

rural bank should consider creating a loan recovery department that will be sorely responsible for recovering overdue loans. The 

rural bank should ensure that credit officers monitor customers regularly to ensure that credits accessed by borrowers are used 

for the intended purpose. 

 

2. Return on Asset (ROA) and Return on Equity (ROE) were used as proxies for financial performance indicators. It is recommended 

that Non-Performing Loans (NPLs) will be used as one of the credit risk indicators. The estimation results showed that there  is a 

negative impact between credit risk and ROA as well as between credit risk and ROE. The result shows that there is a relationship 

between credit risk management and profitability of Rural Banks in China. Accordingly, banks should concentrate more on credit 

risk management, especially on the control and monitoring of non- performing loans. In addition, managers should focus more 

on modern credit risk management techniques. 

 

3. The study sought to assess the impact of credit risk management practices on the financial performance of rural banks in China 

and recommend that similar research should be done but with a specific focus on Non-Performing Loan/Total Loan Portfolio as 

one of the variables of Credit Risk Management. 

 

4. Further, this study will help Rural banks improved its operation by minimizing the credit risk aspect. This will minimize the 

number of banks placed under the Prompt Corrective Action (PCA) through proper credit risk management that will reduce the 

Past Due ratio or its Non-Perfroming Loan. Early supervisory interventions prompt banks to address their weaknesses in a timely 

manner. The purpose is either to put banks back on a sound footing or to mitigate the consequences of a failure.. 

 

5. Moreover, the researcher encourages rural banks Board of Directors to increase their profitability through improved CRM. Before 

lending to consumers and banks, the rural banking sector must develop appropriate CRM strategies and policies based on a 

thorough credit appraisal; an appropriate CRM mechanism must be developed, and the credit awards system must be thoroughly 

reviewed, properly informed, and used to repay loans. Rural banks would develop and implement strategies to improve their 

performance and competitiveness while limiting their exposure to lending risk. 

 

The researcher came up of developing a Credit Risk Management Assessment Plan that can be used by the Internal Auditors and 

Compliance Officers of the member rural banks of China. 
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