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Abstract

The purpose of the study is to analyse the chadiefgcing banks in managing credit in Zimbabweéan t
wake of the multicurrency regime that was introdlicethe year 2009. The study is relevant consideri
that banks have an important role of financinguhdercapitalised productive sectors .The chi-sgisare
used to establish the relationship between theddekding decisions and the level of exposure. The
results of the study suggest that increasing lepdinbanks exposes them to high risk of failuree Th
findings of this study have important implicatidios policy makers and banks in Zimbabwe.

Keywords: risk, credit management, multicurrency, level gpesure

1. Introduction

The study examines the challenges faced by bank&iraging credit in Zimbabwe. This subject has
become a contentious issue given the low lendinmgl$eby banks to the country's productive sector, a
measured by lending capacity of about 65.01% oftlelable deposits as at 31 December 2010 against
international standards of between 70-80%. Theioutency regime has incapacitatéeé Reserve Bank
and is no longer in a position to inject liquidityough the banks for onward lending to the proaect
sector. A number of studies have attempted to éxplaw various governments and central banks tdckle
the financial crisis in other countries. Goddardlg2009) provided an account of the 2007-200®a@lo
financial crises in Western Europe and he detailedsures that were enacted by governments andlkentr
banks to deal with toxic assets and recapitalizeuih injection of liquidity into the banking systeOn

the Greek financial crisis, the European Union (Et$ated a legal instrument- The European Financial
Stability Facility (EFSF) which was aimed at preseg financial stability to troubled Euro zone st

(Goss 2010) and the International Monetary Fund=)lisind the EU also gave Greece a bailout of US$146
billion, which was a stop gap measure to reducesttseiing contagion from the Greek debt crisis ot
European markets. In the USA, the government reggubito the 2007-2009 mortgage crises by bailing out
troubled banks through capital injections (Mazumetesl 2009). Countries such as Zimbabwe have lost
currency and have no bailout capacity due to tleeofishe multicurrency regime and the international
community is not willing to provide lines of crediigs left researchers wondering how banks in Zimieab
are managing credit and by extension risk in suchperating environment.

1.1 Statement of the Problem

Commercial banks have a role to play in the readipétion of the country's productive sectors. Wiiiere
is lot of theoretical and empirical research whsblows that most governments and central bankstage
liquidity into their ailing banks and other couesisuch as Greece received bailout assistancei@hviF
and the EU member states such as Gerrtmegse their crisis, there is an information gaphow banks in
countries such as Zimbabwe which lack bailout ciipas the central bank can no longer print moshey
to loss of currencyand the international lenders are unwilling to padevines of credit, are able to manage
credit an risk in such a highly unstable finaneialironment. The study thus seeks to bridge the
information gap in existing literature on how thenking system in Zimbabwe can manage credit and
increase their lending capacity the wake of lackafout capacity by the government and the
unwillingness by the international community toyide credit lines.
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1.2 Hypothesis of the Study

H1: Banks' level of lending has an impact on thell®f non-performing loans.

H2: Banks' general approach to lending affectttpacity of the bank to manage risk.
H3: Loan concentration by banks has increased tis#iof exposure.

H4: Interbank lending can help reduce exposure.

H5: Retention of money by banks can help minimigeosure.

2 Literaturereview

2.1 The Concept of Credit management

Banks raise funds by collecting deposits from besées and individual depositersd makes out loans to
individuals, businesses and the government thrbwging bonds. Thus the primary assets of banks are
loans and bonds while primary liabilities are mafldeposits. According to Saunders and Cornett§200
a banks' balance sheet has loans representingdjoeitymof a bank's assets, but the loans come rgth If
the bank makes bad loans to firms or consumersXample, the bank will be in a crisis if those lpane
not repaid. Credit management is thus fraught vetterds and risks that need to be balanced through
judicious and prudent risk management, failure bicly may lead to litigation, financial loss or dagaaof
the banks reputation (RBZ Guideline No. 1 2006ndiag activities have been controversial and aatiff
matter especially in developing and emerging céesifiRichard 2006). This is because business finms
one hand are complaining about lack of creditstaedexcessively high standards set by banks, while
commercial banks on the other hand have suffergé lasses on bad loans. It has been found ouirthat
order to minimize loan losses and credit risks ik$sential for banks to have an effective creshit r
management system in place (Basel 1999).

Bank credit is the borrowing capacity provided moirdividual by the banking system in the form of a
credit or a loan. The basic philosophy of the bagldystem is that when money is loaned out, thergt m
be reasonable expectation of repayment of the ldas,interest. Credit risk arises from uncertaintg
given counter party to meet an obligation (Fatena Boolad 2006). It is the risk of loss caused liglator
defaulting on a loan or line of credit. In a bantatfolio, losses stem from outright default doertability
or unwillingness byustomer or counter party to meet commitmentslation to lending, trading,
settlement and other financial transactions. Aléuely, losses may result from reduction in pditfo
value due to actual or perceived deterioratiorr@dit quality.

The economic development of a country dependsliaggeits ability to mobilize the necessary savibgs
finance capital formation in order to raise thermtoyls productivity. Zimbabwe has been experiendavg
savings due to the short term nature of depositgjiicome levels and low interest rates paid orodip.
According to the Reserve Bank of Zimbabwe in itc®waber 2009 Monetary Policy Statement, broad
money (M3), increased from US$297.6 million in Jaryn2009 to US$991.9 million in October 2009 but
this was however dominated by transitory depobit®©ctober 2009, deposits of a short term nature
constituted 97.8% of the total deposits reflectimg income levels, punitive administration and $egv
charges which discourage savings. The savings mmirasf individuals is explained by the interestdpan
deposits, the higher the interest paid on depdhigsmore money that is saved. The country is épeing
low interest rates on deposits of about 0.2% agé&ensgling rates of above 28% per annum plus bank
charges which clearly discourage savings. From botpirical and theoretical studies on savingsait be
concluded that developing countries such as Zimileataguire high savings for their economic growth as
industry can borrow for expansion.

The Zimbabwe banking sector is also under serimgsat from systematic risk which during financial
crises has major economic costs which extend vesibbd the losses borne by the shareholders of the
failing financial institutions. A model by Gal (20Psuggest that financial innovation and integratio
coupled with greater macro-economic stability he@esed to make systematic crises in developed
countries less likely to occur than in the past Thrkish twin crises of November 2000 and February
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2010 suggest that the systematic banking crisesawesult of a decade long macro-economic problems
such as high inflation, high public sector borrogyioredit rationing in the private sector withoumtigeential
regulatory framework, foreign exchange positiothia banking sector and the dominance of inefficient
large state banks. After the conclusion of the 2Adt&le 4 consultation with Zimbabwe, the IMF
executive board described the Zimbabwe financietioseas prone to systematic vulnerabilities madhug
to the absence of lender of last resort, lackqfitlity and given an inactive interbank markettHa event
that a single entity or cluster of entities faftsat development has a contagion effect on theeesyistem.

Moral suasion on banks has an impact on the cantih of risk as it triggers a high level of cretkks as
most loans and advances end up being given toraessowith a high risk of default. Moreover, in most
developing countries the prevalence of politicdiiyected loans to failing businesses; corruptiod faud

are some of the causes of the financial crisess Inecember 2009 monetary policy statement, treeRe
Bank of Zimbabwe (RBZ) urged banks to reorientrtherding portfolios to achieve particular threstsl

disregarding IMF recommendation and in so doingoskpy the industry to systematic risk as correctly
observed by the IMF and The Minister of Financi;nn2010 budget review in June.

Davies (2003) argues that central banks havelitieyao produce at their discretion currency to
institutions facing liquidity problems to delay tregal insolvency of banks. Xavier (2010) urged tha
existence of a lender of last resort is justifigdie existence of a systematic financial crisigl eentral
banks should design appropriate strategies to auett events through appropriate interventionkeat t
macroeconomic level by providing liquidity to faifi institutions the Reserve Bank has not been
performing one of its key functions as the lenddast resort. Some banks have responded by taking
conservative approach with some banks having loateposit ratios as low as 19.94% whilst otherghav
adopted an aggressive approach with loan to degadiis of 125.44%. Due to the lack of capacitythosy
central bank, it is now very risky for a bank tgexence liquidity shortages as it will be veryfidiflt to
close that liquidity gap as it is also difficult g@t accommodation from the inter-bank or othersesidue
to the general liquidity crunch in the economy. Blueden of ensuring that depositors are always table
withdraw their cash, that is, the keeping of adégueserves, now falls squarely and fully on banks.

Poor loan quality is another challenge that isrfg¢he financial sector in Zimbabwe. Loans contitu
large proportion of credit risk as they normallgagnt for 10-15 times the equity of a bank (Kitlg98).
Thus, banking business is likely to face difficedtiwhen there is a slight deterioration in the iyaf

loans. Brown Bridge (1998) observed that theselprob are at their acute stage in developing caestri
where the problem often begins right at the logrliegtion stage and increases further at the loan
approval, monitoring and controlling stages, esgilgcivhen Credit Risk Management guidelines in &rm
of policy and procedures for credit processing dbeaxist or are weak or incomplete. Credit managgme
becomes more difficult and more complex in econartiat are experiencing a credit crunch. Banks are
less willing to supply credit during periods of élébrating asset quality. Consequently, firms aafifes

from a credit crunch if bank lending falls shortdefmand. Contractions in bank lending are beligged
have caused the 1990-1991 recessions in USA artb®f1-1996 recession in Japan. Slow credit growth
as having important policy implications because panies cannot fund operations without support from
banks, and so, they start reducing the level ofaifmn leading to contraction of economic activitith
resultant fall in employment.

According to Auronen (2003), the theory of asymiedtrformation argues that it may be impossible to
distinguish between good borrowers from bad borreywehich may result in adverse selection and moral
hazards problems. Adverse selection and moral Hazeve led to substantial accumulation of non-
performing accounts in bankerban et al (2005) observes that consideraticatsftinm the basis for
sound credit risk management system include: paliay strategies (guidelines) that clearly outlime t
scope and allocation of a bank credit facilitied #re manner in which a credit portfolio is manadbdt
is, how loans are originated, appraised, supenasedcollected. Derban et al further argues thatesing
borrowers is an activity that has widely been putige in the banking sector in the form of credit
assessment. According to the asymmetric informatienry, a collection of reliable information from
prospective borrowers becomes critical in accorhpiig effective screening. This appears to be toube
financial system in Zimbabwe in which banks ark stharting from the effect of the multicurrencydan
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most banks are still studying their clientele blasfore they make any meaningful lending to the eoun
sectors, with business on the other hand complaithiat banks are not providing any meaningful lioks
credit.

The Bank of Malawi (2007) identifies credit conagatibn as an aspect that increases the risk expasur
the banks. It defines this as the exposure wher@aokential losses are large relative to the bankin
institution's capital, its total assets and thekisaaverall risk level. The bank also points outtttihe Asian
crisis is a typical case of how close linkages agnemerging markets under stress situations and
correlation between market and credit risks as agbetween those risks and liquidity risk can kead
widespread losses. In Zimbabwe, some banks haee tak aggressive approach with the bulk of thedoan
being salary based, with other banks having conatat their loans in other sectors such as agui@ult
However, authorities view diversification as arealative in mitigating losses. Ho and Yusoff (2009)
contend that spreading investments into a broaege of financial services or loans, business perso
mortgages among others reduces both the upsiddaamuside potential and allows for more consistent
performance under a wide range of economic comtditiand this can be performed across products,
industries and countries. That diversification rekirisk rapidly as the total risk of loan provisiall as a
variety of loan products and borrowings from diéfler industries increases, assuming the correlation
between markets is not perfect.

3. Methodology

A survey research was adopted to help understandhifllenges and recommend strategies that can be
adopted by banks to manage credit. The study ¢etleguantitative data through questionnaires amd se
structured interviews. The country has a totalixteen commercial banks and a total of ten banks éal
the sample. One hundred and ninety (190) questicmaere administered personally and electronjcall
and one hundred and seventy six were returned (igi@esenting about 92% response rate and six
interviews were held by heads of advances. TheSgbare Test was used to analyse the data to establi
the accuracy of the hypothesis by determining thessical likelihood that the data reveal trudetiénces.

4. Results and Discussion

The research sought to find out the levels of aeklit as measured by loan to deposit ratio, afd 4D
the respondents revealed that their banks' lodeposit ratio was below the industry average of &5.
while 23% showed that it was between 61-80% and Bithéated that their lending volumes was above
the 80%. The results point to the fact that banklileg to the productive sectors of the economy has
remained very low as banks are faced with a nurobeonstraints before they could make any meaningfu
loans. It was established that shortage of cashrasult of the use of the multi-currency systemh tre

lack of capacity by the economy to generate thaired amount of money to facilitate recapitalizatare
the main reasons why credit has remained very The.research also revealed that the level of non-
performing loans was increasing with 41% of thepoeslents confirming this position, while 27% an&@@2
of the respondents were of the opinion the levelaf-performing loans was constant and decreasing
respectively. This shows that credit risk is insiag, and Kitua (1996) pointed out that bankingihess
are likely to face difficulties when there is ag#li deterioration in the quality of the loans. Higledit risk

is a result of the economic challenges that has kesiness struggling to survive, while in somessas
companies have shut down or retrenched thus inoge#dse default rates especially for salary basat$

Given the levels of credit volume and non-perforgiians in the economy, the research sought tahest
Hypothesis that the level of lending has an eftecthe risk exposure of the banks (Table 1) .AtS%e

level of significance and 4 degrees of freedomQheSquare Statistic (X2stat) of 9.488 is lessttie
Chi-Square calculated (X2cal) of 9.585. Thereftiie,Hypothesis (H1) that lending levels of bankeaf

the level of non-performing loans is accepted. Baame therefore exposed to credit risk due to the
economic challenges which have put pressure oméssiand in some cases firms have retrenched which
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has impaired borrowers especially employees whe havrowed basing on their salaries. The situason
heightened by use of moral suasion by authoritieb sis the RBZ who have urged banks to increage the
lending thresholds to certain sectors such asulgrie. Caprio and Klingebiel (2002) point out thizd
prevalence of politically directed loans to failihgsinesses; corruption and fraud are some ofdhses of
the financial crisis.

The research also sought to find out the genemoagh adopted by banks to lending, and to establis
whether banks are in a position to manage risk.tivespondents (41%) showed that their banks adopted
an aggressive approach, while 31% indicated tteat Hanks had a moderate approach and 28% a
conservative approach. The study revealed thaadgheessive approach was mainly adopted with respect
employees basing on their salaries, and giverttigateconomy is still recovering, this tends tghten

the exposure of the banks to credit risk as bssiiestill struggling with others retrenching amaitting
down. It is against this background that promphedresearchers to test the Hypothesis (Table Rjhbee

is a relationship between the banks' approacmiding and the banks' ability to manage risk.

At the 5% level of significance and 6 degrees eéffom, the Chi-Square Statistic (X2stat) of 12s5583s
than the Chi-Square calculated (X2cal) of 19.66 Hypothesis that banks' general approach to Igndin
affects the capacity of the bank to manage risiceepted. The results show that the aggressiveagipr
that has been adopted by most banks exposes thesk s banks may fail to manage risk and this is
compounded by lack of capacity of the country totamoney due to the use of multi-currency; neither
does it have the capacity to borrow from multilaténstitutions. Goss (2010) revealed that the EU,
through Germany and the IMF came to the rescuaeé€ by providing a bailout of US$146 billion vehil
in the USA government had the capacity to print eyofor bailouts to avert the financial crisis, ahd
same scenario was also experienced in UK whergdhernment responded by providing bailouts.

The research also established that most of the t@méentrated their loans on agriculture and mining
(Table 3), and as such the researchers souglesstahe Hypothesis that loan concentration hagasad
the risk exposure of the banks. At 5% level of Bigance and 6 degrees of freedom, the Chi-Square
Statistic (X2stat) of 12.592 is less than the Cipire calculated (X2cal) of 24.97. The results stimt
credit is mainly concentrated in the agricultunadl anining sectors, and this implies that banks have
increased their levels of exposure as failure ia @itthe sectors where credit is concentrated eayel
banks suffering large losses from bad loans, famgle, a less than satisfactory agricultural season
reduces the capacity of affected firms and indiglduo repay the loans. Spreading investmentsainto
broad range of financial services or loans, busineslustries and countries reduces both the upside
downside potential. Diversification reduces expegapidly, as the total risk of loan provisionddals a
variety of loan products and borrowers from diffgrmdustries increases, assuming the correlation
between markets is not perfect. Therefore, thdtsesfithe study point to the fact that banks imBabwe
are exposed to great risk as they have concentitatgdoans in a few sectors of the economy.

The respondents were also requested to indicaggslef inflows into the money market, and 78% & th
respondents showed that there are fewer inflovestire money market while 22% disagreed. The
interviews confirmed that fewer inflows resultedrfr lack of savings in the country and low incomeels.
a high cash inflow through savings provides adegjoapital resources which ensure the flexible nitgbil
and ready availability of cash and by extensiomrguatees the stability of the banking sector. A laic
significant cash inflows into the money market gages instability in the financial sector

The study also sought to establish the levelsntérbank lending, and it was found out that 40%hef
respondents indicated that the level of activityasy low, while 23% showed that it was high andstant
respectively. Given the levels of exposure andgéreeral lack of liquidity in the economy, the raskars
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sought to test the Hypothesis that interbank legndemn help reduce exposure (Table 4). At 5% lefel o
significance and 4 degrees of freedom, the Chi-&gBtatistic (X2stat) of 9.488 is less than the-Chi
Square calculated (X2cal) of 9.585 The Hypoth#ss Interbank lending can help reduce exposure is
accepted. Fewer inflows into the money market gairsthe ability of banks to lend among themselves.
Sufficient cash reserves in the market providesuess which can be used by banks for onward lgndin
and are critical for maintaining the stability bktfinancial sector. The low activity on the itank
market increased the risk exposure of the banksvass difficult to get accommodation from the metrkn
the event of a liquidity gap, thus the interbankkeais very instrumental in reducing the risk esp@ of
the banks. The absence of the interbank marketesuaer of last resort have increased the risk exgosf
the banks as the burden of ensuring that depositeralways able to withdraw their cash now falls
squarely and fully on banks.

The respondents indicated that banks have intratinees products or services as a result of the multi
currency. About 33% indicated that banks were etitig new clients as a result of the new products o
services while 67% of the respondents said theymtsdvere not making significant impact in attnagti
new clients. the economic development of a coumépends largely on its ability to mobilize necegsar
savings to finance capital formation in order tis@ahe nation's productivity. It appears banksfaiteng to
come up with new products and services that attraet banking business and clients.

Respondents were requested to indicate how muetesttis paid by their banks on savings and deposit
accounts. All respondents indicated that interait pn savings and deposits was less than 5% @isth
in sharp contrast to interest charged on loansiwtainges from 15% to 30% per annum (Table 5). At 5%
significance level and 4 degrees of freedom, thiesgbare (X2cal) of 15.45 is greater than the chisse
(X2stat) of 8.9456.Therefore the Null Hypothesiattfetention of money does not minimise exposure is
rejected while the alternative hypothesis thatmiéde of money minimise exposure is accepted. The
savings behavior of individuals is explained by ititerest paid on deposits, the higher the intgrast, the
more money that is saved, thus the low interessreliearly discourage savings. There is no incerfitiv
people to keep their money in banks due to lowré@sterates paid on deposit and savings accountseRa
it appears banks in Zimbabwe are penalizing depasior saving through punitive bank charges agains
low interest rates paid on such savings. Most bansess withdrawals and this has resulted in depos
remaining of a short term nature. This poses dasfge for banks to increase lending due to the
uncertainty of withdrawals. More so, the low in&retes paid on deposit and savings accountsutsge
people from keeping their money in banks.

5 Conclusion and Recommendations

5.1 Non-performing loans

The level of non-performing loans was found tol@éasing showing that banks in Zimbabwe are
increasingly being exposed to high levels of cradik. Banks are likely to face difficulties wherete is a
slight deterioration in the quality of loans. Theeomic challenges have impaired borrowers espg 6l
workers most of whom have received loans basetieinsalaries yet, the same workers are undemofisk
being retrenched as business are rightsizing. Crisllihas been exasperated by the use of moral@uas
loans end up being given to people who have a igéntial of default and as such, authorities most
interfere with the lending portfolio of the banks.the wake of the distressing operating environmen
banks are thus supposed to put in place sound cigdimanagement systems with policy and guidsline
that outline the scope and allocation of credit emédffectively screen borrowers (Derban2005).
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5.2 Approach to lending:

It was revealed that banks have taken an aggreappmach with respect to employees basing on their
salaries. Given the business environment, thisaggbr has compromised the banks' ability to comnisin
as most businesses are still to recover with otlesisg shop altogether. This has been compounyehed
lack of lender of last resort function as the carthank is incapacitated to bail out bans in timiesouble.
As such, screening of borrowers is critical and thaoesisider the risk exposure of the particular stdas
concerned employees are in.

5.3 Loan concentration

Most banks have increased their level of exposureobcentrating their loans in a few sectors of the
economy which are agriculture and mining. Poorgrenince by the sector will have adverse effectthen
bank as the capacity of the individuals and firmkdnour their obligations is impaired. Banks must
diversify their loan portfolios across sectorspoesd risk. Ho and Yusoff (2009) states that gfiren
investments into a broader range of financial sewior loans, mortgages or business persons antoeig o
reduces both the upside and downside potentiahbios for more consistent performance under a&wid
range of economic conditions and this can be perddracross products, industries and countries.
Diversification reduces risks rapidly as the toisk of loan provision fall as a variety of loaroducts and
borrowings from different industries increases asisg the correlation between markets is not perfect

5.4 Interbank Lending

The research established that interbank lendinigheip minimize the exposure of banks. The intekban
market is there but there is low activity as theme fewer inflows into the money market. Banksiarder
serious exposure to liquidity risk as it is nowfidiillt for banks to get accommodation from the neiik
the event of a liquidity gap. In that respect, sestation of the lender of last resort by governhign
critical in containing systematic and liquiditykisZimbabwe'’s financial sector is thus prone tstegnatic
vulnerabilities mainly due to the absence of lerafdast resort.

5.5 Retention of money

The research revealed that retention of money hikdbhelps minimize exposure. Banks are failing to
retain money as new products and services offeydzhbks are not effective in attracting new clients
More so, interest paid on savings and deposit adsads very low and this discourages clients from
keeping their money in banks. Banks process mattedvéwals than deposits leaving banks with little
reserves for lending. Banks must raise the inteéhest pay on deposit and savings accounts as afay
incentive for the public to keep their money in karMore so, banks must introduce competitive petslu
and services so as to attract new clients. ThagsWbehaviour of individuals isxplained by the interest
rate paid on deposits, thus the more the inteagdst the more money that is saved.
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Table1

Loan to Deposit Level of Non-Performing Loans Total
Ratio Constant Increasing Decreasing

Below 65.1% 11 36 24 71
65.1%-80% 9 17 15 41
above 80% 28 19 17 64
Total 48 72 56 176

Observed frequencies on the relationship betweesl t& lending and non-performing loans

Table2

Banks’ ability to manage Approach to Lending tdlo
risk Conservative Moderate Aggressive
Strongly agree 19 16 12 47
Agree 13 14 15 42
Disagree 10 13 18 41
Strongly disagree 7 12 27 46
Total 49 55 72 176

Observed frequencies on the relationship betweekshability to manage risk and their approach to

lending.
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Table3
Sector Lewékexposure Total

No effect Increasing Decreasing
Agriculture 38 6 10 54
Mining 26 14 15 55
Tourism 28 11 10 49
Manufacturing 8 4 16 28
Total 100 35 41 176
Observed frequencies on Loan concentration by banéldevels of exposure.
Table4
Level of interbank Impact orkris Total
activity No impact Low High
Low 11 24 36 71
High 9 15 17 41
Constant 28 17 19 64
Total 48 56 72 176
Observed frequencies on the level of interbank/agtand its impact on risk.
Table5
Views on interest | Period customers keep their deposits before withidiga Total
paid on deposits 1 month and less 2 months 3 months and

above

Unfair 36 24 10 70
Fair 13 25 22 60
Good 20 13 13 46
Total 69 62 45 176

Observed frequencies on the relationship betweans/on interest paid on deposits and the period
customers keep their deposits before withdrawing.

Fe z( abversed=exp ot

exXp &

Figure 1. Chi-square equation
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