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Abstract

The main objective of this research was to critically assess the impact of effi-
cient credit management on profitability of commercial banks in Sierra Leone.
For this purpose, the Rokel Commercial Bank was selected as a case study.
Collection of secondary data was mainly from the five years financial state-
ments of the bank for period 2010 to 2014, and annual reports of the bank.
The analysis of the data was quantitatively as well as qualitatively done using
ratios analysis and charts. Results show that profitability of commercial banks
in Sierra Leone is significantly influenced by the efficiency of credit manage-
ment. The findings from this study noted the need for banks in Sierra Leone
to have in place a good credit policy in order to improve their profitability.

Keywords

Profitability, Credit Management, Banks, Sierra Leone

1. Introduction

Credit creation has proved to be an important function of commercial banks
since it is the main source of commercial banks’ internally generated revenue
[1]. From the commercial perspective, credit involves giving out resources ob-
tained from depositors held in their customers’ accounts, to another party at an
interest rate higher than what they pay to suppliers of funds with the aim of
maximizing profit [2] [3].

This piece presents a critical analysis of the impact of efficient credit man-

agement on commercial banks’ profitability, as a way of achieving their broader
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organizational goals. As such, an efficient credit management policy of any bank
determines the achievement of its goal. Therefore, the use of working capital
techniques, ratio analysis and other forms of analysis such as tables and charts,
were useful tools for obtaining results being utilized to give adequate recom-
mendations for future researches.

Credit creation is considered one of the oldest and most sensitive functions of
the commercial banks [4]. Thus, Credit Management by commercial banks is of
great importance to the general economic growth and development of any
country as it allows funds to be available through the credit creation to areas
such as mining, agriculture, industries, manufacturing, etc. [4] [5] [6]. This will
have positive impact on the level of employment, development and economic
growth and per-capita income [6] [7] [8].

The Rokel Commercial Bank Ltd. is sighted as case studies as it is one of the
first indigenous banks. In Sierra Leone, banks and banking services were foreign
based until the establishment of the Central Bank of Sierra Leone in the year
1964. This eventually led to the formation of Rokel Commercial Bank, which
was established in 1917 as Barclay Bank DCO with 100% shares own by the Brit-
ish [9]. To established indigenous ownership, Barclays Bank DCO incorporated
local interest and offered 25% of shares to Sierra Leoneans and renamed the
bank as the Barclays Bank of Sierra Leone Limited in 1971. Due to the eleven
year civil war the parent branch Barclays Bank PLC withdrew its shares from Si-
erra Leone branch. The ownership status was immediately changed and man-
agement changed the name to Rokel Commercial Bank with 51% of its shares

own by the government of Sierra Leone [9] [10].

Background to the Study

Banks are financial institutions that are established for lending, borrowing, is-
suing, exchanging, taking deposits, safeguarding or handling money under the
laws and guidelines of a respective country [11] [12]. Among their activities,
credit provision is the main product which banks provide to potential business
entrepreneurs as a main source of generating income. The importance of strong
credit management for building quality loan portfolio is of paramount impor-
tance to robust performance of commercial banks as well as the overall economy
[13].

While providing credit as a main source of generating income, banks take into
account many considerations as a factor of credit management, which helps
them to minimize the risk of default that results in financial distress and bank-
ruptcy. This is due to the reason that while banks provide credit they are ex-
posed to risk of default (risk of interest and principal repayment) which need to
be managed effectively to acquire the required level of loan growth and perfor-
mance [13]. The types and degree of risks to which banks are exposed depends
upon a number of factors such as its size, complexity of the business activities,

volume etc. It is believed that generally banks face Credit, Market, Liquidity,
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Operational, Compliance/legal/regulatory and reputation risks among which
credit risk is known to have the adverse impact on profitability and growth [14].
Hence, the success of most commercial banks lies on the achievements in credit
management mitigating risk to the acceptable level. Credit risk management has
always been in the vicinity of concern throughout the world.

Credit Management is one of the core functions of every Commercial Bank.
As banks heavily rely on this activity for revenue generation, efficient credit
management is therefore vital to the profitability of every commercial bank.
Hence, conducting a research in this area has brought out a number of issues
that probably have served as hindrance to increase profit maximization in a
number of financial institutions. Credit management (its creation and control) is
therefore the process of controlling and collecting payments from customers.
This is the function within a bank or company to control credit policies that will
improve revenues and reduce financial risk.

Credit management in commercial banks in Sierra Leone is being regulated to
a certain extent by the Central Bank of Sierra Leone which sets the requirements
the bank needs to fulfill before being granted a license to start operations. These
requirements include the following: a business plan, information on the pro-
posed license institution and minimum paid-up capital among others [14] [15].

Table 1 below shows the capital requirement that any institution should
maintain in order to operate as a bank in Sierra Leone. This minimum capital
requirement is what comes from the shareholders as capital contribution, out of
which, and savings from people with surplus funds is the business of credit
management.

The formal credit decision can be made individually or by committee, de-
pending on a bank’s organizational structure. This structure varies with a bank’s
size, number of employees, and type of loans handled. A bank’s Board of Direc-

tors normally has the final say on which loans are approved. Typically, each

Table 1. Minimum paid up capital.

YEAR CAPITAL REQUIREMENT
2007 Le9 billion (or its equivalent in United States Dollars)
2008 Lel2 billion (or its equivalent in United States Dollars)
2009 Lel5 billion (or its equivalent in United States Dollars)
2010 Le18 billion (or its equivalent in United States Dollars)
2011 Le21 billion (or its equivalent in United States Dollars)
2012 Le24 billion (or its equivalent in United States Dollars)
2013 Le27 billion (or its equivalent in United States Dollars)
2014 Le30 billion (or its equivalent in United States Dollars)

Source: Revised commercial banks license requirement; Banking supervision department, Bank of Sierra
Leone.
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lending officer has independent authority to approve loans up to some fixed
Leone amount. This collective responsibility of commercial bank’s employees is
what make up for the bank’s profitability couple with effective and efficient cre-

dit management tools in place.

2. Data Collection Methods
2.1. Research Design

This is historical and analytical research based on a case study approach. A cross
sectional study design was used where both the quantitative and qualitative data
were collected from Years 2010 to 2014 (inclusive), to ascertain the relationship
between efficient credit management and profitability. The Quantitative method
enabled me to summarise several information and facilitate comparisons across
different years using ratios, statistical charts and tables for further analysis. Also,
qualitative data was obtained using questionnaires and interview conducted
within the various departments of the bank.

The justification of this methodology stems from the need to establish and
implement an effective credit management policy, a set of controls which were
then applied to evaluate the extent to which best practice can be adopted. The
motivation for doing qualitative research, as well as quantitative research, comes
from the observation that, if there is one thing which distinguishes one bank
from another, it is the ability of such bank to create credit and manage such

credits effectively.

2.2. Population and Sample

The population of the Rokel Commercial Bank Ltd total to three hundred and
thirty-six (336) employees spread into various branches and departments. This
target population was used to carry out the investigation.

Given the quest for a proportional representation, a stratified random sam-
pling was assumed to provide more efficient sample. Considering this fact, the
study was done on 135 respondents (about 40% of the total population) who are
staff of the Rokel Commercial Bank from various branches and departments in-
cluding credit control department, finance department, Human Resource de-
partment and some senior management staff. Special consideration is given to
the knowledge and skills of the respondents in relation to the variables under

study.

2.3. Research Instrumentation

This exercise was set out to achieve the objectives of the research by deriving a
set of established criteria which outline the requirement of an effective credit
management function. The instrumentation looked at the methods used in col-
lecting data, and for this purpose is categorized into two: quantitative and quali-
tative data [16]. The methods use are Questionnaires, Interview, Desk Research

(for secondary data), and personal interface with management. The data col-
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lected is analysed using ratios like profitability, liquidity, solvency and turnover.

Analytical notes and graphs are used for presentation of findings.

2.4. Data Collection Procedure

For the purpose of this study, both primary and secondary data were used. In-
terviews were conducted and questionnaires administered to collect primary da-
ta. This helped to address the research questions more specifically or to concen-
trate more on the topic itself.

Secondary data was collected by desk research using financial statements, text
books, journals, files, reports, directives, manuals and bulletins of the bank. The

Internet was another major source of secondary data.

2.5. Method of Data Analysis

The collected data was edited, sorted and codded in readiness for analysis. In
order to establish the relationships between efficient credit management and
profitability, the bank’s financial statements are analyzed using calculated ratios
and do compare the different financial years. A preparatory list of tables relating
to financial statements relevant to the bank’s operations, and effective credit
management functions are drawn up and modified as analysis proceeds and new
ideas and concepts emerge.

Accounting ratios calculated on a systematic basis allow trends to emerge and
throw into relief the significance of changes indicated by the analysis of current
events which should be reflected in a bank’s credit policy (Table 2). Since the
future is unclear, past financial performance of the bank reflected by ratios
analysis was relied on greatly to adjust the bank’s credit policy for the future.
Though they are the first order condition necessary, it must be emphasised that
ratios on their own are not sufficient providers of information about a bank’s

credit policy.

Table 2. Table of list—Key Ratios.

Ratios Meaning Definition

Profitability Asset Yield (AY) AY = Interest/Asset

Profit Margin (PM) PM = (Profit/Turnover) x 100
Return on Equity (ROE) ROE =PM x AY x LF
Liquidity Liquid Asset Ratio (LAR) LAR = (Total Cash/Asset) x 100
Loan to Deposit Ratio (LDR) LDR = (Loan/Deposit) x 100
Debt Ratio (DR) DR = Debt/Equity
Interest Rate Risk .
Management Asset Interest Yield (AIY) AIY = IR/A
Break Even Yield (BEY) BEY =1E/A
Net Interest Margin (NIM) NIM = NII/A

Credit Risk Management Loan Loss Provision (LLP) LLP = Total Loan Loss/Total Loan’

Risk Adjusted Margin (RAM) RAM = NI + OI - PRI/AA
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3. Finding: Results & Discussions
3.1. Key Findings

The Rokel Bank (our case study) is the primary bank in Sierra Leone bent on
providing loans for business activities in the retail sector, particularly the import
on which the local economy currently depends. The bank has implemented cut-
ting edge technology and is constantly launching new products and services. It
also offers ATM and VISA cards which can be use worldwide. Above all, the
bank partners with the international finance corporation, the Africa Develop-
ment Bank and other international funders to provide extended credit line and
long-term lending.

From the analysis and interpretations of the data obtained in this research for
the period under review (i.e. year 2010 to 2014), the following major findings
were made about Rokel Commercial Bank:

On 17" September 1999, Barclays Bank Plc. which was the majority share-
holder (60% shares) withdrew from its operations in Sierra Leone after extensive
discussions with the Government. The Bank after consultations with the Gov-
ernment was renamed Rokel Commercial Bank (Sierra Leone) Limited. The
Government of Sierra Leone held 51% shares, 40% shares owned by institutions,
private bodies, organizations, individuals and 9% owned by staff under the em-
ployee share incentive scheme [17].

The shareholding structure of the bank changed when at its Annual General
Meeting held on 29" October 2014, it was resolved that the authorised share
capital be increased from 30,000,000,000 ordinary shares of Lel.00 each to
60,000,000,000 shares with the same nominal value. The government which is
the majority shareholder represented by the National Commission for Privatiza-
tion, on 31* December 2014, deposited Le60 billion for shares in a bid to recapi-
talize the bank. This acquisition at the price of Le5.5 per share, increased the
shareholding of the majority shareholder to 65.02% of the bank’s issue share
capital [17].

In addition to this, the bank accepts deposits from the public, out of which
advances are made to borrowers. Principally, the bank is engaged in retail, cor-
porate and commercial banking services in Sierra Leone and operates in thirteen
branches in addition to its head office. Six of these branches are at various loca-
tions in the provinces.

Giving out advances is thus an important part of the bank’s operations. The
deposits made by customers form a major source of income for the bank by giv-
ing it out as advances. The lending criteria for the bank include the purpose for
which the loan is needed, the repayment schedule and procedures, and the
availability of collateral security.

The lending activities of the bank centre on the following economic sectors:
agriculture; forestry and fishing; manufacturing; construction; commerce and
finance; transport; information and communication; services; miscellaneous;

electricity and water. A significant proportion of the advances given out have
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been going to the commerce and finance sector of the economy.

3.2. Analysis of Key Ratios

The table below defines key ratios used to analyze and interpret key findings
from the data obtained:

3.3. Profitability Ratios

The position of the bank’s profitability has been deplorable in the last two years
of the period under review. This can evidently be linked to lapses in the credit
management policy, given the increase rate of default. For instance, there was a
semi-freeze on lending throughout 2014; and some non-performing debts which
were not attracting interest resulting in a drop in interest income from Le55 bil-
lion in 2013 to Le32 billion in 2014. The average yield for 91 days Treasury bill
declined from 3.39% to 2.36% (2013); the 182 days Treasury bills rate from
7.50% to 2.83% (2013), and 364 days Treasury bill rate from 9.47% to 5.12%
(2013). The effect of these shifts in rates was a drop in interest income as shown
in the graph:

In Figure 1, the Bank’s prime lending rate remained constant at 18%. Even
though deposits from customers grew by 7% from Le609 billion (2013) to Le650
billion (2014), the bank’s financial statements shows an underutilization of capi-
tal employed (net asset) in generating more sales to increase profit (Figure 1).

Also, it is observed in Figure 1, that the asset yield (AY) ratios are falling
yearly, and financial leverage shows a negative ratio of —16% in 2013. Although
there is no benchmark, this is not a very efficient use of the bank’s capital em-
ployed as the low ratios signify an underutilization of the investment in assets

(Figure 1).

3.4. Liquidity/Solvency

From Figure 2, it can deduce the trends in liquidity management ratios during
the period under review. The liquid asset ratios (LAR) have inconsistently
changed over the years which saw and increase from 24% in 2010 to 33% in 2011
and a fall to 30% in 2012. Again, we saw a rise to a 41% in 2013 and a fall to 38%
in 2014. This simply informs us that the Rokel Bank is consistently following a
low liquidity trend throughout the period.

Also, during this period the loan to deposit ratios (LDR) decreased consis-
tently to 18% in 2014 from 63% in 2010, which is the highest figure for all the
years under review. The liquidity management ratios seem to indicate that the
bank in particular is parking funds in Treasury Bills and other liquid assets,
which may be due to lack of demand for credit as indicated by the 42% drop
from 2012 to 2013 in loan and advances to customers. A further 29% drop in
2014 was as a result of a semi freeze on lending throughout the year. One would
probably see a change in these ratios once loan demand picks up (Figure 2).

Again the debt ratio (DR) position of the bank signifies that the bank’s sol-
vency position is shaky. Although the bank’s business of intermediation between
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Figure 1. Profitability ratio analysis.
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Figure 2. Liquidity management ratios.

deficit and surplus units put it in a position to have a high debt ratio, it must to a
greater extent try to reduce or remedy this situation by making profitable in-
vestment (e.g. securities, bonds etc.) which will bring in more funds or resources
and reduce the bank’s risk (Figure 2). As a result of high debt ratio, the bank’s
credit worthiness is unstable as creditors or lenders are in no way willing to let

go of more funds to the bank.

3.5. Interest Rate Risk Management Ratios

In Figure 3, Comparing the interest rate management ratios with the earlier pe-

riod, there is an increase from 10% in 2010 to 12% in 2011 and a decline
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Figure 3. Interest rate management ratio.

thereafter in Asset Interest Yield (AIY) as well as a one-step increase in Break
Even Yield (BEY). Asset Interest Yield declined from around 12% in 2011 to 5%
in 2014, while Break Even Yield rises from 1% in 2010 to 3% following unto year
2013, and then a drop to 1% in 2014. Since the decline in Asset Interest Yield has
been in general more than the rise in Break Even Yield the net impact is a fall in
Net Interest Margins (NIM) from 9% in year 2010 to 4% in year 2014. The
change in Asset Yield, Break Even Yield and Net Interest Margin has to be
viewed in the light of a general fluctuation in interest rates in the Sierra Leone
economy (Figure 3). These ratios indicate that Rokel commercial banks could be
able, in future years, to manage and overcome the interest rate risk created in an

event there is a steady increase in interest rates

3.6. Credit Risk Management

In Figure 4, the trend in credit risk management ratios indicate that, during the
five years period the bank shows fluctuation in Loan Loss Provisions (LLP) for
improvement in credit quality. The performance of the bank in terms of Risk
Adjusted Margin (RAM) has in general fallen, indicating poor management of
assets and hence the risk management system of the bank (Figure 4).

RAM also shows what is available to meet the non-interest expenses (e.g. staff
and administration expenses) and profit expectations of the shareholders
(Figure 4). Improving asset quality is definitely an important task ahead of the
banks as it has pivotal role in the credit risk management process.

Finally, aside from the fierce competition faced by the bank, the Sierra Leone
economy itself was affected adversely by two major shocks in 2014; the unex-
pected outbreak of the Ebola virus and the unexpected drop in the price of Iron
Ore both of which weakened the economic growth potential of the country. The
reaping effect is that the bank posted a loss before tax of Le22 billion, the second

time the bank is reporting a loss in its Fifteen years history.
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Figure 4. Credit risk management ratio.

4. Conclusions

The research questions as stated earlier were either negated or affirmed. The
findings from the data collected, analysed and interpreted, one can validly state
that the credit management policy adopted by Rokel Commercial Bank for the
period under review is inefficient in achieving its organisational goals, as shown
by the continuous decline in profitability.

Notwithstanding that, it could be noted that the credit management system of
the bank have had room to improve its efficiency in terms of the amount of ad-
vances given out thereby impacting greatly on profitability. Though this was
done by giving preference to particular sectors, the distribution was becoming
more equitable with time. The agricultural sector which is considered the back
bone of the economy is gaining gradual recognition.

Credit management is undoubtedly the heart of banking business in the
country. Bank credit management is influenced by three factors namely regula-
tors, institutional constraints, and macroeconomic policies. Bank business is
perhaps the most regulated of all the businesses in Sierra Leone.

In effect, therefore, Rokel commercial bank has management skills which ap-
pear to benefit the bank’s overall performance. Optional branch network, lend-
ing opportunities, staff strength are all factors considered by Rokel Commercial
Bank S/L Ltd in their credit management.

From the findings of this study, the following recommendations would be
worthwhile:

Amidst fierce competition for limited available resource in the banking sector
especially with the influx of Nigeria banks, there is need for improvement on
products and facilities offered, and especially for development of entrepreneurial
initiatives and skills. This need is more appropriate in the small-scale sectors of

the manufacturing and agricultural industries.
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The bank should consider creating more branches across the country, and es-
pecially in the Provinces with increased mining companies. There should also be
branches in the chiefdom headquarters in order to extend to all the no banked
areas of the country.

There is high necessity to reduce the bank’s operating costs and substantially
improve the productivity of the bank’s physical, financial and human resources.
In order to do this, there should be a planned of action programme for
re-organising the bank’s operating structure, staffing levels, technology control
systems and operating procedures.

There should also be a segregation of duties among those who transact busi-
ness, control receipts and custody of security, transfer and receive funds and
control accounting records for advances made by the bank to its customers.

The general recommendation for the bank vis-a-vis the efficiency of its credit
management is that: the bank credit should be productive, projects and ven-
tures with low capital intensity should be accorded preference. Likewise,
non-performing loans and advances build-up without adding to profitabil-
ity/revenue, should be curtailed.

Preference should be giving to economic sectors that contribute more to do-
mestic growth. It has been found that commerce and finance sector takes a huge
proportion of the advance portfolio. This is not good for the Sierra Leone
economy where foreigners spearhead the commerce. It is therefore prudent for
more priority to be given to the agriculture, forestry and fishing sector.

It is recommended for future researchers to widen the scope say, ten years and
to include more banks.

The analysis of financial statements using individual ratios in isolation has its
limitations giving conclusive information in the financial performance of the
bank, it is necessary therefore, to combine different financial ratios into a mean-

ingful statistical model as an addition to the analysis.
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