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ABSTRACT

Many researchers in Western and European couriaws paid considerable attention to
how financial regulations have influenced lendingh&viour of commercial banks.
Unfortunately, there is little literature for barbehaviour in sub-Saharan countries
including Malawi. The absence of similar studiefuienced the researcher to assess how

financial regulations have influenced lending batiavof commercial banks in Malawi.

The overall aim of this study was to establish im@act of financial regulations on
bank’s lending practices/behaviour in terms of tasdBcation/substitution strategy,
lending techniques and strategy and pro-cyclicabify commercial bank lending.
Specifically, the first objective of the study was investigate any desirable or
undesirable lending practices. The second and thinjgctives were to evaluate the
implications of financial regulations on lendingaptices and commercial banks’

perception of financial regulations.

A descriptive study was conducted by gathering deden stakeholders at different
levels: bank regulators or supervisors from Res&aek of Malawi, credit analyst and
internal auditors from top five commercial banksMalawi and external auditors from
top audit firms — KPMG and Deloitte. Through aatifred simple random technique, a
guestionnaire was sent to 70 respondents from Istdders and semi-structured
interviews were also conducted to 10 respondemis fihe sample frame. The study
adopted a triangulation mixed methods approach evtiex findings of one method were

used to compare with the other. Data was analysed) @an excel sheet.

The findings of the research are diverse. The shaly identified that some Banks in
Malawi are into strategic lending alliance due itafcial regulations while others have
changed their asset-holding portfolio structurdee $tudy has also revealed that financial
regulations have not controlled undesirable lengiragctices by commercial banks and
they have encouraged banks to shift between diffegges of credit assets. The study

Vv



has also established that financial regulationehat eliminated cyclicality of lending
behaviour and they do not control commercial baeik'sessive risk. However, the study
has established that financial regulations areiptpg role in controlling bank failure in
Malawi. In addition, the study also looked at #féects of introducing Basel Il Accord
in the banking industry and it has been revealadl tthe introduction of the accord will
lead banks to decrease holding certain type oft@sshile increasing other assets
however, it will not lead to decline in loan potifobut a change in portfolio structure of

banks.

Based on the finding above, the study has recometttitht Reserve Bank of Malawi
must continuously improve supervision and regulatoamework of financial markets to
safeguard the markets from emerging risks as veeliralesirable lending practices by

commercial banks.

Vi
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CHAPTER 1

INTRODUCTION

INTRODUCTION

A well functioning banking system has a role inoaditing resources, pooling capital,
funding and fostering economic growth. For thissmeg bank activities are scrutinised
numerously to protect the depositors’ funds, tddostability and soundness of banking
system and enhance public confidence in the fimdrsystem. The importance of a well
functioning banking system cannot be overemphasitei$ imperative that there exist
financial regulations that promote financial steilfinancial growth and better banking
system performance. Because of this, financiallegigums are designed to control, monitor
and foster bank activities. Researchers have pariderable attention to how bank
activities are controlled, monitored and enforced dank regulators and supervisors.
Several studies conducted on the impact of findnoggulations on activities of
commercial banks have shown mixed results. Neviedbe most studies indicate that
financial regulations centre on capital regulatidbapital is undoubtedly the main
determinant that controls lending practices of camuial banks. This study analyses the
effects of financial regulations on lending praeticof commercial banks in Malawi. It
emphasises on how capital regulations influencediten practices (behaviour) of

commercial banks in Malawi.

BACKGROUND

Financial markets play an important role in the sthoand efficient functioning of the

economy. The markets facilitate the transfer opkis resources to those with deficient
resources. These include activities and operatibasaccumulate investment capital and
those that stimulate growth and development oettenomy. The Central Bank also relies
on the financial system to transmit the effectsnadnetary policy actions to the real
economy. For this reason, it is important to uni@ders the implications of new business

lines and changing strategies for pricing asset$ @imersifying risks. To this end, a



country’s Central Bank sees it necessary to mordtod regulate certain aspects of
activities and operations in vital areas of lendibgrrowing and funding of the financial
markets. This is because the role of the CentrakBeas been seen to influence economic
development, evolution of financial markets to emswompetition, promote safety,

soundness and stability of the markets.

Financial markets are made up of financial ingbna, financial intermediaries, individuals
and other organisations. Financial institutions,jolwhinclude commercial banks, play a
central role in allocating resources, pooling apiunding and fostering economic growth
for both local and international markets. Colli29@6) outlines the importance of a well-
functioning banking system. He asserts that theenaipve existence of prudential
supervision and regulations in the industry is totgct both the public and promote an
efficient and competitive banking system. In thegard, bank regulators and supervisors
continuously endeavour to ascertain that certaink aractices/activities are associated
with financial stability, economic growth and betteganking organisation performance.
Therefore, the aim of financial regulations is ndluence bank practices to improve the
banking environment. This is because, accordingirtg bank regulators subject banks to
certain requirements, restrictions and guidelingb the goal of upholding the soundness

and integrity of the system.

Bank supervisors supervise the banking system with aim of checking individual
banking transactions, risk management processaflict@f interest, capital requirements,
entry regulations and compliance with the law (Las®87). As such, banks must have a
good understanding of financial regulations to sgstully complete everyday operations
and activities. Ordinarily, the banking industryeispected to adapt well to existing or new
regulations. As observed by Lash, management utadheis well business parameters such
as the kinds of products and services the banloffan restrains on market share, balance
sheet composition and entry into non-traditionakragions. However, Collins (2007)
points out that the shifting profile of banking g®cin certain lending activities is due to
rising customer demands, new products, the groWhaoks in scale and scope, increasing
rigorous stakeholder demands and a global buseregsonment. This leads to risks and
opportunities and with related potential to eiteevde or enhance value, certain activities

of the bank might change and one such exampleeadig practices.



Brealey et al. (2001) point out that banks perf@mritical social and economic function
by providing credit to borrowers, particularly sinahd medium enterprises who cannot
raise capital on their own. Because of this impdrfanction, both to the bank and the
economy as a whole, bank lending is subjected hsiderable regulations. This point is
also highlighted by Collins (2006) who sees regirlagoals having the greatest bearing on
bank lending to safeguard bank safety, that isy@mg that banks do not have appetite for
inordinate risks and that lending practices arenmade strictly in terms of minimising risks

and maximising return.

In Malawi, the Reserve Bank of Malawi (RBM) is tlomly frontline regulator and

supervisor of the financial system. Its powergdgulate and supervise the commercial
banks are granted under the Banking Act (1989) taedReserve Bank Act (1989). As
outlined under part Il section 14 (1) of the BankiAct as well as part 11l section 1 (h) of
the Reserve Bank of Malawi Act, RBM has the resfmiity for bank regulation and

supervision. Part IX section 48 (1), (3) and (4)tliéd Reserve Bank of Malawi Act also
gives the RBM responsibility to supervise banks amiber financial institutions, to

safeguard the liquidity and solvency of such insitins and ensure their compliance with
monetary regulations under the Act, issue guidslinegulations and directives and
prescribe prudential ratios to be maintained bytagercategories of banks and other
financial institution, and to appoint inspectorsomnay at any time investigate the affairs

of a bank or other financial institution at theiemises.

The banking system in Malawi comprises eleven coromlebanks. As at June 2009 the
eleven banks were National Bank of Malawi, Standdadk, NBS Bank, First Merchant
Bank, INDEBank, Opportunity International Bank ofaMwi, Malawi Savings Bank,
NEDBank, ECOBank (formerly Loita Bank), FDH Bankdaimternational Commercial
Bank of Malawi. All of the banks are locally inparated, offering similar homogenous
lending products. However, there has been a rapigttaral change in lending practices
taking place in the financial markets. This maydoe to spurred acceleration of financial
innovation that is taking place in lending produotsservices, which raises a question
whether it is a result of structuring of regulatorganisation. The question that arises here
is how has financial regulations influenced the letton of lending practices of

commercial banks in Malawi?
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PROBLEM STATEMENT AND JUSTIFICATION.

STATEMENT OF THE PROBLEM

Brealey et al. (2001) state that bank lending hiatotically been a business activity
defined by competition, customer preferences, adguis and the ability by the bank to
respond to the environment. Furthermore, advantdechnology and financial markets
appear to have accelerated these trends, prompinayations in bank lending which
results in uncertainty and rapid obsolescence wdifg practices which at times spurs

pockets of business failure.

The challenge for financial service stakeholddrat ts, regulators, bankers and the general
public alike is to establish a regulatory framewtn&t is resilient and responsive to rapid
changes; as past and future regulatory developnmmght to be aligned with financial
developments and innovations (Brealey et al., 200kijs is because the increased scope
and scale of bank lending in existing or new refguiaframework has brought confidence
to create innovative products or services whichehawdermined business behaviour and if

left unchecked can often create fatal problems.

The problem is therefore the undesirable lendirgtres within the regulatory framework
which can be inconsistent with the financial si&pé&nd economic growth. Collins (2007)
identifies predatory lending and subprime lendiag@ame examples of undesirable lending
practices that have implicated the banking industry affected the USA economy in 2006.
The other problem is that as regulators respondimefinancial integrity of financial
system, Bank regulators need to address regulatwbidrage and pro-cyclicality of
financial indiscipline in lending practices. As ebged by Brealey et al. regulators tend to
set requirements, restrictions and standards wthel can easily monitor and enforce,
while the regulated seek standards, restrictiorts requirements they can comply with.
They both fail to balance the organic and mechanagpects of regulations and lending
practices which both can operate effectively altregcontinuum between innovations and
strong regulatory framework. Often, this encouragasks to come up with techniques
(such as lending techniques) that avoid the pruglemtiles set by the regulators
(regulations arbitrage). This practice of shunniagulations can determine whether new

regulations are warranted or whether changes tstiegi regulations may be needed.
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Moreover, financial regulations raise public instreas sometimes strict controls by
regulators can discourage banks from making consloaas to households or discourage

some types of loans in favour of others.

SIGNIFICANCE AND JUSTIFICATION OF THE STUDY

Monitoring of emerging risks in bank lending dueitdustry innovation is important for
efficient, effective supervision and regulationdentifying, predicting and responding to
emerging risks ongoing basis helps to limit ponsiystemic risk and potential bank
failure (Berry et al., 1993). This is because érthis strong evidence that lending practices
endanger the financial stability, regulators magcdé create significant new regulation,

but if not, they may stress the application of exgssupervisory guidance.

Llewellyn (2001) argues that regulation involvegracess of creating incentive compatible
contracts so that commercial banks have an inaemthact consistently with the objective
of financial stability. This suggests that a wekksijned incentive contract induce
appropriate behaviour by regulated bank. Converstlthey are badly constructed and

improperly designed, then they might have undelgrafiect in the banking system.

This study is significant as it will provide an &msas on: (1) how commercial banks’
lending practices in Malawi have changed in respotts new or existing financial
regulations, and (2) whether banks have the ineenéind justification to engage in
regulatory arbitrage. A key component of regulat@gime is the nature, timing and form
of intervention by regulators in the event of eitieme form of compliance failure with a
regulated firm or when financial distress occurthvinanks (Llewellyn, 2001). The benefit
is that prompt corrective action can be taken tdresks any problem before they reach
critical proportions. This study is therefore imfamt because it unveils specific lending
practices that can lead banks into potential prabJeand regulators will know beforehand

what sort of bank behaviour will emerge due to taxgsor new regulations.

Commercial banks play a facilitating role in the matary policies of any country and
continued strength and stability of the bankingesysis a matter of government and public
interest. There is a spiral effect between monefaolicies of government, financial

regulations and economic growth. By extending ¢redqualifying borrowers, commercial



banks perform a critical role of economic expanstéowever, the value and type of credit
is influenced by financial regulations. Neverthslethe purpose of regulations is not to
limit economic activity but to make sure that aitids and operations are conducted in
stable and flexible financial systems. Further,vimas researches have investigated the
link between bank capital regulation, the loss arifocapital or bank shrinkage, commonly
referred to as a capital crunch, portfolio shrir&kaggulation arbitrage, and pro-cyclicality
of lending behaviour (Mingo and Wilkowitz (1977)eé&k and Rosengren (1995); Mullings
(2003); Kashyap and Stein (2004); Llling and Payk004); Rojas-Suarez (2004) and
Stolz and Wedow (2005)). This research investigatbdther the same bank regulations
influenced lending practices of commercial bankMadawi in terms of loan amounts, loan

strategies and techniques.

It is against this background that the researcbeand it necessary to assess financial
regulations and lending practices of commerciakban Malawi. Financial regulations are
meant to bring order and stability in the finan@gbktem. However, the same regulations
have led banks into some undesirable practiceshwhave to be analysed in order to
expose them and recommend action from regulatorsupervisors. Furthermore, some
undesirable practices occur because there aregatat®ns or prudential rules controlling,
limiting or disallowing them. Hence if somethingnst explicitly disallowed it is presumed
to be allowed. This poses a big challenge to RBMsmering that different banks in
Malawi specialise in different types of credit pvots hence different types of risk

characteristics, analysis and management contst¢s)s.

1.4 OBJECTIVES OF THE STUDY

1.4.1 MAIN OBJECTIVE

The main objective of the study was to evaluateithgact of financial regulations on

lending practices of commercial banks in Malawi.

1. Most of the banks in Malawi offer retail bankipgpducts and services but differ in their speeétion of
products that includes consumer, real estate, mgey equity credit loans and small business |oEmese
are now only two merchant banks that assume mashest but not long term credit risks. The risk ajtpe
hence lending behavior differs on the basis of Higee
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Specifically the study:

« Investigated desirable or undesirable lending prastof commercial banks in Malawi.
» Evaluated the implications of financial regulaticors lending practices of commercial
banks in Malawi.

» Evaluated commercial banks’ perception of finangégiulations in Malawi.

RESEARCH QUESTIONS

The study in relation to the objectives above ainedanswer the following research

guestions:

« What are some of the tactical and strategic lentBgniques that have developed due
to financial regulations?

« What have been the changes in lending practicesesponse to new or existing
financial regulations?

» What is the effect of financial regulations on lergdpractices of commercial banks in

Malawi?

ORGANISATION OF THE STUDY

This research paper comprises five chapters. Tgengation of the study is as follows:

Chapter 1 has provided introduction of the studyecimg the background, problem

statement, significance of the study, objectivethefresearch work and research questions.

Chapter 2 provides a critical review of relevarertiture on financial regulation and
lending practices of commercial banks. The chaptenmarises the types of financial
regulations, relevant theories and examples ofitgngractices of commercial banks in

other countries.
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Chapter 3 discusses the research methodology thatused by the study. It presents the
data collection methods and techniques and datgsidools that were used. It gives a

detailed set procedures and steps which were fetlaw obtain the research findings.

Chapter 4 provides the results and discusses thefmdings. The discussions are focused
on answering the research questions and objectisea framework of addressing the

research problem.

Finally, chapter 5 provides the conclusions an@mauoendations made from the study. It
also summarises the major findings of the researmtk and possible areas for further

research.

CHAPTER SUMMARY AND CONCLUSION

This chapter has introduced in detail the reseatatly, the aims and significance of the
study, the research objectives and questions.dtgnzen the foundation of the problem
which will provide the direction of the researchnwaChapter 2 reviews relevant literature
of the research study and it will provide a framewof how similar researches were
conducted elsewhere. The chapter gives practichtraoretical knowledge of the research

problem.
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CHAPTER 2

LITERATURE REVIEW

INTRODUCTION

This chapter reviews relevant literature on finahecegulations and lending practices of
commercial banks. Firstly, the chapter focusese&fmphg financial regulation and lending
practices of commercial banks. Secondly, the chapteiews the supervision and
regulation framework in Malawi and finally the cheap reviews theories related to

financial regulations and lending practices.

DEFINITION OF FINANCIAL REGULATION

The termregulation refers to a set of binding rules issued by a peivat public body.
Financial regulations are designed to ensure efficeand competitive banking system,
protect the banking system from crisis, protectghblic, increase institution solvency and
place certainty around transactions (Collins, 200B)us, the definition of financial
regulation is broad and in this context, it is usednean rules that are applied by bank
regulators in the fulfilment of their functions; cann the banking system they include
prudential rules such as those influencing the ttimm$ of access to the market, those
controlling risks associated with financial actie#, corporate governance, conduct of
business rules and methods of supervision. The Bmilyng the rules must be given the
authority to do so. In most countries, it has batkhority to supervise compliance with the
rules and power to issue sanctions against bredchhe rules. Mwenda (2006)
differentiates the two and sees a regulator as moneerned with preparing and issuing
regulations, while a supervisor promotes a cultefreompliance with these regulations.

Compliance is checked through on-site and off-sifgervision of financial transaction and

2. As defined by International Compliance AssooiatiICA). The association supports and educates
compliance professionals in the fight against mdaendering, corruption, terrorism and financiafrer.
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services. In Malawi, supervision and regulatorywmes are conducted by Reserve Bank of

Malawi.

LENDING PRACTICES AND BANK BEHAVIOUR

Berry et al. (1993) define bank lending is wheroanl or an advance is given out to a
customer or when the bank takes up financial riskhe customer’s behalf. Banks are able
to provide this service by utilising surplus depos’ funds. Banks offer credit facilities

which are structured in different ways dependingparpose, type and term of the facility
and mode of repayment. Each facility granted adféve bank’s on-balance sheet and off-

balance sheet position hence safety and soundhéss Bank.

Bank lending is influenced by credit culture in amganisation. According to McKinley

(1990) credit culture is a combination of severattérs that establish a lending
environment that encourages certain lending dewsidhis could be bank’s lending
philosophy and policy or management’s communicatbstrategic goals, values, beliefs
and priorities. Lending decisions overtime are whbatermine management’'s lending
practices or bank’s lending behaviour. Parallel lénding education and training,
management also gain lending experience througlosexp to variety of situations. As
stated by Berry et al. (1993), economic (businefsftuations provide learning

opportunities for bankers. They tend to considgrabbdify their lending practices (bank
lending behaviour) in the light of their experieaaturing the pro-cyclicality of business

cycle.

Lending practices concern bank lending in terms safety, risks analysis, social

consideration and others (Lash, 1987). The praxtiea’e to conform to bank regulations,
prudential rules and guidelines as set by CentealkB However, due to different bank’s
strategic goals and other factors such as commetigirofitability, growth of bank’s scope

and scale, customer demands and technology; somks hese lending techniques and
strategies which alter their lending practices. edgh lending practices occur due to
regulation arbitrage and unclear or absence ofegm@ rules or guidelines disallowing

them. Eventually, a particular bank’s lending bebawralso change.

10
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REGULATORY AND SUPERVISION FRAMEWORK IN MALAWI

As observed by Mwenda (2006), the regulatory fraoréwor financial services is often

comprised of a combination of two or more of thikofeing: (1) primary enabling statute;

(2) secondary legislation issued pursuant to trebkemg statute; (3) principles, rules and
codes issued by regulators; and (4) guidance acypdlirectives issued by the regulatory
authority. He continues to say that since no kassins without risk, many regulators adopt
a risk-based approach process, ensuring that theusatypes of risk associated with a
particular financial services industry or business identified, quantified, managed and

monitored properly.

Regulation and supervision of financial system ialdvi is currently done by Reserve
Bank of Malawi (RBM). The Banking Act (1989) empaweRBM to issue operative
guidelines and directives to promote and enforemd@nd stable financial system. Part Il
section 26 of the Act authorises RBM to issue dives pertaining to solvency, liquidity
and sound operating practices of banks and dietier any financial institutions, and
such directives may vary for different classesioéiicial business. In particular, part Il
section 27 (1), 28 and 30 (1) of the Act also atifies RBM to issue directives on certain
ratios to be maintained, directives as to loangstments and uncovered positions and
prudential limits as to size of loans, participatand immovable property.

Bank operations are subject of different risks \Whit not well managed can lead to
financial distress and eventual failure. Supervisibbanks is an on-going process which is
conducted through off-site and on-site examinatioff-site examinations involve the
analysis of weekly, monthly, quarterly and annualdential returns or call reports. The
examinations mainly focus on key parameters sucltagétal adequacy, asset quality,
liquidity management and profitability. The findsgf this exercise may prompt an on-site
examination with the off-site results as an inpUhus, on-site examination involves
physical call to a particular financial instituti@n ad hoc or programme basis. On-site
examination enables supervisors to validate thermmdtion provided by the bank during
the prudential reporting process. The process dsggiand establishes the exact cause of
bank problems in terms of quality of loan portfoliadequacy of loan provisions and
reserves, adherence to laws and regulations aondttadsterms stipulated in the banking

license.
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24.1

The supervisory framework of RBM contains a mixtofeoff-site and on-site inspection,
periodic reporting and discussions with senior ngangent and sometimes the Board of
Directors. In Malawi, RBM has just adopted a risisbd supervision (RBS) process. All
along, the Bank followed the traditional type opstvision where all areas of CAMEL
were assessed with no particular emphasis on prigike of a bank. The Bank was able to

move to risk-based supervision since all the atlgestems were already in place.

FINANCIAL REGULATIONS THAT INFLUENCE LENDING PR ACTICES

There are different types of financial regulatidingt can be identified as those that impact
the asset and liability of the bank. Llewellyn (2p@dentifies the following: (1) prudential
rules with respect to allowable business; (2) pntidérules with respect to the prudential
management of banks and other financial firms éiaample, capital adequacy rules, large
exposure limitations and rules on inter-relateddieg); and (3) rules with respect to
conduct of business (for example, how financiamér conduct business with their

customers and disclosure requirements).

A substantial literature exists on these differeequlations that are enforced through
prudential rules, guidelines, requirements andctlires. The studies that were reviewed

came up with the following literature.
CAPITAL ADEQUACY DIRECTIVE

In principal, bank capital serves two functions: first, it represents the ugalof
shareholder’s equity, and secondly, it is the vabfecushion available to absorb
unexpected losses. As a result of the second fimatninimum capital requirements have
been determined relative to bank risk. “Capitalqadey” is described as the minimum
capital that financial intermediaries are requiteanaintain all the time3Ceteris paribus

a bank specialising in treasury bills would requess capital than a bank specialising in

® Capital-Asset Quality-Management-Earnings-LiquidiEAMEL). Usually there is no separate assessment
of market sensitivity (S), otherwise the acronynuldchave been CAMELS.

* Lash (1987) defines capital as the sum of retag@dings and the aggregate par or stated value of
outstanding common stock. The definition of capitat also broadened to include reserves and long-te
debt.

® As defined by International Organisation of Setesi Commissions ( I0SCO)
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risky-speculative loans (Lash, 1987). This suggtsseffect of capital adequacy rules on
risk taking behaviour by banks. The primary aincapital adequacy regulation is therefore
to limit excessive risk-taking by banks. If the kdras large capital base then it should be
willing to take more risks simply because: firstcan shoulder or cushion large unexpected
losses; and second, its lending limit (as authdrisg bank regulators) should be higher

than other banks hence the bank has high risk ippet

Lash (1987) argues that low capitalised banks awally at disadvantage because capital is
more expensive source of funds than debt. Theskskae pressured to make more high-
risk high-return loans to increase earnings. Tloesi@se in earnings increases the capital of
the bank hence the amount of loan to a particaldividual or group of related individuals
or Company. Furthermore, Brealey et al. (2001) esgthat when banks are capital-
constrained, they are induced to hold safer anceriquid assets. Banks would prefer to
hold marketable securities than other types oftasbethis case, the bank is said to engage
in asset substitution or allocation particularlycéese of low capital relative to its risk-
weighted assets. Invariably, the increase in chgtas by Central Banks (capital to asset
ratio) will require banks to raise more capitalheit through credit expansion or asset
reduction (Rodriguez, 2002). It can be argued ihdtanks are operating at low or
maximum capital adequacy levels, any increase énréiquired limit can put pressure on
banks to increase capital or reduce its assetqbiortiThis influences the lending activities

in terms of credit type, amount and risk.

2.4.1.1 THE BASEL ACCORD

While capital requirements have played an increggiocentral role in the bank regulations,
there has been some development on a well defirediard. The International Standard
for bank capital arose out of discussions betwbenG-10 bank regulators which resulted
in 1988 Basel Accord.Again, from 1998, the Basel Committee undertooketailed

examination of portfolio models of credit risks.cdson et al. (1999) observe the
framework of Basel | Accord was established agcsire that was intended to: (1) make

regulatory capital more sensitive to differencesisk profile among banking organisation;

® Currently, banks are required to maintain 8% &e af capital to asset.
" The Basel Committee on Bank supervision setswiskshted minimum capital standards for internatiyna
active banks.
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(2) take off-balance sheet exposures explicitlp iatcount in assessing capital adequacy;
and (3) lower the disincentives to holding liquiddalow risk assets. After 10 years of
Basel | Accord (Basel 1), the Basel Committee dsthbd a research task force to set up a
working party on bank capital and behaviour to ssske empirical evidence on the impact
of the 1988 Accord. The Committee attempted to fure the Accord and hence came up
with the more recent Basel Il Accord (Basel Il)heTmajor advantage of Basel Il is that it
gives equal consideration to minimum capital ratiespervisory reviews and market
discipline (Rodriguez, 2002). Again, Santomero @0Ohdicates that Basel Il has made
substantial effort to incorporate risk managemeattices that banks (and other financial
institutions) actually use in their processes dmd has increased the risk sensitivity of

minimum capital requirements.

Rodriguez (2002:7) in his policy analysis paperlaxys the Accord as follows:

The Basel Accord divides capital into two tierseiTi (or core) capital is
made up of equity capital and disclosed resenams fiost-tax earnings; and
Tier 2 (or supplementary) capital comprises undsetl reserves from post-
tax earnings, revaluation reserves from assetshina¢ been re-valued to
reflect more accurately their market (as opposekigtoric or book) value,
general provisions or general loan-loss reservéschware created against
the possibility of losses not yet identified andbtleapital instrumentSTier

2 capital also comprises subordinated debt (unedcalebt of a fixed

maturity that is junior to all other claims)

Kashyap and Stein (2004) state that one of theralenhanges in Basel Il regulatory
framework is the concept of internal rating-basiB] capital requirements. Under this
approach, the amount of capital a bank will havéhatd against a given exposure is a
function of the estimated credit risks of that esyp@. The two authors point out that there
are many potential benefits to the existing riskdshcapital requirement as compared with
the “one-size-fits-all” approach embodied in thégioal Basel | framework. IRB capital

requirements should reduce pricing distortions sErtban categories as well as the

accompanying incentives for banks to engage inouariforms of regulatory capital

8 Capital instruments that combine characteristfadebt and equity.
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arbitrage (Kashyap and Stein, 2004). However, glland Paulin (2004) point out that
there is ample evidence that the current stateusinkess cycle affects the internal rating.
Bank’s internal rating during economic downturnbisund to be different than during
economic boom. This is also shared by Kashyap aekh $004) who state that the new
capital standards will exacerbate business cyaleuhtions. The idea is that in downturn,
the Bank capital base is likely to be eroded by llmsses hence its existing (non-defaulted)
borrowers will be downgraded by the relevant credk models, forcing the Bank to hold
more capital against its current loan portfoliobdécomes difficult or costly for the Bank to
raise fresh external capital in bad times, hences itorced to cut bank on its lending
activity, thereby contributing to worsening of timitial downturn. The same argument is
also raised by Catarineu-Rabell et al., (2005) wbsert that strongly pro-cyclical capital
requirements could cause severe macroeconomicteffgc creating credit crunches in
recessions, thereby exacerbating the economic domwnThe same can also encourage
excessive lending or easy credit in booms. Theaastphoint out that an important policy
issue is therefore whether banks would choose tptachore stable ratings across the
business cycle, which would moderate the pro-cgthkéfects or whether they would adopt
ratings conditioned on the point in the cycle etreyugh this could lead to inability to meet
demands for credit in a downturn (Catarineu-Ragtedil., 2005).

If external ratings are used, credit rating agen@egue that they take a “through-the-
cycle” approach to ratings, that is, the ratings laased on the assumptions of an adverse
confluence of events of a typical severity and pholity regardless of the current
economic conditions. According to Fisher (2002),s@all has set standards which
emerging markets and many developing economiesotaeasonably hope to meet. He
state that the greatest concern relates to thanceli on external rating agencies in the
standardized approach to calculate minimum capiéguirements. Domestic rating
agencies are not well developed in many developogntries and in other countries
(including Malawi) they do not exist. Therefore, time short-term, most domestic credit
risk will tend to end up in the unrated 100% catggas indicated by Basel II. This could
increase the risk-sensitivity of most banks in tiesv system relative to the Basel I. In
addition, the provisions of the Basel Il Accordwase that project finance is of higher risk
than corporate lending, implying an increase intehpequirements for loans belonging to
the former category. As stated by Griffith-Jonesd épratt (2001), this could be a
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specifically problematic for developing countrieshich rely on project finance in

infrastructure development and economic growth.

2.4.1.2CAPITAL ADEQUACY DIRECTIVE AND LENDING PRACTICES

Bank regulators have recognised that banks ardundorld differ very significantly, both
in the nature and complexity of their activitiesdan their approach to risk management
(Santomero, 2002). Thus, the capital regulatiomé&aork provides a range of regulatory
capital approaches and risk management systemsvitdoh banks can choose subject to
review by their supervisors. Santomero (2002) olesethat regulators have made practical
move to risk-based examinations rather than juskitmg at point-in-time balance sheets
and financial ratios. This means that the reguiatioave the right incentives for industry to
continue to seek advances in risk management ancedulators to continue to improve
their skills in assessing the adequacy of risk-rgangent systems in use. However, the
risk-weights applied to different assets and caent liabilities creates incentives for
banks to misallocate the internal distribution apital, to choose an uneconomic structure
of assets and to arbitrage capital requirementsw@llyn, 2001). The argument is that
banks have an incentive to choose assets whoskt@yurisk weights are low relative to

the economic (true) risk weights.

Jackson et al. (1999) in their research of G-10kddound out that bank’s reaction to
hitting regulatory constraints on their capitaiagatare likely to vary according to the state
of the business cycle and bank’s own financialagitun. The results are consistent with the
view that banks respond to capital pressures imthener they believe to be the most cost
effective. For example, Jackson et al. outling thesing new capital or boosting retained
earnings may be easier during economic boom whermutiing back loan book may be
cost effective in economic troughs. Similarly, Rqdez (2002) points out that bank’s risk
appetite may vary according to business cycle. Bam& willing to extend unsecured credit
facilities during economic booms (as credit risklgsis is based more on cash flows) and

during economic troughs, banks are more comfortableextend secured lending as
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repayments cannot be lied on primary source ohigt s, the cash flowsbut also the

secondary source of repayment which is the codafgedged.

Regarding capital structure decisions, banks mdlybgesensitive to the higher cost of Tier
1 capital relative to Tier 2 capital (Jackson et 8999). The authors conclude that when
cost of raising Tier 1 capital is prohibitive, bankay attempt to meet capital requirements
where possible through issuance of Tier 2 capMahetheless, some banks have a richer
mix of equity relative to Tier 2 and even more thiaa capital regulations would require,
probably because of market pressure (for exampleme&et large loan request by
customers). Further, Gambacorta and Mistrulli (90&3serve that well-capitalised banks
are less risk-averse. They observe that since mmincapital requirements take into
account the quality of banks’ balance sheet awbjitexcess capital represents a cushion
that controls for the level of banks’ risk and itaties a lower probability of a bank to go
into default. Moreover, excess capital is a direetasure of banks capacity to expand credit
because it takes into consideration prudential legigimn constraints (Gambacorta and
Mistrulli 2003). This is also supported by HellmaMurdock and Stiglitz (2000) as
reported by Gambacorta and Mistrulli (2003) whouarghat higher capital requirements
are the cause of excessive risk-taking by bankis iSHecause capital regulation increase
banks’ cost of funding (equity is more costly thaabt) and reduces the value of the bank,
management of the bank reacts by increasing ted té\credit portfolio risk (Gambacorta
and Mistrulli, 2003)

Other available research studies reviewed (Bab@6;1Berger and Udell, 1994 and Hall,
1993) suggest that in order to meet minimum capé&quirements, banks are likely to cut

back lending when it would be too costly to raisevrcapital.

2.4.1.3 CAPITAL ADEQUACY DIRECTIVE AND CREDIT CRUNC H

Peek and Rosengren (1995) indicate that thereeaeral researches that have investigated
the link between bank capital regulation (the lokbank capital) and bank loan shrinkage,
commonly referred to as credit crunch. They affithat several studies in the past
(Bernanke and Lown, 1991; Hancock and Wilcox, 199&ek and Rosengren, 1994) have

° This is probably because during economic trougitst businesses do not generate adequate andeeliab
income to service the loan.
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attributed the credit crunch to the large lossdsaink capital in combination with adoption
of new capital standards. Particularly, Peek andeRgren (1994) have shown that loan
supply as well as loan demand contributed to tleexed slow loan growth, with poorly
capitalised banks expanding loans less rapidlyré#sing loans more rapidly) than their
better-capitalised competitors. This point is abared by Brealey et al. (2001) who see
capital requirements to have a potential disadygnfar binding capital-constraint banks
which may reduce its lending hence leads to credihch. For example, it has been
suggested that the scramble by US banks to meettdhelards of the 1988 Basel Accord
led to the US credit crunch in early 199¢sSimilarly, Chu et al., (2006) concluded that
while the Basel Il Accord may prevent some bam@fengaging in excessive risk-taking
behaviour that are prejudicial to depositors, itynadso affect bank’s lending strategies.
The Basel Il Accord use both used and unused camemils as a denominator of the
capital adequacy ratio calculations; hence forainsg, banks can reduce the use of lines of
credit available to their customers simply to rezlac eliminate the negative impact of

unused commitments on the calculation of its capatizo.

The introduction of Basel Il Accord led internatagdrbanks into several strategies just to
meet the minimum capital ratios that were set (€hal., 2006). For low capitalised banks,
it meant that they had to either increase their Tier Tier 2 capital. But as explained, Tier
1 is more expensive (less cost effective) than Ziand in addition, Tier 2 is more risky

than Tier 1. The only alternative is to cut backlemding to reduce the amount of assets
tied to capital. In addition, if a bank’s capitakasset ratio becomes very low (due to
dividend payment or credit losses) it must eitheex raise more capital, (b) curtail its

lending, or (c) shift its portfolio towards assetgh lower risk-weights. The bank must

choose the most cost-effective way of meeting tlapital adequacy requirements.

However, increasing market innovations have enalidadks to use techniques that
effectively arbitrage between the two tier capitakreby increasing risks relative to

minimum capital levels (Chu et al., 2006). One stethnique is securitisatibnwhich

transfers high risk-weighted assets to low riskghted assets.

19 See Bernankhe and Lown (199The credit crunchBrookings papers on economic activity 2, pp 22483
1 Securitisation involves the sale of assets toegiappurpose vehicle which finances this purchiassugh
issuance of asset-backed securities to privatestoxe
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2.4.2

The volume of securitisation is substantial. Chalet(2006) state that as at March 1998,
outstanding non-mortgage securitisation by the ttetargest US bank holding companies
amounted to around US$ 200 billion (more than 28%,average of these banks’ risk-
weighted loans). They explain that banks in diffiikreountries use securitisation to alter
the profile of their books. For example banks cacustize their outstanding portfolio in
credit cards and consumer loans. This makes a ®amgital ratio look artificially high
relative to the riskness of the remaining exposufdégey conclude that with increasing
sophistication of the banks and the developmenhes innovative techniques in the
markets, banks have started to find ways of avgidhe limitations which fix capital
requirements on their risk-taking relative to thempital. The argument is that risk
categories in Basel Il Accord gives an incentivebdnks to undertake capital arbitrage by
transferring risk weighting between assets (forngple by shifting from high risk-
weighting assets into assets that bear relatively-risk weights such as residential
mortgages, short-term inter-bank exposures or Gowent securities) or reducing the loan
portfolio through securitisation. Chu et al. delses the former technique as ‘cherry-

112

picking’~“ and it is one of the oldest forms of capital agge.

DIRECTIVE ON CREDIT CONCENTRATION LIMITS FOR BANKS

In order to promote safety and soundness, the Bgnkict (1989) section 30 (1) (a)
prohibits commercial banks in Malawi from lendingma than 25% of their core capital
and surplus to a single customer or group of rdlatestomers. The direct impact is that
each bank has a limit of loan amount it can lend fmarticular borrower. Larger amounts
can only be extended unless prior approval is nbthfrom the Reserve Bank of Malawi
which usually is granted depending on social-ecanoralue of the credit. Lash (1987)
sees this requirement to be detrimental to podfgliowth of low capitalised banks. He
argues:

“... while the loan limit does encourage greater basdfety through

diversification, it also prevents small banks franeeting the entire loan

request of large customers and forces them to daege loans with other

banks on participation basis.”

(Lash, 1987: 56)

12 The practice of shifting portfolio’s compositioomards lower quality credit.
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2.4.3

Loan participation (also known as loan syndicatisnthe only way low-capitalised banks
are able to serve large loan request from thetiooosrs (Berry et al., 1993). In cases where
the customers are rapidly expanding firms, thetlmmay ultimately cause the banks to lose
these customers. This vindicates why low-capitdlisenks concentrate more on small and
medium enterprise customers as they are able to timgie loan request. However, credit
limits do not apply to all forms of bank credit. rFexample, in Malawi, where the credit
facility is guaranteed by Government or the portiorexcess of the limitation above is so
guaranteed or the credit facility is granted inpext of exports. According to RBM
Directive No. DOS 3 — 93/CC, one of the objectieésredit concentration limit is to help
banks follow the sound practice of credit divecsifion. It can be argued that credit limits
have contributed to specialisation of bank lendhglifferent banks. The argument is that
high capitalised banks have high concentrationtliiman low capitalised banks. The big
banks tend to attract big corporate customers vaually demand big loan amounts while
the small banks tend to concentrate on low corpacastomers or small and medium size
enterprises. Furthermore, for smaller banks, itmadghey have to increase their capital. As
capital increases through retained earnings, timeerdration limit should improve (vice
versa). This point to the conclusion that theransincentive for banks to take high-risk
high-return assets (to increase net income hent@neel earnings) which can further

deteriorate the bank’s capital levels if not préperanaged.

DIRECTIVE ON LARGE LOAN EXPOSURES

Diversification of risk is one of good aspect ohkdending. The Basel Committee of bank
supervision at its international conference in kfart - October 1990, recognised a major
proportion of bank failure occurred due to credikconcentration of one kind or another.
The argument is that non-performance of a singlgel@xposure weakens the performance
of the bank in terms of profitability. In order teduce this risk, banks are directed to limit

the exposure to one particular counterparty or gfurelated parties.

It is not relatively simple to define a counterpart terms of a single legal entity whether
corporate, official or private. However, it hasesftbeen discovered that several of banks’
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large exposures are in practice reldlex that in effect they constitute a single expesur
For example, separate borrowers, despite dealingnomdependent basis with the bank,
may represent a single risk because they are yegaleconomically inter-related. Thus
repayment difficulties would arise for all if anyp® of them experience financial problems.
Furthermore, a bank can maintain separate reldtipssvith two distinct companies, but if
there is a merger or a buyout, then credit conagatr to the new holding company will

have automatically changed.

The large exposure limits presently applied in nomsintries are expressed in terms of the
bank’s capital. Limits for single exposure genlgréll within the range of 10 — 40% of
total capital®. In Malawi the limit is set at 25% for any singlerelated customer of bank’s
present portfolio. Morris (2001) states that bdta Basel Committee and the World Bank
acknowledges that some countries have aggregaje &posure limits. For example, in
Malawi, RBM do not permit a credit institution tmcur large exposures (defined as
exceeding 10 % of capital) which in total excee® 80 of capital. The Basel Committee
states that there are risks arising from an oveceotrated loan portfolio or from over-

exposure to geographic areas or economic sectors.

One of the immediate effects of limiting exposwsdhat banks have managed to diversify
their lending activities. Prudence suggests thak®ahould diversify their exposure to a
certain degree (Lash, 1987). The argument is tlvactd/e on large exposures limits

vulnerability of highly leveraged banks to sectdinsit experience rapid movement in

commodity prices such as real estate, agricultndete@ansport.

Supervising large exposures can sometimes be &wbaland the question that arises is
whether supervision should be conducted on coretelitibasis or not. However, it is often
argued that consolidation is impractical since éhare a number of banks with different
capital levels hence different large exposureshdse banks syndicate a loan facility to a
particular customer, with time, an increase in wdgdbase will mean the banks will no

longer report the facilities as large exposuresdse of Malawi where there are no credit
information exchange systems, the unavailabilitg@ihparable information may result in

banks sharing credit loss hence systematic risksdiCdefault of the single customer can

3 The Basel Committee (1991) define the term “refate refer to relationships between borrowers.
14 Basel Committee on Banking supervision (1990)
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24.4

result in credit losses for different banks. Supsems therefore do not have useful measure
of the quality of loan portfolio which should enalithe supervisors to form a judgement

about possible linked exposures, credit lossesgsigmatic risks.

RISK MANAGEMENT GUIDELINES FOR BANKS

In February 2008, RBM issued operative risk managenguidelines for banking
institutions in Malawi. The guidelines outlines krigprofile areas which all banking
institutions should be aware and ensure that tlaeg hisk management systems in place to
manage or mitigate these risks. The document laasiatds which are the framework for
risk management. Richard et al., (2008) state ¢redit problems, especially weakness in
credit risk management (CRM), have been identitiecbe a part of the major reasons
behind banking failure. The authors continue #&desthat poor loan quality has its roots in
the information processing mechanism. The probleegn at loan application stage, and
increase further at the loan approval, monitoring aontrolling stages, especially when
CRM guidelines in terms of policy and strategiesé¢edures for credit processing do not

exist or are weak or incomplete.

In Malawi, the CRM guidelines have been issued iagjlat time, just when there has been
an increase in demand for credit by non-qualified anarginally qualified people. The
only challenge is that the guidelines are not mergahence some banks may decide to
ignore them. The theory of asymmetric informatiogugs that it may be impossible to
distinguish good borrowers from bad borrowers, Whitay result in adverse selection and
moral hazard problems (Richard, et al., 2008). Ruether factors (such as interest rate
reduction, economic boom which brings many oppadtiesn and increased bank
competition), banks realise that extension of ¢rémlithese customers may be profitable
only if high enough interest is charged to cover tisks (Collins, 2000). Collins states that
the significant portion of this type of lending &aps to be in the so-called sub-prime and
predatory lending markets. If this is the casenttie risk management guidelines which
emphasise on sound risk management systems whleeianks to take risks knowingly
and reduce the risks where appropriate. Unfortiyatiee assertion that ‘high-risk high-
returns’ has resulted in many banks undertakindgioey and subprime lending behaviour

which if left unchecked can lead to financial déss and losses.
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2.45 PREDATORY LENDING BEHAVIOUR

Collins (2000) observes that many developing ceesitdo not have regulations that
control, limit and reduce the effect of predatoepding. He admits that predatory lending
is difficult to define because predatory loans difécult to identify as they carry many of
the same characteristics as suitable loans. He Jeswspiotes a joint paper released by
USA Department of Treasury and the Department afiditg and Urban Development —
20" June 2000 which describes predatory lending sitaats where:

“The party that initiates the loan often providesinformation, manipulates
the borrower through aggressive sales tactics andkes advantage of the
borrower’s lack of information about the loan teramgl their consequences.
The results are onerous terms and conditions figaborrower often cannot
repay...”

(Home Ownership and Equity Protectéat, 1994: 2)

In USA, Federal Reserve Board has attempted to irejoredatory lending through the
revised standards under Regulations Z. The basictste of federal predatory lending
regulation is set out in a 1994 statute, the Homen@ship and Equity Protection Act
(Pyle, 2003). As pointed out by Pyle, Home Owngrsand Equity Protection Act —

regulation Z loans are barred from incorporatingaie terms, including the following:

1. balloon payment in loans with a term of less thae years;

2. payment schedules that are negatively amortised thakby allow the
balance owed on a loan to increase rather thardsey

3. increased interest rates in the event of default;

4. certain prepayment penalties and;

5. requirements that payments be bundled and paidvaree.

Collins (2000) argues that predatory lending ineslthe abuse of lending practices, such
as risk-based pricing, credit insurance and ballp@yments which are generally desirable.
Banks are risk takers and they ordinarily pricelitriacilities according to prevailing risks.

In addition, credit insurance helps banks to cawevoidable risks such as death, but this
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2.4.6

also raises the cost of the loan to the borroweméver for these reasons, legislators and
regulators are reluctant to outlaw these practimmuse they have proved to be effective
most of the time. Collins gives an example of baillopayments which if used
appropriately, young home owners are given a chamaavn a house through mortgage
whose financing is matched with their rising incorBeit, when used inappropriately, the
bank may force the retired or low-income earnergetinance the loan at high costs,

continuing the cycle of high-cost refinancing.

Mwenda (2008) illustrates that Banking Act (198@der section 31 provides a situation
where if a bank or financial institution is foundngucting its business in unlawful or
unsound manner, Reserve Bank may impose severadraimmeasures to rectify the
situation. The definition of conducting businessimawful or unsound matter has not been
given by the Act, and Mwenda observes that RBM as prohibited by any law from

providing policy guidelines on the meaning of tbancept.

While regulation Z exists in USA, in Malawi thereeano guidelines or directives that
should encourage supervisors to check and monitedapory lending practice. The
absence of such regulations may escalate the ggastiich harms the customer. Section
56 of the Banking Act empowers the Reserve Bankdithrough the Minister to pass
regulations pursuant to the Banking Act. The secpimvides the RBM with legal mandate
to provide its own understanding of what ‘condugtinusiness in an unsound manner’
means (Mwenda, 2008). Interestingly, Pyle (2003Jirees that most regulators primary
mission is the safety and soundness of the bargystem and not consumer protection
hence they tend to be more sympathetic to the coaad# bank institutions than those who
worry about the abuse in the banking industry. Vd@ only hope that regulators in
developing countries realise this complication @&astie guidelines that protect the interest

of the public in general.

SUBPRIME LENDING BEHAVIOUR

The typical lending practice by all banks in submilending markets, involves lending to
borrowers who do not qualify for ‘prime’ rates. Ga$ (2004) explains that these
borrowers may not have credit histories or haventdk credit histories or higher debt

levels making them riskier than prime borrowerse T8sues that are affecting the subprime
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markets bear the hallmark of previous credit cyslash as credit over-expansion (Collins,
2007). Most banks are over-optimistic, believingttlasset prices will continue to rise.
However, a fall in prices (due to macro-economindibons such as economic recession)
is followed by delinquencies, defaults and failwigich impact the lenders. The effects can
spill over to other banks causing financial disgreddowever, while subprime lending is a
concern to all, Pyle (2003) points out its welfadvantage. He observes that in USA, most
banks recognise that legitimate sub-prime loansease social welfare because they help
borrowers gain access to loans that they wouldhawe obtained. Debatably, this is only
effective during economic boom, whereby the econoexperiences stable macro-
economic conditions and the prevailing interestsaire constant or declining. However,
any economy experiences business fluctuations suaththe justification of sub-prime
lending has a negative consequence which can déefagbincial distress especially when the

economy is experiencing a recession.

FINANCIAL REGULATIONS AND LENDING PRACTICES : THEOR Y AND
RELEVANT LITERATURE

PROFIT MAXIMISATION MODEL

Many authors who have presented theoretical liteeadn financial regulation established a
focal relationship between capital requirements &sk-taking behaviour of regulated
banks. Previous research by Mullings (2003) exasiwbether the risk-based capital
requirement led to increased capital or a reductiomisk-weighted assets of Jamaican

banking sector.

The research by Mullings uses Furfine’s (2002) ipratiximisation model. The conclusion
of the research suggests that risk and capitaliregents affect significantly the profit
maximising behaviour of commercial banks in Jamakaather, he points out that there is
marginal benefit associated with not exceedingtahpequirements. Most Jamaican banks
had high return and low default-risk securitiesatige to loans. This may have negative
effects on funding for productive, private ventusssl also for overall risk exposure of
banks if there is significant interest rate riskulihgs, 2003). The results show that
Jamaican banks preferred to hold default-free agsebank balance sheet relative to loans

just not to exceed capital requirements while masimg profits. In addition, the policy
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implications for Central Bank of Jamaica was tou interest rates on default-free
securities so as to increase the scope for pradiyctis well as to improve the favourability

of loans as an investment options for banks.

Bouri and Ben-Hmida (2006) argue in the same Im&/allings (2003) that regulation on

bank activities affects bank profitability and ihgncy risk. Further, previous studies by
Kohn and Santomero (1980); Kim and Santomero (188&)ointed out by Bouri and Ben-
Hmida (2006) assert that since capital requiremesttict the risk-return frontier of a bank,

a forced reduction in capital requirement may iredbanks to reconfigure the composition
of their portfolio of risky assets; thus, leadingspibly to an increase in risk taking
behaviour. Contrarily, both authors also points thatt Furlong and Keeley (1989) have
shown that capital requirement may decrease bakksince the option value of deposit
insurance is decreasing in a bank’s leverage. Tdrerethe effect of capital adequacy
requirement on bank risk is an empirical questiod #ne minimum capital standards may

increase risk —taking, contrary to their intent (Band Ben-Hmida, 2006).

There are many researches on the responses of’ ork®lios to changes in capital.
According to study by Shrieves and Dahl (1992)ythencluded that risk exposure and
capital levels are simultaneously related and tlagorty of banks mitigate the effects of
increases in capital levels by increasing assebv®xe, and vice versa. Further, Bouri and
Ben-Hmida points out that many researches thatstigeted the impact of Basel capital
requirements on banks behaviour extended the stu8frieves and Dahl (authors such as
Jacques and Nigro (1997); Aggarwal and Jacques8§192001); Ediz et al., (1998); Rime
(2001); Heid et al., (2004); Hassan and Hussaif420/an Roy (2003), (2005)). With the
exception of Ediz et al., (1998), all use the stamgous equation modelling framework
that allows to compare the behaviour of underchpitd and adequately capitalised banks
with respect to changes in capital and risk ansetowhether these changes are related. The
results from these researches as reported by Bandi Ben-Hmida, all supports the
conclusion that there is a positive associationvben risk and capital in banks however
not due to strictly consequence of regulatory ifice, but rather it reflects the bank
owner’s and/or manager’s private incentives andr tbenception about profitability and
risk-taking behaviour.
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2.5.2

The main goal for banks is to balance between rasid returns in conduit of financial
intermediation. This exposes banks to various risksvever the major risks faced by
banks in their lending activities are credit andrkea risks. Most banks have failed to
recover credit from borrowers with questionableady or character and the bank may
only protect itself against excessive credit or katirisks during the initial credit-granting

process, sound underwriting standards and aneftitialanced approval process.

Over the years, volatility of banks’ earnings héeen linked to the loan portfolio. While
there are many contributing factors including markeces, poor risk measurement and
weak risk management, a common underlying factas haen bank’s tendency to
underestimate or under price credit risk. Howetrex,goal of management and the board is
to maximise profits (utility) and not minimise ciedr market risks. This puts pressure on
bank managers whose actions is to increase rigkardtontier (while taking calculated
risks) for the bank in order to maximise profits @arly research by Mingo and Wilkowitz
(1977) points out in the same line of the argunikat there are two important decisions
for bank’s balance sheet decisions: their contirdouto profits and their effects to bank’s
soundness or risk of insolvency. The two authoge atate that regulators in their effort to
prevent bank failure underscore the risk-returrurgabf both assets and liabilities of the
bank. Consequently, regulations, directives andgmtial rules that affect balance sheet of
commercial banks are bound to affect profits of biamk. Probably, among others, the

corrective measure is for the banks to change tygteire or structure of lending activities.

THE CAPITAL BUFFER THEORY.

According to Calem and Rob (1996) and Rime (20€1ig, buffer theory predicts that a
bank approaching the regulatory minimum capitaloratay have an incentive to boost
capital and reduce risks in order to avoid the laguy costs triggered by a breach of the
capital requirements (Bouri and Ben-Hmida, 2006)ther, Kleff and Weber (2004) point
out that banks may wish to maintain a certain eafuffer in excess of the minimum
requirement in order to reduce the regulatory coBtey further point out that there are
implicit and explicit regulatory costs, which igesult of falling very close to or below the
regulatory minimum. Therefore, changes in portfalik and the capital ratio may be
positively related, as banks may wish to maintaeirtregulatory capital ratio (Kleff and
Weber, 2004).
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The two authors argue that those banks that hdivinégr target capital zone or have fallen
close to the regulatory minimum have an incentwerdturn to their capital buffer by
increasing capital and decreasing risk (Kleff anebéf, 2004). Therefore, according to the
theory, a change to capital requirement will indl@aks to adjust their portfolio risk
(banks will reduce temptation of taking up highditeisk assets and unsecured assets or
this may facilitate disposal of non-performing asgeand it is apparent to find a negative
relationship between changes in capital ratio dred gortfolio risk for less capitalized
banks. However, Kleff and Weber (2004) also point that the theory is not relevant for
banks with an extraordinary high capital ratio. Jlaegue that the banks are not forced to
manage capital dependent on portfolio risk, as they far away from experiencing
regulatory costs.

Similarly, an argument raised by Lindquist (2003) the buffer capital theory sees an
important issue is how buffer capital varies witle tisk profile of the bank’s assets. From
a regulator’'s perspective, banks with a relativediy portfolio hold a relatively high level
of buffer capital. Otherwise these banks are mitedyl to fall below the minimum capital
ratio, which could give rise to a credit crunchndquist, 2003). Therefore, in worst case or
during economic downturn, poorly capitalized banksy spur systemic risk which may
threaten financial stability. On the other handneaesearchers such as Stolz and Wedow
(2005) see shocks to banks’ capital buffer mayeddranks to raise capital and / or reduce
lending. Shocks such as credit losses which redapgal may force banks to reduce their
risk-weighted assets, which may happen througldacteon in lending activities. Stolz and
Wedow (2005) argue that forward-looking banks temdxpand their loan portfolio during
economic upturn. This builds up their capital bufféhich is easier in economic upturn
than in an economic downturn. When economic downsats in, banks’ capital buffers
can absorb the materializing credit risk (credgskes) (Stolz and Wedow, 2005). Hence,
given a forward-looking bank, the buffer capitakigected to behave pro-cyclically. This

hypothesis shows how buffer capital changes inaesp to changes in business cycle.

Stolz and Wedow also observe that Ayuso et al. 420ihd a negative effect of the
business cycle on the capital buffers of SpanishtkfaHowever, in contrast, the same
authors point out that Lindquist (2003) found aateg effect of the business cycle on the

capital buffer of Norwegian banks. The point theearchers are trying to make is that
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2.5.3

positive effects implies that banks build up theapital buffers (through increase in loan
portfolio) in a boom probably as a caution of ctddsses during economic downturn,
conversely, a negative effect implies that duricgr®mic boom where credit losses are
low (or considered and expected to be low), bankmtain low capital buffer as a caution
and during economic downturn, banks maintain higpital buffer as a caution of credit
losse&®. Similarly, Boucinha and Ribeiro (2007) on the dstuof Portuguese banks,
conclude that there is a negative relationship eetwexcess capital (buffer capital) and the
effects of business cycle. The authors confirmhyy@othesis that banks adjust their capital
reserves in response to changes in risks they flois. is a result from changes in
macroeconomic environment (business cycle) andethesulting from bank's own
decisions. Similarly, Barajas, Chami and Cosima2@0%) on their work in 2001 show
how capital regulations affect bank behavior. The@i and Cosimono model treats bank
capital as an endogenous variable. This revealsthevehanges in regulations, as well as
changes in other exogenous variables such as neirldeture and economic activity affect
bank’s choice of the level of capital. The levelcapital in turn will affect a bank’s future
ability to extend credit (Barajas, Chami and Cosimy&@005).

Other researchers such as Carey (2000), Kaplanski laavy (2007) and Kim and
Santomero (1988) point out that the impositionagital requirements may actually induce
banks to shift to capital markets or allocate @pi different asset portfolio. A strategy

which is commonly referred to as tactical asseicallion strategies.
TACTICAL ASSET ALLOCATION THEORY

Arnott and Fabozzi (1988) as quoted by Rey (20@® tactical asset allocation as a
strategy of shifting asset mix of a portfolio irspense to the changing patterns of reward
available in the markets ( capital markets). Theotlp relates to capital market investment
activities based on risk and return and investortentive of holding long-term versus
short-term maturing assets. The theory has alsao heed by some researchers on bank
lending activities. It notably refers to disciplthprocesses for evaluating prospective rates
of return on various asset classes and establiattiaal asset allocation response intended
to capture higher rewards (Arnott and Fabozzi, 1988

' This point is propounded by Ayuso et al. (2002&) Ayuso et al. (2002b) on Spanish banks
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The same strategy has led some banks to restrutteireportfolio holding structure to
reduce credit and market risks as one way of isongacapital ratios for the bank. For
example, Carey (2000) points out that currentlysetss that make vastly different
contributions to portfolio credit risks receive disn regulatory capital treatment. He argues
that this provides incentives for banks to restrecttheir lending activities and balance
sheet to take advantage of risk differentials betwivo or more assets in the market. This
is in line with a survey which was conducted by dp@an Central Bank on EU banks in
2004, which found out that banks engage in credi transfer as a focus on risk
management and diversification, and due to newraskn profile offered by structured
products and availability of arbitrage gains agsinrom account and capital regulations.
Banks therefore hold different portfolio asset mas strategy of diversifying or hedging

risks (portfolio management) and/ or portfolio mediation.

The asset allocation thedfywas developed from portfolio choice theory whichswirst
developed by Markowitz (1959).For many researchers, the question of asset tithaca
strategy is a notion of portfolio diversificatiomvhich redistributes risks by pooling
numerous underlying asset risk-return profiles. Ehategy enables the bank to reduce
individual asset risk since the bank hold an gssdtolio that is not perfectly correlated. In
addition, the strategy which calls for structuremducts is used to shed risk through
formation of tailor-made credit products that eb&hb long-term relationship with

enterprises without creating excessive exposurdsese clients.

Cabenoyan and Strahan (2001) points out that baséghe risk-reducing benefits of risk
management to take on more profitable but highsk lkending activities and to operate
with greater leverage. The authors agree with dlea iof creating incentives for banks to
improve their risk management systems; howeverr thesearch results suggest that
regulators should not expect better risk managerntetdad to less risk. They found out
that banks that enhance their ability to managditcresk are able to operate with greater

leverage and will lend more of their assets to bekrowers. Thus the benefits of advances

18| oeper (2001) points out that the roots of asetation theory started with a piece of work calf@he
Capital Asset Pricing Model” (CAPM- beta as a measf risk) and evolved into “Modern Portfolio
Theory” (MPT- Standard deviation as a measuresid ri

" Markowitz H M. (1959) Portfolio Selection: Efficient Diversification afvestmentswiley, New York
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in risk management in banking will likely be greaawailability rather than reduced risk in

the banking system (Cabenoyan and Strahan, 2001).

Starting from a bank’s point of view, asset allamattheory incorporate a strategy that
seeks to diversify risks, hedge and shed risk gnelasl the risks and return frontier of the
portfolio. On the other hand, from a regulator'smpaf view, the strategy leads to better
portfolio management and intermediation. Howevbke strategy has been found out to
increase incentives for banks to engage in moketaising activities since the bank enjoy a
better leverage in risk management processes. fbnerefollowing the argument, the

directive by regulators and supervisors for barkerigage in internal risk management
processes, has been found to yield the negativaltsebetween risk-mitigating and

incentive activities for banks.

CHAPTER SUMMARY AND CONCLUSION

This chapter has presented a fair meaning and stagheling of financial regulations and
lending practices of commercial banks. The chaptes provided related literature on
regulatory framework, financial regulations and dey practices (behaviour) of
commercial banks. The literature has revealed aglevariables whose understanding and
analysis will help to answer the research questams objectives. Some of the lending
practices of commercial banks in other countriesméfica, Europe and Africa) have been
discussed in relation to bank regulations. Thig pribvide a methodology for the research

work and a platform for discussion of the expectsiilts.

The chapter has also discussed in detail relatedrits from notable researchers in
financial regulations. The area is extensively aesiged in advanced economies especially
in United States of America. However, the outconfieghts study will be particularly
important and interesting as it will assess thdiegipility of the theories in less advanced
economies like Malawi. The chapter has therefoowided a platform which will be used

in Chapter 3 which gives methods of data collectiod analysis that were used.
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3.1

CHAPTER 3

RESEARCH METHODOLOGY

INTRODUCTION

The aim of this chapter is to describe the reseptah on how data were analysed and
interpreted. The chapter also explains the resedesign and procedures that were
followed to accomplish the specific aims of theeash. It introduces the methodology
that was followed, research instruments employetidata analysis tools used to arrive at
the research findings. The chapter also illustréttesmethods that were used to generate

and collect data and its reliability.

RESEARCH METHODS AND DESIGN

In order to address and meet the research ques#odsobjectives respectively, a
descriptive study was conducted by gathering daten fstakeholders at different levels:
bank regulators and supervisors, lending managedsicanalysts, internal and external
bank auditors. The research was carried out bygsted questionnaire and in some cases

semi-structured interviews based on the structtitbeoquestionnaire.

Each section of the questionnaire answered a phaticesearch question or objective.
Interpretation of the results involved grouping ikimand/ or different answers on financial
regulations and lending practices in terms of dausationships, explanations, effects,
motivations and views from the respondents. Thalt®®f the research study explained
the root cause of the research problem which d@ickttie research to solutions and answers

of the problem.
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3.1.1 REASONS FOR CHOICE OF METHODOLOGY

A triangulation approach was used in collecting gederating data. The findings of one
method were used to compare with the other thecelfirming substantially the results.

Berry et al. (1993) view the approach as a bettethod as it gives the researcher more
confidence in the findings. Similarly, TashakkonidaTeddie (2003) argue that the mixed
method approaches are useful as they provide bepieortunities to the researcher to
answer research questions and also allows betédmation of the research whose findings
can be trusted and inferences made from them. Beeofi questionnaire enabled the
researcher to collect descriptive data which gawvefidence that the research was
addressing the research questions and objectiwsequently, the use of semi-structured
interviews allowed the researcher to obtain keyudssthat were important to the

respondents which formed a qualitative contenhefresearch findings.

The semi-structured interviews used the questioares a guide on the type of questions to
be asked during interviews. The reason for addhe ihterviews was to a degree to
establish views from a different stand point. Thenpalso helped the researcher to obtain
information from senior members of the targetegoeslents who couldn’t find time to
answer the questionnaire. There are a number eharelses such as Greene et al. (1989)
andCreswell and Plano Clark (200that have used mixed methods in collecting datae T
main advantages of both techniques have long betablshed and account for their
popularity in research. A summary of the main adwge for each technique is given

below.

Questionnaire’s relative anonymity encourages nedeots to freely divulge information
that would normally be considered as confidenfidle technique enables respondents to
verify information with their records or consult eth colleagues for appropriate
information. On the other hand, interviews are epeded and allow the researcher to
probe for clarification or more information durirtige interview process. The interviews
technique allows the researcher to be in contrahefresearch as it enables him/her to
establish key issues from respondents but alsorobtene meaning behind some data, that
is, it allows clarification of the content of somethe questionnaire results. As observed by
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3.1.2

Saunders et al. (2007), the mixed research metpprbach enables triangulatiSrio take
place. There are strengths and weaknesses if pousing mixed methods approach. For
example, when using a questionnaire, the reseacameot probe more into the responses
of the questions. However, by combining and/ ordemting interviews, the researcher has
the opportunity to probe and request for more miation after the initial response.
Nevertheless, Saunders et al. (2007) argue thes thanevitably a relationship between
the data collection technique a researcher choondettee results obtained. They further
state that all different techniques and procedwidishave different effects on the results
hence it makes sense to use different methodshtetaut the ‘method effect’. Therefore,
it also made sense for this research study to husemixed method approach as it gives

confidence on the conclusions.
RESEARCH PHILOSOPHY AND APPROACH

Several studies have been conducted in Europeartr@msuand United States of America
on correlation between financial regulations (baegulations) and lending practices of
commercial banks. While the results tend to beiptied, it is the belief of the researcher

that the results developed from these studies ¢gmowide similar conclusive outcome.

This is because the banking environment as wethaseconomic set up between these
countries and Malawi is different, therefore canm@tvide similar results.

The study used both qualitative and quantitatichnejues to generate and collect data in
order to answer the research questions and meetobjectives. According to
Saunders et al. (2007) the most determinant ofireBgphilosophy that should be adopted
is the research question. The main research quesiaerived from research problem
which is the pivotal of the research program. Thenmmesearch question for this study is;
what is the effect of financial regulations on lemdpractices of commercial banks in
Malawi? The question focuses on rational explamabf financial regulations and how
they (or may) affect lending practices of commdrdanks in Malawi. Therefore, by
integrating qualitative and quantitative researppraach, the study draws two research

philosophies (subjectivism and objectivism) togetlaad uses a concept of research

8 The use of two or more independent sources ofafatata collection methods within one study inesr
help ensure that the data are telling you whattiink they are telling you (Saunders et al., 2007).
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3.2.1

paradigms of interpretive and functionalist parauly Therefore, the conceptual
framework of this research is objectivity whichiesl on statistics and subjectivity which

relies on description and experiences of the redpats.

SOURCES OF DATA AND COLLECTION TECHNIQUES.

Sources of data for this study were bank regulatord supervisors, commercial bank
credit managers and internal auditors and commerbank external auditors.
Questionnaires were sent to respondents by electroail and hand delivery, and only

senior managers and head of departments were igerd.

Data collection was done in Blantyre only whichthe commercial city of Malawi. This is
because Head offices of the Commercial banks angit Aums (that were part of the
sample) are in Blantyre and the supervisory departnof financial institutions is also

housed in RBM’s Blantyre branch.

The researcher used a triangulation approach aiaisequential model in collecting and
generating data. The model as propounded by Tashai&ikd Teddie (2003) follows the
following set up: The first stage was quantitativethods approach which used the
guestionnaire to build knowledge on key issues @edents of study. The information
gathered was used for second stage - qualitatipeoaph which used semi-structured
interviews to probe for more information, validitgnd reliability of results from

guestionnaires.

SAMPLING TECHNIQUE.

Questionnaires and semi-structured interviews wadgressed to financial service
stakeholders who are the bankers, regulators amdhdldlitors. The study only targeted
lending managers/credit analyst and internal atglitm five selected banks, bank

supervisors and regulators from RBM and externditats from KPMG and Deloitte.

1 Saunders et al (2008) define interpretive paradigma philosophical position which is concernechwit
understanding the way we as humans make sense afdHd around us, and functionalist paradigm as a
philosophical position which is concerned with iamal explanations of behaviours and institutisnsh as
why a particular organisational problem is occugriim terms of the functions they perform.
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The respondents were stratified according to tmeiture of work, that is, lending
managers, auditors, regulators and supervisorsm Feach stratum, respondents and
interviewees were picked randomly. As observed ayn8ers et al. (2007), conducting a
simple random sampling gives each sample fractiangéted stakeholders) an equal
chance of being selected and hopefully reducingngiss. The sample frame were the
managers in each bank, Reserve bank and auditbiitmonly those that are involved in
credit underwriting, risk analysis, regulating, sapsing and auditing of such activities.
The selection of respondents to be addressed byjubstionnaire or semi — structured
interviews depended on the type of information &dbtained. For example, where the
question required qualitative dimension other thest picking the answer, an interview
was conducted. However, the questionnaire hadcplsestions that were open-ended which

the researcher believes enabled the respondegitgetadditional information.

Data obtained from one group of respondents wassertbecked with data from the other
groups. This enabled the researcher to contrasddteeand identify areas which were not
considered by the questionnaire. The plan helpeddkearcher to form set questions for
the semi-structured interviews to probe for moferimation, clarifications and validate the

data from the questionnaires.

SAMPLE POPULATION

The study included top 5 Banks operating in Mala®Whese are top 5 banks ranked
according to their total assets as at December.ZDO8 study covered an 18 year period

from 1990 to 2008. Table 1 below shows the targbtetks that were chosen depending on

their incorporation date.
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Table 1: Top 5 banks in Malawi as at December 2008

Name of Bank Date of License (after amendment of
Banking Act (1989))
1. National Bank of Malawi "§ September, 1990
2. Standard Bank "8September, 1990
3. First Merchant Bank % July, 1994
4. NBS Bank ' March, 2004
5. Malawi Savings Bank 29March, 1995

The study also included RBM which is the only flor@ regulator and supervisor of
financial institutions in Malawi. Two audit firmsexe also part of the sample frame. The
two audit firms are KPMG and Deloitte. The firmsr&e&hosen because they are among
the biggest audit firms engaged by commercial bankglalawi. The study included the
audit firms because of their involvement in audjtlmank activities which includes lending

practices.

Therefore, as observed above, the population samgleded three key stakeholders: those
that underwrite; those that regulate and supegethose that audit lending activities of
commercial banks. The sample is representative esradbled the researcher to obtain

relevant data, avoided biasness and any lock-oufaimation.

SAMPLE SIZE.

The sample size that was specified from the sanpplpulation was a total of 10
respondents from each sample frame. There are ssample frame drawn from five
targeted Commercial banks and one each from Re&ank and Audit firms. A sample
frame for banks included at least lending managedscredit analysts. A sample frame for

Reserve Bank included bank regulators and supesvastd a sample frame for audit firms

2 previously known as Commercial Bank of Malawi (CBMCBM had been in existence prior to 1990.
Following the promulgation of the Banking Act 1984, existing institutions were required to be mdwvith
a new license under the new act. The bank laterggthits name from Stanbic bank to the present redme
Standard Bank Malawi.

21 previously known as New Building Society which viasnsed on 7 February 1994 under the Building
Societies Act.
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included experienced auditors only that audit coneak banks. In total, 70 respondents
(10 respondents from each sample frame) were sdleitt answer the questionnaire.
Another 10 respondents from the sample populatierevalso selected to be interviewed.
The study only chose well-qualified and experiencegspondents for the interviews. This
allowed the researcher to explore responses framorglents on research questions and
objectives given the nature of events that mighviehaeen occurring within the particular

Bank or banking system.

The researcher only chose a total of 10 respondeots each sample frame due to
shortage of experienced, technical and skilled munesources from the banks and audit
firms. However, at least one respondent from eamimpée frame was selected for
interviews. The questionnaire was also extensivkiaoaptured a lot of information from

the limited sample.

QUESTIONNAIRE AND SEMI-STRUCTURED INTERVIEW DES IGN

The research questions and objectives of the stgdg derived from the research problem.
The steps followed in forming the questions andedijes were to establish financial
regulations and lending practices of commercialkbam Malawi. This helped the
researcher to set specific questions and estatligttives as a bench mark of addressing
the research problem. For this reason, when tlearelser was designing the questionnaire,
the starting point was to refer to the researctstjmes and objectives of the study. This
strategy enabled the research instruments (questi@and semi-structured interviews) to
include information needed to answer the reseanestpns and meet the objectives. This
technique meant that by answering the questions addiessing the objectives, the
technique was directly finding solutions for theearch problem which is a contextual plan

of the study.

The researcher divided the questionnaire intoi@ext each covering one or more of the
research questions and objectives. As observedegy Bt al. (1993), using this structure
enables the researcher to proceed with more detaspects of the research design in
logical and coherent manner. The researcher atsoreference from other literature and
similar researches involving financial regulatioasd lending practices to ensure

terminology is understandable.
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The research used a self-administered questionraice semi-structured interview to
collect primary data from the sample. According Saunders et al. (2007), a self-
administered questionnaire is a data collectiohriggie in which each respondent reads
and answers the same set of questions in a predeésl order without an interviewer
being present. Since in some cases, the questienth@@s not give chance to respondents
to answer freely (in some cases give opinion) akwants in relation to the subject area, a
semi-structured interview was used. Semi — stredtunterview covers a wide-range
category of the interview in which the interviewesmmences with a set of interview
themes but is prepared to vary the order in whidkstjons are asked and ask new

questions in the context of the research situg@unders et al., 2007)

In this study, the standardised questions allowedéspondents to give answers relating to
lending practices of commercials banks and nondsta@iised questions (open-ended
guestions) allowed the respondents to specify apthim the lending practices and other
types of lending practices of the banks. The stahdaestions (sometimes referred to as
closed-ended or forced-choiced question) providenuanber of alternatives which

respondents were instructed to choose. The nowlatdised questions also allowed the

respondents to express their perception aboutdiabregulations in Malawi.

The study included different stakeholders as redeots as a way of capturing different
perceptions of financial regulations and lendingcgices in Malawi. Most researchers
recognise this technique to give relevant realityces as far as human experience is
concerned; it is that takes place in subjectiveeerpce, in social context and in historical
manner. Thus, qualitative researchers are oftenenmoncerned about uncovering
knowledge about how people think and feel aboutdheumstances in which they find
themselves (Thorne, 2000). Hence by capturing expess from different stakeholders,
this research achieved a general comparative amabpproach called ‘constant
comparative analysi€. This approach involved taking one piece of datetément,
interview, theme) and compare it with all otherattinaybe similar or different in order to
develop conceptualisations of possible relationsvéen two various pieces of data
(Thorne, 2000)

2 Originally developed for use in the ground themmthodology of Glaser B and Strauss A (198Tg
discovery of grounded theotfawthorne, New York, Aldine.
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The contents of the questionnaire were adopted fhmtworks of various authors such as
Berger, Herring and Szegd (1995); Currie (2005)r2dg2007) and Peek and Rosengren
(1995) but were refined to match the current resear comparison of the four research
works. Given the complexity of designing a questare, it was not possible for the

researcher to produce a correct and desired guasire on first attempt. Therefore, the
guestionnaire was pre-tested, that is, piloted @mall sample of 15 respondents whose
characteristics were as those of the sample populathe first phase of the pre-testing
exercising was to get effects of different wordingsderstanding of particular words,

analysis of responses and non-responses. TheHase pf pre-testing exercise involved
polishing the questionnaire to improve the questorer, filter questions and layout. Pre-
testing exercise benefited the researcher to thenexhat the exercise revealed possible

responses and meanings attached.

The questionnaire was administered through eleictromail, delivery and collection
method and personal interview method. The questioes were self-administered and the
semi-structured interviews were conducted faceadte fwith the interviewees. Delivery and
collection method allows the researcher to deltherquestionnaire to the respondent and
call to collect at a predetermined time (Saundéral.e 2007). The researcher chose this
method because the respondents were easily iddadifiln addition, Saunders et al. states
that the semi-structured interviews allow the resj@mts to talk freely throughout an in-
depth interview and may encourage interviewee th & they wish. The researcher
targeted senior managers and Head of departmentsteasiewees for semi-structured
interview. The main reason for this choice wasaptuare the experience of the respondents

and technical information that maybe known by thelwes only.

The researcher was supported by one researchaassigto assisted in collecting the data
— questionnaires. Training was provided to the aede assistant in data collection to
ensure accuracy. Data collections for semi-strectumterviews were done by the
researcher only at an average of 3 days per weekearnviewees’ work places. It took a
total of 8 weeks to administer the questionnaim @nduct the semi-structured interviews.
This was because most of the respondents were amily eaccessible due to work

commitments.
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3.4

3.5

The questionnaire consisted of five sections. 8acfl required the respondents to give
his/her personal background. Section B aimed ab#shing what type of lending practices
that are undertaken by commercial banks. Sectiexpglored the implications of financial

regulations on banking system in Malawi. SectioiniZestigated perceptions of financial
regulations in Malawi. Lastly, Section E exploresding practices of Commercial banks

in Malawi.
There were no control questionnaires which wereiaidtered as the researcher believes
the research covered all relevant stakeholdergwatrs, supervisors, credit underwriters,

risk analysts and auditors.

RESEARCH STRATEGY.

The research was conducted through a pre-desigmestignnaire and one-to-one semi —
structured interviews. The questionnaire was ddrit®@m other studies on financial

regulations and bank lending practices (behaviolde researcher engaged one
undergraduate student (final year student) to metllecting and generation of data. The

student also administered the questionnaires frekents.

FRAMEWORK FOR DATA ANALYSIS.

The research collected two types of data set —rigise (dichotomous) data and narrative
data. The data per category were sorted using Blére@xcel software. The data sets were
analysed to allow grouping of similar answers, tesrand to conceptualise ideas. Thorne
(2000) points out that in qualitative data analysiscesses, actual data collection cannot be
entirely distinguished from analytic processes. Theoretical lens from which the
researcher approaches the phenomenon, the stematigieresearcher uses to collect or
construct data, and the understandings that treargser has about what might count as
relevant or important data in answering the resegtestions are all analytic strategies to
transform the raw data into a new and coherentctiepi of the thing being studied
(Thorne, 2000).
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3.5.1

3.5.2

3.5.3

QUANTITATIVE DATA ANALYSIS

The researcher used a questionnaire to obtain itatarg data — descriptive (dichotomous)
data. The data set is a categorical data whichasvk asdichotomous datas the variables
are divided into two categories (yes or no). Thesfjonnaires were matched by using code
numbers for respondents. The research assistaetidbe responses from closed-ended
guestions on the questionnaires and the reseacoled the open-ended questions based
on themes and terms used by respondents. Questibese there were no responses

recorded, they were coded as “missing data”.

QUALITATIVE DATA ANALYSIS

The data was transcribed from recorded responseg;eptualised and codified into
important information which formed part of the ra#h findings. That is, the text collected
was identified, coded and categorised with consittan of predetermined themes and sub-
issues as per research question or objectives.rédiogpto Strauss and Corbin (1998), a
researcher can categorise data depending on tlilargiyrof terms used by the respondents
through existing theories and literature. Singpialitative research is an iterative process,
new themes also arose out of data collection eserdine new themes were also added as
part of the findings.

The research used a narrative analysis tool astegy for laying out specific procedures
for addressing research questions and objectives filst step in the analysis was to look
for consistency and diversity (identify analyticndains), major and minor thematic areas,
majority and minority views from respondents. Qtiotas from some respondents were
highlighted to illustrate important and distinctifendings. This process allowed the
researcher to analyse the qualitative data systeatigtand rigorously and finally draw

and verify conclusions.

DATA QUALITY ASSURANCE

All qualitative data was recorded in a researchydiagether with researcher’s ideas and
reflections. The researcher also pilot-tested #search instruments prior to formal data

collection. Supervision of the research assista# done twice a week. This included spot
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checking the questionnaire with the research asdish order to find out if he had any

problems in understanding and explaining each ourest

The researcher conducted the above exercise i twdeollect accurate data which is
essential in maintaining integrity of the reseasthdy. The primary justification for
preserving data quality was to support the deteaticerrors in the data collection process,
whether they were made intentionally (deliberatésifiaation) or not (systematic or
random errors). Therefore, the researcher’s aimpre$erving data integrity was also to

ensure scientific validity to study results.

3.5.3.1DATA VALIDITY

For higher validity, the researcher made suretti@tjuestionnaires were filled by targeted
respondents only. The respondents included onlices§ and managers that have a
technical knowledge about lending practices of cenuml banks in Malawi. Furthermore,
data collection was done in two stages. The fitsiges involved administering of
guestionnaires and the second stage involved ctindusemi-structured interviews which
allowed confirmation and validation of results obéal from the questionnaire. The use of
triangulation method ensured credibility and deil@lesresults which lead to generalisation
which is one of the common tests of improving vigier trustworthiness of the results
(Patton, 2002).

3.5.3.2 DATA RELIABILITY

Validity and reliability are two factors which angualitative researcher should be
concerned about while designing a study, analysisglts and judging the quality of the
study (Patton, 2002). To make the data reliable, rdsearcher only targeted specific
respondents whose response would be the sameimmeeiftthe instruments (questionnaire
and semi-structured interviews) are given twicého same group of people, the reliability
is the correlation between the consistent resultshe two instruments. This research is
therefore reliable because it only targeted speoEspondents who were chosen because of
their technical skills, knowledge and experiencbergfore, the results obtained where

responses based on knowledge and experience wiaatoasistent but limited over time.
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3.5.4

3.6

3.7

However, the trick about test-retest reliabfiitys determining how long to wait between
the two administrations. Nevertheless, as long rasvedge or skills are constant over
time, the respondents will give results that arascgient as the information is based on

knowledge or skills they have.

DATA ENTRY AND CLEANING

Data was entered by the research assistant amtittegpal researcher. It was checked for
inconsistency, illogic relationships and illegititmacodes. For each possible error, the
researcher identified the source of the error wdrethoccurred at coding or data entry
stage. Appropriate correction was done by the rebea after identification of source of
the error.

RESEARCH ETHICS

The research was conducted with guidance from coflbehaviour that are acceptable in
conducting research. As suggested by Saunders. €2Qf)7), issues such as voluntary
participation of the respondents, maintenance offidentiality of data provided by

respondents and their anonymity, respect for pyia@articipants and non application of

pressure to participants were observed in the study

FACTORS THAT IMPEDED THE PROGRESS OF THE STUDY

The researcher met the following factors that ingaktthe progress of the study:

1. Some credit analysts were unwilling to disclose sanfiormation to the researcher
because of the sensitive nature of the requestednation.

2. Some of the respondents were suspicious of thanmgsebearing in mind that the
researcher works for one of the commercial bankscéighe information was

thought to be for professional use.

2 Test — retest reliability is a method that measaansistency of results between two researchuiments
administration.
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3.8

However, since the study targeted different stakidre, the researcher was able to obtain

data from other respondents. Care was also takealalty and reliability of the data.

CHAPTER SUMMARY AND CONCLUSION

The study used questionnaires and semi-structuntedviews as research instruments in
carrying out the research. The study involved ctilhg and generating quantitative and
gualitative data hence triangulation mixed methapisroach was used. The questionnaires
were analysed in Microsoft excel in order to essiblogical relationships, themes and

interdependence.

The chapter has explained the tools the reseamsbed in analysing qualitative and
quantitative data. This is the framework of thise&ch work and the results are discussed
in the next chapter. Chapter 4 will therefore dsscthe empirical results on how financial

regulations have impacted on lending practiceoofroercial banks in Malawi.
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4.0

4.1

CHAPTER 4

PRESENTATION AND DISCUSSION OF THE FINDINGS

INTRODUCTION

This chapter presents and discusses the reseatthdgs. The chapter discusses the data as
per sections of the questionnaire. It commencels eigcussion of the data, then moves on
to generalise and analyse the data. The data semagion has been structured to follow a
pattern from most simple to most complex reseanstlirfgs. This presentation strategy
provides cross-section analysis of the questioenand the results found address the
research questions and objectives in coherent mdrarmee the overall research problem.
The chapter also discusses what can be inferred ftee data with relation to other
research concepts or findings.

ATTRIBUTES OF DATA SET

A total of 70 questionnaires were administered &mious stakeholders. A total of 61
questionnaires were completed and returned reptiege8i7/% response rate. A total of 4
guestionnaires were not returned by respondentewhe other 5 questionnaires were
received but discarded due to incomplete infornmatemd missing pages. These

questionnaires were thus treated as null and void.

The researcher also interviewed a total of 10 nedeots from the sample population. The
interviews were based on list of themes and questavered in the questionnaire. The
interviews were not standardised as some questiens omitted in particular interviews
since the questions were varied and depended offotheof conversation, profession and
expertise. Since additional questions were askedglinterviews, the researcher recorded
the questions and responses using audio-recordwngead (Dictaphone) and in some cases
notes were taken.
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4.2 RESEARCH FINDINGS AND DISCUSSION

4.2.1 BACKGROUND INFORMATION

The questionnaire was administered to three stafterso— bankers, regulators/supervisors
and auditors. A large part of the questionnaire administered to bankers since the study
targeted 5 Commercial Banks in Malawi. This is eviced by the percentage of responses

as shown on Figure 1 below.

H Bankers
W Bankregulators/supervisors

auditors

Figure 1: Percentage of respondents per level of pfession

Figure 1 shows percentage of respondents per leivgirofession that answered the
guestionnaire. The figure shows that 76% of respotsd(which represent 46 respondents)
were from commercial banks (bankers), 13% of redpots (which represent 8
respondents) were external auditors from the twditdiums and 11% (which represent 7

respondents) were bank regulators/supervisors Reserve Bank of Malawi.
On the other hand, the questionnaire was admieites Heads of department, middle

managers and officers. This is shown by Figure Bwviewhich shows number of

respondents per level of occupation.
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m Head of Department /
Senior Manager

B Manager

Officer

m Other

Figure 2: Number of respondents per level of occupi@n

Figure 2 shows number of respondents per levekobigation. The figure shows that 38
respondents were middle managers, 15 respondents officers, 6 respondents were
heads of deparment or senior managers and onlggmeents were neither officers or
managers. The figure shows that a large numberespondents that answered the
questionnaire are middle managers more than offiaed Heads of departments or senior
managers. This huge difference rose from the Fattrhost Heads of departments or senior
managers were reluctant to participate in answetlireg questionnaire and some of the
officers referred the questionnaire to their midalanagers. However, the researcher was
able to cover the difference since the semi-strectinterviews were conducted to Heads
of department and senior managers only. Figuredelgcan be compared to number of
respondents per level of experience who answeredjtiestionnaire. This is shown on

Figure 3 below which shows number of respondeetslpvel of experience:

\ m 0 -5 Years

M 6- 10 years

11 wears and abowve

Figure 3: Number of respondents per level of expegnce

48



Figure 3 shows that a total of 35 respondents tegdo have experience between 6 to 10
years, 20 respondents reported to have experidniessthan 6 years and 6 respondents
reported to have experience of above 11 years. yElaes of experience relates to the
respondents’ nature of work. The Figure specifies the responses were from respondents
who have adequate experiences in their nature ok.wb total of 41 respondents who
answered the questionnaire have over 6 years ddriexges. This shows the responses
were from respondents who have adequate authonity experience about financial
regulations and lending practices of Commercialkban Malawi. The respondents who
answered the questionnaire were allowed to praviiemation for more than 2 banks. By

keeping this option open, the study obtained mata ttom the questionnaire.

The study also interviewed some of the respondemits the three stakeholders. The study
targeted a total of 10 interviewees. Figure 4 bdluicates the number of respondents that

were interviewed by the researcher.

m Bankers

H Bank regulators/
supervisars

Auditars

Figure 4: Number of interviewees from three stakehlolers

It can be noted from the figure that 4 intervieveaeh were interviewed from banks and
Reserve Bank and 2 interviewee from two audit fir@sice the interviewees were either
Heads of department or senior managers, the intmmahat was obtained formed the
qualitative results for the study and it was corelinvith the data that was obtained from

the questionnaire.
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4.2.2 TACTICAL AND STRATEGIC LENDING TECHNIQUES

4.2.2.1LOAN SECURITISATION

Loan Securitization involves pooling and repackggof cash-flow producing financial

assets into securities that are then sold to iovesThe practice is mostly undertaken by
commercial banks that have financial instrumentpas of its on-balance sheet or off-
balance sheet assets. In Malawi, only one comniebaiak has once been involved in
securitising its assets. This is evidenced by tivalrer of responses which all indicate one

commercial Bank as shown on figure 5 below.

10 |
8
€ 6
3
S 4
2
0 — W Banks that have securitised their
~— assets between 1990 to 2008
N
S N N
N Y
& & & 2 Q
o & @ NG &
5 &
¢ @,z}’b
Figure 5: Banks that have securitised its assets

Figure 5 shows banks that have securitised thegtadetween 1990 to 2008. The figure
shows 10 respondents indicating that NBS Bank Imx® @ecuritised its assets between
1990 to 2008. This therefore indicates that sdeatibn has once taken place in the
financial industry in Malawi. When asked to commensenior credit analyst at NBS Bank
explained that loan securitisation was done asoaggs and not as a repackaged product
like in other Western and European banking systéenadvised that this was a once-off
arrangement and the assets were not sold on camtékt. The assets were sold to another

financial institution within a subsidiary group @ompanies. Another credit analyst
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explained that capital markets in Malawi are notaaated and any financier will currently
find it hard to sell asset-backed securities (ABS)nsequently, loan securitisation that
occurred in Malawi was on basis of private arrangeimbetween subsidiaries or
economically depended Companies.

Securitisation of assets can be done for on-balame®et or off-balance sheet assets.
Securitisation that was undertaken by NBS Bankfaraen-balance sheet assets only. This
is evidenced by the number of respondents as sbowable 2 below.

Table 2: Type of assets and reasons for loan sedisation
1. What type of assets wer@n-balance sheet assets 10
securitised Off- balance sheet assets 0
2. Tenor of products that werel2 months 0
securitised More than 12 months 10
3. Reasons for securitisation | To improve capital ratio 3

To improve liquidity

To reduce portfolio growth 0

To solve non-performing loan

problem.

Table 2 above shows type and tenor of assets tlea¢ wecuritised and reasons for
securitisation. The table shows that 10 respondeotdirmed the assets that were
securitized were on-balance sheet assets withmademore than 12 months. This meant a
reduction in portfolio of the bank. An interviewfem the Bank pointed out that since the
assets were of similar type and the amount of gesmd portfolio was low, the reduction
was not reflected on annual financial statementh®Bank. Again, only on-balance sheet
assets were securitised because most banks in Mddamot have off-balance sheet assets
which they can easily securitize such as operdéage. Non-existence of these types of
assets means that there is no securitisation Hratake place. Other assets that can be
securitised such as letters of credit, futures awérds are short term assets whose
securitisation process can be complex, technicalremm-existent due to low levels of the

assets. The interviewees observed that since gdetsaare short-term and the transaction

51



levels are low, securitisation is not profitableedo high administration costs. In addition,
there are no discount houses or financial brokeas dan act as agents or brokers between
banks and customers (hence no demand for secdrdfédalance sheet assets). This may
explain why only asset backed securities were #ead by the bank and only those with a
term of more than 12 months. The returns from someéstments (asset back securities) are

long-term and attractive.

When asked the reasons for securitising the as3etsspondents indicated that it was to
improve the capital ratio and the other 7 respotsdenlicated that securitisation was done
to improve the bank’s liquidity. An interviewee MoNBS Bank commented that in 2006,
the bank securitised its staff mortgage portfokoaatechnique of raising liquidity for the
Bank in order to improve RBM’s reserve requiremetito. The assets were sold to NICO
Life Insurance Company as an avenue of raisingdityu Further, other interviewees from
other banks commented that it was easy for the Wankecuritise the assets since
repayments from staff loans are guaranteed andptmtolio does not include non-
performing assets. On the other hand, another nelgod from NBS Bank also argued that
the securitization process may have reduced thHewssghting for the bank which
improved its capital ratio. Since different assk&s/e different risk profiles, it can be
argued that NBS Bank was able to improve its rigkghting profile hence the capital

ratio.

The above findings indicate that securitisationas commonly done by banks in Malawi.
Further, only one bank is known to have securitisedn-balance sheet assets. The assets
securitised were staff mortgage loans. The findiags consistent with the findings of
Jackson et al. (1999) who explain that securitigaits one of the factors motivating capital
arbitrage. Banks securitize high-quality loans tteatd to exhibit more predictable loss
rates. Nevertheless, such securitisation can redibee bank’s regulatory capital
requirement relative to its requirement had the leth@ans remained on its balance sheet
(Jackson et al., 1999)
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4.2.2.2LOAN SYNDICATION

Loan syndication is a process that involves sewdiffdrent lenders in providing various
portion of a loan. During a syndication processrehis a lead bank that is in contact with
the client and participating bank(s) who are natontact with the client. The participating
bank(s) provides the portion of the loan to theadl®éank which provides a single loan
amount to the client. The study has found out thest process is currently practised by
most banks in Malawi. This is confirmed by the n@mbf responses of respondents as

shown on Figure 6 below.

count

—large loanrequest—___

~ RBMconcentration

limit

M |oan syndication

Reasans for loan syndication

her

Figure 6: Banks participating in loan syndication and the reason for participating
Figure 6 above shows number of responses from melgmds who indicated that banks
participate in loan syndication and the reasonpfaticipating in the syndication process.
The figure shows that banks in Malawi have parétag in loan syndication between the
period of 1990 - 2008. Four of the banks underystudNational Bank, Standard Bank,
NBS Bank and First Merchant Bank have once pasdteig in loan syndication with other
financial institutions. A Credit analyst from Natial Bank commented that syndication
process at the Bank is usually initiated by smatbgitalised banks than large banks. The
smaller banks usually syndicate in order meet léwga request from customers or due to
Reserve Bank’s concentration limit. This is substaed by Figure 6 above which shows
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28 respondents reported that loan syndication geiemainly to meet large loan request
from their customers and 19 respondents view tagoms for syndicating a loan with other
financial institutions is due to Reserve Bank’s @amtration limit. An external auditor
interviewed explained that some banks syndicath atiher banks simply because they do
not offer a particular credit product or service ghave an example of one particular Bank
which participated in loan syndication becauseoéd not offer mortgage facilities. He
observed that most corporate customers requestipleultomponent facilities which
require different loan structures and terms. I§ tannot be done by one bank then the lead

Bank would request other banks to participate amlsyndication to gain expertise.

Figure 6 also shows that banks participate in Isymdication because of Reserve Bank
concentration limit. The Bank regulators/superssothat were interviewed also
commented in the same line that banks are consttdiy credit concentration limit and the
only way to meet a large loan request from therpomte customers is to syndicate with
other financial institutions. They pointed out thia¢ technique may enable smaller banks
not to lose big corporate clients; nonetheless,pitoeess also increases interest income
(profits) for the bank. However, the Bank regulatsupervisors pointed out that banks
have an option of seeking a waiver from the ResBavak to lend above its concentration
limit. The requests are considered based on purpioe loan, the financial status of the
corporate customer and that the total largest expsdor the bank do not exceed 800% of
its core capital. On the other hand, an externalitau indicated that most banks are
aggressive in the sense that they would preferattigipate in loan syndication for some
loan requests in order to create room for RBM'sweaion other loans. Similarly, an
internal auditor interviewed from one of the Comanar banks under study revealed that
several banks have large exposures in their booksthey are not considered large
exposures since the loans are syndicated with d@ttneks. He argued that if the customer
defaults, the effects may spread across sever&klsnce they are connected through the
credit facility. Therefore, the rationale of regihg banks’ large exposures through credit
concentration limit may fail to control systematisks due to the fact that loan syndication

technique increases credit exposure (hence faibirefe customer to different banks.

Furthermore, the internal auditor commented thahIgyndication can be viewed as a
technique that arbitrage directive on credit cotration limit on one hand and directive on

large exposures on the hand. By syndicating a liwempr more banks are able to extend a
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large loan request to a single or group of relatestomers thereby avoiding the need to
obtain authorisation from Reserve Bank if the expess above the bank’s concentration
limit. Furthermore, the loan may not be disclose@darge exposure since the total facility
is the sum of break down loan exposures from diffebanks. However, a Bank supervisor
advised that the spirit of syndication is to allavany banks to share large loan to single
customer. Supervisors are more concerned with @mk lextending large loan request

single-handedly.

The above results are consistent with the findioigPennis and Mullineaux (2000) who
explain that regulators limit the maximum size oy @ingle loan to a portion of the bank’s
equity capital, so syndication can be a methodstada‘overlining”. Syndication may also
reflect voluntary diversification motive, a strayegf enhancing fee income or participating
banks may be motivated by a lack of originationadaiities in certain geographic regions
or in certain type of transactions (Dennis and Mekux, 2000). In addition, the results are
also in-line with Gadanecz (2004) conclusions whstdie that banks syndicate to avoid
excessive single-name exposure, in compliance wigulatory limits on risk
concentration, while maintaining a relationshiphaibe customer. Both authors conclude
that in essence, arranging a syndicated loan allthesfinancier to meet large loan

commitments without having to bear the market aeditrisk alone.

4.2.2.30FF — BALANCE SHEET ITEMS

Off-balance sheet assets are financial assets gbaerate income for the financial
institution but they are not reported on the Conyfsmbalance sheet. There are several
types of off-balance sheet assets/items which basksto increase their income, and
because they do not appear on the balance shewis bae mandated to disclose them
when assessing capital adequacy through the Basetda In Malawi, most commercial
banks have off-balance sheet items. This is evelbiy Figure 7 which shows different

types of off-balance sheet assets of commercidtdan
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| off-balance sheet claims

MW Basel [| and increase of off-balance
sheet claims

Basel || and decrease of off-
halance sheet claims

Figure 7: Types of off-balance sheet claims and eféts of introducing Basel Il on

off-balance sheet assets

Figure 7 shows number of responses from respondeatitating types of off-balance sheet
assets and the effects of introducing Basel Il @irbalance sheet assets. The figure
indicates that all the banks under study haveest lene off-balance sheet item. The figure
indicates 8 respondents reported that banks haveparating lease facility as an off-
balance sheet item. Three interviewees confirmatlitns only National Bank of Malawi
that has operating lease facility and that the rothenks have other various forms of
guarantees and letters of credit as off-balancetsassets. The Figure also shows that
guarantees and letters of credit are common formoféfbalance sheet items. An
interviewee from one Bank advised that guarantewks latters of credit are the major
source of non-interest income for most banks hdhe& desirability over other non-
interest bearing assets. Two bank supervisorsvieteed also reported that banks have
foreign lines of credit with foreign banks. Thedsare used for letters of credit and other

foreign currency payment.

Figure 7 above also shows number of responses respondents indicating the effects of
introducing Basel Il on off-balance sheet asset¥he results mainly indicate that
introducing Basel Il in Malawi will lead to decreas off-balance sheet assets. This is
substantiated by Figure 7 which shows 5 respondempisrted that Basel Il Accord will

lead to decrease in lines of credit, 6 respondesgerted that it will lead to decrease in
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operating lease, 4 respondents reported that itl@dad to decrease in guarantees while
there were no results for letters of credit. Tweditr analysts interviewed argued that since
lines of credit or guarantees only bring commitmésdgs as income unlike term loans
which the bank can earn interest income and adtratien fees, bank managers will be
more attracted to originate more term loans andaedr decline granting credit lines or
guarantees given the Basel Il Accord regulationeyThargue that the Accord requires all
off-balance sheet items such as guarantees torbeeited to equivalent on-balance sheet
assets. The risk-weighting attached is 100% whscthé same as on-balance sheet assets
such as consumer loans. This directly reducesctttemess of off-balance sheet assets in
terms of income relative to capital ratio effectsurthermore, the credit analyst explains
that offering lines of credit is costly for mostriba in Malawi who are lowly capitalised.
Moreover, most credit lines granted are revocablamitments and can be withdrawn at
discretion of the bank. Other off-balance sheeetaskke operating lease will also likely
decrease because the Basel Il Accord aims at meglube incentive for increasing such

type of assets.

The study also found out that most banks have mired into a contingent liability claim
due to financial regulations. This is evidencechbynber of responses from respondents as

shown on figure 8 below.

— m contingentliability claim due
to financial regulations

count

m introduction of Basel Il leading
to other off-balance sheet
items

Figure 8: Contingent liability claim due to financial regulation and effects of

introducing Basel Il leading to other off-balance keet items
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Figure 8 shows number of responses from respondeindsindicated banks enter into
contingent liability claim due to financial regutats and the effects of introducing Basel Il
leading to other off-balance sheet items. The KEighows that 52 against 9 respondents
reported that there are no banks which entered antmntingent liability claim due to
financial regulations. However from the interviewsnducted, it can be inferred that
National Bank and Standard Bank are changing thectsre of their liability claims
portfolio due to financial regulations. Credit arsab from both banks commented that the
banks are increasing their short-term off-balarftees exposures such as letters of credit
and guarantees that are secured by cash. Thise=due capital ratio of the bank due to
relative lower risk weighting attached to the ass@&he argument is that claims that are
secured by cash have lower risk weighting (wherveded to on-balance sheet equivalents
using credit conversion factors) than consumerdodihe technique is more profitable to
the bank as all the risks are mitigated by the cadlateral that is in place.

Figure 8 also report 39 respondents confirmedtti@introduction of Basel Il Accord will
lead to introduction of other off-balance sheetge Only 22 respondents reported that the
Accord will not lead to any innovation of off-balza sheets assets. 20 of the respondents
defend their answer in the same line of argumeheyTexplained that since banks in
Malawi tend to copy what is happening in other d@yed economies; technology and the
option of regulation arbitrage has led banks tarnmevative. One respondent explained
that banks are continuously developing financiatriniments largely or to wholly free from
prudential capital requirements. Banks in Malavéd ap exception and will likely follow
suit. Another respondent further explained thatkbaare motivated by techniques that
increase the bank’s financial performance and emcs of techniques that arbitrage capital
regulation increases the chances for the banksttoduce those products or assets in
Malawi. He gave an example of a financial instrutmevhich is under advisory,
management and underwriting functions. In particutee gave an example of fiduciary
services such as trust funds and portfolio manageservices which are currently being
done by most banks. He explained that banks arelyslimcorporating Investment bank
activities in addition to traditional bank acti@$ (deposit mobilization and lending). He
has observed that banks are currently managinggrefimds, gratuity schemes and other
marketable securities. When asked to comment, &erreat auditor pointed out that if

losses occur due to the bank’s negligence or metipea the bank may be legally obliged
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to reimburse customers or may feel obliged to dansorder to protect its reputation.

However, this contingent liability is not reportiedfinancial statements.

Similarly, other respondents explain that banksnang focusing on financial services in an
effort to retain their customer base and boostrnmeoOne respondent goes on to explain
that such services are not covered under the Basmlord but Basel Il Accord since there
are no direct financial claims involved. Servicegls as safe-keeping of securities and
securities underwriting have provided the bank$ alternative avenues of increasing non-
interest income. On the other hand, a bank reguatpued that financial services such as
securities underwriting which are currently beirapd by big banks in Malawi, may pose
market or settlement risks. The regulator explaitined the underwriter who undertakes to
take up the whole or a pre-agreed part of a capitaket issue at a predetermined price
may face major risks due to underwriter’s inabitibyplace the stock at the issue price or
better. He pointed out that movement in prices ltegufrom changes in interest rates,
unforeseen economic event or misjudgment of maskate price poses a major risks and
financial claim to banks which they should disclaseheir statements. He noted that the
exposure is very large relative to the size ofuhderwriting bank but generally very short-
term. He however stated that these events expasies lia operational risk of different
types. He further stated that the Basel Il Accoas taken this into consideration and
requires banks to charge capital against operdtiosies. When asked to comment, a
credit analyst from FMB explained that a due ditige is conducted by the underwriter and
although the events are likely to occur in otharrtdes, it is not the case in Malawi due to
attractiveness of IPO in Malawi. However, he agrénwed the Basel Il Accord has taken
note of such operational risks however the cha#leiog most banks is on measurement and

disclosure of such type of risks that emanate foffrbbalance sheet activities.

The findings above are consistent with the resoitsnd by Cintra and Prates (2006) in
Brazil. They pointed out that Basel | Accord defineegulatory strategies focused
exclusively toward banking credit risk, leaving @kable gaps, like absence of prudential
rules for the growing operations of banks in theusiéies market (Cintra and Prates, 2006).
They observed that the Basel | Accord led bankshange the group of products and
services offered and favored participation in teeusities market, as there were not any

obligations of a regulatory nature.
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Further, when implementing Basel I, the two aushoaised doubts on smaller banks
implementing advanced risk measurement modelsrigdarge banks with more flexibility
in capital allocation. They observed that effectiigk management will enable the
financial institutions to introduce products andvezes to enhance revenues and decrease
cost through improvement of efficiency and operaiolosses reduction resulting from
better operational risk management and hence &dlozapital in a more efficient way.
Ward (2002) also concluded that risk measurememtetscand disclosure requirement is a
challenge in developing countries because infownat costly to produce, capital markets
are smaller, thinner and easier to manipulate.rékelts are also in line with observations
by Chu et al., (2006) who conclude that the Bakélccord uses both used and unused
commitments (such as credit lines or guaranteea)denominator of the capital adequacy
ratio calculations; hence for instance, banks ealce its capital ratio by simply reducing

or eliminating the negative impact of unused committs.

4.2.2.40N — BALANCE SHEET ITEMS

On-balance sheet items are financial assets afiemdial institution that are reported on
balance sheet of the Company. All the respondedisated that banks in Malawi have on
balance sheet assets. This is confirmed by Figufgel®w which shows number of

responses from respondents indicating banks withhab@nce sheet items as part of its

portfolio assets.
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Figure 9: Banks that have on-balance sheet items

Figure 9 above indicates that all the banks havbadance sheet items. Apart from the five
commercial banks that were included as part ofstmaple, the respondents also included
INDEBank and Opportunity International Bank of Mala(OIBM) as other banks that
have on-balance sheet assets.

The questionnaire also requested the respondemtslitate whether introducing Basel Il
Accord in Malawi will lead to decrease in on-balargheet loan portfolio (credit crunch).
Most of the respondents indicated that Basel Ilokdcwill not lead to credit crunch in
Malawi. This is evidenced by number of responsesifrespondents as shown on figure 10
below.
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Figure 10:  Introduction of Basel Il Accord leadingto decrease in loan portfolio or

cyclicality of lending behaviour of banks

Figure 10 above shows number of responses fromomegmts indicating effects of
introducing Basel Il Accord leading to decreaséosn portfolio and cyclicality of lending
behaviour of banks. The figure indicates that Spoadents reported that the introduction
of Basel Il Accord in Malawi will not lead to rediimn of loan portfolio of banks while
only 10 respondents reported that it will lead ¢dluction in portfolio growth. A bank
supervisor interviewed explained that all the bamkder study are adequately capitalized
since four of the Banks are listed on stock exchamgd Malawi Savings Bank is wholly
owned by Malawi Government. He explained that Gorneant can sell its shares in the
Bank just to raise capital. Another supervisor padnout that banks have been operating
for a number of years and have accumulated enoagtings which have increased their
tier 1 capital. Above all, the banks maintain aitzpatio of above 8%. He observed that
in Malawi, it is easy to book new profitable loatien dispose bad loans that can be
subjected to long legal process or rigid securieélosure market. An internal auditor
interviewed from one of the Commercial banks urstady also shared similar points as
the supervisor. He further observed that Bank siipansand regulators are continuously
changing their supervisory framework and that cutyethe supervisory technique is more
geared to Basel Il framework. He pointed out thétoaigh the country has not adopted the

Basel Il Accord, regulatory supervision follows tBepillars as advocated by the accord.

62



For example, in February 2008, the Reserve BanMalawi issued risk management
guidelines for banking institutions in Malawi asarfmtework which banks can use to
identify, quantify and manage risks. The guidelirdEntify several risks including credit,
operation and market risks which are an epitomeilkir Il. He pointed out that the
guideline encourages banks to come up with their mternal risk rating approaches as a
standard of measuring risks. Furthermore, in 20B8M issued a circular to all
Commercial banks to increase their core capitamfigdlWK200 million to MWK850
million. Therefore, commercial banks in Malawi atgrently operating under the mirror of
Basel 1l Accord and the introduction of the Accowdll not change their capital

requirements or change portfolio levels signifitant

Figure 10 also shows 10 respondents reported tileaintroduction of the Basel 1l Accord
will lead to reduction of loan portfolio for banké senior credit analyst interviewed,
explained that the Accord does not set capitaldstats only but also credit standards. The
Basel Il Accord will therefore only increase riskeaseness of most bank officers leading
to slow growth or reduction of loan portfolio of stobanks. He pointed out that low-
capitalized bank will be more pressured to dispose loans to improve the bank’s risk-
weighting profile while high-capitalized banks witiore likely charge high interest rates
for high risk weighting assets which may dampen deenand for credit for small and
medium enterprises. A combination of these androthacroeconomic factors such as
economic cycle might accelerate decrease in loamadd and portfolio growth of most
banks. The respondents were also asked to indidatéher introducing Basel 1l will lead
to cyclicality in lending behaviour of Bank in Mala In general, the majority of
respondents reported that the Basel Il will leadydicality in lending behaviour. This is
evidenced by the responses of respondents as shdvigure 10 above. The figure shows
that 41 against 20 respondents reported that theelBl& Accord will likely lead to
cyclicality in lending behaviour of most Banks iraMwi. When asked to comment, a bank
supervisor pointed out that most banks in Malawiehaot established internal ratings and
some are in the process of establishing the crestitmodels. The models will likely be
influenced by economic fluctuations that have beenurring in Malawi. An external
auditor argued that lack of credit rating agencies Malawi will likely affect
implementation of Basel 1l Accord. Most Banks wWilhive to build their own data based on
probability of default. A credit analyst commentdtht Banks in Malawi are directly

influenced by price movements in commodity markditsancial markets and housing
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markets. Periodic price movement in these markets  business cycle fluctuations
influences lending cycle of the banks. The creddlgsts agreed with the respondents that
Basel Il will not entirely eliminate cyclicality olending behaviour of banks in Malawi.
Nevertheless, a Bank supervisor advises that svedawi will likely adopt the Basel Il
Accord, one of the important areas is to facilitastablishment of a rating agency in
Malawi. On the other hand, another credit analgsiated out that cyclicality in lending is
less likely to happen in Malawi due to capital feamork of most banks. He stresses that
most banks maintain excess capital which may sleoulthexpected losses. In addition,
banks make provisions for all non-performing assejainst current earnings. The two

strategy leverages the banks against losses duadm-economic shocks.

The study also examined the effects of introdu@agel Il on various types of term loans.
The responses indicated that some term loans woaldase while others would decrease.
The results of the responses are shown on Figureeldw which shows the effects of

introducing Basel Il leading to increase/decredgero loans.
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Figure 11: Introduction of Basel Il leading to increase/decrease in term loans

Figure 11 shows number of responses of respondedisating effects of introducing

Basel Il Accord on various types of term loans. Tigeire indicates that 4 respondents
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reported the Accord will lead to decrease in shertr assets and 8 respondents reported
that it will lead to decrease in medium-term assitsredit analyst interviewed, illustrated
that most short and medium-term loans are grantednsecured basis which raises their
risk-profile. In addition, risk mitigating factorsuch as collateral further reduces the

demand for short or medium-term credit.

On the other hand, the figure also shows 6 and@oralents reported that the Accord will
lead to increase in short and medium term assspecévely. A bank supervisor explained
that if the Accord is implemented in Malawi, givéimat deposit mobilization for most
banks are short term (savings, cheque accountingerebank lending) than long-term; in
the process of transforming small short-term depasto long-term loans, banks may face
market risk due to price changes, credit risk duedunterparty default and operations
risks due to failure of people processes, systemexiernal events. In this regard, banks
will opt to increase short and medium term loansanban the increase in long-term loans.
Nevertheless, figure 11 also shows 10 respondeptsted that the Accord will likely lead
to increase in long-term assets. A credit anahystrviewed pointed out that this is because
of its attractiveness compared to other assetsexXptained that long-term assets such as
mortgages and Government bonds have low risk wieiglts compared to other types of
assets. Hence given an asset allocation strudbarks are more likely to increase long-

term assets compared to short and medium-termsasset

The results above are inconsistent with findingsHogncis (2006) who states that the
removal of the ceilintf in Basel Il Accord is expected to be of benefithighly rated
corporates in less highly rated countries, regasdle® OECD membership. However, the
emphasis of standardized approved on credit ratvagdd also imply increased difficulty
in accessing bank financing for unrated compar@sgecially for small and medium sized
Companies. In many developing countries, hardlyextgrnal ratings exist for a large part
of corporate loans, and especially for SME. Becaalbeunrated companies will be
categorized under 100% weighting cf@sthe approach would make their borrowing more
expensive which forces banks to reclassify the petelunder retail exposures. The Accord

has potential of decreasing loan portfolio growthiaki may lead to credit crunch. In

24 The ceiling isL00% across-the-board for all corporate exposur&asel |
% Under Basel Il all loans granted to unrated panies will be categorised under 100% weightingsla
hence banks are required to reserve capitdhéofull value of the outstanding capital of then.
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4.2.3

addition, the findings above are consistent witldiings of Kashyap and Stein (2004) who
conclude that the new Basel Il Accord has the p@teto create an amount of additional
cyclicality in capital charges hence lending atiaimum. Further, Ward (2002) observes
the potential impact of the Basel Il Accord on mmyuof financial flows. He concluded

that Basel Il favors short-term lending to non-OERd&NkKs. Interbank lending of up to one
year receives 20% risk weighting, lending over arye 100%. If the Accord has changed
behavior, therefore, it will have shortened the ungt profile of lending to non-OECD

banks hence increasing these borrower’s liquidstysr(Ward, 2002).

IMPLICATIONS OF FINANCIAL REGULATIONS ON LENDING PR ACTICES.

Compliance of new or existing financial regulatiwes a direct effect on changing the way
banks conduct their business hence their lendingaweur/practice. The regulations
influence the way banks incur risks associated Wiitlancial activities, their portfolio
holding structure or terms and conditions of finahassets they offer to their clientele.
The study has revealed that financial regulaticgetplayed a role in how banks conduct
their lending behaviour. It has also revealed hankis have increased their capital base
over the period between 1990 - 2008. The resultsvdinat Banks have increased their

share capital through 3 ways as shown by numbegspionses on figure 12 below.
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Figure 12:  How Bank capital has been increased beten 1990 - 2008
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Figure 12 indicate how banks have managed to iserdeeir capital between 1990 — 2008.
The figure shows 22 responses indicated that banéler study have increased their core
capital through Initial Public Offering (IPO). Theedbanks are National Bank, Standard
Bank, First Merchant Bank and NBS Bank. An exteradlitor interviewed pointed out
that the four banks were privatized (sold parth&irt shares to the public) within the period
under study — 1990 to 2008. Only First MerchantlBamas privately owned and the other
banks were at some point owned by Government. Hbdupointed out that some banks
increase their capital mostly through increase etain earnings and in some cases
undistributable reserves. This is substantiateddsponses from 24 and 15 respondents
who indicated that banks have increased their @lafiitough increase in retain earnings
and increase in undistributable/undisclosed resemaspectively. An internal auditor
explained that the reserve includes the followimgvaluation reserve arising from
revaluation of properties, fair value reserve whielates to cumulative net change in fair
value of available-for-salénvestments until the investment is derecognized general
provisions which do not represent incurred lossé$en asked to comment, a credit
analyst interviewed observdldat increase in share capital through retain agmis much
easier than other methods. He advised that bamksnativated to maximize their profits
avenues in order to increase retain earnings. Ati®n affects banks’ lending activities

hence their behaviour.

A bank that aims to expand its balance sheet tlirawgv lending must grow its capital in
proportion to its risk weighted assets. For exampledit analysts pointed out that banks
are willing to lend to high risk sectors such asstoiction and transport as long as the
facilities are adequately secured. The interestsréttat are charged are higher than those
charged for other credit facilities. The sentimentye similarly shared by another credit
analyst who explained that increase in retainsiegsnraises bank’s capital which offers
more opportunity to the bank to increase its cotreéion limit but also influence stock
prices. These motives are shown in lending practicgéerms of amount, type and level of

interest rates.

The study has also revealed that financial regudatidirectly influence the bank’s
composition of risk weighted assets, collateralised uncollateralised loan portfolio as
well as disposal of bad loans. This is substartiage results on number of responses of

respondents as shown on Table 3 below.
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Table 3: How financial regulations influence lendilg practices of commercial

banks

1. Does financial regulationdecrease of high risk weighted assets3

influence the following in increase of low risk-weighted assets| 15

the Bank? Loan composition of collateralised| 23

versus uncollateralized assets

Accelerate disposal of bad loans 15

2. Does change in BankChange in credit amount offered to| 16

Capital influence the customers

following due to capital Increase in loan amount due tq 24

adequacy directive? increase in bank capital

Decrease in loan amount due to21

decrease in bank capital

3. Have banks ever shifted YES NO
60 1

from asset holding portfoli

O

to Government securitigs

~NJ

due to financial regulations

4. The shift was a result of theTo ease associated regulatory5

following? burden

To reduce risks as quality of| 8
portfolio assets weakened

To benefit from high earning| 41
returns versus associated risks
Other (s) 6

Table 3 shows responses from respondents indicdtovg financial regulations have
influenced lending behaviour of commercial banksMalawi. The results on the table

show 8 respondents indicated that financial reguiat have encouraged a decrease of
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high-risk weighted assets and 15 respondents expdinat the regulations have increased
the low-risk weighted assets. When asked to comn#wtedit analyst pointed out that
there is not a direct explanation to this but he dlaserved that capital adequacy rules have
encouraged banks to extend loans that have lowwssighting and decrease high-risk
weighted assets. The interviewee gives an exanfpdatonal Bank and Standard Bank
who have now ventured into mortgage lending. Initeadd he pointed out that previous
facilities which were secured by letters of cremtitommercial and consumer loans which
were offered on unsecured basis are now being eaged to be secured by a cash

collateral or mortgage over a real property.

Further, another interviewee pointed out that Goremnt securities such as treasury bills
and other marketable securities such as RBM bdlssiderably increased between the
period understudy due to capital adequacy ratiesruh addition to other factors such as
high returns. He pointed out that investment ingbeurities yielded an increase in capital
adequacy ratio unlike investing in credit faciltie Similarly, an external auditor
interviewed noted that risk-based capital adequatigs in emerging markets like Malawi
may increase credit to public sector in detrimeniptivate sector. He states that risk-
weighted capital adequacy ratios can have a negatipact on credit to the private sector
which can lead to a decline in economic growth thérefore agreed with the credit analyst
that among other things, capital adequacy ratiesrlgéd banks in Malawi to allocate their
asset holding portfolio which stifled supply of diteto private sector during early 1990’s.
The table also indicates 23 respondents reporgditrancial regulations encourage more
loan composition of collateralized compared to Udilateralized assets. Only 15
respondents indicated financial regulation accetedisposal of bad loans. An internal
auditor explained that assets that are adequatdigteralized provide the bank with an
alternative source of loan repayment and thatidis-weighting is partially reduced. In
addition, disposing bad loans releases capitaletetmlhedge the loss. Financial regulation

therefore encourages banks to offer collateraliaads and dispose bad loans.

Table 3 also indicates that a change in bank dapiftaence various lending behavior of

the bank. 16 respondents reported that it influer@aks to change credit amount offered
to customers, 24 respondents reported that it lé@adscrease in loan amount due to
increase in bank capital and 21 respondents rapdhat it leads to decrease in loan

amount due to decrease in bank capital. A bankaeguexplained that since bank lending
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is directly linked to its credit concentration lima change in bank capital encourages
banks to attract higher credit demand within timeiw credit limit. He further states that a
significant decrease in bank capital due to cremises compels the bank to reduce its
lending appetite in terms of loan size and numbdestherefore pointed out that there is a

positive relationship between capital levels arahlsize.

The study has also revealed that commercial banidalawi have shifted from holding
credit assets as part of their portfolio to Goveentrsecurities due to financial regulations.
The results are shown by number of responses @&sated by Table 3 above. The table
shows 60 respondents indicated that 4 banks urniddy $rave ever shifted from asset
holding portfolio to Government securities. Onlyespondent indicated that no bank has
ever shifted from asset holding portfolio to Govaent securities. Consequently, 5
respondents confirmed that the shift was to easecased regulatory burden. A credit
analyst interviewed commented that banks prefawdubld Government securities such as
Local registered stocks, Treasury bills and RBNElak a way of easing regulatory burden.
For example, instead of hold cash with Reserve Baknmercial banks may hold
securities as part of the amount required undearvesrequirement ratio. The banks earn
interest on assets but also the risk-weightingh#d when calculating capital ratio is much
lower than if they had invested in loans or reaparty. 8 respondents confirmed that the
shift was to reduce the risks as quality of poitf@ssets weakened. The credit analyst
interviewed explained that during early 1990’s wimearket rates were high, there were
high default rates due to increase in credit riskéch emanated from high interest rates.
The banks preferred to invest in Government saearivhich were risk-free and offered
high returns. The banks therefore shifted to higlurns risk-free assets as a way of
reducing risks as total portfolio increased. 4lpoesients reported that the shift of asset
holding from normal loans to Government securitress to benefit from high returns
versus associated risks. This is confirmed by treslit analyst who pointed out that
Government securities such at Treasury bills offdnigh returns in early 1990’s compared
to normal loans. In addition, he explained thathhigcome return loans were associated

with high risks as compared to Government secsriiBich are risk-free.

Asset-liability management for most banks tendgateour investment in Government
securities as compared to normal loans. This @ lalghlighted by one of the 6 respondents

who reported that the shift was due to other factdhe response specifies that the strategy
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helps to improve asset-liability management of la@ks. He/she pointed out that bank
deposits which are short-term are better matchdid agsets which are short-term and risk
free as opposed to long-term assets which are iagstowith various risks. Therefore,

when bank liquidity increases due to large accoepbsits, banks benefit more from short-
term investments such as Treasury bills and RBIM b8 oppose to long-term investments
in project and consumer loans. The credit analytstted that this is a credit portfolio mix

which is adopted by all the banks due to variousseas. For example, some of the
responses obtained pointed out that banks also Golernment securities to use as
security on inter-bank lending or discount windowile another respondent commented

that banks hold Government securities as an avehiued management services.

The findings above are consistent with the resafltd/ard (2002) who states that Basel |l
Accord encourages “cherry picking”. He advised ttta& framework in which several
approaches to credit and operational risks areladlai replaces one form of regulatory
arbitrage with another. For example, the internsk based approach (IRB) generates
higher capital requirements than the standardizggtoach on lower-quality assets, but
lower requirement on higher-quality assets. A binait uses IRB will therefore acquire all
the high-quality assets and banks on standardigptbach will acquire low-quality assets
when adopting the Basel Il. Furthermore, the resaittove are in line with the findings by
Rixtel, Alexopoulou and Harada (2003) for Japankiovem system that the Accord has
tactical and strategic implications such as acaétar of bad loans (non-performing assets)
and catalyst for more market-based credit marketsas observed that the Accord will

lead to improved lending practices of Japanesedamierms of collateral management.

The findings above are also consistent with emglirresults of Murinde and Yaseen
(2004) who concluded that regulatory pressure blridnas a negative and significant
impact on bank’s risk, which indicates that bankseased or decreased the share of risk-
weighted assets in their portfolio to approach thmimum capital requirements. In
addition, the results above are also in line witinatusions of Furfine (2001) who
concluded that banks in USA held a higher percentdgequity capital per loan than per
Government securities. This reflected the preswnpthat loans are more risky than
securities hence these requirements made lenditggivety more expensive than
purchasing securities, banks were given an incerntvshift their portfolios away from

loans into securities. Similarly, the results abare in line with observations by Rey
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4.2.4

(2004) who sees tactical asset allocation as tegiraf shifting asset mix of a portfolio in

response to the changing patterns of reward os askilable in the markets.

COMMERCIAL BANKS’' PERCEPTIONS OF FINANCIAL REGULATI ONS

Financial regulations exist as standard rulesriotisins or requirement which commercial

banks are required to comply. Compliance of theggilations depends on understanding
by commercial banks and monitoring and enforceroéttie regulations by regulators. The

study has revealed that financial regulations hesssted commercial banks in managing
various risks. This is shown by number of resporigea respondents as shown on figure
13 below.
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Figure 13:  Financial regulation assisting in hedgig of risks

Figure 13 shows responses from respondents indgcdbiat financial regulations have
assisted in hedging of credit, systematic and ésterate risks. The figure indicates that 39
respondents reported that financial regulationehassisted commercial banks in hedging
occurrence of credit risks. In particular, a creditalyst interviewed explained that
prudential guidelines on asset quality for banksmgt officers to recognize potential
weakness in bank assets and its impact on itstabdfty. This prompts banks to take

measures in hedging themselves against credit. ristis example, banks are currently
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insisting on life insurance policies and collatsraf various types as a way of hedging
credit risks if they occur due to death, termimatiof employment or any other

eventualities.

Figure 13 also shows that 14 and 8 respondentstegpthat regulations have managed to
hedge against the occurrence of systematicfisk®d interest rate risks respectively. The
bank supervisor interviewed further explained thaancial regulations aim to control
systematic risks within the bank and the bankindugtry as a whole. Currently, bank
supervisors have adopted consolidated risk basgengsion process as a mechanism of
identifying how various risks are correlated. Cansntly, a credit analyst also commented
that the risk management guidelines for banks idaahelp financial institutions to
identify and manage risk on consolidated basis. él@n another credit analyst had a
different view and pointed out that the currengafinial regulations do not explicitly control
the occurrence of systematic risks in the bankiagts. He argued that in event of
regulation arbitrage and the fact that other fin@nsectors are less regulated (such as
insurance and micro-finance sector which are dyrdatked with banking sector), the
effects of failure of one party within this secttan have a spiral effects to other parties
including banks. This can be due to transfer dfsrisom unregulated or less regulated
sector to regulated sector which results in ciodlsystematic risks. For example, migration
of various risks such as underwriting risks of hié®m-component of Insurance Companies
and operations risks (embedded in risk assessmdnnhanagement tools) of micro-finance
institutions to credit risks for banks. He arguduittif Insurance companies face
catastrophic losses (due to weather related shaatother factors), the events may force
banks to impair their assets hence reducing tlagiital. The effects may bring contagion in
the banking sector which accelerates systematis.ris this regard, it is important for
bank supervisors to separate risks from managetoels and their users. The tools that
transfer risks may also increase systematic riskisei counterparties fail to manage their

exposures.

The study has also revealed that financial reguiathave managed to control occurrence
of bank failure in Malawi. This is evidenced by thamber of responses as shown on

figure 14 below.

% The risk that failure of one bank would have cgiua effect on the whole banking industry.
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Figure 14:  Financial regulations controlling bank filure and appetite for excessive

risk-taking

Figure 14 shows number of responses from resposiderdicating that financial
regulations have managed to control bank failumglatawi and appetite for excessive risk-
taking. The figure shows that 61 respondents redothat financial regulations have
managed to control the occurrence of bank failureMialawi. Only Finance Bank of
Malawi was liquidated in Malawi. A bank supervisexplained that the bank was
voluntarily liquidated and the process of liquidatiemanated from contravention of
foreign exchange regulations. 15 respondents regdiniat financial regulations control the
appetite of excessive risk taking while 46 resposieeported that the regulations do not
control the appetite of excessive risk-taking. Wiasked to comment, a bank supervisor
explained that asset quality directive encourageks$ to be mindful of credit risks, which
if they occur impair the bank’s capital. Furthespital adequacy ratio which is calculated
based on risk-weighting of assets encourages kanhksld a credit portfolio according to
their risks or limit its exposure to certain tyfeagsets.

Consequently, an external auditor commented tharevithe bank officers are able to

adequately manage the risks, excessive risk-takiag increase. For example, the capital
adequacy ratio favours assets which are backed dyer@ment guarantee, mortgaged
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property and cash collateral. This encourages bamkgant high credit risk facilities as

long as they are guaranteed by Government, hacesbr collateral. The technique however
hedges the banks against credit risks and not stgaiarket risks. This has seen banks
incur losses from their credit assets which wemrgadtely collateralized due to movement
in market prices. For example, a loss can occuer dfireclosure due to movement of
collateral prices of assets such as real propshgres and motor vehicles. Further, risk
management guidelines (RMG) which advocate bankwaoage risks using six tools —

risk transfer, reduction, integration, hedgingctisure and diversification may encourage
banks to take on board excessive risks as they khatwthey have an appropriate tool to
cover the effects of the risks. The study alsafieerif banks follow the risk management

guidelines as issued by Reserve Bank of Malawi (RBIMie study has revealed that banks
follow the risk management guidelines. This is ewiced by number of responses from

respondents as shown on figure 15 below.
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Figure 15:  Risk management guidelines influencing nring, composition of assets

and consolidation of risk management

Figure 15 shows number of responses from resposdehb indicated whether risk
management guidelines have managed to control ddmeeoricing, term composition of
maturing assets and consolidation of risk managemé&he figure shows that 61
respondents reported that all the banks follow nsknagement guidelines as issued by
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Reserve Bank of Malawi. A bank supervisor advidet tisk management process creates
and protects value for bank assets and that presess tailor-made. The only challenge is
that the guidelines are not enforceable, hencaitiard, some banks may ignore or stop

following the guidelines.

Figure 15 also shows that 58 respondents repdnedisk management guidelines do not
influence banks to manage unwarranted competitn@ng to improve loan portfolio. A
credit analyst explained that asset pricing (irgereate) is based on bank-customer
relationship and risk perceived. The figure alstidates that 40 respondents indicated that
risk management guidelines influence compositiolog-term versus short-term maturing
assets and 21 respondents reported that the gquedeldo not influence the term
composition of assets. A credit analyst explairteat the guidelines may influence banks
on composition of long versus short- term maturiagsets through asset-liability
management techniques. The guidelines encourag&sban have an asset-liability
management committee (ALCO) which oversees marketiguidity risks whose effects is
embedded in investment strategies of banks. ALCQheyefore interested in assets
maturity profiles to match with liquidity levels dfie bank at the particular level. Further,
risk management guideline encourages banks oninisgration. This enables banks to
manage assets and liabilities in integrated waat, ith short-term assets should be matched
with short-term liabilities and loan-term assetghwiong-term liabilities. This notion
influences banks to manage assets compositionrnmstef term (maturity), product type

and repayment structure.

Figure 15 also indicates that 61 respondents regatiat risk management guidelines
accelerate risk management on consolidated baswording to bank supervisors, the aim
of the guideline is to disclose type and degreeisils an organization may be exposed.
This enables banks to establish how various risksnéer-linked or related. By focusing on
all the risks at the same time, financial instdog are able to manage risks on consolidated
basis. This practice aligns financial institutiam ¢onsolidated supervision activities by
Reserve Bank of Malawi. A bank supervisor advidest soon Reserve Bank of Malawi
will introduce risk-based supervision approachjsii-oriented process which is dynamic
and structured supervision process which is dedigneevaluate and validate the type,

level, management and direction of risks on codstdid basis.
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The study has also found out that banks followasset quality directive (AQD) as issued
by Reserve Bank of Malawi. This is evidenced by hanof responses as shown on figure
16 below.

70 T—

| Do banks follow Asset quality
directive issued by RBM

m AQD influencing loan
restructuring and loan work-
out

count

AQD influencing collection of
loan repayments

Figure 16:  Asset quality directive influencing loanrestructuring, work-out and

collection of loan repayments

Figure 16 shows number of responses from resposdedicating that asset quality
directive has influenced banks to restructure lpdosn work-out and stimulating
collection of loan repayments. The figure indica@ds respondents reported that all the
banks follow asset quality directive issued by ReseBank of Malawi. 58 against 3
respondents reported that asset quality directageihfluenced banks on loan restructuring
and loan work-out. A credit analysts explained tihat directive which calls for banks to
recognize potential and existing problem assets ran#le allowance for losses, induce
banks on loan structuring to match repayment tamd income inflows (especially
seasonal facilities) or loan work-out by adjustbegm and/ or interest rate to reduce the
instalment to match income inflows. This practieelone to reduce credit risks. Further, 52
against 9 respondents reported that the directiveukate collections of loan repayments.
According to the credit analyst, the reason is bsegotential or existing problem assets
call for provisions for losses. Banks wouldn’t wamtimpair its assets and the only way is
to increase collection efforts. The credit analggimments were also in line with
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explanation made by bank supervisors that the maligoof the directive is to stimulate

collection efforts.

The study has also found out that financial regutat influence lending behaviour of
banks in terms of credit allocation and loan amoumitrthermore, the study has also
verified that directive on large loan exposuresiéssby Reserve Bank of Malawi may not
entirely limit vulnerability of low capitalised b&s. This is evidenced by number of
responses from respondents as shown on Table W.belo

Table 4: Perception of financial regulations on leding behaviour of commercial

banks in Malawi

1. Do financial regulations YES | NO
influence the lending behaviollgedit allocation 42 19
of commercial banks in the

Loan amount 38 23
following?

2. Does following directive on YES | NO

large loan exposures impact t 'Biversifying in lending | 47 15

bank in the following? "
g activities between large and

small corporate clients

3. In your opinion, does following YES NO

directive on large loan exposures 33 28
limit vulnerability of low

capitalised banks.

Table 4 indicates number of responses of respoaagnperception of financial regulations
on lending behaviour of commercial banks in Malalihe Table indicates 42 respondents
reported that financial regulations influence credlocation by commercial banks while 19
respondents reported that they do not influenceitcaiocation. A credit analyst explained
that due to perceived risks, banks diversify tpeitfolio to spread the risks. The directives
on large loan exposures, credit concentration $iraitd capital adequacy ratio rules were
designed to limit and diversify risks exposed byksaand this influences banks to limit,

spread and diversify credit per industry or seaborcustomer types (corporate and
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individual). On the other hand, the credit anabdvised that credit allocation may also be
due other reasons and not necessarily due to fedaregulations such as the bank’s branch
geographical allocation and/or marketing strategyych that a bank that does not have a
presence in a certain area, there will be no ordedit facilities extended in that area and
usually marketing of the bank’s products is norstqt. The table also shows that 38
against 23 respondents reported that financial latigns influence the bank in loan
amount extended to the customer. Comments fromeditcanalyst contrasted the two
views and advised that the more the bank is cagethl the less is the size of credit that is
affected by financial regulations such as capit#cuacy rules and directive on large
exposures and vice-versa is true. In addition, dhvdsad that low capitalized banks are
limited (without seeking waiver from Reserve BarikMalawi) in terms of credit size they
can extend to one or group customers. Therefanandial regulations do influence the

loan amount in terms of size or customer type.

Table 4 above indicates that 47 against 15 respasdeported that directive on large loan
exposures impact the banks by diversifying lendiagvities between large and small
corporate clients. Further, 33 against 28 respasdeported that the directive on large
loan exposures limits vulnerability of low capitad banks. A bank supervisor explained
that the rationale of the directive was to limgks or colossal losses from one customer
impacting the performance of the bank. Credit enpes for the bank to different
customers should be limited to an amount that @asHouldered by the bank’s capital.
This induces highly capitalized banks to have hiiglks appetite than low capitalized
banks. The subsequent loan amounts granted bythéanks are also different such that
high capitalized banks tend to focus more on lacgeporate customers than small
capitalized banks. He gave an example of NatiorahkBof Malawi and NBS Bank
whereby NBM tend to concentrate on large corpotagtomers than NBS which has small
corporate customers on its portfolio. The directiherefore influences the bank to
diversify lending activities between large and droalporate customers depending on its
capital levels. A credit analyst further explairtbdt where the bank’s capital level is low,
the bank is limited in terms of risks appetite andnber of large loan exposures it can hold
under its portfolio. Therefore, the directive adiyiéimit vulnerability of the bank’s credit
losses arising from one customer or group of custeras the capital levels of the banks

are adequate enough to caution against such oocetr©n the other hand, the analysts
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4.2.5

pointed out that this does not limit vulnerability the banks to other factors such as

lawsuits and systematic risks.

The results above are consistent with observatiynSaidenberg and Schuermann (2003)
who noted that capital regulations protect the baagainst credit risks and systematic
risks. Further, the authors state that the Baséicliord for bank capital regulation is
designed to better align regulatory capital touhderlying risks by encouraging more and
better systematic risk management practices, espeiti the area of credit risks. However,
Rojas-Suarez (2004) concluded that traditional @ntidl regulatory policies used in
industrialised countries have had limited effeatiees in controlling the adverse impacts of
capital account volatility on financial systemsdaveloping countries. He asserts that the
regulations have not taken into account particalaracteristics of financial markets in
developing countries hence they cannot effectivebytrol excessive risk taking by
financial institution. For example, he states tlakets in developing countries have
different risks characteristics than assets in stdlalised countries leading to poor
matching between risk assessments contained in Bhsel 1l recommendations
implemented in developing countries than the actigs faced by banks in these

countries.

The results above are also in line with conclusioh&urfine (2001) who concluded that
regulatory standards and the way in which thosedstals are enforced have a significant
impact on optimal portfolio allocation of commeildmanks. Further, he concludes that the
underlying risk-weights of assets increase incestio make safer loans. This suggests that
the Basel Il Accord may increase incentive to ateccredit between different sectors
depending on prevailing risks. The results above also in line with findings of
Cabenoyan and Strahan (2001) who points out thédtsbase the risk-reducing benefits of
risk management to take on more profitable butémglsk lending activities and to operate
with greater leverage.

COMMERCIAL BANK'’S LENDING PRACTICES IN MALAWI

Bank’s lending practice or behaviour is influencley several factors such as credit
culture/lending philosophy, strategic goals, valaesl sometimes economic (business)

fluctuations that provides lending experience. Saofrie lending practices undertaken by
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banks are restrictive, predatory and unlawful @ividual or corporate clients of the bank.
These practices can be checked and controlledriandial regulations whose aim is to
promote fair business conduct. The study has fooud that currently, there are no

financial regulations that control the occurrentearfair and undesirable lending practices

Table 5: Commercial bank’s lending practices in Mahwi
1. Do financial regulations control YES NO
the occurrence of the followingSub-prime lending 9 52
lending practices in commerciaPredatory lending 2 59
banks?
2. Do banks conduct itself in the YES NO
following manner? Offer prime interest rate to| 55 6
prime customers
Offer prime interest rate to 40 21
un-creditworthy customers
Offer above prime interest| 46 15
rate to customers with no
credit record
Charge above prime interest | 39 22
rate on loans that are not
secured
3. Do banks apply the following YES NO
terms and conditions in loan
agreement? Balloon repayment of loans 0 61
with term of less than 5 years
Increased interest rate inthe | 48 13
event of default
Charge penalties on 11 50
prepayment of loans
Other hidden costs 16 45
4. Do banks extend loans based|on YES NO
the value of security? 37 24
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such as predatory lending or sub-prime lendings T iconfirmed by number of responses

from respondents as shown on table 5 above.

Table 5 above shows results on number of respafsespondents on commercial banks
lending practices in Malawi. A large number of masgents reported that financial
regulations have not controlled the occurrencaubf@ime and predatory lending practices
of commercial banks in Malawi. Table 5 above shdhat 52 against 9 respondents
reported that financial regulations have not helpedontrol sub-prime lending and 59
against 2 respondents reported that financial etigms have not controlled predatory
lending practices of commercial banks. When askeddmment, an external auditor
advised that the rationale of financial regulatiamsnainly to protect the depositors, the
financial institution and financial system. There ao regulations in Malawi that protect
the interest of the borrowers and any such comiglaire handled by the courts. Secondly,
a credit analyst advised that sub-prime lending pretlatory lending are difficult to
identify or quantify in absence of regulations orugential rules identifying and
disallowing them. Further, predatory practices raaist but they are all in favour of the
bank due to information asymmetry that exists betwine bank and bank customers. This
means not all customers can recognize predatoctipea and if they occur, there are no

prudential rules controlling or discouraging them.

Interestingly, Section 31 of the Banking Act 1988ald with situations where a bank or
financial institutions conducts business in an wil or unsound manner. However,
unlawful business or in unsound manner has not deéned. The Credit analyst further
advised that the Reserve Bank of Malawi throughAtiels empowered to issue prudential
guidelines to outline and clarify unlawful or unsolubusiness conduct which may but not
limited to defining unethical practices such asdptery lending, insider trading or paying
excessive management fees. Consequently, sub-famdmg does exist in Malawi and the
practice is common to all types of customers. Thisonfirmed by number of responses as
shown on table 5 above. The table shows that Sstgé respondents reported that banks
offer prime interest rates to prime customers. Adiranalyst interviewed advised that
most corporate customers dictate on the rate techaeged. The Companies are multi-
banked which puts pressure on banks to charge ddiwpeates which are usually prime
or sub-prime rates. 40 against 21 respondents texptinat the banks offer prime interest

rates to un-creditworthy customers. A bank supervexplained that most banks would
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offer competitive rates to un-creditworthy custosieased on other things other than credit
risks. He explained that banks have other targe@chieve such as deposit mobilization
which changes the pricing structure. 46 againsteEpondents reported that banks offer
above prime interest rates to customers with ndittcrecord and 39 against 22 respondents
reported the bank charge above prime interest ratedoans that are not secured.
According to a credit analyst, there are two sitwet a bank can extend a sub-prime
facility. First, he explains that banks have custsmwhich they target for business
development and relationship. The bank would ndsntdfer prime or sub — prime rates in
order to attract or retain the customer. Secondligere the interest rates have been
declining, the bank may extend credit facilities dostomers who would not normally
gualify for the facility. However due to declinetime rates, the customers qualify for a sub-

prime loan facility.

According to credit analysts from Standard Bank &gt Merchant Bank, the recent
financial crisis in the USA originated from fallifgouse prices which were mortgaged to
banks and re-sold to different financiers. Theyeobad that what started the crisis in USA
were low interest rates which encouraged people pdator credit and low income to take
loans that they later defaulted due to falling lopsices, unemployment and decline in
wages; a situation that can occur in any collatenarket from any assets pledged as
collateral for bank loans such as motor vehicleshares. Hence, although the effects of
the crisis were heightened by complicated finangedducts and markets, the crisis
originated from an economic situation which canuscm Malawi or other developing
economies. For example, reducing market interadstsray Government as a monetary
policy tool to spur development might promote easgdit in the short or long-term.
However, any changes in market prices faced by 8amky create contagions which cause
the crisis. Therefore, sub-prime lending of anynfopromote easy credit which if

uncontrolled may cause economic crisis.

All the respondents reported that the banks dooffet balloon repayments for loans with

term less than 5 years. Table 5 shows that 48 sighthrespondents reported that banks
increase interest rates on event of default. Whatedh to comment, a credit analyst
explained that most banks charge penalty ratesealiow effective rates to discourage
customer on loan default. While 11 against 50 redpats reported that the banks charge

penalty rate on loan prepayments and 16 againstgipndents reported that banks charge

83



4.3.

other hidden costs. The credit analyst explained banks charge penalty rate on loan
prepayments to discourage customers repaying loefiose expiry of loan term so as not to
lose interest income while other hidden costs sashinsurance premiums or loan
commitment fees are charged without the knowledfyeustomers. If capitalised, the
hidden costs increases cost of the loan. By offeane or more of these terms in a loan
application without the consent or knowledge of ¢thistomer, the bank is said to practice
predatory lending. The table shows that 37 ag@#sespondents reported that the banks
extend loans based on value of security. An extexuditor illustrates that security based
lending is common in most banks that deal with @ugtrs with no credit record or unstable
cash flow. Other banks use security as a secorstamce of loan repayment. The auditor

observed that the practice in some cases denyt ¢toedieserving customers which is unjust.

The findings above prove the importance of recontagons made by Mwenda (2008) on
the need of RBM to issue prudential guidelines egutations on ‘unsafe and unsound
practices’. This will provide policy guidance aptevent some of the practices that are
currently being done by Commercial banks in Malawi.

CHAPTER SUMMARY AND CONCLUSION

This chapter has analysed the findings obtainem tiee questionnaire and semi-structured
interviews that were conducted. The research fogglwere mixed but provided answers
and solutions to research questions. This formedmework where the research questions

and objectives were answered and measured resggctiv
Chapter 5 provides conclusions and recommendatioaswn from the research work. It

concludes with a general solution to the researciblem and recommendations of the

study and areas for further research.
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5.0

5.1

CHAPTER 5

CONCLUSIONS AND RECOMMENDATIONS

INTRODUCTION

This chapter provides conclusions drawn from thdifigs of the study. It gives answers to
the research questions hence specific solutiorheorésearch problem. It also suggests
recommendations to the general solution of thearebeproblem and analyses whether
research objectives have been met. The chaptdlyfo@ncludes with suggested areas for

further research.

CONCLUSIONS

The first research question of the study was testigate some of the tactical and strategic
lending techniques that have developed due to diahnegulations. For this purpose, the
study identified some of the tactical and stratdgiding techniques that some previous
researchers identified to occur due to financigutations. Using the mixed methods
approach, the study has established that banksailaviil are already using some of the
tactical and strategic lending techniques. Thesknigues are practiced at a small scale
while others were done only once. For example, réeation is one of the tactical lending
techniques that were used by banks in Europe orriéenéo reduce the effects of capital
ratio calculation. The study established that amtg Bank in Malawi used the technique
and that process was a once off transaction. litiaddthe study has also revealed reasons
why the technique was introduced, and the typetandr of lending products. The study
concludes that tactical lending techniques suckeasrritization occurred in Malawi only
once and at a small scale. The reasons for seatiain were to improve the capital ratio as

well as liquidity of the Bank.

The study has also confirmed that some of the CawialeBanks in Malawi enter into

strategic lending alliance with other banks jusséove the customers. The technique that is
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currently practiced by most banks in Malawi is laamdication/participation. The study
has established that the reasons for strategienigradliance are due to both bank-customer
considerations and financial regulations. The tephnis used when there is large loan
request from the customer or when the loan reqaesbove the credit concentration limit
as set out by RBM directive. The study has condutiat the rationale of regulating large
exposures through the directive on credit concéatrdimit for financial institutions may
fail to control systematic risks in banking seatiole to that the loan syndication technique
increases exposure (hence failure) of one custeondifferent banks. The study has also
concluded that loan syndication is a technique thdtitrage directive on credit
concentration limit on one hand and directive omgdaexposures on the hand. By
syndicating a loan, two or more banks are ablecterel a large loan request to a single or
group of related customers thereby avoiding thel neebtain authorisation from Reserve
Bank if the exposure is above the bank’s conceatrdimit. The study has also established
that there is no bank under study that has entateda contingent liability claim due to
financial regulations. However, the study has reag#hat some banks may have changed
the structure of their contingent liability clairdsie to capital ratio regulations. Banks are
encouraging customers to secure the claims bywhasih has a lower risk-weighting than

other facilities.

The second research question was to establish ndhat been the changes in lending
practices in response to new or existing finanagullations. The Basel Il Accord is one of
the new financial regulations that will be introdddn Malawi. The study has established
that introducing Basel Il Accord in Malawi will ldato decrease in certain type of off-
balance sheets assets as well as innovation af ptbducts. The study has established that
if Basel Il Accord is implemented in Malawi, it mégad to decline in certain type of off-
balance sheets assets such as guarantees andfleredit. The study has also established
that the Basel | Accord may lead banks into adyisananagement and underwriting
functions. The study concludes that under Baseddofd, banks are motivated to introduce
other off-balance sheet products or services dimeeAccord does not require banks to set
aside capital to cover operational risks. Howeueder Basel Il Accord, the bank will be
required to set aside capital to cushion operatiosies. The study has also established that
implementing Basel Il Accord in Malawi may not letaddecline in loan portfolio but may
lead to change in portfolio structure for banksisTib because banks are already operating

under the mirror of Basel Il Accord and by the tithe Accord is implemented, most banks
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would have already met Basel Il Accord requiremeifitee study has also revealed that
Basel Il Accord may lead to decline in medium-teassets (for example corporate loans)
in favour of short-term and long-term assets tlaatetrelatively lower risk weightings. The
study has revealed that short-term and long-tesetagloans) have relatively lower risk-
weightings because most of the loans are securedsyy marketable securities and charge
over residential or commercial properties respetfivor are inter-bank loans. The study
has also revealed that the Accord may lead to agldy of lending behaviour of
commercial banks in Malawi because of poorly depetbinternal rating models that are
influenced by business fluctuations. The studydfoee concludes that the Basel Il Accord

will not entirely eliminate cyclicality of lendingehaviour of commercial banks in Malawi.

The third research question of the study was tcestigate the effect of financial
regulations on lending practices of commercial lsankMalawi. The study has established
that capital regulation encourage banks to decrdugle risk-weighted assets (hence
increase low risk-weighted assets). For examplek$have decreased unsecured corporate
loans which are high risk-weighted assets in fawwusovernment securities or consumer
loans secured by cash which are low risk-weightsts. The study has also revealed that
RBM directives on asset quality for banks encowati®nge of loan composition between
collateralized versus uncollateralized assets disaseccelerating disposal of bad loans. It
has been revealed that banks consider collateralsasondary source of loan repayments.
This encourages banks to extend more collaterathza uncollateralized assets. The study
has also revealed that capital regulation influesredit amount offered to customers hence
an increase (or decrease) in credit amount offesredually due to increase (or decrease) in
bank capital. This is because credit exposuredimgle or a group of related customers is
directly dependent on a percentage of bank’s dafite study therefore concludes that
financial regulations have an effect on the bankwice between collateralised and
uncollateralised loans, accelerating disposal af lmans as well as the credit amount

offered to customers.

The first research objective was to investigateesirdble lending practices of commercial
banks in Malawi. The study has established that fthancial regulations have not
controlled the occurrence of sub-prime and pregatending practices of commercial
banks in Malawi. The study has revealed that firnregulations mainly protect the

depositors, the financial institution and financ&istem. There are no regulations that
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protect the interest of borrowers. In additionkla¢ financial regulations makes it difficult
to identify and disallow sub-prime and predatonydieg practices of commercial banks in

Malawi.

The study has also established that sub-prime ngngdractices are common in Malawi
especially where the bank target customers fornessi development and relationship
(name lending) or when there has been a declinetémest rates which normally qualify
un-creditworthy customers. The study has also &skedal that sub-prime lending promote
easy credit which if uncontrolled may cause ecowrarisis. The study has also established
that predatory lending practices do exists in Malamd are practiced in different form by
different banks. Predatory practices such as pemates on loan prepayments or loan
defaults and hidden costs such as loan commitmesd tan be found on most loan
agreement forms. The study has therefore concluladthere are undesirable lending

practices being conducted by commercial banks itawvia

The second objective of the study was to estaltiehimplications of financial regulations
on lending practices of commercial banks in Malalie study has established that banks
have different asset-holding portfolio structurebick they can change over time. The
study has revealed that during the period undeatystbanks have shifted from a credit
asset holding portfolio to Government securitied &ite versa. The reasons for the shift
was to reduce risks (Government securities arerlskvcompared to loans) as quality of
portfolio assets weakened but also the banks wabotdéenefit from high return earnings
versus the associated risks. The study has alablissted that the change of bank capital
has a direct effect on the loan amount offered ltents hence the bank’s lending
behaviour. The study has established that banks higth capital base target big corporate
customers while banks with low capital base tanggail customers (small corporate
customers). This has a direct effect on the bal@kiding behaviour as seen by the public
either as a corporate lending bank or retail legpdiank. The study concludes that capital
regulations influences composition of risk-weighssdets for banks hence its asset holding

portfolio but also the target choice of customessMeen corporate or retail customers.

The third research objective was to evaluate thegption of Commercial Banks on
financial regulations in Malawi. The study has bbshed that financial regulations have

managed to control occurrence of credit risks. Haxethe study has also established that
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although systematic risks are not common in Mal#we;fact that other sectors in financial
industry are less regulated coupled with poor stigpen framework, the situation might
lead to systematic risks due to direct links betwksss regulated sector (Insurance and
Micro-finance) and more regulated sectors (commaétmanks). The study concludes that
financial regulation alone should not focus on sig@anking, Insurance, Micro-finance,
etc) but also credit underwriting models to protecturrence of systematic risks in
banking sector. The study has also establishedfitratcial regulations have managed to
control the occurrence of bank failure in Malawihas been revealed that the only bank
that failed in Malawi — Finance Bank of Malawi wdse to contravention of foreign
exchange regulations. The study concludes thahdiah stakeholders perceive financial
regulations are playing a part in controlling b&akure in Malawi. The study has also
established that financial regulations do not cdntommercial bank’s appetite for
excessive risks. It has been revealed that efiegisk management systems encourages
banks to grant high credit risks facilities so lagythe risks are adequately covered. The
study has reveal that risks management guideliegsstbanks to control credit risks but
not market risks. For example, credit losses camiodue to movement in market prices of

assets which were pledged as collateral.

The study has also established that all the baolksaf the risk management guidelines
issued by Reserve Bank of Malawi. It has been iledeahat the guidelines have
accelerated risk management of banks on consalidasis. However, the study has also
revealed that the guidelines do not influence casitjpm of long-term versus short-term
assets and that the guidelines do not encouragartawted competitive pricing to improve
loan portfolio. The study has revealed that the R&det-quality directive calls on banks
to recognize problem assets and make allowanciegees. This encourages banks to find
ways for loan work-out to help the customer or theective stimulate loan collection
exercise to avoid loan impairment for losses (ssé3). The study therefore concludes that
RBM asset-quality directive for banks in Malawi lugnce loan restructuring and loan
work-out as well as stimulating collection of loagpayments. In addition, it has been
revealed that risks vary with a change in the peege of bank’s capital. Directives on
credit concentration limit and large loan exposwresourage banks with different capital
levels to have different risks appetite. The sthdg also concluded that directives on credit
concentration limit and large loan exposures difietending activities between large and

small corporate clients between banks.

89



5.2 RECOMMENDATIONS

The following have been identified as areas thadn® be improved and in some cases,
areas that require development so as to strengtindial system and markets; non-
availability of internal risk models that conforns Basel Il Accord, weak supervision
framework of Reserve Bank of Malawi, weak regulatoamework of financial markets in
Malawi and non-availability of risk and complianicaction.

From the above problems, it is therefore recomme rhiolgt:

5.2.1 EACH BANK IN MALAWI MUST DEVELOP ITS OWN INTE RNAL RISK
MODELS.

It is important for each bank to develop its owternal risk models that conforms to the
specialized types of credit products offered bylhak. The models should be developed
based on key parameters that mitigate credit, maaike operational risks. It is also
recommended that the in-house risk models should b&o influenced by business

fluctuations in asset prices to avoid lending @ality.

5.2.2 RESERVE BANK OF MALAWI MUST CONTINOUSLY IMPRO VE
SUPERVISION FRAMEWORK OF FINANCIAL MARKETS IN MALAW .

The Reserve Bank of Malawi must continuously imgrots supervision framework to
safeguard the financial markets from emerging riSkee RBM has taken the right step in
migrating to risk-based supervision from CAMEL pess supervision. Further, the study
recommends that RBM should also target risk undengrmodels used by banks to ensure
that banks are using effective risk managemenstool

5.2.3 RESERVE BANK OF MALAWI MUST IMPROVE THE REGUL ATORY
FRAMEWORK OF FINANCIAL MARKETS IN MALAWI.

There is a need for RBM to continuously improve tagulatory framework of financial

markets in Malawi. In particular, the study recommae that RBM should introduce
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5.2.4

5.3

directives on enterprise-wide risk management amdptiance which will enable RBM

enforce risk management in each bank at all timhbs. study also recommends RBM to
issue prudential guidelines and directives on sutig and predatory lending. This will

allow the Bank to give a clear meaning of unfaisibess practice by banks in terms of
predatory practices or financial indiscipline adivas protecting the borrowers from such
lending practices. The study also recommends tiE Rhould establish a financial and
banking ombudsman service to help settle disputdgvden consumers and financial
institutions. This will provide an independent offifor fair and reasonable decision or

dispute resolution.

In addition, the study also recommends that contjmutaf large loan exposures for banks
should consider a facility as a large loan exposoire specific period of time regardless
the change of core capital of the bank. The stusly Becommends that syndicated loans
should be disclosed as large loan exposures shecéatilities are concentrated between

two or more banks whose non-performance can cagagion in the financial system.

EACH BANK SHOULD HAVE A RISK AND COMPLIANCE F UNCTION.

The Reserve Bank of Malawi has adopted a conselidask based supervision process.
The process requires bank supervisors to analyzthelrisks identified by the bank on
consolidated basis. This requires each bank to Aaextion or department that coordinate
risk management process in order to create valuthébank. The study recommends that
each financial institution in Malawi (including bies) should have a risk and compliance
manager who will coordinate risk management fumstiof the institution on consolidated

basis. This will ensure enterprise-wide risks managnt process.

AREAS FOR FURTHER RESEARCH

The research was conducted during the period \lieiiReserve Bank of Malawi was in
the process of adopting Basel Il Accord. The rasoftthe study have only indicated how
various banks would respond to implementation ef Basel Il Accord. It would be of
interest to investigate the actual reaction fromowes banks after adopting the Accord.
This is due to differences in skills and knowledgedit structure and capital structure and

portfolio levels of commercial banks in Malawi.
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The researcher also recommends further researdie toonducted on effectiveness of
regulatory and supervisory framework on commers&ik operations and activities. This
will assess whether there is need to change thdategy framework or restructuring of

supervisory framework.
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APPENDIX 1 (Survey questionnaire for financial staleholders)

This research is an evaluation of the impact o&rfimal regulations on lending practices of
commercial banks in Malawi. The researcher is retjug your valuable participation in the study
by answering the questions contained in this docuiniEhe responses you provide will remain

confidential and will strictly be used for this dtu
Purpose of the Questionnaire
The main purpose of this questionnaire is to:
e Establish information used by Commercial banksankblending with respect to financial
regulations.
» Establish lending practices of Commercial banks.
« Establish tactical and strategic lending technighas have been developed by Commercial
banks in Malawi.

Filling in the Questionnaire

Please note that multiple answers can be given evnecessary and please tick for an answer,

[T ves  [X__Ino

Table of Contents

The questionnaire is split into five sections ealgaling with separate lending practices and
financial regulations as described below:

SECTIONA PART1 Background information
SECTIONB PART1 Loan Securitisation
PART 2 Loan Syndication
PART 3 Off — balance sheet items
PART 4 On — balance sheet items
SECTIONC PART1 Implications of financial regulations
SECTIOND PART1 Commercial bank’s Perceptions of financial
Regulations
SECTIONE PART1 Lending practices of Commercial banks
PART 2 Credit conduct of Commercial banks

Detailed definition of the terms and technical weohés been given at the end of the questionnaire.

If you have any specific problems in answeringdbestionnaire, please contact:
Andrew E Kambalame o009 99 943 071/ 01 876 222 aekambalame @yahoo.com
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Results of Survey

The results of this survey will assist the researt¢h analyse the impact of financial regulations o
lending practices of Commercial banks in Malawi.yApublished results will not identify the
responses of any specific individual.

SECTION A

PART 1
BACKGROUND INFORMATION .

1. Which of the institution below are you currently ikimg for?
Commercial Bank

Reserve Bank

I L

Audit Firm
Other, please SPeCify..........oeiiiiiiii e

2. What is your present position and how long havelyeld the position?

National Bank :l
Standard Bank of Malawi ]
First Merchant Bank :l
NBS Bank [ ]

1

Malawi Savings Bank

Other (s), please specify

104



SECTION B

Questions in Section B are concerned with inforamatabout tactical and lending techniques
which are known by yourself.

Tactical and strategic lending techniques

PART 1 |
LOAN SECURITISATION '

1. Has your bank/ any Bank ever securitised its loan
portfolio between the period of 1990 to 200R_YES [___Ino

2. Which of the following bank(s) below have ever gé@ed its portfolio between the period of
1990 to 2008?

National Bank 1
Standard Bank of Malawi 1
First Merchant Bank 1
NBS Bank [ ]

1

Malawi Savings Bank

Other (S), please SPecCify.......cccooi i

None I:I

3. What types of assets were securitised?

On-balance sheet assets

/1

Off-balance sheet assets

4. What was the type and tenor of products that wecargised?

Asset backed securities with a term of

less than 12 months :l

Asset backed securities with a term of
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more than 12 months :l

5. The securitisation process was due to the followeagons.

To improve the capital ratio of the bank :l

To improve bank’s liquidity

To mitigate or solve non-performing
loan problem

1
To reduce portfolio growth |:|
1

PART 2
LOAN SYNDICATION

1. Has your bank or any bank ever participated in wardication between the period of 1990 to

20087 [____]YES [ 1Ino

2. Which of the following bank(s) below have ever papated in loan syndication between the
period of 1990 to 2008?

National Bank 1
Standard Bank of Malawi 1
First Merchant Bank 1
NBS Bank [ ]

1

Malawi Savings Bank

Other (S), please SPeCify.......cvvviie i e

None :l

3. The loan syndication process was done due to tlmniag reasons.
To meet a large loan request by the bank custoEl

Due to Reserve Bank’s concentration limit :l
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PART 3
OFF-BALANCE SHEET ITEMS

1. Does your bank have the following claims?

Guarantees :l
Letters of credit :l
1

Lines of credit

H

Operating lease

2. Has the bank or any bank ever entered into a ageniniability claim due to financial

regulations_____]YES [___Ino

3. If yes, do you think introducing the Basle Accordl Vead to increase/decrease of the
following?
Increase Decrease

Guarantees [ 1 1
Letters of credit 1 1
Lines of credit 1 1
Operating lease :l :l

4. Will the introduction of Basle accord lead to irduztion of other

off-balance sheet itemsb______] YES [ 1Ino

5. IfYeS, Please SPECITY .. ..t e e e e

PART 4
ON-BALANCE SHEET ITEMS

1. The following answers in PART 4 relate to the fallog Commercial bank (s).
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National Bank

Standard Bank of Malawi

First Merchant Bank

NBS Bank

UL

Malawi Savings Bank

Other (s), please specify

2. If the Basel Il accord is introduced, will it le&mldecrease of loan portfolio (credit crunch) of

the bank?
[ ves [__Ino

3. If yes, will the introduction of the Basel Il Acabtead to increase/decrease of the following.

Increase Decrease
Short-term loans

Medium term loans

I L
I L

Long-term loans

4. If the Basel Il Accord is introduced, will it ledad cyclicality in lending behaviour of Banks in
Malawi?

YES NO

H
H

SECTION C

Questions in Section C are concerned with the apbns of financial regulations on lending
practices of Commercial banks in Malawi.

PART 1
IMPLICATIONS OF FINANCIAL REGULATIONS ON LENDING PR ACTICES

1. How has your bank increased its capital base tnveyears from 1990 to 20087
By increasing retained earnings

By increasing undistributable reserves :l
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Through increase in share capital

— IPO or rights issue :l

2. Do financial regulations encourage the following/gur bank?

Increase of high risk-weighted assets :l
Decrease of low risk-weighted assets :l
Loan composition of collateralised assets

versus uncollateralized assets 1
Accelerated disposal of bad loans :l

3. In your own opinion, does change in Bank capit&i(L and Tier 2) influence the following.

Change in credit amount offered to customeCl

Increase in loan amount due to increase

in Bank capital :l

Decrease in loan amount due to decrease

in Bank capital :l

4. Has your bank ever shifted from asset holding pbaifto

Government securities? :l YES :l NO

5. If yes, was the shift a result of the following?

To ease associated regulatory

burden [ Ives [ no

To reduce risks as quality of

portfolio assets weakened :l YES :l NO

To benefit from high earning returns

versus associated risks :l YES :l NO
Other (s), please specify
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SECTION D
Questions in Section D concerns Commercial bandésgption of financial regulations in Malawi.

PART 1
COMMERCIAL BANK’'S PERCEPTION OF FINANCIAL REGULATIO NS

1. Has financial regulations assisted in hedging t®ioence of the following?
Credit risks

Systematic risks

I L

Interest rate risks

Please explain how they have hedged any of thgs)skbove.

2. Has financial regulations managed to control theugence of bank failure in Malawi?

— no

3. If yes or no, please briefly explain.

4. Do financial regulations control the Commercial karappetite for excessive risks?

[ves —

5. If yes or no, please briefly explain.

6. Does your bank follow risk management guidelinesésl by Reserve Bank of Malawi?

[ves —

7. Do you think risk management guidelines as issyeldserve Bank of Malawi influence
banks to manage the following?
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Unwarranted competitive pricing to improve

loan portfolio :l YES :l NO

Composition of long-term versus short-term maturing

assets [ Ives [ nO

Accelerate risk management in the bank on

Consolidated basis [ Jves [ 1Ino

8. Does your bank follow Asset Quality Directive asued by Reserve Bank of Malawi?

I w— e
9. Does the Asset Quality Directive influence the hédwar of your bank in the following ways?

Loan restructuring and loan

work-out [ Ives [ no

Stimulate collection of

loan repayments :l YES :l NO

10. Do financial regulations influence the lending babar of Commercial banks in the
following?

Credit allocation :l YES :l NO
Loan amount :l YES :l NO

11.Does following Directive on large loan exposurepact the bank in the following?

Diversifying in lending activities between largedasmall corporate clients

[Ives [__Ino

12.1n your own opinion, does following Directive orrd@ loan exposures limit vulnerability of

low capitalised banks
[ Jves [—no

SECTION E
Questions in Section E concern Commercial bankdimgnpractices in Malawi.

PART 1
LENDING PRACTICES OF COMMERCIAL BANKS IN MALAWI
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1. Do financial regulations control the occurrencehaf following lending practices in
commercial banks?

Sub-prime lending " [ ]ves [___Ino
Predatory lendinl [ ]ves [___Ino

PART 2
CREDIT CONDUCT OF COMMERCIAL BANKS

1. Does your bank conduct itself in the following marth

Offer prime interest rate to

prime customers :l YES :l NO

Offer prime interest rate to

Uncreditworthy customers [___Jves [___INO

Offer above prime interest rate to customers

with no credit record [ 1Jves [ 1Ino

Charge above prime interest rate on loans

that are not secured :l YES :l NO

2. Does your Bank apply the following terms and candg in loan agreement?

Balloon repayment of loans with term

Of less than 5 years [___Jves [___INO

Increased interest rate in the event of

default [ Ives [ NO

Charge penalties on

Prepayment of loans :l YES :l NO
Other hidden costs [ Jves [ Ino

3. Does your bank extend loans based on value of isgotfiered?

[ Ivs [__Jno
4. If yes, what percentage of loan is disbursed baseghlue of security?
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Thank you for your timein answering the questionnaire.

Notes.

" Loan Securitization involves pooling and repackaggif cash-flow producing financial assets intousities that are

then sold to investors.

" Sub-prime lending involves lending to borrowersovao not qualify for ‘prime’ rates.

" Predatory lending is where the party that iniatee loan often provides misinformation, manipesathe borrower
through aggressive sales tactics and/or takes tatyanf the borrower’s lack of information about than terms and
their consequences. The results are onerous teminsomditions that the borrower often cannot repay.
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