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ABSTRACT  

In order to reduce the risks, banks has two ways to evaluate the loan exposure. One is credit rating, 

and the other one is pledge collaterals. Many literatures and financial regulations are emphasizing on 

the importance of credit rating. However, with the illustration of a plenty of empirical study, the 

pledging collaterals are the popular way which was using by “lazy” banks. Credit rating or pledg ing 

with collaterals is the gap between theories and practices.  

The aim of this thesis is to figure the factors which make the gap between the theories and practices. 

At last, the front-line employees are paid attention on. Since front-line employees are the first and 

direct one who contact customers. Reliability and responsiveness has a space to develop by training 

first-line employees, moral hazard controlling, and sectoral specialization the credit inspection. 

Title: Front-line employees make influence on credit facilities: An empirical case study in Chinese 

commercial banks 

Level: Second Cycle 15 Credits 

Author: XU Xiaodan, YUAN Xin 

Supervisor: Pär Vilhelmson, Ernst Hollander 

Examiner: Maria Fregidou-malama 

Date: 2011-12-26 

Aim: To illustrate the factors which make the gap between the theories and practices when it comes to 

credits within banks. Since the theories emphasis on credit rating, but “lazy” banks focus on pledging 

collaterals in practices. 

Method: Empirical case study, qualitative research method. 

Result & Conclusion: It makes influence on the credit risks that how professional the front line 

employees are, and how highly moral standards the front-line employees have.  

Suggestions for future research: For the front-line employees, reliability and responsiveness can 

be developed by training first-line employees, controlling the moral hazard, and sectoral specialization 

the credit inspection.  

Contribution of the thesis: Figure out and explain the gap between theories and former empirical 

with responsiveness and reliability in bank service quality.  

Key words: Credit risk, Lazy banks, Front-line employee, Moral hazard, Sectoral specialization, 

Credit inspection.  
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1. INTRODUCTION 

Risks should be kept in our mind while living in the safe environment.
1
 

Zuo Q. (4
th
 century, B. C.), one of the most significant Confucian scholar 

1.1.  BACKGROUND: 

Europe was too shocked by two shocks which happened in two islands in 2010. O ne shock was the 

volcanic eruptions which have happened in southern Iceland, and the other shock was the financial 

crisis which has broken out in Ireland.  

The First shock was happened on the Eyjafjallajökull volcano in southern Iceland, which has never 

erupted since 1823, has erupted twice during March till April in 2010 (Global volcanism program, 

2010). On 14 April, generating ash plumes resulted in a 20-80% decrease of airline flights for as much 

as a week (Wall and Flottau, 2010). The eruption continued till late May, the air travel in parts of 

Europe was restricted with occasional plumes.  

The other shock is the financial crisis which was happened in Ireland who received an 85 billion Euro 

bailout package with joint EU - IMF Programme at the end of 2010 to sustainable growth and to 

ensure a properly functioning healthy banking system (Directorate-General for Economic and 

Financial Affair of European commission. Feb. 2011).  

Comparing with the volcanic eruptions, the shock from Irish financial crisis, which received a 

considerable amount of external financial support and will recovery in 4 years, was much more 

significant influence European countries.  

Financial crisis has not only happened in Ireland, if we look back into April 2007, the USA was 

suffering from incredible mortgage and financial crises as well. Both of these crises have a common 

factor, which is bubble in real estate. Although Bernanke (2005), who was chairman of the president 

Bush‟s Council of Economic Adviser, stated that a housing bubble was “a pretty unlikely possibility” 

(Nell Henderson,2005. Cited in Bernanke, 2005). The possibility was still appeared in the form of 

subprime turmoil (Jerome L. Stein, 2010). Asset price was a significant factor which has estimated the 

                                                                    
1
 This saying is from a classic Confucian book which named ZUO ZHUAN, the title of this book means the thinking of Zuo, 

Zuo Qiuming is a very respect Confucian scholar who is living in the middle of 4
th
 century B.C., there is a generally 

agreement that Zuo Qiuming is the author for this book, but less Confucian researchers still do not think that Zuo is the 

author of ZUO ZHUAN. 
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subprime turmoil (Jerome L. Stein, 2010). Shocks from the housing mortgage sector were transmitted 

by the high leverage in the financial sector to the broad financial sector (Jerome L. Stein, 2010).  

Yongzhou Hou (2007, 2009) concluded that a bubble have been on the way of forming in the Beijing 

(China) housing market since 2005, the bubble gained strength in 2007. It is possibly that a bubble has 

ever existed in Shanghai (China) from 2003 to 2004. Combining with Jerome L. Stein‟s (2010) view, 

bubbles in the housing market has the possibility to transmit into financial sector. In one word, 

Chinese financial sector has possibility or potentially to be effected by the housing market bubble.  

To safeguard a steadily developing financial market in China, the Chinese government has been 

raising the reserve requirement ratio (RRR) 4 times since May 2010, the RRR was arise 5 point every 

time (Monetary policy department, Chinese central bank, 2011). Until now, RRR in Chinese 

commercial banks is reached at 19.5%, and RRR in small and middle size financial institutions is 

reached at 16%. The government behavior indicated that China has already award that they are facing 

a tremendous financial risk of credit business to banks.  

Although the policy for preventing risks has already implanted, for the banks who were managing an 

immense number of real estate as their collaterals, are emergency to find their way to dealing with 

potential risk.  

Collateral is one of repayment resources for most of loans and mortgages, risks in collateral will not 

only directly influence the liquidation and repayment ratio of loans and mortgages, but also affec t the 

liquidity of cash. Simultaneously, real-estate takes a significant part in total collaterals. Sun D. (2008) 

introduced that the developing of real-estate business basis on the financial supporting from banks, the 

amount of real-estate projects loan has already reached 1,634.22 billion RMB in commercial banks in 

China till 2007 year, and the amount of mortgages was 745.45 billion RMB in commercial banks in 

China till 2007 year. Commercial banks are in the burden of risk exposure while highly speeding of 

developing in real-estate.  

Meanwhile, the cash flow or the revenue of investment are the another way to make sure the 

repayment of loans. Credit analysis is the way that banks have done to evaluate the default risk. Credit 

rating is a significant phrase in credit analysis, an successful credit rating for a borrower is a profile 

and prediction of the borrower. 

What is more, the amount and value of collateral is depending on the level of credit rating of this 

borrower or project. However, many researchers claim that around the plant, most loans ask collaterals 

in commercial banks, and the amount and interest ratio is depending on collaterals. (Rose P. S., 

Hugdins S. C. , 2008, p525-526. Freund et al., 1998, p. 155. Hilbers et al. 2001, p. 14. Collyns and 

Senhadji 2005. Herring and Wachter 1999. Menkhoff L., 2006. Chen A., Kao L. 2011)  
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Obviously, the relationship between credit rating and collaterals are complex to express. In this thesis, 

we are going to illustrate the relationship between credit rating and collaterals. 

1.2. PURPOSE AND RESEARCH QUESTIONS 

The purpose of this thesis is to figure out the factors which make the gap between the theories and 

practices. Since the theories emphasis on credit rating but “lazy” banks focus on pledging collaterals 

in practices.  

To achieve the purpose, mainly with a “lazy bank” concept, authors have done an empirical case study. 

In the case study, we would like to present research questions as following: 

1. Are banks pay attentions on pledging collateral?  

2. How are the collaterals performing within credit applications?   

3. Is credit rating playing an important role in banks? 

4. How is the credit rating performing within credit applications? 

5. What are the factors make the gap between the theories and practices? 

6. How do the front-line employees make the gap happening? 
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2. METHODOLOGY 

Qualitative researchers generally rely on few cases with many variables (Creswell, 1998) and are 

concerned with the „sensitive dynamic interactions‟ between the case study organizations and the ir 

environment (Hussey and Hussey, 1997).  

This research can be considered as an explorative research on social phenomena. Our study is to 

clearly illustrate the relationship between credit rating and collateral pledging. This is a sort of answer 

towards “how”. Case studies are an appropriate methodology for explanatory research because they 

answer the „how‟ and „why‟ questions, (Yin, 1994).  

 In order to achieve the purpose, qualitative research method is used in this study. The qualitative 

research method is including two parts in this thesis, one is literature review, and the other one is 

empirical case study.  

2.1. LITERATURE REVIEW 

This study is mainly concerning about commercial bank, especially relating credit risk management in 

commercial banks. The topic of this study is about a gap between theories and empirical studies.  

2.1.1. RESEARCH FIELD  

To understand the situation of default risk and how to prevent default risk, literatures which about 

commercial bank risk management are the basic materials. While credit rating and collateral appeared 

in the context of controlling default credit risks, authors intend to focus on literatures related to 

collateral and credit rating.  

Some of the literatures state that credit rating is the basic of credit project. Meanwhile, more empirical 

study articles prove that commercial banks will not pass loan permission without sufficient collaterals. 

To support this opinion, authors have read articles and documentations from all of the world, for 

instance China, Taiwan, USA, Thailand, Scandinavian countries and Japan and so on. 

In order to explain the reason why there is a gap between theories and practice, theories related to 

service internal marketing is referring. In this case, bank business is considered as a kind of services 

company, and front-line employees play a crucial role. Training is one way to enhance the service 
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quality. Sectoral specialization is another way as well. And moral hazard would happen not only on 

the external customer, but also employees.   

2.1.2. LITERATURE SOURCE 

Documentations and articles are from four sources: database from Gavel university library, database of 

Zhiwang (http://www.cnki.net/), some of the public organization, and case bank. Database in Gavel 

university is lean to most of the latest articles or most of the classic theories. Zhiwang database is the 

largest database in Chinese scientific research field. All of the thesis, dissertations, and latest 

published scientific articles are collected in Zhiwang. Documentations from the public organizations 

confirm the conclusions of some articles, and it also supplied necessarily statistic data which is used in 

this study. Regulations and credit documentations from the case bank supplied the second data, 

regulations in case bank are apply to some of the public organizations. Case bank are working 

following the regulations. The credit project document illustrated the credit risk management situation 

in practice, and also lead authors come to empirical study phrase.  

 

2.2. EMPIRICAL CASE STUDY  

A Chinese bank was accepted authors to complete empirical case study. Because we have not got the 

published authority, we are going to use “case bank” to name the branch bank, the “entire case bank” 

represent the whole bank not only the case bank. 

2.2.1. THE CASE BANK 

The entire case bank is a middle size bank in china, it was founded in 1980s. With the wide 

developing, case bank was established their branches in 27 main cities in China (including Hongkong 

and Marco). There are 544 sub-branches, 676 self-service banks with more than 3600 automated teller 

machine in all of the China. In 2010, the asset of the entire case bank was achieving around 84 billion 

RMB, and its net interest income was around 19.8 billion RMB. 

The one, who accepted interview and supplied documentations, is a branch bank. The turnover of this 

branch bank is in the middle size of the entire bank as well. Its turnover is around 11st in all of the 27 

branches.  

2.2.2. THE INTERVIWEES  

http://www.cnki.net/


8 

 

We have firstly contacted two sub-branch managers, with their help, we have reached three firm-credit 

analyzers, four private-credit analyzers. The interviewees supplied 5 firm-credit cases, 4 private-credit 

cases. There are no mortgage cases but the managers have given a general introduction for mortgage. 

(See Table 1 below).  

 

Interviewee Firm-credit analyzer Private-credit analyzer Sub-branch manager 

Number  3 4 2 

Case Firm-credit case Private-credit case -- 

Number  5 4 -- 

Table 1: A general introduction of interviewees and cases ( Xu & Yuan, 2011) 

In our empirical case study, all of cases are different. The differences are involved the level of credit 

rating, the value of collaterals, or the result of loan permission. All of the cases are highly recommend 

by interviewees. Each case represents a specific situation within the relationship between credit rating 

and collaterals.  

9 cases and 9 interviewees are property in this study. At the beginning of our research, authors 

interviewed two sub-branch managers, who are experienced in banking business. Both of the two 

managers have more than 20 years working experience in banks or financial area. The other 7 

interviewees are the managers of credit cases. With the 9 cases in the recently four years, authors get 

close to the details of all kind of credit business. Authors have opportunities to deeply research every 

case.  

The study could be applied to most of banks in China, because the turnover of our case bank is in the 

middle degree of the entire case bank, and the entire case bank is in the middle degree of all of 

Chinese banks. Situation happened in most of the cases can represent the generally and common 

phenomenon in China.   

2.2.3 THE SOURCE OF DATA  

Documentation, telephone interview and internet interview are the mainly source to get data. At the 

beginning of case study, interviewees has supplied 9 documents of the credit facilities, authors 

clarified them into two group: firm-credit cases and private-credit cases. At the same time, to 

understand the Chinese credit market, authors searched the Chinese credit regulations as other 

documentations.  
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After reading the documentations, authors have done the telephone interviews and interviews through 

the internet. The tools of internet interviews include Skype, MSN and QQ. Interviews are non-

structured, the content of telephone interview and internet interview are concerning to “what, how and 

why have the interviewees done relating to the 9 cases?”   

 

2.3. LIMITATION   

The first limitation is geography. During the study period, both of authors are stay in Sweden but the 

case banks are located in China. Authors cannot directly observe and experience in the case bank. 

However, one of the authors has worked two years as credit manager in th is case bank in China before. 

The past working experience he lps authors easily understanding the credit business in the case bank. 

The limitation which was brought by geography is that authors have not directly observed the 

changing in credit.  

The second limitation is time. Because of the limited research period f or writing, authors cannot study 

a large amount of credit cases. To resolve this problem, the sophisticated bankers picked up some of 

classic case for the study, each credit case was a different situation in credit application.  

The third limitation is about the resource. Because the case bank is a branch, where always operates 

pledge loans. However, in the entire bank especially in the head office, some of the credit was 

approved without pledge or collaterals. In this case, the result of our study cannot represent all of 

Chinese banks. It could only represent a normal and general situation which happened in the regular 

branch banks, not for the head office and credit card department.  
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3. THEORETICAL FRAMEWORK  

Repairing house before raining would come. 

 A Chinese idiom 

Batten down the hatches. 

An English idiom 

The theoretical part is separated into four sections, which are:1) introducing the collateral concept, 

draw a guide line from risk to default risk, describing the complex relationship between collaterals and 

credit rating within commercial banks, and theories about employees. In next texts, the word of banks 

means commercial banks.  

In the first section, we are going to introduce the concept of collaterals based on academic articles. 

Collaterals are not only referring to borrowers and lenders, but also relating to guarantors. Details of 

the specific concept will be described.  

In the second section, a guide line from risk till default risk will be draw. Default risk is belonging to 

credit risk, which is a kind of business risk or banking risk. Default risk is an objective assessment of 

likelihood for the probably defaulting loan, it happens while a increasing interest rate was over the 

maximal point of lender‟s expectation, because of information asymmetry and moral hazard.    

Theoretically, posting collaterals or credit rating could help banks reducing default risks. But in fact, 

lazy banks would like to launch a pledge loan if the borrower has sufficient collaterals, credit analysis 

is less important than collaterals. On the other hand, banks are focus on the borrowers‟ entrepreneur. 

However, credit rating is not only the base of credit analysis, but also the tool for evaluating 

entrepreneur. The relationship between collaterals and credit rating is becoming complex.  

At last, in order to improve the service quality, employees play a crucial role within this complex 

relationship.  
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3.1. CONCEPT OF COLLATERALS 

3.1.1. COLLATERALS DESCRIPTION IN ENCYCLOP EDIA  

Encyclopedia Britannica (2011) introduce collateral from the aspects of business law, property 

law and short-term financing. Because many a short-term credit is unsecured, where there is a low 

credit rating borrower, it is a common method for lenders to ask for collaterals. Collaterals are the 

assets which were shared between lenders (debtees) and borrower (debtors), the division of rights, 

privileges, and powers of ownership occurs when an owner makes use of his property as security for a 

loan or other obligation.  

3.1.2. COLLATERALS DESCRIPTION BY ACADEMIC RESEARCHERS  

Academic researchers have been studying collaterals in different periods and different locations. 

Collaterals have widespread used, and have implication for monetary policy, that is the reason why it 

is crucial to understanding the role of collateral (Inderst R. and Mueller M. H., 2007). Bernanke B. S., 

Gertler M., and Gilchrist S. (1999) presented that investment and economic growth would be reduced, 

since the financial accelerator view of monetary policy transmission make borrowers more difficu ltly 

obtain funds through increasing in interest rates impairs collateral values.  

Jimenez G. et al. (2006) put collateral forward to: 

“The use of collateral is a function of characteristics of the borrower (credit quality), the lender 

(specialization), the credit market (competition), the nature of the borrower–lender relationship 

(duration), the loan (size), and macroeconomic conditions (business cycle).” 

3.1.3. COLLATERALS DESCRIPTION IN THIS THESIS 

According to concepts above, authors conclude the concept of collateral in this thesis as following: 

Collaterals are a kind of appraised valuable assets whose rights, privileges, and powers of 

ownership can be divided and transmit when lenders make use of their property as security for a 

loan or other obligation. The original ownership of collateral could belong to the borrowers or 

guarantor.  
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 A kind of valuable assets which was used in loans for reducing credit risk or other 

obligation.  

Collaterals must be not only a kind of asset, but also be valuable, otherw ise banks will not accept an 

invaluable stuff as collaterals, risks could be not reduced by accept invaluable stuff. For instance, a 

broken truck could not be collateral due to its invaluable
2
. 

Valuable assets could become collaterals during the loan period when is from the active of the loan to 

paid up. For instance, your house is collateral during your mortgage period, but houses are not 

collaterals any more after your mortgage would be paid up.  

 This kind of valuable assets could be appraised by currency.  

Not all of assets could be apprised by currency, the organizational culture is significant and valuable 

for a company, but it cannot be appraised by currency. Imaging that you are a banker, your customers 

ask for a credit by pledging their organizational culture, will you accept it? Of course not, since you 

cannot appraise it by currency, you do not know how much this organizational culture is worthy.  

On the contrary, if one of your customers provides their brand which is appraised up to 1,000,000 

Euro as collateral, and the amount of pledge credit is 100,000 Euro, would you like to have a 

consideration about this business?  

 The counterparties of this kind of asset include the borrower and the lender. 

Without both side of borrower and lender, there will not be a loan, the collateral will lose its existing 

background. For paying up the rest loan if the default happened, collaterals will be sold.  

Collaterals may be totally belonging to the borrowers, but in some occasions, the ownership of 

collaterals may belong to a third party who was called guarantor.  

 The division of rights, privileges, and powers of ownership occurs when an owner makes use of his 

property as security for a loan or other obligation.   

Before the loan happened, none of the valuable asset‟s right or ownership is relating to the borrower. 

During the loan period, the privilege and ownership of collaterals‟ would have to temporarily transmit 

from lender (or guarantor) to borrower. After the loans would be paid up, all of the right will be given 

back to its original owner.  

For the appraised valuable assets, even if the owner wants to be a guarantor, banks cannot accept it, 

because the ownerships cannot be divided. For instance, the human resources cannot be a sort of 

collateral, experts control very valuable knowledge, salary is the appraise price of the experts. But the 

ownership of experts cannot be accepted by banks, because the ownership of this experts is belong to 

the experts himself (or herself), and human has freedom. And this kind of ownership will be 

invaluable while it is divided from his (or her) business field.  

                                                                    
2
 Maybe the broken truck could be seen as iron or steel, in that sense, it is still valuable. But in sense of “truck”, the iron and 

steel has loss its value as a useful and value truck. 
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3.2. CONCEPT OF CREDIT RATING 

Credit rating is a social intermediary service for the community to provide credit information or 

provide a reference for the unit itself. Credit rating has both narrow and broad definitions. The narrow 

sense refers to independent third-party credit rating agency evaluate the creditors who has capacity and 

willingness to repay the debt on time, and using the simple sign to indicate the default risk and 

severity of loss level. The broad definition is evaluated to fulfill the contracts and rating the ability of 

economic commitments and willingness. (Belkin Barry 1998, Forest Larry, Suchower J Setphan)   

 

3.3. RISK-RELATED THEORIES  

In this part, authors are going to explain the concept and related theories which are concerning to risk, 

credit risk, default risk. And then introduce two mainly methods which are using for reducing default 

risks.  

3.3.1. WHAT ARE THE RISKS?  

Risks are everywhere no matters you have noticed or observed. Harrington E. S. and Niehaus R. G. 

(2003) recognized risk is a description for any situation where there is uncertainty about what outcome 

will occur. In other words, risk is a reflecting variability around an expected value.  

3.3.2. WHAT ARE THE BUSINESS RISKS AND BANKING RISKS? 

Risk exists in business field as well, like in financial institutions and banks. Harrington E. S. and 

Niehaus R. G. (2003) categorize business risks into price risk, credit risk, and pure risk.  

 Price risk including three types which are commodity price risk, exchange rate risk, and interest 

rate risk.  

 Credit risk is the delay or failure for promised payments.  

 Pure risk is major referring to damage to assets, legal liability, worker injury, and employee  

benefits.  

Greuning et al. (2009) concluded banking risk  into three categories, which are financial risks, 

operational risks, and environment risks.  

 Financial risks comprised traditional risks and treasury risks: traditional risks are including 

liquidity, credit and solvency risks; treasury risks are resulted by incorrect arbitrage profit.  
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 Operational risks are related to a bank‟s overall business processes and the potential impact 

within bank policies and procedures. 

 Environment risks are business risks and event risks, including macroeconomic and policy 

concerns, and banking crisis and contagion and so on.  

3.3.3. WHAT ARE THE CREDIT RISKS?  

According to Greuning, Harrington E. S. and Niehaus R. G. (2003)‟s view, no matter in the general 

business risk or in a narrowed bank risk, credit risk is a sort of financial risk. Rose P. S., Hugdins S. C. 

(2008, p513) present that lending to business, governments, other organizations and individuals is the 

most important services banks and their competitors provide, in the other side, it is among the riskiest 

as well.  

There are three kinds of policies related to credit risk management (Greuning et al., 2009):  

 Applying for large exposures, diversification, lending to connected parties and overexposure, 

banks could be aim to limit or reduce credit risk.  

 Banks evaluate the collectability of the portfolio of credit instruments, for aiming to classify 

assets.  

 Aim to provision loss or make allowances at level adequate to absorb anticipated loss.  

3.3.4. WHAT ARE THE DEFAULT RISKS? 

Jorion P. (2000) commented that credit risk has two factors, default risk  and market risk.  

 Default risk :  

When counterparty will default, or default probability, combined with the loss given default, the 

objective assessment of likelihood is default risk.  

 Market risk :  

Credit exposure, which is a type of market value of obligation, is driven by market risk.  

3.3.5. HOW DO THE DEFAULT RISKS HAPPEN? HIGHER INTEREST RATES AND MAXIMAL 

OPTIMUM LOAN SIZE 

The lender‟s expected utility grows but only up to a point while the interest rate were increasing, after 

this point, the default risk will offset any increase in returns result to the higher interest rates. If a 

riskless asset supply lenders a greater return than lending the pre-fixed amount, borrowers will be 

rationed whatever the interest rate they offer to pay. (Miller, Merton H., 1962) After an interest rate 

has given, lenders determine a maximal optimum loan size. Borrowers will not offer a loan which 
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exceeds this maximum interest rate (Freimer, Marshall and Myron J. Gordon, 1965). Navajas (1999) 

put forward to that default becomes virtually certain while the interest rate increases take the promised 

repayment beyond this maximum.  

3.3.6. WHY DO THE DEFAULT RISKS HAPPEN? 

Bester H. (1985) introduced the default risks are result into two types, which are the sorting-by-

observed-risk paradigm and the sorting-by-private-information paradigm. With deeper digging out the 

significant influenced reason, Bester (1985) explain that the appearances of the two sorts of default 

risk are due to information asymmetry and moral hazard.  

 Informational asymmetry :  

Besanko D. and Thakor V. A. (1987) think informational asymmetry is one of the significant 

reasons for credit default. Because when it comes to pay-off relevant borrower attributes, lenders 

usually know less than borrowers. The attributes may be a personal characteristic or some 

parameter of an earning distribution (Jaffee-Russel, 1976, Stiglits-Weiss, 1981 in Besanko D. and 

Thakor V. A. 1987).  

Bester H. (1985) introduced the default risks which could be observed as the sorting-by-observed-

risk paradigm. Since informational asymmetry between borrowers and lenders, lenders cannot 

deeper understand how the borrowers deal with the observed risk.  

For instance, a coffee producer, who would plan to produce a new taste of coffee but out of 

financial capital, is coming to a bank. After calculated the cost and probably sales, bankers figure 

out the new taste coffee is possibly profitable for the borrower; however, in practices, the sales in 

the market cannot be accurate predict, the marketing risk of the new taste coffee is obviously a 

sorting-by-observed-risk paradigm result, which was due to informational asymmetry.  

Bester H. (1985) also introduced that the sorting-by-private-information paradigm is the private 

information is known only by borrower. This paradigm has relation with information asymmetry. 

For instance, after the thirsty coffee producer has come to a bank, bankers investigate and figure 

out the new taste coffee is profitable for the borrower; however, bankers cannot make sure if the 

special coffee beans could be sufficient supplied. The borrower does not want to supply the 

product‟s recipe or the list of suppliers, since recipes and suppliers are confidence business 

information for this coffee producer. This is obviously a sorting-by-private-information paradigm 

result in informational asymmetry.  

 

 Moral hazard: 

Moral hazard is a problem which arise the transactions between borrowers and lenders (Boot et al. , 

1991 in Jimeneza G., et al. , 2005). As it was mentioned before, in some occasion, borrowers can 
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afford the repayment, but they would like to default, because interest rate has increased take the 

promised repayment beyond maximum rate (Navajas S., 1999).  

Moral hazard may make the sorting-by-observed-risk paradigm come true. Once the borrower 

cannot handle the observed risk, they would like to keep the risk secrets if lenders do not figure 

out, lenders will aware the risks unless default happens. Or borrowers may hold on their risk 

secrets in the name of private information, lenders could not identify if not the private information 

is sort of confidence business information or is sort of risk. This uncertain issue was brought by 

moral hazard, in another word, moral hazard make the identification of the sorting-of-private-

information paradigm uncertain.  

 

3.4. TWO METHODS TO REDUCING DEFAULT RISKS: COLLATERALS AND CREDIT 

RATING 

3.4.1WHAT IS THE BANKS DOING FOR CONTROLLING THE DEFAULT RISK?  

To against the information asymmetry, Stiglitz E. J., and Weiss A. (1981) present that credit rationing 

is an efficient tool. Credit rating is significant for the credit ration, since credit ration is based on the 

credit rating. We should explain credit rating later. Freixas and Laffont (1990) point out collateral has 

a function of against information asymmetry.  

To against the moral hazard, Bester (1985) proposal collateral could reduce moral hazard as well. 

Diamond (1984，1991) assure than bank regulation and supervision is useful for decrease moral 

hazard. However bank regulation and supervision are involving in the third party, we would like not to 

discuss the third parties beside borrowers and lenders in this thesis.   

Hull and White (1995) point out that derivative is another way to reduce default risk. For derivatives 

transactions, a brunch of unknown factors affects the estimation techniques which have to be used to 

try to predict the future. Meanwhile, derivatives are ex-post products. In this thesis, neither want we to 

analyse complex context, nor to the ex-post credit phrase. So we are not going to deeper discuss the 

credit derivatives. 

In the following section, we are going to talk about two issues which are involved and significant in 

the ex-ante phrase of loan for against default risks, which are credit rating and collateral.  

 Credit rating can reduce default risk.  

Social welfare which including banks faces a perfect competitive market (Besanko and Thakor, 

1987). Credit rating is regulations assume a relatively stable between rating and default 



17 

 

probabilities. After investing situations of a lender, banks profile and evaluate the lenders‟ quality 

into classifies under brunches of standards. Credit rating provide a convincingly assessment result 

of borrowers, the lenders could referent this result as a significant factor while starting a loan. It 

could reduce moral hazard and partly decreases the information asymmetry.  

Credit rating was appeared in 1920
th

 in the USA, and then was proposal in Basel II. Credit rating 

is an assessment system to categorize the borrowers into different levels. (Yin Tong investment 

consulting company, 2006) There are several methods to assess
3
 (Yin Tong investment consulting 

company, 2006) 

Whichever method is used, many common points are among the different expression, all of these 

methods have mentioned character which is the borrowers‟ moral evaluation, the purpose of the 

loan, and the financial analyses and so on (Yin Tong investment consulting company, 2006).  

Banks always have done credit rating for all of the lenders, fresh lenders especial small and 

middle size companies can only get lower credit rating since moral hazard factor (Besanko and 

Thakor, 1987), banks have no record for nove l lenders. To make sure handling the default risks at 

the beginning of credit project, banks keep fresh lenders in watching. With times passing, the 

lender positive behaviour helps themselves improving their credit rating.  

 

 Pledging with collateral is another way to decrease default risks.  

Bester (1985) proposal the pledge of collaterals decreased both information asymmetry and moral 

hazard. Niinimäki (2008) prove that one of collaterals‟ functions is fuel moral hazard; the outside 

collaterals have better effective than inside collaterals when it comes to fuel moral hazard. 

Outside collaterals are the assets which were not used in the loan project. Contrarily, inside 

collaterals are the assets which were used within a loan project, for instance, real estate  is a kind 

of inside collaterals while the owner has undergoing a mortgage for the specific real estate.  

Rose and Hugdins, (2008, p526) precisely defined the goal of a lender taking collateral, “which 

borrower assets are subject to seizure and sale and to document for all other creditors to see that 

the lender has a legal claim to those assets in the event of nonperformance on a loan.”    

 

3.4.2. THE LAZY BANK THEORY:  COLLATERAL IS A WIDE USED METHOD AGAINST DEFAULT RISKS IN 

PRACTICE 

                                                                    
3
 Those methods are : 

5C (Character, Capital, Collateral, Condiltion),  
5P (Personal Factor, Purpose Factor, Payment Factor, Protection Factor, Perspective Factor),  

5W (Who, Why, When, What, How ),  
4F (Organization Factor, Economic Factor, Financial Factor, Management Factor),  
CAMPARI (Character, Ability, Margin, Purpose, Amount, Repayment, Insurance),  

LAPP (Liquidity, Activity, Profitability, and Potentialities)  
CAMEL (Capital, Asset Quality, Management, Earnings, Liquidity) 
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Manove, Padilla , and Pagano (2001) consider the trade-off between collateral and project screening 

faced by banks. Manove, Padilla , and Pagano (2001) present that banks are focus on borrowers’ 

entrepreneur more than project, bad project may gain loan because posting collateral and able 

entrepreneurs, because “able entrepreneurs will pay a share of the screening costs from non approved 

loans not only of able applicants but of less-able entrepreneur as well. Because the latter costs are 

higher, able entrepreneur save an incentive to separate by posting sufficient collateral”. However, 

Manove, Padilla , and Pagano (2001) ignore to discuss credit rating while pay attention to the 

entrepreneur. We think that to evaluate and assessment the entrepreneur in practices, banks need the 

tool which is credit rating.  

With credit rating, corporations and other borrowers often feel unsecured, most borrowers will be 

asked to pledge personally guarantee the repayment or pledge assets. (Rose, and Hugdins, 2008, p525-

526) Collaterals are the most acceptable and efficient way to reducing default risks in practice . Banks 

act a price-setting monopoly in the loan market while facing a perfect competitive market (Besanko 

and Thakor, 1987). Freund et al. (1998, p. 155) list abundant evidence to suggest that lending 

decisions are often based on collateral, this lending method leads to crises, like the Savings and Loan 

Crisis in USA, or the banking crises in Finland and Sweden. Hilbers et al. (2001, p. 14) invested in 

Finland and Sweden banks, they found that the lending decision are primary relying on availability of 

collateral rather than evaluations on cash flow. Collyns and Senhadji (2005) researched the Asian 

crisis, they conclude that in making loan decisions, banks are heavily relying on collaterals or equity 

collateral, and the techniques for credit by banks were weakly developed. Herring and Wachter (1999) 

prove that the banking crisis in Japan was preceded by the same lending policy, in underwriting loans, 

parts of banks tended to rely on the rising price of real estate rather than credit analysis. The similar 

situation is happening in Thailand (Menkhoff, 2006), Taiwai (Chen and Kao, 2011) as well.  

In other word, it means credit rating is less efficient than collaterals in the practice. Wherever in Asia , 

Euro, and USA, there is a situation that sufficient collaterals are relied on than credit analysis in a loan. 

The common problem is named lazy bank  by Manove, Padilla, and Pagano (2001), who highlights a 

potential drawback of collateral, this kind of protection may induce banks to be lazy, and loan officers 

screen credit seekers insufficiently.  
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3.5. EMPLOYEES‟ ROLES IN SERVICE DELIVERY 

Bitner (1995), Gronroos (1990), and Korler (1994) have state the services triangle in services 

marketing (see figure 1).  In this triangle, there are three elements: company, customers and employees 

(we could also call them management, customers, and technology). These three elements are related to 

each other. Employees/technologies are the internal marketing of the company/ management. It is a 

process of enabling the promise. Customers are the external marketing of the company/management. 

This is a process of making the promise. Employees/technology and customers form an interactive 

marketing. This is the process of deliver ing the promise. 

 

      

 

 

 

Figure 1: the service marketing triangle  (Bitner, 1995, Gronroos ,1990, and Korler, 1994) 

Zeithaml (2008, p111) described a gap between service delivery and external communications to 

customers. Many a lot reasons could result this gap, for instance: “a lack of integrated services 

marketing communication, ineffective management of customer exceptions, over-promising, or 

inadequate horizontal communication.” Zeithaml (2008, p111).   

The employees who directly contact customers are the service, the organization in the customer‟s eyes. 

The employees are also instead of the brand and marketers during the delivering and performing 

progresses (Zeithaml, 2008, p272).  In this scene, “a satisfied employee makes for satisfied customers” 

(Zeithaml, 2008, p273).  The profits are transmitted from the customers to the company through 

satisfied employees (Zeithaml, 2008, p273). Figure 2 is the service profit chain which explains how 

the service profits flowed (Heskett et. al, 1994).  

 

 

Employees/ technologies 
Customers Interactive marketing 

(Delivering the promise) 

Internal marketing 

(enabling the promise) 

External marketing 
(making the promise) 

Company/ management 
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Figure 2: The service profit chain (Heskett et. al, 1994) 

The service quality is evaluated from five aspects: the reliability, responsiveness, assurance, empathy, 

and tangible (Zeithaml, 2008, p 84). Reliability is accurately and dependably delivering the services. 

Responsiveness is the willing to help customers. Assurance is about the degree of professional 

services which bring trust and confidence for customers. Empathy is the attentions which were paid on 

the customers. Tangible is illustrating the service with physical evidence (Zeithaml, 2008, p 84).   

In order to develop the people to deliver high service quality, companies pay attentions on their 

employees (Zeithaml, 2008, p 282). Train for technical and interactive skills is one way to enhance the 

service quality Meanwhile, empower employees especially the front-line employee is another way 

(Zeithaml, 2008, p 282). However, Bowen and Lawler
4
(1992) debate that empowerment strategies 

need five conditions: 1) the company is under differentiation and customization strategy, 2) the 

relationship with customers are long-term orienting, 3) the technology is non-routine or complex, 4) 

unpredictable business environment, and 5) interpersonal skills of the managers and employees are  

strong.  

Roberts et.al (2010) claim that empowerment is significant positively related to trust. Wilkinson (1998) 

explained empowerment is concerning with power, which are always used for the employees. 

Empowerment focuses on feelings of one‟s own power.  The empowered one feels able to direct their 

own actions towards a desirable outcome. And “Empowerment is explained in terms of 

responsiveness” (Roberts et.al, 2010).  

The front-line employees are the most closed to customers, and they are constantly balancing the 

quality and productivity (Zeithaml, 2008, p 279). Quality is about the degree of service in the 

interactivity marketing, where front-line employees want to deliver care to customers (Zeithaml, 2008, 

p 279). Meanwhile, productivity is the efficiency of service supplying, which means how many 

                                                                    
4
 Bowen D. E., Lawler E. E. III (1992), the empowerment of service worker: what, why, how, and when. Sloan management 

review (spring 1992): 9-31 
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customers are serviced at the same time (Zeithaml, 2008, p 279). Singh
5
 (2000) stated that technology 

helps front-line employee increase their productivity while facilitating higher quality. Furthermore, 

Sectoral specialization facilitates the developing of technology and innovation (Whitley, 2000).  
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4. THEORETICAL DISCUSSION  

From risks to default risk, figure 3 is a relationship picture to illustrate the relation among risks, 

business risk and bank risks, credit risks and default risks. 

 

Figure 3: relationship among risks, business risk and bank risks, credit risks and default risks.  ( Xu & 

Yuan, 2011) 

4.1. CONSTRUCTION MODEL 

To reducing the default risks, commercial banks always use two ways to resolve default risk, they are 

credit rating or collateral pledge.  

No matter credit rating or collateral pledge, they are the basics of a credit project, we use a 

„construction model‟ (figure 4) to illustrate the relationship between „credit rating‟ and „collateral‟.  

On the theoretical hand, loans are based on credit rating, due to banks pay attention to the borrowers‟ 

entrepreneur, high entrepreneurship post high quality collaterals. After credit rating, bankers consider 

the collaterals. Are collaterals necessary? And how much collateral does the loan project need?  

Basic on the empirical studies, collaterals are the basic within a loan project. Collaterals are more 

important than credit rating, because “lazy banks” (Manove, Padilla, and Pagano, (2001) prefer 

collaterals to credit analysis, and credit rating is part of credit analysis. After known the collaterals‟ 

information, bankers do the credit rating.  
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Theoretical construction   Empirical construction 

Figure 4: Construction model ( Xu & Yuan, 2011) 

 

4.2. TRAINING, MORAL HAZARD CONTROL, AND SECTORAL SPECIALIZATION 

In order to delivering and performing right services to right customers in the right time, the interactive 

between employees and customers is another way to fill the gaps. In this situation, an efficiency 

internal market is significant for filling the gap. The employees became the intermediate who 

delivering services to the customers in the interactive marketing.  

Training and education for employees is one way to enhance the service quality. Employees‟ 

knowledge need promote as long as the developing of technology. After be trained or educated, the 

reliability, responsiveness, assurance would be better and better. These three aspects are the key 

factors for evaluating service quality. It means train and education could increase the service quality.  

In the other hand, empowerment can result responsiveness. However, moral hazard exits in the internal 

markets. It is necessary to control moral hazard within a service company. Regarding to the banks, 

empowerment catch the cautions. 

Sectoral specialization helps innovation because employees are forced to focus on their narrowed tasks. 

It improves the efficiency and professionalism for a service company, since the employees have the 

time and energy to pay more attention on improve the technology. On the other hand, sectoral 

specialization separate power from one employee to more employees, it is a way to prevent moral 

hazard. 

All in all, Training, Moral hazard control, and Sectoral specialization  are the three factors which 

influenced the banks‟ service quality. Reliability, responsiveness and assurance of quality will be 

improved get along with the developing of training, moral hazard control and sectoral specialization.    
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5. EMPIRICAL CASE STUDY 

The empirical case study part was divided into four parts: Introduction for credit business in case bank, 

firm-credit cases, self-employment loan cases, and private consume loan and mortgage. The last three 

parts are the sorts of credit business in case bank. There are 9 cases in total. With these cases, this 

study is going to a detailed case study journey.  

5.1  INTRODUCTION FOR CREDIT BUSINESS IN CASE BANK 

There are two sorts of credit business in the case bank. One is firm-credit business, the highest 

frequency firm-credit are working capital loans, fixed asset loans, trading financing loan, and project 

loan. Working capitals loans are using for the daily cash-flowing, borrowers come to the bank when 

they are short of cash but needing. The usage of fixed asset loans is purchasing real-estate, trucks, or 

machines and so on fixed assets for a firm.  Trading financing loans are using where is a trade contact, 

like the letter of credit, letter of guarantee. Project loans are using in a specific project wit h certain 

suppliers and cooperators, like loans for construction-in-process is for launching or supporting the 

real-estate constructing.  

The other sort is the private credit. According to the credit usage, bankers segment the private credit 

into self-employment loan and private consume loan. Self-employment loan is borrowed by the one-

employee firm. In these firms, the boss is the worker as well. They are small enterprises whose 

financial demand is strong but small number. The borrower take risks for their business by his/her own. 

The private consume loan, which including mortgage, are happening when a person want to purchase a 

new privately asset like real-estate or cars.  

In the case bank, the credit managers have to preparing “credit rating report” and “credit exposure 

application” documents where there is a new firm-credit application or a new self-employment credit 

application.  

5.1.1 THE CREDIT RATING REPORT  

In Chinese banks, the credit rating report is a necessary document which has been supervised by the 

central bank and the China Banking Regulatory Commission. According to the credit rating system 

(1998, 2003), there are five categories of borrowers: normal, concern, secondary, doubtful, loss.  

 Normal: the borrower has the ability to carry out credit contracts and repay the interest and 

credit within the credit period. The cash flowing is well performance. The financial and 
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management status of borrower are normal, are without any significant changed. The borrower 

has a good will to repay the loans.  

 Concern: the borrower can afford the loan by its income and turnover, part of the financial or 

management situation was changed within the firm recently, for instance: the borrowers were 

influenced by macroeconomic, or the whole industry was negatively changed. The mainly 

stockholders was changed. The willing of repay was weak.  

 Secondary: borrower is hard to repay the loan and hard to find out financial resource. The 

cash-flowing is negative. Borrowers have default some loans. Borrowers repay the other loans 

by selling its fix assets. The borrowers‟ management is mess.    

 Doubtful: The borrowers‟ businesses have stopped or are stopping in the recent half year. The 

borrowers have no ability to repay loan.  The liability is larger than the asset. Borrowers are 

undergoing bankrupt, the bankrupt is not closed.  

 Loss: the borrower has bankrupted, dead, or disappeared. The borrower has stopped managing, 

and no sign indicated re-producing in the future. The borrower has punishment by count, and 

the entire asset has lost. Borrowers have undergoing nature calamities, and the insurance was 

not enough to any loan.  

In the credit rating report, from 5 aspects, the credit managers evaluate the borrowers‟ credit rating.  

 Industry background. Aiming to assess the risks of borrowers‟ industry, it is important to 

invest: the definition of borrowers‟ industry which was give by official authorities. The 

location and characteristics of this industry, the supplier and customer, the related 

industry, and the industry barriers for new participators. The developing of this industry, 

and the competition within this industry.    

 The organization quality. This aspect including the quality of leaders, employees, new-

technology research ability, the scare of this organization, and the outside stakeholders.  

 Management performance. In this aspect, credit managers are concerning about the 

organizational structure, the regulation and the efficiency of implementation, the 

diversities of products, the market percentage, sales channel, the raw material supplier, 

and the blueprint and so on.  

 Financial performance. To show the profitability and repayment ability of borrowers, 

financial are stated from: the resource and of the last 3 years financial data, the account 

policy, the financial police like the distribution of stocks, the situation of asset and 

liability like the storage, the net cash flow, the fix liability, and so on.  

 The repayment ability. For instance: the assets liabilities ratio, liquidity ratio, quick ratio.  
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In these 5 aspects, the data for financial performance and repayment ability are objective. It means 

people cannot change the data by intentionally. However, data for other aspects are subjectively, the 

credit manager could change the result by adjust some of the data.   

5.1.2 CREDIT EXPOSURE APPLICATION  

The content of credit exposure application is a combination of credit rating report and collaterals. If 

the borrower has a credit business with case bank within one year, it is not necessary to write a credit 

rating report. Managers always only submit a credit exposure application for old borrowers. 

Collaterals are the other part in the credit exposure application beside the same content of credit rating.  

Accepted collaterals in the case bank are divided into real-estate and none-real-estate; one is real estate 

collaterals which are factory workshop, building, villa, bridge, road, or land and so on. The other 

collaterals are including machines, trucks, cars, or the right for toll collecting in highways etc. The 

real-estate collaterals take a huge percentage of all collaterals. In 2010 year, within all of the pledge 

loans, real-estate takes 94.27% percentage. In all real-estate collaterals, lands takes 6.49%, house and 

building takes 87.79% (Annual report of case bank, 2010). 

At the first line, the credit manager evaluate the collaterals‟ value by a third-party report, the third-

party is the real-estate assessment companies. Generally, the amount of credit is depend on the value 

of collaterals, all of the interviewees call it as “mortgage rate” :  

Mortgage rate = the credit amount / the collateral‟s value 

The approximate mortgage rate for land is from 50% to 70%, as well as factory workshop. The houses 

or buildings have a mortgage rate from 70% to 90%. If the mortgage rate is far away from this 

percentage, the loans would be possibly refused.   

5.2  FIRM-CREDIT CASES 

Firm-credit takes 77. 47% percentage of all of credits (Annual report of case bank, 2010). In this part, 

with the factors of collaterals and credit rating, we detailed describe how the loan permission passed or 

refused. 
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 Collateral  Credit 

rating 

Loan permission 

Firm 1 Sufficient  Normal  Pass  

Firm 2 Sufficient  Normal *
6
    Pass  

Firm 3 Beginning: Sufficient 

Ending:   Un-sufficient 

Normal * Initial result: Pass 

Final result: Refused 

Firm 4 Working capital loans: Un-sufficient  

Trading financial loan (LC): sufficient 
Normal Refused   

Pass 

Firm 5 Un-sufficient  Normal *   Refused  

Table 2: A comparison of firm-credit cases (Xu & Yuan, 2011)    

With table 1, author illustrated the situations of 5 cases. Firm 3 and firm 4 are experienced a multiply 

result from banks.  

Firm 3 are rated as Normal category. Firm 3 is an electronic manufactory without a well-managing one, 

with a poor performance in financial but high score in management, industry background, organization 

quality. At the beginning of this loan, firm 3 applied 2 million RMB (Chinese currencies) from the 

case bank, and got ready to pledge a 3.5 million valued real-estate, the loan was passed. However, firm 

3 want to get larger loan with the same collateral, when the loan amount increased till 3 million, the 

bankers sentence this loans dead.  

Firm 4 is belongs to normal credit rating category with well performance in every aspect. It is a 

subsidiary of a well-quality group. In the case bank, firm 4 applied two loans, 30 million RMB 

working capital loan and 3 million RMB for opening the LC (Letter of Credit).  

 For the working capital loan, the collaterals are a real-estate combination which including land, 

factory workshop, and building. The value of land and factory workshops are 17 million RMB, and the 

value of building is 20 million. Based on the mortgage rate, bank agrees an exposure of 20 million 

RMB. This application has submit to the head office at last, the top 5 stockholders has  sign guarantee 

for this loan. Even though, the bank still insists on the original exposure. Meanwhile, Firm 4 still 

wants to 30 million. Finally, this loan is not reaching an agreement.   

 For the 3 million RMB for opening the LC, firm 4 deposits the equa l amount of cash in the bank, it is 

no problem on pledging. The LC business went on well.   

 

 

                                                                    
6
 *It belongs to a normal category in documental record, but interviewees said that the firm could be concern or worse in real. 

The credit rating was changed because the credit managers give high score in the subjectively options.   
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5.3 SELF-EMPLOYMENT LOANS CASES 

For the self-employment loans, credit managers have the same work to do as well as firm-credit. The 

difference in self-employment loan is the owner of the self-employment firm has to sign a guarantee, 

sometimes bank asks for insurances of collaterals, and the bank has compensate priority in the 

insurances contracts.  

  Collateral  Credit rating Loan permission 

Self-employment loans 1 Sufficient  Normal  Pass  

Self-employment loans 2 Sufficient  Normal*  Pass  

Self-employment loans 3 Un-sufficient  Normal  Refuse  

Self-employment loans 4 Un-sufficient Concern  Refuse 

Table 3: A comparison of self-employment loan cases (Xu & Yuan, 2011)   

From those self-employment loans cases, we can obviously observe the “rule” in banks, the collaterals 

are the most significant factors which decided the result. For the company who do not reach the credit 

rating in real, credit managers enhance scores on the subjective aspects. Credit rating is a decorated 

document in these cases. 

5.4 PRIVATE CONSUME LOAN AND MORTGAGE 

For the private consume loans, collaterals are the consumer goods which the borrowers purchased. In 

this case, collaterals are not a variable, credit rating are the only factor which could by be applied.  

In the case bank, credit mangers measure the borrowers‟ repayment ability by calculation incomes and 

check their credit records
7
. According to the credit rating concept, it is a kind of credit rating as well. 

For normal
8
 borrowers, the monthly mortgage payment has to less than half of the borrowers‟ monthly 

income,  

Generally, with a not bad credit record, if the normal borrowers have the ability to afford the monthly 

repayment, the credit application would be approved.  

In this part, detailed descriptions for credit applications have introduced. From this information, we 

could conclude that the case bank is a “lazy bank” where collaterals have priority over credit rating. 

However, credit rating is a regulation which was supervised by central bank and the China banking 

regulatory commission, credit managers have to make perfected documentations and records. For 

                                                                    
7
 With the private authorities, the private credit records can be checked from a system which established by the Chinese 

central bank.  

8
 For controlling the housing price, the Chinese has some constrains on consuming loan for the house-buyer. Here, normal 

means they appropriate this constrains. For instance: the house-buyer has own no more than 3 houses. 
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fulfill the standards of credit rating, the credit managers may give a high score subjectively while the 

borrowers were low performance in practice.  
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6 ANALYSIS  

As the theoretical discussion part stated, credit rating is the basic in the theory construction. Credit 

rating is the first step of a loan. Obviously, no matter the central bank or the Chinese bank regulation 

commission, both of them agree this opinion. And they punished banks that disobey the credit rating 

principles.  

However, in the case bank, credit rating is a beautiful decoration but useless for firm credits. People 

changed the real credit rating to accordance with the essential credit condition which is the normal or 

concern credit rating. From table 1 and 2, we can see in the case banks, collaterals are the first 

condition for borrowers. Without sufficient collatera l, without loan.  

6.1 HOW DOES A GAP HAPPEN BETWEEN THEORIES AND PRACTICE? 

First explanation is responsiveness (Zeithaml, 2008, p 84). The theories are suggestions for credit 

inspectors, not for the first line employees. However, from the service quality‟s point of view 

(Zeithaml, 2008, p9-87), the first line credit manager is the one who direct contact customer and the 

one who prepare the original data (Zeithaml, 2008, p273). First-line employees have to balance the 

quality and the productivity (Zeithaml, 2008, p279). Doing a credit rating takes longer time than 

simply assessing collaterals. At the beginning of a credit application, credits managers decide if not 

accept a credit. Because both of credit rating and collateral are necessarily to assess, the application 

will refused if any of them are out of requirements. Most of the sophisticated credit managers aware 

that the credit application cannot approved without suitable collaterals, even if the credit rating of the 

borrower is high. In the case of firm 4, firms loss its 3 million RMB credit because of lacked collateral.  

But the LC could be opened under the equally among of deposit. An experienced credit manager‟s 

target is to search high quality borrowers who have both well performance on credit rating and enough 

collateral. The second option for the credit managers is the borrower who has sufficient collateral but 

lower performance in credit rating.  

The second factor is the reliability. The quality of credit rating is significant by the credit managers. 

Credit managers are the internal customer within a bank. The knowledge, experience and moral 

standards are different for individual. It is possibly happened that a firm could has different credit 

rating while it was assessed by different credit managers. But collaterals are always assessed by the 

third party organization. Collaterals are often evaluated by the marketing prices in the third party 

assessment, which is more reliable than the result of credit rating.      
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6.2 COMMENT FOR SOLUTION  

First comment is professional training for the first-line employees (Zeithaml, 2008, p 282). For the 

responsiveness point, we have to say that, set collaterals as an obstacle for borrowers is the general 

way which happened in the first-line credit manager. Most of the first-line employees are doing the 

credit project according to the previous cases, pledge and mortgage are the most traditional loan way. 

First-line employees are poor knowledge on credit rating but high skill on marketing and sales. It 

looks an efficiency productivity way to ask collaterals first. However, in fact, banks loss many a lot 

small enterprises who are potential growing. Internal customers need absorb new information to 

innovation. The more training for the first-line employees, the more professional and more credit 

skillful the credit managers will be. With knowledge and self-confidence, credit managers would like 

to innovation and break old rules in practice under controllable risks.  

Banks need sectoral specialization the credit inspection. It means the inspection of collateral can be 

independent. With sectoral specialization (Whitley, 2000), banks can increase both the reliability and 

responsiveness. Different inspectors take responsibility for credit rating and collateral management. 

The traditional way of inspection a credit application is that one inspector is in charge of the whole 

credit project. A group discussion would be hold after the inspector approved. There is a weakness of 

this way, because the quality of credit application will significant influenced by the inspectors‟ attitude. 

Before being inspectors, some of them were credit managers. The past experience told them it is safe 

where there are collaterals, even though they aware that is not totally accidence with theories. With all 

right records and documents, neither of the credit managers nor the inspectors would be seriously 

punished. If the different people take charge of different issues, each of them would be more 

professional in his/her own area. When it comes to the credit project, the credit rating inspector and 

collateral inspector are more professional, and they will not be influenced by the other.  

Banks need to control the internal moral hazard in credit business. This is a way to improve the 

reliability. Collaterals are using for prevent the external moral hazard, but not internal in the credit 

business. Employees take small charge of a loss loan, but a high reward for a new loan. As an 

economic man, credit managers are motivated to searching more business which appropriate 

documentation requirement. The employees always ignore or hide the obviously risks which is not 

written down on the books and regulations.  
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7 CONCLUSION 

From the above presentations, we figure out there is a gap between theories and practices when it 

comes to the credit application. Theoretically, researchers claim that credit rating is the basic of credit 

project. However, in practices, researcher found that banks are lazy, because they are only concerning 

about if not there are sufficient collaterals.  

7.1 GENERAL CONCLUSION  

With nice credit project cases, authors figure out the process of the gap. For a credit project, the first 

line employees are the key of collecting marketing information. The inspector is the one who 

examined the appropriated of information. The theories are useful for the credit inspectors but not the 

first-line credit managers. The first line credit managers are narrowly mind for marketing with the 

simplest and the most traditional way. Meanwhile, all of the employees in the bank are the internal 

customers. Banks has a high award but low punished way for the internal customers when all of the 

documents and records are appropriate regulations. Regulations in banks are not cover every details in 

credit project, subjectively judgment which is not scientifically way significantly hurt the credit 

quality.  

To resolve these problems, authors comments three methods: professional training for the first-line 

employees, controlling the internal moral hazard in credit business, and sectoral specialization the 

credit inspection.  

7.2 CONTRIBUTION 

The contribution of this study is that authors figure out and explain the gap between theories and 

former empirical with responsiveness and reliability in bank service quality. With an empirical study, 

authors comment three points to enhancing these two factors. Meanwhile, this is using a management 

mind to resolve the economic problem.  
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