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This study is to find out how the performance management affects the bank NPL (Non-Performing Loans) ratios in Taiwan bank industry. We classify the performance measures into three categories - behavior measure, internal measure, and final measure. Our empirical study reveals that the adoption of behavior measure increases the bank NPL ratio. Although both internal measure and final measure produce the effects of reducing the bank NPL ratio, the effect of internal measure is greater than that of final measure. To implement the internal measure, our empirical study also discovers that the bank NPL would be lower if its internal measure of loan officer’s performance is assigned more weight to visiting report concerning the borrower’s condition and capacity. The bank NPL ratio would also be lower if its loan officer is more knowledgeable of business strategy and organization management.
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二、Presentation
(1) The Industry Means of NPL Ratio Over Years in Taiwan Bank Industry
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Figure 1: The Taiwan’s NPL ratios over the past decades



	(2) Why this study is Important-The Sample distribution of NPL Ratios


[image: image1]
Mean of Samples = 5.35%, Maximum Value of Samples = 16.19%, Minimum Value of sample = 0.49%, Variance of Samples = 3.61%

(3) The Performative Routine of Lending and Agent problem

1. The performative aspects of organizational routine of lending are the specific processing actions taken by specific employees at specific time along the lending routine 

2. Agent problem is the main source of deficiency in performative routine of lending

3. Banks can reduce the occurrence of agency problems through mechanisms of incentive contracts

(4) Bank Lending Performance Measures
1. Traditionally, DEA (Data Envelopment Analysis) is used to evaluate the relative performance of banks or branches through input-output comparison

2. DEA model is unable to open the input-output black box to explain the relative efficiency of lending routine among banks

(5) Final Measures, Internal Measures, and Behavior Measures 

1. The “final measure” refers to a measure of the total value created from the lending routine 

2. The “internal measure” refers to a measure of the value created from a specific stage along the lending routine

3. The “behavior measure” refers to the impression on employee



	(6) Final and internal measures of a value-added analysis
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(7) Performance measures for assessing loan officers and financial analysts

Performance
Measures
Items for loan officers
Items for financial analysts
Final outcome-based

Borrower’s satisfaction about the loan officer’s service

Loan officer’s satisfaction about financial analyst’s service

The growth of loan volume

The sum of NPL volume

The sum of non-performing loan (NPL) volume

Internal outcome-based

Quality of the visiting report

Quality of the financial analysis report based on the information collected by the loan officer

Quality of the final decision report

Quality of recommendation report

Quality of the periodic inspection visiting report

Behavior-based

Whether or not their work attitude is responsible

Whether or not they are hardworking

Whether or not they are easy to get along with in the team

(8) The effects of Final and Internal Outcome-based Measure 

1. Hypothesis 1. The greater the importance banks place on the percentage of final outcome-based performance measures, when assessing lending-related employee performance, the lower their NPL ratios

2. Hypothesis 2. The greater the importance banks place on the percentage of internal outcome-based performance measures, when assessing lending-related employee performance, the lower their NPL ratios



	(9) Which one is more important?

Hypothesis 3. The influence of internal outcome-based performance measures for assessing lending-related employee performance on bank non-performing loan ratios is greater than the influence of final outcome-based performance measures on bank non-performing loan ratios.
(10)  Incentive Intensity Principle (based on Milgrom & Roberts, 1992) 

1. The higher the effect of incremental effort applied to a task on profit, the stronger the incentive should be assigned to that task

2. The higher the employee’s risk aversion, the weaker the incentive should be assigned to that employee

3. The higher the precision with which task performance is measured, the stronger the incentive should be assigned to that performance measure

4. The higher the responsiveness of effort to a performance measure, the stronger the incentive should be assigned to that performance measure 

(11) Application of the Incentive Intensity Principle

1. Hypothesis 3 is about which measure, internal or final measure , is more effective to induce certain employee’s effort for a given task.

2. The 1st and 2nd factors are not relevant to our analysis

(12) The Responsiveness of Effort to Performance Measure

1. The quicker the performance measure presented to employee, the stronger the responsiveness his or her effort to this performance measure

2. Internal measure is the immediate output of employee.

3. Final measure is the final outcome. It takes time to have final result. 

4. So, the fourth factor of incentive intensity principle predicts more weight should be assigned to internal measure than to final measure

(13) To predict a business borrower’s repayment ability 

1. Equivalent to predict borrower’s future profit 

2. According to Anita McGahan and Michael Porter (1997), the total effects of industry and firms’ competitive advantage on the variation in profitability across firms is 51% 

3. Two sources of competitive advantage of firms: right position and right organizational architectures 

4. the past record in borrowing and paying back is good or not. 

5. Collateral is for ensuring the bank's right of loan. 

6. Control indicates that a loan officer should attempt to collect and understand any regulations or rules that influence the operating income of a loan client  



	(14) 5 Cs for C&I Lending (Rose, 1991) 

1.  Condition means that loan officer needs to study the external environment of borrower firm (Industry effects)

2.  Capacity includes problems such as the demarcation between the roles of a borrower and a guarantee, the relevant legal documents concerning the business run by the borrower, the management pattern of the entire business, the structure of shareholders, the special features of products, and the relationship between upstream and downstream clients (competitive advantage)

3.  Character means that a loan officer has to understand a borrower’s character, including, whether the purpose of borrowing is reasonable or not and whether the past record in borrowing and paying back is good or not. 

4.  Collateral is for ensuring the bank's right of loan. 

5.  Control indicates that a loan officer should attempt to collect and understand any regulations or rules that influence the operating income of a loan client  

(15) Empirical Results of the Regression Model 

Dependent Variable  

Average Non-performing loan ratios of 2002, 2001 and 2000

 

 

Independent

Variables
Definitions
Parameter and Expected Sign
Unstandardized
Coefficients
Standardized
Coefficients
t-ratio
(Constant)
 

 

.315

 

6.229

PIOLE
Percentage of Internal Outcome-based measures for Lending-related Employees

α1（－）

－.219＊＊

－.612＊＊

－3.475

PFOLE
Percentage of Final Outcome-based measures for Lending-related Employees

α2（－）

－.163＊＊

－.444＊＊

－2.585

PAB2C
Percentage of Borrower’s 2C Analyzed in the Visiting Report

α3（－）

－.103＊

－.259＊

－1.933

DUM2C
Degree of Understanding the Meanings of 2C by Lending-related Employees

α4（－）

－.0171＊＊

－.439＊＊

－3.166

R Square
0.590

Adjust R Square
0.522

F (d.f.) (p-value)
8.641 (4) (0.000)

＊: p≦0.1, ＊＊: p≦0.05

 

(16) conclusion (1)
For academic:

· Compare to the previous studies on bank performance, this is the first research to utilize the incentive intensity principle to construct internal outcome-based measures to monitor the lending routine

· This might be also the first empirical statistical research about how skill and incentive management affect the efficiency of organization routine



	(17) Conclusion (2)

For practitioners:

· To provide right incentive, among the three types of measures, bank should forbid using behavior-based measure to evaluate the performance of employees

· Our hypothesis 3 derived from the incentive intensity principle proposes that bank should assign more weight to the internal outcome-based measures than to the final outcome-based measures 

· The key skills to predict the borrower’s ability to repay the loan are the knowledge of positioning strategy and organizational capability to rank borrower’s comparative advantage in the industry, hence in constructing internal performance measures, bank should increase the weight to the analysis of the borrower’s Capacity and Condition in the visiting report 
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