CREDIT RISK MANAGEMENT AND PERFORMANCE OF
COMMERCIAL BANKS

A Dissertation submitted to the Office of the Dean, Faculty of Management in partial

fulfillment of the requirements for the Master's Degree

By

Rashmi Balampaki

Roll No. 3908/18
Registration No: 7- 2- 823- 40 - 2010
Central Department of Management

Tribhuvan University

Kirtipur, Kathmandu Nepal
September 2021



Certification of Authorship

| certify that the work in this thesis has not previously been submitted for a degree nor
has it been submitted as part of requirements for a degree as fully acknowledged

within the text.

| also certified that the thesis has been written by me. Any help that | have received in
my research work and the preparation of the thesis itself has been acknowledged. In
addition, | certify that all information sources and literature used are indicated in the

reference section of the thesis.

Rashmi Balampaki



Report of Research Committee

Ms. Rashmi Balampaki has defended research proposal entitle "Credit risk
Management and Performance of Commercial Banks' successfully. The research
committee has registered the dissertation for further progress. It is recommended to

carry out the work as per suggestion and guidance of supervisor Asst. Prof. Dr. Bharat

Singh Thapa and submit the thesis for evaluation and viva voce examination.

Asst. Prof. Dr. Bharat Singh Thapa

Thesis Supervisor

Prof. Dr. Sanjay Kumar Shrestha
Chairperson, Research Committee

Dissertation Proposal Defended

Date: January, 2021

Dissertation Submitted Date:
September, 2021

Dissertation Viva VVoce Date:
September, 2021




Approval Sheet

We have examined the dissertation entitled ""Credit Risk Management and
Performance of Commercial Bank™ Presented by Ms. Rashmi Balampaki for the
degree of Master of Business Studies (MBS). We hereby certify that the dissertation

is acceptable for the award of degree.

Asst. Prof. Dr. Bharat Singh Thapa

Thesis Supervisor

Prof. Bhawani Shankar Acharya

Internal Examiner

Asso. Prof. Mr. Naba Raj Adhikari

External Examiner

Prof. Dr. Sanjay Kumar Shrestha

Chairperson, Research Committee

Prof. Dr. Ramji Gautam
Head of Department
Date:



Acknowledgment

This study entitled Credit Risk Management and Performance of Commercial
Banks has been conducted for the partial requirements of the degree of Masters of
Business Studies (MBS) of Tribhuvan University. Every project whether it will be
big or small it will become successful manly due to the effort of wonderful people
who have always their valuable advice. | sincerely appreciate the inspiration; supports
guidance of all those people who have been instrumental in making this studies a
success.

I would like to extent my immense gratitude to my supervisor Asst. Dr. Prof. Bharat
Singh Thapa for his valuable supervision and professional advice and encouragement
during the research work. I am highly indebted and thankful for their continuous
support and constructive suggestions that have enabled this research project to
achieve its present form. Moreover, | am also indebted and thankful to them for their
motivation, support and instruction in completing my overall MBS degree.

Special mention goes to Prof. Dr. Sanjay Kumar Shrestha (Chairperson, Research
Committee) for his timely and continues guidance throughout the study. He not only
reviewed of my work but also suggested valuable and insights. I would like to express
cordial gratitude Prof. Dr. Ramji Gautam (Head of Department) for his inspiration and
support to complete this research work. | also highly the efforts of all teacher and
other members of central department of management, libraries staff who inspired me

complete this thesis.

Finally, 1 would like to appreciate all my family members and friends for their
affection and emotional supports that has inspired me to achieve every success
including this study. | can honestly say I could not have successfully completed this

work without their help and direction.

Rashmi Balampaki



Table of Contents

TUHIE PAZE... ... ... oo cov e et et et et e e e e e e eee eee e e e e et e e e e e e e

Certificate of AUTROFSRID ... ... ... ... oo ie ot it it e e e e e et et et e e ee e e e s e e e
Report of Research COMMUILLEE. .. ... ... ... .ccoeeeeeeesceeiee aee e e et et et s et e e e e aen s
Q2] 2 AN =
ARNOWIEAZEMENL ... ... ... ...ttt s e e e e et e e e e e e e e e e e s
TaADLe Of CORLENLS ... ... ettt e e e e et et e et e e ees e et et e e vee vee ve een eae s e e
LiSt Of TADIES ... ... ... oo ov oot e et et e e e e e e e e e e e e e e e s
LISEOf FIQUFE ... oo oo ittt e e e e e e et et e e e e e e e et e e ee e e e e
ADDBFOVITION ... ..o et it et e et et et e et e e e et e e e e e e e e e e e e

ADBSTFACES ... oo oovoee e e e e e e e et e e e e e e et et e e e e e e et et e e e e

CHAPTER I INTRODUCTION.......ccccceevveeiiene
1.1 Background of the study ..........c.ccecvevenennnn.
1.2 Problem statement.............cccoceevneninnninnenn,
1.3 Objectives of the study..........cc.coocvvvivinennne.
1.4 Rationale of the study .........c.ccooevviiriniennnn,
1.5 Limitations of the study ............ccccevervennne.
1.6 Chapter plan ...,

CHAPTER Il LITERATURE REVIEW ............
2.1 Theoretical reVIEW ........ccccoocevereiiiinieienns
2.2 Empirical reVIEW .........cccoooeviiineniniiieens
2.3 Conceptual framework............c.cocvrvvveinenns
2.4 Research gap .....ccccoevevveveeieeie e

CHAPTER Il RESEARCH METHODOLOGY
3.1 Research design ........ccccceveiirenenininieenns
3.2 Population of sample............cccccvevviieiinennenn,
3.3 Nature and source of data ............cccceevereenees

Vi

i
i

v

Vi

RUUPIN Y211

3.4 Data collection and data processing ProCeaure. ..........ccooevererenereseseseeeeenns 28

3.5 Data analysis toolS .........cccccovevieiiieiieiinnn,
3.5.1 Trend analysiS........cccccvveiiiveiieiiieeiic e,
3.5.2 Statistical toolS.........cccevvvvvrieireecee,
CHAPTER IV RESULT AND DISCUSSION...
4.1. Trend analysis ........cccocevvvivieiiieciieiiccneenn,
4.2 Statistical analysiS.........cccooevvvveniiieniinnnnenn



Vil

4.4 MaJOF TINAINGS ..ottt ettt enes 56
4.5 DISCUSSION ...vveitete sttt sttt sttt bbb bbbt e e et bbbt be e neas 58
CHAPTERYV SUMMARY AND CONCLUSION ......cccooceiiiirieninisesieeeens 60-63
O, 1 SUMIMAIY ..ttt nne s 60
5.2 CONCIUSION ...ttt bbbt 61
5.3 IMPICALION ..t re b e e e nre s 61
5.3.2 Implication for future STUAIES.........ccocoieiiieii e 62
RETEIBNCE ..ttt bt 64-66

APPENAIX | e e re e 67-69



List of Table
Table No.
4.1 Capital adequacy ratio
4.2 Non- performing loan ratio
4.3  Cost per loan assets
4.4  Cash reserve ratio
4.5 Bank Size
4.6 Return on assets
4.7 Return on equity
4.8 Descriptive Statistic
4.9 Correlation Matrix
4.10 Variation on ROA explained by independent variables
4.11 Goodness of fit regression (ANOVA)
4.12 Regression on ROA
4.13 Variation in ROE explained by independent variables
4.14  Goodness of fit regression (ANOVA)
4.15 Regression on ROE

Page No.

38
40
41
43
44
46
48
50
51
53
53
54
55
56
57

viii



List of figure

Figure Number

4.1 Capital adequacy ratio
4.2 Non-performing loan
4.3 Cost per loan assets
4.4 Cash reserve ratio

4.5 Bank Size

4.6 Return on assets

4.7 Return on equity

Page no
39
40
42
43
45
47

48



Abbreviation

ANOVA Analysis of Variance

BS Bank Size

BFls Banking, Finance, Insurance and Securities
CAR Capital Adequacy Ratio
CAL Cost per Loan Assets

CRR Cash reserve Ratio

DF Degree of Freedom

EBL Everest Bank Limited

Fls Financial Information System
FIY Fiscal Year

HBL Himalayan Bank Limited

LN Natural Logarithm

ROA Return on Assets

ROE Return on Equity

SBL Siddhartha Bank Limited

SPSS Statistical Package for Social Science Research



Xi

Abstract

This study examines the credit risk management and bank performance of commercial
banks. The study based on secondary data of four commercial banks with 40
observations for the periods 2010/11 to 2019/20. The return on assets and return on
equity were selected as dependent variables while capital adequacy ratio, non-
performing loan ratio, cost per loan assets, cash reserve ratio and bank size are the
independent variables. The data were collected from annual reports of concern sample
bank. The Pearson's correlation coefficients and regression models, variance inflation
factors (multicollinearity in regression model results) are too estimated to test
significant impact of bank specific factors on the credit risk management and bank
performance of commercial banks. Calculated data has been tabulated and analyzed
by using MS-Excel and SPSS. The result shows that capital adequacy ratio, non-
performing loan, cash reserve ratio and bank size are positively significant with return
on assets whereas cost per loan assets has insignificant with return on assets. The
study concludes capital adequacy ratio and cash reserve ratio are significant with
return on equity and non-performing loan ratio, cost per loan assets and bank sizes are

insignificant with return on equity of Nepalese commercial banks.

Key words: capital adequacy ratio, non-performing loan, cost per loan assets, cash

reserve ratio, bank size, return on assets, return on equity.



CHAPTER |

INTRODUCTION

1.1 Background of the study
Credit risk management is one of the most important function of a financial institution
and composition of loans and advance directly affects the performance and
profitability of the bank. Credit risk refers to the probability of loss due to borrower's
failure to make payments on any type of the debt. Credit risk has gone from being a
necessary business evil to a strategic survival imperative.

Credit risk management is the practice of mitigating losses by understanding the
adequacy of a bank’s capital and loan loss at any given time a process that has long
been a challenge for financial institution. Credit risk management is a crucial function
of banking and financial institution as it basically does the business of lending
borrowing of the money mainly belonging to shareholders and depositors (Treacy and
Carey, 2000).

Loan interest, non interest income and investment returns are the profit making model
for banking and financial institutions where the model includes maximum share of
loan interest profit. Constant change in policy and higher for loan tends to require
greater utilization of the funds. BFIs are regulated by government body and
influenced by their profit motive also. Regulators have even begun to consider using
banks internal credit models to devise capital adequacy standards (Santomero &
Melon, 1997).

In this dynamic financial environment fluctuation in interest rate, exchange rate and
commodity and real estate price are not something new. These fluctuations in
economic and financial variables weaken the corporate strategies and performance of
bank. Thus it's necessary that banks have a framework of risk management. Credit
risk management allows a commercial bank to reduce risk and potential non-
performing assets. Once commercial bank understands their risk and their cost, they
will be determined their most profitable business and thus price product according to
risk. Credit risk management effects on the company's profitability and liquidity so it's
one of the crucial decisions for the financial institutions, consequently the formulation
and implementation of lending policies are among the most important responsibilities

of direction and management. The banks take almost care in analyzing the credit



worthiness of the good performance of the bank and further to attain economic
objectives directed towards acceleration of the development. Lending policy should

be analyzing performing its credit creation effectively and to minimize the risk factor.

The policy of commercial banks to make money results in the elastics credit system
that is necessary for economy progress at relatively steady rate of growth. With
increase pressure on banks to improve shareholders return bank have had to assume

higher risk and at the same time, manage these risk to avoid losses (Saunders, 2011).

According to Perez (2014), commercial banks face eight types of risk, which are
market risk, operating risk, liquidity risk, credit risk, business risk, reputation risk,
systemic risk and moral hazard. Out of these risk credit risk one of the major risks,
while other two are market risk and operational risk. The Basel Committee on
Banking Supervision define credit risk as the potential that bank borrower, or counter
party, will fail to meet its payment obligation regarding the terms agreed with the
bank, which focuses on the risks to banks and the financial system. BFls play an
important role in circulating money in the economy through loans funding the

business enterprises.

Risk arises while extending loans. Loans and repayments of the loans on time
determine performance and profit that bank makes and also ascertains loss it has to
face higher the debt higher will be the provision for the debt (Bhattarai, 2016). It's
essential for any financial institution to control and maintain credit limit, as BFIs
major sources for injecting funds in the economy, the economy also inversely affected
by losses faced by credit risk management. Banking and financial institution are prone
to various risk as an institute responsible for utilizing funds of depositors and circulate
funds in the market. Risk faced by bank is led by change in various factors, such as,
interest rate, foreign exchange rate, and so on. Howe ever, credit risk has a greater
impact on the profitability and performance of bank (Nepal Rastra bank, 2018). Asset
quality is an aspect of bank management entails the evaluation of a firm asset in order
to facilitate the measurement of the level and size of credit risk associated with its
operation. It relates to the left-hand side of a bank balance sheet and focused on the
quality of loans which provides earnings for a bank. Asset quality and loan quality
are two terms with basically the same meaning while its management is

considered extremely important by the banking sector. According to the Basle



Committee on Banking Supervision, the core principles for effective banking
supervision comprised twenty-five core principles out of which seven are
designed to address the relevant issues of bank asset quality or credit risk
management (Basle, 1997).

The main focus of the study is to analysis the relationship of credit risk management
and bank performance of commercial banks. Specifically, it examine the impact of
capital adequacy ratio (CAR), non-performing loan ratio (NPLR), cost per loan assets
(CLA), cash reserve ratio (CRR) and bank size on return on assets (ROA) and return
on equity (ROE). This study is the credit risk assessment in the financial institution

based on their impact of credit risk on bank performance and profitability.

1.2 Problem statement
The current situation has brought a cutthroat competition in banking business. There
for the success and failure of the finance company largely depend on the total credit
risk management and performance of banks. Credit risk refers to the probability of
loss due to borrower's failure to make payments on any type of the debt. Bank should
be manage their liquidity problems for minimize risk. Bhattarai (2016) have
conducted a research in effect of credit risk on the performance of Nepalese
commercial banks and they found non- performing loan ratio has negative effect of
bank performance where as CLA, bank size has positive effect of bank performance
and CAR, CRR not considered as the influencing on bank performance. This study
tries to analysis the present performance of bank which would give the answer of the
following queries.
i.  What is the relationship between credit risk management and performance of
commercial bank?
ii.  What is the impact of CAR, NPLR, CLA, CRR and Bank size on ROA of
Nepalese commercial bank?
iii.  What is the impact of CAR, NPLR, CRR, CLA and Bank size on ROE of

Nepalese commercial bank?



1.3 Objectives of the study

The main purpose of the study is to examine the factors impact credit risk
management and bank performance of commercial bank in Nepal. To achieve the
main purpose, the following purposes are set:

i. To examine the relationship between credit risk management and
performance of Nepalese commercial banks.
ii.  To analyzed the impact of CAR, NPLR, CLA, CRR and Bank size on ROA
of Nepalese commercial banks.
iii.  To analyzed the impact of CAR, NPLR, CLA, CRR and Bank size on ROE

of Nepalese commercial banks.

1.4 Rationale of the study

This study provides importance information to those who are planning to invest in the
study will give a clear framework.

Loan is the main product of commercial bank. It plays the significance impact on the
financial institution’s liquidity and profitability. But the most worry factor in banking
industry is the total management of loan. Due to the excessive amount of non-
performing assets in finance companies, there is the wide spread suspicion on the
performance on the commercial bank.

Nepal Government has just enacted the debt recovery act and approved the long
waited regulation on debt recovery to speed up the financial reforms in the financial
sector. As the proposed study is focused on the total aspect of credit risk management
of commercial bank, it would giant information to speed up the process. The proposed
study would be of enormous assistance to the executives of commercial bank on how
they should manage the different composition of loans. The study would be important

as it provide theoretical framework of different aspect of credit risk management.
1.5 Limitations of the study

i.  The study has based on secondary data provided by sample commercial
banks, Nepal Rastra Bank.

ii.  The study based on data and information provided by Siddhartha Bank
Ltd, Laxmi Bank Ltd, Himalayan Bank Ltd and Everest Bank Ltd, so the

study might not cover whole commercial banks.



iii.  The study based on trend analysis and statists, correlation and multiple
regression methods of analysis and using secondary data of sample
commercial banks, other research design and primary data is not taken into
consideration.

iv.  The study covers recent data and information of 10 years from 2010/11 to

2019/20 and the study based on gquantitative analysis.

1.6 Chapter plan

In this study is carried out in different stages and procedures, as needed. As well as

study organized in following chapters in order to make the study easy to understand.

Chapter I: Introduction

This chapter describes the basic concept and background of the study. It has served
orientation for readers to know about the basic information of the research area,
various problems of the study, statement of problems, objectives of the study and

rational of the study and limitation of the study.
Chapter I1: Review of literature

The second chapter of the study assures readers that they are familiar with important
research that has been carried out in similar areas. It includes a discussion on the

theoretical framework.
Chapter I11: Research methodology

It describes about the various source of data related with study and various tools and
techniques employed for presenting the data. Financial and statistical tools which are

used to obtain the results are described in this chapter.

Chapter 1V: Results and discussion
This chapter is major part of the whole study in which all collected relevant data are
analyzed and interpreted by the help of different financial and statistical tools. In this

chapter explained the major finding and discussion of the study.

Chapter V: Summary and conclusion
This chapter includes this summary, conclusions and the implication of the study. The
findings are included in this chapter along with the suggestions and their implications.



CHAPTER I

LITERATURE REVIEW

Review of literature means reviewing research studies or other relevant proposition in
the related credit management of commercial bank. A summary of the writings of
recognized authorities and previous research provide that the researcher is familiar
with what is already kwon and what is still unknown and untested (Best and Khan -
2008). This study shows that all past and previous studies and conclusions. For review
study, the researcher uses different books and journal, thesis, reviews and abstracts,
indexes, reports, and dissertation or research studies published by various institutions.
It is an integral mandatory process in research works. It is a crucial part of all

dissertations.

2.1 Theoretical review

Concept of credit

Credit is the sum amount of money lent by the creditor (Bank) to the borrower
(Customers) either on the basis of security or without security. Sum of the money lent
by a bank, is known as credit (Oxford Advanced Learners Dictionary 1992). Credit
and advances is an important item on the asset side of the balance sheet of a
commercial bank. Bank earns interest on credits and advances, which is one of the
major sources of income for banks. Bank prepares credit portfolio, otherwise it will
not only add bad debts but also affect profitability adversely (Varshney and Swaroop
1994).

Credit is financial assets resulting from the delivery of cash or other assets by a lender
to a borrower in return for an obligation of repay on specified on demand. Banks

generally grants credit on four ways (Chhabra and Taneja 1991).

I.  Overdraft
ii.  Cash credit
iii.  Direct credit
iv.  Discounting of bills
i.  Overdrafts: It denoted the excess amount withdrawn over their deposits. In
other words, bank provide sum limit of money to their value customer

according to their believeness and level of transaction.



Cash credit: The credit is not given directly in cash but deposit account is
being opened on the name of credit taker and the amount credited to that

account. In this way, every credit creates deposit.

Direct credit: The direct credit is an electronic transfer of funds through the
automated clearing house system. The payment is initiated by the payer, which

sends funds directly into the bank like letter of credit and guaranties.

Discounting of bills: Discounting of bills refers to the encashment of the bill
before the date of its maturity. The bank deducts the charges from the bill.

Off balance sheet activities

Off balance sheet activities are those activities of bank that creates liabilities and
assets on the occurrence of contingent events. Balance sheet of commercial banks
does not reflect the total scope of activities. Banks carry many fee based activities
such as issuing various types of guarantee, commitment of loan, derivatives,
endorsement and letter of credit. Two types of off balance sheet activities first
type of OBS activities move onto the assets sides of balance sheet income item is
realized on the income statement on the occurrence of contingent events and
second type of OBS activities move onto the liabilities side of sheet or expense
items is realized on the income statement of the bank on the occurrence of the
contingent events. OBS activities affect the credit risk of the bank and they are
reported for the purpose of assessing the credit risk. Some major off balance sheet

activities loan:

Loan sales: This is known as secondary loan participation. Bank sells loans to
other financial institutions sign the agreement to sell part or all cash flow streams
from the specific loan. They removed the sold loans from their balance sheet.
Banks kept the serving right and borrows have to send the due amount of loans to
the selling bank. They sold loan for a amount slightly higher than the original
amount for making the profit and meet the liquidity needs and purchased also loan
high price because they earned interest rate at higher price on purchased loan.

Generation of fee income: Some international aspects of trade finance are off-
balance sheet commercial letter of credit (LC). A letter of credit issued by a bank
is a guarantee that the bank’s customer would pay a contractual debt. Banks bear
credit risk and documentary risk. It showed just evidence that bank is committed



to provide the loan within specific limit of amount of loan to the borrowers within

the specified period.

Derivative securities: Banks faced especially interest risk and foreign exchange
risk along with credit risk. Derivative securities are a financial instrument whose
value depends on the value of another asset derived by underlying assets. Traded
different types of derivative securities forward, future, swap and option. Traded of
financial derivatives does not appear in the balance sheet of bank but it affected

the risk complexion of bank sources:

https://www.fdic.gov/requlations/safety/manual/section3-8.pdf

Basel accords: The Basel accord refers to a set of banking supervision regulation set
by the Basel Committee on Banking Supervision (BCBS). The Basel accords formed
the goal of creating an international regulatory framework for managing credit risk
and market risk. (BCBS) consisting of G10 country (Belgium, Canada, France,
German, Italy, Japan, Netherland, Sweden, Switzerland, United Kingdom and United
Stated) adopted the credit risk based capital requirement guidelines in July 1988.
Their key function is to ensure that bank hold enough cash reserve to meet their
financial obligation and survive in financial and economic distress, aims to strength

corporate governance, risk management and transparency.

Basel I: Basel Committee on Banking Regulation and Supervision practices consist of
G10 countries, adopted the credit risk based capital requirement guidelines in July
1988. This guideline is commonly known as Basel | capital accord and this accord
was updated in April 1998. The regulation aimed to improve the stability of the
financial system by setting minimum reserve requirements for international bank.
Banks with a significant international presence were required to hold 8% of their risk

weight assets as cash reserves.

Basel 11: (BCBS), Basel Il resealed on June 26, 2004 updated in November 2005 and
a comprehensive version of the frame work were issued in June 2006. Basel Il also
known as the “International Convergence of Capital Measurements and capital

Standard Revised framework™. Basel Il is based on three main pillars:
i.  Pillar 1: Minimum capital requirements

ii.  Pillar 2: Supervisory review process


https://www.fdic.gov/regulations/safety/manual/section3-8.pdf

iii.  Pillar 3: Market discipline

Pillar 1 set out the minimum capital requirement for the banks to cover credit, market
and operating risks. Pillar 2 aims to ensure that the bank's board and senior
management retain the responsibility for developing and maintaining risk policy and
internal controls and that is encourage the use of reporting tools and mechanism to
monitor supervise institution wide risk. Also central bank should consistently monitor
the activities of every bank. And pillar 3 is concerned with periodic reporting
requirements (half year or quarterly) for critical information on banks actively, in
order to provide reliable information to all the current or potential bank counter

parties on risks and financial performance.

Basel Il11: The Basel Ill regulations were created in November 2010 after the
financial crises. Basel Il identified the key reasons that caused the financial crises.
They include poor corporate governance and liquidity management, over- levered
capital structures due to lack of regulatory restrictions, and misaligned incentives in
Basel | and Basel Il. It introduced various capital, leverage, and liquidity ratio
requirements sources:https://www.moodysanalytics.com/-/media/whitepaper/2011/11-

01-03-requlation-guide-introduction.pdf.

CAMELS analysis: CAMELS model as a tool is very effective, efficient and
accurate to be used as a performance evaluate in banking industries and to anticipate
the future and relative risk. CAMEL ratios are calculated in order to focus on
financial performance also evaluate relative risk. The CAMEL rating frame work is a

system of rating for onsite examinations of banking institutions (Barr et al., 2002).

Financial condition of an individual FI depends on multiple factors such as quality of
its assets, liquidity position, capital base, management quality, market sensitivity and
earnings. All these factors affect the different type of risk credit risk, interest risk,
liquidity risk, market risk, foreign risk, operational risk etc. The six components,
market risk (S) was added to CAMEL in 1997.

Capital adequacy: Capital adequacy is an important indicator of the financial of a
banking entity. This indicates the bank capacity to maintain capital commensurate
with the nature and extend of all types of risks, as also the ability of the bank's
manager to identify, major, monitor and control these risks. The ability of
management to meets the requirement for additional capital. Capital adequacy is very


https://www.moodysanalytics.com/-/media/whitepaper/2011/11-01-03-regulation-guide-introduction.pdf
https://www.moodysanalytics.com/-/media/whitepaper/2011/11-01-03-regulation-guide-introduction.pdf
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useful for a banking to conserve and protect stakeholder's confidence and prevent the
bank from bankruptcy. The first component, capital adequacy ultimately determines
how well FIs can manage with stocks to their balance sheets. This tracks capital
adequacy ratios that take into account the most important financial risk foreign
exchange risk, credit and interest rates risk by assigning risk weighting to the
institution assets. For the purpose of capital adequacy measurement, bank capital
divided into Tier I and Tier Il.

Tier | (core capital) = Paid up capital + Share premium + Non- redeemable
preference shares + General reserve fund +Accumulated profit — Goodwill — Fictitious

assets — Investment financial instrument issued by organization.

Tier 11 (supplementary capital) = General loan loss provision + Assets revaluation
reserve + Hybrid capital + Subordinate term loan + Equalization reserve + Investment

adjustment reserve.
CAR = (Tier | +Tier Il)/Total risk weighted

Assets quality: Credit risk one of the factors that affect the health of an individual FI.
The extent of credit risk of the credit risk depends on the quality of assets held by an
individual FI. The quality of assets held by an FI depends on exposure to specific
risks, trends in non-performing loans, and the health and profitability of bank

borrowers especially the corporate sector.

Management quality: The management of the bank takes crucial decisions on its risk
perception. It set vision and goals for the organization and see that it achieves them.
This parameter used to evaluate management efficiency as to assign premium to better
quality banks. Management quality is to standard and policies, capability to plan and
be anticipatory, leadership and innovativeness and managerial aptitude of the top level

management.

Earnings performance: Earnings capacity and profitability keeps up the sound
health of FI. Chronically unprofitable FI risk insolvency on one hand and the other,
unusually high profitable can reflects excessive risk taking of an Fl. There are
indicators of profitability, Return on assets (ROA), Return on equity (ROE), interest

spread margin, gross margin, operating profit margin and net profit margin.

Liquidity: Liquidity management in banks has assumed key prominence due to
competitive force of peer banks and the smooth flow of foreign capital in the
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domestics market. Banks should ensure that it's able to maintain adequate level of
liquidity to meet its financial commitments in a timely manner. To fulfill the demand
of the customers, creditors and depositors, banks must maintain liquidity in their
assets.

Sensitivity to market risk: Commercial banks are increasingly involved in
diversified operations such as lending and borrowing, transaction in foreign exchange,
selling of pledged for securities. All these are subject to market risk like interest rate
risk, foreign exchange rate risk and financial assets and commodity price risk. The
health of an FI more sensitive to market risk is more hazardous than that of less

sensitive.

Credit risk management
Financial environment is dynamic. In this dynamic financial environment fluctuation
in interest rates, exchange rates and commodity and real estate prices are not
something new. These fluctuations in economic and financial variables weaken the
corporate strategies and performance of bank. Thus it's necessary that banks have a
framework of risk management. Effective credit risk management allows commercial
banks to reduce risk and potential non-performing assets. Once commercial bank
understands their risks and their costs, they will be able to determine their most
profitable business and thus price product according to the risks. Therefore, the
finance companies must have an explicit credit risk strategy by organizational
changes, risk measurement techniques and fresh credit processes and systems.
There are five areas that credit risk management should focus on.

a) Credit sanctioning and monitoring process.

b) Approach to collateral

c) Credit risks arise from new business opportunities.

d) Credit exposures relative to capital or total advances.

e) Concentration on correlated risk factors
Credit risk management technique

As the majority of the finance companies’ assets are in the form of loan, as the
lending function is simple and create the value of the companies. The main danger is
the chance of the borrower not to pay the loan amount. So the proper and prudent

management of the credit risk is very necessary.
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Merton and Morten has suggested three techniques for the managing the credit risk in
their article published in the Journal of Banking and Finance (Miller & Merton; 1995:
483-489).

Risk based pricing

It has been established that risk based pricing requires lenders to change the rate that
compensates for the riskiness of the loan. The pricing procedure needs to be straight
forward and not based solely on historical loan loss experience. In practice, loan
pricing tends to flow the prime rate plus basis. Because the prime rate is not the
lowest rate a bank charges, the credit worthiest customers can negotiate discounts
from the prime rate. The discount prime rate is what banks use to attempt to complete

with open market instruments such as commercial paper and corporate bonds.

Assets restriction

Banks lenders and other creditors have a claim on the borrower’s assets. As long as
the market value of assets exceeds the value of liabilities, creditors are protected
because proceeds from the sale of assets cover all the claims. Alternatively, as long as
positive net worth exists, business firms are not going to turn over to creditor’s assets
that exceed the value of claims against them. Thus one way for lenders to protect
themselves is to try to ensure that the value of assets always exceeds than value of
claims. Restriction amount of debt a borrower takes on and restricting the variability
of the value of assets are the basic ways of meeting this objective. Restricting
covenants in loan agreement and the strength of bank customer relationships are
practical ways that lenders impose asset restrictions or attempt to establish borrower’s

incentives for compliance.

Monitoring

If lenders have a contractual right to monitor assets value continuously and to seize
assets, then loan losses can be minimized either by auditing asset values and seizing
assets before shortfalls exists or by requiring the posted value if collateral assets to
equal or exceed the promised payments. For private loans, for which finance
companies have considerable expertise in organization, monitoring with continuous

surveillance is costly.
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Type of risk:
Credit risk — Credit risk is the possibility of loss resulting from a borrower's failure

to repay a loan or meet contractual obligations. Whereas counterparty risk, default
risk and country risk are credit risks.

Operational risk — Operational risk is defined as the risk of loss resulting from
inadequate or failed internal process, people, controls, systems and external events.
Market risk — Market risk is the potential financial losses suffered by financial
institutions due to movement in market prices, which is beyond control. The source of
market risk includes movement of interest rate, foreign exchange rate, equity risk,

currency risk and commodity risk.

2.2 Empirical review

Paudel (2012) explored various parameters pertinent to credit risk management as it
affected bank's financial performance. Investigate whether this investment in credit
management is viable to the banks, to investigate impact of credit risk management on
a bank's financial performance in Nepal. The Specific objectives to establish the
impact of default rate on performance of banks. Impact of debt collection on
performance and establish the impact of cost per loan assets on performance and
capital adequacy ratio which was presented in descriptive, correlation and regression
was analyze by secondary data. Thirty-one banks were involved for population of
sample, covered the period from 2001 to 2011. The econometric model used in the
study where dependent variable return on assets (ROA) and independent variables
defaults rate (DR), cost per loan assets (CLA), capital adequacy ratio (CAR). It's
showed that there is a significant relationship between dependent variable and
independent variables. Risk management indicated has direct relationship with
performance however it's showed that there was negative relationship between (ROA)
and (CLA). This indicated, there was no any relationship between cost per loan assets
and performance. The result of the showed that credit risk management an important
predicted of bank financial performance and maintained optimum level of capital
adequacy. Efficiently managed the credit risk hence improved bank financial

performance.

Bhattarai (2016) examined the effect of credit risk on performance of Nepalese

commercial banks. The descriptive and causal comparative research designs have
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been adopted for the study. The pooled data of 14 commercial banks for the period
2010 to 2015 have been analyzed using regression model. The regression results
revealed that 'non-performing loan ratio' had negative effect on bank performance
whereas 'cost per loan assets' had positive effect on bank performance. In addition to
credit risk indicators, bank size had positive effect on bank performance. Capital
adequacy ratio and cash reserve are not considered as the influencing variables on
bank performance. This study concluded that there is significant relationship between
bank performance and credit risk indicators.

Pradhan & Shah (2019) focused on credit risk assessment practices in commercial
banks on the basis of their internal efficiency, assessment of assets and borrower. The
model of the study is based on the analysis of relationship between credit risk
management practices, credit risk mitigation measures and obstacles and loan
repayment. Based on a descriptive research approach the study has used survey-based
primary data and performed a correlation analysis on them. It discovered that credit
risk management practices and credit risk mitigation measures have a positive
relationship with loan repayment, while obstacles faced by borrowers have no
significant relationship with loan repayment. The study findings can provide good
insights to commercial bank managers in analyzing their model of credit risk
management system, policies and practices, and in establishing a profitable and
sustainable model for credit risk assessment, by setting a risk tolerance level and
managing credit risks via-vis the prevailing market completion.

Funso, Kolade, & Oja, (2012) investigated into the quantitative effect of credit risk on
the performance of commercial banks in Nigeria over the period of 11 years (2000-
2010). Five commercial banking firms were selected on a cross sectional basis for
eleven years. The traditional profit theory was employed to formulate profit,
measured by Return on Asset (ROA), as a function of the ratio of Non-performing
loan to loan & Advances (NPL/LA), ratio of Total loan & Advances to Total deposit
(LA/TD) and the ratio of loan loss provision to classified loans (LLP/CL) as measures
of credit risk. Panel model analysis was used to estimate the determinants of the profit
function. The results showed that the effect of credit risk on bank performance
measured by the Return on Assets of banks is cross-sectional invariant. That is the
effect is similar across banks in Nigeria, thought the degree to which individual banks
are affected is not captured by the method of analysis employed in the study. Based

on our findings, it is recommended that banks in Nigeria should enhance their
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capacity in credit analysis and loan administration while the regulatory authority
should pay more attention to banks’ compliance to relevant provisions of the Bank
and other Financial Institutions Act (1999) and prudential guidelines.

Charles & Kenneth (2013) examined banks have continued to invest huge sums of
scarce financial resources on risk management modeling, with a view to maximizing
returns and minimizing bank’s risk exposure through provision for loan losses.
However, empirical evidence on the magnitude of the relationships between credit
risk and bank’s profitability in Nigeria is rather scarce. A few studies that have
examined the links failed to consider the role of capital adequacy in accordance with
Basel 1l accord in a unified framework. Using a time series and cross sectional data
from 2004-2009 obtained from selected banks annual reports and accounts in Nigeria,
this study examined the impact of credit risk management and capital adequacy on
banks financial performance in Nigeria. This is with a view to providing further
empirical evidence on how credit risk management strategies and capital requirement
variables affect banks’ profitability in Nigeria. Panel data model was used to estimate
the relationship that exists among loan loss provisions (LLP), loans and advances
(LA), non-performing loans (NPL), capital adequacy (CA) and return on asset (ROA).
Results showed that sound credit risk management and capital adequacy impacted
positively on bank’s financial performance with the exception of loans and advances
which was found to have a negative impact on banks’ profitability in the period under
study. Based on the findings, it is therefore, recommended that Nigerian banks
institute appropriate credit risk management strategies by conducting rigorous credit
appraisal before loan disbursement and drawdown. It is also recommended that
adequate attention be paid to enhance Tier-One capital of Nigerian bank.

Ruziga (2013) examined the impact of credit and liquidity risk on bank’s financial
performance. This study especially focuses on Indonesian Conventional Bank with
total asset above 10 trillion Rupiah within 2007 to 2011. Bank financial performances
are measured by return on asset, return on equity and net interest margin; credit risk
are measured by non-performing loan ratio and liquidity risk are measured by
liquidity ratio. Furthermore, this study also measured bank capital and bank size’s
effect on bank financial performance. The results show that credit risk has negative
significant effect on ROA and ROE. Liquidity ratio was found having positive
significant effect on ROA and ROE. The effect of bank capital is positively

significant on ROA, ROE, and NIM, while bank size was only found to have negative
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significant impact on NIM. Both credit risk and liquidity ratio was found to have
insignificant impact on NIM.

Abdelrahim (2013) investigated determinants challenges and developing means of
credit risk managements of Saudi Banks. Had conclude that objectives identified the
characteristics of credit risk management of Saudi banks, investigated the
determinants of effectiveness of credit risk management of Saudi banks, find out most
serious facing the effectiveness of credit risk and explore the determinants, challenges
and development methods of effectiveness of credit risk management of Saudi banks.
The methodology used descriptive and analytical used "CAMEL" model for analyzing
performance of credit risk management. Used a questionnaire to collect the primary
data and in addition to secondary data that was collect from annual reports of Saudi
Banks. The study concluded that dependent variables effectiveness of credit risk
management and independent variables capital adequacy ratio (CAR), Assets qualities
(A), management soundness (M), earning of credit facilities (E), liquidity (L) and
bank size (S). Selected a purposive sample of 100 respondents in the cities of Taif,
Mecca, Jeddah and Riyadh and also included bank manager and financial exports. The
study concluded that liquidity has significant strong positive impact beside bank size
which has significant strong negative impact on effectiveness of credit risk
management. While other variables of capital adequacy, asset quality, management
soundness and earning had insignificant impact on effectiveness of credit risk
management. The challenges faced effectiveness credit risk management in sequent
importance was weak corporate governance, low quality of assets, little credit
diversification; not conducting serious financial analysis; not charging risk premium
on risky loans, corruption of credit officers; priority of profitability at expense of
safety and priority of loan guarantees at expense of capacity of repayment. Means of
developing effectiveness of credit risk management in sequent importance was
training of credit officers; improving assets quality; strengthening corporate
governance; professional analysis of customer's financial position and having access
to Credit Bureau's information. The study was recommends an overall strategy for
effective credit risk management of Saudi Banks based on enhancing capital
adequacy, upgrading asset quality, strengthening management soundness, increasing
earnings, having adequate liquidity and reducing sensitivity to market risk besides

hedging credit risk; having adequate provisions for doubtful credit; renegotiating loan
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terms, transferring credit risk to a third party, extending credit maturity and lowering
interest rate on insolvent loan.

Soyemi (2014) examined the risk management practices among deposit money banks
in Nigeria with a view to relating these practices to their financial performance in the
2012 financial year. The study used secondary data gathered through content analysis
of the sampled banks’ annual reports and accounts on variables such as non-
performing loans, liquidity, operating cost and capital adequacy to measure risk
management practices. The cross sectional data obtained was analyzed using
descriptive statistics to depict patterns. Thereafter a robust standard error, OLS
regression was used to estimate any significant influence between the banks’ risk
management practices and their financial performance. The findings appear to be
largely consistent with previous works as the explanatory variables significantly
accounted for variations in the financial performance [ROA-92% (71.78); ROE-84%
(46.55)] in both models.

Abiola and Olausi (2014) investigated the impact of credit risk management on the
performance of commercial banks in Nigeria. Financial reports of seven commercial
banking firms were used to analyze for seven years (2005 — 2011). The panel
regression model was employed for the estimation of the model. In the model, return
on equity (ROE) and return on asset (ROA) were used as the performance indicators
while Non-Performing Loans (NPL) and Capital Adequacy Ratio (CAR) as credit risk
management indicators. The findings revealed that credit risk management has a

significant impact on the profitability of commercial banks’ in Nigeria.

Lalon (2015) analyzed this paper is not only a way for getting acknowledged about
the efficiency in managing credit risk of Bangladeshi Banks, but also a conclusive
reference for studying how CRM practices helps to increase profitability and long
term sustainability of commercial banks. Credit risk management encompasses
identification, measurement, matching mitigations, monitoring and control of the
credit risk exposures. For conducting this research, used to collect secondary data
relating to the financial status of Basic Bank Ltd. Analyzed divulged a comprehensive
overview about CRM in different phase by report. First, has described about the CRM
practice and performance of BBL. The analyzed the impact of CRM on financial
performance of bank. This study used Ms Excel as well as SPSS software to compare

relationship between CRM and banks profitability.
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Bhattarai, (2015) examined the non-performing loans (NPL) of financial institutions
are considered as a significant issue in the context of Nepal for last few decades. The
paper aims to identify the impact of macroeconomic variables (GDP, Inflation, and
Real Effective Exchange Rate) and bank specific variables (size, change in loan, real
lending rate of interest, and share of loan to total assets) on the non-performing loan
of the commercial banks in Nepal. The study was conducted mainly with secondary
sources. The data were collected for 26 commercial banks covering the period of
2002-2015 with 227 observations. The study found that macroeconomic variables
such as the real effective exchange rate have significantly negative impact on non-
performing loan. The impact of GDP growth rate was found to be insignificant in this
study. One year lagged inflation rate has significant positive impact on non-
performing loan. The banks which charge relatively higher real interest rate have
higher non-performing loan, which is consistent with the findings of previous studies.
The ownership dummy has positive coefficient and significant at one percent level
showing that if the bank is government owned the non-performing loan would be
higher than that of the private owned banks. As well, more lending in the previous
years and current year reduces the non-performing loan since the coefficient of
change in loan in current and previous years have negative coefficient and significant
at one percent level.

Etale, Ayunko (2016) examined the impact of non- performing loans on bank
performance in Nigeria, used return on capital employed (ROEC) and proxy for the
bank performance the dependent variable and sub -standard loans (SUL), doubtful
loans (DOL), and bad loan (BA) as proxy for non-performances loan independent
variables. Adopted ex- post facto research design as there was existent of variable and
secondary time series data at the time of the study. 21 years’ periods covered 1994-
2014 data collected from central bank. Used descriptive statics multiple regression
analysis and employed data analysis techniques. The results showed that BAL and
DOL had statistically negative significant influence on ROCE, which SUL had
statistically negative significant impact on ROCE. These results showed high level of
non-performing loan would reduce the performance of banks in the long-run in

Nigeria.

Ekinci & Poyraz,( 2019) aimed of this paper is to analyze the impact of credit risk on

banks performance. The dataset consists of 26 commercial banks operating in Turkey
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2005 to 2017. The secondary data collected from the statistical report of the Banks
Association of Turkey. Three panels’ data are considered respectively state-owned
banks, privately-owned banks and foreign banks in order to compare banks according
to their ownership structure. Return on Asset (ROA) and Return on Equity (ROE)
were used as proxies for financial performance indicators while Non-Performing
Loans (NPLs) was used as credit risk indicators. The estimation results showed that
there is a negative relationship between credit risk and ROA as well as between credit
risk and ROE. This result suggested that there is a relationship between credit risk
management and profitability of Turkish deposit banks from the period of 2005 to
2017. Accordingly, banks should focus more on credit risk management, especially on
the control and monitoring of non-performing loans. In addition, managers should

focus more on modern credit risk management techniques.

The banking industry has experienced many financial crises in the past few decades.
In the recent times, US subprime lending crisis of 2007-08 has appeared to be as one
of the worst financial crisis. Credit risk management has gained lots of importance
due to financial crises faced by the banking system which affected many countries
across the globe. Credit risk is to be handled carefully and effectively in banks
because it determines the bank’s survival, growth and profitability. This present study
tries to explore an empirical association between the credit risk management and
banks financial performance. An attempt has been made to know the statistical Ali &
Dhiman (2019) impacted of credit risk management indicators on profitability of
public sector commercial banks for the period 2010-2017. The present research
focuses on top ten public sector commercial banks selected on the base of total assets.
The panel regression is applied for the purpose of analysis of data. In panel model
equation, credit risk management is considered as independent variable measured by
non- performing loans ratio (NPLR), loan loss provision ratio (LLPR), capital
adequacy ratio (CAR), asset quality ratio (AQ), management (M), earnings (E) and
liquidity (L) whereas banks’ profitability is taken as dependent variable measured by
return on assets (ROA). The results of the research reveal that credit risk management
indicators have a significant influence on the financial performance of selected public
sector banks in India. The empirical findings indicate that ROA (profitability) is
positively related to CAR, management quality and earnings ability whereas it is
found to be negatively related to AQ and liquidity.
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Teshome, Debela and Sultan (2017) examined the determinants of the financial
performance of private commercial banks in Ethiopia. The study uses secondary data
for eight private banks which are in the industry for more than ten years. These banks
are chosen from sixteen private commercial banks which are currently functional in
Ethiopia banking industry. The data for this study is obtained from annual reports of
the banks, minutes and the national bank report. Correlation and multiple linear
regressions of panel data for the eight banks for the years 2007 to 2016 is analyzed
using random effect model. E views 9software was used for analyzing the data.
Return on Asset and Return on Equity are the selected dependent variables while non-
performing loan, capital adequacy ratio, bank size, leverage ratio, credit interest
income ratio, loan loss provision ratio and operation cost efficiency were the
independent variables. Results show that Capital Adequacy Ratio (CAR), Credit
Interest Income (CIR) and Size of the bank (SIZE) have positive and statistically
significant effect on financial performance. Non-performing Loans (NPLs), Loan
Loss Provision (LLP), Leverage Ratio (LR) and Operational Cost Efficiency (OCE)
have negative and statistically significant effect on banks’ financial performance. The
study suggests that Ethiopian commercial banks are advised to manage their loan loss,
be cost efficient, and fix their leverage ratio at maximum level to enhance their
profitability.

Isanzu (2017) analyzed study aim was to empirically examine the impact of credit risk
on the financial performance of Chinese banks. Secondary data was collected from
five largest commercial banks in the country for the period of 7 years from 2008 to
2014. The study used nonperforming loans, capital adequacy ratio, impaired loan
reserve, and loan impairment charges as measures of credit risk and for a measure of
financial performance return on asset was used. Data analysis was done using a
balanced panel data regression model, and the study findings reveal nonperforming
loan and Capital adequacy have a significant impact of on financial performance of
Chinese commercial banks; therefore, the need to control credit risk is crucial for
bank financial performance.

Aldayel, Fragouli (2018) analyzed credit is one of the largest risks in any bank,
whereas, many enterprises complain of lack of excessive high criteria which set by
financial institutions such as commercial banks, resulting in huge losses due to bad
loans. This study investigated the impact of credit risk management practices on the

financial performance of Commercial Banks in Saudi Arabia. Three research
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questions were raised alongside specific objectives, and three null hypotheses were
tested at 0.05 level of significance. Descriptive survey research design was adopted.
Findings revealed that Saudi Commercial Banks engage in credit risk management
practices to combat and avoid credit risks. As well it concluded that these banks
embrace different approaches to risk screening and analysis before granting credit to
clients to reduce loan losses. The major recommendation was that the regulatory
institution of Saudi Arabia banks, which is SAMA, should intensify its monitoring
skills of the commercial banks to ensure strict adherence granting credit by financial
institutions.

Rajeswari (2014) analzed risk is the fundamental element that drives financial
behavior. Financial institutions, should manage the risk efficiently to survive in the
highly uncertain world. The future of banking will undoubtedly rest on risk
management dynamics. Only those banks that have efficient risk management system
will survive in the market in the long run. Credit risk is the oldest and biggest risk that
a bank, by virtue of its very nature of business, inherits. This has, however, acquired a
greater significance in the recent past for various reasons. Foremost among them is
the economic liberalization across the globe. India is on exception to this swing
towards market-driven economy. Better credit portfolio diversification enhances the
prospects of the reduced concentration credit risk profile and non- performing assets
of public sector banks. The study identifies various credit risks in scheduled banks
and methodologies followed by banks to reduce risks, these by creating a better
understanding of credit risks in Banking Sector.

Mushtag, Ismail, & Hanif (2015) idenified Credit risk is one of the major risks in
banking operations nowadays. For sustainable financial performance, credit risk
management is of crucial importance. Non-performing loans are the major element of
credit risk that negatively affects the banking performance. To cater such risk, banks
have to maintain certain percentage of capital as cushion with central bank as per
BASEL requirements. Efficient credit risk management contributes positively towards
banking profitability. This study aims to investigate; how credit risk and capital
adequacy affects the performance of commercial banks in Pakistan. This study
identifies the exposure of Pakistani commercial banks towards credit risk and impact
of credit risk management practices for 6 years. The findings of this study help the
risk managers to ensure prudent credit risk management practices that will help in

reducing non-performing loans and improving banking performance.
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Mohammad & Onni (2015) analzed modern banking concept one of the most
important functions of a bank or financial Institution is “Management of Credit
Risks”. Risk is inherent in all aspects of commercial operations. However, for Banks,
credit risk is an essential factor that needs to be managed. Due to increase in the
number of non-performing loans and competition in the banking market, most of the
commercial banks are strongly focus on credit risk assessment. Credit risk arises due
to the possibility that the borrower may fail to repay the loan. Following the recent
global financial crisis, which originated from poor management of credit risk, it is the
most discussed topic in the banking industry of Bangladesh. In order to establish the
creditworthiness, credit analysts typically use a combination of financial or
accounting data and non-financial variables as well as a number of different models,
or analytical tools. Some of the methods involve a subjective approach; others are
more systematic in that they use quantitative techniques to evaluate a credit against
objective benchmarks. This study develops a credit risk grading model which will
contribute significantly in the risk assessment.

Akomeah, Frimpong (2020) examined the effect of credit risk management on the
performance of selected listed commercial banks in Ghana. Objectives found the
effect of credit risk management on the performance of commercial banks and to the
effect of non-performing loans, loan loss provision, and capital adequacy ratio and
bank size on the financial performance of the bank. The study covered the period
2007 to 2016. Used secondary data and selected 7 sample of commercial bank. Data
collected was analyzed statistically and quantitatively by the used of measure of
central tendency, namely mean, medium, maximum, minimum and standard
deviation. Dependent variable bank performance is profitability is measure by used
return on assets (ROA) and independent variable non- performing loans (NPL), loan
loss provision (LLP) and capital adequacy ratio (CAR), control variable of bank size.
Finding indicated that credit risk management has significant influence on banks
financial performance in Ghana. Banks need to maintain an optimum level of CAR.
Promoted the stability of the financial system and increased banks size to become
active in the market come out with a greater variety of products so as to diversity risk
and achieved higher return on assets.

Summary of articles

Credit risk management an important predicted of financial performance and

maintains optimal level of capital adequacy. In that article compared to national and
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international article there is not any more different each other’s. By studies articles
find out main that effect of credit risk management and bank performance depend on
the bank’s return on assets, return on equity, capital adequacy ratios, default rate, non-
performing loan ratios, and costs per loan asset, liquidity and policy of banks. Non-
performing loan has negative effect on banks performance it reduces the performance
of banks whereas cost per loan assets has positive effect of bank performance.
Basically used to maintain capital adequacy ratios to increase efficient performance of

bank and minimize the obstacle of credit risk.

2.3 Conceptual framework

The conceptual framework is designed to understand the factors that may impact the
credit risk management and bank performance ROA and ROE. In the view theories
and major empirical evidence, it is expected that the credit risk management and bank
performance of commercial banks ROA and ROE may impact by capital adequacy
ratio, non-performing loan, cost per loan assets, cash reserve ratio and bank size of the
bank. The conceptual framework is developed to test the impact of these variables on
the bank performance.

Independent Variables Dependent Variables

Capital Adequacy Ratio

Non-performing loan ratio

Cost per Loan Assets > Return on assets

Cash Reserve Ratio Return on equity

Bank Size

Figure: conceptual framework
Sources: Bhattarai (2016)

Independent variables are the variable which causes changes in other variables. The
variable as a stimulus or operates other variables. Zikmund (2016) Independent
variable as the variable that is expected to influence the dependent variable is some
way. This type of variables is often called as predictors, because this effect or predicts

on the variables. Whereas Capital adequacy ratio, non-performing loan ratio, cost per



24

loan assets ratio, cash reserve ratio and bank size are independent variables of credit

risk management and performance of commercial banks
Capital adequacy ratio

It indicates that a bank has an adequate amount of capital to deal with unexpected
losses. When the ratio is low, a bank is at a higher risk of failure, and so may be
required by the regulatory authorities to add more capital. It is a measure of the
amount of bank's capital expressed as a percentage of its risk weighted exposure. It
consists of the types of financial capital considered the most reliable, primarily
shareholders' equity. Theoretically, banks with good capital adequacy ratio have a
good profitability. A bank with a strong capital adequacy is also able to absorb
possible loan losses and thus avoids bank ,,run®, insolvency and failure.

Bank capital increases the capacity to raise non-insured debt and thus banks® ability
to limit the effect of a drop in deposits on lending (Ashcraft, 2001). Since higher capital
reduces bank risk and creates a buffer against losses, it makes funding with non-insured debt
less information sensitive (Admati et al., 2010). Thus, capital adequacy can enhance bank

performance. However, empirical studies on the relationship between firms* performance and

capital adequacy ratio have shown mixed results.

Non- performing loan ratio

A non -performing loan is loan in which the borrower is in default and has not paid
the monthly principal and interest repayments for a specified period. Non-performing
loans occur when borrowers run out of money to make repayments or get into
situations that make it difficult for them to continue making repayments towards the
loan. Non-performing loans ratio (NPLR) reflects the bank's credit quality and is considered
as an indicator of credit risk management. NPLR, in particular, indicates how banks manage
their credit risk because it defines the proportion of loan losses amount in relation to total loan
amount (Hosna et al, 2009). Gizaw, Kebede and Selvaraj (2015) assert that non-performing

loan ratio (NPLR) is the major indicator of commercial banks' credit risk.

Cost per loan assets

Cost per loan assets considers as determinant of bank performance and viewed as an
indicator of credit risk. Bank that are efficient in managing their expenses (cost),
holding other factors constant, earn high profits. The function of this is to point out

efficiency in distributing loans to customers (Appa, 1996; Ahmed et al., 1998; Kolapo et al.,
2012).
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Cash reserve ratio

Cash reserve ratio (CRR) is defined as a particular minimum amount of deposits that
needs to be maintained as a reserve by every commercial bank. CRR is to ensure that
banks don't run out of cash when depositors require the funds for their personal needs.
ABID and LODHI (2015), Maddaloni and Peydro (2011) and Yourougou (1990) have
asserted that changes in cash reserve ratio (CRR) have inverse impact banks profitability.
However, UREMADU (2012) has found a positive relationship between CRR and banks
profitability.

Bank size

Bank size is an important financial tool used to represent the volume of the bank in
many ways. The size of the bank can be measured in several ways, for example,
through turnover, paid-up capital, capital employed, total assets, net sales, market
capitalization etc. In this present study bank size is measured by total assets scaled in
natural capitalization. Bank size as measured by total assets is one of the control variables
used in analyzing performance of the bank system (Smirlock, 1985). Bank size is generally
used to capture potential economies or diseconomies of scale in the banking sector. This

variable controls for cost differences in product and risk diversification according to the size

of the financial institution.

Dependent variable

The dependent variable is response variable or output. Variables are depending on the
independent variables its means any change in dependent variable is due to
independent variable. Return on equity and Return on asset are dependent variables
of banks performance.

Return on equity

The return on equity essentially measures the rate of return that the owners of
common stocks of a company receive on their shareholding. Return on equity (ROE)
is a measurement of how effectively a business uses equity — or the money
contributed by its stockholders and cumulative retained profits — to produce income.
In other words, ROE indicates a company’s ability to turn equity capital into net
profit. Source: https://investinganswers.com/dictionary/r/return-equity-roe.

Return in assets
Return on assets is an indicator of how profitable a company is relative to its total

profitable a bank is relatives to its total assets. Analysis an idea as to how efficient a
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bank's management is at using its assets to generate earnings. ROA measures the profit
earned per dollar of assets and reflect how well bank management uses the banks real
investments resources to generate profits (Naceur, 2003 and Alkassim, 2005). For banks with
similar business risk profiles, ROA is a useful statistic for comparing the profitability of
banks because it avoids distortions that are introduced by differences in financial leverage.
Return on assets (ROA) is a comprehensive measure of overall bank performance from an
accounting perspective (Sinkey and Joseph, 1992).

2.4 Research gap

During the review of previous studies, it was found that most of the researches Paudel
(2012), Bhattarai (2016), Ekinci & Poyraz (2019) have been conducted on the
determinants of credit risk management and bank performance of commercial banks.
During the review of previous thesis and article, it was found that no research has
been conducted by taking these sample banks and these data. Present study is based
on the data taken from four commercial banks.

By reviewing an earlier thesis, it was found that researchers only analyzed the bank
performance depend on the ROA with other financial indicators but this study has
examined also bank’s performance depend on the ROE, CRR and Bank size. This
study examined those factors that play important role in determining credit risk
management and bank performance of commercial banks. This study also examines
the impact and relationship of credit risk management and bank performance ROA
and ROE of with other financial indicators like CAR, NPLR, CLA, CRR and Bank
size. This study used to secondary data from 2010/11 to 2019/20, and used statistical
tools like coefficient of correlation and trend analysis. Probably this will be the
appropriate research in the area of credit risk management and bank performance of

commercial bank.



27

CHAPTER 11

RESEARCH METHODOLOGY

Research is a systematic and organized effort to investigate facts and methodology is
the method of doing research in well manner and also the research for gaining the
knowledge about method of goal achievement, which we desire is known as research
methodology. So, research methodology means the analysis of specific topic by using
proper method. In other words, research methodology is a process of arriving to the
solution of problem through planned and systematic dealing with collection, analysis

and interpretation of the facts.

3.1 Research design

Research design refers to the planning or making a decision before starting with the
research study. To fulfill the objectives of the study it applies descriptive research
design. Descriptive research design helps to gain an accurate profile events persons or
situation. This research design meets the objective of the study. Research design is the
plan, structure and strategy of investigation conceived to obtain answers to the
research question and to control variances. General objectives of this research study is
to examine and evaluate the credit risk management and performance of commercial
bank especially two non-joint venture bank and two joint venture in order to achieve

the objectives. Both descriptive and analytical research design has followed.

3.2 Population of sample

The method of selecting for study a small portion of the population to draw
conclusion about characteristics of the population is known as sampling. Sampling
may be defined as the selection of part of the population on the basis of which a
judgment or inference about the universe is made. There is lots of mushrooming
financial institute, which are regarded as a population of the study. The total
population of the study is the 27 commercial bank in Nepal. But it is not possible to
cover the entire financial institute under the study. According to the convenience
sampling method there are two non- joint venture banks and two joint venture bank.
The sample are selected as per the convenience of the research and select the sample

in easy available.
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Sample:

Siddhartha Bank Limited
Laxmi Bank Limited
Himalayan Bank Limited

Everest Bank Limited

3.3 Nature and source of data

This study based on secondary data provided. Data and information have been
extracted from the annual reports of the bank collected from the concerned bank and
downloaded from official websites. The supplementary data and information have
been acquired from various sources like newspaper, magazines, brochures, booklets,
periodicals and bulletins, published and unpublished reports, related documents and

journals available in library of Tribhuvan University, and Nepal Rastra Bank.

3.4 Data collection and data processing procedure

The study is based on secondary data. For this, the published material, books of
different authors, unpublished thesis report, journals, internet web sites, AGM reports
of commercial banks, bulletins published by NRB are the major sources of the
secondary data. The annual reports of the concerned banks were obtained from their
websites. The main sources of data are annual report of concern financial institutes.
To find the results of the research, collected data is processed, analyzed and

interpreted by using several tools like SPSS, Ms-excel and Ms-word.

3.5 Data analysis tools

The data collected from different sources will be recorded systematically as necessary
only useful and related data are grouped as per need research work. Data are
presented in appropriate forms of tables and graph. To analyze the data in this

research, some trend analysis and statistical tools are used which are explained here.

3.5.1 Trend analysis

Trend analysis is a technique used technical analysis that attempt to predict the future
movement of variable on the basis of its historical trends, past data. Trend analysis is
based on the idea that what has happened in the past gives traders an idea of what will
happen in the future. Under this method, collects information from multiple time

periods and plots the information on a horizontal line to get some meaningful
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information. To evaluate the performances of an organization by creating the ratios
from the figure of different accounts consisting in balance sheet and income statement
IS known as ratio analysis. Five types of ratios have been analyzed in this study,
which are related to fund mobilization of the banks. They are presented below:

1. Capital adequacy ratio

It indicates that a bank has an adequate amount of capital to deal with unexpected
losses. When the ratio is low, a bank is at a higher risk of failure, and so may be
required by the regulatory authorities to add more capital. The capital adequacy ratio
(CAR) is a measure of how much capital a bank has available, reported as a
percentage of a bank's risk weighted credit exposure. The purpose is to establish that
banks have enough capital on reserve to handle a certain amount of losses, before
being at risk for becoming insolvent.

Tier I+Tier 11
Toal Risk Weighet

CAR =

2. Non-performing loan ratio:

A non-performing loan is loan which the borrower is default and hasn't made any
scheduled payments of principal and interest for a specified period within 90 days. An
NPL ratio is used to measure the level of bank's credit risk and quality of outstanding
loans. A high ratio of NPL means the bank bears a greater risk of loss if it fails to
recover the owed amount, low ratio means that the outstanding loan pose a low risk to
the bank. Non-performing loans cut banks earnings and can became the reason for
huge losses, which impact the bank's sound performance. High level of NPL hamper
bank from lending to business and household. The bank evaluates the expected loss
from the non-performing loan and books of corresponding provision. The non-
performing loan measures the effectiveness of a bank receiving repayments on it

loans.

Non—Performing Loan

NPL =
Total Loan
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3. Cost per loan assets

Cost per loan assets (CLA) is the average cost per loan advanced to customer in
monetary term. Cost per loan assets is calculated dividing total operating costs by
total amount of loans. The function of this is to point out efficiency in distributing
loans to customers Appa (1996), Ahmed (1998), Kolapo (2012). Thus, cost per loan
assets is considered as a determinant of the bank’s performance and is viewed as an
indicator of credit risk. Banks that are efficient in managing their expenses (costs),
holding other factors constant, earn high profits. Therefore, it is expected that cost per
loan assets and bank performance to be negatively associated. This may not always be
true because in cases where there are high expenditures due to a lot of businesses
done, the bank can still increase the returns. However, the empirical studies show the
mixed results on this issue. In Nepalese context, Paudel (2012) has found negative but
statistically insignificant association between cost per loan assets (CLA) and bank
performance (ROA) but in the Nigerian perspective, Kurawa and Garba (2014) have
found significant positive association between cost per loan assets (CLA) ratio and
bank's profitability (ROA). In view of theoretical perspective and empirical evidences,
a negative relationship is expected between cost per loan assets and ban's

performance.

Total Operrating Cost

CLA=
Total Amount of Loan

4. Cash reserve ratio

Cash reserve ratio (CRR) is defined as a particular minimum amount of deposits that
needs to be maintained as a reserve by every commercial bank. CRR is to ensure that
banks don't run out of cash when depositors require the funds for their personal needs.
Cash reserve ratio is one of the control variable used in analyzing effect of credit risk on the
performance of banks. Traditionally, cash reserve ratio (CRR) has been one of the monetary
tools in the hands of the central bank. Cash reserve ratio (CRR) is a specified minimum
fraction of the total deposits of customers which commercial banks have to hold as
reserves with the central bank. By changing (CRR) the central bank can control the
amount of liquidity. If the reserve requirement is raised, banks will have less money

to loan out and this effectively reduces the amount of capital in the economy,
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therefore lowering the money supply. It will mean less money for investment and
spending, and would stunt the growth of the economy. It would also mean that banks
earn less interest and expect that their profitability may decline. Moreover, cash
reserve requirement does not earn any income for the commercial banks and thus,

may be viewed as a drain on the profitability of banks.

Reserve maintain to Central Bank

CRR = ;
Bank Deposit

5. Bank size

Bank size as measured by total assets is one of the control variables used in analyzing
performance of the bank system (Smirlock, 1985). Bank size is generally used to capture
potential economies or diseconomies of scale in the banking sector. This variable controls for
cost differences in product and risk diversification according to the size of the financial
institution. This is included to control for the possibility that large banks are likely to have
greater product and loan diversification. In most finance literature, natural logarithm of total

assets of the banks is used as a proxy for bank size.

6. Return on assets ratio

Return on assets is a profitability ratio that provides how much profit a bank is able

to generate from its assets. Return on assets measures how efficient a bank

management is in generating earning from their economic resources or assets on their

balance sheet. ROA is shown as a percentage and the higher the number the more

efficient a bank's management is at managing its balance sheet to generate profits.
Net Income

Return on Assets Ratio = ————
Total Assets

7. Return on equity ratio

Return on is measure of financial performance of bank. The return on equity ratio is a
profitability ratio that measures the ability of a bank to generate profit from its
shareholder’s investments in the bank. The ratio essentially measures the rate of

return that the owners of common stock of bank receive on their shareholding. ROE is
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also indicator of how effective management is at using equity financing to fund

operations and grow the bank.

. . Net income
Return on Equity Ratio = ———————
Total Equity

3.5.2 Statistical tools

Statistical tools are the mathematical techniques used to analyze and interpret
performance. It is used to describe the relationship between variables and interpret the
results. Statistic also used to test the objectives that are set to know the information of
the population. The research holds various statistical tools, which are defined as

follows.

1. Average/mean

An average is a single value related from a group of values to represent them in some
way, a value, which is supposed to stand for whole group of which it is a part, as
typical of all the values in the group. There are various types of averages. Arithmetic
mean (AM, Simple & Weighted), median, mode, geometric mean, harmonic mean are
the major types of averages. The most popular and widely used measure representing
the entire data by one value is the AM. The value of the AM is obtained by adding

together all the items and by dividing this total by the number of items.

Arithmetic Mean (AM) is given by,

5o 2%
n

Where,
X = Arithmetic mean
Yx  =Sum of all the values of the variable X
n = Number of observations

2. Standard deviation (0)

The standard deviation (o) measures the absolute description. It is defined as the
positive square root of the mean of the square of the deviation taken from the

arithmetic mean. If the standard deviation is greater, the magnitude of the deviation
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also is greater. A small standard deviation means a higher degree of fact vice-versa.

This can be symbolically as:

SD. () =+/1/n 3 (x — x)2
Where,
6 = Standard deviation
n = number of observations

X = Arithmetic mean

3. Coefficient of variation

The coefficient of variation reflects the relation between standard deviation and mean.
The relative measure of dispersion based on the standard deviations known as
coefficient of variation. The coefficient of dispersion based on standard deviation
multiplied by 100 is known as the CV.

It is used for comparing variability of two distributions; the CV is defined as,

cv= 2 X100
X

Greater the CV, the more variable or conversely less consistent, less uniform, less
stainable and homogenous than the consistent more uniform, more stable and

homogenous.

4. Coefficient of correlation (r)

Correlation analysis is the statistical tools that we can use to describe the degree to
which one variable is liner related to another. Coefficient of correlation is the
measurement of the degree of relationship between two casually related sets of figure
whether positive or negative. Its values lie somewhere ranging between - 1 to +1. If
the both variables are constantly changing in the similar direction, the value of
coefficient will be —1; two variables take place in opposite defection. The correlation
is said to be perfect negative. In this study, simple correlation is use to examine the

relationship of different factors with working capital and other variable.
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Coefficient of correlation (r) =

Coefficient of Correlation between dependent variables and independent variables.

ROA and ROE has played a very important role in performance of commercial banks
and similarly measure the degree of relationship between the two variables. In this
analysis, ROA and ROE are dependent variable (YY) and capital adequacy ratio, non-
performing loan, cost per loan assets, cash reserve ratio and bank size are independent
variables (X). The main objectives of computing 'r' between these two variables are to
justify whether dependent and independent variables significantly used a proper way

or not.

The following table shows the value of 'r', 'r? probable Error (P. Er) and P. Er between
deposit and loan & advances for the study period 2015/16 to 2019/20.

5. Regression analysis

Regression analysis is the development of the statistical model that can be used to
predict the values of the dependent variables based upon the values of at least one
independent variable. Regression analysis helps us to know the relative’s movement

in the variables.

Multiple regression analysis

This is defined as a statistical device which is used to predict the most probable value
of a dependent variable on the basis of the known as of two or more independent
variables so, this is a logical extension of the simple regression analysis. In this study,
the following multiple regression equation is analyzed. As a test of the presence of
multicollinearity among independent variables in the model, the tolerance value (TV) and
variance inflation factor (VIF) have been computed. The variance inflation factor (VIF)
shows a value less than 2 for each variable. The larger the value of VIF, the more troublesome
or collinear the variables and as a rule of thumb a VIF greater than 10 is unacceptable
(Gujarati, 2004). Thus, VIF less than 2 for each variable indicates the non-presence of
multicollinearity. The independent variables chosen for the model are best suited for
regression analysis.

ROA =a+b1 CAR + b2NPL + baCLA + b4aCRR + bs Size + €jt.....covvnvenn.nn.
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ROE =a+b1 CAR + b2NPL + b3CLA + baCRR + bsSize + €jt ...euvvvvvnnnnn..
Where, ROA and ROE are dependent variables and CAR, NPL, CPLA, CRR and Size
are independent variables.
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CHAPTER IV

RESULT AND DISCUSSION

Introduction review of literature and research methodology is presented in the
previous chapters that provide the basic inputs to analyze and interpret the data.
Presentation and analysis of data is the main body of the study. In this chapter
collected data are analyzed and interpreted as per the stated methodology in the
previous chapter. The main sources of data are secondary data. In this chapter,
researcher has analyzed and diagnosed credit risk management and bank performance
of commercial Siddhartha Bank Ltd, Laxmi Bank Ltd, and joint venture bank Everest
Bank Limited and Himalayan Bank Limited Different tables and diagrams are shown
to make the analysis simple and understandable. All the credit risk management and

bank performance of commercial bank is analyzing by calculating following ratio.

The credit management and fund mobilization presented to evaluate and analyze the
performance and risk of commercial Banks i.e. Siddhartha Bank Ltd, Laxmi Bank Ltd
and Everest bank Ltd and HBL.

4.1. Trend analysis

Ratio analysis shows the mathematical relationship between two accounting figures. It
helps to analyze the financial strengths and weaknesses of the banks. It is also
inevitable for the quantitative judgment with which the financial performance of
banks can be presented properly.

4.1.4 Capital adequacy ratio

It indicates that a bank has an adequate amount of capital to deal with unexpected
losses. When the ratio is low, a bank is at a higher risk of failure, and so may be
required by the regulatory authorities to add more capital. The capital adequacy ratio
(CAR) is a measure of how much capital a bank has available, reported as a
percentage of a bank's risk weighted credit exposure. The purpose is to establish that
banks have enough capital on reserve to handle a certain amount of losses, before

being at risk for becoming insolvent.



Table 4.1

Capital Adequacy Ratio of Sample Banks

Bank

Fiscal Year SBL Laxmi Bank EBL HBL

2010/11 0.1078 0.1163 0.1043 0.1068
2011/12 0.1103 0.1102 0.1102 0.1102
2012/13 0.1170 0.1176 0.1159 0.1155
2013/14 0.1139 0.1191 0.1115 0.1123
2014/15 0.1110 0.1081 0.1333 0.1114
2015/16 0.1125 0.1079 0.1266 0.1125
2016/17 0.1273 0.1399 0.1469 0.1273
2017/18 0.1212 0.1242 0.1420 0.1212
2018/19 0.1277 0.1183 0.1374 0.1277
2019/20 0.1317 0.1183 0.2530 0.1317
Mean 0.1180 0.1179 0.1381 0.1177
S.D. 0.0079 0.0089 0.0407 0.0082
C.V. 0.0677 0.0750 0.2947 0.0698

Sources: Annual Reports of Selected Commercial Banks
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Figure 4.1
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Table 4.1 and Figure 4.1 shows the descriptive statistics means, standard deviation,
CV and value of each year Capital Adequacy Ratios (CAR) and trends of CAR of
selected commercial banks in ten year periods. In each study periods Everest bank has
highest Average and Standard deviation as a compare to other commercial banks. And
Himalayan bank has lowest Average and Standard deviation in each year. Everest has
the highest C.V. which indicates the highest variation in CAR. As a compare to

commercial bank SBL has lowest C.V.

4.1.2. Non-performing loan ratio

The non-performing loan measures the effectiveness of a bank receiving repayments.
The bank evaluates the expected loss from the non-performing loan and books of
corresponding provision. The non-performing loan measures the effectiveness of a

bank receiving repayments on it loans.



Table 4.2

Non-Performing Loan Ratio of Sample Bank

Banks

Fiscal Years SBL Laxmi Bank EBL HBL

2010/11 0.0079 0.0090 0.0034 0.0422
2011/12 0.0152 0.0062 0.0084 0.0209
2012/13 0.0239 0.0151 0.0064 0.0289
2013/14 0.0275 0.0115 0.0097 0.0196
2014/15 0.0180 0.0130 0.0130 0.0320
2015/16 0.0147 0.0080 0.0038 0.0123
2016/17 0.0130 0.0093 0.0025 0.0085
2017/18 0.0109 0.0192 0.0018 0.0140
2018/19 0.0075 0.0111 0.0016 0.0112
2019/20 0.0138 0.0104 0.0022 0.0101
Mean 0.0152 0.0113 0.0046 0.0199
S.D. 0.0061 0.0036 0.0028 0.0106
C.V. 0.4007 0.3157 0.5954 0.5306

Sources: annual reports of selected commercial banks.

Figure 4.2
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Table 4.2 and figure 4.2 shows the non-performing loan of selected commercial
banks. The non-performing loan of Himalayan bank is in decreasing trend in 2011/12
then started to fluctuating trend. Non-performing loan of SBL is increasing trend up to
2013/14 then started to decrease. The NPL of EBL is increasing trend up to 2014/15
then started to decreasing trend. The NPL of Laxmi bank is on a fluctuating trend.
According to the Himalayan bank has highest average NPL with highest standard

deviation and lowest average of Everest bank.

4.1.3. Cost per loan assets

Cost per loan assets is considered as a determinant of the bank’s performance and is
viewed as an indicator of credit risk. Banks that are efficient in managing their
expenses (costs), holding other factors constant, earn high profits. Its main aim is to
indicate the efficiency in distribution loans to customers.

Table 4.3

Cost per Loan Assets of Sample Bank

Bank

Fiscal Year SBL Laxmi Bank EBL HBL

2010/11 0.0226 0.0212 0.0214 0.0334
2011/12 0.0249 0.0228 0.0224 0.0345
2012/13 0.0109 0.0231 0.0219 0.0374
2013/14 0.0243 0.0234 0.0218 0.0362
2014/15 0.0209 0.0209 0.0224 0.0354
2015/16 0.0153 0.0193 0.0189 0.0248
2016/17 0.0186 0.0196 0.0199 0.0248
2017/18 0.0197 0.0212 0.0229 0.0254
2018/19 0.0242 0.0246 0.0224 0.0267
2019/20 0.0257 0.0234 0.0217 0.0254
Mean 0.0207 0.0219 0.0216 0.0307
S.D. 0.0045 0.0017 0.0012 0.0054
CV 0.2163 0.0764 0.0546 0.1761

Sources: Annual reports of selected commercial banks.
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Figure 4.3
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The table 4.3 and figure show the cost per loan asset of selected commercial banks.
According to the table and figure Himalayan bank has higher average comparison to
banks and lower mean of Siddhartha bank. Himalayan bank has capacity to manage
their expenses holding other factors to earn high profit and to point out efficiency in
distributing loans to customers. As a results HBL is higher average but Everest bank

has lower C.V. comparison to other selecting banks it's risky.

4.1.4. Cash reserve ratio

Cash reserve ratio is one of the control variable used in analyzing effect of credit risk
on the performance of banks. Traditionally, cash reserve ratio (CRR) has been one of
the monetary tools in the hands of the central bank. Cash reserve ratio (CRR) is a
specified minimum fraction of the total deposits of customers which commercial
banks have to hold as reserves with the central bank. By changing CRR, the central
bank can control the amount of liquidity. If the reserve requirement is raised, banks
will have less money to loan out and this effectively reduces the amount of capital in the

economy, therefore lowering the money supply
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Table 4.4
Cash Reserve Ratio of Sample Banks
Bank

Fiscal Year SBL Laxmi Bank EBL HBL
2010/11 0.0561 0.0922 0.0955 0.0575
2011/12 0.1186 0.1960 0.1722 0.0872
2012/13 0.0960 0.1233 0.1519 0.0608
2013/14 0.1722 0.1828 0.1691 0.0872
2014/15 0.0863 0.1259 0.2427 0.0832
2015/16 0.0600 0.0717 0.1661 0.0627
2016/17 0.0886 0.0732 0.1652 0.2664
2017/18 0.0637 0.0657 0.1775 0.2305
2018/19 0.0456 0.0559 0.1856 0.2625
2019/20 0.0503 0.0829 0.1443 0.3139
Mean 0.0837 0.1069 0.1670 0.1516
S.D. 0.0368 0.0467 0.0348 0.0976
C.V. 0.4391 0.4365 0.2081 0.6438

Source: Annual reports of selected banks.
Figure 4.4
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Table 4.4 and figure 4.4 shows the cash reserve ratio (CRR) of selected commercial

banks. According the table and figure Everest bank has higher average, which means
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it's highly liquidity to manage the performance of bank as well as Everest bank has
lowest C.V. it also shows low risky for bank performance. And Siddhartha bank has

lower average it indicates the bank has lowest liquidity.

4.1.5. Bank size

Bank size as measured by total assets is one of the control variables used in analyzing
performance of the bank system (Smirlock, 1985). Bank size an important financial
measure used to represent the volume of the bank. The size of the firm can be
measure in many ways, through turnover, paid up capital, capital employed, total
assets, net sales, market capitalization, etc. In the present study bank size is measured
by total assets scaled in natural logarithm.

Table 4.5
Bank Size (Size in Ln) of Sample Banks

Bank

Fiscal Year SBL Laxmi Bank EBL HBL
2010/11 23.9181 23.7941 24.5570 24.5678
2011/12 24.1120 23.9782 24.7453 24.7189
2012/13 24.2405 24.1180 24.9089 24.8366
2013/14 24.4203 24.2781 24.9781 25.0218
2014/15 25.6496 24.5427 25.3199 25.1397
2015/16 25.0328 24.7341 25.4585 25.3271
2016/17 25.2217 24.9916 25.4812 25.3985
2017/18 25.5097 25.1172 25.6987 25.4808
2018/19 25.7604 25.3961 25.8595 25.6148
2019/20 23.9298 25.5823 25.9437 25.7724
Mean 24.8795 24.6532 25.2951 25.1878
S.D. 0.6784 0.5818 0.4539 0.3783
C.v. 0.0273 0.0236 0.0179 0.0150

Sources: Annual reports of selected banks
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Figure 4.5
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The table 4.5 and figure shows descriptive statistic mean standard deviation and C.V. the
bank size of selected commercial bank from 2010/11 to 2019/20 fiscal year.
According to the table and figure in fiscal year 2013/14, Siddhartha bank has highest
total assets scale in natural logarithm while Laxmi bank has lowest total assets scale

in natural logarithm.

Profitability ratio

The major performance indicator of any firm is profit. The objective of investment
policy is to make good return. Any organization has to desire of earning high profited
which helps to survive the firm and indicates the efficient operation of the firm. Profit
is the essential part of business activities to meet internal obligation, overcome the
future contingencies, make a good investment policy, expand the banking transaction
etc.

Profitability ratios are the best indicators of overall efficiently. Here, those ratios are
presented and analyzed which are related with profit as well as fund mobilization.

Through the following ratios
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4.1.6. Return on assets ratio

This ratio measures the overall profitability of all working fund i.e. Total assets. A
firm has to earn satisfactory return on working funds for its survival. The following
table shows return on total assets ratio of selected banks.

Table 4.6

Return on Assets Ratio of Sample Banks

Bank

Fiscal Year SBL Laxmi Bank EBL HBL

2010/11 0.0128 0.0176 0.0210 0.0191
2011/12 0.0112 0.0150 0.0211 0.0176
2012/13 0.0143 0.0148 0.0239 0.0154
2013/14 0.0174 0.0138 0.0239 0.0130
2014/15 0.0151 0.0104 0.0185 0.0134
2015/16 0.0169 0.0135 0.0185 0.0194
2016/17 0.0154 0.0161 0.0172 0.0203
2017/18 0.0159 0.0155 0.0197 0.0167
2018/19 0.0147 0.0166 0.0194 0.0221
2019/20 0.0118 0.0122 0.0142 0.0179
Mean 0.0146 0.0147 0.0197 0.0175
S.D. 0.0019 0.0020 0.0028 0.0028
C.v. 0.1347 0.1399 0.1418 0.1591

Sources: Annual report of selected commercial banks.
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Figure 4.6
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Table 4.6 and figure shows mean, standard deviation, C.V. and return on assets
(ROA) associated with selected commercial banks for ten years’ periods. According
to figures, Everest bank highest average returns on assets comparison to other banks,
and Siddhartha bank has lowest average. Everest bank has efficiently utilizing its total
assets among the other banks. Siddhartha bank has C.V. 0.1347 is less than
comparatively other sample banks it means less risky for return on assets ratio for
bank.

4.1.7. Return on equity ratio

Equity capital of any bank is its owned capital. The prime objective of any bank is
wealth maximization or in other words to earn high profit and thereby, maximizing
return on its equity capital. Return on equity plays the measuring role of profitability
of bank. It reflects the extent to which the bank has been successful to mobilize or
utilize its equity capital. A high ratio indicates higher successful to mobilize its owned

capital and vice-versa.



Table 4.7

Return on Equity Ratio of Sample Banks

Bank

Fiscal Year ~ SBL Laxmi bank ~ EBL HBL

2010/11 0.1566 0.1775 0.2991 0.2235
2011/12 0.1511 0.1558 0.2611 0.2069
2012/13 0.1926 0.1551 0.3047 0.1781
2013/14 0.2334 0.1510 0.2839 0.1577
2014/15 0.2068 0.1033 0.2285 0.1598
2015/16 0.2011 0.1275 0.2032 0.2453
2016/17 0.1488 0.1111 0.1738 0.2122
2017/18 0.1389 0.1059 0.1600 0.1417
2018/19 0.1502 0.1257 0.1733 0.1834
2019/20 0.1339 0.1010 0.1350 0.1540
Mean 0.1713 0.1314 0.2224 0.1863
S.D. 0.0323 0.0255 0.0589 0.0325
C.V. 0.1889 0.1939 0.2649 0.1747

Sources: Annual reports of selected commercial banks.

Figure 4.7
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Table and figure shows the ratio of net profit and net worth as return on equity of
Siddhartha bank, Laxmi bank and Everest bank and Himalayan Bank. The mean
return on equity of Siddhartha bank, Laxmi bank and Everest bank and Himalayan
bank is 17.13%, 13.14%, and 22.24% and 18.63% respectively. Everest bank has
highest ratio of mean as compare to other sample bank's ratio, this ratio indicates the
profitability of the owner's investment. Highest ratio shows the improvement situation
of bank and lowest ratio shows the poorer situation of bank. However, compare the
C.V. Himalayan bank has lowest ratio 17.47% its low risk for bank investment

performance.

4.2 Statistical analysis

Statistical tool is one of the important tools to analyze the data. There are various
tools for the analysis of tabulated data such as, mean, standard deviation, regression
analysis, co-relation analysis, trend analysis, various types of tests etc. There are

convenient statistical tools are used in this thesis study.

4.2.1. Descriptive statistic

Descriptive statistic summarizes or describes the characteristic of a data set, which
can be either representation of the entire or a sample of a population. Descriptive
statistics are broken down into measure of central tendency and measures of
variability (spread). Measures of tendency include the mean, median, mode, standard
deviation, while measures of variability, and include variance, minimum and
maximum variables, kurtosis, and skewness. Descriptive statistic calculates the
minimum and maximum, mean, standard deviation, and coefficient variances of the
study.

Table 4.8 reveals the descriptive properties of the variables. The descriptive properties
of the variables were highlighted based on the mean, maximum, minimum, standard

deviation, coefficient of variation and number of observation.



49

Table 4.8

Descriptive Statistics

N Minimum Maximum Mean Std. Deviation

ROA 40 1.0400 3.2200 1.717250  .4033322

ROE 40 10.3300  30.4700  17.756000 5.1566779
CAR 40 10.4300 14.6900  11.979000 1.0665300
NPL 40 .0160 9.3000 1.623875  1.9882731
CLA 40 1.0900 25.4100 2937500  3.6833414
CRR 40 4.5600 31.3900 12.722500 6.9430267
BS 40 23.7941  25.9437 25.003913 .6001999

Sources: - Appendix |

The descriptive statistic for variable used in this study. The data incorporate the
period from 2010/11 to 2019/20. The mean of ROA is 1.72, the minimum 1.04 and
maximum 3.22 and the mean ROE is 17.7560, the minimum is 10.33 and maximum is
30.47. Regarding the mean of capital adequacy ratio (CAR) is 11.98 and minimum is
10.43 and maximum is 14.69. The mean of non-performing loan (NPL) is 1.62 and
minimum is 0.016 and maximum is 9.30 respectively. Cost per loan assets (CLA)
mean is 2.94 where minimum and maximum is 1.09 and 25.41 respectively. The mean
CRR posit is 12.72 and bear minimum and maximum is 4.56 and 31.39 respectively.
The mean of bank size (BS) is 25.0039; the minimum is 23.79 and maximum 25.94.
The standard deviation of sample banks ROA, ROE, NPL, CLA, CRR and BS are
0.4033, 5.1566, 1.0665, 1.9882, 3.6833, 6.9430 and 0.6002 respectively.

4.2.2 Correlation analysis

Correlation analysis is a statistical method used to evaluate the relationship between
two or more quantitative variables. A high correlation means that two or more
variables have a strong relationship with each other, while a weak correlation means
that two or more variables are hardly related. A correlation analysis is recognized as a

useful way to summaries the relationship between two variables with single number
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that falls within -1 to +1. The dependent variable is ROA and ROE and independent
variables are capital adequacy ratio, non-performing loan ratio, cost per loan asset,
and cash reserve ratio and bank size for the period of 10 years from 2005/11 to
2019/20. Correlation coefficients between each of the variables are computed to
determine any kind of association.

Correlation matrix gives a preliminary idea of the direction of the relationship
between the selected variable. That is, the meaning full correlation has been observed
between ROA and ROE, where independent variable CAR, NPL, CLA, CRR and BS
sample of banks.

Table 4.9

Correlation Matrix

Correlation matrix

Variables ROA ROE  CAR  NPL CLA CRR BS
ROA 1
ROE 572% 1
CAR -0.048  -0.305 1
1
NPL 0004 -0187  -0.028
LA 0076 -0071 0151  -0.033 1
CRR 0247 0192 362+ 931 420%% 1
as 0169  -0142  686** 99" 0212 0209 1

**_Correlation is significant at the 0.01 level (2-tailed).

*, Correlation is significant at the 0.05 level (2-tailed).

Sources: - Appendix Il
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According to table 4.9, shows the correlation matrix provides some insights into the
independent variables that are significantly correlated to dependent variables ROA
and ROE. The result shows that bank has negative related dependent variables ROA
and ROE with independent variable capital adequacy ratio which indicates that the
relationship is not strong. The bank performance return on assets (ROA) is
significantly positive correlated with non-performing loan ratio the result implies that
as the value of NPL ratio increase the performance of bank will increase and return in
equity (ROE) is negative correlated with NPL which implies the non-performing loan
ratio is increase the performance of bank will decrease. The results revels cost per
loan assets, cash reserve ratio and bank size has significantly positively correlated
with the bank performance ROA which implies that as the value increase, the
performance of bank also increase, significantly positive correlated between ROE and
CRR. And the return on equity ROE insignificant with cost per loan assets and bank
size which indicates that as the value of CLA and BS increase, the bank performance

of ROE will decrease.

4.2.3 Analysis of the regression

Regression analysis concerned with the study of the dependence of one variable,
dependent variable, on one or more other variables, the independent variable with a
view to estimating the average value of the dependent variable from the known values
of the independent variable. In regression analysis there are two types of variable. The
variable whose value is influenced or is to be predicted is called dependent variable
and the variable which influences the values or is used for prediction, is called
independent variable. In this study ROA and ROE is dependent variable and capital
adequacy ratio, non-performing loan, cost per loan assets, cash reserve ratio and bank
size are the independent variables.

ROA = a+b1 CAR + b2 NPL + b3 CPLA + b4 CRR + bs Size + €jt...ceuvvvennnn. (1)
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Table 4.10
Variation in ROA explained by CAR, NPL, CLA, CRR and BS

Model Summary

Std. Error of the

Model R R Square Adjusted R Square .
Estimate

1 531° 0.282 0.176 0.3660563

a. Predictors: (Constant), BS, CRR, NPL, CLA, CAR

Sources: - Appendix 111

Table 4.10 shows of the model summary, which explain the total variation in ROA
explained by CAR, NPL, CLA, CRR and bank size. The value of coefficient of
multiple determinations R Square is .282 this implies that the variation in ROA can be
explained by 28.2% independent variables (CAR, NPL, CLA, CRR and BS) at 95%
confidence interval. The chance of error of the estimated is 36.605663. The
coefficient of multiple determination R Square shows that 28.2% changes in ROA of
Nepalese commercial bank could be accounted to change in CAR, NPL, CLA, CRR
and BS and remaining 71.8% are contribute by other factors. R is the correlation
coefficient which shows the relationship between the study variables. Above the table
shown significant positive relationship between the study variables as shown by
531%

Table 4.11

Goodness of fit of Regression (ANOVA)

ANOVA?
Sum of Mean
Model Squares df Square F Sig.
1 Regression 1.788 5 0.358 2.669  .039"
Residual 4.556 34 0.134
Total 6.344 39

a. Dependent Variable: ROA
b. Predictors: (Constant), BS, CRR, NPL, CPLA, CAR

Sources: - Appendix 1V
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The table shown of ANOVA, the processed data which is the population parameters
had a significance level of .039° % which shows that the data is ideal making a
conclusion on the population's parameters as the value of significance (p-value) is less
than standard 5%. The Fisher's ratio (i.e., the F-statistic) which is the proof of the
validity of the estimated model as reflected in the above table (model summary). The
F value is about 2.669 and P value or F (sig) that to 0 .039° this invariably suggests
clear that simultaneously the explanatory variables are significantly associated

variable. That is, they strongly determine the behavior of the return on assets.

Table 4.12
Regression Results for Independent Effect of CAR, NPL, CLA, CRR and Bank Size
(Coefficient)

Coefficients®

Unstandardized  Standardized Collinearity
Model Coefﬁuer;’ttsOI Coefficients i Sig. — Statistics
' Beta okranc ik
Error e

(Constant)  -7.772 3.412 -2.278 0.029

CAR -0.268 0.091 -0.709 -2.958 0.006 0.368 2.717
1 NPL 0.084 0.038 0.413 2.232 0.032 0.617 1.62

CAL -0.021 0.018 -0.193 -1.145 0.26 0.744 1.344

CRR 0.033 0.011 0.561 2.914 0.006 0.571 1.753

BS 0.488 0.164 0.727 2.979 0.005 0.355 2.817

a. Dependent Variable: ROA
Sources: - Appendix V

From the table of regression model the beta coefficient of the CAR, NPL, CLA, CRR
and BS of Nepalese commercial banks to a constant zero. Return on assets of
Nepalese commercial banks would be -7.772, its established that a unit decrease level
of CAR would cause to decrease in ROA by a factor of -.268, a unit increase in NPL
ratio leads to increase in ROA by a factors of .084, a unit decrease in CLA would
cause decrease in ROA by a factors of -.021, a unit increase in CRR ratio leads to
increase in ROA by a factors of .033 and a unit increase in BS leads to increase in
ROA by factors of .488 of Nepalese commercial bank. The results of show there is
positive relationship between ROA and four independent variables (CAR, NPL, CRR
and BS). And there is negative relationship between ROA and CLA the relationship is

not significant which indicates that there is no any relationship between cost per loan
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assets and performance. The table also shows the VIF, multicollinearity test which
indicates relationship between independent variable to each others. Here variables'
tolerance value is greater than 0.2 it means there are no multicollinearity problems.
And variance inflation factors is greater than 1 and less than 5, as a results variables

VIF value is greater than 1 the predictors maybe moderately correlated.
ROE =a+b1 CAR + b2 NPL + bsCPLA + b4aCRR + b5 Size + €jt......oevvvnen.... (1)

Table 4.13
Variation in ROE explained by CAR, NPL, CLA, CRR and BS

Model Summary

Std. Error of the

Model R R Square  Adjusted R Square Estimate

1 497° 0.247 0.136 4.7921865

a. Predictors: (Constant), BS, CRR, NPL, CLA, CAR

Sources: - Appendix VI

Table 4.13 shows of the model summary, which explain the total variation in ROE
explained by CAR, NPL, CLA, CRR and bank size. The value of coefficient of
multiple determinations R Square is .247 this implies that the variation in ROE can be
explained by 24.7% independent variables (CAR, NPL, CLA, CRR and BS) at 95%
confidence interval. The chance of error of the estimated is 4.7921865. The
coefficient of multiple determination R Square shows that 24.7% changes in ROE of
Nepalese commercial bank could be accounted to change in CAR, NPL, CLA, CRR
and BS and remaining 75.3% are contribute by other factors. R is the correlation
coefficient which shows the relationship between the study variables. Above the table
shown significantly positive relationship between the study variables as shown by
4972, this result is complimented by R square of about 24.7%, which is essential the

proportion of total variance that is explained by the model.
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Table 4.14
Goodness of fit Regression ANOVA

ANOVA?®
Sum of Mean
Model Squares df Square F Sig.
1 Regression 256.25 5 51.25 2232 .044
Residual 780.812 34 22.965
Total 1037.06 39

a. Dependent Variable: ROE
b. Predictors: (Constant), BS, CRR, NPL, CPLA, CAR
Sources: - Appendix VII

The table shown of ANOVA, the processed data which is the population parameters
had a significance level of .044° % which shows that the data is ideal making a
conclusion on the population's parameters as the value of significance (p-value) is less
than standard 5%. The Fisher's ratio (i.e., the F-statistic) which is the proof of the
validity of the estimated model as reflected in the above table (model summary). The
F value is about 2.232 and P value or F (sig) that to 0 .044° this invariably suggests
clear that simultaneously the explanatory variables are significantly associated

variable. That is, they determine the behavior of the return on equity.

Table 4.15
Regression Results for Independent Effect of CAR, NPL, CLA, CRR and Bank Size
(Coefficient)

Coefficient’
Unstandardized Standardized Collinearity
Model Coefficients Coefficients i Sig Statistics
Std. " Tolerance
Beta VIF
Error
(Constant) 3.571 44.667 0.08 0.937
CAR -2.783  1.186 -0.576 -2.346 0.025 0.368 2.717
1 NPL 0.008 0.491 0.003 0.015 0.988 0.617 1.62
CLA -0.303 0.242 -0.216 -1.253 0.219 0.744 1.344
CRR 0.333 0.146 0449 2278 0.029 0571 1.753
BS 1.766 2.146 0.206 0.823 0.416 0.355 2.817

a. Dependent Variable: ROE
Sources: - Appendix VIII
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From the table of regression model the beta coefficient of the CAR, NPL, CLA, CRR
and BS of the Nepalese commercial banks. Return on equity of Nepalese commercial
banks would be 3.571, it's established that a unit decrease in CAR would cause to
decrease in ROE by a factors of -2.738, a unit increase in NPL would to increase in
ROE by a factors of .008, a unit is decrease in CLA leads to decrease in ROE by a
factors of -.303, a unit increase in CRR would cause to increase in ROE by a factors
of .333 and a unit increase in BS leads to increase in ROE by a factors of 1.766 of
Nepalese commercial banks. The result is show there is positive relationship between
ROE and two independent variables (CAR and CRR). There is negative relationship
between ROE and three independent variables (NPL, CLA and BS) which indicates
there is no any relationship bank performance. The table also shows VIF
multicollinearity test which indicates relationship between independent variable to
each other. Here variables' tolerance value is greater than 0.2 it means there are no
multicollinearity problems. And variance inflation factors is greater than 1 and less
than 5, as a results variables VIF value is greater than 1 the predictors maybe
moderately correlated.

4.4 Major findings

According to the Capital adequacy ratio, Everest bank has highest average of
CAR i.e. 13.81% and Himalayan bank has lowest CAR i.e. 11.77%.

According to the Non- Performing Loan ratio, Himalayan bank has highest
average NPLR i.e. 1.99% and Everest bank has lowest ratio of NPLR i.e. 0.46%.
According to the Cost per loan assets analysis, Himalayan bank has highest
average CPL i.e. 3.07% and Siddhartha bank has lowest average i.e. 2.07%.
According to the Cash reserve ratio, Everest bank has highest average CRR i.e.
16.70% and Siddhartha bank has lowest average CRR i.e. 8.37%.

According to the Bank size analysis of Everest bank has highest average BS (i.e.
Ln 25.2951) which is based on total assets scaled in natural logarithm and Laxmi
bank has lowest average BS (i.e. Ln 24.6532).

According to the Return on assets analysis, EBL has highest average ROA i.e.
1.97% and Siddhartha bank has lowest average i.e. 1.46%.

From the descriptive statistics analysis, the mean of ROA is 1.72, the minimum
1.04 and maximum 3.22 and the mean ROE is 17.7560, the minimum is 10.33 and
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maximum is 30.47. Regarding the mean of capital adequacy ratio (CAR) is 11.98
and minimum is 10.43 and maximum is 14.69. The mean of non-performing loan
(NPL) is 1.62 and minimum is 0.016 and maximum is 9.30 respectively. Cost per
loan assets (CPLA) mean is 2.94 where minimum and maximum is 1.09 and 25.41
respectively. The mean CRR posit is 12.72 and bear minimum and maximum is
4.56 and 31.39 respectively. The mean of bank size (BS) is 25.0039; the minimum
IS 23.79 and maximum 25.94. The standard deviation of sample banks ROA,
ROE, NPL, CPLA, CRR and BS are 0.4033, 5.1566, 1.0665, 1.9882, 3.6833,
6.9430 and 0.6002 respectively.

From the bivariate correlation analysis, the return on assets (ROA) of sampled
banks is positively correlated with ROE, NPL, CPL, CRR and Bank size. It
indicates increase in commercial banks leads to increase in ROA. And return on
equity of sampled banks is negatively correlated with CAR, which implies that
decrease in CAR leads to increase in ROA.

There is negative correlation between ROA and CAR of commercial banks (i.e.-
.048). There is positive correlation between ROA and NPL of commercial banks
(i.e. 0.004). There is positive correlation between ROA and CPL of commercial
banks (i.e. 0.076). There is positive correlation between ROA and CRR of
commercial banks (i.e. 0.247). There is positive correlation between ROA and BS
of commercial banks (i.e. 0.169).

From the bivariate correlation analysis, the return on equity (ROE) of sampled
banks is positively correlated with CRR and negative correlated with CAR, NPL,
CPL and Bank size.

There is positive correlation between ROE and CRR of commercial banks (i.e.
0.192), and there is negative correlation between ROE and CAR, NPL, CPL and
BS respectively, (i.e. -0.305, -.0.187, -0.71 and -1.42).

The coefficient of multiple determination of equation is 0.282. This means the
variables CAR, NPL, CPL, CRR and BS are responsible for determining banks
performance by 28.2% and rest 71.2% are unexplained on determined the banks
performance.

The multiple regressions show that the regression for determining is positive for
all independent variables. (CAR, NPL, CPL, CRR and Bank Size).
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The coefficient of multiple determination of equation is 0.247. |This means the
variables CAR, NPL, CPL, CRR and BS are responsible for determining banks
performance by 24.7% are unexplained on the determined the bank performance.
The multiple regressions show that the regression for determining is positive for
independent variables.

The tests of P-value explain that the relationship of ROA with CAR, NPL, CPL,
CRR and BS of the bank at 5% level is significant. Since the p-value of CAR,
NPL, CRR and BS are less than 0.05 which means CAR, NPL, CRR and BS
significantly affect the ROA. The p-value of CPL of bank is more than 0.05 which
is means that CPL bank has insignificant impact the ROA. And ROE with
independent variables CAR and CRR are less than 0.05 which means it's
significantly impact the ROE. The p-value of NPL, CPL and BS are more than
0.05 which means NPL, CPL and BS bank has insignificant impact the ROE.
According variables' tolerance value is greater than 0.2 it means there are no
multicollinearity problems. And variance inflation factors is greater than 1 and
less than 5, as a results variables VIF value is greater than 1 the predictors maybe

moderately correlated.

4.5 Discussion

The study used descriptive and multiple regression analysis to examine the factors
affecting the credit risk management and bank performance of commercial banks.
Appropriate research methodology has used secondary data were collected for the
annual reports of selected commercial banks. To obtain the result of the study
different financial and statistical tools are used.

From the regression model the results revealed that capital adequacy ratio, non-
performing loan, cash reserve ratio and bank size have significant positive
relationship with return on assets ROA of Nepalese commercial banks. And cost per
loan assets has insignificant relationship with return on assets of commercial banks.
And from the regression model the results of capital adequacy ratio and cash reserve
ratio has significant positive relationship with return on equity ROE and non-
performing loan, cost per loan asset and bank size has insignificant relationship with
return on equity of selected commercial banks.

The results of capital adequacy ratio (CAR) having a positive relationship with ROA
and ROE consistent with Bhattarai (2016), Paudel (2012), and Ekinci & Kenet (2019).
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This may be because high capital adequacy ratios manage the credit risk and bank's
performance.

The results of non-performing loan ratio having negative relationship with ROA and
ROE are not consistent the finding Bhattarai (2016). The results of non-performing
loan ratios having positive relationship with ROA and ROE are consistent with Abiola
and Olausi (2014).

The results of cost per loan assets having positive relationship with ROA and ROE are
consistent the finding Bhattarai (2016). CPL having negative relationship with ROA
is not consistent the finding Paudel (2012). It indicates no any relationship CPL and
performance.

The results of cash reserve ratio having positive relationship with ROA and ROE are
consistent the finding Bhattarai (2016). It indicates CRR is impact of bank
performance. By changing CRR, the central bank can control the amount of liquidity.
If the reserve requirement is raised, banks will have less money to loan out and this
effectively reduces the amount of capital in the economy, therefore lowering the
money supply.

The results of bank size of having positive relationship with ROA is consistent the
finding Bhattarai (2016). Bank size controls for cost differences in product and risk
diversification according to the size of the financial institution. This is included to
control for the possibility that large banks likely to have greater product and loan

diversification.
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CHAPTER V

SUMMARY AND CONCLUSION

This is final chapter that involves summary, conclusions and implications of the
research work. The fact and finding from secondary data analysis are presented in this

chapter.

5.1 Summary

This chapter provides a brief summary of the entire body and highlights the major
findings of the study. The objective of the study was to investigate the internal factors
affecting the credit risk management and bank performance of bank. Chapter one
gave a detailed background of effect of credit risk and bank performance of bank and
objectives of the study. The chapter also focused significance of the study, limitation
and the organization of the study.

The specific objectives of this study are (1) to investigate the impact of credit risk on
performance of Nepalese commercial bank, (2) to analyze the impact of CAR, NPLR,
CLA, CRR and Bank size on ROA of Nepalese commercial banks, (3) to examine the
impact of CAR, NPLR, CLA, CRR and Bank size on ROE of Nepalese commercial
banks.

Chapter two presented the review of theoretical literature on credit risk management
and bank performance of commercial banks. Different theories of discussion in this
chapter, so many national and international articles and these related to factors
affecting the credit risk management and bank performance of commercial banks also
reviewed in this section. This chapter defined the summary and gaps to be filled by
the study, and this chapter also defined the theoretical framework.

Chapter three was structure around research design, population, sample design, data
collection procedures and instrument, data analysis and presentation. The sample
comprised of four sampled commercial banks (i.e. Siddhartha bank, Laxmi bank, and
Everest bank and Himalayan bank) from a total population of 27 commercial banks
by using a convenient sampling method that met the eligibility criteria. To achieve the
objectives of the study, descriptive and causal comparative research design has been
employed.

Chapter four presented and discussed the results of empirical testing of factors
affecting the credit risk management and bank performance of commercial banks.
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Data are analyzed by using appropriate financial descriptive and analytical tools.

Major finding of the study were also pointed out in this chapters.

5.2 Conclusion

The main purpose of study is to investigate the credit risk management and bank
performance of commercial banks. For this study using secondary data of four
commercial banks, with 40 observations for the period of 2011/11 to 2019/20 have
been used for the analysis. The results showed that credit risk management an
important predictor of bank financial performance thus success of bank performance
depends on risk management.

Based on the results of study capital adequacy ratio, non-performing loan ratio, cash
reserve ratio and bank size mostly impact the banks performance. This is evidence by
the significant results of capital adequacy ratio could be regarded as the influencing
variable for bank performance, higher capital adequacy is able to absorb possible loan
losses and avoids bank run insolvency and cover the risk.

The results of the study show non-performing loan is positive significant with ROA
and insignificant with ROE. It means non-performing loan only influencing to banks
ROA.

Cost per loan assets has insignificant of bank performance, it means CLA could not
be influencing variable to enhance bank performance. Whereas cash reserve ratio has
significant the bank performance, CRR is measure the liquidity of bank. The study
has found credit risk indicators; bank performance is also affected by bank size.

It was also analyzing bank return on equity, whereas capital adequacy ratio and cash
reserve ratio significant of bank performance. It provides to owners predict enhance
bank performance and capital allocation decision.

Since credit risk management in general has very significant contribution to bank
performance the bank performance the bank is advised to put more emphasis on risk

management, to reduces risk on loans and achieve maximum performance.

5.3 Implication

This study also has several implications pointing to interesting avenues for future

research. Some implication and suggestions for future research are discussed here.
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5.3.1. General implication

Based on the finding of the study, for banking investment to customer analysts
can use the information regarding the factors they should consider investment
decisions and while predicted the credit risk management and bank
performance of banks. The results of study suggest banker should pay
attention to CAR, NPLR, CLA, CRR and bank size before making any
decisions regarding to investment.

This study examined the internal factors that affect the credit risk management
and bank performance of Nepalese commercial banks. The variable chosen
were firm specific variables and may not be only variables that affect bank
performance. It is recommended that further research could be conducted to
established whether other external factors.

This study has been conducted in the context of Nepalese commercial banks,
with short period of time and with small size. Future studies may deal with a
wide area of firms with a long period of time.

There is need to conduct an event study on the factors impact credit risk
management and bank performance for listed commercial banks. Internal
factors like (CAR, NPLR, CLA, CRR and Bank size) are vital element of
commercial banks. This thesis reveled much on the factors impact the credit
risk management and bank performance of commercial banks and hence has
contributed in the area of banking sectors in Nepal.

This study guide to potential investors' decision in Nepal to focus on the
factors discussed above before making investment decisions. It is helps to

reduce credit risk and increase bank performance and profitability.

5.3.2 Implication for future studies

This study has portrayed some crucial results and one avenue for the future research is

to extend the study to other emerging market.

This result is basically from "A" class financial institution of Nepal. Thus the future

study may incorporate other financial sectors such as development banks, insurance

finance companies and micro-finance companies. The study is entirely based on

secondary data. Therefore, future study can be based on using primary data or both

primary and secondary data. The sample size and time period taken for the study is

limited so future study can be carried out by taking a large sample size for a longer
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time period. The model used in study is limited multiple linear regressions. Thus other
model can be taken to set a model and examine the impact of corporate governance on
the capital structure of Nepalese commercial banks. Finally, future studies can use
some advanced statistical tools.
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Appendix |
Descriptive Statistics
N Minimum Maximum Mean Std. Deviation
ROA 40 1.0400 3.2200 1.717250 4033322
ROE 40 10.3300 30.4700 17.756000 5.1566779
CAR 40 10.4300 14.6900  11.979000 1.0665300
NPL 40 .0160 9.3000 1.623875 1.9882731
CPLA 40 1.0900 25.4100 2.937500 3.6833414
CRR 40 4.5600 31.3900 12.722500 6.9430267
BS 40 23.7941 25.9437 25.003913 .6001999
Valid N (listwise) 40
Appendix 11

Correlations

ROA ROE CAR NPL CPLA CRR BS
ROA  Pearson Correlation 1 572" -.048 .004 .076 247 169
Sig. (2-tailed) .000 770 981 641 124 298
N 40 40 40 40 40 40 40
ROE  Pearson Correlation 572" 1 -.305 -.187 -.071 192 -.142
Sig. (2-tailed) .000 .056 248 664 235 381
N 40 40 40 40 40 40 40
CAR  Pearson Correlation -.048 -.305 1 -.028 151 362 686~
Sig. (2-tailed) 770 .056 865 353 022 .000
N 40 40 40 40 40 40 40
NPL Pearson Correlation .004 -.187 -.028 1 -.033 -.310 -.359"
Sig. (2-tailed) 981 248 .865 .839 .051 .023
N 40 40 40 40 40 40 40
CPLA  Pearson Correlation 076 -071 151 -.033 1 4207 212
Sig. (2-tailed) 641 664 353 .839 .007 .189
N 40 40 40 40 40 40 40
CRR  Pearson Correlation 247 192 362" -.310 420" 1 209
Sig. (2-tailed) 124 235 022 .051 .007 195
N 40 40 40 40 40 40 40
BS Pearson Correlation 169 -.142 686" -.359° 212 209 1
Sig. (2-tailed) 298 381 .000 .023 .189 195
N 40 40 40 40 40 40 40

**_Correlation is significant at the 0.01 level (2-tailed).

*. Correlation is significant at the 0.05 level (2-tailed).



Appendix 11

Coefficients?

Standardiz
Unstandardized ed Collinearity
Coefficients Coefficients Statistics
Model B Std. Error Beta t Sig.  Tolerance VIF
1 (Constant) -7.772 3.412 -2.278 .029
CAR -.268 .091 -.709 -2.958 .006 .368 2.717
NPL .084 .038 413 2.232 .032 .617 1.620
CAL -.021 .018 -.193 -1.145 .260 744 1.344
CRR .033 .011 .561 2.914 .006 571 1.753
BS .488 .164 727 2.979 .005 .355 2.817
a. Dependent Variable: ROA
Appendix IV
Model Summary
Adjusted R Std. Error of the
Model R R Square Square Estimate
1 531° 282 176 .3660563
a. Predictors: (Constant), BS, CRR, NPL, CPLA, CAR
Appendix V
ANOVA?
Model Sum of Squares df Mean Square F Sig.
1 Regression 1.788 5 .358 2.669 .039°
Residual 4.556 34 .134
Total 6.344 39

a. Dependent Variable: ROA
b. Predictors: (Constant), BS, CRR, NPL, CPLA, CAR
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Appendix VI

Model Summary
Adjusted R Std. Error of the
Model R R Square Square Estimate

1 4972 247 .136 4.7921865
a. Predictors: (Constant), BS, CRR, NPL, CPLA, CAR

Appendix VII
ANOVA?®
Model Sum of Squares df Mean Square F Sig.
1 Regression 256.250 5 51.250 2.232 .044°
Residual 780.812 34 22.965
Total 1037.062 39

a. Dependent Variable: ROE
b. Predictors: (Constant), BS, CRR, NPL, CPLA, CAR

Appendix VIII

Coefficients?

Unstandardized Standardized Collinearity
Coefficients Coefficients Statistics

Model B Std. Error Beta t Sig. Tolerance  VIF
1 (Constan 3.571 44.667 .080 .937

t)

CAR -2.783 1.186 -.576 -2.346 .025 368 2.717

NPL .008 491 .003 .015 .988 .617 1.620

CAL -.303 242 -.216 -1.253 .219 744 1.344

CRR .333 .146 449 2.278 .029 571 1.753

BS 1.766 2.146 .206 .823 416 355 2.817

a. Dependent Variable: ROE
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