CHAPTER-1INTRODUCTION

1.1 Background of the study

Bank, a financial institution, is playing a vital role in the economic development of the
country. The function of banks are not only accepting deposits and granting loans but
also includes wide range of services to the different status of society, to facilitate the
growth of trade, commerce, industry, and agriculture of the national economy. In the
absence and insufficiency of banking and financial facilities, the growth of the economic
development becomes slow. However bank is a resource for economic development,
which maintains the self —confidence of various segments of society and advances credit

to the people.

According to Duffie and Singgleton (2003), credit risk can be defined as the risk of
default or of reductions in market value caused by changes in the credit quality of issuers
or counterparties. Conventionally, credit risk arises through lending, investing as well as
credit granting activities and concerns the returns of borrowed money or the payment for
sold goods. Besides it also appears through the performance of counterparties in
contractual agreements such as derivatives (Horcher 2005) In Nepal financial institutions
are growing in the rapid pace every day. Among these financial institutions commercial
banks have significant role for the development of the country. They mobilize the idle
resources in the very profitable sectors by collecting the scatter resources. Today
competitive and advanced technology market to become awell competitor isvery crucial.
Hence money is the topic to manage and banks are the manager. The efficiency of
commercia bank measures by the soundness of financial indicator, to provide the capital
and technical assistance for the development of commercial sector, also facilitate the

agency function is the objective of commercia bank.

In Nepal commercial banks are established under the provision of commercial bank act

2031 B.S there are 32 commercial banks are in operation. CBs contribute significantly in



the formation, and mobilization of internal capital and development effort .They also
furnish necessary working capital according to the requirements for trade, commerce,
industry and agriculture sectors. They also perform agency function to make life easier
and play an important role in credit creation. Besides they aso provide technical and
administrative assistance to industries, traders and business enterprises.CBS main
objectives is to earn reasonable profit as reward for their services by mobilization of idle
resources, in particular sectors.CBS help to reduce the probability of inflection by
increasing the interest rate while economy is boom period and reduce the interest rate, so
that investors are interested for investment in case of depression period. According to
Nepal commercial bank act 2031BS ‘A commercial bank is that which exchanges money,
deposits money, accepts deposits, grants loans and performs commercial banking
operation and which is not a bank means for cooperation agriculture, industries or such

specific purpose.

When studying to the origin of modern banking, we come to know that bank of Venice
was established, as the first commercial bank of the world ,in 1157AD and in Nepal,
Nepal bank limited was established , as the first commercial bank in 1994BS.
Government however stretching banking services to the nook and corner of the country
and also managing financial system in a proper way. Thus Nepal Rasta bank (NRB)was
set up on 2013-01-14 as a central bank under Nepal Rasta bank Act 2012BS since then it
has been functioning as the government’s bank and has contributed to the growth of
financial sector. Integrated and speedy development of the country is possible only when
competitive banking services reaches in every part of rura and urban area of country,
keeping this in mind ,government set up RASTRIYA BANIJYA BANK(RBB)IN B.S

2022-10-10 as a fully government owned commercial bank.

Credit is the provision of resources (such as granting loan) by one party to another party.
The first party is the creditor (also known as lender) and the next party is called the
creditors (known as borrower). A movement of financial capital is normally quite
dependent on credit which in turn depends on the reputation or credit worthiness of the

entity, who takes the responsibility for the funds. Banks frequently offer credit to their



customer as per the terms of a purchase agreement. In credit lending process bank and
financial institution follow various guidelines and credit policies which are provided by
NRB as the main directives aong with their own credit policies which are made within
the boundary of NRB guidelines. The credit policy decision of a bank has two broad

dimensions, credit standard and credit analysis.

Credit management strongly refers to analyzing and managing the credit risk. Credit risk
is the defined as the possibility that a borrower will fail to meet its obligations in
accordance with the agreed terms and conditions. The goal of the credit risk management
is to maximize bank’s risk adjusted rate of return by maintaining the credit risk exposures
within acceptable parameters. Banks are increasingly facing credit risk in various
financial instruments like interbank transactions, guarantee and settlement of
transactions. Financial institution credit risk management is used as a benchmark for

evauating the financial position and performance of organization.

The development of financial institution in Nepal was initiated when the first commercial
bank the Nepal bank limited was established in 13"kartik 1994BS as a semi government
organization. commercial bank has dominant role in development of banking and
financial institutions in the country.CBS offer the public deposit and credit services as
well as growing list of new and more innovative and advanced services such as
investment advice, securities underwriting, and selling insurance and financial planning.
Banks are business organizations where several monetary transactions are done. They
collect funds from their clients among different deposit and lend the same to the required
individual and business companies in terms of loans, advances and investment. Thus
proper financial decision making is more important in banking transaction for its
efficiency and profitability.

The study will focuses on how successfully managed the credit risk, regarding public and
private owned commercial banks. Proper management of credit influences the bank

overal performance indicators. Thus it will give more emphasis on the position of credit



risk management of both public and private banks. Comparative study have been

analyzed this thesis assignment.

1.1.2 Statement of the Problem

Trends of bank expansion, operations and establishment are in apex growth condition in
Nepal. Recent political changes are aso adding fuel to grow the financial sector. Daily
various news are broadcasted by media in the concern of merge, upgrade, new
establishment, branch expansion etc .Recent activities of banking sector are also unique,
some of them are busy to introduce new deposit product in high interest rate, some other
are trying to catch attention of client by lowering interest rate on loan. So competition is
high enough but Nepal Rasta Bank is lowering various services by adding various
circular (restriction on margin lending, gift/prizes distribution, revised capital adequacy
etc). Thus study aim to answer following problem and has tried to analyze how the banks
are performing in credit sector and how they stand in comparison to one another. Looking
the recent one year decreased interest rate on deposit of commercial Bank; everyone says

that bank is getting sufficient liquidity for their operation.

According to Regling and Watson (2010) there were flaws in several financial institutions
“ internal risk management in areas such as assessing credit risk and stress-testing. On a
similar vein Lang and Jagtiani (2010) ascertain that there was an overreliance on
statistical risk models. Credit risk management regarded as one of the prime influencing
factors in the decision making issues. In our country having small economy, the financial
ingtitutions volume of liquidity is increasing gradually. Hence the banks and financia
institutions are competing among themselves to advance credit in limited opportunity
sectors. Due to unhealthy competition among the banks the recovery of the bank credit is
going towards negative trends, nonperforming credit of the banks not satisfactory level. It
is necessary to analyze the credit risk management and credit disbursement recovery

provision for loss and written of the credit.

It is no debate that high profitable or successful organization can easily fulfill the every
need of the organization, customers and can serve the society. To improve the
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profitability situation of the bank, it is necessary to establish the higher creditability
position of the bank. Thus, the creditability is the major source and building better
creditability position isthe major strategy of every commercial bank.

Credit is the most effective and sincere area in commercial bank. It is regarded as the
heart of every commercial bank. But the banking sector is far from this fact. Thus, Credit
risk management is considered as the heart issues in Nepalese Commercial banking
sector. Credit risk management concept has appeared as a magjor research gap in Nepalese
Commercia banking sector. There is lack of such scientific and empirical research that
could identify the issues of credit risk management in Nepalese commercia banks. In this
regard, the performance of Nepalese commercial banks is to be analyzed in terms of their
credit. Some research questions regarding to the credit practices, credit efficiencies,
liquidity position, industrial environment, management quality, organization
environment, are considered as a clear evident in present situation. Thus, the specific
research questions regarding credit risk management in Nepalese commercia banking

sector are identified.

So the matter of concern is to find out the movement of bank credit normally, following
issues of commercial Bank will be resolved by this study:
* How Commercia Banks (CBs) are responding on loan and advances in volume
during recent five years?
* Which one bank is more consistent in credit risk management on behalf of Govt
owned bank and private sector bank?
» Do the bank uses credit risk analysis before approval any loan proposal?
 What are the mgor factors affecting banks and their credit risk management
decisions?
» What are the main causes of increasing credit risks in commercia banking

sectors?



Is the credit risk management affected by the external environment of the
organization?

Is the proper investment policies and practices assist to decrease the credit risk
and there is any necessity to amend the existing regulation?

How to bank can manage to make optimal management of credit risk?

What istheir interest pattern on credit lending current last few years?

Is there any relationship between credit risk and profitability position?

1.1.3. Objectives of the Study

The prime objective of this study is to examine the credit risk management of selected

commercia banks of Nepal. The specific objectives are as follows:

To examine sector wise loans and advances of selected Commercial Banks.

To evaluate status of nonperforming loans of selected Commercial Banks.

To find out the main differentiate between public and private banks risk
management practices.

To examine the strength and weakness in the credit administration of the both

banks.
To evaluate the SW.O.T in credit risk management of both RBB and NIC banks.

To reveal recovery status of credit disbursement of both banks.

1.1.4. Justification of the study

The research regarding in credit risk management have been conducted, but comparative

anaysis of credit risk management reference to RBB AND NIC bank Itd has not been

studied yet. Credit risk has significant role in overall performance of banks so there is

very necessity to assessment of credit risk for minimization of bank failure.

In the 20ist century the banking and financial market has change significantly due to the

innovation of advanced technology and competitive financial market. That change is the

impact of globalizations .In our country still 32 commercia banks are in operation. The



service area and service providing procedure is wide and diversified. However many
variables are affecting for proper management of credit risk in financial institutions.
Present study will be aimed to find out the credit practices adopted by selected Nepalese
commercia banks during the study time period.

Accordingly this study provides practical information to commercial banks in Nepal as
each CB those participates in the survey has an opportunity to receive the findings. The
findings may highlight certain gaps in the current credit management process of CBs
from which they can revaluate these areas in order to sustain a growing business
performance. Academically, this subject area has limited research conducted on it.
Consequently the researcher aims to add insight this area and provide the foundation for

further research to be performed around this research topic.

Researcher will further explore the area to find out credit risk management and its impact
in profitability. The current study will be supplement to overcome the weakness and
limitation of the previous studies. All the bankers and businessman will be benefited from

this study so that they can develop new strategy in coming days.

1.1.5. Organization of the study

First chapter includes background information on the subject matter, focus of the study,
statement of the problems, objective of the study, significance of the study, justification
of the study, and organization of study. Chapter two Literature review includes the
relevant previous writing and studies to find the existing gap. Review of text book,
related journals, and articles, published and unpublished dissertation will have been
including this chapter. This chapter is part of the literature review chapters (as is Chapter
Two). It seeks to establish the current problems encountered by commercial banksin the
credit risk management area. In essence it provides the foundation for investigating
whether the management of credit in commercial banks needs to be revised.



Chapter Three contains research design population and sample size data collection
procedure and tools used for analysis description of the methodology used in this
research is provided in this chapter. Included in this is the identification of the research
problem, the research objectives along with an illustration of the research design. Chapter
four,data presentation and analysis of financial statement employing financia and
statistical tools. This chapter also provide major finding. The researcher interpretation,
discussion and analysis of the data that were collected in the findings chapter are
examined in the context of the literature review in this chapter.

The chapter five finally the conclusion of this study is outlined in this chapter along with
the recommendations provided by the researcher. Moreover, the limitations of this study
are incorporated. Here the researcher presents areas where further research could be
conducted on in the future.



Chapter - 11

Literature Review

2.1.1 Review

Review of literature is an essential part of al studies. A literature review is the process of
locating, obtaining, reading and evaluating the research literature in the area of the
interest of any researcher. It is a way to discover what other research in the area of
problem selected has uncovered. The purpose is to develop some expertise in one’s area,
to see what new contribution can be made, and to receive some idea for developing a
research design. It is also a way to avoid investigating problems that have already been
definitely answered (Wolff and Pant 2005). In view of these considerations this study
incorporates the basic credit risk management theories and relevant empirical studiesin
this chapter. “Review of literature means summary and analysis of current knowledge
about a particular topic or area of enquiry”(walkman 2006).1t provides the basis for
developing a comprehensive framework. In this chapter an emphasis is given to the
review of maor related literature on the credit risk management and its analysis. This
chapter is divided mainly into two parts, which are as follows.

» Conceptual framework

* Review of related studies

2.1.2 Conceptual Framework

It is atheoretical review that examines the various concepts and theories that have been
put forward. This review puts forward and argument as to which is most relevant. This
review gives insight the issue being examined. The purpose of the forms of review is that
should examine what has been written previously and learn from the earlier research. At
the same time can also develop a conceptual or theoretical framework for our study. A
careful review of literature can provide us valuable insight to number of aspects of this
research. The review of text book and other reference materials such as. newspaper,

magazines research articles, journals and past thesis have been included in this topic.



Credit risk management involves the creation and management of risk assets. The process
of lending takes in to consideration about the people and system required for the
evaluation and approva of loan requests ,negotiation of terms documentation,
disbursement, administration of outstanding loans and work outs, knowledge of the
process and awareness of its strength and weakness are important in setting objectives,
and goals for lending activities and for allocating available funds to various lending
functions such as commercia installment and mortgage portfolios. Rgagopal (1996)
made an attempt to overview the bank’s risk management and suggests a model for
pricing the products based on credit risk assessment of the borrowers. Researcher
concluded that good risk management is good banking, which ultimately leads to
profitable survival of the institution. A proper approach to risk identification,

measurement and control will safeguard the interests of banking institution in long run.

Prime objectives of the monetary policy in Nepal commercial banks are the most active
financial intermediary for generating resources in the form of deposit of private sector

and providing credit to the investorsin different sectors of the economy.

2.1.3 TheCredit Risk of Banks

According to the Basel (19991), credit risk is defined as “the potential that a bank
borrower or counterparty will fail to meet its obligations in accordance with agreed
term”. And the Monetary Authority of Singapore (2006) has defined it to be the “risk
arising from the uncertainty of an obligor’s ability to perform its contractual obligations”,
where the term “obligor” refers to any party that has either direct or indirect obligations
under the contract. Regarding the importance of this kind of financial risk, Kandinsky
and Reinhart, as cited by Jackson and Parading (1999), think of it to be the largest
element of risk in the books of most banks and if not managed in a proper way, can
weaken individua banks or even cause many episodes of financial instability by
impacting the whole banking system. Thus to the banking sector, credit risk is definitely

an inherent and crucial part.
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2.1.4 Identifying Credit Risk Exposuresin Banks

Generdly, credit risk is related to the traditional bank lending activities, while it aso
comes from holding bonds and other securities. Basel (19991) reports that for most banks,
loans are the largest and most obvious source of credit risk; however, throughout the
activities of a bank, which include in the banking book as well asin the trading book, and
both on and off the balance sheet, there are also other sources of credit risk. Various
financial instruments including acceptances, interbank transactions, financia futures,
guarantees, etc increase banks’ credit risk. Therefore, it is indispensable to identify all the
credit exposures the possible sources of credit risk for most banks, which can also serve

as astarting point for the following parts of thiswork.

A. On-Balance Sheet Exposure

According to Saunders and Cornett (2006), the major types of bank loans are commercial
and industrial (C&]1), real estate, consumer and others. Commercial and industrial loans
can be made for periods from a few weeks to several years for financing firms” working
capital needs or credit needs respectively. Real estate |oans are primarily mortgage loans
whose size, price and maturity differ widely from C&I loans. Consumer loans refer to
those such as personal and auto loans while the so called other loans include a wide
variety of borrowers such as other banks, nonbank financial institutions and so on.Credit
risk is the predominant risk in bank loans. Over the decades the credit quality of many
banks’ lending has attracted a large amount of attention. The only change is on the focus
of the problems from bank loans to less developed countries and commercial real estate
loans to auto loans as well as credit cards, which is an American example. Since the
default risk is usually present to some degrees in all loans (Saunders and Cornett 2006),
the individual loan and loan portfolio management is undoubtedly crucial in banks’ credit
risk management.

a .Nonperforming L oan Portfolio
According to Henie (2003), nonperforming loans are those not generating income, and

loans are often treated as nonperforming when principal or interest is due and left unpaid
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for 90 days or more. Thus the nonperforming loan portfolio is a very important indication

of the bank’s credit risk exposure and lending decisions quality.

b.Debt Securities

Besides lending, credit risk also exists in banks’ traditional area of debt securities
investing. Debt securities are debt instruments in the form of bonds, notes, certificates of
deposits, etc, which are issued by governments, quasi-government bodies or large
corporations to raise capital. In general, the issuer promises to pay coupon on regular
basis through the life of the instrument and the stated principal will be repaid at maturity
time. However, the likelihood that the issuer will default always exists, resulting in the

loss of interest or even the principal to banks, which can be a damaging impact.

B. Off-Balance Sheet Exposures
Since the 1980s, off-balance sheet commitments have grown rapidly in maor banks,
among which there are swaps, forward rate agreements, bankers’ acceptances, revolving
underwriting facilities, etc. (Hull 1989). Those commitments give rise to new types of
credit risk from the possibility of default by the counterparty. In this section, some of the
off-balance sheet credit exposures will be introduced, among which the first oneisrelated
to derivative contracts.

a. Derivatives Contracts

According to Saunders and Cornett (2006), banks can be deders of derivatives that act as
counterparties in trades with customers for a fee. Contingent credit risk is quite likely to
be present when banks expand their positions in derivative contracts. Since the
counterparty may default on payment obligations to current and future losses, risk will
arise, which leaves the banks unheeded and having to substitute the contract at today’s
interest rates and prices. This is aso more likely to happen when the banks are in the
money and the counterparty is losing heavily on the contract. Comparatively, the type of
credit (default) risk is more serious for forward contracts and swap contracts, which are
nonstandard ones entered into bilaterally by negotiating parties. While trading in options,

futures or other similar contracts may expose banks to lower credit risk since contracts
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are held directly with the exchange and there are margining requirements. However, the

credit risk isaso not negligible.

b.Guarantees and Acceptances

Bank Guarantee is an undertaking from the bank which ensures that the liabilities of a
debtor will be met, while a bankers’ acceptance is an obligation by a bank to pay the face
value of ahbill of exchange on maturity (Basel 1986). It is mentioned by Basel (1986) that
since guarantees and acceptances are obligations to stand behind a third party, they
should be treated as direct credit substitutes, whose credit risk is equivalent to that of a
loan to the ultimate borrower or to the drawer of the instrument. In this sense, it is clear

that thereisafull risk exposure in these off balance sheet activities.

2.1.5 Proposed tools for lending

The current credit crunch gives rise to new innovative credit management applicationsin
order to further aleviate lending risks (Fatemi and Fooladi, 2006). Accordingly, severd
tools and models will be discussed that have materialized from the literature, which could

be incorporated in the credit unions credit management processes.

a. Affordability

Burton (2008) contemplates why lenders in the past had authorized the distribution of
more credit to borrowers who had existing commitments that they were aready finding
difficult to pay back. He believes that this gives rise to the role of affordability in the
decision making process of lending and the approval of credit. At a different perspective,
Thomas (2009) states that when measuring the affordability of a borrower it is their lack
of cash flow and not assets that causes them to default. Accordingly, he derives a
borrower structural model based on affordability as follows:

(Realizable assets) t+1 = (Realizable assets) t + (Income level) t — (Expenditure) t —
(Loan repayment) t

where this model computes the variable at time t+1 by summating and subtracting
various variables at time t. Hence the affordability of a borrower is negative if
(Realizable assets) t+1< 0.
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In spite of the viability of this method, Wilkinson and Tingay (2004) as discussed by
Burton (2008) conducted a study on the effectiveness of affordability tests. The results
show that this method is weak when assessing the default risk of a borrower as thereis a
high correlation between it and the more conventional information derived from the loan
application and credit bureau check. In spite of this, Burton (2008) states that recently the
Financial Regulator and lending institutions have given additional precedence to
measuring affordability when assessing borrower risks. However, given the voluntary
nature of credit unions do they have the means to incorporate this method of assessment?
Middlemiss (2004) considers that the main barrier in updating technology is getting
financial institutions to invest in it. Overall it appears the use of affordability toolsin the

context of borrower assessment is a contentious one.

b.Decision tree

Another instrument that could be employed in the credit management process of
Commercial banks is decision trees. Bailey (2004) defines decision trees as the
“organization of information [by] creating a connected graph with nodes branching into
other nodes”. Moreover, Thomas (2009) describes how the repayment probability of a

borrower can be assessed using the simple decision tree shown in Figure 1.1

Figure 1.1 Credit management Decision tree

ko Make Offer Payment Good
applies pattern 8
for loan p
Bad
Reject Offer 5
0 1» :
(Adapted from Thomas 2009)

If g is the profit made by the financial institution from repaying borrowers, 1 the loss the

financial institution suffers from the borrower defaulting, p the probability of the
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borrower being good and 1-p the probability of the borrower defaulting then we get the
decision tree above. Thus under the EMV criterion the bank accepts the applicant

providing the output of the equation

-1py1=0
pg - (1-p) (Thomas, 2009)

Regarding the use of decision trees, Jepson (2009) conducted a study on North
Vancouver B.C. Credit Union. They found that B.C. Credit Union didn't need to exercise
their loan loss reserve due to the employment of advanced credit risk assessments like

decision trees. Similarly, could this method be beneficial to Irish credit unions also?

2.1.6 Stresstesting

Honohan (2009) defines stress testing as a system that purpose to predict the condition of
a financia institution in extreme scenarios. Alexander and Baptista (2006) aver that
financial intermediaries frequently employ stress testing to place limits on their risk
exposure. Moreover stress tests compliment conventional models (Hilbers and Jones,
2004). Accordingly the use of stress tests in commercial banks may highlight underlying
problemsin their loan books.

Recently the Financial Regulator has regulated all to commercial banks stress test their
loans in order to highlight the extent of their credit problems and to assess their current
stance (Tribune, 2010). On the other hand, Honohan (2009) cautions that while stress
testing is useful, they seldom are very informative about systemic risks. Therefore it is
guestioned whether stress testing will be enough to build a collective picture of the health
of commercial bank and credit unions?

a.Typesof borrowers

Ayub (2004) considers that the prioritization of accounts is important during the
collection process, where they should be organized according to the actions that have to
be applied. Hinder (2004) further states that the type of default borrower must be
identified first in order to decide what action is to be taken. These borrower types are
outlined in Table 1.2
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Table 1.1 Type of default borrower

Loss of income through job less

Customer service issues such as direct debit set up

A mistake forgotten

Change in circumstances e.g mantal breakdown

Dispute with lendezretailer

Over commitment

Mo intent to pay (fraudulent)

Source: (Hinder, 2004)
At a different perspective, Saunders (1997) produces a graph illustrating the different
types of risky loans. Here the peak shows the high probability of the loan principa and
interest been paid from the borrower (Graph 1.1). This is never equal to one; hence it is
the financia institutions purpose to get it as close to one as possible. From this, he
derives that borrowers can be categorized into five types. These are exemplified in the

graph below.
Figurel.2
The Reitnrn Distribution on Risky Debts (Loans)
Probability (")
P=1

L]
Frincipal PFrancipal & Interest Eeturns (€]}
Mo Eame All all All
payIment principal  Prinecipal principal principal
paid na same  and

mlerest IMIETEST  imkerest
paid paid paid

Adapted from: (Saunders, 1997)
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In this manner, given the various types of default borrowers, Finlay (2008) urges that
“decisions need to be taken about how to manage delinquencies so that the likelihood of
the account recovering is maximized and potential future losses due to bad debt are
minimized”. Hinder (2004) concurs with this view by recognizing that if financial
ingtitutions lack action regarding their arrears interventions then the result leads to a
larger proportion of borrowers who do not pay. Accordingly this poses the question

whether credit unions implement an organized process when recovering arrears?

2.1.7 General Principles of Sound Credit Risk Management in Banking

Henie (2003) states that despite innovations in the financial services sector over the years,
credit risk is still the major single cause of bank failures, for the reason that “more than
80 percent of a bank’s balance sheet generally relates to this aspect of risk management”.
The consultative paper issued by Basel (1999a) also points out that the major cause of
serious banking problems continues to be directly due to the loose credit standards for
borrowers and counterparties, poor portfolio risk management and so on. All such
evidence proves the extremely vital role credit risk management plays in the whole
banking risk management approach as well as the sustainable success of the organization.
In this section, the goal and principles of banking credit risk management will be
summarized briefly, which together with this section is based the consultative paper
“Principles for the Management of Credit Risk” issued by Basel in 1999

The above part on the identification of the existing credit risk in banking activities will
provide a basic framework for the understanding and discussion of banks’ credit risk

management practices

To review the general principles of credit risk management can provide a clearer picture
on how banks carry out their credit risk management, despite of the specific approaches
that may differ among banks. According to Basel (1999), the sound practices of bank

credit risk management should cover the following four areas:
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! This section is based the consultative paper “Principles for the Management of Credit
Risk” issued by Basel in 19991.

a. Establishing an Appropriate Credit Risk Environment

To establish an appropriate credit risk environment mainly depends on a clear
identification of credit risk and the development of a comprehensive credit risk strategy
as well as policies. The identification of existing and potential credit risk inherent in the
products they offer and the activities they engage in is a basis for an effective credit risk
management, which requires a careful understanding of both the credit risk characteristics
and their credit-granting activities, especially the complicated or newly developed ones.
Besides, the design of objective credit risk strategies and policies that guide all credit-
granting activities is also the cornerstone in bank credit risk management process. It is
stated that a credit risk strategy should clarify the types of credit the bank is willing to
grant and its target markets as well as the required characteristics of its credit portfolio.
While credit policies express the bank’s credit risk management philosophy as well as the
parameters within which credit risk is to be controlled, covering topics such as portfolio
mix, price terms, rules on asset classification, etc (Henie 2003). Both the strategies and
policies should be designed and implemented well in conducting credit-granting
activities, and they help to establish a beneficia credit environment. Moreover,
establishing an appropriate credit environment also indicates the establishment of a good
credit culture inside the bank, which is the implicit understanding among personnel about

the lending environment and behavior that are acceptable to the bank (Strischek 2002).

b.Operating under a Sound Credit Granting Process

A sound credit granting process requires the establishment of well-defined credit granting
criteria as well as credit exposure limits in order to assess the creditworthiness of the
obligors and to screen out the preferred ones. A bank credit criterion is designed to shape
the types and characteristics of its preferred obligors, and bank should set out who are
eligible for the credit, the amount of the credit and the relative terms and conditions
(Monetary Authority of Singapore 2006). The criteria, together credit exposure limits on

single and groups of counterparties that usually base on internal credit rating should help
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banks to generate sufficient information on credit risk profiles and instruct the safe credit
approval process, which are applicable credit extension activities as well. The means for
guaranteeing adequate controls over credit risk in banks lay in the establishment of
different kinds of credit reviews. Regular credit reviews can verify the accordance
between granted credits and the credit policies, and an independent judgment can be
provided on the assets qualities.

2.1.8 Fundamentals of Credit Risk M easurement

Generaly speaking, measuring risk is about trying to obtain some measures of the
dispersion of possible future outcomes, and in practice, the focus is usualy on the
downside outcomes (Lowe 2002). The credit risk in banks should be measured by size as
well as scope of the exposure, and as pointed out by Lowe (2002), al kinds of credit risk
measuring approaches comprise of four common building blocks, including the
probabilities of borrowers defaulting (PDs), the correlation of PDs across borrowers, the
possible loss in the event of default (LGD) and the correlation between PDs and LGD.
Based on these elements, the approaches may differ in assumptions and modeling

methodol ogies.

2.1.9 Credit Risk Rating

A credit rating is for assessing the creditworthiness of an individual or corporation to
predict the probability of default, which is based on the financial history and current
assets and liabilities of the subject. As mentioned by the Federal Reserve (1998), credit
risk ratings may reflect not only the likelihood or severity of loss but aso the variability
of loss over time. For banks, both the internal credit rating and the external one are

involved in their credit risk assessment.

a. Internal Credit Ratings
The interna credit ratings of banks, as suggested by Jacobson, Linden and Roszbach
(2003), are the summary of the risk properties of the bank loan portfolio. They can be
treated as monotonic transforms of the probability of default and shape the nature of
credit decisions that banks make daily (Tracey and Carey 1998). A consistent and
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meaningful internal risk rating system can be a useful means for differentiating the
degree of credit risk in loans and other sources of exposure (Basel 1999I). The internal
credit ratings of banks are becoming increasingly important since the recommendations,
as per the latest Basel 11 accord (Basel 2006), emphasize the adoption of robust internal
credit rating system for risk assessment and buffer capital calculation, which will
certainly encourage and lead banks to further development in this method.

According to Jackson (2001), there are two possible approaches for dlotting interbank
exposures. Loans to banks will be slotted according to the rating of their sovereign; and
under option 2, according to the bank’s own rating. Exposures to borrowers without a

credit rating will carry a 100% weight under unrated band.

b. Merton-based Models

Merton-based models are also referred to as structural models. The basic principle of this
category of models, as suggested by Merton (1974) first, is that afirm is considered to be in
default when the value of its assets falls below that of its liabilities. Merton has modeled a
firm’s asset value as lognormal process, with the equity modeled as a call option on the
underlying assets, and the default is alowed at only a future time t (Arora, Bohn and Zhu
2005). The current value and the volatility of the firm’s assets, the outstanding debt and its
maturity are required as inputs, from which the borrower’s default probability can be
determined (Hull, Nelken and White 2004). Based on the Merton model, Moody’s KMV
model has been developed for providing a term structure of default risk probabilities. The
term “Distance-to-default” is proposed in the KMV model, which is calculated from the
market assets value of the firm, the volatility as well as the default point term structure, and
the model derives the actual probability of default---the Expected Default Frequency for each
obligor instead of relying on the average historical transition frequencies produced by the
rating agencies (Crouhy, Galai and Mark 2000).

c. Ratings-based M odels

One of the most widely used ratings-base models is the Credit Metrics from JP Morgan. It is

atool for assessing portfolio risk that arises from changes in debt value caused by changesin
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obligor credit quality, and causes of the changes in debt value include possible default events
and upgrades as well as downgrades in credit quality (JP Morgan 1997). According to
Jackson, Nickell and Perraudin (1999), the obligor credit quality change probability can be
expressed as the probability of a standard normal variable falling between various critical
values that are calculated from the borrower’s current credit rating and historical data of
credit rating migrations. The measurement framework of Credit metrics is illustrated in
Figure 1.2CreditMetrics suffers from a major problem, as pointed out by Crouhy, Galai and
Mark (2000), that this approach relies on transition probabilities based on average historical

frequencies of defaults and credit migration, which affects the accuracy of calculations.

Figure 1.3: Credit metricsframework: The four building blocks (source: JP M organ 1997)

Building Bhoclkc =4 Duilding Block #1 Ruilding Bleck £3
Expuosures Value al Risk due to Credii Currelatium
Usen Credit Seniority Lzl Halings saries,
Martfilio Rating Sproads Equitics scrics
L | v l 4 l
Market Fating Becovery Present valae Models (eg..
wvilatilities migration rete bond comelations)
Tikelhnnds In defaule rovaluation
v v ¥
Expcsare Standard Doviation of value due to credit Joint cradil rating
distrnbutions quality chamge=s for a single exposurs | changes

- : g

Portbol i Valuee al Bek due Lo Credil

thinildin = Binck #2

2.2.11ssuesin Credit Risk Management

a. Adverse Selection

It is often the case that in the lending process, a borrower knows more than the bank
about his’her own credit risk and the bank, being at an information disadvantage, may

21




attempt to increase a borrower’s interest rate for compensating the unknown credit risk.
The problem is that the higher interest rate does not prevent riskier borrowers but those
with less probability to default, and it is suggested that the more effective way be used to
limit access to credit instead. However, what is likewise noticeable is that the quantitative
credit exposure limits also deserves careful consideration. Since a smaller limit reduces
lending volume as well as profits while a larger one encourages borrowers with low
credit quality, the choice of an optimal limit is an important task for banks.

Tierl capital includes the book value of common stock, non-cumulative perpetual
preferred stock and public reserves from post-tax retained earnings, according to Basel
(1988).

The discussion on both adverse selection and moral hazard are based on the relative parts
in the book of Duffie and Singleton (2003).

b. Moral Hazard

It is said that “if you owe your bank $100 million that you don’t have, your bank is in big
trouble”. For banks, large loan are considered riskier than small ones because they
provide incentives for borrowers to undertake riskier behaviors. Also, large borrowers
who default have stronger bargaining power, which puts lending bank in a worse
position. Therefore banks aways have their own limits on credit for certain

counterparties, to deal with mora hazard.

Another interesting aspect with moral hazard in the banking system involves central
banking, since it is argued that central banks’ help will encourage banks to engage in
riskier behaviors. The most recent example may be the one about the crisis with
American subprime mortgage-backed securities in the last few weeks. As mortgage
lending ingtitutions, hedge funds and many banks are seriously affected, worldwide
central banks made quick reaction for maintaining the financial stability and public
confidence, among which European Central Bank provided $ 131 hillion of extra fundsto
the money market (Anonymous 2007a) and the Federal Reserve cut the rate for
emergency lending to banks from 6.25% to 5.75%, with a lengthening term to 30 days
(Anonymous 2007b). However, whether such central bank bailout is correct is quite
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arguable. It is mentioned by Grauwe (2007) that central banks should provide liquidity
only against good assets and let the banks which loaned massive amounts of money to
hedge funds get their punishment or even collapse. If the irresponsible banks can get
away with it cheaply, they will be incited to take such activities again. Therefore, moral
hazard at this level may be a dilemma, in which banks need to make decisions

considering both current and future financial stability.

According to Heffernan (1996), Toyo Sogo Bank ran into problems because of excessive
exposure to a loca shipbuilder; Johnson Matthey Bankers got into trouble because of a
huge amount of bad loans to the third world countries; and the US commercia bank

failureislargely because of a concentration of lending in the energy sector.

2.2.2 Nepal Rastra bank Risk Management Guidelines

Overview

Banks are always faced with different types of risks that may have a potentialy negative
effect on their business. Risk-taking is an inherent element of banking and, indeed, profits
are in part the reward for successful risk taking in business. On the other hand, excessive
and poorly managed risk can lead to losses and thus endanger the safety of a bank's
depositors. Risks are considered warranted when they are understandable, measurable,
controllable and within a bank’s capacity to readily withstand adverse results. Sound risk
management systems enable managers of banks to take risks knowingly, reduce risks
where appropriate and strive to prepare for a future, which by its nature cannot be
predicted.

Nepa Rasta Bank laid significant emphasis on the adequacy of a bank’s management of
risk. Nepal Rasta Bank puts forward this document for the purpose of providing
guidelinesto al commercial banks on risk management systems that are expected to bein
place. This document sets out minimum standards that shall be expected of a risk
management framework. Overall risk management is of utmost importance to Banks, and
as such, policies and procedures should be endorsed and strictly enforced by the senior

management and the board of the Bank.
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2.2.3 Risk Management Process

For the purpose of these guidelines, risk refers to the possibility that the outcome of an
action or event could bring adverse impacts on the bank’s capital, earnings or its viability.
Such outcomes could either result in direct loss of earnings and erosion of capital or may
result in imposition of constraints on a bank’s ability to meet its business objectives.
These constraints could hinder a bank’s capability to conduct its business or to take
advantage of opportunities that would enhance its business. As such, managements of
banks are expected to ensure that the risks a bank is taking are warranted.

Risk Management is a discipline at the core of every bank and encompasses all activities
that affect its risk profile. It involves identification, measurement; monitoring and
controlling risks ensure that:

a) Theindividuals who take or manage risks clearly understand it.

b) The organization’s Risk exposure is within the limits established by Board of
Directors.

¢) Risk taking Decisions are in line with the business strategy and objectives set by BOD.

d) The expected payoffs compensate for the risks taken.

€) Risk taking decisions are explicit and clear.

f) Sufficient capital as a buffer is available to take risk.

Each situation is unique, in terms of roles and capabilities of individuas and the
structure, activities and objectives of the bank. Risk management practices considered
suitable for one bank may be unsatisfactory for another. Because of the vast diversity in
risk that banks take, there is no single prescribed risk management system that works for
al. Moreover, in the context of a particular bank, the definition of a sound or adequate
risk management system is ever changing, as new technology accommodates innovation
and better information and as market efficiency grows. Each bank should tailor its risk
management program to its needs and circumstances. To remain competitive, banks must

adapt and constantly improve their process. (Source:NRB Directives 2010)
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2.2.4 Risk Assessments and Measurement.

Until and unless risks are not assessed and measured, it will not be possible to manage
them. Further a true assessment of risk gives management a clear view of bank’s standing
and helps in deciding future action plan. To adequately capture banks' risk exposure, risk
measurement should represent aggregate exposure of bank to both risk type and business
line and encompass short run as well as long run impact on bank. To the maximum
possible extent banks should establish systems/models that quantify their risk profile;
however, in some risk categories such as operational risk, quantification is quite difficult
and complex. Wherever it is not possible to quantify risks, qualitative measures should be

adopted to capture those risks.

The importance of staff having relevant knowledge and expertise cannot be undermined.
Any risk measurement framework, especially those which employ quantitative
techniques/model, is only as good as its underlying assumptions, the rigor and robustness
of its analytical methodologies, the controls surrounding data inputs and its appropriate

application.

a. Risk Management Framework

In any bank, support for crucial programs must come from the top. Each entity’s senior
management and governing board must set the bank’s risk appetite by establishing
appropriate policies, limits and standards and ensuring that they are followed and
enforced. Risks must be measured, monitored and reported to key decision-makers.
Banks should institute a setup that supervises overall risk management at the bank. Such
a setup could be in form of a risk manager, committee or department depending on the
size and complexity of the bank. Ideally, overall risk management function should be
independent from those who take or accept risk on behalf of the bank. The complexity
and formality may vary widely among banks; but they should have clear procedures for
assessing risk and evaluating performance regularly. There must also be adequate
accountability, clear lines of authority and separation of duties between business
functions and those involved in risk management and internal control. Where individuals

responsible for overall risk management function are involved in day-to-day operations,
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then sufficient checks and balances should be established to ensure that risk management

IS not compromised.

Overal risk management function provides an oversight of the management of risks
inherent in the bank’s activities. The functions are;

* Identifying current and emerging risks;

* Developing risk assessment and measurement systems;

* Establishing policies, practices and other control mechanisms to manage risks;

* Developing risk tolerance limits for Senior Management and Board approval;

» Monitoring positions against approved risk tolerance limits; and

* Reporting results of risk monitoring to Senior Management and the Board.An effective
risk management framework includes:

* Clearly defined risk management policies and procedures covering risk identification,
acceptance, measurement, monitoring, reporting and control.

» A well constituted organizational structure defining clearly roles and responsibilities of

individualsinvolved in risk taking as well as managing it.

» Banks, in addition to risk management functions for various risk categories may
institute a setup that supervises overall risk management at the bank.

* Such a setup could be in the form of a separate department or bank’s Risk Management
Committee (RMC) could perform such function.

» There should be an effective management information system that ensures flow of
information from operationa level to top management and a system to address any
exceptions observed. There should be an explicit procedure regarding measures to be
taken to address such deviations.

» The framework should have a mechanism to ensure an ongoing review of systems,

Policies and procedures for risk management and procedure to adopt changes.

Each bank should develop a mechanism for assessing and reviewing its risk management

policies, processes and procedures for individua risk elements, at a regular interval,
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based on the main findings of the monitoring reports and the results of analysis of
developments arising from external market changes and other environmental factors. The
results of such review should be properly documented and reported to the Board for
consideration and approval. Banks should carry out a self-assessment of its risk
management framework for each rise el ement and assign appropriate rating as regards the

quality of its systems and procedures.

2.2.5Managing Credit Risk

Overview

Credit risk is the likelihood that a debtor or financial instrument issuer is unwilling or
unable to pay interest or repay the principal according to the terms specified in a credit
agreement resulting in economic loss to the bank. Credit risk also refers the risk of
negative effects on the financial result and capital of the bank caused by borrower’s

default on its obligations to the bank.

Credit risk is the major risk that banks are exposed during the normal course of lending
and credit underwriting. Credit risk arises from non-performance by a borrower. For most
banks, loans are the largest and most obvious source of credit risk; however, credit risk
could stem from activities both on and off balance sheet. It may arise from either an
inability or an unwillingness to perform in the pre-committed contracted manner. In a
bank’s portfolio, losses arise from outright default due to inability or unwillingness of a
customer or counter party to meet commitmentsin relation to lending, trading, settlement
and other financial transactions. Alternatively losses may result from reduction in

portfolio value due to actual or perceived deterioration in credit quality.

Credit risk comes from a bank’s dealing with individuals, corporate, banks and financial
institutions or a sovereign. Credit risk does not necessarily occur in isolation. The same
source that endangers credit risk for the bank may also expose it to other risk. For

instance a bad portfolio may attract liquidity problem.
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This section presents fundamental credit risk management policies and practices that are
recommended for adoption by the banks. The guideline outlines general principles that
are designed to govern the implementation of more detailed lending procedures and
practices within the banks.

A typical Credit risk management framework in a bank may be broadly categorized into
following main components;

* Board and senior Management’s Oversight

* Organizational structure

» Systems and procedures for identification, acceptance, measurement

» Monitoring and control risks.

2.2.6 Board’s Management Oversight

Board Oversight

The Board of directors has a vital role in granting credit as well as managing the credit
risk of the bank. It is the overall responsibility of a bank’s Board to approve credit risk
strategy and significant policies relating to credit risk and its management which should
be based on the overall business strategy. Overall strategy as well as significant policies
has to be reviewed by the board regularly.

Each bank, depending upon its size, should constitute a Credit Risk Management
Committee (CRMC), ideally comprising of head of credit department and treasury. This
committee should be empowered to oversee credit risk taking activities and overall credit
risk management function. The CRMC should be mainly responsible for;

 The implementation of the credit risk policy/strategy approved by the Board.

» Monitor credit risk and ensure compliance with limits approved by the Board.

» Recommend to the Board, for its approval, clear policies on standards for presentation
of credit proposals, financial covenants, rating standards and benchmarks.

» Recommend delegation of credit approving powers, prudentia limits on large credit

exposures, standards for loan collateral, portfolio management, loan review mechanism,
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risk concentrations, risk monitoring and evaluation, pricing of loans, provisioning,

regulatory/legal compliance,

2.2.7 Principlesfor the Assessment of Banks’ Management of Credit Risk

A. Establishing an appropriate credit risk environment

Principle 1

The board of directors should have responsibility for approving and periodically
reviewing the credit risk strategy and significant credit risk policies of the bank. The
strategy should reflect the bank’s tolerance for risk and the level of profitability the bank

expects to achieve for incurring various credit risks.

Principle 2:

Senior management should have responsibility for implementing the credit risk strategy
approved by the board of directors and for developing policies and procedures for
identifying, measuring, and monitoring and controlling credit risk. Such policies and
procedures should address credit risk in all of the bank’s activities and at both the

individual credit and portfolio levels.

Principle 3:

Banks should identify and manage credit risk inherent in all products and activities.
Banks should ensure that the risks of products and activities new to them are subject to
adeguate procedures and controls before being introduced or undertaken, and approved in

advance by the board of directors or its appropriate committee.

2.2.8 Credit Strategy, Palicies, Proceduresand Limits

Credit Strategy

The primary purpose of bank’s credit strategy is to determine the risk appetite. Risk
appetite, at the organizationa level, is the amount of risk exposure, or potential adverse

impact from an event, that the bank is willing to accept. Once it is determined, the bank
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shall develop a plan to optimize return while keeping credit risk within predetermined
limits. The credit risk strategy thus should cover:

» The bank’s plan to grant credit based on various client segments and products,
Economic sectors, geographical location, currency and maturity;

» Target market within each lending segment and level of diversification/concentration;

* Pricing strategy.

Credit risk strategy should be developed on the basis of bank's target market and its
internal strength. The strategy should provide continuity in approach and take into
account cyclic aspect of country’s economy and the resulting shifts in composition and
quality of overall credit portfolio. The credit procedures should aim to obtain a deep
understanding of the bank’s clients, their credentials and their businesses in order to fully
know their customers. These strategies should be reviewed periodicaly and amended, as
deemed necessary; it should be viable in the long run.

Credit Policies

Every bank has to develop Credit Policies Guidelines (CPG) that clearly outline the
bank's view of business development priorities and the terms and conditions that should
be adhered to for loans to be approved. The CPG should be updated at a regular interval
to reflect changes in the economic outlook and the evolution of the bank’s loan portfolio.
To make it effective, policies should be communicated timely and should be
implemented by all levels of the bank through appropriate procedures. It should be
distributed to al lending authorities and credit officers.

Credit policies establish framework for making investment and lending decisions and
reflect bank’s tolerance for credit risk. Any significant deviation to these policies must be
communicated to the Senior Management/Board and corrective measures should be

taken. At aminimum, credit policies should include:

The credit policy should spell out the process to ensure appropriate reporting and
approval of credit extension beyond prescribed limits. The policy should also spell out
approvals of disbursements of excess over limits, and other exceptions to credit policy. In

order to be effective, credit policies must be communicated throughout the bank,
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implemented through appropriate procedures, and periodicaly revised to take into

account changing internal and external circumstances. (Source: NRBDirectives 2010)

Credit Procedures

The credit procedures should aim to obtain a deep understanding of the bank’s clients and
their businesses in order to fully know their customers. Banks should develop procedures
that adequately capture salient issues regarding the borrower’s industry; macro economic
factors; the purpose of credit; source of repayment; track record and repayment history of
the borrower; repayment capacity of the borrower; the proposed terms and conditions and
covenants; adequacy and enforceability of collaterals, and appropriate authorization for

the loan.

Credit Limits

An important element of credit risk management is to establish exposure limits covering
on balance sheet and off-balance sheet credit exposures for single counter party and
group of connected counter parties. The objective of setting credit limit is to prevent
banks from relying excessively on a large borrower or group of borrowers. Banks are
expected to develop their own stringent limit structure while remaining within the
exposure limits set by the Nepal Rasta Bank. The size of the limits should be based on the
credit strength of the counterparty, purpose of credit, economic conditions and the bank’s
risk appetite. Limits should also be set for respective products, activities, specific
industry, economic sectors and/or geographic regions to avoid concentration risk. Credit
limits should be reviewed regularly at least annually or more frequently if counter party’s
credit quality deteriorates. All requests of increase in credit limits should be
substanti ated.

2.2.9 Approving New Creditsand Extension of Existing Credits

In case of new relationships consideration should be given to the integrity and reputation
of the borrowers or counter party aswell asits legal capacity to assume the liability. Prior
to entering into any new credit relationship the banks must become familiar with the

borrower or counter party and be confident that they are dealing with individual or
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organization of sound reputation and credit worthiness. However, a bank must not grant
credit smply on the basis of the fact that the borrower is perceived to be highly reputable

i.e. name lending should be discouraged.

Operating under a sound credit granting process
Principle 4: Banks must operate under sound, well-defined credit-granting criteria. These
criteria should include a thorough understanding of the borrower or counter party, as well

as the purpose and structure of the credit, and its source of repayment.

Principle 5. Banks should establish overall credit limits at the level of individual
borrowers and counter parties, and group of connected counter parties that aggregate
different types of exposures, both in the banking and trading book and on and off balance
sheet.

Principle 6: Banks should have a clearly established process in place for approving new

credits aswell asthe extension of existing credits.

Principle 7: All extensions of credit must be made on an arm’s-length basis. In
particular, credits to related companies and individuals must be monitored with particular
care and other appropriate steps taken to control or mitigate the risks of connected

lending.

2.3.1 Credit Administration

Credit administration is a critical function in maintaining the safety and soundness of a
bank. The credit administration function is basically a back office activity that supports
and controls extension and maintenance of credit. A typical credit administration unit
should perform the functions of credit documentation, disbursement and monitoring; loan
repayment; and maintenance of credit files, collateral and security documents. Once a
credit is granted, it is the responsibility of Credit Administration to ensure that the credit
is properly maintained. It is the responsibility of credit administration to ensure

completeness of documentation (loan agreements, guarantees, transfer of title of
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collaterals etc) in accordance with approved terms and conditions. This includes keeping
the credit file up to date, obtaining current financia information, sending out renewal
notices and preparing various documents such as loan agreements. While developing
credit administration areas, banks should ensure:

For the various components of credit administration to function appropriately, senior
management must understand and demonstrate that it recognizes the importance of this
element of monitoring and controlling credit risk.

2.3.2 Internal Credit Risk Rating System

Banks should develop an internal credit risk rating system for its loans and advances. The
risk rating should categorize all credits into various classes on the basis of underlying
credit quality. Risk rating is a key measurement of a bank’s asset quality, and as such, it
isessential that rating is arobust process. All facilities should be assigned arisk grade. In
case of deterioration in risk is noted, the Risk Grade assigned to a borrower and its
facilities should be immediately changed. NRB does not advocate any particular credit
risk rating system; it should be bank's own choice. But the rating system should be
consistent with the nature, size and complexity of a bank’s activities and should have at

least the following parameters:

e covers a broad range of the bank’s credit exposure, including off-balance sheet
EXPOSUres;

* covers both performing and non-performing assets;

* has several grades covering exposures, with the lowest rating accorded to those where
losses are expected;

* has risk ratings for “performing” credits with several grades (including the grades like
"watch list” or “special mention”);

* has regulatory classifications (performing, substandard, doubtful & bad) should be
incorporated within the risk rating systems; and

* has the credit risk rating system detailed in the credit policy and procedures developed

for the determination and periodic review of the credit grades.

33



The rating system, which has been endorsed by the board, has to be submitted to Nepal
Rasta Bank. For banks, which have yet to implement the rating system, a plan, endorsed
by the board, must be submitted to Nepal Rasta Bank specifying the timeframe, persons
responsible and steps taken for the implementation of a credit grading system. Such plans
must be submitted to Nepal Rasta Bank not later than end of December 2010.

2.3.3 Credit Risk Monitoring and Control

Credit risk monitoring refers to the continuous monitoring of individual credits inclusive
of off-balance sheet exposures to obligors as well as overall credit portfolio of the bank.
Banks need to develop and implement comprehensive procedures and information
systems to monitor the condition of individual credits and single borrowers across the
bank’s various portfolios. Banks need to enunciate a system that enables them to monitor
quality of the credit portfolio on day-to-day basis and take remedial measures as and
when any deterioration occurs. These procedures need to define criteria for identifying
and reporting potential problem credits and other transactions to ensure that they are
subject to more frequent monitoring as well as possible corrective action, classification
and/or provisioning. Establishing an efficient and effective credit monitoring system
would help senior management to monitor the overall quality of the total credit portfolio
and its trends. As a result the management could reassess its credit strategy /policy
accordingly before encountering any major setback. The banks credit policy should
explicitly provide procedural guideline relating to credit risk monitoring. At the
Minimum it should lay down procedure relating to:

* The roles and responsibilities of individuals responsible for credit risk monitoring

» The assessment procedures and analysis techniques (for individual loans & overal
portfolio)

* The frequency of monitoring

* The periodic examination of collaterals and loan covenants

* The frequency of site visits

* The identification of deterioration in any loan

Such a system would enable a bank to ascertain whether loans are being serviced as per

facility terms, the adequacy of provisions, the overal risk profile is within limits
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established by management and compliance of regulatory limits. An effective credit
monitoring system includes, measures to:

» ensure that the bank understands the current financial condition of the borrower or
counter party;

« ensure that all credits are in compliance with existing covenants;

« follow the use customers make of approved credit lines;

* ensure that projected cash flows on major credits meet debt servicing requirements;
 ensure that, where applicable, collateral provides adequate coverage relative to the
obligor’s current condition; and

« identify and classify potential problem credits on a timely basis.

Given below are some key indicators that depict the credit quality of aloan:

a. Financial Position and Business Conditions

The most important aspect about an obligor is its financial health, as it would determine
its repayment capacity. Business/industry risk, borrower's position within the industry
and external factors such as economic condition, government policies, and regulations
should be taken into consideration. The Key financia performance indicators on

profitability, equity, leverage and liquidity should be analyzed on a regular basis.

b.Conduct of Accounts

In case of existing obligor the operation in the account would give a fair idea about the
quality of credit facility. Banks should monitor the obligor’s account activity, repayment
history and instances of excesses over credit limits. For trade financing, banks should
monitor cases of repeat in extensions of due dates for trust receipts and bills.

c.Loan Covenants
Bank should regularly review the credit in terms of the obligor’s ability to adhere to
financial covenants stated in the loan agreement, and any breach detected should be
addressed promptly.
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d.Collateral valuation
Banks need to reassess value of collaterals on periodic basis. The frequency of such
valuation depends upon nature of collaterals. Appropriate inspection should be conducted

to verify the existence and valuation of the collateral.

2.34 Credit Risk Review & Stress Testing

The bank must establish a mechanism of independent, ongoing assessment of credit risk
management process. All facilities except those managed on a portfolio basis should be
subjected to individua risk review at least once in a year. The results of such review
should be properly documented and reported directly to the board. The purpose of such
reviews is to assess the credit administration process, the accuracy of credit rating and
overal quality of loan portfolio independent of relationship with the obligor. Banks
should conduct credit review with updated information on the counter party’s financial
and business conditions, as well as conduct of account. An important element of sound
credit risk management is analyzing what could potentially go wrong with individual
credits and the overall credit portfolio if conditiongenvironment, in which borrowers
operate, change significantly. The results of this analysis should then be factored into the
assessment of the adequacy of provisioning and capital of the bank. Such stress analysis
can reveal previously undetected areas of potential credit risk exposure that could arise in
times of crisis. Possible scenarios that banks should consider in carrying out stress testing
include:

* Significant economic or industry sector downturns;

* Adverse market-risk events; and

 Unfavorable liquidity conditions.

Banks should have industry profiles in respect of al industries where they have
significant exposures. Such profiles must be reviewed /updated on a regular basis. Each
stress test should be followed by a contingency plan as regards recommended corrective
actions. Senior management must regularly review the results of stress tests and
contingency plans. The results must serve as an important input into a review of credit

risk management framework and setting limits and provisioning levels.
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2.3.5Managing Praoblem Credits

Bank should establish a system that helps identify problem loan ahead of time when there
may be more options available for remedia measures. Banks should clearly set out how
they will manage their problem credits. Once the loan is identified as problem, it should
be managed under a dedicated remedia process. Responsibility for such credits may be
assigned to the originating business function, a specialized workout section, or a
combination of both, depending upon the size and nature of the credit and the reason for
its problems. When a bank has significant credit-related problems, it is important to
segregate the workout function from the credit origination function. The additional
resources, expertise and more concentrated focus of a specialized workout section
normally improve collection results. In such case, the Recovery Unit (RU), as a separate
unit, shall manage accounts with sustained deterioration (arisk rating of sub Standard or
worse).The RU’s primary functions can be to:

A problem loan management process encompasses the following basic elements.

(1) Negotiation and follow-up
Proactive effort should be taken in dealing with counter parties to implement
remedial plans, by maintaining frequent contact and internal records of
follow-up actions. Often rigorous efforts made at an early stage prevent banks

from litigations and loan losses.

(i) Remedial strategies
Sometimes appropriate remedial strategies such as restructuring of loan facility,
enhancement in credit limits or reduction in interest rates help improve obligor’s
repayment capacity. However it depends upon business condition, the nature of problems
being faced and most importantly borrower’s commitment and willingness to repay the
loan. If timely action is not taken to address problem loans, opportunities to strengthen or
collect on these poor-quality assets may be missed and losses may accumulate to a point
where they threaten a bank’s solvency. An assessment of workout procedures should
consider the organization of this function, including departments and responsible staff,

and assess what the performance of the workout units has been by reviewing attempted
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and successful recoveries (in terms of both number and volume) and the average time for
recovery. The work out methods utilized and the involvement of senior management
should also be evaluated.

(iii)  Collateral and security document
Banks have to ascertain the loan recoverable amount by updating the values of
available collateral with formal valuation. Security documents should also be
reviewed to ensure the completeness as well as enforceability of contracts and

collateral/guarantee.

(iv)  Reporting and Reviewing
Problem credits should be subject to more frequent review and monitoring. The review
should update the status and development of the loan accounts and progress of the
remedial plans. Progress made on problem loan should be reported to the senior

management.

2.3.6 Management Information System (M1S)

Bank's quality of risk management is based on the accuracy, validity, reliability and
timeliness of information available. Bank’s credit risk measurement process is highly
dependent on the quality of management information systems. The information thus
generated enables the board and all levels of management to fulfill their respective
oversight roles, including determining the adequate level of capital that the bank should
be holding. Banks should have a management information system in place to ensure that
exposures approaching risk limits are brought to the attention of senior management. All
exposures should be included in a risk limit measurement system. The information
system should be able to aggregate credit exposures to individual borrowers and counter
parties and report on exceptions to credit risk limits on ameaningful and timely basis.

2.3.7 Provison of NRB for Extending Advances & Investment in Productive,
Priority and Deprived Sector

Productive Sector
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merchandise, processing, assembling, packaging etc.; export bill financing, advances for
purchase of public transport like truck, bus, tempo etc. and agricultural/farm equipment;
investments on shares and debentures of government/semi-government or private sector
agricultural insurance, go down, banking or like companies etc.

As per NRB regulation, commercial banks are required to extend 40% of the total
advances to productive sector, which aso includes 12% to priority sector including
deprived sector.

Priority Sector Credit Program

"Priority sector” is defined to include micro and small enterprises which help increase
production, employment and income as prioritized under the national development plans
with an objective to uplift the living standard of genera public particularly the deprived
and low income people by progressively reducing the prevalent unemployment, poverty,
economic inequality and backwardness. Micro and small enterprises are classified into
agricultural enterprises, cottage and small industries and services. In addition, other
businesses as specified by NRB from time to time are aso included under Micro and
small enterprises. All credits extended to priority sector up to the limit specified by NRB
aretermed as "Priority Sector Credit."

NRB has provided the requisite proportion of Priority Sector lending as follows:
TableNo.1.2

NRB Requirement of Priority Sector |nvestment

Fiscal Year | Minimum percent of Total Credit to beinvested in Priority Sector
2006/07 7%
2007/08 6%
2008/09 4%
2009/10 2%
2010/11 2%

Source: NRB Directives 2010.
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Deprived Sector Lending

"Deprived Sector” includes low income and particularly socialy backward women,
tribes, lower caste, blind, hearing impaired and physically handicapped persons and
sguatters (sukumbasi) family. All credits extended for the operation of self-employment
oriented micro-enterprises for the upliftment of economic and social status of deprived
sector up to the limit specified by NRB istermed as "Deprived Sector Credit". "Deprived
Sector Credit" is considered as integral part of priority sector credit and this credit
comprise micro-credit programs and projects also. The businesses under the Priority

Sector Credit Program have been classified under the following four major heads:

* Agriculture and Agro-bases business
» Cottage and small industries
* Services

e Other business

2.3.8 Regulation relating to L oan Classification and L oan L oss Provisioning

With an objective to minimize the possible loss of credits extended by commercial banks
as provided under section 23(1) of Nepa Rasta Bank Act 2012 (with amendment)
relating to development and regulation and banking system . This directive in respect of
loan classification & provisioning has been issued in exercised of authority under section
56 of bank and financial institutions act 2063.

Classification of Outstanding L oan and Advances on the Basis of Aging

PASS

Loans and Advances whose principal amount are not past due for a period up to 3(three)
months shall be included in this category. These are classified and defined as performing
Loans.
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Substandard
All loans and advances that are past due for a period of 3 month to 6 month shall be
included in this category.

Doubtful
All loans and advance which are past due for a period of 6 month to 1(one) year shall be

included in this category.

Loss

All loans and advances which are past due for a period of more than 1(one) year as well
as advances which have least possibility of recovery or considered unrecoverable and
those having thin possibility of even partial recovery in future shall be included in this

category.

Loans and advances failing in the category of sub-standard doubtful and loss are

classified and defined as Non-Performing L oan.

Note:

o If itisappropriatein the views of the Bank management there is not restriction
in classifying the loan and advances from low risk category. For instance, loan
falling under sub-standard may be classified into Doubtful or loss and loans
falling under Doubtful may be classified into |oss category.

* Theterm loan and advances a so includes Bills purchased and Discounted

2.3.9 Loan Loss Provisioning
The Loan loss provisioning, on the basis of the outstanding loans & advances and

purchase classified as per this Directives, shall be provided as follows:
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Classification of Loan L oan L oss Provision

Pass 1 percent

Substandard 25 percent
Doubtful 50 percent
Loss 100 percent

Note: Loss loan provision set aside for performing loan is defined as “general loan loss
provision” and loan loss provision set aside for Non- performing loan is defined as
“Specific Loan Loss Provision”.

2.4.1 Review of major literture
The various studies have been conducted in the field of credit risk management. They

are reviewed in the following sections.

a. Meir Kohn’s Study

“The gain to borrower is obvious, if these investments are sufficiently productive,and
will be happy to pay interest on the loan to pay back in the future more purchasing
power than you received. Lending is to gain from trade. The interest you pay gives
lender a better return than they could achieve otherwise, what are their alternatives?
They could make productive investment themselves. But finding productive investment
is difficult .Some people are much better at it than others. Typically savers do better by
lending their money to that highly productive use for it than by making investment
themselves.”(Meir, 1996:49)

The committee examined the existing system of lending and recommended the following
broad changes in the credit system.
» The credit needs of borrowers are assessed on the basis of their business
plans.
» Bank credit only is supplementary to the borrower’s resources and not is
replacement of them, i.e. banks not to finance one hundred percentage of

borrower’s requirement.
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» Borrowers are required to hold inventory and receives according to norms
prescribed by reserve bank of Indiafrom timeto time.
» Credit be made available in different components only, depending upon the
nature of holding of various current assets.
In order to facilities a close watches on the operations of borrowers, banks are required
to submit at regular intervals, data regarding their business and financial operations both
for past and future period.

b. H.D Crosse’s Study

“Lending is the essences of commercial banking, consequently the formulation and
implementation of sound policies are among the most important responsibilities of bank
directors and management. Well conceived lending policies and careful lending practices
are essential if abank is to perform its credit creating function effectively and minimize
the risk inherent in any extension of credit.” (Crosse, 1993:60)

Credit creating function or lending is very important for all commercial banks. But doing
credit function without applying policies and practices is not enough to lead the success.
To manage the different kind of credit function, maximize return and minimize credit
risk, every bank should be conscious about formulation and implementation of credit

policies and practices.

c. Peter S. Rose’s Study
Peter S. Rose has emphasized on the factors affecting default risk and interest rates.
Researcher opines that “Another important factor causing one interest rate to differ from
another in the global market place is the degree of default risk carried by individua
assets. Investors in financial assets face many different kinds of risk, but one of the most
important is default risk the risk that a borrower will but make all promised payments at
the agreed upon times. All debts except some government securities, subject to varying
degrees of default risk.” (Rose, 2003:206)Default risk is one kind of investment risk,
which is created from nonpayment of interest and principa by the security issuer at the

fixed future date. A bank management should have awareness about such risk. Approving
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authority should consider that the loan will be repaid together with interest, for this loan

approval process should conduct in better way.

2.4.2 Review of Major Nepali Studies

Shrestha, (1998) carried out a study on "Lending operations of commercial banks in
Nepal and its impact on GDP."The study aimed a an analyzing of contribution of
commercia banks' lending in the Gross Domestic Product (GDP) of Nepal. The study has
set a hypothesis that there has been a positive impact of lending of commercial banks to
the GDP. In research methodology, it considered GDP as the dependent variable and
various sectors of lending viz. agriculture, industrial, commercial, service, genera and
socia sectors as independent variables. A multiple regression technique was applied to

analyze the contribution.

The multiple analyses has shown that al the variables except service sector lending have
positive impact on GDP. Thus in conclusion, Shrestha has accepted the hypothesis, that.
There has been positive impact on GDP by the lending of commercia banks in various
sectors of economy, except service sector investment.”

Gautam (2000) has submitted thesis entitled to, “Investment Analysis of Finance
Company of Nepal” researcher major objectives relevant to in this research is to analyze
the interest rate structure of credit and analyze the repayment of the credits. Researcher
findings are use of funds towards the hire purchase credit is decreasing rapidly. As the
direct data of good and bad credit was not available, the credit loss provision used to
analyze the credit quality. Credit loss is increasing every year significantly and should be
controlled. The loss provision of some company is more alarming on individual analysis.
The company having above average credit loss provision should rethink on their

investment and repayment policy

Chand (1998) has submitted his thesis entitled “Credit Disbursement and Repayment of
Agriculture Development Bank Nepal. His research statement of problems are The Bank

does not benefit small farmers (j.e. problem of balance development).The collection of
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credit is slow, so it hinders the flow of capital required to development economic growth.
Objectives of the study are to see the repayment situation. To find out the growth rate of
investment.To explain possible causes of none and delay repayment. He finds that there
IS systematic relationship between credit disbursement and repayment. The coefficient of
correlation value as calculated is 0.94 which shows significance relationship. Repayment
situation is satisfactory on production and agro-based industry, warehouse and farm
mechanization, irrigation, tea horticulture, livestock, poultry and fisheries is satisfactory.-
As a recommendation given by Chand, ADB/N should play a significant role in such
direction as to fulfill the credit demands of rural areas. For effective credit recovery from

the borrowers or clients, credit should be channeled through the borrower groups

Joshi (1999) has studied on “Lending policy of Commercial Banks in Nepal” The main
objectives of this study isto examine the role of commercial bank in its functions as well
as performance: to show the relationship between deposit and loan advance, to identify
major weakness of lending policy of the commercial banks and to suggest lending policy
to process the utilization of the resources and they are still lazy to pay active role to
utilizes these sources collected from different sectors accordance with the need of the
economy. He recommended that Nepal Rastra Bank have significant role in the overall
economic policy of the country NRB must take safe of lending policy and role to solve

various problems, which have been arising in the banking devel opment.

Pant (2001) “A study of Deposit and its utilization by Commercial Bank in Nepal.” The
main objective of the study isto test whether lending process is significant and to find out
the way to encourage lending by increasing bank deposit The finding of the study are:
commercial banks in Nepal are not able to satisfy the financial need of the economy,
commercial banks in Nepa are not playing an active role to utilize their resources
collected from different sector, according to the need of the economy. He has

recommended the new branches should be open.

The purpose of this research is to develop some expertise in one’s to see what new

contribution can be made and to receive some ideas, knowledge and suggestions in
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relation to credit management of NB bank. Thus, the previous studies can’t be ignored
because they provide the foundation to the present study. In other words, there has to be
continuity in research. This continuity in research is ensured by linking the present study
with the past research studies. Here, it is clear that the new research cannot be found on
those exact topics, j e. Credit Management: A study on Nepal Bangladesh Bank Limited.

Therefore, to fulfill this gap, thisresearch is selected. To complete this research work:

Khadka (2005)has conducted a research study on “Investment Policy of Commercial
Banks” with reference to NBL, Nabil, Nepal Grind lays Bank (former name of Standard
Chartered Bank) and NIBL, with an objective to evaluate liquidity, assets management
and profitability position of NBL in comparison with other CBs and aso to find out the
relationship between deposit and total investment, deposit and loan & advances and net
profit and outside assets.

Joshi (2008),0n her thesis, “Investment Policy of Commercial Banks of Nepal”, has made
an attempt to know and understand fund mobilization and investment policy of IBL,
Nabil and BOK. The thesis work was performed with an objective of analyzing the trend
of deposit utilization towards total investment and loan & advances and also to evaluate

the growth ratios with other financia variables.

From the study, researcher has concluded the following findings:

* Theliquidity position of IBL is comparatively better than Nabil and BOK.

The total investment of IBL isin between in compared to other two banks.

» Totd interest earned to total outside assets of IBL islowest of all.

* Thetota investment of IBL isin between in compared to other two banks.

» Totd interest earned to total outside assets of IBL is lowest of all. IBL has
higher capital risk ratio but average credit risk ratio compared to Nabil and
BOK.

Researcher recommended IBL to mobilize excess idle cash and bank balance in some

profitable and productive sector. Researcher also emphasized on investing more on
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shares and debentures as it encourages financial and economic development of the
country. Researcher has suggested the bank to make continuous efforts to explore new,
competitive high yielding investment opportunity to optimize their investment portfolio.
Researcher has also recommended bank to adopt innovative approach to marketing. In
the light of growing competition in the banking sectors, the business of bank should be
customer oriented. The bank should develop an innovative approach to bank marketing
and formulate new strategies of serving customers in a more convenient and satisfactory
way by optimally utilizing the modern technology and offering new facilities to the
customers at competitive pricesin Nepalese context, here are some independent studies
which are presented in the following ways:

a. Review of relevant studies from report and articles

b.Review from unpublished thesis

In the first section, effort has been made to examine and review some related articles and
reports published in different journals, magazines, newspaper and books while in second

section, unpublished thesis work conducted by various students have been presented.

“Deposit is the life blood of any financial institution i.e. commercial banks, financial
companies and co-operative or non government organization.”(Pradhan, 2053:24). In
consideration of ten commercial banks, nearly three dozens of finance companies, the
latest figure produce a strong feeling that a serious review must be made on problems
and prospects of deposit sector .Beside few joint venture banks, other organizations rely

heavily on the business deposits receiving and credit disbursement.

In the light of this, Pradhan (2053) has pointed out following problems of deposits

mobilization in Nepal ese perspective.

1. Dueto lack of education, most of Nepalese people do not go for saving in institutional
manner, however they have saving as from cash and ornament. Their reluctance to dedl
with ingtitutions system are governed by their lower level of understanding about
financial organization, process requirement, office hour withdrawals system, availability

of depositing facilities and so on.
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2. Due to the lesser office hour of banking system people prefer for holding the cash in
the personal possession.

3. Unavailability of the institutional servicesin the rura area

4. No more mobilization and improvement of the employment of deposits in the loan
sectors.

Lastly, Pradhan mentioned, deposit mobilization carried out effectively is in the interest
of depositors, society, financia sector and the nation. Lower level of deposit rising allows
squeezed level of loan delivery leaving more room to informal sectors. That is why

higher priority to deposit mobilization has al the relevance.

In an article, Mahesh Bhattarai (2065) istrying to indicate the problems of bank bad debt

and non performing assets. According to him, “If a bank cannot recover its loan lending,

banks cash flow will be badly affected. Similarly it can affect the close relationship

between depositors.”(Bhattarai, 2065:62)

“Why does loan become defaulter”? This study finds out the causes that makes loan

default. “When the due date is over the loans become default. But why do the due dates

be over?

“Generally increase in interest rates; decreases in economic activities cause decrease in
the capacity of debtor and sometimes the debtor knowingly do not pay back the loan.
Other than these reasons in the context of Nepal lack of credit policy, lack of information
about the loan holder (three c’s: capacity, character, and capital), unhealthy competition
and small market area, causes loan defaults. Default loan increases the resources
mobilization cost and reduces the profit earning capacity of a bank. Therefore increases
in default loans are the indicator of problematic situations to the bank.” (Neupane,
2062:87)

In an article, “challenges of non-performing loan management in Nepal”, Uma Karki
(2053) has mentioned the causes of increasing trend of non-performing loan. She
identifies “the major causes such as poor loan analysis, guarantee oriented loan system,

48



depreciation of valued assets, misuse of loan, lack of regular supervision of loan.” (Karki,
2053:87)

In Nepalese context, when interest rate is increased it causes the decreases in economic
activities as well as capacity of borrower. Sometimes debtors knowingly do not pay back
the loan, and invest the loan in unproductive sector. Such kind of activities occurs
continuoudly, if there is lack of sound credit policy, improper credit analysis, lack of
information about loan holders and lack of regular supervision. So banks should
formulate and implement sound credit policy. Loan approva and disbursement process
should be conducted in better way. Proper credit analysis and regular supervision can
control the credit risk.

“The bank gives loan to various sectors. This is necessary for long term survival of the
bank. Even if any sector is doing very well, the bank does not put its total money in that
sector. If the bank concentrates its lending only in one sector, failure of the sector may
cause bankruptcy of the bank.”(Dahal, 2002:116)

Loan mix is components of established credit policy. It is a kind of strategy in credit
management for banks to be success. In context of Nepal, here are different sectors in
economy such as priority sector, deprived sector, productive sector, government sector
etc. So, there should be diversification in investment of every commercial bank. Making

investment or lending to various sectorsis necessary for the long term survival of banks.

2.4.3 Concluding remarks

This chapter provides a conceptual framework of extent literature on the practices and
processes that could be implemented to ensure that a commercial bank credit risk
management process is more financially sound. In addition to this, the theory suggests
that commercia banks must obtain comprehensive technology and skills in order to
appreciate the risks that they are managing. However it further emphasizes that severa
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barriers may impact the capacity of commercia banks to do so. Overdl, the literature
provides the foundation on what credit risk management processes are used by
commercia bank in order for them to sustain their business performance. This will now
be investigated with empirical researcher.

In the context of Nepal several researches have been conducted in the financial area
There are no latest advanced research regarding in the subject of credit risk management.
Above the theoretical and conceptual framework of literature review it can be says that
credit risk management is emerging issues in the overall financia institutions. Every
bank and financia organization should depth assessment of current and future credit risk
management procedure. In order to be effective, credit policies must be communicated
throughout the bank, implemented through appropriate procedures, and periodically
revised to take into account changing internal and external circumstances. (Source: nrb
directives 2010)

Henie (2003) states that despite innovations in the financial services sector over the years,
credit risk is still the major single cause of bank failures, for the reason that “more than
80 percent of a bank’s balance sheet generally relates to this aspect of risk management”
Moreover, establishing an appropriate credit environment also indicates the establishment
of a good credit culture inside the bank, which is the implicit understanding among
personnel about the lending environment and behavior that are acceptable to the bank
(Strischek 2002).

Based on the survey of literature some variables are indentified as influencing factors
determining banks credit risk management. Among the various literature review and
studies relating on credit risk management is one of the most dimensions has been
established in the competitive and reliable business organizations.
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Chapter 3

Resear ch methodology

3.1 Introduction

Research simply means to search again and again. It is a systematic activity to achieve
truth or finding solution to a problem. It is a process of a systematic and in-depth study
or research of any particular topic, subject or area of investigation backed by the
collection, compilation, presentation and interpretation of relevant detaills or data
Methodology is the research method used to test the hypothesis. So the research
methodology refers to the overall research process, which a researcher conducts during
study.“Research is an organized, systematic, data-based, critical scientific enquiry or
investigation into a specific problem, undertaken with the objective of finding answers
or solutions to it”(sekaran 2000) the word “research “can thus be legitimately applied to
vary many contexts, and can be used to refer to both a specialized of knowledge and a

much more general ,everyday problem solving situation.

The main purpose of this chapter is to depict and justify the methods by which data and
information were assembled for this research. From the theories of relevant literature the
research problem is identified and the research question and objectives are formulated.
Subsequently, a description of the research design is presented which includes the
methodology chosen and the rational e for selecting this specific method of data collection

and analysis.

The basic framework of this study is descriptive as well as exploratory. In order to reach
and accomplish the objectives of this study, different activities are carried out and
different stages are crossed during the study period. For this purpose, the chapter ams to
present and reflect the methods and techniques those are carried out and followed during
the study period.
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3.1.1 Resear ch Design

Research Design is the plan; structure and strategy of investigation conceived so as to
obtain answers to research questions and to control variances. Ryman and Bell (2003)
argue that research design offers a framework for the collection and analysis of data.
However, Wailes (1999) warns that selecting the appropriate methodology can be
relatively challenging. There are many methods of research design and this study will be
based on recent historical data. Mostly, secondary data and information to be collected,
evaluated, verified and synthesized to reach conclusion. To achieve the objective of this
study descriptive data different journals and articles relevant with the study, annua
reports of different fiscal years of concerned banks, NRB Directives, banking and
financial statistics report published by NRB and other related materials are collected and
studied. With the help of descriptor and research design, the study evaluates the Credit
risk Management of Commercials Banks.

3.1.2 Sources of Data
Sour ces of secondary data

This study is mainly based on secondary data. Secondary data are collected from
respective annual report especially from profit and loss account, balance sheet and other
publications made by the banks. Also some data has been gathered from Nepal Stock
Exchange’s website. Similarly, articles, journals, bank bulletins, newspaper related to
financial performance study, previous research report etc, have also been taken into

account while collecting information.
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Figure 1.4 Sources of Secondary data
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3.1.3 Population and Sample

The population is most studies usually consist of large groups. Because of its large size it
isfairly difficult to collect detailed information from each member of population. Rather
than collecting information from each member, a sub-group is chosen which is believed
to be representative of Population. This sub group is called a Sample. The tota
commercial banks shall constitute the population of the data. Among the various
commercia banks in the banking industry-RBB and NIC Bank are taken as sample for
the study.

3.1.4. Method of Data Analysis and Presentation
Dataitself give no meaning. They should be analyzed and interpreted by using different

tools and techniques. These tools and techniques may either be statistical or may be other.
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Various financia ratios and statistical tools will be used to draw conclusion of the study.
Besides some charts and tables have been presented to analyze and interpret the finding
of the study.

3.1.5 Financial Tools

Financial tools basically help to anayze the financial strength and weakness of a firm.
Ratio analysis is a part of the whole process of analysis of financial statements of any
business or industrial concerned especially to take output and credit decisions. Ratio
analysis is used to compare firm’s financial performance and status with of the other
firms. Even there are many ratios to analyze and interpret the financial statement
following ratios are calculated and analyzed under this study.

3.1.6 Credit /Loan related ratios
a) Loan and advancesto total assetsratio

Loan and advances is an important part of total assets (total working fund). Total working
fund play important role in profit earning through fund mobilization. So bank should
carefully mobilize the total assets. The ratio of loan and advances to total assets measures
the volume of loan and advances in the structure of total assets. A high ratio indicates

better in mobilization of funds as loan and advances and vice-versa

L oan and advances
Total assets

L oan and advancesto total assets=

b) Total investment to total deposit ratio

Commercial bank can be mobilize its deposit by investing its fund in different securities
issued by government and other financial and non-financial companies. Efforts have been
made to measure the extent to which the banks are successful in mobilizing the total
deposit on investment. A high ratio is the indicator of high success to mobilize the

banking fund as investment and vice-versa.

Total investment

Total investment to total deposit ratio = ,
Total deposit
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¢) Loan and advancesto total deposit ratio

This ratio is calculated to find out how successfully the banks are utilizing their deposit
on loan and advances for profit generating activities. Greater ratio indicates the better

utilization of total deposits

Loan and advances
Total deposit

L oan and advances to total deposit ratio =

d) Investment to loan and advances ratio

This ratio measures the contribution made by investment in total amount of loan and
advances and investment. The proportion between investment and loan measures the
management attitude towards risky assets and safety assets. Investment and loan and
advances in whole do not provide the quality of assets that a bank has created. The ratio
indicates the mobilization of fundsin safe area and vice-versa.

I nvestment
L oan and advancesand i nvestment

Investment to |oan and advancesand investment ratio =

e) Liquid Fund to Loan and Advances Ratio

This ratio is calculated by dividing loan and advances to liquid ratio. The liquid fund
includes-cash balance, money at call, etc whereas Loan and advances includes short term

|loan and advances, overdraft, cash credit etc.

Liquid fund to Loan and advancesratio = loan and advances

Liquid Assets
3.1.7 Credit Efficiency Ratio

It measures the performance efficiency of an organization from various angles of its
operations. This ratios indicate the efficiency of activity an enterprise to utilize available

funds, particularly short term funds. This ratios is used to determine the efficiency,
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quality, and the contribution of loan and advances in the total profitability. The efficiency
of a firm depends upon large extent on the efficiency which its assets are managed and
utilized. This ratio aso shows the utilization of available fund. The following ratio
measures the performance efficiency of the bank to utilize funds.

a) Loan Loss Provision to total loans and advancesratio

NRB has directed the commercial banks to classify its loan and advances into the
category of pass, substandard, doubtful, and loss. NRB has classified the pass and
substandard |oan as performing loan and other two types of loan as non-performing loans.
The provision created against the pass and substandard loan is called the general loan loss
provision and provision created against the doubtful and loss loan is called specific loan
loss provision. The provision of loan loss reflects the increasing probability of
nonperforming loan. The provision of loan mean the net profit of the banks will come
down by such amount. Increase in loan loss provision decreases profit that result to
decreases in dividends but its positive impact is that it strengthens the financia
conditions of the banks by controlling the credit risk and reduces the risks related to
deposits. Loan loss provision to total loan and advances ratio is calculated by dividing
loan loss provision by total loan and advances. The low ratio indicates the good quality of
assets in total volume of loan and advances. High ratio indicates more risky assetsin total

volume of loan advances.

Loanlossprovision

Loanlossprovisionto total loan and advances=
Total loan and advances

b) Non Performing loan to total loan and advancesratio

Nonperforming loans to total loan and advances ratio shows the percentage of non
recovery loan in tota loan and advances. This ratio is calculated as dividing non-

performing loan by total loan and advances.

Non - performingloan

Non - performingloan tototal |oan and advances=
Total loan and advances
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3.1.8 Loan and Advance Portfolio

a) Sector wise credit to total credit ratio

Sector wise credit to total credit ratio can be calculated by dividing sector wise credit by
total credit of selected commercia banks. Mainly following heading are found in the
sector wise credit-Agriculture, Mining, Productions, Construction, Metal Productions,
Machinery and Electrical, Tools and Fittings, Transportation, Equipment Production and
Fitting, Communications and Public Service, Wholesalers and Retailers, Finance,
Insurance and Fixed Assets, Service Industries, Consumable Loan, Local Government,
Others.

3.1.9 Profitability Ratio
a) Operating Profit to loan and advancesratio

Operating profit to loan and advances ratio measures the earning capacity of commercial

banks. Thisratio is calculated dividing operating profit by loan and advances.

Operatingprofit
L oanand advances

Operatingprofit toloan and advancesratio =

b) Net profit to Loan and Advancesratio

This ratio measures the earning capacity of commercial banks through its fund
mobilization as loan and advances. Higher ratio indicates greater success to mobilize
fund as loan and advances and vice-versa. Mostly loan and advances includes loan cash
credit, overdraft, bill purchased and discounted.

Net profit
L oan and advances

Return onloan and advances=

) Interest Incometo Total Loan and Advances Ratio

Interest income is the major source of bank revenue. Interest incomes are the functions of
mobilized loan and advances which are mobilized under the different headings of credit.
Higher interest income shows higher revenue for the bank.
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d) Interest Expensesto Deposit ratio

Interest expenses are the functions of deposit products under the various headings, which
is corporate, individuals, saving, fixed deposit, call etc. Bank pays interest on the deposit
fund; it is the cost or expenses of the bank which is a mgor part of the total expenses of
the bank. But the cost of deposit and interest income of a loan is determined by market

movement. So, bank does not have strong control over interest expenses.
€) Spread rate Analysis

Gap between interest income and interest expenses is known as spread rate. Generally,
banks are trying to maintain high spread either collecting lower costing deposit or lending
high interest earning credits. In aggregate widening spread is the indicator of banks
profitability and vice versa.

f) Loan to public Enterpriseratio

Commercial banks grant various types of loan to different Corporation. These
Corporation includes Industrial, Trading, Financial, Service Oriented and Other
Government Corporations. This ratio is calculated as dividing Corporation wise loan by

total loan.
3.2.1 Statistical Tools

For supporting the study, statistical tools such as Risk index -Mean, Standard Deviation,

Coefficient of Variation Regression analysis tools have been used.
a. Risk Index.

Basically credit risk management is reviewed by two approaches. First approach is micro
approach which is generally out by bank employee, internal auditor who can collect all
and every related information to credit management. Another is macro approach this
approach is faster but less accurate way of estimating risk and loss exposure of banks

according to Joseph F.Siney, in his book, commercial bank and financial management.

58



Risk index is based on macro approach to review and appraised the credit management
process. It measures the bank risk exposure related to credit based on the financial
information. This index is widely used and practiced in the banks for review and
appraisal. It was first propounded by Hannen Hanwack, 1998. It has been applied by
Liang and Savage in 1990, Sinkey and Nash, 1993. Risk index can be computed by using

following formul ae.

[E (ROA) + CAP]
Risk Index. =

SD. (ROA)

Where,

E (ROA) = expected return on assets.

C.A.P. =inverse of equity multiplier.

S.D. (ROA) = standard deviation of R.O.A.

Lower the risk index implies riskier bank where as higher implies safer bank.
The resultant figure as per group average, or above or below the average shows
the strength and the weakness of the banks’ credit and administrative policies

and practices.

b. Arithmetic Mean

Averages are measures that condense a huge mass of data into single value representing

whole data. Average is statistical constants which enable us to comprehend in a single
effort the significance of the whole. It is calculated as

~ X
X =N

Where,
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"X = Mean value or Arithmetic mean

2x =Sum of the Observation
N = Number of Observations
c. Standard Deviation

The standard deviation is the square root of mean squared deviations from the arithmetic

mean and is denoted by standard deviation .1t is calculated as

6= N "IN
Where,

o= Standard Deviation

2
X
N - Sum of Squares of Observation

2X),
N =Sum of Square of mean

d. Co-efficient of variation

The coefficient of variation (C.V) is the relative measure based on standard deviation and
is defined as the ratio of standard deviation to mean expressed in percent. It is calculated

as

c
C.V.=—x100
X

Where,

C.V. = Coefficient of Variation, o  =Standard Deviation, X = Mean
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It is independent of units. Hence, it is suitable measure for comparing variability of two
series with same or different units. A series with smaller coefficient of variation is said to
be less variable or more consistent or more homogenous or more uniform or more stable

than others and vice-versa.

3.2.3 Coefficient of Correation.

Correlation can be defined as a degree of linear relationship existing between two or
more variables. Correlation is of three types. They are ssimple, partial and multiple
correlations. Correlation may be positive, negative and zero. Correlation can be classified

aslinear and non linear.

Coefficient of correlation is an important measure to describe how one variable explains
another. It is the ssimplest of ascertaining the correlation between two variables. It is not
influences by the size of the extreme items. Karl Pearson coefficient of correlation is
usually denoted by ’r’.

n 3 XY-(X) (Y)

VI 3X= (3% {n 2Y* (ZY)}
Where,
n = no. of observation of X and Y.
> XY = sum of the product of the observations in series X and Y.
> X = sum of the observationsin series X.
> Y =sum of the observations in series Y.
S X? = sum of the square of the observationsin series X.

S Y?= sum of the square of the observationsin seriesY.
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3.2.4. Probable Error.

Probable error of the correlation coefficient denoted by P.E. is the measure of testing the
reliability of the calculated value of correlation coefficient. It is defined as P.E. =
[0.6745(1-r%)]\Wn. With the help of P.E. it is possible to determine the reliability of the
value of coefficient. Decision rules for significant tests are; if r < P.E, it isinsignificant.
So, perhaps there is the evidence of correlation. If r > P.E it is significant. If ‘r’ does not

satisfy either of the above two conditions, the relation is inconclusive.

[0.6745(1-r7)]

vn

3.2.5. Regression Analysis.

Regression analysis is used as a tool of determining the strength of relationship between
two variables. Thus, it is a statistical value of 1 variable when the value of other variable
is known. The unknown variable which have to be predicted is called dependent variable
and the know variable is independent variable. (Shrestha and Silwal, 2057, 249-250) The
general form of simple regressionlineisY = a+ bx.

Where,

Y - Dependent variable

X- Independent variable,

a- Intercept of y on x

b - Slope of the regression line.

In this study, simple regression analysis has been used to study the influences of P.L.L. to
R.O.A. as well as R.O.E. Therefore, P.L.L. is the dependent variable while R.O.A. and

R.O.E. are concerned as independent variables.
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CHAPTER 4
PRESENTATION AND ANALY SIS OF DATA

This chapter deals with the presentation and analysis of relevant data of the
selected commercia banks of Nepal in order to fulfill the objectives of the study. To
obtain best result, the data have been analyzed according to the research methodology as
mentioned in third chapter.

The purpose of this chapter is to introduce to the mechanics of data analysis and
interpretation. Data analysis is the relationships or differences supporting or conflicting
with original or new hypothesis should be subjected to statistical test of significance to
determine with what validity data can be served to indicate any conclusion. Credit risk
management is one of the most important factors that have been developed to facilitate
effective performance of bank management. Credit risk management is the formal
expression of the commercia banks goals and objectives stated in financial term for

specific future period of time. Credit isthe very basic indicator for determining profit.

The main purpose of the study is to assess the credit risk management in selected
commercial banks. Present chapter will discuss the various aspects of credit risk
management and their actual accomplishment. Actually, credit risk management is a
fundamental managerial tool, which is applied in commercial banks. For this respect, it
will analyze the data by using various financia and statistical tools to meet the stated
objectives of the study. It also compares the data between selected banks. Besides, it also

presents the various finding generated from data analysis.

4.1.1 Credit Practicesin Rastriya Banijya bank and NIC Bank

Credit practices show the lending policies and practices adopted by the selected
commercia banks during the study period. It measures the ability of the organization in

terms of credit practices by using historical data.

4.1.2 Total loansto deposit ratio
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The prime source of bank's lending depends on its deposit. Thisratio is calculated to find
out how successfully the banks are utilizing their deposits on loan and advances for profit
generating activities, greater ratio indicates the better utilization of total deposits. The
ratios are presented in the table 4.1.

Table4.1
Total loans of deposit ratio
Bank/ | 2006/07 | 2007/0 | 2008/0 | 2009/10 | 2010/11 | Mean SD CV
F.Y 8 9
RBB 0.479 0.476 0.543 0.501 0.553 0.510 | 0.0358 | 7.019
NIC 0.916 0.876 | 0.893 0.809 0.824 0.863 | 0.0456 | 5.277

Source: Annual reports of the companies

The table 4.1 shows that the ratio of credit to deposit ratio of RBB is 0.479, 0.476, 0.543,
0.501 & 0.553 respectively. Similarly the ratio of NIC is 0.916, 0.876, 0.893 0.809 &
0.824. In overal comparison, RBB has the highest ratio in F/Y 2008/09 i.e. 0.543 and
NIC has observed the lowest ratio in F/Y 2009/10 with 0.809.

From average point of view, NIC has maintained higher loan & advances to total deposit.
In this way, it shows that NIC seems to be strong to mobilize its total deposit as loan &
advances. The standard deviation and coefficient of variance of RBB and NIC is
0.0358& 7.019 and 0.0456&5.277. It shows that there is no higher variation in loan and
deposit ratio every year. However higher ratio does not indicate it is aways better from
the point of liquidity. Both banks are capable to use more than 50% of deposit on loan
and advances. Comparatively RBB has very lower to mobilize its deposits. If maintained

this, it does not helps to make consistency on the profitability of the banks.

4.1.3 Interest incometo loans & advances
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Interest income to loan & advances is one of the maor sources of income for a
commercia bank. The high volume of interest income is indicator of good performance

of lending activities. Thisis shown in table 4.2.

Table4.2

I nterest incometo loan & advances

Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean | SD | C.V
RBB 0.129 0.131 0.133 0.154 0.146 | 0.138 | 0.0109 | 7.86
NIC 0.125 | 0.0781 | 0.0831 | 0.0846 | 0.106 | 0.095 | 0.0197 | 20.73

Source: Annual reports of the companies.

Table 4.2 shows the ratio of interest income to loan and advances of the selected banks
over the study period. Interest income to loan and advances ratio of RBB ranges from the
highest of 0.154 and the lowest of 0.129 in the fisca year 2009/10and 2006/07
respectively. The mean ratio is 0.138, first two years are below the average and the ratio
of fiscal year 2009/10 and 2010/11 are above the average. The average interest income to
loan and the advances of the RBB is 0.138. Ratio of NIC does not show clear direction.
Highest ratio is in the fiscal year 2006/07 0.125 and lowest in the F.Y 2007/08 is 0.0781.
The average interest income to loan and advances ratio of RBB, is best performance than
NIC. Standard deviation and coefficient of variation of RBB and NIC is 0.0109& 7.86 and
0.0197& 20.73 table shows that there is no higher variation on interest income to loan and
advances of both bank but the NIC has higher CV so NIC islower consistency in interest

income to total loan and advances in the study period.

4.1.4 Non-Performing Loansto Total L oan and Advances Ratio

NRB has directed al the commercial banks to create loan loss provision against the
doubtful and bad debts. To measure the volume of non-performing loan to total loan &
advances the main indicator of RBB and NIC has been used. This ratio shows the

percentage on non-recovery loansin total loan & advances, thich is shown in table 4.2.
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Non-performing loan to total loan and advances (in %)

Table4.3

Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean | SD CV
RBB 0.214 0.156 0.0981 0.0935 0.0544 0.123 | 0.062 | 50.73
NIC 0.0111 | 0.0086 | 0.0093 0.0072 0.0060 | 0.0084 | 0.001 | 22.62

Source: Annual reports of the companies.

Table 4.3 presents the Non- performing loan to total loan and advance over the study
period. Highest Ratio of RBB is 0.214 and lowest 0.0544, it shows decreasing trend in
subsequent year. On the other hand the highest ratio of NIC is 0.0111 and lowest 0.0060,
which is decreasing trend in comparison the first two year study. The average Non-
performing loan to loan and advances of RBB and NIC is 0.123 and 0.0060. The Ratio of
RBB in first two year above and below the average in the last three F.Y. Ratio of NIC in
the first two year is above the average and last two years is below the average. NIC has
the lowest non performing loan to total loan and advances; study shows NIC is best
performer than the RBB.

Banking sector is seriously affected by the non-performing loan. Both banks are not far
from this above fact. If non-performing loan increases, the overall banking business will
be affect. So provision amount will increase and profit will decrease. Above the table
presents that RBB has higher non performing ratio so, the RBB has higher credit risk
because of higher ratio of nonperforming loan.RBB has higher standard deviation and
coefficient of variation so it is said that bank has higher variation and lower consistency

in nonperforming loan to total loan and advances.

4.1.5 L oans and Advancesto Total Assets Ratio
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Loan and advance is the magjor part of total assets for the bank. This ratio indicates the
volume of loans & advance out of the total assets. A high degree of the ratio indicates
that the bank has been able to mobilize its fund through lending function. However
lending always carry out certain risk of default. Therefore a high ratio represents lower
liquidity it effect on productivity and safety in terms of liquidity this is shown in table
4.4.

Table4.4

Loans & advancesto total assetsratio

Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean | SD | C.V

RBB 0.397 0.381 0.462 0.435 0.402 0.415 | 0.0326 | 7.86

NIC 0.765 0.739 0.729 0.626 0.676 0.707 | 0.0556 | 7.86

Source: Annual reports of the companies.

Table 4.4 shows that loans & advance to total assets of five year of the selected banks.
Loan and advances to total assets ratio of RBB ranges the highest of 0.462 in the fiscal
year 2008/09 and the lowest in the fiscal year 2007/08. Here this ratio does not show any
clear direction, ratio of NIC is highest in the F.Y 2006/07 is 0.765 and lowest 0.626 in the
F.Y 2009/10. From the mean point of view, it can be said that average ratio of NIC is
highest than RBB. It can be concluded that higher the mean ratio indicates good lending
performance. Here RBB should focus to increase loan and advances to total assets ratio
for increase lending performance. Standard deviation and coefficient of variance of
RBB is 0.0326& 7.86 and NIC is 0.0556& 7.86 the result of SD and CV has not higher

variation on loan and advances to total asset ratio.

4.1.6 L oan and advancesto current assetsratio
Loans and advances is the major component in total assets, which indicates the ability of
banks to canalize its current assets in the form of loan & advance to earn high return. If

sufficient loan and advances cannot be granted, it should be pay interest in utilized
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current assets funds and may be lose earnings. So commercial banks provide loan &
advances in appropriate level to find out portion of current assets, which is granted as

loan & advances. Thisisshown in table 4.5.

Table4.5

Loan & advancesto current assetsratio

Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean SD CV

RBB 0.0129 0.0144 0.0188 0.0149 | 0.0106 | 0.0143 | 0.0030 | 20.97

NIC 0.0768 0.0712 0.0548 0.0643 | 0.0609 | 0.0656 | 0.0086 | 13.10

Source: Annual reports of the companies.

Table 4.4 shows the loan and advances to current assets of selected banks over the study
period. Loans and advances to current assets ratio of RBB ranges highest of 1.88 timesin
the F.Y 2008/09 and lowest 1.06 in the F.Y 2010/11. Loan and advances to current assets
ratio of RBB in the F.Y 2006/07 is below the average and above the average in the
remaining year. Table shows the increasing trend on loan and advances to current assets
ratio of RBB. The Ratio of NIC isthe highest in the F.Y 2006/07 is 7.68 and lowest 5.48
in the F.Y 2008/09.s.d and CV shows that the CV of RBB is higher than NIC so RBB is
lower uniformity and consistency in maintaining loan and advances to current asset ratio.
From the mean point of view, it can be said that mean ratio of NIC is higher than RBB. It
can be concluded that the higher the mean ratio indicates the good short term lending
performance. RBB should focus to increase loan and advances to current assets ratio to
increase short term lending performance.

4.1.7 Loansloss provision to total loan and advancesratio

The provision for loan loss reflects the increasing probability of non-performing loan.
Increase in loan loss provision decreases in profit result as decrease in dividends. But its
positive impact is that strengthens the financial conditions of banks by controlling the
credit risk and reduces the risks related issues to deposits. The lower ratio indicates the
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good quality of assets in total volume of loan & advances. High ratio indicates move

risky assetsin total volume of loan and advances thisis shown in table 4.6.

Table4.6

L oan loss provision to total loan and advances

Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean | SD | C.V
RBB 0.0156 | 0.0137 | 0.008 | 0.0113 | 0.0158 | 0.012 | 0.0032 | 25.3
NIC 0.0205 | 0.0175 | 0.0170 | 0.0164 | 0.0152 | 0.017 | 0.0019 | 11.38

Source: Annual reports of the companies.

Above table 4.6 shows that loan loss provision to total loan and advances of selected
banks over the study period. Ratio of RBB ranges highest 0.0158 in the F.Y 2010/11 and
lowest 0.008 in the F.Y 2008/09.Average ratio of RBB is 0.0129, F.Y 2008/09 and
2009/10 is below the average and F.Y 2006/07 , 2007/08 and 2010/11 is above the
average. The ratio does not give the any clear trend of loan loss provision to total loan
and advances. Ratio of NIC ranges highest 0.0205 in the F.Y 2006/07 and lowest 0.0152
inthe F.Y 2010/11. Here average loan loss provision to loan and advances ratio of NIC is
higher than the RBB. Higher ratio indicates the increase volume of non-performing loans
and vice versa. Loan loss provision of RBB isin a decreasing trend in the F.Y 2008/09,
so the decreasing loan loss ratio indicates efficient credit policy and gradual increment on
the performance of the bank. The S.D and C.V of RBB is 0.00327&25.34 and NIC is
0.00197& 11.38 RBB has more variation on loan loss provision in every F.Y than NIC, on
the other hand RBB has higher C.V ratio which indicate RBB is less consistency than
NIC in terms of loan loss provision. Here loan loss provision to total loan and advances
of NIC isin decreasing trend, which indicates decrease volume of non-performing loans
of NIC it conclude that is due to the effective credit policy and good performance of the

company.
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4.1.8 Non banking assetsto total assetsratio

Nonbanking assets to total assets ratio indicates that bank overall performance on loan
recovery ratio from the bank total loan and assets. when the bank becomes failure to
minimize its loan recovery ratio the non banking assets goes increases, so higher the non

banking assetsratio isriskier in credit risk management thisis shown in table 4.7.

Table4.7
Non banking Assetsto total Assetsratio
Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean SD CV

RBB 0.51 0.34 0.26 0.12 0.17 0.280 | 0.1537 | 54.89

NIC 0.0096 | 0.0044 | 0.0021 | 0.0020 | 0.0025 | 0.00412 | 0.0032 | 77.67

Sources: Annual report of the companies.

Above table 4.7 shows the non banking assets to total assets ratio of selected banks over
the study period. Ratio of RBB ranges highest 0.51 in the F.Y 2006/07 and lowest 0.12 in
the F.Y 2009/10.Average ratio of RBB is 0.28 the last three years ratio is below the
average and first two yearsratio is above the average. From the above table conclude that
the comparatively RBB has the highest non banking assets than NIC. RBB has the higher
non banking asset it shows that RBB is not good performing in loan recovery so it has
higher credit risk if the bank does not minimize the non banking asset the coming year
will be very difficult for smoothly operation of the banking activities. On the other hand
the NIC has lowest non banking assets in the F.Y 2009/10 0.0020 and highest in the year
2006/07 is 0.0096. The first two yearsratio is higher the average and last three years ratio
is lower than the average ratio. Standard deviation and coefficient of variation of RBB
and NIC is 0.1537&54.89and 0.0032& 77.67 the result indicate that RBB has higher S.D
which has higher variation in every year nonbanking asset to total asset ratio, on the other
hand NIC has lower S.D it indicate there is lower variation on NIC nonbanking assets to
total ratio but from the view point of C.V NIC has higher C.V ratio which inform that

NIC has lower uniformity and consistency in non banking asset to total asset ratio. Here
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average non banking assets to total assets ratio of RBB is higher than NIC higher non
banking ratio indicates the increased volume of non-performing loans and vice versa.
Non banking assets of RBB is decreasing trend so the decreasing non banking assets ratio
reflect efficient credit policy and gradual increment performance of the bank. Here loan
loss provision to total loan and advances of NIC is decreasing trend, which indicates
decreased volume of non-performing loans of NIC it can be conclude that due to the

effective credit policy and good performance of the bank.

4.1.9 Loan portfolio of RBB and NIC

Table4.8
L oan portfolio of RBB and NIC AmtRs.000
L oan portfolio F.Y 066/067 F.Y 067/068 F.Y 068/069
RBB NIC RBB NIC RBB NIC
Real estateloan | 1780073 | 1470317 | 1790233 | 1736670 | 1945889 | 2010732
Housing loan 3110961 | 1025626 | 3151612 | 1396761 | 3275898 | 1568732
Margin type 794694 648227 563473 252215 331111 230218
loan
Term loan 1941329 | 1011576 | 2027049 | 848784 | 1937645 | 948748
Overdraft loan | 16339326 | 4516395 | 17583013 | 5959393 | 19524331 | 7053935
Other loan 11726131 | 4059874 | 11750724 | 3542650 | 13433988 | 3934733
Total 35692514 | 12732014 | 36866104 | 14933940 | 40448863 | 15747098

Sources: Annual report of the companies.

In the above table shows that sector wise loan portfolio of RBB and NIC bank. The last
three years loan portfolio presents the bank credit risk analysis. The total loan volume of
RBB is higher than the NIC every three years. The NIC bank has higher real estate loan
than RBB, on the other hand housing loan is nearly equa in each year both RBB and
NIC. Margin type loan of NIC in F.Y 066/067 is higher than RBB and next two years

distribution is not more gaps it is similar ratio. Term loan of both bank RBB and NIC is
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equally investing every three F.Y. both bank is highly lending their loan portfolio in
overdraft loan, higher ratio of OD loan indicate both bank has minimize their risk for
mitigating their future difficulties, OD loan is short term loan so it will be very beneficia
to maintain liquidity management . Around 30% loan is distributed by both bank other
type loan this type of loan is higher portion on total loan portfolio this table shows both
bank are lending higher ratio of loan in short term loan then long term loan. Nepalese
current scenario inform us real estate and housing loan is higher risk according to NRB
.NRB directed that every bank and financia institutions should minimize their real estate
and housing loan less than 10% until coming year. This NRB directive suggested that
thereis higher credit risk in that sector so that NIC has higher portion of credit lending on
housing and real estate. According to NRB directive NIC is higher credit risk in terms of
real estate and housing loan portfolio than RBB.

4.2.1 Total loan to portfolio loan ratio of RBB and NIC

Total loan to portfolio loan ratio provides the information about how much banks are
consistency in loan portfolio management and credit risk mitigating performance. That is
depending upon their loan portfolio. Portfolio refers to the diversification of risk in to the
different sector other then single sector. Proper managing of portfolio minimizes the level

of risk on the credit recovery ratio.

Table4.9
Total loan to portfolio loan ratio of RBB and NIC
Loan F.Y 066/067 F.Y 067/068 F.Y 068/069 Mean SD CV

portfo ™RpB [ NIC | RBB | NIC | RBB | NIC | RB | NIC | RB | NIC | RB | NIC

lio

Real 0.049 0.115 0.048 0.126 0.048 0.127 0.048 0.123 0.008 0.006 16.6 4.87
estate
loan

Hous | 0.087 | 0.080 | 0085 | 0101 | 0.080 | 0.099 | 0.084 | 0093 | 0003 | 0011 | 357 | 118
ng

Margi 0.023 0.051 0.015 0.018 0.081 0.014 0.039 0.027 | 0.003 0.020 9.23 7.04
nloan

Term 0.054 0.079 0.053 0.061 0.047 0.060 0.051 0.066 0.004 0.010 7.84 151
loan

Overd | 0.458 0.355 0.476 0.439 0.482 0.447 0.472 0.413 0.012 0.050 254 12.1
raft
loan
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Other | 0.329 0.319 0.318 0.257 0.332 0.249 0.326 0.275 0.007 0.038 2.14 13.8
loan

Sources. Annual report of the companies.

From the above table the total loan to portfolio loan ratio of RBB and NIC represents last
three fiscal years portfolio lending ratio. Real estate loan of RBB in the F.Y 066/67 is
0.049 and 0.115 067/068 is 0.048 and 0.126 and 068/069 is 0.048 and 0.127,NIC has
higher portion every economic year. Housing loan of both RBB and NIC is no more
variation mean ratio of RBB and NIC is 0.084&0.093 the NIC bank coefficient of
variance is 11.8 and RBB is 3.57 which is higher than RBB we conclude that NIC is less
consistency in housing lending comparative with RBB. Margin type loan of both bank is
approximately lending the mean ratio of this loan is 0.039&0.027 standard deviation is
0.003&0.020 result indicate there is no higher variation on margin type loan on every
F.Y. Term loan represents the long term lending portfolio which is very vauable role in
credit risk measurement of the financia institutions the mean ratio of term loan is
0.051&0.066 respectively both bank are nearly lending in term loan. From the standard
deviation and coefficient of variation we analyze that the NIC has higher variation and
less consistency than RBB. Mean ratio of overdraft loan is 0.472&0.413 they are lending
higher portion of loan in overdraft loan generaly this loan is lending on short time
period. Standard deviation and coefficient of variation shows NIC is less variation and
consistency in overdraft loan risk involved and service cost of such credit islessand it is
easier to liquefy financia assets than physical assets. other type loan generally inform
that it is aso short term loan consumable loan, auto loan credit card loan and other
installment and single payment loan is categorized in other type loan, the mean value of
other type loan is 0.326& 0.275 one third loan is distributed in this loan so it conclude that
both bank are safe side in terms of liquidity crises and defaulting of recovery. Standard
deviation and coefficient of variation result that the NIC is less consistency in other type

loan portfolio.
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Figure4.10

Trend analysis of NPC to total credit and advances of RBB.
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Trend analysis of NPC tototal credit and advances of NIC.
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Generdly trend analysis determines the present scenario of certain subject matter. Trend
analysis is computed value of variables collected in different period of time. Trend
analysis helps in evaluate the changes variable with respect to the change of time. In this
research work analyze on non performing credit to total credit and advances of RBB and
NIC on behalf of credit risk management.

Non performing credit ratio is the suitable measure ratio on credit risk efficiency in
certain time period analysis. From the above trend line presentation of RBB shows the
F.Y 2006/07 non performing credit is 0.215 it is very high comparative with NIC is
0.0111 this ratio provide the bank is very poor efficiency in credit recovery performance
other then NIC such type of risk has adverse effect on banks overall effectiveness.
Although the bank is trying to minimize that non performing ratio decreasing last four
years, so we conclude that non performing credit of RBB is in decreasing trend. Fiscal
year 2007/08 NPC is 0.156 F.Y 2008/09 0.0981, F.Y 2009/2010is0.0935 F.Y 2010/2011
is 0.0544 respectively. The RBB trend line shows it has been applying the credit
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mitigating tools and technique which has the positive result in credit risk minimize. The

last five year trend present the RBB is going to be success in credit risk management.

The NIC non performing credit is also decreasing in f.y2007/08 0.0086, 2008/09is
0.0093, F.Y 2009/10is0.0072, and F.Y 2010/11 is 0.0060, which is very lower compare
with RBB. This credit ratio indicates that the NIC is high performance in credit risk
management. The bank non performing credit is decreasing trend in every fiscal year
except 2007/08, no one bank has the zero level of non performing credit so the NIC
represents ratio on NPC is as usual ratio. The NIC trend line last five year ratio evaluate

the bank has efficient performance in credit risk management.

4.2.2. Statistical Analysis.
A. Rastriya Banijya Bank Limited.

The data related to overall credit risk management is given below. Table below presented
shows the financial model that is risks index and probability of book value insolvency.
Risk index indicates the higher the risk better the performance of the bank. Book value
insolvency relates to the thickness of the book value cushion available to absorb
accounting losses. All the calculations are based on accounting data of the bank. Risk
index and book value insolvency is based on the financial data of last five years starting
from financial year 2006/07 up to 2010/011.

Table5.1 (Ay) Risk Index and Book Value Insolvency of R.B.B.

S. No. | Description. Figure.

1. Risk Index. 27.80
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Probability of Book Vaue Insolvency. (%)

0.038

Sources: Annex 10.

Table5.1. (A,) indicates the following decisions.

=  Bank has the moderate leve of risk.

= Probability of the book value insolvency islessthan 1 percent.

The entire figure suggests that the bank’s total credit management is moderate and

reasonable. Medium level of risk index attribute of the bank has alower expected R.O.A.,

It current position shows that it has a moderate level of cushion to absorb accounting

| osses.

Table5.2. (A,) Correlation Coefficient of R.B.B

S. No. P.L.L. Correlation. | P.E. Conclusion. Remarks.
1. R.O.A. | -0.296 0.2752 Insignificant. | r<P.E.
2. R.O.E. | 0.00339 0.674 Insignificant. | r<P.E.

Sources: Annex 11.

Table 5.2. (A,) shows the correlation between loan and loan loss provision to R.O.A. and
R.O.E. but the result istoo small and considers it as insignificant.

Table5.3. (A3) Regression Coefficient of R.B.B.

S. | Independent | Dependent | Beta (b) Constant. | T- Remarks.
No. ) ) o Vaue.

Variable. Variable. | Coefficient. | (a)
1. |PL.L. R.OA. -0.6863 3.39 0.9090 | Insignificant.
2. | PL.L. R.O.E. 0.1460 15.72 0.8157 | Insignificant.

Sources: Annex 11

Table 5.3.(A3) reveals that the regression coefficient of provision of loan loss for R.O.A.
is negative and R.O.E. is positive but the value is not significant at 5 % level of
significance, which indicates very low association between the independent variable
P.L.L. and dependent variable R.O.A. and R.O.E. Thus null hypothesis of no relationship
between P.L.L. on R.O.A. and P.L.L. on R.O.E. was accepted.
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B. Nepal Industrial and Commercial Bank limited.

The data related to overall credit risk management is given below. Table below presented
shows the financial model i.e. risks index and probability of book value insolvency. Risk
index indicates the higher the risk better the performance of the bank. Book value
insolvency relates to the thickness of the book value cushion available absorb accounting
losses. All the calculation based on accounting data of the bank. Risk index and book
value insolvency is based on the financial data of last five years starting from fiscal year
2003/04 up to 2007/08.

Table5.4. (B1) Risk Index and Book Value Insolvency of N.I.C

S. No. | Description. Figure.
1. Risk Index. 32.65
2. Probability of Book Value Insolvency. (%) | 0.0533

Sources: Annex 10.

Tableb.4. (B1) indicates the following decisions.
» Bank hasthe higher risk that shows high return.
= Probability of the book value insolvency is less than 1 percent.

The entire figure suggests that the bank’s total credit management is good and
reasonable. Higher risk index attribute of the bank has a higher expected R.O.A., strong
capital position and stable earning R.O.A. It current position showsthat it has a high level

of cushion to absorb accounting losses.

Table5.5. (B,) Correlation Coefficient of N.I.C

S.No. | P.L.L. Correlation. | P.E. Conclusion. Remarks.
1. R.OA. -1.088 -0.0555 | Insignificant. | r<P.E.
2. R.O.E. -1.0025 -0.00151 | Insignificant. | r <P.E.
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Sources: Annex 11.

Tableb.5. (B,) shows that the correlation between loan and loan loss provision to R.O.A.

and R.O.E. but the result istoo small and considersit as insignificant.

Table 5.6. (Bs) Regression Coefficient of N.I.C.

S Independent | Dependent | Beta (b) Constant. | T- Remarks.
No. _ ) o Vaue.

Variable. Variable. Coefficient. | (a)
1. P.L.L. R.OA. -211 5.625 1.3763 | Significant.
2. P.L.L. R.O.E. -15.6 51.56 -0.5470 | Insignificant.

Sources: Annex 11

Table 5.6.(B3) reveals that the regression coefficient of provision of loan loss for R.O.E.
and R.O.A. is negative but the value is not significant at 5 % level of significance, which
indicates very low association between the independent variable P.L.L. and dependent
variable R.O.A. and R.O.E. Thus null hypothesis of no relationship between P.L.L. on
R.O.A.and P.L.L. on R.O.E. was accepted.

4.2.3 Concluding Remark

This chapter analyzed the information collected from the secondary sources. Above the
study shows the RBB has lower lending ratio than NIC that is 0.51 and 0.824, it indicates
NIC seems to be strong to mobilize its total deposit to loan and advances. The higher
nonperforming loan of the bank is very riskier, data shows that RBB has higher
nonperforming loan comparatively NIC. Average nonperforming loan of RBB and NIC
is 0.123 and 0.0084 it reflect that RBB is in higher risk. Higher ratio of nonperforming
loan affects the overall operation of the bank. Result present RBB has very poor
management in credit risk assessment compare with NIC. The nonperforming loan result
of the NIC is satisfactory relatively than RBB. The NIC result provides us bank has
developed strong credit risk management system in the organization.

Loan loss provision is one of the magjor indicators of credit risk assessment. Both bank

data shows the provision for loan loss is decreasing trend, it implies that banks are
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gradually minimizing their nonperforming loan on total loan and advances. While the
nonbanking assets go increase that affects on credit recovery ratio of the bank, higher the
nonbanking assets ratio is harmful to the organization. The RBB average nonbanking
assets is 0.28 and NIC is 0.0041 there is vast differences in nonbanking assets on total
assets it creates the liquidity problem in the banking system and lower performing in
credit recovery ratio. The loan portfolio data of both bank presents banks are lending
higher portion of their total credit on short term credit that implies both bank are
maintaining higher liquidity ratio. The consistent long term lending is very poor of both
banks it means both bank have not stable long run vision in credit lending. Higher portion
of credit lending on short run is that effect in accumulation of the idle capital in the

organization.

Statistical analysis has been conducted to find out the relationship between dependent and
independent variables. Mean, standard deviation, coefficient of variation, risk index,
correlation, and regression analysis method is used for statistical finding. Loan loss
provision is used dependent variables and ROA and ROE is used independent variables.
the statistical analysis is focus on ratio changes on ROA and ROE while the changes in

loan loss provision amount.
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CHAPTER -FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS

As the final chapter of the study, this chapter briefly explains the summary of the study,
tries to fetch out findings and conclusions and attempts to offer suggestions and

recommendations for strengthen that credit risk management of the sample banks.
5.1 Summary

This study has been undertaken to evaluate the comparative credit risk management of
commercia banks. Two banks Rastriya Bannijya Bank Limited and Nepal Industrial and
commercial Bank limited have been selected and five year financia statements of
respective banks have been used for the study. The study has been divided into five
chapters which include introduction, review of literature, research methodology, data
presentation and analysis and summary, conclusion and recommendation. This study
mainly based in secondary data, with include published annual report and other
publication of banks. Other related information was gathered from the concerned banks,
Nepal Rasta Bank, Nepal Stock Exchange, Securities Board of Nepal, different websites.
The data have been analyzed by using financial and statistical tools like ratio anaysis,
correlation coefficient, regression analysis and trend analysis etc.

Credit risk management is one of the challenging issues of the financial institutions. No
one bank can sustain in the market without proper management of credit risk. Thus study
is trying to find out the issues relating credit risk management in current market scenario
and remedial measures for future safeguard in the context of Nepal. Credit risk
management considered one of the influencing factors in the decision making activities.
Some research questions regarding credit practices, credit efficiencies, liquidity position,
and management quality are considered as a clear evident in present situation. Hence the
specific research questions related credit risk management in Nepalese commercia

banking sector has identified.

The prime objective of this study is to examine the comparative credit risk management
of selected commercial bank of Nepal. Objectives are determined by according to
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targeted goals. So this study aims to investigate the sector wise loan and advances, status
of nonperforming loan, and differentiate between public and private sector banks credit
risk management practices. SWOT analysis, loan recovery ratio, lending performance is
also analyzed under this study.

This study has been conducted several literature review to familiar with the credit risk
management. A bank exits not only to accept deposit but also to grant credit facilities.
Therefore it is inevitably exposed to credit risk. According to chen and pan (2012) credit
risk is the degree of value fluctuations in debt instruments and derivatives due to changes
in the underlying credit quality of borrowers counterparties. Credit risk management
maximizes bank's risk adjusted rate of return by maintaining credit risk exposure within
acceptable limit in order to provide frame work for understanding the impact of credit
risk management on bank's profitability(kargi 2011). In essence from the depth study of
literature review related with credit risk management it found that the main source of
credit risk include limited institutional capacity, inappropriate credit policies, volatile
interest rates, poor management, inappropriate laws, low capital and liquidity level, direct

lending, massive licensing of banks, and inadequate supervision by the central bank.

Analyzing the issues related to credit risk management, has undertaken the following
methodology. The descriptive research design has been followed for conceptualization of
the problem. For explain the relationship between dependent and independent variables
by determining variables on banks credit risk management. The financial and statistical
method has used for the data analysis. Financial method of data analysis is used in credit
risk management is credit/loan related ratio, credit efficiency ratios, profitability ratio,
sector wise credit portfolio disbursement has been analyzed. Besides the statistical
analysis mean, standard deviation, coefficient of variation, risk index, correlation

coefficient, and regression analysis has been examined.

Due to the boundary of financial and non financia difficulties only secondary data base
anaysis were performed in this study. Until coming to the conclusion step of the study
researcher has benefited from the massive knowledge about credit risk management. This
study will very memorable in terms of obtain the degree of post graduation from

Tribhuvan University in management. Conducting the research is very important crucial
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and interesting subject, so well study of any research topic is most responsible

assignment.
5.2 Conclusion

After analyzing the credit portfolio of RBB and NIC from both financial and statistical
aspect we can draw some major conclusion from the study which is as follows. RBB
have insufficient liquidity comparative with NIC. It shows that banks have not got proper
investment sector to utilize their liquid money. Now, in Nepal, many banks and other
financial institutions are functioning to collect deposit and invest money somewhere.
Therefore, monetarization have been increased since liberalization policy taken by the
government. Heavy remittances have also helped to increase the amount of deposits of
the banks. On the other hand, due to political instability and crises, economic sectors
have been damaged. Most of the projects have been withdrawn due to security problems.
Therefore, Banks have maximum liquidity due to lack of safety investment sectors. The
entire joint venture banks have utilized most of funds in the form of credit and advances
therefore it is the major part of utilizing deposits for income generating purpose. The
banks have deposits born can provide many to its customers as credit and advances. For
that, Banks are attracting deposits to the needy areas to make profit for themselves. Due
to economic condition in the country, credit takers are not getting good return from their
investment. Because of this situation, credit customers do not return money of the bank
in the stipulated time period. Therefore, due to the risk of default credit has increases.

That’s why the bank should increase its provision for credit loss.

Development of any nation depends on capital vested and mobilized in productive sectors
like industries trade and business of every nook and corners of the country. In fact, the
development of economy of the world is this result of substantial investment in such
productive sectors In order to boost up the economy and the social life of any country, it
is extremely essential to have a mechanism through which small amount of saving can be
collected and transferred into efficient uses. Hence, finance plays a vital role and thus
contributes in the economic development of nation and the banks provide such financial

services.
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At present, 32 commercia banks have been operating in Nepal. After the adaptation of

liberal policy by the government in 1990 number of banks and financial institutions are

increasing day by day. They have been rendering high quality banking services to the

people. Thereis cut throat competition between banks and financia intuitions.

5.3 Major Findings

Average loan and deposit ratio of RBB and NIC is 0.510 and 0.824. NIC has
maintained higher total to deposit ratio. In thisway, it shows that NIC seemsto be
strong to mobilize its total deposit as loan and advances. However higher ratio
does not mean it is aways better from the point of liquidity. Both banks are
capable to use more than 50% of deposit on loan and advances. If maintained this,

it help make consistency on the profitability of the banks.

The Average interest income to loan and advances of the RBB is 0.138. Ratio of
RBB does not show clear direction. Average interest income to loan and advances

ratio of NIC is0.095, it terms of the average ratio RBB has best performance.

NIC has lowest non performing loan to total loan and advances, this NIC is best
performer than the RBB. Banking sector is seriousy affected by the non-
performing loan. Both banks are not far from this above fact. If non-performing
loan increases, the overall banking business will be affected. So provision amount
will increase and profit will decrease. So, it is suggested that (RBB) to be sincere
while granting loan and to do effective follow up for recovery of non-performing

|oan.

Average loan and advances to total assets of RBB and NIC 0.415 and 0.707 it can
be concluded that the higher mean ratio indicates the good lending performance.
Here RBB should focus to increase loan and advances to total asset ratio to

increase lending performance.
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Loan and advances to current assets ratio of RBB is in an increasing trend.
Average ratio of RBB and NIC is 1.43 and 6.56. From the mean point of view, it
can be said that mean ratio of NIC has highest than RBB. It can be concluded that
the higher mean ratio indicates the good short term lending performance. Here
RBB should focus to increase loan and advances to current assets ratio to increase

short term lending performance.

Increase ratio of loan loss provision indicates the increased volume of non-
performing loans and vice versa. Loan loss provision of RBB is decreasing trend
in the fiscal year 2007/08, so the decreasing loan loss ratio indicates efficient
credit policy and gradual increment on the performance of the company. Here
loan loss provision to total loan and advances of RBB and NIC is in decreasing
trend, which indicates both bank are going to success minimize their credit risk
S0, we can say this is due to the effective credit policy and good performance of

the company.

Average interest expenses to total expenses ratio of RBB is higher. NIC has low
interest expenses to total expenses ratio, it shows that decrease in cost of deposit

as decrease in the interest expenses to total expenses ratio decrease.

Non banking assets to total assets ratio indicates that performing loan ratio of the
bank. The average ratio of RBB and NIC is 28%, 0.41% which has great
differences in non banking asset to total asset ratio. The highest ratio of RBB
shows bank has higher past non performing credit.

The last three years |oan portfolio presents the bank credit risk analysis. The total
loan volume of RBB is higher than the NIC every three years. The NIC bank has
higher real estate loan than RBB It shows that NIC is lending in that sector as per
the rules behind the NRB.
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Both bank RBB and NIC has lending their higher portion of loan in the short term
lending i.e. overdraft and other type loan it shows that their long run consistency

in credit lending is not satisfactory.

Correlation coefficient between loan loss provision to Return on assets and Return
on equity of RBB is -0.296&0.00339 which provides us there is positive
correlation between loan loss provison to Return on equity and negative
correlation with Return on assets, correlation analysis indicates that when the
bank increases it loan loss provision the return on assets will be decreases and

return on equity will beincreasesin small percentage.

Correlation coefficient of NIC Shows that -1.088&-1.0025 on Return on assets
and Return on equity respectively, results indicates that there is negative
correlation between loan loss provision and Return on equity and Return on assets

so when the bank increases the |oan loss provision ROA and ROE will decreases.

Regression analysis of RBB on loan loss provision to ROA is negative and ROE
is positive but the value not significant at 5% level of significance which indicates
there is very low association between the independent variable P.L.L and
dependent variable R.O.A and R.O.E.

Regression analysis of NIC on loan loss provision to R.O.A and R.O.E is
negative but the vaue is not significant at 5% level of significance which
indicates very low association between dependent variable and independent

variable.

86



5.4 Recommendation

The findings of the study reflect both positive and negative results with respect to the

financial performance of the sampled banks. But the recommendations have been

presented for the improvement of the negative result of the banks. As per the above

conclusion the following suggestions can be concluded for the banks:

b)

d)

€)

f)

Both banks should try to increase the loan and advances to deposit; here they have
maintained more than 50%. High ratio shows the capability of bank on mobilizing

itstotal deposit asloan and advances.

Banking sector is serioudly affected by the non-performing loan. Both banks are
not far from this above fact. If non-performing loan increases, the overall banking
business will be affected the RBB should sincere while granting loan and to do
effective follow up for recovery of high ratio non- performing loan.

Average loan and advances to total assets of RBB is below 50%. So, RBB should
focus to increase loan and advances to total asset ratio to increase lending

performance.

Banks should do lot exercise in more credit creation and reducing the interest rate

for loan and advances. Thiswill help them to maintain more competitive.

Bank should extending credit policy merely based on oral information presented at
the credit interview. Historical, financial and trade records as well as redlistic cash
flow projections should be obtained for proper arrangement of the proposal.

Banks could do better by offering modern banking facilities and new product for

the development of banking industry.
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¢))

h)

)

K)

NIC has higher real estate loan comparative to RBB higher portion of rea estate
and housing loan may be riskier in terms of liquidity management and credit

recovery ratio so NIC should focus to minimize the real estate loan.

both bank RBB and NIC has the high ratio of lending in overdraft and other type
loan such type of loan only beneficial in short term liquidity management, but
they are not concern long term investment in this portfolio disbursement we could
not see that both bank have not long run vision in terms of credit risk assessment

therefore banks should focus on long run lending activities.

Provision on loan loss and doubtful loan should to be maintaining as per the
directives of Nepal Rastra bank.

Bank should be sensitive to adverse movements in external factors such as interest
rates, exchange rate and commodity prices as it has direct disruptions on cash

trends of the bank.

Nonbanking assets are the nonproductive assets of the bank higher portion of this
assets indicates the bank has higher non performing loan. Above the finding the
RBB has higher 28 % nonbanking assets ratio this ratio is very high as per credit
risk so the bank immediately implement the tools and technique to minimize their

non banking assets.
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APPENDICES

Annex 1.
Table4.1
Annexl. Total loans of deposit ratio

Bank/F | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean | SD CV

Y

RBB 0.479 0.476 0.543 0.501 0.553 0.510 | 0.035 | 7.01

NIC 0.916 0.876 0.893 0.809 0.824 0.863 | 0.045 | 5.27

Source: Annual reports of the companies
Table 4.2
Annex2 Interest incometo loan & advancesratio.

Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean S.D C.v
RBB 0.129 0.131 0.133 0.154 0.146 0.138 | 0.0109 | 7.86
NIC 0.095 | 0.0197 | 20.73

0.125 0.0781 0.0831 0.0846 0.106
Source: Annual reports of the companies.
Table 4.3
Annex.3 Non-performing loan to total loan and advances (in %)

Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 2010/11 Mean S.D Cc.v

RBB 0.214 0.156 0.0981 0.0935 0.0544 0.123 | 0.0624 | 50.73
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Non banking Assetsto total Assetsratio
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| NIC | 0.0111 | 0.0086 | 0.0093 | 0.0072 | 0.0060 | 0.0084 | 0.0019 | 22.62
Source: Annual reports of the companies
Table 4.4
Annex.4 Loans & advances to total assets ratio
Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean S.D c.v
RBB 0.397 0.381 0.462 0.435 0.402 0.415 | 0.0326 | 7.86
NIC 0.765 0.739 0.729 0.626 0.676 0.707 | 0.0556 | 7.86
Source: Annual reports of the companies
Table 4.5
Annex.5 Loan & advances to current assets ratio
Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean S.D cv
RBB 0.0129 0.0144 0.0188 0.0149 0.0106 | 0.0143 | 0.0030 | 20.97
NIC 0.0768 0.0712 0.0548 0.0643 0.0609 | 0.0656 | 0.0086 | 13.10
Source: Annual reports of the companies
Table 4.6
Annex.6 Loan loss provision to total loan & advances
Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean S.D cv
RBB 0.0156 | 0.0137 0.008 0.0113 | 0.0158 | 0.0129 | 0.00327 | 25.34
NIC 0.0205 | 0.0175 | 0.0170 | 0.0164 | 0.0152 | 0.0173 | 0.00197 | 11.38
Source: Annual reports of the companies.
Table4.7
Annex.7



Bank/F.Y | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Mean S.D c.v
RBB 0.51 0.34 0.26 0.12 0.17 0.280 | 0.1537 | 54.89
NIC 0.0096 | 0.0044 | 0.0021 | 0.0020 | 0.0025 | 0.00412 | 0.0032 | 77.67
Table4.8
Annex.8 L oan portfolio of RBB and NIC AmtRs.000
L oan portfolio F.Y 066/067 F.Y 067/068 F.Y 068/069
RBB NIC RBB NIC RBB NIC
Real estate 1780073 | 1470317 | 1790233 | 1736670 1945889 2010732
loan
Housingloan | 3110961 | 1025626 | 3151612 | 1396761 | 3275898 1568732
Margin type 794694 648227 563473 252215 331111 230218
loan
Term loan 1941329 | 1011576 | 2027049 | 848784 1937645 048748
Overdraft loan | 16339326 | 4516395 | 17583013 | 5959393 | 19524331 | 7053935
Other loan 11726131 | 4059874 | 11750724 | 3542650 | 13433988 | 3934733
Total 35692514 | 12732014 | 36866104 | 14933940 | 40448863 | 15747098
Table4.9
Annex.9 Total loan to portfolio loan ratio of RBB and NIC
Loan F.Y 066/067 | F.Y 067/068 | F.Y 068/069 Mean SD CV
portfoli | RBB | NIC | RBB | NIC | RBB | NIC RB NIC RB NIC | RB NIC
)
Real 0.049 | 0.115 | 0.048 | 0.126 | 0.048 | 0.127 | 0.048 | 0.123 | 0.008 | 0.006 | 16.67 | 4.87
estate
loan
Housing | 0.087 | 0.080 | 0.085 | 0.101 | 0.080 | 0.099 | 0.084 | 0.093 | 0.003 | 0.011 | 357 | 11.83
loan
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Margin | 0.023 | 0.051 | 0.015 | 0.018 | 0.081 | 0.014 | 0.039 | 0.027 | 0.003 | 0.020 | 9.23 | 7.04
loan
Term | 0.054 | 0.079 | 0.054 | 0.061 | 0.047 | 0.060 | 0.051 | 0.066 | 0.004 | 0.010| 7.84 | 15.15
loan
Overdra | 0.458 | 0.355 | 0.476 | 0.439 | 0.482 | 0.447 | 0472 | 0413 | 0.012 | 0.050 | 254 | 12.13
ft loan
Other | 0.329 | 0.319 | 0.318 | 0.257 | 0.332 | 0.249 | 0.326 | 0.275 | 0.007 | 0.038 | 2.14 | 1381
loan
Annex 10. Calculation of Risk Index and Book Value I nsolvency.
Fisca RBB NIC
Y ear : :
R.OA. R.O.E. Equity R.O.A. R.O.E. Equity
Multiplier Multiplier
2006/07 | 3.07 13.67 4.45 1.44 20.68 14.36
2007/08 | 2.94 14.68 4.94 181 22.57 12.46
2008/09 | 2.56 15.53 6.07 1.88 24.23 12.48
2009/10 | 2.78 17.09 6.14 2.30 27.09 11.77
2010/11 | 1.18 18.55 15.72 2.34 28.09 12.04
n=>5 1253= 79.52 = 9.84= 122.66 =
> RO.A. | > RO.E. > RO.A. | > RO.E
Risk Index 27.80% 32.65 %
Prob. of B.V. Insol. 0.038 % 0.0533 %
where,
Equity Multiplier = R.O.E./ R.O.A.
[E (ROA) + CAP] 1
Risk Index. = CAP= x100
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SD. (ROA)

E.M.

Profitability of Book Value Insolvency. = [0.5(R.1.) ?]

Calculation of S.D. of R.O.A. for Annex 10 Purpose.

Fiscal RBB NIC
Y ear > >
ROA. (ROA.-ROA) ROA. (ROA.-ROA)
2006/07 | 3.07 0.3180 1.44 0.278
2007/08 | 2.94 0.191 1.81 0.024
2008/09 | 2.56 0.0031 1.88 0.0077
2009/10 |2.78 0.076 2.30 0.110
2010/11 | 1.18 1.752 2.34 0.138
n=5 1253= | 2341= 9.84 = 0.557 =
Y ROA. |J(R.OA.-ROA)? | TROA. S(R.O.A.-ROA.)?
S.D. 0.684 0.333

Annex 11. Calculation of Correlation Coefficient.

Where,

nyXY-YX Y
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Correlation (r) =

[0.6745(1-r7)]

VN IX*=(3X)F {nIY*= (YY)

PE.=
Vvn
R.B.B

Fiscd |PL.L. |[ROA |ROE. | X? XY XY Y/ Y,
Year | (X) [.(YD) |(Y2)
2006/07 | 1.56 | 3.07 |1367 |243 |4.78 21.32 | 9.42 486.86
2007/08 | 1.37 | 294 1468 |187 |4027 [2011 |864 215.5
2008/09 | 0.80 | 256 |1553 |0.64 |[2048 [1242 |6.55 241.18
2009/10 | 1.13 [278 [17.09 | 127 |3.14 1931 | 7.72 292.06
2010/11 | 158 |1.18 [1855 |249 |1.86 2930 | 1.39 344.10
n=5 |[6.44 |1253 |7952 [870 |1585 |10246 |[3372 |1579.7

=YX [ =YY [=3 Yo [ =YX | =Y XY1 | =3 XY, | =3 Y2 | =3 Y

N3XY-3X3Y:
lrRoOA)= =-0.296

V{n YX*- (X)) {nYY > (3

[0.6745(1-r7)]
P.E. (ROA) = =0.2752

vn

N3 XY2-3X3Y>
ROE)= =0.00339

V{n IX*=(3X) 3 {n3Y (3Y2)F
[0.6745(1-r7)]
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P.E. (RO.E) = =0.674
vn
Regression anaysisof R.O.A.onP.L.L.and R.O.E.onP.L.L.

Regression equation of Y; on X i.e. R.O.A.onP.L.L.(Y =a+ bX)

To determine the value of aand b, the following two normal equations are to be solved.
YY1=Na+ by X ie. 1253=5a+6.44D --------- 1%

SXYi=ayX +byX? e 15.85=6.44a+8.70b ------- 2

Multiplying equation 1% by 3.73 and 2™ by 2.76 subtracting equation 2" from equation
1%,

We have, a= 3.39

Putting the value of ‘a’ in equation 1%, we get b = -0.6863

Regression equation of Y,on X ie. R.O.E.on P.L.L. (Y =a+ bX)

To determine the value of aand b, the following two normal equations are to be solved.
Y, =Na+ by X ie.  197.93=5a+ 23.91b ------------ 1%

TXY,=ay X + by X? e 935.13=23.91a+116.41b ------- 2"

Multiplying equation 1% by 3.73 and 2™ by 2.76 and subtracting equation 2™ from
equation 1%,

we have, a= 15.72

Putting the value of ‘a’ in equation 1%, we get b = 0.1460

N.I.C
Fisca |P.L.L. [ROA |ROE. | X? XY XY, Y,® Y,
Year | (X) (Y1) (Y2)

2006/07 | 205 | 144 [2068 |420 |295 4239 | 207 427.66
2007/08 | 1.75 | 181 [2257 |3.06 |3.16 3049 |327 509.40
2008/09 | 1.70 | 1.88 [2423 [289 |3.19 4119 |[353 587.09
2009/10 | 1.64 | 230 [27.09 |268 |3.77 4442 [5.29 733.86
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2010/11 | 1.52 2.34 28.09 | 231 3.55 42.69 5.47 789.04

866 |[977 |12266|1514 |1662 |210.18 |19.63 |3047.05
=YX [ =YY (=5 Y2 =3 X2 =Y XY1 | =3 XY2 | =3 Y2 | =5 Y2

nYXY- X 3Yi
(rROA)= =-1.088

V{n IX*=(3X)3 {n Y (TY)T

[0.6745(1-r7)]
P.E. (ROA) = =-0.0555

vn

NYXYzr IX 3Y2
ROE)= =-1.0025

V{n YX*-(3X) 3 {n Y- (3Y2)

[0.6745(1-r7)]
P.E. (RO.E) = =-0.00151

Vvn
Regression anaysisof R.O.A.onP.L.L.and R.O.E.onP.L.L.

Regression equation of Y;on X i.e. R.O.A.on P.L.L.(Y =a+ bX)

To determine the value of aand b, the following two normal equations are to be solved.
Y1 =Na+byX e  9.77=5a+8.66b - 1

TXY,=ay X + by X2 e 16.62=8.66a+15.140 ------- ond

Multiplying equation 1% by 3.46 and 2™ by 1.98 and subtracting equation 2™ from
equation 1%,

We have, a=5.625
Putting the value of ‘a’ in equation 1%, we get b= -2.11

Regression equation of Y,on X ie. R.O.E.on P.L.L. (Y =a+ bX)
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To determine the value of aand b, the following two normal equations are to be solved.
YY2=Na+byX i.e.  122.66 =5a+ 8.660 ------------ 13
SXY,=ayX +byX? e 210.18=8.66a+15.14b ------- 2

Multiplying equation 1% by 3.46 and 2™ by 1.98 subtracting equation 2" from equation
1%,

We have, a=51.56

Putting the value of ‘a’ in equation 1%, we get b = -15.6
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