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CHAPTER - |
INTRODUCTION

1.1 Background of the Study

Commercial bankaccept deposits and pools those funds to provetitceither directly
by lending, or indirectly by investing through tb&pital markets. Within the
global financial markets, these institutions connewarket participants with capital
deficits (borrowers) to market participants wittpital surpluses (investors and lenders)
by transferring funds from those parties who hawugplsis funds to invest (financial
assets) to those parties who borrow funds to invégis, a bank has a tremendous effort
in development of trade and industry. They act dsaekbone for facilitation of any
banking services required in execution and operatiotrade and industry. This in turn
leads trade balance, higher gross domestic prothmiase in exports and ultimately

increasing per capita income of the citizens.

Banking Industry is a part of the economic systirhas a significant contribution to the
Gross Domestic Product (GDP) of the country. Baarksthe institutions which facilitate
fund from saving unit to deficit unit. They are thiees which provide complete financial
solutions to their valued customers. As they areisky business, they are constantly
regulated by the regulatory authority. In the pescef providing complete financial
services, they assume various kinds of risks amahgch credit risk covers the
significant portion of the total risk. While comneeal banks have faced difficulties over
the years for a multitude of reasons, the majorseaof serious banking problems
continues to be directly related to credit stangldicdl borrowers and counterparties, poor
portfolio risk management, or lack of attention deanges in economic and/or other
circumstances that can lead to deterioration in thedit standing of a banks
counterparties. Since the exposure to credit ritioues to be the leading sources of
problems in commercial banks world-wide, the bastksuld now have a keen awareness
of the need to identify, measure, monitor, manage @ntrol the credit risk as well as
determine that they hold adequate capital agdiestet risks and that they are adequately
compensated for the risks assumed.



Due to their critical status within the financigisgem and the economy generally, Banks
are highly regulated in most countries. Most bawi®erate under a system known
as fractional reserve banking where they hold angmnall reserve of the funds deposited
and lend out the rest for profit. They are gengrallbject to minimum capital

requirements which are based on an internationaloSeapital standards, known as

the Basel Accords.
1.1.1 Banking History and Banking System in Nepal

The evolution of the original banking system in lepas a more recent history than in
other countries of the world. Before the establishtrof “Tejarath Addha” during the
period of the premier of Ranoddip Singh, the unpizred sector i.e; Moneylenders,
Goldsmiths, Landlords have their universal domoraton the financial matter. They
used to charge very high interest rates. The Addas initiated to provide credit at a
cheap rate against gold and silver. The area déiitstioning was limited to Kathmandu
valley and some urban areas of the Terai. “Tejahakitha” may be regarded as the father
of the modern banking institutions and for a longet it rendered a good service to
government servants as well as to general publimbpilizing scattered saving in the
country and provide credit to the people at a ceeaptes. Nepal started its modern
Banking from establishment of Nepal Bank Limited Kartik 30, 1994 inaugurated by
late King Tribhuvan Bir Bikram Shah Dev. This madkthe beginning of an era of
formal banking in Nepal. Until then all monetaradtions were carried out by private
dealers and trading center. The Bank main objeaththat time was to render service to
the people whether rich or poor and to contribatéhe nation's development. In that era,
very few understood or had confidence in this nemncept of formal banking. Rising
equity shares were not easy and mobilization obdigp even more difficult. This was
evident when the bank floated equity shares woif#s.N2,500,000, but was successful
only in raising NRs. 842,000.The total deposits tloe first year was NRs. 17,02,025
where current deposits was about NRs. 12,98,898lfixas about NRs. 3,88,964 and
saving was NRs. 14,163. Loan disbursed and outstgrad the end of the first year was
NRs. 1,985,000. After the establishment of Democra007 B.S. , Nepal Rastra Bank,
the central bank of Nepal was established in 1935 tA discharge the central banking

responsibilities including guiding the developmentthe embryonic domestic financial



sector. Government then established Nepal Indufeaelopment Corporation (NIDC)
in 1959 with the assistance of United States of Acaefollowed by co-operative in
1967, now known as Agriculture Development BankdAhen Rastriya Banijya Bank
with 100% government share was established in 234, Later on Joint venture Bank
Nepal Arab Bank Ltd. Established in 1984 A. D. mstfprivate sector bank in Nepal.
Later on after the arrival of multiparty democranginy Banks and Financial Institutions

grew in Nepal due to the liberalization and opeardmwlicy to establish the FIS.

1.1.2 Nepalese Financial System

Banks and financial institutions licensed by NRB afassified as A, B, C and D class
institutions. Commercial banks are ‘A’ class ingittns, whereas development banks are
categorized as ‘B’, finance companies as ‘C’ andranifinance development banks as
‘D’. There are some Cooperatives and Non Governni@manizations licensed for
limited financial activities as non classified fieal institutions. Besides, there are
significant numbers of co-operatives and postaingpwffices that undertake limited
banking and near banking financial services. Smyilssubstantial amount of financial
assets is created by non-bank financial sectorchwbomprises saving funds and trusts
like Employee Provident Fund, Citizen Investmenisis and insurance companies in the
Nepalese financial system. With the shift in trentt in banking industry, Nepal has also
experienced so many ups and downs in the finarsyigslem. Many new issues are
emerging creating shorter and longer-term impacttha system. Banks need to
proactively assume their responsibilities and work strengthening their capacity,

bearing in mind the 21st century global struggléhm financial sector.

The face of commercial banking is changing rapi@gmpetition is getting tougher with

financial liberalization. For a strong and resitieanking and financial system, therefore,
banks need to go beyond peripheral issues andetatijor issues like improvements in
profitability, efficiency and technology, while aeking economies of scale through
consolidation and exploring available cost-effeetsolutions. These are some of the
issues that need to be addressed if banks arecteexl in the days to come. Below
depicts the number of financial institutions liceddy NRB as on mid-July 2012 in the

Nepalese Financial System.



Table No 1.1

Number of Financial Institutions licensed by NRB (Md-July 2012)

S.N.| Type of financial Institutions Class In Number

1 Commercial Banks A 32

2 Development Banks B 88

3 Finance Companies C 69

4 Micro Finance Development Banks D 24

5 Saving and Credit Co-operatives L}d. Non-classified 16
(Banking Activities)

6 Non-Government Organizations (FinangialNon-classified 36
Intermidiaries)
Total 265

Source: NRB, Banking and Financial Statistics Mitix2012, No 58

1.2 Risks in the Banks
Banks are mostly involved in collecting the funasl dending it to the borrowers with a

margin over the collection rate. The major funcséidhat banks have to perform are: -

Issuance of money, Netting and settlement of paysnemredit intermediation, credit

quality improvement, maturity transformation, moroegation etc. Different types of risk

incurs in this process. There is a probability itfer rise in the quality of the assets of

the banks or degradation of the quality of the taseé the banks. The banks have to

undergo through a long risk assessment procesgetoame these risk. Some of the main

risks faced by banks include:

Credit risk: risk of loss arising from a borrowehevdoes not make payments as

promised.

Liquidity risk: risk that a given security or assainnot be traded quickly enough in

the market to prevent a loss.

Market risk: risk that the value of a portfoliothedr an investment portfolio or a

trading portfolio, will decrease due to the chamgealue of the market risk factors.

Operational risk: risk arising from execution ati@mpany's business functions.

Reputational risk: a type of risk related to thestworthiness of business.

Country Risk: Country risk means the potentialdefault of foreign private sector

clients arising from country-specific economic, isb@and political factors. An




institution should also assess a client’s abilitybtain foreign exchange to service

cross-currency debt and honor contracts acrossdjations.

1.2.1 Assessing Credit Risk

Credit risk is the risk arising from the uncertgimtf an obligor ability to perform its
contractual obligations. Credit risk could stemnirdoth on- and off-balance sheet
transactions. An institution is also exposed toditreisk from diverse financial
instruments such as trade finance products andgetees, foreign exchange, financial
futures, swaps, bonds, options, commitments andagtees. Credit risk often does not
occur in isolation. A risk event may engender hogrket and credit risks. For example,
a rise in interest rates could impair the creditivoess of the bond issuer thereby
increasing the credit risk to an institution holglithose bonds. At the same time, the fall
in the value of the bond raises the market riskther institution. An institution should
therefore adopt a holistic approach to assessiaditcrisk and ensure that credit risk
management is part of an integrated approach tendmeagement of all financial risks.
The institution should establish a risk managenfearhework to adequately identify
measure, monitor and control credit risk. Adequateital should be held against credit
risks assumed. The institution should also compth all relevant rules, regulations and
prudential requirements.

Credit risk is the major risk that banks are expaseduring the normal course of lending
and credit underwriting. Within Basel Il, there am@o approaches for credit risk
measurement: the standardized approach and threahtatings based (IRB) approach.
Due to various inherent constraints of the Nepalemaking system, the standardized
approach in its simplified form, Simplified Standeed Approach (SSA), has been
prescribed in the initial phase.
Credit Risk involves:

» Risk of default: The risk that a counter party v unable to perform as agreed.

* Risk of Loss: The risk that a result of countertyarinability to perform as

agreed, the lender suffers a loss- Accounting ase Economic losses.

Credit risk assessment thus involves:



1.Credit Granting
An institution should have an established processapproving new credits and for the
renewal of existing credits. Credit should be edt#hin accordance with the credit
strategy of the institution. The credit grantinggess should encompass the following
elements:

» credit assessment of an obligor as well as relatddstry and macroeconomic

factors;

» structuring of credit transactions;

» approval by management with the appropriate authori

» completion of legal documentation; and

* Disbursement.

An institution should conduct comprehensive assesssnof the creditworthiness of its
obligors. These should include, where pertinenglymis of the obligor's financial
position as reflected in various financial and ceW statements, past repayment record,
management quality and integrity, as well as retewadustry and macroeconomic data.
For corporate obligors, adequate checks on theekbhlters and company directors
should be conducted. The institution should groeipted obligors, where appropriate,
and conduct credit assessment on a group basisen \Wftanting consumer credits, an
institution should have an adequate process t@s@pplicants, such as reference checks
with a consumer credit bureau or other databasejetted applications, bankruptcies

and accounts with delinquency records.

2. Collateral Valuation

The value of collateral should be updated peridljica account for changes in market
conditions. If the facility is backed by an invent@r goods purportedly on the obligor’'s
premises, appropriate inspections should be coadutd verify the existence and
valuation of the collateral.

3. Credit Reviews
An institution should perform regular credit rewge The purpose of a credit review is to
verify that credits are granted in accordance \theh institution’s credit policies and to

provide an independent judgment of asset qualibe ihstitution should conduct credit



reviews with updated information on the obligorisaincial and business conditions, as
well as the conduct of the account. Exceptionsdeteould be evaluated for impact on
the obligor’s creditworthiness. Credit reviews sldoaiso be conducted on a consolidated
group basis to factor in the business connectionsng related entities in a borrowing
group. Credit reviews should be performed at lease a year. More frequent reviews
should be conducted for new accounts and for ¢éledsaccounts. Procedures should also
be instituted to ensure that reviews are conduatdtie appropriate times. A process to
approve deferment of credit review should also beip place. For consumer loans, an
institution may dispense with the need to perfonedit reviews of individual obligors
for certain types of products. However, it shoulonmtor and report credit exceptions and

deterioration.

4. Credit Administration
An essential part of the credit process is credmiaistration. Credit administration
refers to the back office activities that suppart @ontrol extension and maintenance of
credit. An institution should ensure that there effective procedures for performing the
following credit administrative functions:

a. Credit Documentation

b. Disbursement

c. Repayment

d. Maintenance of Credit Files

e

. Collateral Documents

5. Internal Risk Rating

An institution should have a policy to develop,iesv and implement an internal risk
rating system where appropriate. Such a systemldhmable to assign a credit risk
rating to obligors that accurately reflects theigdnis’ risk profile and likelihood of loss It
should also assign risk ratings in a consistentnaato enable the institution to classify
obligors by risk ratings and have a clearer undaihg of the overall risk profile of its
portfolio. The institution’s credit policy shoulcfine the various risk grades of its rating
system. It should also set the criteria for assigniisk grades and the circumstances

under which deviations from criteria are permitted.



1.2.2 Risk Management Policies and Procedures

An Institution should determine the level of cretsk that it can bear. It should develop
a risk management strategy that is consistent igtleredit risk tolerance and business
goals. In formulating this strategy, the institutishould consider the following:-

* Risk Strategy: It is the process to develop cre@ik management strategy
consistent with the institution’s risk toleranceddusiness goals.

* Risk Management Structure: It assesses the senamagement committee to
oversee the credit risk management framework andegs and the organizational
control functions to perform credit risk measuretnemonitoring and control
processes.

* Policies and Procedures: It assesses the compredgudicies to govern credit risk
taking and management activities consistent withitistitution’s risk profile and
nature of business.

» Delegation of Authority: It assesses the clear dafives and guidelines on
delegation of authority for the granting and reviefacredit and process to ensure

timely review of authority and reporting of excepts.

1.2.3 Credit Risk Mitigation

An institution may utilize collateral and guararge@mong other instruments, to help
mitigate credit risks. However, collateral and gudees should not be used as a
substitute, either for comprehensive assessmettteobbligor or for complete obligor
information. The potential correlation between awral values and the obligor's
financial condition should also be considered, esflly in asset-based lending. Specific
proportions of financing should be established ddferent types of collateral. The
guantum should be set at a level that providescserit cushion against a decline in
collateral values. There should be periodic revidgavassess the value of the collateral
and the appropriateness of the lending margin. mstitution should exercise caution
when extending credit against illiquid assets. Agtitution should have in place a system
for monitoring the condition of individual credit&ey indicators of credit condition

should be specified and monitored to identify agabrt potential problem credits.



1.3 Governance in the Banks

Governance is related to the systematic managermeatcise of power for compliance
of the established rules, regulations and laws,camdrolling the any deviations from the
standard norms. Governance in the banks means iemoplof the guidelines, rules, laws
and social obligation by the institution for fuliiilg its objective. It consists of either a
separate process or part of management or leaggysitesses. Corporate organizations
often use the word governance to the laws and mssapplying to that direction and the
manner in which boards or their like direct a cogbion. Banks are the institutions that
are doing their business with the public asseteyTdre the most sensitive and risky
organizations. Governance is must vital pivot thiads the banks within the regulatory
periphery. Moreover governance is directly relatedcredit risk management. Lack of
governance leads to misallocation of resourcesthiced exercise of power, and
misappropriation of assets of the banks. Banksher@ublic institution. Faith of the mass
is most necessary for long run sustain of the hahkas governance plays an important
role in credit risk management. In this researied vword governance mainly incorporates
corporate governance of the institution and govwerady the central regulatory authority

i.e. Nepal Rastra Bank.

1.4 Credit Risk Management and Corporate Governancen Nepalese Banks

Nepal Rastra Bank being the central Bank i.e. e#guy body has been issuing circulars
and has set different benchmarks for mitigationthed risk. Nepal Rastra Bank has
implemented capital adequacy framework as per BASIEEhreshold for granting loan
in a sector, concentration of the credit and obligikewise we have been facing major
credit risk in Real Estate sector these days dubdaoncentration of credit in a single
sector and security. Most of the financial instdns have faced a radical problem due to
the concentration of risk in a sector. We can stilidybalance sheet with the increasing
loan loss provision amount. Moreover these daysndtenal dailies are filled up with
the auction notice of property used for loan andgsthad them are from the Real Estate
sector. So, mitigation of credit risk is a most orant function of Nepal Rastra Bank.
NRB has adopted following measures for mitigatibthe risk:



1. Implementing BASSEL Il (Capital Adequacy)

Institution Capital Adequacy Ratio
Primary Capital Supplementary Capital
"A" class 6% 10%
"B "and "C" Class 5.5% 11%
"D" Class 4% 8%

Loan loss provisioning

Single obligor limit and sector wise lending
Investment provisions

Consortium loan arrangements

Credit information and black listing

N o o bk~ D

Merger and acquisition policy

All above tools including other as required by NBE very effective tools that checks
and monitors credit risk. Every banks and finanamstitution must comply with the
terms and conditions stated on Unified NRB Direz$i\2069. Here, minimum standard
threshold are stated below which the banks andndiah institutions are obliged to
comply. Mitigating credit risk is not a simple jobareful analysis and adequate time
must be devoted. Despite of tremendous effort shbwMNRB, many banks plays on
loopholes and thus become problematic and helpiésseover, senior officials and even
the chairman involvement in providing loans on regpo basis and utilizing funds for
personal use has created many serious problemédbkaiegraded the banking position
and its values. Moreover we have just faced a hegession in year late 2007.
American economy was harassed due to the condentiaft risk in Real Estate sector.
Thus, Nepal Rastra Bank has been implementing deetary policies in compliance

with the fiscal policies as per the BASSEL Il foitigmation of credit risk.

1.5 Statement of the Problem
In a last decade banking and financial sector dlinly co-operatives has been a profitable
sector of investment for the business personngbaision of the financial sector has

been to a great extent but due to the increased@uatf the institutions, there has been
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an unhealthy competition in collecting deposits gnainting credit for the obligors. As
well as due the adverse political situation of ¢bentry, many Banks have concentrated
their in some individual sectors in large portiof&esulting from the initial wrong
decision of the financial institutions few monthack may organizations suffered from
the financial crisis i.e. mainly liquidity crisi@ut mis-conduct was found in the time of
investigation and Nepal Rastra has too has takesr ¢lve management in some

organizations.

A few years back the management of Nepal BanglaBestk Ltd; Lumbini Bank was
taken over by Nepal Rastra Bank due to bankruptagtgon due to irregularity in loans
granted by the promoters of these organizationsewise, the government has invested
huge sum amount of the fund with assistance of 8VBdnks as Financial sector reform
program in government Banks i.e. Rastriya BanijyaniB (RBB) and Nepal Bank
Ltd.(NBL). At the time of introduction of financiakector reform program these
government had about 60% of total loan as bad tdaheir total loan. This was due to
the wrong decision of the management and grantingam without assessing credit risk
as well as the loan was granted by taking the bReeently too, some of the institutions
were found unregulated. For the first time in thepblese history Nepal Development
Bank Ltd was liquidated and other institutions IBerkha Development Bank Ltd, Vibor
Bikas Bank Ltd, Samjhana Finance, United Bikas Bhatk Capital Merchant Banking
and Finance Ltd., Nepal Share Market Finance Ltd.were found with unsound

financial health and with lack of corporate goverra

The banking sector is facing immense challenge ftoenloan granted these days. The
main concentration of credit was Real Estate se@espite a slowdown in real estate
and stock market transactions, the nonperformingn INPL) ratio has increased
marginally in mid-July 2011. The NPL ratio of commmial bank decreased to 2.6 percent
in Mid-July 2012 fom 3.2 percent in Mid-July 20Tlhe total amount of NPA in Mid-
July 2012 reached to Rs. 16, 325 million from R&872 million in the Mid-July 2012.
The NPL ratios of Nepal Bank Limited and RastriyanBya Bank Limited, which are of
special concern under Financial Sector Reform Rragistood at 5.83 percent and 7.27
percent respectively in Mid-July 2012. The NPL gatiof these two banks were

respectively 2.28 and 11.45 percent in mid-July®00o avoid further depletion in the
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quality of loan and advances of banks and finaniciglitutions, NRB has raised the
ceiling for individual residential home loan upt®.R8 million from Rs. 6 million and
allowed renewal of such loan up to mid-July 2012mughe payment of interest dues by
the borrowers. Similarly, banks and financial mgions are allowed to fix margin
requirement of their own by minimizing inherentkri;i such margin-type loan against

the collateral of shares.

The growth rate of deposit was also low in 2010/DEficit in BOP, increasing
consumption tendency and cash surplus of the Gmemhof Nepal (GON) in most of
the months are among the factors responsible feerdgrowth in deposit mobilization
compared to the previous year. The deposit molidizaof “A”, "B” and “C” class BFls
increased by 18.2 percent (Rs. 149.92 billion) leaven months of FY 2011/12. In the
corresponding period of the previous year, suclosiépad increased by only 8.9 percent
(Rs. 64.63 billion). The deposit mobilization byss 'A’, class 'B' and class 'C' banks and
financial institutions increased by 8.2 percent. (B&62 billion) to Rs. 788.72 billion in
the ten months of 2010/11 while current and sawapgosits together declined by Rs.
10.48 billion. The saving deposit was divertedited deposit on account of increased
interest rates on fixed deposit. Considering the@guacy of credit flow to productive
sector due to over concentration of credit to udpotive sector and liquidity shortfall,
NRB had introduced a refinance facility to bank dirdhncial institutions to provide
credit to specified productive sectors throughrtii@-term review of monetary policy for
the fiscal year 2009/10. Bank and financial insittus used Rs. 5.38 billion under this
facility in 2010/11 (Monetary Policy 2011/12).

Along with the introduction of NRB Directives, 2068IRB has clearly defined the
overall credit risk mitigation measures. The gragvirumbers of financial institutions has
created the challenge to the regulatory authootyrégulation. Credit risk is not itself
credit created; it is a subsequent result of lackasporate governance and change in
political scenario of the country. When the managethdoes not follow the instructions
of the regulatory authority these types of problemescreated. Along with the credit risk,

operational risk has been a major challenge tadinemercial Banks.
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Nepal Rastra Bank has implemented BASSEL Il fror@72th Nepal with parallel way
has become an immense challenge to the Nepalesmarwml Banks. As per NRB
Unified Directive 2069 the capital adequacy rai®?% on Primary capital (Core Capital)
and 10% on Total Capital (Primary+Supplementarygp® has been highly rated i.e.
ECA 7(Export Credit Rating Agencies) as the coumisi of the nation is high due the
political instability. Nepalese Banks should pravidp to 200% risk weight for their

assets.

This study thus focuses, on the problems facedbyntercial banks in Nepal along with
credit risk and corporate governance. The studgasily focused on finding answers to
the following research questionnaires:

* How is the Capital adequacy framework adopted amthtained by the sample
banks?

* Do the sample banks have diversification of thegeas in the different sector of the
economy as prescribed and described by the regylatghority and their role in
credit risk management i.e. sector wise lending?

* What is the status of the assets of the samplesbahkhe study period i.e. non-
performing loan of the banks, loan loss provisidnttee banks, total loans and
advances?

* What are the different securities of the loans addances that are granted for i.e.
security wise lending of the sample banks?

* What is the product wise concentration of loans ahnces in the sample Banks?

* What is the Liquidity position of the sample baikel role of liquidity risk in credit
in credit risk management?

 How are corporate governance in the sample banéstlair role in credit risk

management?

1.6 Objectives of the Study

The researcher mainly focused the study on fintthegmajor risk, situation of corporate
governance, role of regulatory body in credit rislanagement, governance in the
commercial banks. Due to the political instabilibhegative business environment, load

shedding, liquidity crisis, high interest ratesckaof corporate governance etc the
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borrowing by the obligor has not been increasigmificantly. As well as the due to the
threshold in real estate sector and margin lendinlRB, these sectors are in crisis. The
lending of the commercial banks in this sectonisnajor risk these days. Pertaining to it,
the study focuses on measurement and comparisocrealit risks of the selected
commercial banks i.e. MBL and KBL, analysis of GtdRisk Management systems and
practice followed by the Nepalese Commercial Bamksaking KBL and MBL as the
sample banks.
Credit risk management in the sample banks is tapmiocus of the study. With the
sample banks the researcher is aimed at drawingdhelusion of credit safety, credit
granting, credit risk management, internal riskngatand internal regulation, corporate
governance in most of the commercial banks in Néffa main of objective of the study
is to:
* Analyze the diversification of the loan and advanae different sectors of the
economy as described and prescribed by the regylatmhority.
* Find the assets quality of the sample banks i.e-peforming loans (substandard,
doubtful and bad category) and performing loanggategory).
* Analyze the capital adequacy framework and capitalntained by the sample
banks to total loans and advances.
* Find the position of security wise lending in tlzenple banks.
» Asses the liquidity position of the bank i.e. ¢ted deposit ratio (C/D ratio) and
the role of liquidity risk in credit risk managentemd corporate governance

* Analyze the situation of corporate governance engample banks.

1.7 Significance of the Study

Banks are just the intermediaries who transformftimel from one unit to another with

some profit. The actual owners of the money areptitdic depositor or the institutional

depositor (public deposit in Institutions i.e. tm®ney is of public). So if the lending is

done in risk it spoils the economic level of thengel public. Credit risk arises along
with the operational risk of the institution i.€.the manpower is not trained, system in
not in compliance the fund that is granted as l@arin danger. Thus credit risk

management is a very serious issue for the instituEailure of the banking system leads
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to the failure of economic system of the countnhrough the sample banks the

researcher has tried to show the areas that aretedf by the concentration of risk in a

single sector. This study includes the areas dficrssk management in compliance with
the NRB guidelines i.e. Unified Directives, 2069iththis study different stakeholders

shall be largely facilitated for the effects analbédnges of credit risk.

This research shall be significant but not limitedthe different stake holders of the

economy for different measures as mentioned below:-

To the Banks and Financial Institutions governed\I®B and other non-licensed
institutions i.e. co-operatives for taking necegsaeasures to mitigated the credit
risk. This research is focused for establishingchemark in compliance with the
NRB Unified Directives, 2069 to take proper deaisian credit risk management
for top officials and management of the Banks.

To the regulator Authority i.e. Nepal Rastra Baoktake control measures for
reducing risk concentration in a single sector.sTi@search shall provide a brief
overview of the problems faced by the Nepalese ceroia Banks with the help of
sample banks.

To the government for introducing the suitablediggolicy for the healthy growth
of economic sector along with the banking sectdns tudy shall provide brief
insight problems of Nepalese financial economy. &@pment can formulate
policies, rules to utilize the liquidity that is @ss in financial institutions with
political stability.

To Shareholders, Public/Consumers, depositors dakmmoper decision for
investment and safeguarding of their money. Thgeaech aims to provide the
suggestion to the general public for evaluatingrthieancials before taking risk of
their money.

To Executive management, Audit committee and irtleauditors and External
Auditors to develop proper mechanism to control amhitor the organization in
compliance with the benchmark set by the regulataghority. The Audit
committee shouldn’t provide room to play for managet for taking any wrong

action. They should be vigilant.
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* To the researchers, student to study the problacsdfby the Banking sector in
Nepal. The researcher can find the meaning of tresi, measures to control the
credit risk, solution to the credit risk managemend they even can use this

research as their text material as supplementary.

1.8 Limitations of the Study

This research is conducted by the single efforthaf researcher. There may be the
personal limitations of the researcher. But dutiing course of research the researcher
has to heavily rely on the secondary data, inteeragils, journals, articles, publications
and resource persons. Thus some of the limitatiomgesearcher discovered during the
course of study are as listed below:-

e The study is based on secondary data collected fremannual reports of the
sample banks and primary data collected throughmiiged questionnaire from the
employees in the sample banks. Therefore, thedtmits of those data are also the
inherent limitations of the study.

* Since the study takes only two commercial banksfeonong 32 banks which do
not represent the total commercial banks operatintpe country. Therefore, the
conclusion of the study is limited only to the bankderstudy.

e The study is done from the financials during thary2062/63 to 2068/69. Thus the
study between this period may not show the whaolancial condition of the sample
Banks. However, the accuracy of results and comigshighly depends on the
reliability of these facts and the time and sitoiatof data collection.

e The evaluation is made through the analysis ofnftred statement published and
presented by the banks. Therefore generalizatioth@fwhole banking industry
cannot be made.

* The research methodology doesn’t cover all scdpth@ bank. So, conclusion
drawn hereunder may not reflect overall pictur¢hef sample Banks. Ratio analysis
cannot take into account any non-financial factdtaus judging the Banks without
considering the strength of the economy, the sizé@ market, the reliability and

experience of the workforce, the long-term planghef may not reflect the original
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scenario. Financial information can be “massagedseveral ways to make the
figures used for ratios more attractive.

* An Institution may have some good and some badsatnaking it difficult to tell if
it's a good or weak institution. For research peepdhe six-year data are used in
analyzing the financial and statistical tools, whinay mislead the research work,
as it is not sufficient to make projections forutd regarding the performance of the
bank.

1.9 Organization of the Study
The whole study is divided into five different cheys. They are:

Chapter 1 is the introduction chapter. It includes genermatkground of the study, the
profile of the study, statement of the problemgedives of the study, significance of the
study, and limitations of the study and chaptenmhthe study.

Chapter Il deals with review of literatures, which includesnceptual/ theoretical

review and review of related studies.

Chapter Il is research methodology which includes researdigde population and

sample, source of data, data collection technigudsdata analysis tools.

Chapter IV deals with the various analysis and interpretatiohdata like analysis of
deposits, loan and advances etc and profile of kigmhchre Bank Ltd and Kumari Bank
Ltd, financial and statistical analysis and anaysi primary data. It also shows major

finding of the study.

Chapter V includes summary and conclusion of the study. I#o adeals with

recommendations suggested.

The list of biography and annexes are given atasiefor references.
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CHAPTER - Il
REVIEW OF LITERATURE

This chapter is focused on the brief review of msdlone regarding the theories of
capital credit risk management. As this researchcamcerned with credit risk
management in Nepalese Commercial banks with tladysia of Machhapuchre Bank
Ltd. (MBL) and Kumari Bank Ltd (KBL), literature l&ted to these institutions has been
reviewed. Based on this review, a theoretical fraor& for the study has been drawn,
and research gaps have been identified.

2.1 Meaning of Credit

Credit is the trust which allows one party to po®/resources to another party where that
second party does not reimburse the first partyediately, but instead arranges either to
repay or return those resources at a later daee.r@sources provided may be financial,

or they may consist of goods or services . Creddompasses any form of deferred

payment credit is extended by a creditor, also kmaw a lender, to a debtor, also known
as a borrower. Credit, in commerce and financentesed to denote transactions

involving the transfer of money or other property gromise of repayment, usually at a

fixed future date. The transferor thereby becomeseditor, and the transfer, a debtor;

hence credit and debt are simply terms describirgg 9ame operation viewed from

opposite standpoints.

2.1.1 Meaning of Risk

The Oxford English Dictionary cites risk as the gibsity of loss, injury, or other
adverse or unwelcome circumstance; a chance atisituinvolving such a possibility.
The ISO 31000 (2009) /ISO Guide 73 defines risktlaes 'effect of uncertainty on
objectives'. In this definition, uncertainties indé events (which may or not happen) and
uncertainties caused by a lack of information obigpty. It also includes both negative

and positive impacts on objectives.

Financial risk in a banking organization is podgipithat the outcome of an action or
event could bring up adverse impacts. Such outcamekl either result in a direct loss

of earnings / capital or may result in impositidnconstraints on bank’s ability to meet
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its business objectives. Such constraints posgkaas these could hinder a bank's ability
to conduct its ongoing business or to take berfit opportunities to enhance its
business. Risks are usually defined by the advenpact on profitability of several
distinct sources of uncertainty. While the typed degree of risks an organization may
be exposed to depend upon a number of factors asidts size, complexity business
activities, volume etc, it is believed that gengrahe banks face Credit, Market,
Liquidity, Operational, Compliance / legal /regalat and reputation risks (Holton,
2004).

2.1.2 Meaning of Risk Management
Risk Management is a discipline at the core of wvénancial institution and
encompasses all the activities that affect its mskfile. It involves identification,
measurement, monitoring and controlling risks tsuza that
I. The individuals who take or manage risks clearlgerstand it.
ii. The organization’s Risk exposure is within the tsnestablished by Board of
Directors.
iii. Risk taking Decisions are in line with the businesstegy and objectives set by
BOD.
iv. The expected payoffs compensate for the risks taken
v. Risk taking decisions are explicit and clear.

vi. Sufficient capital as a buffer is available to taisk

The acceptance and management of financial rigkhisrent to the business of banking
and banks’ roles as financial intermediaries. Risknagement as commonly perceived
does not mean minimizing risk; rather the goalisk management is to optimize risk-

reward trade -off. Notwithstanding the fact thabksare in the business of taking risk, it
should be recognized that an institution need mofage in business in a manner that
unnecessarily imposes risk upon it: nor it shouldoab risk that can be transferred to
other rather it should accept those risks thatusniguely part of the array of bank’s

services.

The risk mangement level can be studied as:-
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e Strategic Level It encompasses risk management functions perfiripyesenior
management and BOD.

e Macro Level: It encompasses risk management within a busiae=s or across
business lines. Generally the risk management iaesivperforme by middle
management or units devoted to risk reviews fadl this category.

e Micro Level: It involves ‘On-the-line’ risk management wheisks are actually
created. This is the risk management activitie$opered by individuals who take
risk on organization’s behalf such as front offecel loan origination functions. The
risk management in those areas is confined toviatig operational procedures and
guidelines set by management.

Commercial banks are the foundation of the paynsgstem in many economies by

playing an intermediary role between savers andoba@rs. They further enhance the
financial system by ensuring that financial ingidns are stable and are able to
effectively facilitate financial transactions. Th&in challenges to commercial banks in
their operations are the disbursement of loans addances. There is need for
commercial banks to adopt appropriate credit apptaiechniques to minimize the

possibility of loan defaults since defaults on la@payments leads to adverse effects
such as the depositors losing their money, lossoofidence in the banking system, and
financial instability.

2.1.3 Types of Risk Faced by Commercial Banks

During Operations Financial Institutions faces ehéint types of risk. The risk may be
security risk, survival risk, cultural risk or othgeneral phenomenal risks, but these risks
are not financial. Financial risk arises basicallye to credit Risk, operational risk,
market risk, credit Concentration Risk, liquidityskR and other Risk (Basel 2007). Basel
Committee 2007 has mainly listed the above mentioniek as the major risk that
challenges the organizations for the operationdi€resk plays even more significance
among these risks. Credit risk may lead organiraitito insolvency or liquidation. The
detailed summary of the risk that the banks ar@sag to are listed below:-
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1. Credit Risk

Credit risk arises from the potential that an atligs either unwilling to perform on an
obligation or its ability to perform such obligaties impaired resulting in economic loss
to the bank. Credit risk can be further sub-categdron the basis of reasons of default.
Credit risk not necessarily occurs in isolatione ®ame source that endangers credit risk
for the institution may also expose it to othekriBor instance a bad portfolio may attract
liquidity problem. Credit risk is the major riskahbanks are exposed to during the

normal course of lending and credit underwriting.

Credit risk is most simply defined as the potentigt a bank borrower or counterparty
will fail to meet its obligations in accordance lwiagreed terms. The goal of credit risk
management is to maximize a bank’s risk-adjustéel o& return by maintaining credit
risk exposure within acceptable parameters. Bardesdnto manage the credit risk
inherent in the entire portfolio as well as the&ris individual credits or transactions.
Banks should also consider the relationships betwsedit risk and other risks. The
effective management of credit risk is a criticaimponent of a comprehensive approach
to risk management and essential to the long-termoess of any banking organization.
Since exposure to credit risk continues to be #daslihg source of problems in banks
world-wide, banks and their supervisors should lile o draw useful lessons from past
experiences. Banks should now have a keen awarehdéise need to identify, measure,
monitor and control credit risk as well as to detiee that they hold adequate capital
against these risks and that they are adequatelpe&oesated for risks incurred The Basel
Committee is issuing this document in order to enage banking supervisors globally to
promote sound practices for managing credit ridkhdugh the principles contained in
this paper are most clearly applicable to the mssrof lending, they should be applied to

all activities where credit risk is present.

2. Market Risk

It is the risk that the value of on and off-balasteet positions of a financial institution
will be adversely affected by movements in markg¢s or prices such as interest rates,
foreign exchange rates, equity prices, credit gfg@ad/or commodity prices resulting in
a loss to earnings and capital. Conversely it mainiplicit such as interest rate risk due

to mismatch of loans and deposits. Besides, maikletmay also arise from activities
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categorized as off-balance sheet item. Therefomkehaisk is potential for loss resulting
from adverse movement in market risk factors sushngerest rates, forex rates, and

equity and commodity prices.

a) Interest Rate Risk

Interest rate risk arises when there is a mismiagétiveen positions, which are subject to
interest rate adjustment within a specified peridde bank’s lending, funding and

investment activities give rise to interest ragkriThe immediate impact of variation in

interest rate is on bank’s net interest income lavilong term impact is on bank’s net
worth since the economic value of bank’s assetdiliies and off-balance sheet

exposures are affected.

b) Foreign Exchange Risk

It is the current or prospective risk to earningsd ecapital arising from adverse
movements in currency exchange rates. It refethéampact of adverse movement in
currency exchange rates on the value of open foreigrency.. The banks are also
exposed to interest rate risk, which arises from mhaturity mismatching of foreign

currency positions.

c¢) Equity Price Risk

It is risk to earnings or capital that results fraiverse changes in the value of equity
related portfolios of a financial institution. Reicisk associated with equities could be
systematic or unsystematic. The former refers tosiggity of portfolio’'s value to
changes in overall level of equity prices, while tater is associated with price volatility

that is determined by firm specific characteristics

3. Liquidity Risk

Liquidity risk is the potential for loss to an iitgtion arising from either its inability to
meet its obligations or to fund increases in assstghey fall due without incurring
unacceptable cost or losses. Liquidity risk is adered a major risk for banks. It arises
when the cushion provided by the liquid assetsratesufficient enough to meet its
obligation. In such a situation banks often meetrthquidity requirements from market.
However conditions of funding through market depepdn liquidity in the market and

borrowing institution’s liquidity. Liquidity risk ray not be seen in isolation, because
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financial risk are not mutually exclusive and lidjty risk often triggered by consequence

of these other financial risks such as credit nsrket risk etc.

4. Credit Concentration Risk

Risk concentrations are arguably the single mogioimant cause of major problems in
banks. A risk concentration is any single exposoregroup of exposures with the
potential to produce losses large enough (relativa bank’s capital, total assets, or
overall risk level) to threaten a bank’s healtlability to maintain its core operations.
Lending being the primary activity of most bankdit risk concentrations are often the
most material risk concentrations within a bankwdwer, risk concentrations can arise
in a bank’s assets, liabilities, or off-balance eth#ems, through the execution or
processing of transactions (either product or sejyior through a combination of
exposures across these broad categories. Crddaaicentrations are based on common
or correlated risk factors, which, in times of stgehave an adverse effect on the
creditworthiness of each of the individual coungetigs making up the concentration.
Such credit concentrations are not addressed irmihenum capital requirements for
credit risk. Thus, Banks should have in place ¢iffecinternal policies, systems and
controls to identify, measure, monitor, and conthair credit risk concentrations. Banks
should explicitly consider the extent of their dtetsk concentrations in their assessment
of capital adequacy under review process. Thedeigokhould cover the different forms
of credit risk concentrations to which a bank maydxposed to. Such concentrations
include but are not limited to:

» Significant exposures to an individual counterpartygroup of related counterparty.
Banks might also establish an aggregate limittierrhanagement and control of all
of its large exposures as a group;

* Credit exposures to counterparties in the same ogonsector or geographic
region;

» Credit exposures to counterparties whose finapagbrmance is dependent on the
same activity or commodity; and

* Indirect credit exposures arising from a bank’s CR&fivities (e.g. exposure to a
similar type of collateral or credit protection pided by single counterparty or

same collateral in cases of multiple banking).
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A bank’s framework for managing credit risk conecatibns should be clearly
documented and should include a definition of theslit risk concentrations relevant to
the bank and how these concentrations and theregmonding limits are calculated.
Limits should be defined in relation to a bank'ital, total assets or, where adequate
measures exist, its overall risk level. A bank’snagement should conduct periodic
stress tests of its major credit risk concentratiand review the results of those tests to
identify and respond to potential changes in madatditions that could adversely

impact the bank’s performance.

5. Operational Risk

Operational risk is the risk of loss resulting framadequate or failed internal processes,
people and system or from external events. Opetiosk is associated with human

error, system failures and inadequate procedur@gantrols. It is the risk of loss arising

from the potential that inadequate information egsttechnology failures, breaches in
internal controls, fraud, unforeseen catastroploespther operational problems may

result in unexpected losses or reputation problépgrational risk exists in all products

and business activities.

Operational risk event types that have the potetttigesult in substantial losses includes
Internal fraud, External fraud, employment pradticend workplace safety, clients,
products and business practices, business disruptiml system failures, damage to
physical assets, and finally execution, deliverg process management. The objective of
operational risk management is the same as fortcradrket and liquidity risks that is to
find out the extent of the financial institutiondperational risk exposure; to understand
what drives it, to allocate capital against it addntify trends internally and externally
that would help predicting it. The management ac#jic operational risks is not a new
practice; it has always been important for banksryoto prevent fraud, maintain the
integrity of internal controls, and reduce erramstiansactions processing, and so on.
However, what is relatively new is the view of cg@nal risk management as a
comprehensive practice comparable to the manageofeatedit and market risks in
principles. Failure to understand and manage apest risk, which is present in
virtually all banking transactions and activitiesay greatly increase the likelihood that

some risks will go unrecognized and uncontrolled.
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6. Other Risk
Although the ‘other’ risks, such as reputationald astrategic risk, are not easily
measurable, banks are expected to take thesednsideration as well while deciding on

the level of capital.

2.1.4 Credit Risk Management

As the name implies, credit risk management is ipted on the existence of risk and

uncertainty to leverage the earnings from lendiagat borrower. Credit risk arises

wherever a lender is exposed to loss from a bomoeainterparty, or an obligor who

fails to honor their debt obligation as they agreed contracted. Borrower demand
credits that will be used to reinvest in their Imesis for which they expect to earn return.
At the same time, lenders or financial interme@isusupply credit to earn a return when
these companies borrow. This process for extenciiedit has a multiplier effect on the

money supply, so this is why credit is a powerfuNver of our economy.

Extending credit would therefore be impractical apdif not impossible, without the
events that have been brought on by deregulateminblogy, and disintermediation in
the financial services industry, all of which haaetually changed the psychology of
extending business and corporate credit. The patemsystematic impact on other
financial entities when one financial institutioaltts a significant aggregate exposure for
a borrower, obligor, or counterparty is to be |leakn

Likewise, when exposures reach imprudent lendimgitdi because of high credit
concentrations, the losses may become too largéivelto the institutions’ capital and
overall risk levels and the risk of credit defatdtean also occur from exposures based

on the concentrations of correlated risk factoat #re related to specific risk events.

Hence the credit risk management involves; rislesssent of a single obligor and then
moving on the risk measurement of an entire podfobperational practices and
structural process for implementing and creatingoand credit environment, credit
selection process that is used to evaluate newéssiand describe how transaction risk
exposure becomes incorporated into portfolio selectrisk, techniques used in

fundamental credit analysis, qualifying and intéigia a transaction into the credit
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portfolio with the applications of credit risk mageanent, credit rating system that have

come to play a pivotal role in managing credit risk

2.1.5 Credit Risk Governance

Governance is the act of governing. It relatesdoisions that define expectations, grant
power, or verify performance. It consists of eitherseparate process or part of
management or leadership processes. These procassessystems are typically
administered by a government. The World Bank (198éfines governance as: the
manner in which power is exercised in the managéroém country's economic and
social resources for development. In the case dfusiness or of a non-profit
organization, governance relates to consistent ganant, cohesive policies, guidance,
processes and decision-rights for a given areasgansibility. Corporate organizations
often use the word governance to the laws and mssfaules) applying to that direction

and the manner in which boards or their like digecbrporation.

Credit risk governance is similar to credit riskrmagement. Credit risk governance is
most often used by the regulatory body i.e. CerBahk. Governing body views the
credit risk in controlling and monitoring aspechélregulatory authority closely monitors
the activities of the financial institutions in hes of the management policies, guidelines
adopted by the licensed organizations. Governodylsupervises the credit risk, market
risk, operational risk mitigation measures adogtgdthe institutions. Thus credit risk
governance is the monitoring and controlling pdrttree governing body in terms of

credit risk management.
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Table 2.1

Flow Chart of the Loan Procedure

Step 1 Loan application from the prospective clients

Step 2:Verifying the loan application and collection efjuired documents/ information

Step 3 Conducting personal interview with the client.

Step 4 Obtaining credit information about prospectiveti

Step 5:Conducting site visit.

Step 6 Preparing credit appraisal report and getting didyed by line of lending authorities

Step 7:Issuance of offer letter with terms and conditions

Step 8 Obtaining duly signed offer letter from the prosipee borrower

Step 9 Forwarding Credit Facility Report with signed ofégter to CACD for implementation

2.2 Review of Related Literature

2.2.1 Review of Basel Il (2007) Related to CreditiBk
Basel Il is a new international framework for detering how much capital banks should
be required to hold, taking account of the riskat they take. As with the original Basel
capital framework, Basel Il was developed by thesddaCommittee on Banking
Supervision. Basel Il is made up of three Pillars:-

« Pillar 1 involves the calculation of minimum capital regurents to cover credit

risk, market risk and operational risk.
» Pillar 2 covers capital for other risks and overall cap@équacy, and

* Pillar 3 covers disclosure.

A) Pillar I: Minimum Capital Requirement

The main goal of this pillar is to provide improvedk sensitivity in the manner that
capital requirements are calculated including thresn risk components: credit risk,
market risk and operational risk. To calculate ¢hesmponents it is necessary to use
advanced methodologies which make use of advanatedadllection and sophisticated

risk management techniques. Basel Il capital requént requires banks to take all three
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kinds of risks into account while managing theiedit risk. The overall regulatory
requirement depends on the overall assessmentn@&fsbdifferent risks, mainly; market
risk, credit risk and operational risk.

B) Pillar II: Supervisory Review Process

Second pillar deals with the regulatory responsesinimum capital requirement (first

pillar). Moreover, it provides a concrete framewdokcover all other risks that a bank
may face. Some of these risks are name risk, tegkahnd liquidity risk which are known

as residual risks in the accord.

C) Pillar Ill: Market Discipline

The third pillar deals with making information aledile for the customers and other
mentioned organization by the banks to create ased market. This is designed to
create a fair environment for competition among ltheks in the market and to protect
the customers. Moreover, the supervisory commippe#s eyes on the scope of

application, composition of capital, adequacy qfita, risk exposures and assessment.

In Nepal, with a view of adopting the internatiormdst practices, Nepal Rastra Bank
(NRB) has already expressed its intention to adlo@tBasel Il framework, albeit in a
simplified form. In line with the international defepment and thorough discussion with
the stakeholders, evaluation and assessment ofcingbadies at various phases. This
framework provides the guidelines for the implera¢ioh of Basel Il framework in
Nepal. Reminiscent of the International convergesfoeapital measurements and capital
standards, this framework also builds around thredually reinforcing pillars, viz.
minimum capital requirements, supervisory reviewcpss and disclosure requirements.
All banks within the scope of this framework shoaltbpt the prescribed approaches by
Mid July 2008 (Fiscal Year 2065/066). In order tws@re a smooth transition to new
approach prescribed by this framework, a parallal for the whole year from Mid July
2007 (Fiscal Year 2064/065) was conducted.

2.2.2 Review of Nepal Rastra Bank Unified Directiv@069 related to Credit Risk
Nepal Rastra Bank is the central regulatory authaf Banks and Financial institutions
in Nepal. Nepal Rastra Bank has published Unifieégdive 2069 as a guidelines to be

followed by all financial institutions in Nepal i.eA”, “B”, "C”, and D class institutions
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as classified by Banks and Financial institutions @AFIA) 2063. Unified directive
contains 22 directives but we shall discuss ongy directives related to credit risk as

follows:-

2.2.2.1 Directive No. 1-Provisions Relating to Cafall Adequacy Ratio

Capital Adequacy Ratio (CAR) is the proportion apital fund or shareholders equity in
the total risk weighted asset of a bank. In otherds, it is the capital portion which is
used to finance the assets. The total risk weighsseéts includes both on and off balance
sheet items, which has been rated with certainepgage of risk. The assets are
weighted from 0% to 200% risk weight as per NRBediive 2068 in parallel with Basel
Il.

The following Directives with regard to the capitalequacy ratio to be maintained by a
licensed institution have been issued having egedcthe powers conferred by Section
79 of the Nepal Rastra Bank Act, 2002.

1. The Capital Adequacy to be maintained

Based on its risk-weight assets, a licensed ingtitushall have to maintain the capital
fund as defined in the Unified Directives 2069. A”“Class institution is obliged to
maintain 6% of its primary Capital and 10% of S@ppéntary capital and in aggregate it
must exceed ceiling of 10%. “B” Class and “C” Classtitution are also required to

maintain capital fund as prescribed.

Classification of Capital Fund
Qualifying capital consists of Tier 1 (core) capitéad Tier 2 (supplementary) capital
elements, net of required deductions from capitaus, for the purpose of calculation of

regulatory capital, banks are required to clagbigr capital into two parts as follows;

a. Core or Primary Capital (Tier 1)

The key element of capital on which the main emjghslsould be placed is the Tier 1
(core) capital, which comprises of equity capitadl @isclosed reserves. This key element
of capital is the basis on which most market judgts®f capital adequacy are made; and
it has a crucial bearing on profit margins and aktsability to compete. The BCBS has
therefore concluded that capital, for supervisamgppses, should be defined in two tiers

in a way, which will have the effect of requiringlaast 50% of a bank’s capital base to
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consist of a core element comprised of equity ehpihd published reserves from post-
tax retained earnings. In order to rank as Tiecahital must be fully paid up, have no

fixed servicing or dividend costs attached to itl dre freely available to absorb losses
ahead of general creditors. Capital also needave h very high degree of permanence if
it is to be treated as Tier 1.

b. Supplementary Capital (Tier 2)

The Supplementary (Tier 2) Capital includes resemhich, though unpublished, have
been passed through the profit and loss accounakther capital instruments eligible
and acceptable for capital purposes. ElementseofTtar 2 capital will be reckoned as
capital funds up to a maximum of 100 percent of Tieapital arrived at, after making
adjustments. In case, where the Tier 1 capital lodrgk is negative, the Tier 2 capital for
regulatory purposes shall be considered as zertanck the capital fund, in such cases,
shall be equal to the core capital.

2. Risk Measurement and Risk Weight
In order to be consistent with the Basel-Il framéwdhe credit risk for the regulatory
capital purpose NRB has directed the Banks andnEiakInstitutions to compute the

risk weighted exposure by segregating the expastute following 11 categories:-

I) Claims on Government and Central Bank

Under this risk weight all claims on GovernmentN#pal and Nepal Rastra Bank shall
be risk weighed at 0 % and Claims on foreign gowemt and their central banks shall be
risk-weighted on the basis of the consensus courgkyscores i.e. ECA Score 0-1- 0%,
2 - 20%, 3 - 50%, 4-6 -1 00% and 7- 150% risk weigh

II) Claims on Other Official Entities

Under this category Claims on the Bank for Inteoral Settlements, the international
Monetary Fund, the European Central Bank and threg&an Community will receive a

0% risk weight and other Multilateral DevelopmerdnRs as defined by NRB directive
will be eligible for a 0% risk weight. The standarndk weight for claims on other

Multilateral Development Banks will be 100%. Claims public sector entities (PSEs) 4
will be risk-weighted as per the ECA country rigoes i.e. ECA risk score 0-1- 0%, 2-
50%, 3-6- 100% and 7- 150% risk weight.
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[ll. Claims on Banks

All claims, irrespective of currency, excluding @stment in equity shares and other
instruments eligible for capital funds, on domesiamks/financial institutions that fulfill
Capital Adequacy Requirements will be risk weiglae@0% while for the rest, it will be
100%. Claims on a foreign bank excluding investmentequity shares and other
instruments eligible for capital funds shall bekngeighed as per the ECA Country risk

score subject to the floor of 20%.

IV. Claims on Corporate and Securities Firms

The risk weight for claims on domestic corporatecluding claims on insurance
companies and securities firm will be 100%. The dstic corporate includes all firms
and companies incorporated in Nepal as per pregaficts and regulations. The claims
on foreign corporate shall be risk weighed as perBECA Country risk score subject to
the floor of 20% .

V. Claims on Regulatory Retail Portfolio

Claims that qualify all criteria listed below maye lxonsidered as regulatory retalil
portfolio and risk weighed at 75%, except for pdist loans. Such claims however, have
to be in strict compliance with the Product paperedoped by the bank and approved by
their respective board of directors. Banks whiclehalaims that fulfill all criterion

except for granularity may risk weigh those claehd00%.

VI. Claims Secured by Residential Properties

Lending to individuals meant for acquiring or de@hg residential property which are
fully secured by mortgages on residential propettigt is or will be occupied by the
borrower or that is rented will be risk-weighteds886. The claims in order to be eligible
for this category have to be in strict complianaghvthis product paper. Where the loan
is not fully secured, such claims have to risk weidjat 150% and where claims secured
by residential properties are or have been in gasat any point of time during the last

two years, they shall be risk-weighted at #)(et of specific provisions.

VII. Claims Secured by Commercial Real Estate
Claims secured by mortgages on commercial reateestacept past due, shall be risk

weighed at 100%. Commercial real estate herebysédemortgage of Office buildings,
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retail space, multi-purpose commercial premisesltiffamily residential buildings,
multitenanted commercial premises, industrial orrelause space, hotels, land

acquisition, development and construction etc.

VIII. Past Due Claims
Any loan, except for claim secured by residentralperty, which is or has been past due
at any point of time during the last two years,| voé risk-weighted at 150% net of

specific provision.

IX. High Risk Claims

Venture capital and private equity investments Isbal provided 150% risk weight
Exposures on Personal loan in excess of the thicesliagegulatory retail portfolio and
lending against securities (bonds and shares) sitakct a risk weight of 150%.
Similarly, exposures on credit card shall also watria risk weight of 150%. Investments
in the equity and other capital instruments ofitnsbns, which are not listed in the stock
exchange and have not been deducted from Tierifataghall be risk weighed at 150%
net of provisions. Investments in the equity angeotcapital instruments of institutions,
which are listed in the stock exchange and havebeeh deducted from Tier 1 capital,
shall be risk weighed at 100% net of provisionse thaims which are not fully secured
or are only backed up by personal guarantee stiedicb150% risk weight. Where loan
cannot be segregated/or identified as regulata@il reortfolio or qualifying residential

mortgage loan or under other categories, it steatisk weighed at 150%.

X. Other Assets

Interest receivable/claim on government securitidsbe risk-weighted at 0%. Investments

in equity or regulatory capital instruments issbgdsecurities firms will be risk-weighted at

100%. Cash in transit and other cash items in thegss of collection will be risk-weighted

at 20%. For this purpose, cash items shall inclddeque, Draft, and Travellers Cheques.
Fictitious assets that have not been deducted ffmn 1 capital shall be risk weighed at

100%. All Other assets will be risk-weighted at #0et of specific provision.

XI. Off Balance Sheet Items
I. Off-balance sheet items under the simplified stesidad approach will be

converted into equivalent risk weight exposure gsisk weight as follows:

32



Table 2.2

Off Balance Sheet Exposure

Off Balance Sheet Exposure Risk Weight

Any commitments those are unconditionally cancelalany time by 0%
the bank without prior notice, or that effectivgisovide for automatic
cancellation due to deterioration in a borrowersdgworthiness (fo

example bills under collection)

Forward exchange contracts. 10%
Short Term Trade-related contingencies 20%
Undertaking to provide a commitment on an off-batasheet items 20%
Unsettled10 securities and foreign exchange traiosschetween 20%

bank to bank and between bank and customer

Long Term Trade-related contingencies 50%
Performance-related contingencies 50%
Long term irrevocable Credit Commitments 50%
Short term irrevocable Credit Commitments 20%
Repurchase agreements, securities lending, sesuiitirrowing, 100%

reverse repurchase agreements and equivalentdtamsa

Direct credit substitutes 100%
Unpaid portion of partly paid shares and securities 100%
Other Contingent Liabilities 100%

2.2.2.2 Directive No. 2-Provisions Relating to Claffication of Loans/Advances and

Loan Losses

Having exercised the powers conferred by Sectiorof/fthe Nepal Rastra Bank Act,
2002, the following Directives have been issuedhwiegard to classification of
credit/advances and provisions to be made for dssiple loss by the institutions

obtaining licenses from this Bank to carry out fin&l transactions.
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1. Classification of Loans/Advances
Entire loans and advances extended by a licenssdution have to be classified as
follows based on expiry of the deadline of repaynwérithe principal and interest of such
loans/advances:-
a. Pass Loans/advances which have not overdue and whieloeerdue by a period
up to three months.
b. Sub-standard Loans/advances which are overdue by a period tloee months
to a maximum period of six months.
c. Doubtful: Loans/advances which are overdue by a period fsommonths to a
maximum period of one year.
d. Loss/Bad Loans/advances which are overdue by a periodaerthan one year.
The loans which are in pass class and which hase tescheduled/restructured are
called as "the performing loan”, and the sub-stashddoubtful and loss categories

are called “non-performing loans”.

2. Additional Provisions Relating to Pass Loans

I.  Loan against gold and silver, fixed deposit recgipsecurities of Nepal
Government, bonds of Nepal Rastra Bank may be ifibsunder the Pass
category. But provided that the cases of the l@alvainces against the fixed
receipts or Government of Nepal securities or Ndpastra Bank bond as the
additional collateral, such loans and advanced si&d have to be classified in
accordance with the directive referred to into Pbio. 1 above.

Il.  The working capital loan having the deadline otapne year for repayment may
be included in the pass loan class. In case tleesit to be received from the
loans of working capital nature is not regular,tsl@ans have to be classified on

the basis of the duration of interest to be due.

3. Additional Provisions Relating to Loss Loans
In the below mentioned conditions the loans/advaust®uld be classified under the
Loss/Bad category:-

» If the market price of the collateral cannot sedheeloans;

« If the debtor is bankrupt or has been declaredetbankrupt;
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If the debtor disappears or is not identified;

If the Non-funded facilities are converted into fneded loan and the Loan is not
recovered within 90 days of their conversion.

If the Loan is found to be misused by a supervisdhe course of inspection or by
an auditor in the course of auditing; If the loawid not be recovered within six
months of the date of auction process or a cagensling at a count under the
recovery process;

If the Loan is provided to a debtor who has bedisted in the black-list of Credit
Information Bureau Ltd;

If the Project/business is not in a condition todperated or project or business is
not in operation;

If the credit card loan is not written off withB0 days from the date of expiry of
the deadline; and

If the deadline of a trust-receipt loan expires.

4. Additional Provisions Relating to Term-Loan

In the case of Term Loan having maturity more thamar the loan shall be classified in

accordance with the overdue period as classifiedeab

5. Provisions Relating to Rescheduling and Restrugting of Loans

In case of rescheduling and restructuring of Lodims Banks and Financial Institution

can restructure and reschedule the loan subjegayment of 25% interest accrued till

date and by making the provisioning of 12.5% angreyal from Board or higher

authority.

In addition to this NRB has made issued other ¥Walhg provisions regarding the

classifications of Loans/advances and loan losgigianing:-

Additional Provisions Relating to Gold/Silver Loan

Principal and Interest not allowed to be recovemdsing the overdraft limit:
Provisions Relating to Grace Period

Conditions for Adjustment in loan loss provision

Loss Provisions and Auction of Non-banking assets

Provisions Relating to Credit Sale/Purchase/Remseland Takeover
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* Prohibition on advancing loan and accepting degazsied on financial guarantee

6. Provision to be maintained for Loan Loss
For the loans and bills purchase classified acogrdb these Directives, the following

loan loss provision shall be maintained based err¢maining amount of principal:

Loan Classification Minimum Provision for Loan Loss
Pass 1 percent

Sub-standard 25 percent

Doubtful 50 percent

Loss loan/the loan extended 100 percent

2.2.2.3 Directive No. 3 Provisions Relating to Sihg Borrower (Obligor) and
Limitation of the Sectoral Credit and Facilities

Having exercised the powers conferred by Sectiorof7the Nepal Rastra Bank Act,
2002, the following Directives have been issuechweégard to advancing loans to the
single person, firm, company or a group of cust@reaving mutual relationship and

with regard to loans to be extended only in ona afeeconomy.

A. Fixation of Limit on Credit and Facilities

Licensed Institution may extend to a single bornomegroup of related borrowers the
amount of fund-based loans and advances up to @®meof its Core capital fund and
non fund-based off-balance sheet facilities likteks of credit, guarantees, acceptances,
commitments up to 50 percent of its Core capitatlftHowever in the below mentioned
areas the same regulation is not applied:-

* The institution may extend the facilities up to 30%naximum for the Loans being
provided to export sector, small and medium indestmpharmaceutical industries,
agricultural sector, tourism, cement industriesn imdustries and other production-
oriented industries.

* Investment in a hydropower project, transmissiow land cable car projects and
other national prioritized sector the institutiomay advance to 50% of the core

capital both for the fund-based loan and non fuaseb facilities.
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* No credit limit is applied against the Loans andaagtes provided by fully securing
it by Fixed deposit receipt, government securiied government bonds, guarantee
provided by multilateral banks, International Maargtfund.

* No Credit Limit is applied for Loan/advances ancilfaes provided to the
following entities of Nepal Government.

a. Nepal Oil Corporation
b. Nepal Food Corporation

B. Relating to Sectoral Credit
Nepal Rastra Bank has provided the clear guidelmeslimit for granting the Loan into
different sectors. Credit Concentration risk is ofi¢he major challenges of the Banks so

NRB has fixed the below mentioned limitations rethto the sector wise lending:-

I. Provisions relating to Housing Land and Real Estaté.oans
As per NRB Unified Directive No. 3/068 Clause 1LpbSClause 4 for FY 2068/69,

following major provisions have been made for esthte sector:

Table 2.3
Real Estate Lending

Threshold Limit

S.No. Particular 2068 Ashadh | 2070 Ashadh
End End

Residential Real Estate Loan (except
1 personal Home Loan up to NPR 10

ial up to 30% of up to 25% of

Business Complex and Resident
total loan total loan

2 | Apartment Construction Loan

3 | Income Generating Commercial Complex

bther Real Estate Loan (Including Land up to 15% of up to 10% of

4 Purchase and Plotting Loan) total loan total loan
up to 30% of up to 25% of
Total Real Estate Loan total loan total loan

a. The lending against land/building and real est&eusties is restricted to 60
percent of fair market value of the propertiescése of residential real estate,
lending is allowed up to 2/3 of the fair marketuabf the property.

b. Licensed institution shall not be allowed to restae/renew the loan provided

for real estate purpose/product by exceeding tharéewise limits prescribed
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while providing the loan. However, provided thathwaiut prejudice to the letter

and spirit of these Directives and remaining ottengs the same, in case the
borrower availing real estate loan pays the eati@ued interests, the facility can
be renewed till Ashad end, 2070.

c. In case the real estate loans provided after issuaf these Directives (on
2066/09/02) are not brought under the limit fixed the 2068 Ashadh end and
2069 Ashadh end, it shall be deemed to be thetioolaf these Directives. In
such case, risk weightage of 150% shall be provatethe real estate/residential

housing loan exceeding the limit.

II.  Provisions for lending in agriculture and Energy setor
Licensed “A” class institution must lend 10% of itstal loan and advances in
Agriculture and Hydropower sector by Asad End 2D&1by increasing annually 2%
from Asad End 2068.

2.2.2.4Directive No. -6 Provisions Relating to Good Corpate Governance

Corporate Governance has been a contemporarytiedag in financial sector of Nepal.
Many Risks has been created due to the lack ofocatp Governance. Violence of
Corporate governance has created the present rpepbtems in Nepalese Banking
sector. Credit risk is also a part of lack of cagte governance. NRB thus has been strict
in this issue. Nepal Rastra Bank has laid diffengravision for good governance in

Financial sector as mentioned below:-

A. Provision Relating to Code of Conduct and Good Goveance

Since the licensed banks and financial institutidrave roles in maintaining good
governance, each of them shall have to formulatée aof conduct in their respective
institutions according to spirits of the Good Gmaerce Act and to enforce it. The major
provisions of corporate governance relating to itmegks are:-

» Director, Chief Executive, Auditor, Board Secretagf Bank and financial
institution or persons directly involved in managgrand accounting activities of
bank and financial institution or their family meerb or by organization/entity
owned/controlled by them during the tenure of hoddsuch position or up to one

year from the date of retirement are not allowegdurchase/sell of securities of the
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concerned bank and financial institution and itisssdiaries, to pledge or accept or

give in gift securities of the concerned bank amthricial institution and its

subsidiaries.

Where the loan has been extended against pledgshkaoés prior to issue of this

circular, such pledge shall be released by the Juig- 2009 or maturity date,

whichever is earlier by complying all necessarycpures. Otherwise, it shall be
as follows:-

a. The concerned bank or financial institution shallega public notice to the
concerned person or entity to repay the loan wisimays.

b. Upon service of notice according to (a) above,dtvecerned bank or financial
institution shall recover the loan amount from twmcerned person or entity
within the stipulated time period.

c. Where compliance according to (b) is defiant, Ishall be recovered by selling
such pledged securities through Stock Exchangearwitbxt 7 days.

d. If the loan is not recovered according to clauge X80 percent provision shall

be against such exposures.

Other major provisions relating to corporate goverrance are as listed below:-

Directors of the Licensed Institution to Observeniium Acceptable Standard of
Code of Conduct

Directors not to be Involved in Activities againtte Interest of the Licensed
Institution

Prohibition for part-time working

Prohibition to become Director of more than oneriged institution

Prohibition to hold Trusteeships

Prohibition to misuse the position

Records and Reports to be maintained Complete andrate

Maintenance of Confidentiality

Fair and Equal Treatment

Written Information to be provided

Report to be submitted
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» Duties and Responsibilities of Board of Directors

» Appointment of Chief Executive

* Employees shall have to maintain the minimum aat#ptstandard of code of-
conduct

 Employees not to engage in the activities agaihst ihterest of the licensed
institution

» Arrangement regarding eligibility of employees txbme Director

* Prohibition to misuse of information

* Prohibition to Extend Credit to the Directors, Stalders, Employees and Firms
Related to Them

2.2.2.5 Directive No. 11 Provisions Relating to Caortium Financing

Nepal Rastra Banks has made provision for finantiheg Loan and advances on the
consortium basis. Consortium means forming a gafuiine institutions and lending on

the pro-rata basis as decided at the time of eweimnto the consortium. The

firm/company enjoying credit facility under consomh financing has to carry out

banking transaction only with the lead bank andigigant banks. This provision is

equally applicable in case of loose consortium aB. Wrovided that this cause shall not
be deemed to have hindered to get the new membenter after formation of the

consortium grants with the consent of the groupodeoconsortium means the credit
facilities provided/to be provided by two or moranss and financial institutions to a

project without forming a consortium group but maining security on a pari pasu basis.

2.2.2.6 Directive No. 12 Provisions Relating to Cdit Information and Blacklisting
Banks and Financial Institutions must obtain the=dir Information report of the
Borrower prior providing the Loan of above 1 miflidrom Credit Information Centre
(CIC). As well as the banks should report the detaii Borrower within fifteen days of
the date of completion of the trimester of evescdi year until the loan is repaid. The
Banks and Financial Institutions are obliged toaobtthe credit information prior to
extension or renewal, restructuring or reschedutihipans of rupees 1 Million or more.
Once the situation referred to in these Directipesvails, the concerned institution may

recommend the Credit Information Bureau Ltd. Tackliat the debtors who have availed

40



the credit, advances and facilities of whatsoeweount from that licensed institution but

have not repaid that amount. The Licensed insbitsti cannot grant Loan to the

blacklisted borrowers/obligors, shareholders, psbg@uarantors. In case any bank or
financial institution extends a credit facility &my blacklisted individual, firm, company

or corporate body, concerned bank or financialitutsdn shall, under Section 99 (1) of

the Nepal Rastra Bank Act, 2002, be fined the arnegnal to the amount of the credit
extended and has to maintain 100 percent loanpl@sssion against the loan granted to
blacklisted customers.

2.2.2.7 Directive No. 17 Provisions Relating to Leling to Deprived Sector

Nepal Rastra bank has directed the commercial batgkslopment banks and finance
companies to lend 3.5 percent, 3.0 percent andp@&ent of their total loans to the
deprived sector respectively. The respective ratese 3 percent, 2.5 percent and 2
percent earlier. Such ratio will be increased ataanual rate of 0.5 percentage point
during the next three years in order to increasectintribution of financial institutions in
the income and employment generation activitiethefdeprived sector. No change has
been made on the existing provision that restii@sks and financial institutions to
deposit the amount provided for the purpose of idedrsector lending into other banks
and financial institutions to earn interest. Thélimg on loans to deprived sector or
micro-credit provided by class 'D' microfinance depment banks against
group/individual guarantee with or without collatkethas been maintained at Rs. 90
thousand and that for micro-enterprise at Rs. 2@@idand as earlier. However, while
extending credit up to the specified ceiling of R80 thousands, the loan amount must
not exceed one-third of total credit to be providedhe deprived sector. In addition, the
ceiling of deprived sector loan provided by claas 'B' and 'C' banks and financial
institutions to group member/individual againstugybndividual guarantee and classified
as a pass loan for last two years has also beantaired at Rs. 90 thousand and that for

micro-enterprise has been maintained at Rs. 208t as earlier.
2.2.3 Corporate Governance
Corporate governance consists of the set of presessustoms, policies, laws and

institutions affecting the way people direct adrsier or control a corporation. Corporate
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governance also includes the relationships amormg ntfany players involved (the
stakeholders) and the corporate goals. The prihgijagers include the shareholders,
management, and the board of directors. Other Istédters include employees, suppliers,
customers, banks and other lenders, regulatorserigonment and the community at
large (Eells, 1960).

Corporate governance is a combination of corpgrateies and best practices adopted
by the corporate bodies to achieve its objectiaeglation to their stakeholders. It is also
the field of economics, which studies the manyassarising from the separation from
ownership and control. The fundamental objective@porate governance reforms is to
enhance transparency and transparency enhancamsambty. It is widely recognized
that transparency enhances trust among the mapyens within the governance
framework. Various definitions and principles halveen introduced to stabilize the
corporate governance among corporate entities. défeition presented by some
institution is presented below.

» Corporate governance is the system by which compamire directed and

controlled.
» Set of relationships between a company’s managentertoards, its shareholders

and other stake holders.

In brief, corporate governance is a set of pro@sgntity's culture, policies, laws and
institutional value that affect the way a corparatiis directed, administrated or
controlled. It is a combination of corporate pagiand best practices adopted by
corporate bodies in achieving its objectives iratieh to their stakeholders. It aims to
protect shareholder’s rights, to enhance discloandetransparency, to facilitate effective
functioning of the board and to provide an effitidegal and regulatory enforcement
framework. It addresses the principal/agency problerough a mix of company law,
stock exchange rules and sub regulatory codestidésafrom high profile corporate

scandals, globalization and increased investoviaoi

The vast majority of banks lack an enterprise-witkav of risk. Organizational silos,
decentralization of resources and decision malpogrly integrated systems, inadequate

forecasting and lack of transparent reporting regme the main barriers. In the past
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decade however, as a result of regulatory focumutiir Basel Il as well as publicized risk
management failure, banks have increasingly apptesburces to developing risk

management capability. The majority of banks of séfles have set up a governance
structure to span the main risks. The typical $tmecis based on a distributed risk
function. This structure generally consists of; Huard of directors; various committees
at board and management levels (depending on #ie and sophistication of the bank);
a centralized risk management function — usuakpoesible for policy formulation and

oversight; and risk management functions locate@adoh business responsible for the

day to day oversight of risks.

2.2.3.1 Significance of Corporate Governance in B&ing Sector
Corporate governance is equally significance to tgfles of corporate institution.
Furthermore it is very crucial and essential elemfenthe banking system because bank
and financial institutions depends on the OtherpRe® Money. There may be a gap
among major stakeholder like owners, depositorsraadagement. Very limited people
have a right to access in resources and decisiar. tB the lack of transparency and
adequate control mechanism, there may be the clodnvested interest and moral hazard
problems. It is a universal fact that the highegrde of transparency contributes towards
the maximizing shareholders value and ensuringdheess to rest of the shareholders.
Corporate governance also enhances performancéeofcarporation by motivating
manager to maximize returns on investment, raispeyational efficiencies and ensuring
long- term productive growth.
Following key points help to emphasis the signifioa of corporate governance
especially in the banking sector.

* Banking system stability is important for economirowth,

* Good corporate governance is required in banksheeae good Corporate in other

firms.
 Banks have wider stakeholders-government, reg@latord most importantly
depositors.
* Promotes market confidence, helps to attract auditi capital, and fosters market

discipline through good disclosure and transparency
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* Helps ensure that company takes into account tieeest of not only of a group of
people but also of the communities within whichytloperate. Those actions in turn
help to ensure that FIs are operating for the bieok$ociety as a whole.

* Good corporate governance practices can stronghyribate to financial market
development and financial stability.

* Nepal implemented the Basel Il from 2008 July imlag sector and good
corporate governance forms important part of Bs@&lherefore for complying the

provision under Basel Il is very essential for bagksector.

2.2.3.2 Principles of Corporate Governance in Bankig Sector

BIS (Bank for International Settlement) OECD (Orgation of Economic Co-operation
and Development) and other different financialitngbns has developed and presented
the various guidelines on enhancing corporate g@arere in banking sector but they do
not diverge from each other, OECD focus on theofaihg critical elements of desirable
corporate Governance for the banks.

» Board members should be qualified for their poegichave a clear understanding
of their role in corporate governance and be ablexercise sound judgment about
the affairs of the bank.

e The board of directors should approve and overseeank’s strategic objectives
and corporate values that are communicated thratghe banking organization.

« The board of directors should set and enforce clesws of responsibility
throughout the organization.

* The board should ensure that there is appropriatesimght by senior management
consistent with board policy

e The board and senior management should effectiuélge the work conducted by
the internal audit function, external auditors, artdrnal control functions.

e The board should ensure that compensation polemek practices are consistent
with the bank’s corporate culture, long-term oljext and strategy, and control
environment

* The bank should be governed in a transparent manner
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« The board and senior management should understamdbank’s operational
structure, including where the bank operates irsglictions, or through structures,
that impede transparency (“know-your structure”).

2.2.4 Existing Laws and Regulations
Banking system of Nepal is gearing up for differbasiness and economic environment.
Nepal Government and central bank are working t@lb@ transparent, competitive and
strong financial sector. Till date, there have bemveral efforts towards building
regulatory mechanism for corporate governance. Agrtbnse several efforts following
are the acts and regulations, which provide necgggadelines to maintain corporate
governance in the bank and financial institutions.

a) Banks and Financial Institutions Act 2063

b) Unified Directive (2069) issued by the NRB

c) Companies Act 2063

2.2.4.1 Major Provision of Banks and Financial Ingtutions Act 2063 related to

Corporate Governance

a. Conflict of Interest and Transparency

e Section 48-Restriction to give loans to promot@edator, executive officer etc

» Restriction on dealing with shares by the direct@fficers of the Bank

« Disclosure requirement for directors regarding tonin appointment of auditors,
shareholding by family members, transactions beatwssnk and family members
(s.22)

» Directors not to take personal benefit (s.24)

» Disqualification of auditors and duty of the aud#t¢s.61 and s.63)

* Remuneration of directors to be as provided iretttieles of association (s.21)

b. Competent Key Personnel
* Qualification of directors and chief executive offis (s.18, s.26)

* Requirement to appoint professional director (s.13)
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2.2.4.2 Major Provision of Company Act 2063 relateto Corporate Governance

I. Conflict of Interest and Transparency

Requirement to give beneficial interest on the ah§s.47)

Information required to be given on becoming sutishshareholder (s.50)
Shareholders having conflict are not qualified ébevin general meetings (s.70)
Director required to give information about trargat between company and
him/her or close relatives (s. 92)

Approval of general meeting required to enter taatisn between company and
director/its close relatives (s.93)

Restriction on power of board to enter certaingeation (s. 105)

Restriction to give loans to directors and officex401)

Financial disclosures to the shareholders (s.109)

Il. Directors

Directors are made personally liable for any breafdihe Act

Directors have fiduciary duty to act in the besérast of the company (s.99)
Directors are specific duty not to exceed their psA(s.103)

Requirement to appoint independent directors byipegbmpanies (s. 86)
Directors who breach reporting requirement under #ct are disqualified to

become director (s.89).

[l. Audit

Listed companies having paid up capital of morentRs. 3 crores need to have
audit committee

An auditor is disqualified to be appointed for gn@nsecutive years. (111)

A person working full time, or his/her partners aisqualified to be appointed as
auditor (112)

IV. Shareholders’ Protection

Shareholder have right to inspect books of the @mp
Shareholders can sue on behalf of the company(.1

Shareholders can request to appoint investigafiiceo (s.121)
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« Can prevent directors from exceeding their pow@t4.38)

2.2.5 Empirical Findings

Credit risk is the current and prospective risketirnings or capital arising from an
obligor’s failure to meet the terms of any contratth the bank or otherwise to perform
as agreed. Credit risk is found in all activitiasawhich success depends on counterparty,
issuers, or borrower performance. It arises ang tienk funds are extended, committed,
invested, or otherwise exposed through actual pli@d contractual agreements, whether
reflected on or off the balance sheet. Thus ristei®rmined by factor extraneous to the
bank such as general unemployment levels, changimgjo-economic conditions,

debtors’ attitudes and political issues.

The most happening topic of risk management in ceroial banks has been credit risk
management. Many professors, researchers, sch@arks and Financial Institution,
regulator authority has conducted research force¥e credit risk management. Many
articles in journals, research papers have beetished on this topic. Thus in this
research, Researcher has attempted to overvieeratitf such related articles, journals,

research paper and books published internationaltiynationally.

Credit risk according to Basel Committee of BankBwgpervision (BCBS) (2001) is the
possibility of losing the outstanding loan paryadir totally, due to credit events (default
risk). Credit events usually include events suchbaskruptcy, failure to pay a due
obligation, repudiation/moratorium or credit ratinghange and restructure. Basel
Committee on Banking Supervision- BCBS (1999) d=dicredit risk as the potential that
a bank borrower or counterparty will fail to me&t pbligations in accordance with
agreed termsBCBS (1999) observed that banks are increasinglindacredit risk (or

counterparty risk) in various financial instrumentther than loans, including
acceptances, interbank transactions, trade fingnéoreign exchange transactions,
financial futures, swaps, bonds, equities, opti@ms] in the extension of commitments
and guarantees, and the settlement of transadd@BS (1982) stated that lending
involves a number of risks. In addition to riskateld to the creditworthiness of the
borrower, there are others including funding riskerest rate risk, clearing risk and

foreign exchange risk. International lending alsgoives country risk. BCBS (2006)
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observed that historical experience shows that exunation of credit risk in asset
portfolios has been one of the major causes of bdiskess. This is true both for
individual institutions as well as banking systesih$arge. BCBS (1999sserts that loans
are the largest and most obvious source of creskt while others are found on the
various activities that the bank involved itselfthwi Therefore, it is a requirement for
every bank worldwide to be aware of the need tatilemeasure, monitor and control
credit risk while also determining how credit risksuld be lowered. This means that a
bank should hold adequate capital against thedes @®d that they are adequately
compensated for risks incurred. This is stipulateBasel I, which regulates banks about
how much capital they need to put aside to guidEnag these types of financial and

operational risks they face.

The Basel Committee’s capital adequacy guidelines ta encourage global banking
supervisor’s to promote sound practices for margagredit risk. A comprehensive list of
procedures and recommendations by the Basel llewark can be found in Basel II:
International Convergence of capital measurements @apital standards: A revised
framework, Bank for International settlement. Theee major pillar includes minimum
capital requirement, supervisory review process amatket discipline. Due to the
importance of credit risk management approachesesskns, Krahnen and Lang (2005)
that the Basel Il proposal is to encourage bankgtpade these practices and banks with
sufficiently sophisticated risk measurement and agement systems have more
flexibility to use their own internal systems taenine regulatory capital minimum. As
well as illustrated by the theoretical model of @& (1983) and recently modified to
better reflect current practices , a set of gurmddi is released to promote better
understanding of credit agreements to assist hgnkdustries to improve their banking
services. These guidelines include full disclosafecredit history, independent credit
analysis, legal considerations, sharing creditrmfttion between agents, and prompt
response to the problems. Based on study by WuHarashg (2007) top management
support is most important for risk management aedhanism to be successful. Swarens
(1990) suggested that the most pervasive areaskfisi an overly aggressive lending
practice. It is dangerous practice to extend theliteg term beyond the useful life of the

corresponding collateral. Besides that giving dw toan to the borrowers who are
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already overloaded with debt or posses unfavoret#dit history can expose banks to
unnecessary defaults and credit risk. In orderettuce these risks, banks need to take
into consideration some applicants’ particular sastdebt income ratio, business history
and performance record, credit history, and foividdial loan applicants their time on
the job or length of time at residence. In the samynthe important element of
managing risk include credit culture, credit ciderdiversification, proper human
resource development, past track result of theobaar, setting standards and rewarding
successes (Wesley 1993). By taking into considera#ill the elements above banks

could reduce risk and minimize their bottom line.

Brownbridge (1998) claimed that the single biggesitributor to the bad loans of many
of the failed local banks was insider lending. HeHer observed that the second major
factor contributing to bank failure were the higiterest rates charged to borrowers
operating in the high-risk. The most profound intpafchigh non-performing loans in
banks portfolio is reduction in the bank profitéyil especially when it comes to

disposals.

Kim, Daesik and Santomero (1988), suggest that beskktaking has pervasive effects
on bank profits and safety. They assert that tleditpbility of a bank depends on its
ability to foresee, avoid and monitor risks, pokstio cover losses brought about by risk
arisen. This has the net effect of increasing #t® rof substandard credits in the bank’s
credit portfolio and decreasing the bank’s profitgb The banks supervisors are well
aware of this problem, it is however very diffictitt persuade bank mangers to follow
more prudent credit policies during an economicuupt especially in a highly
competitive environment. They claim that even covateve mangers might find market

pressure for higher profits very difficult to overne.

On the Research Article at Risk Management Foruid hethe Asian Development

Bank Thailand Resident Mission in Bangkok on 26M\&8/ember 2008, the consultant
has stated the credit risk management as a majseaaf serious banking problems that
is directly related to credit standard of the baos and counter parties. The main
research findings focused on:

* the measurement of credit risk;
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» credit controls and risk administration, includingonitoring compliance with
credit risk limits; and,

» Establishment of regulatory / economic capital regito support credit risk.

They stated that Basel 1l framework provides fa tliscrete modeling and measurement
of credit risk. The shortcomings in the 1988 Basetord have been addressed with an
internal ratings based approach (both Foundati@hAadvanced) allowable under Basel
II. As with Market risk, a Standardized approach aiso allowable - banks and
supervisors can select approaches that are mosopgte for their operations and
financial markets infrastructure. Moving beyond tS8&andardized approach requires
heavy investment in data sourcing and data qudhty,cost of which is arguably offset
by the reduced requirement for capital support. evav, banks should not just look at
this aspect when determining the approach to bptadoThey should also consider the

benefits from enhanced data and information thatealeveraged to serve the business.

Jaodekar and Benjamin (2001) in their article “@redk” in The Economic Times has
stated that within internal ratings based appraacommended by the Basel committee
would form the basis for a sophisticated risk mamagnt system for banks. A key
element of the Basel committee's proposed new alapdcord is the use of a bank's
internal credit risk ratings to calculate the minim regulatory capital it would need to
set aside for credit risk called the Internal RgdiBased (IRB) approach. It links capital
adequacy to the rating of the assets in a banikbksbd’he IRB regime is likely to make
regulatory capital more consistent with economigiteh (the capital required by a bank
to cover unexpected losses, as an insurance agaostency) this is likely to reduce the
amount of regulatory capital banks will be requitedset against credit risk inherent
transactions and portfolios.. There must be enaourgldit grades in a bank's internal
ratings system to achieve a fine distinction of tleault risk of the various counter-
parties. The credit risk of an exposure over amikierizon involves the probability of
default and the fraction of the exposure value thdtkely to be lost in the event of
default or loss given default. While designing thgerating framework, banks should
include the organizational division of responstgilfor rating (relationship manager,

credit staff, etc), the nature of reviews to degrcors and inconsistencies, the location of
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ultimate authority over rating assignment, the aflenodels in the rating process and the
specificity of rating definitions. Banks must hawenechanism of back testing the rating
system and the loss characteristics of their ialeratings. This is essential to evaluate
the accuracy and consistency of the rating critexc@urately price assets and analyze
profitability and performance of the portfolio, mtor the structure and migration of the
loan portfolio and provide an input to credit risiodels and economic capital allocation
process. Construction and validation of a robutrival credit risk rating system is just
the first step toward sophisticated credit risk agament. For an ambitious bank, the
IRB approach promoted by Basel will form the platfofor risk management measures

that are more sophisticated such as risk basedrpeafhce measurement.

Raghavan (2005) in his artidle the The Economic Timé€redit Risk as well as Credit
Risk Management in Commercial Banks” has statetBhaks are risk averse to lending,
owing to lack of proper credit information mechanjshigh transaction cost, weak
enforcement of collateral, bankruptcy frameworlghhNon Performing Assets (NPA),
directed credit issues, staff accountability comcefr. Laid back banking approach and
related structural problems in the banks needstaduressed. The explosive growth in
the markets for securitized assets and for creshivdtives has offered bank new ways
and means in managing as well as transferring tcres#ti In many Banks, it is believed
that loans are akin to Indian marriages, whererd&@s not feasible even when it is clear
that the relationship is incompatible. Despite dietiatechnical analysis that supports a
credit decision, it is the credit officer who dezsdon a proposal based on his own
judgment. However, when it comes to rating of ard@eer, the system and model in
place should be such that whoever in the bank tregeborrower, the result should be
same in at least 90% of the cases. Banks needtmihformation and system to rate the
level of risk in a credit proposal. In order to et this, credit officers should work as a
team and share learning with an institutional comrant to develop capabilities through
ongoing and well designed credit training. Bankutidend according to its appetite

within the need-based assessment of the crediireeqent of the borrower.

Santomero (1996) in his article “Commercial Bardkrmanagement: an analysis of the
process”, has stated that credit risk arises fromperformance by a borrower. That may

arise from either an inability or an unwillingness perform in the pre-committed
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contracted manner. The credit risk can affect émelér holding the loan contract, as well
as other lenders to the creditor. Therefore, thanitial condition of the borrower as well
as the current value of any underlying collatesabi considerable interest to its bank.
The real risk from credit is the deviation of polith performance from its expected
value. Accordingly, credit risk is diversifiable todifficult to eliminate completely. This

is because a portion of the default risk may, ict,faesult from the systematic risk
outlined above. In addition, the idiosyncratic matwf some portion of these losses
remains a problem for creditors in spite of thedmmal effect of diversification on total

uncertainty. This is particularly true for banksthend in local markets and ones that
take on highly illiquid assets. In such cases treglit risk is not easily transferred, and

accurate estimates of loss are difficult to obtain.

Adhikary, Pant and Dhungana (2007) on their stusityidy on Financial Sector Reform
in Nepal” 2007 has stated in Nepal until 2001, tivod of the Basel Core Principles for
Effective Banking Supervision were not implementadthe financial system. At the
outset, the governing act of the NRB imposed litiotes as it was designed in 1955 for a
central bank operating in a government controlleconemy, and supervising
government-owned banks. The central bank had limigéeithority for effectively
managing monetary policy, improving the financiafrastructure, strengthening and
improving financial markets and their supervisiamd facilitating the growth of the
financial sector. Therefore, NRB was failing to q@ynfully with Basel Core Principles
while the preconditions required by the Basel Cottewi hardly existed in Nepal.
Therefore, at the first stage to strengthen thellatige regime, seven new banking
regulations were issued in March-April 2001 to &ddr weaknesses of the banking
system. In the meantime, KPMG Barents Group madenaprehensive assessment of
NBL and RBB, in June 2000 and found serious shitstiia all aspects of the governance,
management, and operations of these banks. The K@t concluded that the banks’
loan assets are highly overstated and extremeky @asd that, as a consequence, the
banks was found technically insolvent. The repstingated the negative net worth of
NBL at NRs 6-10 billion (US$85 to 142 million) anldat of RBB at NRs 14-18 billion
(US$200 to 255 million). This was serious as RBRI &NBL, the two largest banks,

accounted for 41.9% of the commercial banking depo48.3% of the loans and
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advances, and 47.9 percent of the total sourcessmdf the commercial banking system
as in mid-July 2001. At the time, the stock of Idamses within these two banks was
estimated to be between NRs 25 to 29 billion (U8$36 US$426 million).This
represented 7.5 to 8.6 percent of Nepal's GDP a&tdeen 40-46 percent of Nepal's
budget.

Macey and O’Hara (2003) argue for greater formgale@ecognition of the fiduciary duty

of banks to depositors and clarification of theatieinship between that duty and the
banks’ fiduciary duty to bank shareholders (anderthcreditors, such as bank
bondholders). Essentially, the boards of direc&itsuld be made responsible for the
fulfillment of the fiduciary duty to depositors amtlequate internal controls should be
put in place. Supervisors and external auditors themarily have an oversight role.

Levine (2003) tentatively comes down in favor addeegulation and better information
and incentives for private agents to exert govereasver banks. He concludes that the
good corporate governance of banks required bgjldiound legal and bankruptcy
systems, which he notes can be lengthy processesldd finds that evidence tends to
support the establishment of independent supesvismthorities with well defined

objectives.

Mullineux (2006) concludes that the good corpogigernance of banks requires good
prudential regulation and attention to conflicts ioterest and competition issues,
especially given the clear information advantagdariks over their retail customers. It
will be facilitated by more disclosure of propedydited and internationally comparable
accounts. The incentive to collect and process gpality information should not be

diminished by free-rider problems, however. Comrpancipals of prudential regulation,

corporate governance and bankruptcy should formb#ses of common codes ahead of
agreement on more detailed common laws and ruleshwvill eventually be required in

order to achieve a genuinely level global playirgdf It should also be noted, however,
that as Basel Il is progressively adopted by dguatpand emerging market economies,
they will be induced to enhance their corporateegoance codes, internal controls,

auditing procedures and bankruptcy laws in ordémimement its risk-based approach.
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2.2.6 Review of Related Unpublished Thesis
Researcher has selected the related thesis fawevom Shaker Dev Campus library
and T.U Central Library on sampling basis. Somdifig and conclusions of the studies

done by other researcher have been mentioned lteeun

Shrestha (2009) in her thesis “Corporate Governaméénancial Institutions of Nepal”
has studied presersicenario of corporate governance and their effectredit risk
management in financial institutions of Nepal. La¢tkransparency is a major source of
bad governance in the institution. Management aradomembers should be responsible
for maintaining transparency, accountability, sbcrasponsibility which is the
components for good corporate governance. Good rgamee practices should be
followed than will reduce the managerial deficies;imisallocation of resources, credit
risk management and negative impact on stakehol@bts, financial institutions should
follow all the circulars, regulations provided thetregulatory authority i.e. Nepal Rastra

Bank. Basel Framework in risk management shoulidnpéemented.

Singh (2010) in his thesis “A study of Corporatev&mance on listed Banking and
Financial Institutions” has highlighted the coneemon credit risk management in the
Banks and FIs due to the corporate governance.stlidy relates that banks have
relatively good corporate governance than othepamte institutions in Nepal. Annual
General Meeting (AGM) is the effective forum forntmlling corporate governance.
Regulatory authority control towards risk manageimad corporate governance should
be effective. Competition in the Financial Marketncincrease the strong corporate
governance and credit risk management. Board Mesrdnadt Management team should
be qualified. Nepal Stock Exchange (NEPSE) canigeogorrection to the institution for

effective corporate governance and credit risk rganeent.

Researcher then concluded and recommended thatgeraeat culture should be
committed and responsible and also the organizatiand managerial ethics should be
established. Awareness in corporate culture shbeldstablished. Audit Committee and
Risk Management Committee in the Banks and Fin&nkiatitutions should be

strengthened.
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Maharjan (2010) in his thesis “Credit Risk Assessimender Retail and Corporate
Financing by Commercial Banks of Nepal”, study afmidlayan Bank Ltd (HBL) and
Nepal Investment Bank Ltd (NIBL) has focused stodythe risk assessment technique
and operandi in the Banks. Both the HBL and NIB& among the oldest banks of Nepal.
However NIBL has been on aggressive marketing e dbcade of 2000 since it was
changed to NIBL. Researcher has found that Opeatiosk and credit risk assessment
in NIBL was poor compared to HBL. Figures of Balarshieet have been inconsistent.
From Maharjan’s study, Researcher concluded thakdahould adopt sound credit
collection policy that covers rapid identificatiai bad loans, immediate contact with
borrower and continual follow-up until a loan icogered.Banks should strictly follow
regulations implemented by the regulatory body N&B. Effective Credit appraisal,
Credit risk monitoring policies should be adopted atatus of the Borrowers on Credit
information on Credit Information Bureau (CIB) shaube strictly followed. The
marketing strategies should be innovative and taekBshould identify new investment
sector that gives healthy profit and are less risggtors. Bank should establish Research
and Development Department (RandD) for developieg productsResearcher focuses
on the Investment in Micro Finance that diversikrin terms of borrower and amount
should be encouraged either that is direct or @utlirHence, corporate Social
responsibility should be encouraged which helpsstablish a positive image in the mass

for trustworthiness of the Bank.

Kasaju (2010) in his thesis “Credit ManagementamtJVentures Banks in Nepal” has
highlighted the major issues and competencies @dicimanagement in Joint venture
Banks in Nepal with special reference to NABIL Bdrk. (NBL) and Himalayan Bank

Ltd. (HBL). Kasaju has primarily focused his stutdyvards mobilization of resources,
role of treasury department, fund management, diguiposition, role of Cash Reserve
ratio (CRR) in credit management and the effectradit management in managing
credit risk.

From his study Researcher mentioned that, NRB DBuex should be followed strictly to

reduce the credit risk, default risk, market riskd operational risk. Information of the
borrower from CIB shall be important in extendimgdit. Banks should follow project-

oriented approach and avoid more risky are of legpdBanks should adopt sound credit
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collection policy, concentrate on decreasing rafio return on total assets and invest in
productive and less risky projects. Banks shoultl$oon customer satisfaction which
increases trust worthiness of the institution ia thass people. Banks should develop an
innovative approach of bank marketing for its wbking, sustainability and new
standards should be designed to make the bank maesg more accountable for credit
policy.

Ban (2011) in his thesis “Credit Risk Managemeras lattempted to study the credit risk
associated with Banks in Nepal in line with the NRBectives and Basel Il framework
2007. In this thesis researcher has focused hdy stn Capital Adequacy framework,
sector wise lending, and security wise lendingged adopted by the commercial banks
in Nepal.

Researcher writes in his thesis that Credit risthes most challenging risk that a Bank
deals on which requires high qualified human resesito cope. The problems in credit
processing include lack of through credit assesgnaéisence of testing and validation of
new lending techniques, subjective decision makiygsenior management, lack of
effective credit review process, failure to monitmsrrowers or collateral values, and
failure of banks to take sufficient accounts of ihass cycle effects etc. Market and
liquidity sensitiveness exposures also increasectbdit risk of the Banks. Credit to
Deposit ratio, Capital Adequacy ratio, Concentrato;m sector wise lending etc are the
major indicators for credit risk management. Thenl&ashould follow the threshold
determined by the regulatory authority for credgkrmitigation. Banks have been
focused on providing any types of loans i.e. wogkoapital Loan, Import and Export
Loan etc. against mortgage of properties. Propsinkss assessment, business viability,
project efficiency should be done for providing no&ecurities of Fixed assets do not
mean that the loan is fully secured though the gntyps at prime location of the country.
In the present time loans extended in the reakeestactor has been a major source of
credit risk to the banks. Banks should pressurmee dorrowers to sale the assets by
reducing the value of the property which helpshkihieks to recover the loan and get relief
of the interest and debt obligation to the borravéanks should lend in real estate

sectors in those project that are for ultimate oameys i.e. for consumption purpose.
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Basnet (2011) in his thesis “Money Supply, Inflatiand Credit risk Management” has
showed the relation between Money Supply and ioflatwith the credit risk
management for the Banks. His major findings amdctimclusion of his study stated that
money supply creates inflationary pressure in tememy. Monetary and Fiscal Policies
have impact on credit risk management. Banks appased to act according to the
monetary policies issued by the regulatory autiiottigher money supply increases
inflation and liquidity. Interest rate gradually aleases and creates investment
environment with more investable money. Howeverdosupply creates liquidity crunch
and this shrinks the investment opportunities whiehdirectly related to credit risk

management.

2.3 Research Gap

Researcher has found many contributions from pueviliterature in the credit risk
management. But Researcher found some shortagehesist done by previous
researchers. Many of the study has been based d& diiRctives relating to Loan
Classification, Loan loss provision, Capital adexyyaNon Performing Loan etc, but
study on the credit risk arising from result of forate Governance, Credit concentration
risk, Information of the Borrower and credit riskwgrnance has not been found by the
researcher. So, the researcher can make furtseaneh on credit risk management
highlighting the credit concentration risk, crediisk governance and corporate
governance in the Nepalese banks. The purposeasofeearch is to development some
expertise in one’s area, to see what new contohutan be made and to receive some
ideas, knowledge and suggestions in relation talitnresk management of selected
commercial banks (i.e.; Kumari Bank Ltd and Machidpe Bank Ltd. Ltd.). Thus, the
previous studies cannot be ignored because theyderdhe foundation to the present
study. In other words, there has to be continuntyeisearch. This continuity in research is
ensured by linking the present study with the pasearch studies. Therefore, to fulfill
this gap, this research is selected. To compléseréisearch work, many books, journals,
articles and various published and unpublishededigBon are followed as guideline to

make the research easier and smooth.
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CHAPTER -1l
RESEARCH METHODOLOGY

This chapter looks into the research design, nadack sources of data, data collection
procedure and tools and techniques of analysis.rébearch methodology used in this

study is explained below:

3.1Research Design

This study is designed to analyze the cause anectefif credit risk, credit risk
management procedures adopted by the sample bamkallzas by the central regulatory
authority. Hence, historical statistics are anallyaad interpretation is made on the basis
of available information. It presents a series wilgposts for the researcher to progress
in the right direction in order to achieve the gd#énce, the study is designed in
accordance with the given research problems, obgst research questions and
hypothesis testing of the study. The study folldvegh the descriptive and analytical
research design.

3.2Population and Sampling

The total commercial banks in Nepal shall congittite population of data and two
banks under the study constitute the sample ferghidy. So among the 32 commercial
banks in the banking industry, Machhapuchre Bartk (14" commercial Bank) and
Kumari Bank Ltd. (15th Commercial Bank) are seldctandomly as samples for the
study. These two banks have been facing majoitaiskl challenge from the inception.
Machhapuchre Bank has been punished by NRB foegelation and Kumari Bank has
conflict in management and board from the inceptmd the banks have not been
performing well though it is an old bank compared the new banks in Nepal.
Researcher selected these banks because of timdiarscapital, date of establishment
and both facing major credit risk for growth. Asllas in Machhapuchre bank, recently
a huge obligor loan was considered as Non-perfgni@an and auction notice was

published. So, due to the concentration of risk isingle obligor the bank has to suffer
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tremendously. Hence, it has been decided to staking sample of Machhapuchhre
Bank Ltd. and Kumari Bank Ltd. after listening tarious credit related issues, their

profiles, various news and their financial reports.

3.3 Sources of Data

The study is mainly based on secondary data. Secprdhta has been used for the
analysis of portfolio of the sample banks for efifee credit risk management and
corporate governance and primary data has beentagedge the relation of different
economic components and risk factor with the creslit and governance. For secondary
data, most of the data has been collected fronpthished profit and loss accounts,
balance sheet, annual reports etc. of the both shak Kumari Bank Ltd and
Machhapuchre bank Ltd. with the help of interned arformal visits. Different published
reports from Nepal Rastra Bank i.e. .Monetary Bpllaterim review, journals etc has
been an important source of data. As well as podtigeports from Nepal Government,
Ministry of Finance i.e. economic survey, reports, é€Central Bureau of Statistics of
Nepal, other national and international organizegi@and some useful websites etc too

has been a major source of information for secgndata during the research period.

Those data which are collected for the first timne dny specific purpose are called the
primary data. Primary data gathered by the researtr the research project at hand
collection of primary data is comparatively exp&esthan the collection of secondary
data but they are exactly in the form that the aedeer requires. Primary data are
collected through questionnaires. For primary dasearcher has used the mailed
guestionnaire method. Researcher has mailed thstigueaires to the staffs of the

sample banks on judgmental sampling basis.

3.4 Data collection Procedures

The annual reports of the concerned banks werenglotdrom their head office and their
websites. The main sources of data are annualtrepooncern financial institute. NRB

publication such as Banking and Financial StassEconomic Reports, Annual Reports

of NRB etc has been collected the websites. Besidedetails review materials are

59



collected from the library of Shanker Dev Campusnital Banks’ Library and Central
Library of T.U.

For collecting primary data, judgmental samplingthme has been selected by mailed
guestionnaire. Regarding primary data, in an ad00t staffs each in the both banks 13
staffs from credit department of each banks haah Ise¢ected randomly to response the
guestionnaires and all of the selected staffs kimdsponded the questionnaires. The
response had been collected from the respondentfitlatl. According to the opinions
received from the sampled employees from each bénkelps to trace out the

determinants of credit risk and the aspects ofitretk management.

3.5Profile of Sample Banks

3.5.1 Brief Introduction of Machhapuchchhre Bank Ltd. (MB L)

After the restoration of democracy in 1990 A.D.ddrom the liberalization policy of the
government, as the first regional Commercial BamkNiepal Machhapuchchhre Bank
Limited established in 1998 A. D. to render theveess to all nations of the country. It
has its head office at Pokhara, Nepal. Todayadnis of the full fledged commercial bank
operating in Nepal; and it ranks in the topmost agnthe private Commercial banks.
Machhapuchchhre Bank Limited is striving to faeilé its customer needs by delivering
the best of services in combination with the statethe art technologies and best
international practices. Machhapuchchhre Bank lgchis the pioneer in introducing the
latest technology in the banking industry in therdoy. It is the first bank in Nepal to
introduce centralized banking software named GLOBR#8king System developed by
Temenos NV, Switzerland. Currently it is using thtest version of GLOBUS, referred
asT-24 Banking SystemThe bank provides modern banking facilities suchAay
Branch Banking, Internet Banking, Mobile (SMS) Bmtk Safe Deposit Locker
facilities, Utility Bill payment (Telephone and Mid), ATM (VISA Debit Cards and
Debit card associated with SCT Network ) to itsueal customers.Besides these, the
Bank is providing 365 Days banking and Evening Geurservices to the customers
through many of its offices. The Bank had been mitaah by individuals and companies

with local roots but from different walks of lifeith a vision and dedication to provide
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the best financial products and services in thetratigcient and professional manner.
With the merger of its own kind, in fact the filsiggest merger of two independent
groups of the existing Machhapuchchhre Bank Ltdd #me then Standard Finance
Company with a paid up capital of above one billlapees promoted by amongst other
prominent local businessmen, the highly renowned Resident Nepalese, has given a

big impetus to the Bank.

With this merger, now with a paid up capital of o247 billion rupees, 52 branch
offices one extension counter and 62 ATMs sprebdcabss the country, it is one of the
biggest 31 full- fledged national level commerdahks operating in Nepal. It takes pride
in having its own buildings for its Corporate Ofitn Lazimpat, Head Office in Naya
Bazar, Pokhara, and Branch offices in Jomsom, Baghnd Damauli. The bank aims to

serve the people of both the urban and rural areas.

3.5.2 Brief Introduction of Kumari Bank Ltd. (KBL)

Kumari Bank Limited, came into existence as thee@hth commercial bank of Nepal by
starting its banking operations from Chaitra 2152®.S (April 03, 2001) with an
objective of providing competitive and modern bawgkservices in the Nepalese financial
market.

Capital Structure of Kumari Bank Ltd.

Capital as at Asad End 2069 | Amount in Rs ‘000’
Authorised Capital 2,000,000.00
Issued Capital 1,603,800.00
Paid-up Caiptal 1,603,800.00

It has been providing wide - range of modern bapkdervices through 29 points of
representations located in various urban and sebainupart of the country, 20 outside
and 9 inside the valley. The bank is pioneer invighiag some of the latest / lucrative
banking services like E-Banking and SMS Bankingises in Nepal. The bank always
focus on building sound technology driven intersidtem to cater the changing needs of
the customers that enhance high comfort and vdlbe. adoption of modern Globus
Software, developed by Temenos NV, Switzerland amdngement of centralized data

base system enables customer to make highly sedumedactions in any branch
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regardless of having account with particular bran8imilarly the bank has been
providing 365 days banking facilities, extended kag hours till 7 PM in the evening,
Utility Bill Payment Services, Inward and OutwararRittance services, Online remit

Services and various other banking services.

Visa Electron Debit Card, which is accessible itirerVISA linked ATMs (including 37
own ATMs) and POS (Point of Sale) terminals botiNepal and India, has also added
convenience to the customers. The bank has beertabkt recognition as an innovative
and fast growing institution striving to enhancestomer value and satisfaction by
backing transparent business practice, professim@alagement, corporate governance
and total quality management the organizationakimis The key focus of the bank is
always center on serving unfulfilled needs of #isses of customers located in various
parts of the country by offering modern and contpetibanking products and services in

their door step. The bank always prioritizes therfires of the valued customers.

Mission of this Bank is to deliver innovative pradisi and services to our customers, by
using the innovative products to achieve finangialusion, and do so by exemplifying
good corporate governance, proactive risk manageprantices, and superior corporate

social responsibility.

Vision of this Bank is to be the preferred finah@artner to our customers, a center of
career growth to their employees, and to maximtzartshareholders’ value, while

contributing to nation’s financial sector and ®économic welfare.

To take these two commercial banks as the sampleeatudy the researcher has found
out the below mentioned reasons:-
* Both the Banks have credit related problem fromirtiception.
 Both the Banks has not been able to perform smpadtfugh it has been
established near a decade ago.
* Recently Machhapuchre Bank’s large obligor has Heswrkrupted, which caused
immense challenge to MBL due to credit risk concditn on a single Bank.
* Both Banks has faced management problem from atlorey

» Poor corporate governance has been a major chalt#ragedit risk for both Banks
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« The negative news of both banks in different newspg media and by

shareholders, stakeholders and staffs formallyi@iodmally time and again.

To find the major problems, challenges due to ¢radgk for growth of an institution
Researcher wish to research on credit risk managemih reference to the sample
Banks. The study covers the time series data frenfiscal year 2062/63 to 2068/69.

3.6 Data Processing and Method of Data Analysis
The collected data and information are edited, mimgal, classified and calculated in
accordance with the nature of available data afadriration. Higher attention is given to
escape from any error while tabulating and anatyzive data. The collected data have
been made in various tabular and graphic formseashg situation and requirements in
order to achieve the desired objectives. Both d@litative and quantitative methods of
reasoning are used to analyze the data. Mainlyndiaa and statistical methods are
applied for the purpose of this study. Appropriatatistical tools are also used. Ratio
analysis and bar, graphs etc has been used foyssaf secondary data and hypothesis
test was used for analysis of primary data. To nmb&estudy more specific and reliable,
the researcher uses two types of tool for analysis:

» Financial Tools and

» Statistical Tools

* Hypothesis

a) Financial Tools

Ratio analysis has been used as the primary finhtaml for analysis of the secondary
data collected.

Ratio analysis is a powerful and the most widelgdugol of financial analysis. A ratio
defined as "The indicated quotient of two matheoatiexpression” and as the
relationship between two or more things. Ratio wsialis a widely used tool of financial
analysis. It is defined as the systematic usetad ta interpret the financial statements so
that the strength and weakness of a firm as walisdsistorical performance and current
financial condition can be determined. In finan@ahlysis a ratio is used as an index or

yardstick for evaluating the financial position goelformance of a firm. Ratio helps to
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summarize the large quantities of financial datd emmake qualitative judgment about

the firm's financial performance.

A large number of ratios can be generated fronttimeponents of profit and loss account
and balance sheet. They are sound reasons fortisgletifferent kinds of ratios for
different types of situations. For this study, oatiare categorized into the following
major headings:

i) Total Loans and Advances to Total Deposit Rati®{Catio

i) Total Loans and Advances to Total Assets Ratio

iii) Total Capital Fund to Risk Weighted Asset Ratio

iv) Total Non-Performing(NPL) Loan to Total Loans ami¥@ances

v) Total Loan Loss Provision (LLP) to Total Non-Perfong Loan(NPL)

vi) Total Loan Loss Provision to Total Loans and Adwemnc

vii) Core Capital to Total Risk Weighted Asset (RWA)

viii) Supplementary Capital to Total Risk Weighted A{BMW/A)

ix) Total Loans and Advances to Total Risk WeightedeA§RWA)

b) Statistical Tools
For analysis and interpretation of the secondadaya arithmetic mean, standard
deviation, tabular and graphical presentation hesnbused. For the analysis of the
primary data hypothesis test has been conducteel.cblected data were processed
through the computer program like ‘Microsoft Excelrhe statistical tools used are

briefly elaborated below:-

i) Arithmetic Mean (Y)

Averages are statistical constants, which enabte aemprehend in a single effort of the
whole. It represents the entire data by a simglae. It provides the gist and gives the
bird's eye view of the huge mass of unwieldy nuoamlata.

It is calculated as:
— X
Mean(X ) = ZT

Where,

X = Arithmetic mean
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N

X = Sum of observations

Number of observations

Arithmetic mean has been used for calculating thevage data of the sample banks for
drawing the conclusion of the study. Arithmetic mdss been used in all comparative

analysis section.

il) Standard Deviation (S.D.)
The standard deviation is the square root of mgaarged deviations from the arithmetic
mean and is denoted by S.D.coit is used as absolute measure of dispersion or

variability. It measures the total risk. It is aalted as:

. > (x-x)?
B N

Where,

o = Standard deviation

X = Arithmetic mean

N = Number of observations
X = Sum of observations

Standard deviation has been used for calculatingtien of different asset of the sample
banks throughout the study period.

iii) Coefficient of Variation (CV)

Another useful measure of risk is the coefficiehtariation (CV), which is the standard
deviation divided by the mean value. It shows thk per unit. It is used for comparing
the variability of two distributions. It is calcuéad as:

D
CV= Mean

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

homogenous.
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iv) Tabular and Graphical Presentation

Tabular and Graphical presentation of the datacae of the most commonly used
statistical technique of data analysis and pretentaData are shown in table and in
Graphs i.e. bar diagram and line chart. In thisith®&ar Diagram and other graphical

presentation are done for analysis of collected.dat

c) Hypothesis Testing

In this research, Researcher has attempted tcerdifierent parameters of lending in
Financial Institutions and credit risk. Researchas set two hypotheses to test whether
there is significant difference between observeduencies and expected frequencies or
not in ranking the major challenging banking risidamajor source of credit risks in
Nepal.

It consists of decision rules required for drawipgpbabilistic inferences about the

population parameter.

Hypothesis is a quantitative statement about theulation parameter. Then testing
hypothesis is to test the reliability if the hypesis (assumption about population
parameters) by using sample statistics. In othemdsyoit is and assumption about the
population parameter from sample statistic andvaidity is tested i.e. by setting the

hypothesis for either to be rejected or to be asrkplypotheses are of two types:

a. Null Hypothesis

Null Hypothesis is the hypothesis which is tested possible rejection under the
assumption that it is true. In other words the agdions or presumptions about the
population parameter is called null hypothesis iariknoted by Kl i.e. Null hypothesis=
Ho.

b. Alternative Hypothesis

Alternative hypothesis is the opposite of Null H{tpesis. If the decision maker rejects
null hypothesis on the basis of sample informatlResearcher/Researcher should accept
another hypothesis which is complementary to nylidthesis and known as alternative
hypothesis and denoted by ik¢. Alternativenypothesis = H
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Chi- square test §2- test)

It is the non-parametric test which does not make assumption regarding the form if

the population. It is also called parametric lessts. This type of test is used to study
socio —economic studies. Chi-square test describesmagnitude of observed and

theoretical frequency distributions by using follog/ formula:

X2=X
Where,

O = Observed frequency

(0-E)2
E

E = Expected frequency

Degree of Freedom (d. f.)
Degree of freedom is merely the numbers of datahvare given as variables in a row or
column or frequencies that are put in contingenaplet and can be calculated

independently.

Degree of freedom = (r-1) (c-1)
Where,
R = No. of rows

C = No. of columns
In this research level of significance is assunse@%.

In this study, chi —square teg2] has been used to test the magnitude of therelifées
between observed frequencies and expected frecaseradated to preferences of various

persons related to banking industry factor for ooape governance and credit risk.

Hypothesis-I
Null Hypothesis (H): There is no significant difference in the distriions of observed

and expected frequencies regarding ranking of megaking risk in Nepal.

Alternative Hypothesis (H: There is significant difference in the distrilauns of

observed and expected frequencies regarding rawkimgjor banking risk in Nepal.
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Hypothesis-II
Null Hypothesis (H): There is no significant difference in the distriions of observed

and expected frequencies regarding ranking of nsgarce of credit risk in Nepal.

Alternative Hypothesis (b: There is significant difference in the distrilouns of
observed and expected frequencies regarding rardimgajor source of credit risk in

Nepal.
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CHAPTER - IV
DATA RESENTATION AND ANALYSIS

This chapter gives the presentation, detail anslgsd interpretation of the accumulated
data from which concrete result can be obtainedy ®econdary data are used for the
analysis of different risks of the concerned bafBL and KBL). To make the study
more effective, precise and easily understanddbig,chapter is categorized into three
parts — presentation, analysis, and interpretatiorthe presentation section, data are
tabulated. These tabulated data are then analysted different statistical tools. Thus, in
this chapter the collected data from either primargecondary source are presented in
systematic method and analyzed. The data analgsie th this chapter helps to give
reason for the problem of the study, summary anttlosion of the study. Researcher
has focused on error less calculations and interfioas of the data though the error is
inevitable. In this chapter different ratios arécatated, charts, figure are presented for
the clear glance of the study.

4.1 Comparative Analysis of Credit Risk

Credit risk is simply defined as the potential thabank borrower or counterparty will
fail to meet its obligation in accordance with agteterms. The goal of credit risk
management is to maximize a bank’s risk adjustésl o& return by maintaining credit
risk exposure within acceptable parameters. Bardesdnto manage the credit risk
inherent in the entire portfolio as well as theksisn individual credits or transactions.
Banks should also consider the relationships betwsedit risk and other risks. The
effective management of credit risk is a criticahponent of a comprehensive approach
to risk management and essential to the long-tercoess of any banking organization
(Basel 2000).

The key performance indicators of credit perfornreaotMBL and KBL are as follows:

4.1.1 Credit to Deposit Ratio (C/D Ratio)
Credit to deposit ratio (C/D ration) means Totakhe and Advances to Total Deposit
ratio i.e. the Banks cannot lend more than theyehasllected. But in the recent past

years due to excessive lending of more than celledeposit and capital, the financial
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sector has suffered from the liquidity crisis. TiNepal Rastra Bank has made provision
of lending loans and advances maximum up to 80%heftcollected deposit and Capital
including the reserve fund.

Table 4.1
Credit to Deposit Ratio (CD Ratio)

(Rs. In Millions)
MBL KBL
Fiscal Total Loans Total C/D Total Loans Total C/D
Year and Advances Deposit (D) Ratio | and Advances| Deposit | Ratio
(©) g % (©) ® | %
2062/063 6,068.91 7,893.30 76.89 6,891.86 7,768.96 88.71
2063/064 7,096.90 9,474.97 74.90 8,930.18 10,560/92 84.56
2064/065 8,674.98 11,101.18 78.14 11,338.73 12,778|86 8B.73
2065/066| 12,467.19 15,596.25 79.94 14,593.57 15,710(93 92.89
2066/067| 14,972.53 18,536.21 80.77 14,766.12 17,432|25 84.71
2067/068| 14,731.04 16,411.43 89.76 14,666.31 16,986(28 86.34
2068/069] 16,078.00 21,546.40 74.62 18101.34 21,985[20 8R.33
Avg. C/D ratio for 7 yrs 79.29 86.90
S.D. for 7 years 5.17 3.51
CVv 0.07 0.04
Source: Annual Reports
Figure 4.1
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From Table 4.1 and Figure 4.1, we can draw that &urmank Ltd. (KBL) has higher
C/D ratio study period MBL had sufficient ratio cpared to the KBL. Though Kumari
Bank C/D ratio is higher the benchmark i.e. 80%, ¢hpital and reserve used to calculate
the C/D ratio covers it within the defined ratidiélaverage ratio of MBL throughout the
study period is 79.29% whereas it is 86.90% of KBhe standard deviation of MBL is
5.17% and coefficient of variation is 0.07 whichhigher in comparison to KBL i.e.
standard deviation is 3.15% and coefficient of at@on is 0.04. Hence, we can say that

MBL has low concentration of liquidity measureghe credit risk compared to KBL.

4.1.2 Total Loans and Advances to Total Assets Rati

Assets of the Banks and Financial Institution repng total lending, investment, Cash
and Bank Balance, Fixed Assets, Non-Banking Asaatk other Assets. It defines the
concentration of Loans and Advances of its totabeAs. The Financial institution

shouldn’t diversify its assets only in the Loanmsvdstment in Bonds, Treasury Bills and
other instruments may be profitable for the Bankshort term when there is no

opportunity in the market for lending in securedtse As well the Central Bank has

made provision of investing a certain portion sfAtssets in Government instruments to
help for government spending. Researcher has awhiyz portion of lending out of the

Assets during the study period of the sample bankispresented below:
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Table 4.2

Total Loans and Advances to Total Assets Ral

(Rs. In Millions)
MBL KBL
Fiscal Total Loans Total Total Total
Year and Ratio% | Loans and Ratio%
Assets Assets
Advances Advances
2062/063| 6,068.9: 9,046.27| 67.09 6,891.86| 9,010.28| 76.49
2063/064| 7,096.9( 10,897.28 65.13 8,930.18 | 11,961.61] 74.66
2064/065| 8,674.9i 12,608.25 68.80 11,338.73| 15,030.08| 75.44
2065/066| 12,467.1' 17,447.57] 71.46 14,593.57| 18,533.23| 78.74
2066/067| 14,972.5: 21,337.37| 70.17 14,766.12| 20,523.43| 71.95
2067/068| 14,731.0. 20,225.78 72.83 14,666.31| 20,601.26| 71.19
2068/069| 16,078.01 24,357.25 66.01 18101.34| 25,131.40, 72.03
Avg. ratio for 7 yr: 68.78 74.36
S.D. for 7 years 2.66 2.57
CVv 0.04 0.03
Source: Annual Repol
Figure 4.2
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The ratio of total Loans and Advances to total Assé the both sample Banks seen
be consistent so far. From Tal4.2 and Figure 4.2ye can find that, in the year 2065/
KBL has highest figure of ratio i.e. 78.74% compghte the highest figure of MBL i
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year 2067/68 i.e. 72.83%. This ratio represengslitfuidity risk of the bank. Liquidity
ratio further creates credit risk. In the fiscahy@068/69 the ratio of MBL and KBL is
66.01% and 72.03% respectively. This ratio defitiet the concentration of loans and
advances of KBL is higher than MBL. Both the stadddeviation of 2.66 % and
coefficient of variation, 0.04 of MBL are higherath KBL i.e., standard deviation is 2.57
% and coefficient of variation is 0.03. In the Atyear 2067/68 Nepalese banking sector
has faced a major problem in credit due to theditycrisis. Even The Central Bank has
to act as the “Lender of the last resort “to resteefinancial institution.

4.1.3 Total Non-Performing (NPL) Loan to Total Loars and Advances
As per Unified Directives, 2069 Loans under the -stamdard, doubtful and loss

categories are called “Non-Performing Loans”. Ndterforming Loans has been a

measure to evaluate the result of credit risknlfoeganization has higher credit risk the
organization has higher NPL. During the researtie, tesearcher has attempted to
analyze the NPL of the sample Banks and interwetNPL as a part of credit risk that
helps for the conclusion and recommendation in itregk management. The

comparative study of Non-Performing Loans of thasle Banks is done hereunder.

Table 4.3
Total Non-Performing (NPL) Loan to Total Loans andAdvances Ratio

(Rs. In Millions)

MBL KBL
Fiscal Total Non- Total . Total Non- Total .
. Ratio . Ratio
Year Performing Loans and % Performing Loans and %
Loan (NPL) Advances Loan (NPL) Advances
2062/063 16.99 6,068.91 0.28 63.41 6,891.86 0.92
2063/064 95.81 7,096.90 1.35 65.19 8,930.18 0.73
2064/065 90.22 8,674.98 1.04 153.07 11,338.73 135
2065/066 344.09 12,467.19| 2.76 62.75 14,593.57 0/43
2066/067 212.61 14,972.53| 1.42 73.83 14,766.12 0|50
2067/068 614.28 14,731.04| 4.17 164.26 14,666.31 1|12
2068/069 455.95 16,078.00 2.84 399.96 18,101.34 2/21
Avg. ratio for 7 yrs 1.98 1.04
S.D. for 7 years 1.23 0.57
CVv 0.62 0.55

Source: Annual Reports
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Figure 4.3
Total Non-Performing (NPL) Loan to Total Loans andAdvances Ratio

4.‘51 N
55 [\
3 /
“ / N/

15 M(/ \/ o ——MBL
0; ( \.—' / —8—KBL

0 T T 1

Ratio

) %)
‘o ‘o ‘o ‘o © ©' ©
@\0 QS”\Q Q:“‘\Q 69\0 <o‘°\Q 6\\0 ‘ocb\Q
oy DY Y Y DY DY >
Fiscal Year

In Table 4.3 and graphical presentation in FiguB2af Non- Performing Loan to Total
Loans and advances ratio, the researcher has fbahthe NPL to Loans and Advances
Ratio of MBL is higher throughout the study peri&ince the inception of study period
i.e. F.Y. 2062/63 MBL’s NPL to Loans and Advancesti® has been increasing most of
the times compared to that of KBL. MBL’'s NPL to lmaand Advances Ratio was at the
highest in F.Y. 2067/68 i.e. 4.17% whereas KBL'sswaghest in F.Y. 2068/69 i.e.
2.21%. Standard deviation of MBL and KBL is 1.23 &d 0.57% respectively.
Coefficient of variation of MBL is 0.62 and KBL &55. It shows that the loans of MBL
are at riskier position than of KBL. The averageLNB Loans and Advances Ratio of
MBL and KBL is 1.98% and 1.04% respectively throoghthe study period. NPL has
great impact in the profitability of the Banks. &nthe higher amount has to be kept
under provision with higher NPL and the Bank wardss is decreased when the NPL of
Bank is higher. Researcher has discovered thattdson for MBL NPL to be higher is to

have more exposure in single obligor.

4.1.4 Total Loan Loss Provision (LLP) to Non-Perfoming Loan (NPL)
Loan loss provision (LLP) means the total provisioade for the of the total loans and

advances made by the banks as per Unified Dires;t@@69 and Non-Performing Loan
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means all the loans other than the pass categomyedns if the LLP is higher the NPL
contains most of the most under substandard, ddubtfd bad category. Higher this
ratio, the lower amount of NPL the bank has. Redearhas attempted to analyze the
ratio of LLP to NPL as presented below of the stpdsiod.

Table 4.4
Total Loan Loss Provision (LLP) to Non-Performing Loan (NPL)
(Rs. In Millions)
MBL KBL
Fiscal Total Total Ngn- . Total Loan | Total Ngn- -
Year Loan_L_oss Performing | Ratio Lo_s:?: Performing | Ratio
Provision Loan % Provision Loan %
(LLP) (NPL) (LLP) (NPL)
2062/063  77.13 16.99 453.97 73.27 63.41 115.%5
2063/064, 110.19 95.81 115.01 131.19 65.19 201.24
2064/065  283.18 90.22 313.88 186.01 153.07 121.52
2065/066) 498.31 344.09 144.82 196.79 62.75 313.61
2066/067| 603.41 212.61 283.81 197.77 73.83 267.87
2067/068] 335.21 614.28 54.57 254.29 164.26 154.81
2068/069] 475.31 455.95 104.25 486.99 399.96 121.76
Avg. ratio for 7 yrs 210.04 185.19
S.D. for 7 years 1.44 0.79
Cv 0.69 0.43

Source: Annual Reports
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Figure 4.4
Total Loan Loss Provision (LLP) to Nor-Performing Loan (NPL)
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Among ratio of LLP to NPL of the sample Banks, ie theginning year of the samj
period i.e. F.Y. 2062/63, KBL has its ratio 115.55%ompared to MBL highe:
throughout study period as 453.97%. We can salyitithe ratio of LLP to NPL is
higher, then e major portion of provisioning is of the NPL ispecific provisioning
KBL has its highest ratio in F.Y. 2065/66 as 313#%W&hereas ratio of MBL has been
an average of 210.04% throughout the study peromdpared to 185.19% of KBIThe
standard dewition of MBL is 1.44 % anKBL is 0.79 %. Coefficient of variation «
MBL is also higher than KBL i.e., 0.69 and 0.43pedtively. It shows theMBL'’s LLP
to NPL ratio has been higher compared to | and MBL is in risker position than
KBL. It was 453.9 in F.Y. 2062/63 and it decreased to 57.57% inyder 2067/68 an
in the fiscal year 2068/69 it was 104.25% that mesnthe year 2067/68 and ye

2068/69 the loan loss provision made was most DilteoNPL

4.1.5 Total Loan Loss Provision (LLP) to Lans and Advances ratir

Loan Loss provision means the separate amountsgd# &om the operating profit
case of default of the Loans as defined by NRB igdiDirectives, 2069. As we have
discussed earlier NRB has made provision of promisg 1%, 125%, 25%, 50% and

100% amount of Loans and advances in case of defawtategorized by the directi
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During the study period researcher has studiedrétis of sample Banks to examine the
impact of credit risk in the balance sheet of tamgle banks. The detail presentation of
this ratio is hereunder:

Table 4.5
Total Loan Loss Provision (LLP) to Loans and Advanes Ratio
(Rs. In Millions)
MBL KBL
Fiscal Total Loan Total . Total Loan Total .
Year Loss Provision Loans Ratio Loss Provision Loans Ratio
(LLP) and % (LLP) and %
Advances Advances
2062/063 77.13 6,068.91 1.2y 73.27 6,891/86 1,06
2063/064 110.19 7,096.90 1.5b 131.19 8,930.18 147
2064/065 283.18 8,674.98  3.26 186.01 11,338.73.64
2065/066 498.31 12,467.19 4.00 196.79 14,593.57 1.35
2066/067 603.41 14,972.53 4.03 197.77 14,766.12 1.34
2067/068 335.21 14,731.04 2.28 254.29 14,666.31 1.73
2068/069 475.31 16,078.00 2.95 486.99 18,101.34 2.69
Avg. ratio for 7 yrs 2.76 1.61
S.D. for 7 years 1.11% 0.52%
CVv 0.40 0.32

Source: Annual Reports
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Figure 4.5
Total Loan Loss Provision (LLP) to Loans and Advanes Ratio
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From Table 4.5 and Figure 4.5, we can draw thedtreihLoan loss provision made
throughout the year of study period of sample Batrkshe F.Y. 2062/63 both the banks
MBL and KBL had near about equal proportion of psan but then after provision of
MBL have been in increasing trend. MBL had its leighamount of provision in F.Y.
2066/67 as Rs. 603.41 Million compared to Rs. 488Mlion in F.Y. 2068/69 of KBL.
Loan loss provision has great impact in balancetsbethe banks and in the recent time
the profit of the banks and financial institutios in decreasing trend resulting from
higher amount of loan loss provision. In this stddBL has average LLP to its total
loans and advances ratio as 2.76% with standartdev of 1.11% and coefficient of
variation of 0.40 compared to average of 1.61% witdmdard deviation of 0.52% and
coefficient of variation of 0.32 of KBL. From thigye can say that KBL has its loan in

better position than of MBL.

4.1.6 Total Capital Fund to Risk Weighted Assets R (Capital Adequacy Ratio-
Basel II)

Capital Adequacy Ratio (CAR) is the proportion apital fund or shareholders equity in
the total risk weighted asset of a bank. In otherds, it is the capital portion which is

used to finance the assets. The total risk weighsseéts includes both on and off balance
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sheet items, which has been rated with certaingpéage of risk. The assets are weighted
from 0% to 200% risk weight as per NRB Directivep2 in parallel with Basel Il. It is a
major tool to mitigate credit risk. If the bankdléov the capital adequacy framework as
defined they are minimizing their risk. As per tN&RB Directive for the commercial
banks, they should have CAR of 10% of Total cagditald and CAR of 6% of Primary
Capital fund. We have already discussed the elesmentapital fund in the chapter
literature review. Previously NRB has set up CARLA%0 of total Capital fund but later
on it has revised to 10%. NRB has different pransto penalize the institutions that
unable to maintain the required capital fund ane tatio. CAR represents the risk
element of Assets that is lent by the bank to tetplity portion of the bank to assess the
credit risk. Higher the CAR means the bank hasighaapital funds to assess the credit
risk of asset i.e. Loans and Advances. The high&o ra bank maintains, the better
position a bank has and vice versa. The reseatd®ranalyzed the CAR ratio of the
sample banks of the study period to evaluate thditcrisk management measures taken
by the two banks. throughout the Here the researchs analyzed the ratio of Primary

Capital (Tier 1) and Supplementary capital (Tiert@)its risk weighted assets for the

study period.
Table 4.6
Total Capital Fund to Risk Weighted Asset (RWA) Rato
(Rs. In Millions)
MBL KBL
Fiscal Total Total Risk . Total Total Risk .
Ratio Ratio

Year Capital | Weighted % Capital | Weighted %
Fund Assets Fund Assets
2062/063| 976.07 7,632.00 12.79 940.98 7,625.05 12(34
2063/064] 1,101.73| 9,200.66 11.97 1,11521  9,959.91 11.20
2064/065| 1,279.80| 10,417.06 12.29 1,882.93 13,070.38 14.41
2065/066| 1,961.91| 17,547.81 11.18 2,050.01 17,7434  11.56
2066/067| 1,979.56| 17,600.71 11.25 2,12463 17,22069 12.34
]
:

2067/068| 1,906.32| 17,402.63 10.95 2,456.42 17,856.97 13.76
2068/069| 2,797.45| 18599.02 15.04 2554.09 20936.99 12.20

Avq. ratio for 7 yrs 12.21 12.54
S.D. for 7 years 1.41 1.15
Cv 0.12 0.09

Source: Annual Reports
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Figure 4.6
Total Capital Fund to Risk Weighted Asset (RWA) Rato
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The CAR ratio of both sample banks seems consistemighout the study peri (Table
4.6 and Figure 4.6)MBL has highest ratio in F.Y. 2068/69 of 15.04%h an average
ratio of 12.21%, standard deviatias 1.41%and coefficient of variation of 0.Jwhereas
KBL has highest ratio in F.Y. 2064/65 of 14.4lwith an average ratio of 12.54¢
standard deviatioas 1.159 and coefficient of variation of 0.08ut in the study KBL
seems in better position in terms of capital fuméhé maintained. It means KBL can le
higher loans and advances than MBL. Change inatie too is not so inconsistent. C/
of MBL is just near about the statutory requirembat KBL hasmaintained a better
position in terms of this ratio. So, we can sayt tradit risk management in terms
Capital fund is better in KBL than to MB

4.1.7 Core Capital (Tier 1) to Risk Weighted AsseiRWA) Ratio

Basel Committee has segregated the ci fund as Core Capital (Tier 1) a
Supplementary capital (Tier 2). We have alreadgudised the ratio of total capital fu
to the risk weighted assets. Here we are to anghgeatio of primary capital to total ri
weighted assets. As per the NRB lied Directives2069, the commercial banks have

maintain 6% capital fund of primary capital with RWSo, as a credit risk mitigatic
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technigue of maintaining capital fund we have befpasented and analyzed the ratic

primary capital to RWA of theample banks of the study period.

Table 4.7
Core Capital (Tier 1) to Risk Weighted Asset (RWA)Ratio
(Rs. In Millions)
Fiscal MBL KBL
Year Core | Total Risk | Ratio Core Total Risk | Ratio
Capital | Weighted % Capital | Weighted %
(Tier 1) Assets (Tier 1) Assett
2062/063] 911.5¢ 7,632.00 11.94| 858.52 7,625.0! 11.26
2063/064| 982.5¢ 9,200.66 10.68| 1,019.89 9,959.9: 10.24
2064/065| 1,142.9"| 10,417.06 10.97| 1,359.03 13,070.3i 10.40
2065/066| 1,806.9:| 17,547.81 10.30| 1,612.80 17,743.2. 9.09
2066/067| 1,750.3!| 17,600.71 9.94 | 1,772.14 17,220.6' 10.29
2067/068| 1,749.8:| 17,402.63 10.06| 2,204.91 17,856.9 12.35
2068/069| 2,624.9" | 18599.02 14.11| 2365.2p 20936.9 11.30
Avg. ratio for 7 yr: 11.14 10.70
S.D. for 7 yeal 1.47 1.04
CVv 0.13 0.10
SourceAnnual Report
Figure 4.7
Core Capital (Tier 1) to Risk Weighted Asset (RWA)Ratio
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The above presentation in Table 4.7 and Figureekfibits the ratio of primary capital
to total risk weighted assets. As the statutoryiregnent of the ratio is 6%, both the
banks have ratio above the par at all times instoely period. MBL and KBL have
average ratio of 11.14% and 10.70 % respectivelhenstudy time. It means there is no
problem in maintaining the capital fund in the mea primary capital for the both
banks. MBL has its highest ratio in F.Y. 2068/6914s11% compared to KBL'’s highest
as 12.35% in F.Y. 2067/68. Standard deviation ofLMiBid KBL is 1.47% and 1.04 %
respectively and coefficient of variation of MBL&KBL is 0.13 and 0.10 respectively.
That means change in ratio of core capital of MBlinconsistent than of KBL. Since, the
core capital incorporates, equity capital, shasares premium, reserve, retained
earnings and other free reserves etc. the highiershows that there is better economic
health of the institution and the equity capitadudficient to cover the credit risk.

4.1.8 Supplementary Capital (Tier 2) to Risk Weighed Asset (RWA) Ratio

The Supplementary (Tier 2) Capital includes resemhich, though unpublished, have
been passed through the profit and loss accounakther capital instruments eligible

and acceptable for capital purposes. The highgr sabws the higher amount of reserves
and there is no statutory benchmark for this régidoe maintained. In this ratio major

portion of the reserve contains general loan lossigion. The presentation of the ratio is
hereunder:
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Table 4.8
Supplementary Capital (Tier 2) to Risk Weighted Asst (RWA) Ratio

(Rs. In Millions)
MBL KBL
. . Total
Fiscal | Supplementary | Total Risk .| Supplementary : .
. . Ratio . Risk Ratio
Year Capital Weighted Capital )
: % . Weighted %
(Tier 2) Assets (Tier 2) A
ssets
2062/063 64.52 7,632.00 0.85 82.46 7,625.05 1.08
2063/064 119.1¢ 9,200.66 1.30 95.31 9,959.91 0.96
2064/065 136.8: 10,417.06| 1.31 523.89 13,070.38] 4.01
2065/066 155.0! 17,547.81| 0.88 438.11 17,743.24| 2.47
2066/067 229.2( 17,600.71| 1.30 352.49 17,220.69| 2.05
2067/068 150.0¢ 17,402.63| 0.86 251.52 17,856.97| 1.41
2068/069 172.4¢ 18599.02| 0.93 188.84 20936.99 0.90
Avg. ratio for 7 yr: 1.06 1.84
S.D. for 7 yeai 0.23 1.12
CVv 0.21 0.61
Source: Annual Repoil
Figure 4.8
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The presentation ifable 4.8 and Figure 4.8 exhibits the ratio of $em@ntary capite
(Tier 2) to total risk weighted assets. Since, $apentary capital is summation

redeemable/ cumulative preference shares, subtedindebt, General Loan lo
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provision and other provisions, its amount can ighdr with increase in these headings.
In this comparative analysis MBL has its highedioran F.Y. 2064/65 as 1.31%
compared to KBL'’s highest as 4.01% in the same.ydBiL’s average ratio in the study
period is 1.06% with standard deviation of 0.23% aoefficient of variation of 0.21 and
KBL’s average is 1.84% with standard deviation df226 and coefficient of variation of
0.61. This result exhibits that the Capital fundjuieement in this sample banks are
mostly fulfilled the Core capital portion and supplentary capital has non-significant
proportion in the statutory requirement. In thisdst KBL has better position compared
to MBL and the consistency of the data is high 8iLK

4.1.9 Sector-wise Lending of the Sample Banks

Sector-wise lending means concentration of Bankankoand advances in different
sectors of economy. If the lending has not beeprdified, the problem in the individual
sector where the loan has been granted can caabkeprto the health of the whole
institution. So, the concentration risk should beecsified. In the recent years the
banking concentration in the Real Estate, Margmdileg, Equipments Loans etc were
high due to the high profit at that very time. Riute to the slowdown in these sectors in
the economy the financial institutions are in htrgeible due to the default rate in these
sectors. Today, the banking sector has to set prgyésion for loan losses apart from the

profit and the default of interest is too high.

Thus, Nepal Rastra Bank has provided the clearetjnes and limit for granting the
Loan into different sectors. In this study researdias focused to identify the credit risk
arouse due to the credit concentration of sampikdan the different sectors of the

economy along with the Real Estate sector in therneyears.

4.1.9.1 Sector wise Lending of Machhapuchre Bank dt (MBL)

Nepal Rastra Bank has categorized different seabiending and has instructed the
licensed institutions to lend its fund by diversily the risk in different portfolios of

economy. The sector wise lending of MBL during aertperiod of study is period

below:-
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Table 4.

9

Sector-wise lending of Machhapuchre Bank Ltd. (MBL)
I6 Percentage %)

Sectors of Loans 2068/69 2067/68 2066/67 2065/66 erage
Agricultural and Forest 0.44% 0.43%| 0.34%| 0.33%| 0.39%
Fishery 0.01% - - - 0.003%
Mining 0.29%| 0.34%| 0.33%| 0.35%| 0.33%
Manufacturing 25.71% 22.29%| 20.68%| 20.16%| 22.21%
Construction 7.82% 8.18%| 8.26%| 11.13%| 8.85%
Electricity, Gas and Water 6.90% 5.70%| 4.91%| 0.85%| 4.59%
Metal Products, Machinery and
Electrical Assemblage 0.85% 0.81%| 0.83%| 0.65%| 0.78%
Transport, Communication and
Public Utilities 6.20% 4.23%| 4.56%| 8.88%| 5.97%
Wholesale and Retailer 15.55% 17.79%| 17.49%| 15.78%| 16.65%
Finance, Insurance and Real Estate 13.13%3.17%| 9.61%| 8.86%| 11.19%
Hotel and Restaurant 1.88%6 0.67%| 0.70% - 0.81%
Other Services 4.36% 4.23%| 3.90%| 6.22%| 4.68%
Consumption Loans 2.12% 4.08%| 2.34%| 1.00%| 2.38%
Local Government - - - - 0.00¢
Others 14.74% 18.09%| 26.05%| 25.80%| 21.17%
Total 100% 100% 100% 100% | 0.39%

Source: NRB Banking and Financial Statistics, 2688/
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Figure 4.9
Sector wise lending c Machhapuchre Bank Ltd. (MBL)

25.00% -
20.00%
15.00%
10.00%
5.00%
0.00%

Percentage (%)

Sectorwise Lending

Table 4.9and Figure 4. present the sectavise exposure of MBL. It helps to analyze
concentration risk of a bank in a sector of economythe chart MBL has its highe
exposure in manufacturing sector with exposures7 2% followed by wholesaler ai
retailer sector 1586 and others sector 14.74%. Generally banks psopal loans i
the ‘Others’ heading which means the loan has Ipeenided with more risk becau
high personal loan cannot be the productive sesftéhe economy. As well these de
Real Estate loans eprovided as the personal loans this means MBLghasted Ree
Estate loans setting it under the Others categhtBL has very low amount c
investment in agricultural sector i.e. 0.44%. MBkdit concentration risk under ‘othel
heading is risky andtbe closely monitored because the large amoulttaois providec

without any disclosure of the sector is suspici
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4.1.9.2 Sector-wise Lending of Kumari Bank Ltd. (KR.)

Table 4.10
Sector-wise lending of Kumari Bank Ltd. (KBL)
(n Percentage %)

Sectors of Loans 2068/69  2067/68 2066/67 2065/66 erage
Agricultural and Forest 2.02% 2.77% 2.75% 3.30%| 2.71%
Fishery - - - - 0.00¢
Mining 0.84% 2.78% 1.86%| 0.85%| 1.58%
Manufacturing 28.89%  18.33%| 17.98%| 18.36%| 20.89%
Construction 13.07%  12.05%| 11.39%| 10.52%| 11.76%
Electricity, Gas and Water 1.46%  1.06% 1.34% 1.55%| 1.35%
Metal Products, Machinery and
Electrical Assemblage 3.44% 2.32% 1.99% 1.54%| 2.32%
Transport, Communication and
Public Utilities 3.80% 4.64%| 8.19%| 7.85%| 6.12%
Wholesale and Retailer 14.85% 10.16%| 8.89%| 7.70%| 10.40%
Finance, Insurance and Real
Estate 13.08%  15.17%| 17.10%| 18.78%| 16.03%
Hotel and Restaurant 2340  2.10% 1.69% - 1.53%
Other Services 6.21% 3.72%| 3.62%| 5.05%| 4.65%
Consumption Loans 2.21% 8.36%| 10.15%| 10.72%| 7.86%
Local Government - - - - 0.00
Others 7.78% 16.53%| 13.04%| 13.79%| 12.79%
Total 100% 100% 100% 100% 100%

Source: NRB Banking and Financial Statist&368/69
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Figure 4.10
Sector wise lending of Kumari Bank Ltd. (KBL)
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As presented above in Table 0 and Figure 4.10n F.Y. 2068/69, KBL has its highe
exposure in manufacturing sector with 28.89% adlttaans and advances followed
14.85% investment in wholesaler and retailer setiowever, since the section Finan
Insurance andReal Estate has higher wei of Real Estate we can say that KBL |
significant loans in Real Estate with 16.03% expesiihe undefined sector ‘Others’ t
possess a significant exposure in KBL with 7.78%tatél loans and advances. Kl
doesn’t have its portfolio in Fishery and lal government and its portfolio is r-
significant in sectors like Electricity, Gas and té&fa Agriculture Loans etc. Till da
Kumari is not at par of lending in agriculture @dgdropower as restricted by NRB bu
is in the growing trend. But in an @age KBL has a diversified portfolio in sectors
lending.
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4.1.9.3 Comparative Study of Sector wise Lending ¢BL and KBL

Figure 4.11
Comparative Study of Sector wise Lending of MBL ancKBL
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Figure 4.11shows the comparative analysis of lending in deffersectors of econon
the sample Banks i.e. MBL and KBL. The chart shdis concentration in a sinc
sector of MBL is high compared to of KBL. In théhets sector MBL has 21.17% of
exposure whersaKBL's exposure is 12.79%. Similarly in the maraifaing secto
MBL has portfolio of 22.21% compared to 20.89% @LKin the same sector. Portfol
of KBL in Finance, Insurance and Real Estate (1%)08& higher compared of MB
(11.19%), but from this sult we can say that MBL has classified its lendingeal
estate to others sectors which makes the undistkesetor high enough. Similarly in t
sectors like Agriculture, MiningConstruction, Hotels, Consumptions etc. KBL hasen

exposure than of MBwhich sectors are relatively less ris

Thus we can say that KBL has more diversified ptidfthan of MBL. The optimun
exposure in a single portfolio is regarded to b-20%. So, KBL has not crossed that
in any sectors whereas MBL has crosseothers heading. MBL has its higher expos
in others, which means the undisclosed sectorsteTisechance of such type of loe

being used violating the credit norms, standardsiclivshows the lack of corpore
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governance and poor credit assessment policy. 8@aw say that in terms of sector wise

lending KBL is superior to MBL.

4.1.10 Lending in Real Estate Sector

Real Estate sector is the most happening topiearbanking industry in the whole world.
In the late 2008 the recession began from the Araereconomy which did begin with
the slowdown of real estate business in AmericankBaeavily invested in this sector
that was excess than of demand of the market antuhdings, apartments etc. did not
get sold and then the recession was started. AS#, in Nepal till beginning of 2010
real estate business was on hype. But after theypol NRB to restrict the lending of
Banks and Financial Institution on this sector thisiness started to slowdown and now
the assets do not sell any more and the risk aultedf this type of Loan has become
high. Near about 100 billion rupees is being ingdsin this sector by the financial
institution and if this sector is not taken intacaont the whole banking industry may be
demolished. Due to high concentration of loan aihaces of the financial institution in
this sector, the credit risk management has beehadlenging issue for the whole
economic factors.

Thus, the researcher in this study has attemptedn@ysis the risk, challenges,
management measures of the sample banks due tenttiag in the Real Estate sector.
Since, NRB has not made provision of publishincadletegregation of lending in Real
Estate sector prior F.Y. 2066/67 the data wereamatlable, thus the researcher has done
data analysis of three fiscal year to study theaichpf real estate sector in credit risk

management of the sample banks.
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4.1.10.1 Lending in Real Estate Sector of Machhaphre Bank Ltd. (MBL)

Table 4.11
Lending in Real Estate Sector of Machhapuchre Banktd. (MBL)
(Rs. In Millions)
% of % of
0
'I'/oot?afl Total Total
Real Estate Sector] 2068/69 2067/68 Loans 2066/67 | Loans
Loans and
Advances and and
Advances Advances

Residential Real
Estate (Except
Personal Home 176.73 1.28% 157.17 1.07% 779.27 5.20%
Loan up to 10
Million)

Business Complex
and Residential
Apartment
Construction

486.08 3.53% 487.03 3.31% 485.2]11 3.24%

Income Generating
Commercial 130.14 0.94% 192.76 1.31% - -
Complex

Other Real Estate
Loan (Land
Purchase and
Plotting)

1,930.97 14.02% 2,211.0p 15.01%  3,038/97  20.3p%

Ig;ar: RealEstate | 5 753.92| 19.78% | 3,047.97 20.69% 430344 28.74%

Total Loans and

13,773.92 14,731.04 14,972.53
Advances

Source: Annual Reports

From Table 4.11, we can see that MBL has 28.74%ienin Real Estate sector in the
beginning of restrictive policy adopted by NRB dras been downsized to 19.78% in the
interim period of F.Y. 2068/69. Composition of remdtate portfolio covers the higher
contribution of Land purchase and plotting i.e.320% in F.Y. 2066/67 compared to
14.02% in F.Y. 2068/69. As shown by the data thekdaas been able to downsize its
lending but since the ceiling of Land Purchase pliotting is 10% to be maintained till
Asadh end 2070, it is yet to be achieved.
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4.1.10.2 Lending in Real Estate Sector of Kumari B Ltd. (KBL)

Table 4.12
Lending in Real Estate Sector of Kumari Bank Ltd. KBL)
(Rs. In Millions)
0,

Real Estate é)) t(:I % of Total % of Total

2068/69 2067/68 | Loans and | 2066/67 | Loans and
Sector Loans and

Advances Advances
Advances

Residential Real
Estate (Except
Personal Home 183.96 1.13% 227.54 1.55% 183.656 1.249
Loan up to 10
Million)
Business Complex
and Residential | 5028 | 320 | 55730  3.80%| 50756  3.449
Apartment
Construction
Income Generating
Commercial - - - - - -
Complex
Other Real Estate
Loan (Land 1,95850| 12.08% | 2,169.87  14.79% 309245  20.94
Purchase and
Plotting)
Ig:: RealBstate | , con 74| 16.44% | 295471 20.15%  3.783.66  25.629
TotalLoans and |, ¢ 54 g 14,666.31 14,765.91
Advances

Source: Annual Reports

From Table 4.12, it shows KBL has been maintaintageal estate lending within the

ceiling of Nepal Rastra Bank (NRB) since the resitre policy in lending in this sector
has been adopted. In F.Y. 2066/67 KBL has its lgpertfolio in Land Purchase and
Plotting as 20.94% and it has been downsized t08%2.in the interim period of F.Y.
2068/69. But since the ceiling of NRB to be mamed within 2070 Asadh is 10% in the

sub-sector Land Purchase and Plotting, KBL is dgtlldownsize it. But the total
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composition of portfolio seems to be manageablgydver the concentration is only on

Land purchase and plotting.

4.1.10.3 Comparative Analysis of Lending in Real Eate Sector of Sample Banks
Since, this study is done to assess credit riskagg@ment by comparative study of KBL
and MBL, the comparative analysis of real estatalitgy of both banks is presented
below:-
Figure 4.12
Comparative Analysis of Lending in Real Estate Seot of MBL and KBL
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Figure 4.12exhibits the comparative study of real estate exygosf sample banks in 3
year period. Both the banks KBL and MBL have beewrkizing its real estate exposure
in this period. But KBL position seems to be cortdbte as compared to MBL. MBL
started its exposure with 28.74% in F.Y. 2066/6 t@spared to 25.62% of KBL in the
same year. As of 2069 MBL has been able to dowrei1®.78% of its portfolio whereas

KBL has downsized to 16.44% of its exposure.

Though, the data shows the position of the bank&eocomfortable in credit risk
management due to the real estate lending butubbtative factor is not considered in
this study. In the running days the loan in thisteehas been in risk of default. Interest

payment, sale of the assets, principal paymenhe&sd types of loan couldn’'t be made.

93



Financial statements of all the banking and finaseetors show the provision amount in

increasing trend and the major source of it is es¢hte sector.

4.1.11 Product wise Lending of the Sample Banks

Banks have different nature of Loans which they &elthe consumers. The different

product of the loans they sell can be Real Estai@nk, Margin Type Loans, Terms
Loans, Hire Purchase Loans, and Overdraft etcemifft types of Loans are determined
as per the requirement of the market and the fo€tise bank in the individual product.

Concentration of Banks in the sale of few produmeés cause risk. Thus the risk must be
diversified by varying the nature of products sattthe risk can be minimized and the

wealth of the institutions can be maximized.

In credit risk management the product managemeldant plays a vital role. Long term
loans such as terms loans, project financing ete haaturity risk and interest rate risk as
well as long terms loans are affected by the ecanmand political situation of the
country. Whereas the short term nature loan suchosking capital loan, Import loans
etc are very vulnerable. They shift from one ingiitn to another in very short period of
time. In this study the researcher has analyzedtbduct wise lending of the sample
banks in the recent years and the comparative danbrage of two years) of product

type loans and advances of the sample bank inmexsbelow:
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Table 4.13

Comparative Analysis of Average Product Wise Loand Total Loan

(Rs. In Millions)

MBL
Product 2068/69 | 2067/68 | 2066/67| 3 year averag of Total Loan
Refggstate 2787.16| 3.048.44 3737197 306918  21.47%
Personal
Home Loan 578.32 573.67 786.11 646.03 4.52%
Marf’g;:ype 12867 | 2975 | 5435 70.92 0.50%
Term Loan 2562.64 2,170.06 2,249.90 2,327.53 16.28%
Working | 4751.72| ¢ 513 45| 567585  5313.66 37.17%
Capital Loan
Other Loan 237497 3,395.72 2,834.86 2,868.52 20.07%
Total Loans
and 13183.48| 14,731.04 14,973.04 14,295.85 100%
Advances
Source: Annual Reports
Table 4.14

Comparative Analysis of Average Product Wise Loand Total Loan

(Rs. In Millions)

KBL
Product 2068/69 | 2067/68| 2066/67 3 year averaL;% of Total Loan
Reﬁ‘:}gﬁtate 2560.08| 2.924.71 3.600.00 303127  20.10%
Persﬁgg'nHomE 1417.78| 1,064.9 113856  1,207.10 8.01%
Marf’g;;ype 266.06 | 257.20| 360.18 207.48 1.97%
Term Loan 285455 2,189.2p 2,271.85 2,438.54 16.17%
Working 8592.72
Capital L oan 742423| 685938  7.625.44 50.57%
Other Loan | 133.33] 775.09 52715  478.82333  3.18%
TotalLoans |1 og35 55 14 636,311 14,766.12  15,078.65 100%
and Advances

Source: Annual Reports
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Figure 4.13

Comparative Analysis of Average Product Wise Loand Total Loan
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Figure 4.8 and Table 4.1 and 4.14comparative financing of loans and advances o
3 year period in individual product of the sampénbk is presented. Since, the Nepa
banks were mandatory to publish loans on produdewioncentration since F.
2066/67 the data was not available for past period. B Table 4.13 Figure 4.13 bc
KBL and MBL has its high amount of financing in Viorg Capital Loan i.e. 37.17% !
MBL and 50.57% of KBL. Both banks have near abayuat lending in the real este
sector n these three years i.e. 21.47% of MBL and 20.10%RL. MBL has nor-
significant amount of financing in Margin type Loar. 0.50% compared to 1.97%
KBL. And in the other Loan type (generally bankslime small loans mortgage tyf
loans, small perswl overdrafts etc.) MBL has significant differenae financing
compared to KBL. MBL has 20.07% financing in otheans compared to 3.18%
KBL.

4.1.12 Securitywise Lending of the Bank

Bank finances different types of loans in differsettors of economy via various Ic
products but the security of the loan is the mdgmtor in financing. As the loan
granted with the money of depositor held in thekband safeguarding the depor

assets is the most major concern of the bankselfdepositors do not have faith in
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institution, the whole financial system can crashaivery short time. Thus the lending
must be secured by creditworthiness assets or feasa Nepal Rastra Bank (NRB) has
made different provisions in lending against theusiy for the loans. It has clearly made
provisions for punishing the parties involved in mpalating the value of assets for
financing the loan including valuator, customeasffst regulatory authorities and other
parties involved in this action. Security wise lemd involves major credit risk

management functions. Collateral valuation, segwticumentation, safeguarding of the
assets, Insurance of the assets etc are the maijty @f credit risk management in

security wise lending of the loan.

In this study researcher has focused to studyebergies of the loans granted throughout
the study period and interpret them for scientfiedit risk management. The detail study
of classification of loans and advances accordinthé security of the loans of sample

banks is presented hereunder.

97



4.1.12.1 Security wise lending of Machhapuchre Banktd. (MBL)

Table 4.15
Security wise lending of Machhapuchre Bank Ltd. (MB.)
(Rs. In Millions)

Securities
of Loans

2068/69

2067/68

2066/6]

4

2065/6

6 2064/

6S 2063

64 2/B36

Average

Secured

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

Movable/
Immovabl
e Assets

92.58%

93.09%

94.94%

93.77¢

87.91

0

88.86

0

% 83.8

1%.78%d

Guarantee
of Local
Licensed
Institution
S

1.56%

0.23%

1.57%

1.45%

0.64%

5.169

2.59%

1.60%

Governme
nt
Guarantee

1.09%

1.51%

Guarantee
of
Internatio
nally
Rated
Bank

Export
Document
S

0.62%

0.79%

Fixed
Deposit
Receipts

3.34%

3.07%

0.89%

2.20%

2.70%

3.149

2.01%

2.47%

Governme
nt Bonds

0.88%

0.87%

0.40%

0.04%

0.68%

Counter
Guarantee

1.70%

2.16%

Personal
Guarantee

0.21%

0.22%

0.79%

0.77%

1.10%

2.529

0.819

Other
Securities

1.21%

0.19%

0.93%

1.42%

7.65%

0.319

11.55

Unsecured

Total

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

Source: Annual Reports
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As presented in the above Table 4.15, MBL expossirbighest in the loan against
Movable/Immovable Assets i.e., 91.78% average tjmout the study period followed
by fixed deposit receipt i.e., 2.47%. MBL has nebywded loan against unsecured
sources and Loan against guarantee of internalyomated agencies and Counter
guarantee throughout the study period. But Loanainayj personal guarantee is
significantly high in MBL. MBL has in an average8@% of its Loan and advances
against Personal guarantee and the highest expagaiast this was 2.52% in F.Y.
2063/64. This result shows that MBL does not hdwersified business and is still

operating in small sector of financial instruments.
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4.1.12.2 Security wise lending of Kumari Bank Ltd(KBL)

Table 4.16
Security Wise Lending of Kumari Bank Ltd. (KBL)

(Rs. In Millions)

Securities
of Loans

2068/69

2067/68

2066/67

2065/¢

b6 2064

65 63264

2062/63

Average

Secured

100.00%

100.00%

100.00%

100.009

p 100.00%

100.00%

100.00%

100.00%

Movable/
Immovable
Assets

93.17%

94.09%

94.57%

90.87%

91.69%

82.36%

79.40%

90.84%

Guarantee
of Local
Licensed
Institutions

1.96%

1.06%

Government
Guarantee

0.81%

0.98%

1.14%

Guarantee
of
International
ly Rated
Bank

Export
Documents

0.02%

0.01%

0.14%

1.47%

0.23%

Fixed
Deposit
Receipts

0.36%

0.37%

1.18%

1.22%

0.83%

Government
Bonds

0.05%

0.01%

0.03%

Counter
Guarantee

Personal
Guarantee

0.26%

0.14%

Other
Securities

4.74%

4.24%

5.02%

8.74%

7.33%

16.33%

15.69%

7.70%

Unsecured

Total

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

100.00%

Source: Annual Reports

As presented in Table 4.16 of security wise lenddhd<umari Bank Ltd, it has been

found that the major security of loans and advarafe&BL is Movable/Immovable
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Assets i.e. average 7 year lending as 90.84% feltblay other securities i.e. 7.70% Of
total secured loan. The bank does not have unsteéome and it has only once provided
the loan against personal guarantee i.e. in F.8283 which was 0.26%. In terms of the
collateral of the loans and advances of KBL itasirfd to be less risky. Loans against
Government guarantee, guarantee of internatiortatl ragencies, counter guarantee is
found to be zero and very non-significant loangranted against security of guarantee of
local institution, Export documents, fixed depasiteipt, government bonds and personal

guarantee.

From this result we can also say that business @bpalMse banking sector is not
diversified till date, collecting deposit and lengithe collected fund is only seem to be
the major function of the Commercial banks. It Fhadopted the proper credit risk
management technique for security of the loanstbatquality of the assets is not
considered in this study. We can say that Nepalas&ing sector is heavily dependent

on fixed collateral financing though the businekary enterprises is sound.

4.2 Corporate Governance in the Sample Banks

In Nepal in the recent years, many banking scanbale occurred due to the poor
corporate governance. Poor Corporate governancbdsmsa major source of credit risk.
In the recent time, Nepal Development Bank weno iluidation process and then
Samjhana Finance Company followed it. And then Garlbevelopment Bank Ltd,
Nepal Share Market Finance Ltd and Development Baeke declared crisis-ridden.
Over the last two years, many instances of badrganee have appeared. Central Bank
declared that directors of United Development b&aiing loans for themselves and
Kunja Bihari Kayal, Executive chairman of Public V@®pment Bank Ltd, Indra

Humagain Chief of Infrastructure Development Baolrfd to be taken loans themselves.

Thus, due to the instances presented in thesisy,stheé researcher found it very
important to study the corporate governance fatttar has higher significance for credit
risk. Though the corporate governance is the qualé factor and which cannot be
assessed by the available financial data, resaarfthg attempted to evaluate the
corporate governance in the sample banks i.e. MBLKBL by comprehensive study of

available research articles, personal interviewssaher available sources.
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4.2.1 Corporate Governance in Machhapuchre Bank Ltd(MBL)

Machhapuchre Bank Ltd (MBL) has been facing mayedit risk since its inception and
it has not been able to grow compared to otherratdenmercial banks of Nepal. Poor
corporate governance has been a source of problBf.has instructed the Chairman of
MBL to step down from his position as chairman 002. The decision was taken after
the central bank’s Monitoring and supervision Dépant found out that the Chairman
was Managing Director of another company that wdesckiisted by the Credit
Information Center (CIC). Similarly NRB has mangnés commented on credit lending
process of MBL. As published in the different npaysers, MBL has done lending in
different high concentrated portfolios (e.g. Avaernational, Cosmic Group etc), where
the governance factor was not taken in to the adc@&ince, Banks are obliged to publish
the corporate governance status as required bgpéoarities Registration and Issuance
Regulation 2065 (Related to Sub Rule (2) of Rulg B% corporate governance status
published as per the above obligation by MBL aBaish End 2068 is stated below:-

In order to increase the standard of corporate gowmance, following actions has
been initiated by the bank:
a. The Board of Directors is fully accountable andomessible to the share holders of
the Banks.
b. Audit Committee of the Banks has been timely manitp the corporate
governance status and providing the informatiothéoBoard of Directors.
c. The Board of Directors is fully committed to implent the instructions of External
auditors and the supervision department of NRB.

4.2.2 Corporate Governance in Kumari Bank Ltd. (KBL)

Kumari Bank Ltd (KBL) has been in limelight due ite management and shareholder
conflict for a long time. NRB has many times takezen interest in the conflict of
Kumari Bank Ltd. In the past few years 3 CEQO'’s hasn replaced in the bank due to the
management conflict. Moreover, the Board membeve lh@en found guilty in corporate
governance time by time and the loans has beenegramthout the proper credit risk
judgment. KBL has not been able to appoint a CE®@esideparture of Radesh Pant.
Many topmost members of management team have Heftbank due to the poor

corporate governance. The corporate governantessés required by the Securities
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Registration and Issuance Regulation 2065 (Relade8ub Rule (2) of Rule 22), the
corporate governance status published as per thneatbligation by KBL as of Poush
End 2068 is stated below:-

In order to increase the standard of corporate gowmance, following actions has
been initiated by the bank:

a) The Board of Directors of the bank is the topmastybresponsible and accountable
to ensure that the bank has embraced superiorasthrd corporate governance.
Further, various sub-committees of the Board incdgdthe Audit Committee
continuously review the workings of various aredstlee Bank and provide
direction and support where necessary.

b) Clear demarcation has been made in the Bank betwa@us conflicting areas of
the Bank like Credit, Risk and Operations, withteaait being headed by senior
personnel directly accountable to the acting CEO.

c) Management Committee (MANCO), chaired by the ac@iD and comprising of
officers directly reporting to the acting CEO, n®eh a weekly basis to assess the
performance of the Bank and take key decisionsil&ilyy committees like Asset
Liability Committee, Operations Committee etc mest regular intervals to
critically review performance and initiate proaetigctions.

4.3 Analysis of Primary Data

Researcher has undergone through questionnairgpensonal interview for collection
and analysis of primary data. Questionnaire wagibliged personally in email to the
staffs of MBL and KBL. The questionnaires have béied by 13 employees each from
KBL and MBL. The researcher has prepared differéht sets of questions in the

guestionnaire and the result drawn from the rebearas presented hereunder-

1. Major Risk Proportion in Nepalese Banks
11 of the respondent has defined credit risk asnta@r challenging banking risk in
Nepal followed by market risk by 8 people and ldjtyi risk by 3 of them.
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2. Governance role in risk Management

Regarding the role of the governing body i.e. NRB,of the respondent has agreed for
the role of NRB in the present scenario for theglterm development of Banks in Nepal.
However, 6 respondents are not been satisfied thghrestrictive role of NRB in the
liberalized economy. They put their view for thedrfunctioning of financial institution
in the country.

3. Sector and Security wise lending of Banks

In the concentration risk perspective the respotsderre found to be restrictive. All the
respondents have put their view for lending in @eabt to be more than 30%. Among
them 18 respondents has restricted their view wi#i% whereas for the security of the
loan respondents have put their view for businestemnial. They do not agree for
extending credit only against the fixed assetsyTieve said that if the business proposal

is profitable the security matters come to be sdapn

4. Borrower aspect in Credit Risk Management

For extending credit, the respondents have ratedb@is aspect of the borrower with
equal weight age. They have put views for Chara€efateral, Capital, Condition and
Capacity to be equally important. If the banks aet aware for the customer
characteristics the loan may be at high risk.

4.3.1 Test of Hypothesis
From the collected primary data, researcher hathedaivo hypothesis problems to draw

result of the primary data.

Hypothesis-I

To test whether there is significant differencewwssn Observed frequencies and
Expected frequencies or not in ranking the maj@ilehging banking risk in Nepal.

In 26 random samples of respondents, it contaieddtiowing ranking distribution. To
test is to draw the ranking of banking risk by ¢h&ff of both banks.

104



Table 4.17

Hypothesis test regarding the ranking of major Bankng risk in Nepal

Bank Credit Market | Operational | Country | Liquidity Total
Risk Risk Risk Risk Risk

MBL 54 42 37 41 18 192

KBL 53 50 31 40 23 197

Total 107 92 68 81 41 389

Source: Questionnaire survey (See Annex 4 forildgta

Null Hypothesis (H,): There is no significant difference in the disttibns of observed

and expected frequencies regarding ranking of megaking risk in Nepal.

Alternative Hypothesis (H;): There is significant difference in the distribun#o of

observed and expected frequencies regarding rawkimgjor banking risk in Nepal.

Taking level of significancen):5%

Test Statistic: Under H, they2-statistic is:
0-E)?
Where, O = observed frequency

Calculation of expected frequencies (E)

Row Total X Column Total
Grand Total
_192x107

389

Expected frequency ofiR; =

=52.81

(0-E)?
E

Test Statistic (2= ),
X2=1.11

Degree of Freedom (d.f.) = (R-1) (C-1)
=4
(See Annex 9 for detalils)

Hence 2 tabulated at 5% level of significance for 4 dsf9.49
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Decision: Since, tabulated value y3fis greater than calculated valueydf (i.e. 9.49 >
1.11), thus null hypothesis is accepted which melaaisthere is no significant difference

between observed and expected frequencies in okimajor banking risks in Nepal.

Hypothesis-II
To test whether there is significant differencewwssn Observed frequencies and

Expected frequencies or not in ranking the majore® of credit risk in Nepal.

In 26 random samples of respondents, it contaieddtiowing ranking distribution. To
test is to draw the ranking of banking risk by ¢h&ff of both banks.

Table 4.18
Hypothesis test regarding the ranking of major souce of credit risk in Nepal

Bank Corporate | Credit | Manag Credit External Total
Governance | Policy | ement | Concentration in Economic
Real Estate Environment
MBL 52 40 45 31 28 196
KBL 53 44 44 28 26 195
Total 105 84 89 59 54 391

Source: Questionnaire survey (See Annex 4 dtaild)

Null Hypothesis (H,): There is no significant difference in the disttibns of observed

and expected frequencies regarding ranking of nggjarce of credit risk in Nepal.

Alternative Hypothesis (H;): There is no significant difference in the disttibas of
observed and expected frequencies regarding rardimgajor source of credit risk in

Nepal.
Taking level of significancen]:5%

Test Statistic: Under H, they’statistic is:

(0-E)?
X2=X— )

Where, O = observed frequency

Calculation of expected frequencies (E)
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Row Total x Column Total
Grand Total

196 x 105
= ———=52.63
391

Expected frequency of,R; =

(0-E)?

Test Statistic (2= ). —

X2=0.36

Degree of Freedom (d.f.) = (R-1) (C-1)
=4
(See Annex 10 for details)

Hence,? tabulated at 5% level of significance for 4 dsf9.49

Decision: Since, tabulated value g2 is greater than calculated valuey@f(i.e. 9.49 >

0.36), thus null hypothesis is accepted which mélaaisthere is no significant difference

between observed and expected frequencies in @miimajor source of credit risk in

Nepal.

From the hypothesis test it can be concluded thatpbankers do have uniformity in the

major banking risk and the source of credit riskNiepal. Most of the employees in the

both banks have rated credit risk as the majorl@hgihg banking risk. The source of

credit risk in Nepalese banking industries havenbedentified as corporate governance

and management during the questionnaire survey.
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CHAPTER -V
SUMMARY, CONCLUSION AND RECOMMENDATIONS

This chapter includes the brief findings, viewsndasion and recommendation for credit
risk management and governance for the commerargkdand regulatory authority by
the researcher personal judgment with the factsvmran the research process. The
researcher has divided this section into threeimecti.e. Summary, Conclusion and
recommendation for conclusion of the research oeditrrisk management and

governance.

5.1 Summary

Summary of this research is based on the majoinfysdof the studies. The study has
been conducted with the data secondary data pellisir the sample banks i.e. MBL and
KBL in their annual reports, regulatory authorite.i Nepal Rastra Bank and other
published and unpublished sources and primary @atathe means of hypothesis test.
The finding is based on the result drawn from th&adanalysis and presentation by the

sole discretion of the researcher.

Credit risk management is concerned with the irtlepnocedures, guidelines, standard,
norms set by the institutions whereas the govemancelated with the controlling and

monitoring mechanism and capacity of the regulatwgly. The researcher has focused
the data presentation and analysis to find thelasiun and recommendation in the same
area. Researcher has undergone through the diffespect in total credit process of the
commercial banks in Nepal with the help of samm@eaHks i.e. Machhapuchre bank Ltd.
(MBL) and Kumari Bank Ltd. (KBL). Credit risk managent/governance has been a
major challenging part for both the banks and tegulatory body. Researcher has
selected the sample banks on judgment samplingaaiéththe view that both banks have
been established at the near time, having samé déualance sheet figures and both
suffering to grow. Researcher has attempted toystbd major banking risk in the

Nepalese commercial banks and has provided spearaentration in the credit risk

management and corporate governance in the saraples.bMoreover this study has too

been concerned to study the role of regulatory hodyedit risk management.
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The literature review has been done on the basiasél Il norms, regulations made by
the regulatory body i.e. Nepal Rastra Bank (NRBiferent national and international
articles, journals, newspapers and many other ghddi and unpublished sources.
Moreover researcher has gone through the comprieeestidy of old studies in the
related topic i.e. thesis on Tribhuvan universigptral library. Data Collection has been
based on primary and secondary data. Most of thelgsions have been drawn on the
basis of data published by the sample banks andategy authority. Questionnaires and
personal interview has been source of collectiorpmary data. A statistical tool,
financial tools (ratio analysis) and hypothesigitgswas used and the tools of research
design for the presentation and analysis of dataated from the primary and secondary
sources. Researcher has taken the data of sixadngeyears for the justice of the study
wherever the data was available for whole period.

The researcher has found the major risk in MBL EBd. as the credit risk. The credit
risk covers near about to 2/3 position in the td@hking risk in the both banks. The
credit risk of these banks mainly have aroused tduthe non-payment of loan by the
borrower, poor credit assessment level and policegorate governance and non-liquid
security. Due to the liquidity crisis in the receygars both the banks have heavily
suffered. Without considering the capital, C/D aatiof the banks have been on the
average, i.e., 79.29% for MBL and 86.90% for KBloahs and advances of both the
banks have increased in the F/Y 2068/69 comparédetgrevious year. MBL portfolio
has increased by 1,373.39 million and KBL portfdi@s increased by 2,951.12 million.
Non-payment of loan increases the Non-performiraqnIportfolio in the current years
NPL of MBL has decreased significantly i.e. 2.848énf 4.17% in the previous year.
KBL has suffered in increase of 1.09% comparechédld year. Increase in Loan loss
provision is on increasing trend in the banks andrcial institution in these days. MBL
and KBL has too been part of it. In the study peddBL has average LLP of 2.76%
compared to 1.64% of KBL, but in the present tiM&L has 2.95% provision and KBL
has 2.69%. Both the banks do have maintained thiégatadequacy ratio in the threshold
defined by NRB both in the terms of primary capéatl the supplementary capital. KBL
has better position in CAR to MBL.
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In terms of the sector wise and security wise legdif the sample banks, both the banks
have highest portfolio in the manufacturing se@nd have extended the credit against
security of Movable and immovable properties. Dsifezation of business has not been
seen in the both banks. The real estate lendingtisn the limit defined by the NRB.
However the exposure of MBL is high in this sectoorporate governance is the major
challenge in the both banks. Dispute in the managémommittee, interest of BODs in
the unhealthy credit lending to the borrowers, bidthvolvement of the Director’s in the
firms where the credit has been extended are thet major challenge of corporate
governance in the banks and financial institutitMhereas the Board gives undue
pressure for the management to increase the mbfiny cost, which results for the
manipulation of accounts to increase the profitrégovering the interest suspense by
providing the loan by the institution itself, plag in the loopholes for provisioning of
the accounts etc. Thus corporate governance has deising issue in the credit risk
management and governance. For this researcheskarcher has collected the primary
data through the questionnaire. From the studwstbeen found that the respondent has
argued the credit risk management as the mostectgatig job of the banks in Nepal and
corporate governance as the major cause of cre#it They has supported for the
restrictive policies and guidelines issued by tHeBNfor the growth of the Banks and

financial institutions in the long run.

At the part of the governing body, NRB has impletedrthe Basel Il framework for the
risk based management. It has directed the band#isfinancial institution to strictly
follow the Unified Directives, 2069. NRB has madie tsupervision strict, time to time
and has adopted punishment to the institution fotnde unhealthy. NRB has been
publishing different risk measures techniques, qoesdi, directives and circulars for
mitigation of the credit risk. NRB has adopted #ltwéct merger and acquisition policy for
sustainable growth of the banks. NRB has direcked imstitutions for mitigating the
concentration risk by not extending huge portionth@ credit in a single sector. Real
Estate sector has been restricted to 25% (inclucksglential real estate and business
complex. With the merger of its own kind, in fattetfirst biggest merger of two

independent groups of the existing MachhapuchcBlamgk Ltd. and the then Standard
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Finance Company with a paid up capital of above bifi®n rupees has given a big
impetus to the Bank.

5.2 Major Findings
The major findings of the study are mentioned below

1. The liquidity position of the both banks MBL and KBs at the utmost level. They
have been maintaining tight position. Due to tlgeiliity factor both banks have to
face major challenge at the time of liquidity isbue to the degradation of image
of both the banks in the public the deposit of baeks has been downsized in the
recent days. As per the NRB directives the banksalowed to add capital in the
calculation of C/D ratio, thus due to this factoey have been able to maintain their
C/D ratio. Though the deposit of the sample bardsstieen decreased the assets i.e.
total loans and an advance is on increasing trend.

2. The Non-performing loan (NPL) of MBL is on increagitrend whereas NPL of
KBL is justifiable. NRB has put different restiigt provisions for the institutions
whose NPL is higher 5%. They cannot collect depesitend branches and has to
face many restrictions. MBL non-performing loan irecreasing to meet that
restriction. It means the credit rating, credit i@ggal, credit administration and
governance factor of MBL is not at sufficient stardito control the credit risk. But
KBL NPL seems to be natural. We can rank KBL supeto MBL in credit
management factor.

3. The Loan Loss provision (LLP) of MBL is higher thaf KBL. MBL have 2.76%
average provision for 7 years whereas KBL has 1.Gi#ision for the same
period. MBL provision is above the par level of nobbss provision for a high
performing bank. The loans of MBL are under thé $ loss. This means the
credit assessment system of MBL is not at the #¥estandard or the corporate
governance is very much weak in MBL. Whereas KBpi®nvision is at the
average. NRB has set rules for compulsory 1% piavjghus KBL 1.61% is at par
level.

4. Capital adequacy ratio is one of the major tools &ffective credit risk

management/governance. Since the minimum rati@ tm&intained by the banks is
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10%, the ratios of both bank is above the minimuitea. But KBL seems is
higher comfortable zone than of MBL. MBL just hahe ratio above minimum i.e.
12.21% whereas KBL'’s ratio is 12.54%. Capital adeyuratio defines the risk
weight provided to the loans and advances. Thusamesay that MBL's loan is at
riskier position than of KBL. But in the means Bier 1 Capital, MBL ratio is
slightly better than of KBL whereas in the termsTadr 2 Capital, ratio of KBL is
better than of MBL.

. Concentration risk is the most challenging risktloé¢ banking risks. Since, the
optimum ratio of lending in a single sector is netga to be within the ceiling of
20%, MBL has crossed the ceiling of it. This med@nthe sector is in risk or
problem, there is a chance of the bank being bgtkMBL has higher chance of it,
whereas KBL has more diversified portfolio thanMBL. MBL has heavily done
lending in the undisclosed sector i.e. others. Uiisclosed sector cannot show the
good health of banks and the banks cannot the oragither the loan is being used
for the defined sector or not. Thus MBL loan is gmreater risk than of KBL.
Talking about the real estate sector both the bédmske decreased its portfolio
below 20% as on 2069, but there is the chance wkddiverting the heading of
loans of real estate to the others heading to thid@ctual lending. Even though the
KBL lending in real estate sector (16.44%) is lrdttan of MBL (19.78%).

. The banks do have different product for lending depositor’s collection in the
form of loans and advances. Both the banks havhehigxposure of Working
capital Loans i.e. 50.57% of KBL and 37.17% of MBut in the Other Loan type
MBL has 20.07% exposure than of 3.18% of KBL. Thieeo loan includes Gold
Loan, Loan against Fixed deposit receipts, SME Letin thus we can say that
MBL has good exposure in consumption loans thakKRIf. But the exposure in
Margin lending is higher of KBL (1.97%) to MBL (0%0).

. In terms of Security wise lending both the banksehhigher exposure in loan
against Movable/Immovable assets. It covers 91.68%BL whereas 90.84% of
KBL. This shows the non-diversification of busineéthe both banks. Mainly only
the fixed assets are regarded only the means afigefor extending the credit in

both the banks. Both banks during the study pedimaiot have extended the credit
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against the unsecured sources. But MBL has extemdedit against personal
guarantee up to (average in 7 years) 0.81% whenetiee same period KBL has
extended credit to 0.14%. Diversification of assetsExport of goods, counter
guarantee, guarantee against international rateshcegs etc. are not found in
significant volume in the both banks. Thus we cagy that both the banks are
involved in extending the credit not in terms oklmess but against fixed assets.

8. Talking about the corporate governance, reseamineng his personal interviews
with the staffs of both banks in related departmeag found that the credit too
being extended with the personal decision of ma@pBnembers and even from
the higher management i.e. without proper credk rassessment. Corporate
governance has too been a major challenge for opesh risk. Higher
management are found to be directing the lowerllstedf for disbursement of
loans without proper security documentation, insaeacoverage, working capital
assessment i.e. Drawing power, mortgage of therisg@ic. Operational risk has
been found to be disregarded by the higher official

9. From the hypothesis test it can be concluded thatbankers do have uniformity
in the major banking risk and the source of credik in Nepal. Most of the
employees in the both banks have rated credit askthe major challenging
banking risk. The source of credit risk in Nepalbsaking industries have been
identified as corporate governance and managemembgd the questionnaire

survey.

5.3 Conclusion

This study has been conducted in the topic “Cneskt management and governance, in
special reference to MBL and KBL". From the findiitgs concluded that the credit risk
management has a very significant impact on thdéopwrance, profitability, social
responsibility and other different areas of thehbloanks. In the present time, the credit
risk management and governance has become a magtlerge of the banks and
financial institution. As well as credit risk govence role of the regulatory body has a
significant role in the effective credit risk maeagent by the banks. Besides the credit

risk, operational risk, liquidity risk, country ksand market risk are other emerging
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challenges to the Nepalese banks. As other comatdyanks and financial institutions
diversification of Loans and advance of MBL is lied to some sectors and this bank
need to diversify its assets compared to KBL. MBaneentration is under the
undisclosed sector i.e. others. Leaving the leatlirge banks of Nepal, the functions of
the other MBL and KBL are only limited to colleajrthe deposits and providing the
loans and advances. They do not have diversifisthbas. Only the interest income has
become the major source of income. They do not Hacesed for earning fees,
commissions, discount, treasury income, foreignharge income etc, which are not
fund based. These banks are not able to diverkigy tbusiness by developing the
innovative loan products, all the products arecislrs of the any other institutions.
Small and Medium Enterprises (SME) have not besragr source of investment of the
sample banks. The targeted borrowers are alwayslatge borrowers. The huge
concentration in the real estate sector by the mib#te banks and financial institutions
including the co-operatives has been a burden Her dconomy and the institutions
including the borrowers. Asset quality of MBL islnarable. The account does not seem
consistent. There is high rise and fall in the N@nforming loan (substandard, doubtful
and bad loan) time to time. KBL seem more considtean MBL. Minimum requirement
of the capital adequacy has been maintained bybthie banks but it's only minimal.
There is possibility of capital fund below the stard if a large borrower is in problem.
KBL seems more comfortable in maintaining capitdeguacy than of MBL. In the
recent time, liquidity crisis too has caused acexiproblem for the good health of the
organizations. But in terms of liquidity both thariiks are in comfortable zone. As other
all commercial banks the loans and advances oéthasks is secured by the real estate.
Hypothecation, government bonds, treasury bills b&wve not been a major source of
security for the assets in the both banks. In teohsecurity wise lending we can
conclude that both the banks have been in patheoindustry for adopting the real estate
as primary collateral for all types of loans andattes. Corporate governance is the
major challenge in these institutions. The intemid the promoters, directors of earning
the period in the short run and management for sigthe high profit in the short run
has caused serious problem for the sound healtheobanks. This has challenged the

corporate governance. Lack of corporate governaasearoused the credit risk. Though
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both banks have published commitment for corpogateernance time to time, we hear
and read different scandals of corporate governanteese banks. The major directors
of the KBL have been black listed too.

The credit policy guidelines (CPG) have been depadoby these institutions, but the
proper implementation of it has not been made @GRG has been only properly
implemented when extending the credit to the shmadiowers, but when it comes to the
large corporate borrowers, only the personal judgnoé the top management works in
extending the credit. Commercial banks too have Ibegnipulating the accounts to show
the high profits by not providing the provision fibre accounts held under the provision

and they have been providing the loan for recoegigterest and installments.

5.4 Recommendations

In this research, researcher has undergone thitheégtomprehensive study of credit risk
management and governance. Study has been prinfiaecilged on the present status of
risk in Nepalese Banks, role of governing body isk rmanagement, corporate
governance for effective credit risk managementtlom basis of sample banks i.e.
Machhapuchre Bank Ltd (MBL) and Kumari Bank Ltd.BK). The researcher has
analyzed the available data of the sample banksdaadn the hypothesis from the
primary data. Based on the detail study on cradk management and governance,
researcher on his individual discretion has draellowing recommendations for credit
risk management and governance:-

1. The main thing in extending the credit is the geb¢ guidelines that have been
developed by the banks. Both MBL and KBL shouldcHir follow the Credit
Policies Guidelines (CPG) for effective credit riskanagement. Operational
procedures has very important role to assist thdicprocess. Management should
not intervene in the operational procedures. Opmrat task like safeguarding of
assets, proper documentation, credit rating of tbeower etc. must be strictly
followed.

2. Risk cannot be fully eliminated but can be miniadz by diversification.

Diversification means distributions of assets iffedent sectors of the economy.
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The sample banks should diversify their investna loans/advances in different
areas such as agriculture, manufacturing sectrj\el sector, service sector etc.
Optimum portfolio should be maintained. Diversifica helps to minimize the
concentration risk. The banks should form Researuth Development (R & D)
department for creation of diversified portfolio.&RD helps to find the new sector
of the investment. Lending in the unproductive sectike real estate should be
minimized and the real estate loan must be targetetthe end users i.e. those who
purchases the home for their residential or comi@lgparpose not for re-sale.

. Small and Medium Enterprises (SME) Loan are thellsméume of the loan. They
are targeted to the self-employment group. MBL &®1l should diversify their
business in the small and ungrouped part of theauoy. Default risk in the SME
loan is very minimal and the average yield in thgees of loan is much higher
than of the corporate loans. This helps to increéheg profitability and decrease
the proportion of the non-performing loans.

. Credit to deposit ratio (C/D) ratio too has beanaor problem of banking industry
in these days. This is due to the concentratiosaumce of deposit in the large and
institutional depositors. The banks should spréadaurce of collection of fund in
the mass volume of population. They can expand tira@nches the rural areas of
the country from where the low cost fund savingadgpcan be attracted. There are
many rural parts in the country where the goverrniamks i.e. RBB, NBL and
ADBL have only their presence and they have beailiag low cost fund from
those parts. MBL and KBL by offering small increrhen interest rate in those
areas can collect a large volume of deposit whidh kelp them for high
profitability and a sound C/D ratio at all the tisne

. Both the banks should strengthen their internal agament and risk controlling
mechanism. Operational procedures must be stificliywed. Credit rating system
must be strictly implemented to assess the quafithe borrower. Credit approval
process should be made simplified subject to striohpliance of all necessary
procedures. Top management should strictly moritier status of the borrowers
time by time for timely payment of the obligatiobyg the borrower. As well as the

Board of Directors (BODs) and top management shgivd undue pressure for the
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employees for breaching the credit policy guiddindile extending the credit. The
top management must ensure that any of the rul@ésegulations is not breached
while extending the credit.

. Corporate Governance is the fundamental aspeateditaisk management. If the
corporate governance is strengthened the chanbanét to be bankrupted is very
much minimal. MBL and KBL should ensure the stgotnpliance in the corporate
governance. The decision making process should dde nransparent. This will
increase credit worthiness of the bank among tloplpe This shall help the sample
banks to promote their brands among the peopléh B&t MBL and KBL should
ensure to the strict compliance with the directiee 8 of Unified Directive 2069 for
effective corporate governance.

. It has been found that the banks and financiaitingins have been playing in the
loopholes of the rules and regulations. The sarbplgks, MBL and KBL should
not play in those areas. If possible the banks Ishoteate further safety than
prescribed. This is mostly seen in the accountirgcgples. The banks sometimes
decrease loan loss provision from the internal @ggdrwhich is not the valid task.

. Now at the part of regulatory authority, Nepal RasBank (NRB) should
strengthen its supervision, audit department. NR&uk&l timely monitor all banks
and financial institutions for effective functiogirof the institutions. Preventive
measures should be taken by the central bank tharcting the irregularities of
the institutions. NRB should timely warn the ingtibns for any mal functioning. It
is said that the NRB is being directly influencedthe Banker's association and the
respective banks for not taking any of the hardsileas in favor of the bank. The
NRB should closely monitor this issue.

. Nepal Rastra Bank (NRB) has been changing its igsliime and again. NRB
should not change the policies by the influencehef pressure groups. It should
promulgate the required rules by studying the gdorgality of the country and the
economic situation of the country. NRB should ¢iatine directives and should not
allow the institutions to play in the loopholes tbe policies. Volatile rules and
regulations make the economic environment unstdbt®nomic activity cannot
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grow in the unstable economy. Thus the NRB showign@late the required
policies for sustainable growth of the banking andnomic sector.

10.Both banks should implement Anti-money Launderimdjdy to ensure that it has
given high priority to combat money laundering. sthould provide adequate
measures for taking action against the willful déters. It should draft and

implement law relating to e-banking, Debit/Credér@, etc. to facilitate the growth
of e-banking.
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APPENDIX

Annex-1
Capital Fund Requirement

Institution Minimun Capital Reserve as per Risk Weighted Exposure
Primary Capital Supplementary Capital
"A" class 6% 10%
"B" & "C" Class 5.5% 11%
"D" Class 4% 8%
Source: NRB Directive, 2069
Mathematicaly,

Total Capital Fund

Minimum Capital Fund Required=

Total Risk Weighted Exposurs

Annex-2

Elementsof Tier 1 Capital (Primary or Core Capital)

Paid up Equity Capital

Irredeemabl e Preference Share

Share Premium

Proposed Bonus Equity Share

Statutory General Reserve

Retained Earnings available for distribution to

shareholders

7. Un-audited current year cumulative profit, after all
provisions including staff bonus and taxes

8. Capital Redemption Reserves

9. Capital Adjustment reserves

10. Dividend Equalization Reserves

11. Any other type of reserves notified by NRB from
timeto timefor inclusionin Tier 1 capital

Source: NRB Directive, 2069

o0~ WN




Annex-3

Elementsof Tire 2 (Supplementary) Capital

1. Cumulative and/or redeemable preference shares
with maturity of five years and above

2. Subordinated term debt fully paid up with a maturity

of morethan 5 years

w

Hybrid capita instruments

s

General loan loss provision limited to a maximum of
1.25% of total Risk Weighted Exposures

Exchange equalization reserves created by banks

Investment adjustment reserves

Revaluation reserves

@ N o

Any other type of reserves notified by NRB from
timeto timefor inclusionin Tier 2 capital

Source: NRB Directive, 2069

Responses of the Questionnaires

Annex- 4

1. Do you agree Banking is the high risk business?

Strongly Agree Disagree Strongly Disagree
Agree
MBL 4 8 1 0
KBL 2 8 3 0
2. What is the situation of Nepalese Banking industry in these days?
Growing Static Problematic | Worse
MBL 2 4 7 0
KBL 1 4 7 1
3. Which isthe mgor challenging Banking risk in Nepal ?
Credit Risk | Market Operational | Country Risk | Liquidity Risk
Risk Risk
MBL 6 4 2 0 1
KBL 5 4 0 2 2




4. How do you rank the following risk as a magjor challenge of Nepalese Banking
sector? (Rank 5 for the highest priority and 1 for the lowest )

Ranking by MBL employees

Rank Credit Market | Operational | Country | Liquidity | Total
Risk Risk Risk Risk Risk

1 0 1 1 4 7 13

2 1 4 3 3 3 14

3 3 4 6 0 0 13

4 2 4 3 4 0 13

5 7 1 0 3 1 12

(Rank X |54 42 37 41 18 192

Frequency)

Ranking by KBL employees

Rank Credit Market | Operational | Country | Liquidity | Total
Risk Risk Risk Risk Risk

1 0 1 4 1 7 13

2 0 0 3 5 4 12

3 6 3 3 0 1 13

4 5 5 3 1 0 14

5 3 4 0 5 1 13

(Rank X |53 50 31 40 23 197

Frequency)

5. Which do you think is amajor source of Credit risk in Nepal ese Banking Sector?

Corporate | Credit Management | Credit External
Governance | policy Concentration | Economic
in Real Estate | Environment
MBL 1 4 3 0
KBL 4 2 3 1




6. How do you rank the following aspect for credit risk management? (Rank 5 for the
highest priority and 1 for the lowest)

Ranking by MBL employees

Rank Corporate | Credit | Management | Credit External Total

Governance | policy Concentration | Economic

in Real Estate | Environment

1 1 2 0 4 5 12
2 2 2 1 5 4 14
3 0 3 7 1 2 13
4 3 5 3 1 1 13
5 7 1 2 2 1 13
(Rank X | 52 40 45 31 28 196
Frequency)
Ranking by KBL employees
Rank Corporate | Credit | Management | Credit External Total

Governance | policy Concentration | Economic

in Real Estate | Environment

1 0 2 1 3 8 14
2 3 0 3 4 2 12
3 3 3 4 3 0 13
4 2 2 5 2 1 12
5 6 5 1 0 2 14
(Rank X | 53 44 44 28 26 195
Frequency)

7. To be concentrated in lending in a single sector is more risky than a diversified
portfolio for the banks. What to you think?

Strongly Agree Disagree Strongly Disagree
Agree

MBL 8 5 0 0

KBL 12 1 0 0




8. What is the optimum proportion of lending in a single sector by the bank?

0-10% 10-20% 20-30% 30-40% 40% and
more
MBL 4 5 0 0
KBL 2 0

9. Do you agree NRB restrictive directives/policies issued in the recent days can

devel op a sustainable banking industry in the long run?

Strongly Agree Disagree Strongly Disagree
Agree

MBL 1 10

KBL 1 8 4

10. Do you agree only Fixed Assets (Mainly Land and Building) is only the major

security for providing loan.

Strongly Agree Disagree Strongly Disagree
Agree

MBL 1 1

KBL 2 4 6 1

11. Which do you think is the most import aspect of customer while extending the

credit?

Character | Collateral | Capital Condition | Capacity
MBL 4 1 2 1 5
KBL 4 3 1 2 3




KUMARI BANEK LIMITED Schedule 4.31
PRINCIPAL INDICATORS
(For Previous B years)

Indicatora BT By FY Y FY F'Y F'Y
Farticulara 200304 200405 200506 200607 2007/03 2008/09 200910

1. Net Profit/Grozz Income % 14 20% 16.26% 15.52% 1961% 16.18% 16.54% 15.32%
2. Earnings Per Share Ra. 9.74 17.58 16.59 22.70 16.35 2204 2424
3. Market Value Per Share Ra. - 369.00 443 B30 1,005 700 463
4. Price Earning Ratio Ratio - 20.99 26.71 36.56 G147 3176 1931
5. Dividend (including Bonuz) on Share Capital % - - 21.05% 21.05% 10.53% 10.58% 12.00%
6. Cash Dividend on Share Capital % - - 1.05% 1.06% 0.53% 0.55% 12.00%
7. Interest Income/Loans & Advances % 8.29% 8.33% 5.89% T.63% TE1% 8.34% 11.58%
5. Employes ExpenzezTotal Operating Expenzez % 11 45% 11.96% 12 32% 17.22% 15.66% 10.37% 9.24%
9. Interezt Expenzez on Total Depoat and Borrowings % 3.41% 4.48% 4.20% 3.69% 2.87% 5.10% 6.51%
10. Exchange Fluctuation Gain/Grozz Income % 4.20% 2,778 3.95% 2.345% 3.87% 2.73% 1.84%
11. 5taff BonuaTotal Employee Expenzes % 26.88% 34245 24 59% 25.08% 22.38% 24 .04% 31.93%
12. Net ProfitLoans & Advances % 1228 1.55% 1.48% 188% 152% 1.77% 213%
13. Net ProfitTotal Azzets % 0.89% 113% 1.15% 143% 116% 141% 1.59%
14. Total Credit/Depoait % T6.91% a90.62% 90.20% B5.84% 90.20% 94 17% 79.45%
15. Tatal Operating ExpenceaTotal Azzets % 4.53% 4.76% 5.39% 4.53% 4.90% 6.03% 7.55%
16. Adequacy of Capital Fund on Rizk Weightage

Azzets

a. Core Capital % 12 50% 10.20% 11.28% 10.26% 10.40% 9.08% 10.29%

b. Supplementary Capital % 0.91% 1.01% 1.08% 0.96% 401% 2.47% 2.05%

c. Total Capital Fund % 12.41% 11.21% 12.36% 1122% 1441% 11.56% 12.34%
17. Liguidity (CER) Ratio 11.02% 3.44% 2.71% 3.65% 191% T.13% 5.02%
15. Non Performing LoanaTotal Loana % 0.76% 0.95% 0.92% 0.73% 1.32% 0.44% 0.50%
19. Weighted Average Interest Rate Spread % 2.52% 3.85% 4.58% 4.67% 4.30% 417% 3.28%
20. Book Net Worth Per Share Ra. 114 141 149 137 128 137 136.73
21. Total Sharea Number | 5,000,000 | 5,000,000 6,250,000 7,500,000 |10,700.000 | 11.860,992 13,060,159
22, Total Employeea Number 115 143 177 212 256 260 364
23. Othera - - - - - - -
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KUMARI BANK LTD
5YEARS BALANCE SHEET

Rs. In Million

Capital and Liabilities 2009/10 2008/09 2007/08 2006/07 2005/06
1. Share Capital 1,306.02 1,304.94 1,070.00 750.00 625.00
2. Reserve and Funds 479.74 320.02 294.89 275.63 238.85

3. Debenture and Bonds 400.00 400.00 400.00 - -

4. Borrowing Outstandings 429.74 293.42 100.00 212.97 251.40
5. Deposit Liabilities 17,432.25 15,710.39 12,774.28 10,557.42 7,768.96
6. Bills Payable 42.31 70.09 65.30 16.55 11.92
7. Proposed Dividend Payable 156.82 6.53 - - 6.58
8. Income Tax Liability - 0.23 (9.65) 11.01 0.30
9. Other Liability 275.59 432.89 331.79 94.73 107.27
Total Capital and Liabilities 20,522.46 18,538.51 15,026.60 11,918.31 9,010.27

Assets 2009/10 2008/09 2007/08 2006/07 2005/06
1. Cash Balance 574.07 549.11 565.64 190.75 135.79
2. Balance with Nepal Rastra Bank 1,664.00 1,120.76 244,58 384.84 210.55
3. Balance with Banks/Financial Institutions 485.77 106.43 123.62 96.52 43.28
4. Money at Call and Short Notice 120.00 30.00 55.36 372.22 145.00
5. Investments 2,296.87 1,510.83 2,138.80 1,678.42 1,394.95
6. Loans and Advances 14,765.91 14,593.35 11,335.09 8,929.01 6,891.86
7. Fixed Assets 285.64 247.83 222.00 189.32 91.93
8. Non Banking Assets - - 3.14 2.39 3.59
9. Other Assets 330.22 380.26 338.37 74.83 93.32
Total Capital and Liabilities 20,522.47 18,538.56 15,026.60 11,918.31 9,010.27

MACHHAPUCHCHHRE BANK LTD
5 YEARS BALANCE SHEET

Capital and Liabilities 2009/10 2008/09 2007/08 2006/07 2005/06
1. Share Capital 1,627.20 1,479.27 901.34 821.65 715.00
2. Reserve and Funds 146.31 220.93 262.01 178.61 216.09

3. Debenture and Bonds - - - - -

4. Borrowing Outstandings 150.00 - 88.51 228.50 131.68
5. Deposit Liabilities 18,535.92 15,596.79 11,102.24 9,475.45 7,893.30
6. Bills Payable 15.40 24.44 10.31 21.48 11.37
7. Proposed Dividend Payable - - 8.65 4.31 5.64
8. Income Tax Liability - 11.76 3.04 7.37 10.46
9. Other Liability 203.96 157.58 122.45 70.23 86.29
Total Capital and Liabilities 20,678.79 17,490.78 12,498.55 10,807.61 9,069.83

Assets 2009/10 2008/09 2007/08 2006/07 2005/06
1. Cash Balance 1,049.33 743.20 560.32 385.94 280.42
2. Balance with Nepal Rastra Bank 1,094.66 1,755.98 893.30 785.69 489.09
3. Balance with Banks/Financial Institutions 315.73 267.47 134.95 112.45 44.41
4. Money at Call and Short Notice 661.56 - 70.00 694.00 718.47
5. Investments 2,096.79 1,246.16 1,443.55 1,278.47 1,190.83
6. Loans and Advances 14,289.79 12,516.01 8,642.32 7,129.89 6,068.43
7. Fixed Assets 732.29 664.16 535.89 259.53 104.94
8. Non Banking Assets - 4.50 - 3.39 12.53
9. Other Assets 438.63 293.30 218.22 158.25 160.70
Total Capital and Liabilities 20,678.79 17,490.78 12,498.55 10,807.61 9,069.83







total loan loss provision to npl

Ratio
MBL KBL

453.97 115.55

115.01 201.24

313.88 121.52

144.82 313.61

283.81 267.87

54.57 154.81

104.25 121.76
AVERAGE 210.04 185.19
S.D 143.98 78.99
cv 0.69 0.43

Total Capital Fund to Risk Weighted Asset (RWA) Ratio

Ratio
MBL KBL

12.79 12.34

11.97 11.2

12.29 14.41

11.18 11.56

11.25 12.34

10.95 13.76

15.04 12.2
AVERAGE 12.21 12.54
S.D 1.41 1.15
cv 0.12 0.09

Total Loan Loss Provision (LLP) to Loans and

Ratio
MBL KBL

1.27 1.06

1.55 1.47

3.26 1.64

4 1.35

4.03 1.34

2.28 1.73

2.95 2.69
AV 2.76 1.61
SD 1.11 0.52
cv 0.40 0.32

Core Capital (Tier
Ra
MBL
11.94
10.68
10.97
10.3
9.94
10.06
14.11
AV 11.14
SD 1.47
cv 0.13

Supplementary Capital (Tier 2) to Risk Weighted Asset (RWA) Ratio

Ratio
MBL KBL

0.85 1.08

13 0.96

1.31 4,01

0.88 2.47

13 2.05

0.86 141

0.93 0.9
AVERAGE 1.06 1.84
S.D 0.23 1.12
cv 0.21 0.61

Credit to Deposit Ratio (CD Ratio)

Total Loans and Advancesto



AVERAGE
S.D
cv

MBL KBL

76.89 88.71
74.9 84.56
78.14 88.73
79.94 92.89
80.77 84.71
89.76 86.34
74.62 82.33

79.29 86.90

5.17 3.51

0.07 0.04

AVERAGE
S.D
Ccv

MBL KBL
67.09 76.49
65.13 74.66

68.8 75.44
71.46 78.74
70.17 71.95
72.83 71.19
66.01 72.03

68.78 74.36
2.66 2.57
0.04 0.03

Total Non-Performing (NPL) Loan to Total L oans and Advances Ratio

AVERAGE
S.D
Ccv

MBL KBL
0.28 0.92
1.35 0.73
1.04 1.35
2.76 0.43
1.42 0.5
4.17 1.12
2.84 2.21
1.98 1.04
1.23 0.57
0.62 0.55




Advances Ratio

1) to Risk Weighted Asset (RWA) Ratio
tio
KBL
11.26
10.24
10.4
9.09
10.29
12.35
11.3
10.70
1.04
0.10

Total Assets Ratio



