CHAPTER-|
INTRODUCTION

1.1 Background of the Study

Nepal is an under development country. The development of the country highly depends
upon its economic condition and there is a need for additional capital investment to earn
higher rate of economic growth. Domestic saving and foreign capital are two principal
sources to capital available for investment. Among them, domestic saving is the most

important and stable sources of capital.

It is obvious that economic development is impossible without the development of
different sectors like industries, trade so on. So development of these sectors needs a
regular supply of financial resources. In development countries there is always shortage
of the capital for the development activities. It is not possible to handle and development
all the sectors by the Government alone at a time. Private people also cannot undertake
large business because per capital income of the peopleis very low while their propensity
to consume is very high. Due to low income their saving is very low and capital

formation isvery low. Their saving is not sufficient for carrying on devel opment works.

Capital formation is one of the important factors in economic development. The capital
formation leads to increase in the size of the national output, income, and employment.
Solving the problem of inflation and balance of payment and making the economy free
from the burden of foreign debt. Domestic capital formation helps in making a country
self-sustainable profit made by business community constituted the maor part of the

saving of the community and what was assumed to be invests.

The issue of development always rests upon the mobilization of resources. Banks
function of lending ensures required volumes of capital to resources mobilization. Thus,
the foundation of resources mobilization is pillared on the bank function of lending. The



primary issue of economic development, production, income, government revenue,
international trade etc. what role a bank can play to assist the economic development is
the main issue that the banking sector facing in Nepal and worldwide today. The
liberalization of economy has posed more responsibility and challenges on Commercia
banks. This has created new area of probability and posed high degree of competition
risks. The existence of bank has its root in economic development and the banks have a
big role to play in fund mobilization to increase the pace of development. The
liberalization of financial sector in Nepa has opened a new horizon of expectancy in
banking industry. But the liberalization is not easy game to play, it demands for expert to
drive it. The liberalization, without the competence driver gives rise to a chaos and

exploitation in economy.

Lending is the most fundamental function of commercial bank as well as finance
companies, development bank so on. It is not only the most important function; it also
determines the futures of financial institutions. The quality of loan, the quality of
borrower and the quality of securities determines the health of any financial institution. It
is very senditive subjective that what sort of credit policy a bank should have. So it

should pay more attention to the loans and advances that it provides.

Banking sector plays an important role in the economic development of the country.
Commercial banks are one to the vital aspects of this sector, which deals in the process of
channeling the available resources in the needed sector. It is the intermediary between the
deficit and surplus of financial resources. Financial institutions like banks are a necessity
to collect scattered saving and put them into productive channels. In the absence of such
ingtitutions it is possible that the saving will not be safely and profitably utilized within
the economy. It will be diverted aboard or channeled into unproductive conspicuous

consumption including real estate speculation.

Loan is essential aspect of commercial bank. “First, income from loan contributes
substantially to the revenues and profit of the bank. Second, lending money to people in

the community strengthens the community-bank relationship. Third, lending money spurs



business development and supports a growing economy” credit being the most important
function of commercial banks, affects overall development of the country. So far as pace
of economic development is considered, it isdirectly related to the quality and quantity of
the credit, which is derived from various financia institutions, especially commercial

banks in Nepal.

Lending operation of commercial banks is very risky one. For this commercial banks
have to pay due consideration while formulating Lending Policy. A healthy development
of any commercial bank depends upon its Lending Policy. A good Lending Policy
attracts of borrowers and lenders, which help to increase the volume and quality of

deposits, loans and investment.

1.2 Statement of the Problems

Lending is one of the major terms of investment Policy. So every financial institution
should concentrate on lending as a major means of investment. But the sufficient return
cannot have been fount to be earned as well stable and appropriate investment policy has
not been followed by these commercia banks. Most of the commercia banks

performancein the field of lending is found to be bad.

None of the commercial banks can survive without implementing its lending functions
efficiently. For better sustain of any business entity, its market availability is a must. In
present situation liquidity with public is quite high and banks are not getting promising
lending opportunities properly. They are collecting adequate amount from the mass,
however they couldn’t find new lending sectors to mobilize funds on the changing
context of Nepal. Increasing rate of liquidity has caused a downward trend in investment
sectors. It has ensued bad impact on interest rate to the depositors, lower dividend to the

shareholders, lower market values of shares, lower contribution to national revenue etc.

Lending portfolio position of the banks is not satisfactory. They are not following a

sound diversification principle. At one time commercial banks lending had invested a



large proportion of their loan to garment, hotel, carpet industries but these sectors became
sick and banks are in trouble of their loan repayment. Commercial banks in Nepal has
been facing several challenges, some of them arising from lack of smooth functioning of
economy, some of them arising due to confused policies and many of them arising due to
default of the borrowers. Thus, in this scenario of Nepalese commercial banking sector,
this study has been mainly concentrated on the following specific problems of

commercia banks: -

1.2.1 Lending on priority sectors.

1.2.2 Lack of sustainable lending environment.

1.2.3 How aggressively isthe commercial bank lending.

1.2.4 Over liquidity caused by lack of good lending opportunities.

1.2.5 Increasing deposits without increasing in the lending sectors.

126 What steps should be taken to improve the lending policy of the

commercia banks.

1.3 Objective of the Study

The main purpose of the study is to analyze the various aspects of the commercial bank
lending in various sector of economy. The main objectives of the study can be clearly

explained as follows:

1.3.1 Toanayze status of non-performing loans.

1.3.2 Toanayzethe portfolio behavior of lending.

1.3.3 To measure the commercial bank’s lending strength.

1.3.4 Toidentify major weakness of lending policy of the commercial banks.

1.3.5 To know the volume of contribution made by commercia bank in lending.

1.3.6 To measures the growth rate and propensity of growth based on trend
anaysis.

1.3.7 To measure the lending Performance in quality, efficiency and it’s

contributed in total profitability and Income.



1.4 Importance of the Study

Lending is one of the essential and main functions where the whole banking business is
rested upon. In the context of Nepal there are less availability of research work, journals
and articles in the lending policy of commercial bank. There are only few researches in
Commercial bank especially on their lending practices. Few books dealing with theses
aspects can be found but they are not sufficient. Lending is one of the essential and main

functions where the whole financial businessis rested upon

As it is being well known fact that the financial institutions can affect the economic
conditions of the whole country the effort is made to highlight the lending practices of the
commercial banks expecting that the study can fill the research gap on the lending
practices of finance companies. As well it is believed that this study would carry a great
significance to the shareholders of the commercial banks, to the professionals related to
finance, to the students and teachers of banking and commerce.

Since this study has purposed to measures the efficiency of commercial bank of their
lending and investing behaviors putting their in the same footing, it deserve the great
importance to all the people interested. The study is the first in its quality in comparing
commercia bank to other commercial banks. So that its adds news idea and findings
related to these commercial banks and add the substantial knowledge in management

literature.

The main importance of the study is to highlight the lending policies of commercia
banks expecting that the study can be bridge the gap between deposits and lending
policies. On the other hand, the study would provide information to management of the
bank that would help them to the take collective action. Further from the study, the
shareholders would get information to make decision while making investment on shares
of various banks. As this study will provide a useful feedback for academic institution,
bank employee, trainees and investor and also for financial person, policy maker bodies
and other persons concerned with commercia bank. This study will serveto be aguideto



the management of banks, financial institution, related parties, shareholders, and general

public.

1.5 Limitation of the Study

This study attempts to evaluate the lending polices and its practices of commercial banks.
In fast changing world it is difficult to cope with the place of changes. Due to the arrival
of unforeseen difficulties, every study or research is aways accompanied by some
l[imitations. Some commonly attributed limitations of this study are as follows:

1.5.1 Limited variables have been selected for analysis.

1.5.2 Being astudent time and resources are constraints.

1.5.3 Time and cost factors have also constrained the study.

1.5.4 Thisstudy concentrates only on those factors that are related with lending.

155 The study mainly based on secondary data collection from bank. In some
aspect of the study primary data also collected.

1.5.6 The study is done only on the basic of the published financial documents
like Balance sheets, Profit and Loss Account, and other related journals.

1.5.7 Some of the statistical and financial tools are used in the study. Hence the
drawback and weaknesses of theses tools may affect the result of the study

1.5.8 All the analysis in this study has been conducted based on the data as of
end the fiscal year i.e. mid July of respective years; any abnormality in
this date may affect the conclusion of the study.

1.6 Plan of the Study

Chapter 1: Introduction

The first chapter of the study is introduction, which highlighted the basis information of
the research area, various problems, Objectives, importance, limitations and organization
of the study.



Chapter 2: Review of literature.

The second chapter of the study assures readers that they are familiar with important
research that has been carried out in similar areas by earlier scholars in related areas. It
also establishes that the study as link in a chain of research that is developing and
emerging knowledge about concerned field.

Chapter 3: Research M ethodology

The third chapter refers to the various sequential steps to be adopted by a researcher in
studying a problem with certain objectives in view. It describes the various research
methods, source of data, data collection techniques, data collection method and period of
study.

Chapter 4: Presentation and Analysis of Data

The devel oped information has finished in required from in fourth chapter. Information is
presented and analyzed by using various financial and statistical toolsin specified form to
meet the stated objective of study.

Chapter 5: Summary, Conclusions and Recommendations
On the basis of the results from data analysis, the researcher concluded about the research
work. Besides, it also gives important suggestion to the concerned organization for better

improvement.



CHAPTER-I|
REVIEW OF LITERATURE

2.1 Conceptual Framework of Commercial Bank

2.1.1 M eaning and Definition of Commer cial Bank

Commercial bank is a business organization that receives and holds deposits of funds
from others, makes loans or extends credit and transfer funds by written order of
depositors. Actually modern banks perform all the required financial function and
provideits service to every needy.

The commercial banks are established under the rules and legislation of the central bank
of the country. It has to move as per the directives given by the central banks. Though
bank are established for mobilization of the saved funds central banks makes certain rules
so that the public or the customer of the bank may not under gone on loss of their hard
earned money by the disinvestments procedures of the bank. Thus, commercia banks
have to consider government and Nepal Rastra Bank’s instructions and national and their
own interest as well. Good lending policy ensures maximum amount of investment to all

sector with proper utilization.

Commercial bank Act 2031 B.S. of Nepal has defined that “A commercial bank is one
which exchanges money, deposits money, accept deposits, grant loans and performs
commercial banking function and which is not an bank meant for cooperative,

agriculture, industries or for such specific purpose.”

2.1.2 Development of Commercial Bank in Nepal

In ancient time, there was also a lending business in Nepal. During those days people
used to borrow money from moneylenders paying some interest. There was no accurate
interest rate. Moneylenders determined interest rate. So there was monopoly in interest

rate. Moneylenders are like shaumahgans, Jamindars, Relatives, Friends and few



informal organizations limited to ethnic group such as guthi. The borrowing from the
other people and the informa organization was limited and based on persona
understanding. At that time people deposit their gold, silver and valuable goods for the
sake of security, thus, the private moneylender can be taken as forerunner of the concept

of financid institution.

In this regarding Prof. Ojha said “But it is impossible to give correct chronological
history in view of the fact that no authentic historical records are available in respect to
banking. It can be inferred from the history of Nepal regarding the rebuilding of
Kathmandu in 723 A.D by Gunakam Dev, the king of the Kathmandu and that of
Shankhadharl’s (a merchant) action of introduction Nepal Sambat’ some fifty seven years
thereafter to make lending has been prevalent long before that.”

Thus the above statement shows that lending system was introduced very long before 723
A.D. But thereis o recorded document about lending. Then in 14™ century during the rule
of Malla King Jayasthiti Malla working occupation was divided in 64 categories. Among
them “Tanka Dhari” was one. The main occupation of “Tanka Dhari” was lending

money. It also shows that lending process was prevailing during the Malla Rulein Nepal.

During the period of Rana Prime minister, Ranodip Singh a government institution called
“Tejarath” was established. In this regarding Ojha States “Ranodip Singh, a Rana Prime
Minister for 8 years ( 1877 to 1885) got interested in this problem an took concrete stops
by establishing a government financial institution known as “ Tejarath”. The Tejarath
helped the public by supplying easy and cheap credit at 5 percent interest on the security

of gold and silver ornaments.

The function of Tgarath was it supplies credit at 5 percent interest rate per annum. It had
benefited to government officials. There was no business of collecting deposit in
Tearath. So, it was not actually a banking institution. From 1901 to 1929 A.D. Tearath
opened some limited branches to extend the credit facilities. Before establishment of NB,



Tejarath did not granted to general people; it was limited only for government officials.

Tejarath was regarded as the new areain history of banking development in Nepal.

Tegjarath could not fulfill the credit needs of the whole society. It was a government
ingtitution that benefited government officials only. So the general people had to depend
on moneylenders. The moneylenders exploited the rural people in different ways. On the
other hand there was need of trade and industries development programes. To make free
the rural people from the grips of lenders and to develop trade and industry in the country
the need for a commercial bank was realized in the country. So, the Nepal Bank Limited
was established in 1937 A.D (1994 B.S), which is first commercial bank in Nepal. It was
established under the Nepal Bank Act of 1963 A.D. at the beginning 49% of the
ownership belong to the promoters as well as general public and 51% belongs to
government. It also acted as Central Bank for more than three decades. “Nepal Rastra
Bank” established in Baisakh 14, 2013 B.S (1956) under Nepal Rastra Bank Act 2012B.S
as the Central Bank of Nepal. The main objective of the central bank is to maintain
internal and external stability. It is totally owned by government. Besides the commercia
banking functions, NRB is heavily assisting for the development of whole economy. It is
giving timely directivesto al financial institutions operated and conducted in all over the

country.

After a long period, the second commercial bank named ‘Rastriya Banijya Bank” has
been established in 2022 B.S with cent percent government ownership. This bank has
been established under the Rastriya Banijya Bank Act 2021 B.S. Both Nepal Bank Ltd
and Rastriya Banijya bank have made a remarkable contribution by providing reliable

banking service to the Nepal ese people.

The government introduced commercial bank Act in Nepal in 2033 B.S to cover the vast
field o financial sector. According to the act, this act has helped to emerge number of
commercial bank with to maintain the economic interest in comfort of the public in
genera facilitated to provided loan for agriculture, industries and trade and make a
available banking service to the country and people. Along vacuum in the banking in the
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banking sector got some rays of hope only when the government forwarded the
economic liberalization policy in 2039 B.S and decided to alow foreign banks to operate
their activities in Nepal. After democracy was restored in, 2046 B.S flow of institutional
financial activities began to grow and many commercia banks are established in Nepal.

Table: - 2.1

List of Commercial Banksin Nepal

(Rs. in million)

SN Name of Operation | Authorize I ssue Paid-up
Commercial Banks Date(A.D) Capital Capital Capital
01 | Nepa Bank Limited 1937-11-15 il il 380.40
02 | RastriyaBanijyaBank 1966-01-23 155760 |  ------- 1172.30
03 | NABIL Bank Ltd. 1984-07-16 500.00 | 491.6544 | 491.6544
04 | Nepal Investment Bank Ltd. 1986-02-27 1000.00 | 590.586 | 590.586
05 | Standard Chartered Bank (Nepal) Ltd 1987-01-30 1000.00 500.00 | 374.6404
06 | Himalayan Bank Ltd. 1993-01-18 1000.00 772.20 772.20
07 | Nepa Bangladesh Bank Ltd. 1993-06-05 1000.00 | 1000.00 719.90
08 | Nepal SBI Bank Ltd. 1993-07-07 1000.00 650.00 | 640.2361
09 | Everest Bank Ltd. 1994-10-18 600.00 529.80 518.00
10 | Bank of Kathmandu Ltd. 1995-03-12 1000.00 500.00 | 463.5809
11 | Nepal Credit and Commerce Bank 1996-10-14 1000.00 | 1000.00 | 698.415
12 | Lumbini Bank Ltd. 1998-07-17 1000.00 500.00 500.00
13 | Nepd Industrial and Commercial Bank Ltd | 1998-07-21 1000.00 600.00 600.00
14 | Machhapuchhare Bank Ltd. 2000-10-03 1000.00 715.00 715.00
15 | Kumari Bank Ltd. 2001-04-03 1000.00 625.00 625.00
16 | Laxmi Bank Ltd. 2002-04-03 1000.00 610.00 | 609.9173
17 | SiddharthaBank Ltd. 2002-12-24 1000.00 500.00 500.00
18 | Agriculture Development Bank Ltd. 2006-03-16 i 647.8005
19 | Global Bank Ltd 2007-01-15 2000.00 | 1000.00 | 1000.00
20 | Citizen Banks of International Ltd. 2007-07-01 2000.00 | 1000.00 | 1000.00
21 | Prime Commercia Bank Ltd. 2007-09-28 2000.00 | 1000.00 | 1000.00
22 | Sunrise Commercial Bank Ltd. 2007-10-12 2000.00 | 1000.00 | 1000.00
23 | Bank of Asia 2007-10-12 2000.00 | 1000.00 | 1000.00
24 | Development Credit Bank Ltd. 2001-01-23 2000.00 | 1661.00 | 1655.00
25 | NMB Bank Ltd. 1996-11-26 2000.00 | 1100.00 | 1100.00
26 | KIST Bank Ltd. 2009-05-07 5000.00 | 2000.00 | 2000.00

11

**x*Data not available



The number of commercial bank branches operating in the country in mid-Jan 2009
totaled 617. The regional distribution of these bank branches seemed to be much skewed.
Of the total bank branches, 302 branches are being operated in the central development
region, followed by western development region (120) and eastern development region
(119). Only 48 and 28 branches are being operated in the mid-western development
region and far-western development region respectively. There are six joint venture

commercia banksin Nepal.

TableNo: - 2.2
List of Joint Venture Commercial Banksin Nepal
(August 2006)
(Rs. In million)
SN Bank I ssued Foreign Foreign Bank
Capital Share
1 | Nepal SBI Bank Ltd. 650.00 | 50% | State Bank of Indig; India
2 | Everest Bank Ltd. 529.80 20 % Punjab National Bank; India
3 | Nabil Bank Ltd. 49165 | 50% National Bank Ltd.; Bangladesh
4 | Standard Chartered Bank 500.00 75% | Standard Chartered Grind Lays
Nepal Bank Ltd.; Australiaand UK.
5 | Nepal Bangladesh Bank Ltd. 1000.00 25 % IFIC Bank; Bangladesh
6 | Himalayan Bank Ltd. 772.20 20 % Habib Bank Ltd.; Pakistan

2.2 Review of Lending/L oan

2.2.1 M eaning of lending/loan

A dictionary definition of lending would say something like: that to lend is to allow
another person the use of something, in the expectation that it will be returned to its
original owner. Lending combines the sciences of obtaining and analyzing the facts of a
loan request and art of making judgments about that information, feasibility of the
business, and credibility of the borrower. It goes without saying that lender aways
expects that the money that is lent out will be return. However it not always likes this.

Occasionally the loan turns into a “bad debt”.

12




Loan defined as athing that lent, especially a sum of money. Like wise debt means a sum
of money owned to somebody. However, in financial terms loan or debt means principal
or interest availed to the borrowers against the security. Debt means money that bank
owes or will lend to individual or person. Likewise, the term loan defined as lending.
Delivery by one party and receipt by another party, a sum of money upon agreement
expressed or implied, to repay it with or without interest. Any thing furnished for
temporary use to a person at his request, on that condition, it shall be return or its
equivaent in kind, with or without compensation for its use. Loan includes:
& The certain of debt by the lender’s payment of or agreement to pay money to
the debtor or to athird party for him of the debtor
& The creation of debt by credit to an account with the lender upon which the
debtor is entitled to draw immediately
& The creation of debt pursuant to alender credit card or similar arrangement

& The forbearance of debt arising from aloan

Further debt means “Principal and Interest” provided to debtor by banks or financial
ingtitutions, with the pledge of immovable or movable property or other securities or
guarantee or without guarantee and the word also means over dues of the transaction
beyond balance or fees, commission and interest incurred in that relation. The supreme
court of India has defined the debt during the decision of the case “In the case in hand,
there cannot be any dispute that the expression ‘debt’ has to be given the widest
amplitude to mean any liability which is aleged as dues from any person by a bank
during the course of any business activities undertaken by the bank either in cash or
otherwise, whether secured or unsecured, whether payable under a decree of order of any

court or otherwise and legally recoverable on the date of the application.

2.2.2 Typesof Loan

Banks make a wide variety of loans to wide variety of customers for many different
purposes. For customers, the cause of loan purchasing may be investment in business,
purchasing automobiles, take dream vacations, pursuing college educations, constructing
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home and office building so on. On the basis of loan purposes, bank loans can be dividing

into Seven Broad following categories:

2.2.2.1 Agricultural Loans

Agricultural loans are the credit extended to support farm and branch operations.
Agricultural loans loan is extended to assist in planting and harvesting crops, storing
crops and marketing them. Agricultural loans also support the feeding and care of
livestock.

2.2.2.2 Commercial and Industrial Loans

Commercial and industrial loans are extending to business firms to support the
production, selling and distribution of their products and services. It is granted business
to cover such expenses as purchasing inventories, paying taxes, and meeting payrolls so

on.

2.2.2.3 Financial Institution L oans

It is the credit extended to banks and other financial service providers. Mostly, finance
companies, insurance companies, credit banks, co-operative firms, saving credit firms,
money changers, money transfer firms are the customers of financia institution loan
provided by bank.

2.2.2.4 IndividualsL oans

An individua loan is the loans extended to private individuals for private and
household’s purposes. Generally, individual loans are extended to finance the purchase of
automobiles, appliances TV, Computer set, furniture, Multimedia player, Washing
machine, Refrigerator etc. Customers can also use individual loans for medical care

personal expenses.
2.2.2.5 Lease Financing Receivables

Bank can lend physical equipments to the customer, in addition to money lending. People

do not buy the heavy and costly equipment that is seldom needed for them. For example
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crosser machine, pressing machines and other plants used for constructions etc. they
prefer to get them on pledge. Banks buy such equipment and vehicles and provide on
lease to customers.

2.2.2.6 Real Estate Loans

It is the credit extended to purchase or improves real property, such asland and buildings.
Rea property-land buildings and other structure secure such loans. Real estate loans
include longer-term loan to finance the purchase of farmland, house, apartments,

commercia structure and foreign properties

2.2.2.7 Miscellaneous L oans
Banks are providing so many loans in different sectors. All those loans not classified
above are included in this category. Higher education loan, Marriage loan, Dreams tours

loan can be included in miscellaneous loans.

2.2.3 Criteriafor providing loan

A bank has to set some criteria for providing loan. Persons who come to a bank for the
purpose of demanding loan, the bank should not provide loan random choice, not by
examining and investigating. If a loan is provided without proper investigations it will
lose the principal and interest. Therefore, the bank always has to follow some criteria for

providing loan. These are as follows:

2.2.3.1 Personal Character

Before providing loan, a bank should make an inquiry and examination of a person who
comes to the bank with proposal of loan. Though it is very difficult to find out true
character of person, it must be checked out. The bank should study whether the person
has good character with intention to pay the loan or not, whether he use loan in right way,
whether he is person of crimina nature or not, whether a creditor has filed a petition
against him in the court for recovery of debt or not. If the person is doubtful in nature,
character and the bank has uneasiness to trust him, if so, it should not accept the proposal

15



of loan. If he possess good character and other criteria are satisfactory to the bank, it

should accept the proposal.

2.2.3.2 Capacity or Competency

First of al it should be checked out whether the person is a person capable under law to
make a contract with bank or not, i.e. according to the contact Act 2056 (1999), if heis
(capable) a competent person, there after the bank should know what kin of qualifications
the proposal makers does have and in which subject or business he is related with,
whether he has competency or skill in that business or not. Under this heading the bank

should carefully examine all things, which are relating to capacity of borrower.

2.2.3.3 Capital

If any person or businessman comes to make a proposal for aloan in acommercia bank,
economic condition should be examined. His demand for money should be matched with
the status of his household condition, how much the sum of money he wants to invest in
his business. If the economic condition of the proponent is poor or less to the amount for
loan, the commercial bank should reject his proposal. In brief, the quantity of amount of
proponent financial condition or capital should be stronger than the quantity of amount
demanded.

2.2.3.4 Security/Collaterals

A bank is a legal person. It doesn’t provide the loan without securities or collaterals. It
aways studies and analyses whether the securities or collateras recovers the banks
principal and interest of the loan. Inspired by the same concept, it classifies the security.
A security means property, which is pledge able under the existing law while giving loan,
document relating there to, or any other security acceptable to the bank. However, the
Nepalese banking law has not defined collateral. But the collateral falls under the
security, itself. If a bank is satisfied on the basis of primary security, it does not require
collateral, if the bank is not satisfied with the primary security, the bank may ask
collatera, if the borrower can’t give collateral, then the bank does not provide loan to

him.
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2.2.3.5 Credit information

The bank should find out the credit information of the person or businessman who comes
to request for a loan. Credit information such as the loan proponent’s character, the
securities given to the bank, the detail of the property and their redlity, a bank can get al
information about loan proponent and the businessmen. It can be a great help to the bank.

It isdifficult for abank to find out the real condition of the loan proponent.

2.2.3.6 External Environment

Before providing loan, a bank aways should evaluate the external condition or
environment of the industry, business shown by the loan proponent, whether the business
shown by the proponent is saleable or useable in the market or not, the proposal of loan
proponent should not be approved, though the above mentioned five grounds are received
satisfactory by the bank. Because, a businessman can’t gain profit from the financial
position whose may deteriorate. Therefore, while providing loan, it should study the
externa environment too. In the business communities, an external environment can be

taken as an essential factor.

2.2.4 Step of Lending Process

Commercia banks follow several steps to disburse loan to the borrowers. The lending
policies might be different from one commercial bank to another commercia bank. From
the viewpoint of principle and practice, commercia banks lending process has the

following steps:

2.2.4.1 Evaluation of L oan Proposal

After a person and institution submit a proposal, project bank makes a deep study and
analyses from different angles on the proposal. Before approving the loan proposal, the
bank evaluates all necessary documents for providing loan. In the case of person or
businessmen the study of such documents are different. It will be accepted or rejected
depending on the will of the bank. If the bank feels the loan proposal satisfactory, it can

approve the loan accordingly.
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2.2.4.2 Typesof Loan

After accepting the proposal of a borrower, the bank discuses on these subjects, what
types of loan the projector or the person wants. Surely, the nature of the loan
differentiates from loan proposal of the proponent. In this way, it becomes the division of
the loan. Generally, there are many types of loan like-socia loan, business loan, primary
sector loan, industrial loan, hire purchase loan etc. The loan can be classified in another
way too like secured loan and unsecured loan. The bank wants to keep their loans safe
and secured. So, the banks can classify loan in this way. Yet, it does not classify loan in

unnatural way. The loan can be classified in the process of approving the loan.

2.24.3 Loan Interview

Once a customer decides to request a loan, an interview with a loan officer usually
follows right away, giving the customer the opportunity to explain he or her why they
credit needs. That interview is particularly important because it provides an opportunity
for the bank’s loan officer to assess the customer’s character and sincerity of purpose. If
the customer appears to lack sincerity in acknowledging the need to follow to the terms
of aloan, this must be recorded as a strong factor evaluating against approval of the loan

request.

2.2.4.4 Sitevisit

If a business or mortgage loan is applied for, an officer of the bank usually makes a site
visit to assess the customer’s location and the condition of the property. Site visit helps to
verify the accuracy of the information provided by the applicant. It aso reveals the
degree of customer’s sincerity and character.

2.2.4.5 Reference Check

The loan officer may contact other creditors, who have previously loaned money to this
customer to see what their experience has been. Did the customer fully adhere to previous
loan agreements and keep satisfactory deposit balance? This payment record often
reveals much about the customer’s character, sincerity of purpose, and sense of

responsibility in making use of bank’s loan.
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2.2.4.6 Preparation of Necessary Documentation

If every thing up to this point is favorable, the customer is, then, asked to submit severa
crucia documentsin order to fully evaluate the loan request, including complete financial
statements. In case of a corporation,, the applicant is aso asked for board of director’s

resol utions authorizing the negotiation of aloan with the bank. Such documents are: -

& The statement of income and expenditure < Citizenship certificate.
& The certificate or income tax registration < The certificate of renewal.

& Scheme of theinstitution or the business < Any contract or agreement.

& The memorandum of understanding & Documents relating to security
< Certificate of registered institution & Documents relating to insurance
& Power of attorney or authorized letter. & Other necessary documents.

2.2.4.7 Credit Analysis

Once all documents are on file, the credit analysis division of the bank conducts a
thorough financial anaysis of them aimed at determining whether the customer has
sufficient cash flow and backup assets to repay the loan. The credit analysis division then
prepares a brief summary and recommendation. This recommendation goes to the loan
committee for approval. In case of larger loans, member of the credit analysis division
gives an oral presentation, and discussion will ensue between staff analysis and the loan

committee over the strong and weak points of loan proposal.

2.2.4.8 Loan Amount

The bank may or may not give the amount, which proponent he has demanded. It is the
matter depended on the will of the bank. Y et in determination of loan quantity is made by
paying attention to the need of the customer, evaluation of the securities and the state and

position of the business.
2.2.4.9 Perfecting Collateral

When the loan committee approves the customer’s loan request, the loan officer or the

credit committee will usually check on the property to be pledged as collateral or can
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acquire title to the property involved in case the loan agreement is defaulted. This often
referred to as perfecting the bank’s claim to collateral. Once the loan officer and the
bank’s loan committee are satisfied that both the loan and collateral are sound, the note
and other documents are made up for aloan agreement. Then all parties to the agreement

sign on loan deal.

Commercial banks are valuation the subjected securities are made by recognized
engineering consultancy. In the process of valuation of the property (Collateral), distress
valueis calculated on the following way. For example, current market price of property is
Rs 1, 00,000 and government price of the same property is Rs 90,000. The distress value
of the property is calculated as follows:

50 % of current market price (Rs. 1,00,000 x 509%) Rs. 50,000
50 % of government valuation price ( Rs. 90,000x 50%) Rs. 45000
Total valuation of property by Commercial banks Rs. 95,000

From the total valuation of property, commercia bank provide upto 60%-80% of loan to

borrower.

2.2.4.10 L oan Acceptance Charge

After completing all processes, the bank decides to provide loan to the loan proponent.
According to this decision, the proposed loan in it. According to the provision of the loan
document, borrower can withdraw the money from the bank. However, sometimes, such
a situation may be created that the borrower doesn’t take the loan after the bank accepts
the loan. In such condition, the bank can recover the charge from the proponent if he does
not take the loan. Because, the bank can’t withdraw that amount until the period is not
ended. The cash remains in unproductive from in the bank. Therefore, the bank takes that
charge for accepting that loan.

2.2.4.11 Monitoring

After advancing loan and advance to the customer, it seems to be the end of lending
process. Actualy, it is the beginning of lending process. Can the loan officer put the
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signed loan agreement on the shelf and forget about it? Hardly! The new agreement must
be monitored continuously to ensure that the terms and conditions are being followed and
that al required payments of principal and interest are being made as promised. For larger
commercial credit, Loan officer will be visit regularly to the customer’s firm periodically

to check on the firm’s progress and to see what other services the customers may need.

2.2.5 Features of Sound lending Policy

The income and profit of the commercial banks depend upon its lending procedure. The
greater the credit created by bank, the higher wills the profitability. A sound lending
policy is not only pre-requisite for commercia banks profitability, but also crucially
significant for the promotion of commercial saving of backward country like Nepal.

Some features of Sound lending policy are considered as under:

2.2.5.1 Safety

Safety isthe most important principle of good lending. When a banker lends, he must feel
certain that the advance is safe; that is, the money will definitely come back. For
example, if borrower invests the money in an unproductive or speculative venture, or if
the borrower himself is dishonest, the advance would be in jeopardy. Similarly, if the
borrower suffers losses in his business due to his incompetence, the recovery of the
money may become difficult. The banker ensure that the money advanced by him goes to
the right type of borrower and is utilized in such a way that it will not only be safe at the
time of lending but will remain so throughout, and after serving a useful purpose in the

trade or industries where it is employed, is repaid with interest.

2.2.5.2 Liquidity

It is not enough that the money will come back: it is also necessary that it must come
back on demand or in accordance with agreed terms of repayment. The borrower must be
in a position to repay within a reasonable time after a demand for repayment is made.
This can be possible only if the money is employed by borrower for short-term
requirements and not locked up in acquiring fixed assets or in schemes, which take along
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time to pay their way. The source of repayment must also be definite. The reason why
bankers attach as much importance to “liquidity” as to “safety” of their funds is that a

bulk of their depositsis repayable on demand or at short notice.

2.2.5.3 Purpose

The purpose should be productive so that the money not only remains safe but aso
provide a definite source of repayment. The banker must closely scrutinize the purpose
for which the money is required, and ensure, as far as he can, that the borrower applies

the money borrowed for a particular purpose accordingly.

2.2.5.4 Profitability

Equally important is the principle of ‘profitability’ in bank advances. Like other
commercia institutions, banks must make profit. They have to pay interest on deposits
received by them. They have to incur expenses on establishment, rent, stationery, salary
and other operating expenses so on. They have to make provision for depreciation of their
fixed assets, and also for possible bad or doubtful debts. After meeting all these items of
expenditure which enter the running cost of banks, a reasonable profit must be made;
otherwise, it will not be possible to carry anything to the reserve of pay dividend to

shareholders. It is after considering all factors that a bank decides upon its lending rate.

2.2.5.5 Collateral/Security

It has been the practice of banks not to lend as far as possible except against security.
Security can be considered as insurance. Security may be generally classified as personad
and tangible, as well as primary and collateral. The banker carefully scrutinizes all the
different aspects of an advance before granting it. At the same time, he provides for an

unexpected change in circumstance, which may affect the safety or liquidity of advance.

2.2.5.6 Legality
Illegal securities will bring out many problems for the investor. Commercial banks must
follow the rules and regulation as well as different directions issued by Nepal Rastra

Bank, Ministry of Finance and other while mobilizing its funds.
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2.2.5.7 Spread

Another important principle of good lending is the diversification of advances. An
element of risk is always present in every advance, however secure it might appear to be.
In fact, the entire banking business is one of taking calculated risks and successful banker
is an expert in assessing such risks. He is keen on spreading the risks involved in lending,
over alarge number of borrowers, over alarge number of industries and areas, and over

different type of securities.

2.2.5.8 National Interest

Even when an advance satisfies a the aforesaid principles, it may still no be suitable. The
advance may run counter to nationa interest. It in the changing concept of banking
factors such as purpose of the advance, viability of the proposal and national interest are
assuming greater importance than security, small borrowers and export-oriented

industries

2.2.6 Basis elementsfor the effective Lending policy

A lending policy should contain an outline of the scope and alocation of commercial
bank’s loan facilities and manner in which a lending portfolio is managed i.e. how loans
are originated, serviced, supervised and collected. A good lending policy is not overly
restrictive but allows for the presentation of loans to the board that officers believe are
worthy of consideration but which do not fall within the parameters of written guidelines.
Flexibility must exit to allow for fast reaction and early adaptation to changing conditions
in a commercial banks earning asset mix and market environments. Consideration that

from the basic elements for the effective lending polices including the following things:-

2.2.6.1 Credit concentrations
A lending policy should stimulated portfolio diversification and strikes a balance between
maximum yield and minimum risk. Concentration limits usually refer to maximum

permitted exposure to a single client, connected group and sector of economic activities.
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This is especialy important for small, regionally oriented or specialized banks. Lending

policy should also require all concentrations be reviewed and reported on frequent basis.

2.2.6.2 Limit on total outstanding loans

A limit on the total loan portfolio is usually expressed relative to deposits, capital or total
assets. In setting such a limit, factors such as credit demand, the volatility of deposits and
credit risks should be considered.

2.2.6.3 Geographic limits

These limits are usualy a dilemma. If a bank lacks understanding of its diverse market
and does not have quality managements, geographic diversification may become a reason
for bad loan problems. On the other hand, the imposition of strict geographical limits can
also create problems, particularly in the case of regions with narrow economies. In any
case, a bank’s business market should be clearly delineated and commensurate with its
market knowledge, managerial and staff experience. Bank’s officers should be fully
aware of specific geographical limitations for lending purposes, an aspect that is

particularly relevant for new banks.

2.2.6.4 Maturities

A lending policy should establish the maximum maturity for each type of credit and loans
should be granted with a realistic repayment schedule. Maturity scheduling should be
determined in relation to the anticipated sources of repayment, the purpose of the loan
and the useful life of the collateral.

2.2.6.5 Types of loans:

A lending policy should specify the types of loans and other credit instruments that the
bank intends to offer to clients and should provide guidelines for specific loans.
Decisions about types of credit instruments should be based on the expertise of lending
officers, the deposit structure of the bank and anticipated credit demand. Types of credit
that have resulted in an abnormal loss should be controlled by senior management or

avoided completely.
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2.2.6.6 Distribution by category

Limitations based on aggregated percentage of total loans in commercial, real estate,
consumer or other credit categories are common. Policies related to such limitations
should allow for deviations that are approved by the board.

2.2.6.7 Loan pricing

Rates of various loan types must be sufficient to cover the costs of funds, loan
supervision, administration (including general overhead) and probable losses. At the
same time, they should provide the reasonable margin of profit. Rates should be
periodically reviewed and adjusted to reflect changes in costs or competitive factors. Rate
differentials may be deliberately maintained either to encourage some types of borrowers
to seek credit elsewhere or to attract a specific type of borrower. Guidelines for other
relevant procedures, such as the determination of fees on commitments or penalty interest

rates are also an element of pricing policy.

2.2.6.8 Lending authority

Lending authority is often determined by size of the bank. In smaller banks, it is typically
centralized. In order to avoid delays in the lending process, larger banks tend to
decentralize according to geographical area, lending products and types of customers. A
lending policy should establish limits for all lending officers. If polices are clearly
established and enforced, individual limitations may be somewhat higher than would
normally be expected, depending on the officer’s experience and tenure with the bank.
Lending limits could also be based on group authority, which would allow a committee to
approved larger loans. Reporting procedures and the frequency of committee meetings
should be specified.

2.2.6.9 Appraisal Process

A lending policy should outline where the responsibility for appraisal lies and should
define formal, standard appraisal procedures, including reference to reappraisals of
renewals or extensions. Acceptable types and limits on the amount of appraisal should be

outlined for each type of credit facility. Circumstances requiring appraisals by qualified
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independent appraisers should also be described. The ratio of the amount to the loan to
the appraised value of both the project and collateral, as well as the method of valuation
and differences among various types of lending instruments should be detailed. A lending
policy should aso contain a schedule of down payment requirements, where applicable.

2.2.6.10 Maximum ratio of loan amount to the market value of pledged securities

A lending policy should set forth margin requirements for all types of securities that are
accepted as collateral. Margin requirements should be related to the marketability of
securities. A lending policy should also assign responsibility and establish atimetable for

periodic pricing of collateral.

2.2.6.11 Recognition
A bank should recognize aloan, whether original or purchased, in its balance sheet. This
should occur as soon as the bank becomes the party to the contractual provisions that

apply to theloan. A bank should initially carry the loan at cost.

2.2.6.12 Impair ment

A bank should identify and recognized the impairment of aloan or a collectively assessed
group of loans. This should be done whenever it is neither probable nor assured that a
bank will be able to collect the amounts due according to the contractual terms of aloan
agreement. Impairment can be recognized by reducing the carrying amount of the loan to
its estimated realizable value through an alowance or charge-off, or by attributing
charges to an income statement during the period in which the impairment occurs.

2.2.6.13 Collections

A lending Policy should define delinquent obligations of all types and specify the
appropriate report to be submitted to the board. Theses reports should included sufficient
detail to alow for the determination of the risk factor, loss potentia and alternative
courses of action. The policy should require a follow-up collection procedure that is
systematic and progressively stronger. Guidelines should be established to ensure that all
accounts are presented to and reviewed by board.
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2.2.6.14 Financial information

A lending policy should define the financial statement requirements for business and
inviduals at various borrowing levels and should included appropriate guidelines for
audited, non-audited, interim, cash flow and other statements. It should included external
credit checks required at the time of periodic updates. If the loan maturity is longer than
one year, the policy should require that the bank’s officers prepare financial projections
with horizon equivalent that the bank’s loan maturity, to ensure that the loan can be
repaid from cash flow. The assumptions for the projections should be clearly outlined.
All requirements should be defined is such a manner that any negative credit data would

clearly violate the bank’s lending policy.

2.2.7 Method and Mechanism of Project Proposal Appraisal for lending

After the loan proposal is submitted by a project, a bank makes a deep study and analysis
on the proposal. Such study can do in two ways. In first term, it is study after the loan
proposal produced and in the second term, it is the study after the loan proposal accepted.
Before accepting the loan proposal, the bank, to appraise and study the project proposal
appraisal can be done in two ways. The commercial bank, to appraise and study the
project proposal, studies the actual condition of the projects related to the securities, its
management aspect and organization, economic aspect, financial aspect including
technical aspect. The picture of the project becomes clear from such study. The bank uses
the following method and mechanism to accept or not the project proposal.

2.2.7.1) The First Aspect “Technical Feasibility”

The bank studies the project proposal from viewpoint of the technical feasibility. Or,
before accepting the loan, the bank appraises, whether it is right or not, from the side of
technical aspect. It appraises or tests and analyses the positive and negative aspects of the
project, from which the present and future of the project can be known. Experts on the
project do such appraisal of project. From this the real fact related to project comes
before the bank. The study of technical feasibility can be done according to the following
methods:
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a) Location of Project

The technical expert should pay specia attention to the establishment of the project,
whether the place the project is established is right or not, is there peace or not? Whether
necessary things like water, electricity, means of communications and means of
transportation are in place or not? Whether the market is easily accessible or not? Can
raw material and the labour facility are easily available or not? Such divergent aspects are
studied in it.

b) Technology

A bank studies technological aspect too of a project. How and what type of technology
the project is using or what is the proposal? Is such technology easily available in the
market? Is the technology good or bad? What is the value of technology cheap or dear?

Is the technology suitable for the projection or not? The bank studies all these things.

c) Efficiency of Plant and Equipment

The commercia bank should examine the efficiency of plant and equipment used in the
project. What is the price of such plant and equipment in the market? What is the
condition of plant and equipment? Of the plant and equipment easily be available in the
market or not? Is there possibility of repairing the damaged plant and equipment again or
not? Banks should examine ownership aspect of such plant and equipment too.

d) Technical Competence

A bank should examine the efficiency of plant and equipment used in the projection.
What is the price of such equipment in the market? What is the condition? Of the
equipment of the project, has used at present? Can such equipment easily be available in
the market or not? Is there possibility of repairing the damaged equipment again or not?

The bank should examine ownership aspect of such equipment too.
€) Legal Aspect

A bank should study from the viewpoint of legal aspect as well, whether the proposed
project presented to the bank is restricted or prohibited by the government or not, should
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be studied. Apart from it, the legal provision for facility or obstacles to project too is

studied in it. The project must be good from the legal point of view.

2.2.7.2) The Second Aspect “Financial Feasibility”

Generadly, a bank flows aloan only for a project, which earns profit. It invests money in
the industries or business only with the objective of gaining profit. If only the business
and industries gains profit by running project, they pay the loan. Because the recovery of
the loan depends on income generated from the project, the bank doesn’t invest in
project, which doesn’t earn profit. Banks studies the financial feasibility by the following

mediums;

a) Cost of the Project

A bank should check how much amount is to be spent in the project proposed to the
bank? If is new project, the estimate of expenses of the project? The source of the finance
of the project should be studied. The bank should examine the condition of the share
capital of the project and its source of income. It should estimate how much expenses are
necessary to buy house, land farms, machine, equipments and other such type fixed
assets. How much amount has been spent, how much running capital is necessary to
arrange furniture, raw material, wages, salary, fuel for the project or how much movable
capital is necessary. The total amount of both the fixed asset and the running capital is
called the total project expense. The bank should carefully check all these things.

b) Cash flow statement

A bank should study cash flow statement of a project. How much cash the project is
flowing? Is it enough or not? The commercial bank can find out profit, saving and loss
from it. It facilitates the bank to make to a decision as to whether the loan proposal of the

project to be accepted or not. Such things can found from the balance sheet of the project.
¢) Production and Profit

The bank should study the productive capacity and profitable condition of the project.
Whether the project has productive capacity or not? Is the project gaining profit or not? It
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should think possibility (condition) of earning profit in the future or not? If should think
these aspects too. If a bank invests a great deal of amount in a project in the absence of
productivity of the project, its loan may fail. The project can’t be run, if an amount of less
money than it requiresis spent in the project.

2.2.7.3) The Third Aspect “Commercial Feasibility”

The commercia feasibility is the third way of appraising the proposal of project by a
bank. It should appraise and analyses the present and the future of the project. It will not
provide loan, if it does not see the project’s future bright. It decides to gives or not to give
loan after studying the commercial viability of the project. It studies the commercial

aspect of aproject on the following grounds.

a) Legal Aspect

The bank should study such thing as whether the law or regulation has imposed
restrictions o the proposed project or not? Is there need of any law? Is the present legal
provision reasonable to start the project? Is there immunity of tax and other government

charges or not? Whether have the law provided concession facilities or not

b) Competition
A bank should study in such aspects, is the proposed project new or old? Is the project
competitive in the market or not? Can it survive or not in the condition of competition

and the condition without competition?

c) Attraction of the Project

Before providing loan to the project, a bank should see the attraction of the project in the
market too. If the attraction is good, it is sure that, the project can run easily. Otherwise, it
is difficult to run. Besides above given aspects, there are other many commercia aspects
to which the bank should pay its attention. Brief a bank should flow loan also to the
projection, which is better from the viewpoint of commercial feasibility. The project,
which is not better from the feasibility study, should not be provided loan to the project
by the bank.
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2.2.7.4) The Fourth Aspect “Management Feasibility”

Certainly, it is known to all that, in the lack of clear vision and systematic management, a
project or the business can’t be run well. A commercial bank should keep its eyes on the
management aspect too when it is going to provide loan to a project. If the management
is good, the project may be successful. So, the commercial bank should analyses the
project proposed for the loan. In the absence of good management and organization,
projection can’t be successful. Generally, the functions of the management are to select
the able and component employees according to the nature of project, to divided sections
and department of the project, to divide rights and duty, and to arrange special
programmed and evaluation for development of project a on. The competent
management is necessary for a successful project. A successful project should have the

following characteristics:-

a) Competence
For a successful management, persons who are in the management committee should be
able (competent). In the lack of competent (able) persons, it can’t run the management.

Able management can move the project to the right way.

b) Experience
Persons involved in management should be experienced. Management can’t be
competent without experienced persons. Such experienced persons run the project related

to their sector, the project can surely get success.

c) Honesty
Persons involved in management should be honest. They should display their honesty

towards the project. In the lack of honest, project can’t be run for a loan time.

d) Qualification

The persons in the management of a project should be educated, experience and
qualified. Only the educated and qualified persons can make the project healthy. Their
influence may fall on the management aspect because the persons who have got higher
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education, experience and specializing in different subject do have specia knowledge and
qualification.

Thus, before accepting a proposal about loan proposal for any project, a bank should
appraise and analyze the above-mentioned four sectors and if it finds them necessary,
satisfactory, it should help the project by providing loan. If it does not find satisfactory, it
should not provide loan. It may cause loss to the bank. After providing loan it should
inspect from time to time to know whether the loan is used properly or not.

2.2.8 The Ten Commandments of L ending Policy Guide

In each and every commercia bank, they have their Lending Policy. Within the policy,
they have strong guidelines for the staffs working in investment division. To guide such
staffs for discipline, the management issues an interna directive called “Ten
Commandments.” For the smooth and system running of an organization and to make
honest the employees in the organization, there are good non-law rules within the systems

that are strictly followed by the credit personnel as known Ten-Commandments:

= You shall place a high priority on the quality of bank’s credit exposure.
New relationship must meet bank’s lending criteria and existing portfolio should
be under continuing review to improve risk positions. Bank’s preference is for

regulating amortizing and self-liquidating loans geared to borrower’s ability to

repay.

= You shall constantly be mindful of bank’s urgent need for earnings from bank’s
existing and new credit exposures. Every profit opportunity should be explored
and negotiation skills fully employed. Innovative employment of the bank’s

resources to increase return on assets must be encouraged.

= You shall be constantly aert for profitable new business opportunities that

increase the size of bank’s customer base. You must not under any circumstances
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rest on bank’s existing base of customers nor direct all bank’s effort on their
behalf. Growth through enlargement of bank’s base is far more attractive in the
long run. In our search for new customers, the stress should be on desirable
ongoing relationships rather than on marginal performers.

Risk dispersion is basic to sound lending principles and policies. You should be

careful about large and undue concentrations of lending by industries, ‘one
obligor’ or any risk factors bearing on a group of borrowers. However, bank must
not diversify itself into an unwanted or unnecessary problem just for the sake of

diversification.

You shall constantly be aware of the expense burden in bank’s lending operation.
Is there a less costly means of accomplishing the bank’s mission? Increase in

customer base must be weighted against cost in term of expense, time and service.

Lending decisions must consciously focus on optimizing the use of the bank’s
capital funds. The benefits so gained must be quantifiable, adequate and lasting

both for the bank and for borrower.

You shall use every effort to reduce and contain the size of bank’s criticized loan

portfolio. This is time killer and the very root of bank’s losses.

Credit “quality’ is heavily impact by the structure of the credit. The risk of trouble
along the line are increased materially as bank erodes basic protections which are
designed the enable a timely and comfortable payback within the borrower’s
ability

You shall endeavor to improve both the bank’s external and interna
communications to limit unnecessary time and effort amongst the bank’s
customers and associates. Clear, concise and summary type communication

should be emphasized and utilized where necessary.
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= You shall endeavour to make a contribution to all matters that involve your
approval, concurrence or other actions. On the other hand, you shall not lend your
name merely to see it in print. You shall avoid all temptations, which can

jeopardize or compromise the bank’s risk assets.

2.2.9 Loan Review

Loan review is the examinations of outstanding loans to make sure borrowers are
adhering to their credit agreement and the bank is following its own loan politics. After
the borrower and the bank have endorsed loan, what should the bank do with the loan
files? Should the bank keep the loan file in the shelf and forgotten, until the loan falls
due? Obviously not. After advance of loan, bank should maintain continuous relationship
with the borrower until principal and interest are fully recovered. For this purpose, bank
should conduct loan review of all borrowers. As we know that time, conditions and
environment are always changing. The changing condition affects the borrower’s
financial condition and his or her ability to repay a loan. Fluctuations in the economy
weaken some business and increase the credit needs. In case of individual loan, people
may lose their jobs and serious health problems imperiling their ability to repay any
outstanding loans. The bank’s loan department must be sensitive to these developments.
So the bank should periodically review all loans until they are fully recovered. There are
some certain general principles that should be followed by bank while conducting the

loan review. The most common principles are:

Regular

There must be regular loan review especiadly for all types of loans. It is important
especially for large and criticized loan. Loan review should be carried out on periodic
basis such as monthly, quarterly, half yearly or yearly.

Largeloans:
In the case of the large loans, the more frequently loan review is essential, because

default on these loan agreements can seriously affect the bank’s own financial condition.
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Troubled Loans:
Even adequate carefulness and precautions the bank has taken, some may fall into trouble
due to uncontrolled environmental circumstances. Such troubled loans should be

reviewed more frequently.

Deflation:
If the economy shows down or if the industries are which the bank has made a substantial
portion of its loans develop significant problem, the frequency of loan review should be

increased to safeguard the bank from unexpected risks.

Structuring:
To make the loan review perfect, it should be structured carefully to ensure al-important
aspects of loans and borrowers are checked properly. The loan review should be able to

check the following aspects of loan

& The quality and condition of any collateral pledge behind the loan.

& Therecord of borrower payments, to ensure that the customer is not falling behind
the planned repayment schedule

< An evaluation of whether the borrower’s financial condition and forecasts have
changed which may have increased or decreased the borrower’s need for bank
loan.

& An assessment for whether the loan conforms to the banks lending polices and to
the standards applied to its loan portfolio by examiners from the regulatory
agencies.

& The completeness of loan documentation, to make sure the bank has access to any
collateral pledge and possesses the full legal authority to take action against the
borrower in the courts if needed.

Loan review isnot aluxury, but a necessity for a sound bank-lending program. It not only

helps management spot |oan-problem more quickly, but also acts as a continuing check

on whether loan officers are adhering to the bank’s loan policy. For this reason, and to
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promote objectivity in the loan review process, many of the largest banks separate their
loan review personnel from the loan department itself. Loan reviews also aid senior
management and the commercial bank’s board of directors in assessing the bank’s overall
exposure to risk and its possible need for more capital in the future. Separate |oan review
divisions or department also helps to detect any mishaps and undue influences in the

lending process.

2.2.10 The Management for L oan Recovery

After loan is provided, there is a mechanism to recovery interest and the principal. It is
very necessary to know all functions wise method which are to be followed after the
grant of loan. It is really important subject matter. The bank wishes that all the debtors
could utilize the loan proper places. It is beneficial to both the bank and the debtor. The
following processes are continued:

2.2.10.1 Recovery of Interest on Loan

After aloan is provided, the borrower should pay his interest in the time written in the
deed of loan. It is the liability of borrower. The term and conditions are written in the
deed of loan. The date of the recovery of the interest and principal of the loan is fixed
according to the nature of the business and industry. The borrower should go on paying
the interest and principal from time to time, written in deed of loan and in the time given
by the bank, if he does not pay the interest and loan within the date specified in the deed,
the bank goes on adding interest according to bank’s rule. It begins to take the interest of

interest if the borrower doesn’t pay the interest and loan in the fixed time.

2.2.10.2 Hand Over of Securities

If the borrower pays the interest and principal in the time fixed in the loan deed or the
time fixed or accepted by the bank, the bank must return the moveable and immovable
assets taken by it as securities from borrower, or the property of third person taken as
securities in the form of guarantee. The bank should hand over al securities as under its
hold to the debtor or the surety after the loan is recovered.
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2.2.10.3 Maintenance of Data

The loan administration department should prepare a report by keeping data to show
picture of the act and activities from the day of flowing loan until the day of recovery of
the loans. From it, the real progressive statement of the loan investment can be known. It

can be a guideline for the bank and new management can be get help in future.

2.2.10.4 Process of Recovering the Date Expired Loan

If a borrower breaches the terms and conditions of the loan deed by not paying the
interest and principal, the bank starts the legal process under the law. The Commercial
Bank Act 2031 (1974), states various types of legal provisions for the recovery of
principa and interest. After recovering the loan, according the rest of cash from the sale
of the property or the securities should be return to the borrower. There are many
examples and cases in which the borrower has not paid his loan to the bank. The date

expired loan is classified as good, acceptable, low quality, doubtable by the NRB.

2.2.10.5 L oan Recovery Process

The bank recovers the loan provided by it on the basis of terms and conditions fixed in
the deed of loan. If it iswritten in the loan deed to recovery loan on installments basis or
afixed lump sum basis, it should be paid accordingly. It recovers the loan accordingly, it
the situation goes beyond the control of the borrower. The date of loan recovery can be
extended, if he makes another agreement with the bank. To do so there is another process.
But such things depend on the bank’s self consideration. The loan administration
department keeps the rights to recover the loan according to the loan recovery process
written in the deed.

2.2.10.6 Audit of Credit

A bank wants his debtor to use the loan int proper places, after it provides loan, as far as
possible. Which the intention of this objective, the bank performs audit of the loan. A
bank studies as these things, whether the bank loan is properly utilized or not, what is the
state the financia condition. The objective of such audit isto be in direct connection with

the borrower until the loan is recovered. From such link, the economic condition of the
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debtor, the proper use of the loan and the statement of the loss and gain can be known.
Thus, the audit is done from time to time by the bank, in addition to other function to find

out a picture about loan utilization, is called audit.

2.2.11 Non-Performance L oan

Non-Performing assets are those not generating income. Loans are normally considered
to be non-performing when principle or interest on them is due and left unpaid 90 days or
more (this period may vary by jurisdiction). It is an international standard. The
introduction of asset classification that entails provisioning requirements is costly to the
banking sector. The delinquency period for non-performing assets is therefore typically
introduced at 180 days and then tightened to 90 days after a period of time.

Commercial bank are suffering from problems in credit management and also some
obstacles beyond the area of credit management those are contribution to raise the level
of NPL. For the purpose of this analysis the factors contribution to have a high level NPL
have been classified into two groups.

Internal Factors:

The first is the internal factor which mainly comprise of weaknesses of the particular
bank or financia institution in the credit management and oversight deficiencies in this
regarded. If preventive measure is applied at the institutional level, the problem of NPL
can resolve by bank themselves to some extend. Causes of Non performing loan from

internal factors are:

& Poor accounting and auditing capabilities

& |Insider abuse and fraud in lending and recovery.
& Poor recovery efforts even the loan is categorized under bad

< Significant NPL in the system due to poorly managed few banks

& Lack of Lending policy guidelines and loan write off policiesin the past
&

Limited supervision by the bank itself and weak internal controlsin the banks
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External Factors:

Another aspect related with the external factors, which are beyond the control of the
banks and financial institution. While analyzing the causes of the astounding level of
NPL, we can point out some of the components as follow:

& Lack of financial discipline within borrowers
Security problems and conflicts in the economy
Lack of judicial support to the banksin recovery

Poor regulative and supervisory capacity of the central bank in the past

9 § 9 9§

Deterioration in economic growth rates and activities since last few years

q

Lack of supportive institutions helping to reduce the Non Performing Loans of
commercias banks.

& Poor legidlative regime in the system specially governing financial system and
poor implementation issues. Fragmented legal environment and lack of

bankruptcy law

2.2.12 Regulation and Supervision of Lending

Central Bank is the supreme monitory and banking system of the country, which
regulates monitors and supervises al activities of commercial banks. The supervisor
should pay specia attention in the lending aspect of banks. In bank, lending is the most
risky business among all. There is no risk in collection of deposits. But only small
careless or mistake in the loan portfolio and procedure can shock the bank profitability
and survival, when bank is unable to recover the loans with interest. So there should be
well managed regulations lending aspect of bank. Such regulations should follow while

evaluating the loan proposal and providing loans.

The loan portfolio of any bank is heavily influenced by regulations. The quality of bank’s
loan portfolio has more to do with risk and safety than any other aspect of the banking
business. Law for banks restricts some loans. For example, generally, banks must get

collaterals to provide loans to customers. The authority must eval uate the loan proposal to
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conform the loan safety. In most country, banks are prohibited from making loans
collateralized by their own stock. Real estate loans granted by a bank cannot exceed the
bank’s capital and surplus or 70 percent of deposits whichever is greater. A loan to a
single customer normally cannot exceed 15% of bank’s capital and surplus. The main
objective of supervision and followed up is to ensure the fund have been properly utilized
according to plan so that result may obtained as envisaged which may enable timely
repayment of loan. The tools for supervision and regulation are:

& Site Inspection

& Cash flow Statements

<& Profitability Statements

& Performance Statements

& Stock Turnover Statements

& Balance Sheet and Profit and Loss Statements

The regulation and supervision by the use of above mentioned tools provides the

following information.

& |sthe security in order?

& Arethere any adverse signals?

& Arethe company properly managed?

& Have the terms and conditions of sanctions observed?

& Aretheloan invested according to the original purpose?

& Have there been any changes in the ownership and management?

2.2.13 Warning signs of weak loan and poor bank lending policy

The manua given to commercial bank examiners by the Federal Deposit Insurance
Corporations of united stated discusses severa indicators of problem loans and poor bank

lending policies:
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Table: -

2.3

War ning signs of weak loan and poor bank lending policy

Indicators of aweak of Troubled Loan

Indicators of inadequate or poor bank

lending policy

Irregular or delinguent loan payment

Poor selection of risks amount

borrowing customers

Frequent alteration in loan terms

Lending money contingent or possible

future

Poor loan renewal record (with little
reduction of principa each timetheloan Is

renewed)

Lending money because a customer

promises alarge deposit

Unusually high loan rate (Perhaps an
attempt to compensate the bank for a high

risk loan)

Failure to specify aplan for the

liquidation of each loan

Unusually or unexpected buildup of the
borrowing customer’s accounts receivable

and/ or inventories

High proportion of loans made to
borrowers outside the bank’s trade

territory

Rising debt-to-net-worth ratio

Incomplete credit files

Missing documentation (especialy missing
customer financial statements)

Substantial self-dealing credits (loans to
insiders-employees, directors or
stockholders)

Poor quality collateral

Tendency to overreact to competition
(making poor loans to keep customers

from going to other banks)

Reliance or reappraisals of assetsto
increase the borrowing customer’s net

worth

Lending money to support speculative
purchases

Absence of cash flow statements or
projections

Lack of sensitivity to changing

economic conditions
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2.2.14 Right of Commer cial Banks against Breach of L ending Agreement

A commercial bank reaches a decision as to whether it should provide loan and advances

or not. After many discussions between the person or the businessmen who comes with a

proposal of loan to the commercial bank and bank while carrying out any banking

transaction, the bank and customer should follow the law, policy and instructions. The
concerning law means, the Nepal Rastra Bank Act 2058 (2002) Commercial Bank Act
2031(1974) so on. Under section 47.A of the Commercial Bank Act 2031 (1974) the bank
has been following rights and power to recover the loan: -

[ad

[ad

The bank may write to the appropriate office for registration or transfer, in
accordance with prevailing law, of the assets auctioned by it pursuant to this
section in the name of the person whose bid has been approved.

The concerned office shall do the registration or transfer if it receives such written
request from any commercial bank for registration or transfer of assets pursuant to
sub-section (5) of section 47 A. of the Commercial Bank Act 2031(1974).

In case no one offers a bid in an auction held by a bank pursuant to this action, the
bank may take over the ownership of such assets, and in such dStuation,
government offices must register or transfer those assets in their records as
notified by the bank.

If any person, institution or industry fails to comply with the terms of agreement
or any terms regarding loans and advances, with the bank, or fails to repay loans
to the commercial bank within the time limit stipulated in the documents, or
incase the bank finds through investigation that any person, institution or
industries concerned has not invested the amount of the loan and advance for the
concerned purpose, or has misappropriated in the documents or notwithstanding

anything mentioned in prevailing law the bank may auction or otherwise dispose

42



of any property pledged to it, or the security deposited with it, and thus recover
the principal and interest.

If the borrowing person, institution, or industry concern relinquishes in any
manner title to the property pledge to the commercial bank as collateral, or in case
the value of such collateral declines due to any other reason, the commercial bank
may, not with outstanding anything mentioned in prevailing law, ask the concern
to furnish additional collateral within a period specified by it. In case the
concerned person, institution or industry concern fails to furnish additional
collateral within the specified time limit, the commercial bank may recover its
principa and interest by auctioning or otherwise disposing of the collateral
pledged to it.

If principal and interest can’t be recovered through the auction sale of the
collateral pledge to the bank pursuant to subsection (1) and (2) section 47.A of the
Commercia Bank Act 2031(1974), the bank may recover the baance by
auctioning the other assets of the concerned person, institution or industries

concern.

The amount of principa and interest, and expenses incurred in auction, or in other
kind of disposal shall be deducted from the amount raised through the auction or
disposal otherwise of assets pursuant to this section and the balance shall be
refunded to the concerned person, institution, or industry concern.

In case a complaint is field to the effect that the person who is required to
relinquish the assets after their transfer under sub-section (6) and (7) of section
47.A of the Commercial Bank Act 2031 (1974) of the has created any obstacle or
used force while the concerned person or the commercial Bank Act 2031 (1974)
bank itself seeks to utilized such assets, action shall be taken according to

prevailing law to have possession in the assets.
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2.3 Review of Related Studies

2.3.1 Review of Books

Singh(1983) the credit policies of bank are condition to great extend by national policy
frame work, every banker has to apply his own judgment for arriving at a credit decision,
keeping or course, his banker’s credit policy also in mind. The further state, the field of
credit is more challenging as it offers relatively greater scope to banker for judgment and
discretion in selection their loan portfolio. But this higher degree of freedom in the field
of credit management is also accompanies greater risk. Particularly during recent years,

the credit function has become more complex.

Cheney and Edward (1988) said that the lending objectives are to increase systematically
the individual wealth, defined as asset, minus liabilities. The higher the level of desired
wealth the higher must be received. An investor seeking higher return must be willing to
face higher level of risk.

Bhattacharya in his book “Banking Strategy, Credit Appraisal and Lending Decisions”
has put the recommendation of Tondon Committee from the report submitted this
committee. The committee has prepared this report in 1975, however these
recommendation stills deserve great significance in the sector of credit appraisal and
lending. Breaking away from the traditional methods of credit appraisal, the system
proposed by the Committee enjoined upon the banker:

& To assess the need based credit of borrower on arational basis

& To develop healthy banker-borrower relationship.

& Toimprove the financial discipline of the borrower

& To ensure proper end-use of bank credit by keeping a closer watch on the

borrower’s business and thus to ensure safety of the banks funds

The committee examined the examined the existing system if lending and recommended
the following broad change in the lending system:
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& Bank credit only be supplementary to the borrowers resources and not in
replacement of them. banks not to finance 100 percent of borrower’s requirement

< Borrowers are required to hold inventory and receivables according to norms
prescribed by the Reserve bank of Indiafrom timeto time.

& Credit be made available in different components only, depending upon the nature
of holding of various current assets.

& |n order to facilitate a close watch on the operations of borrowers, they are
required to summit, at regular intervals, data regarding their business and
financial operations, both for the past and future period.

& The credit needs of borrowers be assessed on the basis of their business plans

Cross(1963), has mentioned in his book “Management Policy for Commercial Banks”,
that lending is the essence of commercial banking, consequently the formulation an
implementation of sound lending policies are among the most import responsibilities of
bank directors and management. Well-conceived lending policies and careful lending
practices are essential if a bank is to perform its credit creating function effectively and
minimize the risk inherent in any extension of credit. Before formulation a lending
policy, many factors have to be taken into consideration because banks are not the rea
owners of deposits but rather the custodians of money. Crosse has further pointed out the
various factors to be considered before planning for sound lending policy. The factors
include community’s need of money, determining the size of the loan portfolio and the
character of loan payment, purpose and protection. Other factors for consideration for
sound lending policy include credit worthiness, assets pledged to secure borrowing,
interest rate policy etc. Cross strictly point out that the lending policy must be will
spread. It should be of short-term character, repayable on demand, profitable and it
should be with adequate securities.

Baidhya (1996) has given his view on sound credit policy. He has said that, a sound
credit policy of a bank is such that its funds are distributed on different types of assets
with good profitability on the one hand and provides maximum safety and security to

depositors and bank on the other hand, moreover risk in banking sector trends to be
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concentrated in the loan portfolio. When a bank gets into serious financia trouble its
problem usually spring from significant amounts of loan that have become uncollectible
due to mismanagement, illegal manipulation of loan misguided lending policy or
unexpected economic downturn. Therefore the banks credit policy must be such that it is

sound and prudent in order to protect public funds.

Frank (1999) defines, an credit may be define as current commitment of funds for a
period of time to derive future flows that will compensate the investing unit for the time
the funds are committed, for the expected rate of inflection and aso for the uncertainty

involved in the future flow of the funds.

Loan management of a bank is guided by the credit policy adopted by the bank. The
credit policy of the bank helps the lending operation of the bank to be efficient and
profitable by minimizing the inherent risk.

2.3.2 Review of Articles

In this section, effort been made to examine and review of some related articles and
journals published in different economic journals, which. Among the various reviews of
various journals pertaining to the study, the maor and mostly contributing to the study

has been outlined bel ow.

Dr. Shrestha (2055), in her article “Lending operation of commercia banks of Nepal and
its impacts on gross domestic product” has presented with the objectives to make an
analysis of contribution of commercia banks lending to the gross domestic product of
Nepal. She has set hypothesis that there is a positive impact of lending of commercial
banks to the gross domestic product. In research methodology, she has considered gross
domestic product as the dependent variable and various sectors of lending viz. agriculture
individual, commercial services, general and social sector as independent variable. A
multiple regression technique has been anayzed in the contribution. The multiple
regression analysis has shown that all the variables expect service sector lending have a

positive on the gross domestic product.
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Mr. Ghimirein his article titled “Credit sector reform and NRB” has tried to highlight the
effects of change or amendment in NRB directives regarding loan classification and loan
loss provisioning. “Although the circumstances leading to financial problem or crisis in
many Nepali banks differ in many respects, what are common acres of most of the banks
for increased size of non-performing assets? To resolve the problem of the losses or
likely losses of this nature facing the industries NRB as the central bank, amended
several old directives and issued many new circulars in the recent years.” As opined by
him, since mgjority of the loans of most of the commercial banks of the country at
present falls under substandard, doubtful and even loss categories, loan loss provisions

now compared to precious arrangement would be dramatically higher.

In the conclusions he has mentioned that in the recent years, Nepal Rastra Bank has
worked for management and reforms of credit of the financia institution more seriously
and Nepa Rastra Bank has adopted reforms aimed not just at dealing with problem banks
but also at strengthening banking supervision to reduce the like hood of future crisis. “All
prudential directives of Nepal Rastra Bank in connection of credit sector reform have
been made revised on after April 2001. To adapt such changes there can be some
difficulties and for a better and harmonized reform NRB should continue to be supportive
proactive and also participative to take opinions of bankers for a change in regulation
policy taking place in the future.

Mr. Moris in his article entitled "Latin America’'s banking system” in the 1980's has
concluded with most of the banks concentrated on compliance with bank rules on reserve
requirement, credit allocation and interest rates, while analyzing loan portfolio quality,
sound investment policy, operating efficiency has largely been overlooked. In developing
countries, there are huge losses found in the bank's portfolio due to poor quality of their
oversight investment function. He further adds that poor management of financia
institution has involved inadequate and over optimistic loan appraisal, tax, loan recovery,
high risk diversification of lending and investments, high risk concentration connected
and insider lending, loan mismatching”. This has lead many banks in developing

countries to the failurein 1980's.
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Mr. Chetri In his article “Non-Performing Assets. A need for Rationalization”, the writer
has attempted to provide connation of the term non performing loan and its potential
sources, implication of non performing loan in financial sector in the South East Asian
region. He had also given possible measures to contain non performing loan. “Loans and
advances of financia institutions are meant to be serviced either part of principa of the
interest of the amount borrowed in stipulated time as agreed by the parties at the time of
Loan settlement. Since the date becomes past dues, the loan becomes non-performing
assets. The book of the account with lending institution should be effectively operative by
means of rea transaction effected on the part of the debtor in order to remain loan
performing.” As stated by the writer, the definition of non performing loan differs from
country to country. In some of the developing countries of Asia Pacific Economic
Cooperation (APEC) forum, aloan is classified as non-performing only after it has been
area for at least 6 months. Similarly, it is after three months, in India. Loans thus
defaulted are classified into different categories having their differing implication on the

asset management of financial institution.

He also stated that non performing assets are classified according to international practice
into three categories namely substandard, doubtful and loss depending upon the temporal
position of loan default. “Thus the degree of non performing assets depends solely on the
length of time the assets has been in the form on none obliged by the loanee. The more
time it has elapsed the worse condition of assets is being perceived and such assets are
treated according. As per Mr Chhetri’s view, failure of business which loan was used,
defective and below standard credit appraisal system, credit program sponsored by
government, slowdown in economy/recession, diversion of fund is some of the factors

leading to accumulation of non performing assets.

Charles and Chirstopher. (2002), “Do Banks provide financial slack?” in their main
hypothesis is that the banks have the ability to accurately price financia claims thus
including a preference for undervalued firms to choose bank debts as their marginal
financial sources. They refer to this expect that this information benefit will be weighted

against a varity of contracting costs in an firm’s ultimate financing choice. In particular,
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they find that firms who exhibit small pronouncement stock price urn-ups and those with
high stock return volatility are relatively more likely to announce new bank loans. Since
they expect that these firms are the most likely to be undervalued, these findings are
consist dent with the presence of an information benefit to bank debt finance. For identify
the firms weighted these information benefits of bank finance against other contracting
costs, they examine the variation. In the sensitivity of the bank loan likelihood to their
variables measuring potential under valuation. They find that firms with public debt
outstanding tend to exhibit a relatively low sensitivity of bank loan likelihoods to these
variables. Since they expect that the contracting costs of bank debt finance are relatively
that firm weights the information benefits of bank debt against the contracting costs. The
results suggest that for firms with public securities market for the firms to cross the
threshold where the information benefits of bank debt finance out weight the relatives

contracting costs.

Mr. Pradhan (2004) in his article “The Importance of Loan Information Center and its
Activities” published in NRB Annual Publication says that the loan information center
was established to fulfill the necessity of a company working in relation to information
related to loan. He further adds that the negative trends like delaying the payment of
principal and interest, deficient loan approval procedures, lack of constant inspection of
projects, lack of coordination between bank and finance companies have aided in the
increase of non-performing loans ultimately affecting the national economy negatively.
The author recommends the banks and finance companies to help the loan information
center by following the directives of Nepal Rastra Bank and utilizing the information
obtained from the center so that positive changes can be witnessed.

Mr. Shrestha (2002), in his article title “Modus Operandi of Risk Appraisal in Bank
Lending” has tried to highlight different aspects of credit risk management. As per his
view, as the effective risk management is central to good banking, the tradeoff between
risk and return is one of the prime concerns of any investment decision whether long-
term or short-term. He concludes, “Effective credit risk management allows a bank to

reduce risks and potential non performing assets. It also offers other benefits. Once banks
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understand their risks and their costs, they will be able to determine their most profitable
business, thus, price products according the risk. Therefore, the banks must have an
explicit credit risk strategy and supported by organizational changes, risk measurement
techniques and fresh credit process and systems. There are five crucial areas that
management should focus on:

& Credit sanctioning and monitoring process

& Approach to collateral

& Credit risk arises from new business opportunities

& Credit exposures relative to capital or total advances

& Concentration on correlated risk factors.

Apart from these, the bank management should regularly review all asset quality issues
including portfolio composition, big borrower exposures, and development in credit
management policy and process. He is hopeful that the banks adopt good risk
management practices and will be able to reap both strategic and operational benefit.

Mr. Shrestha (2055) in his articles, “A study on deposit and credits of commercial banks
in Nepal” concluded that the credit deposit ratio would be 51.30% other things remaining
the same in 2004 AD, which was the lowest under period review. So he had strongly
recommended that the commercia bank should try to give mote credit entering new field

as far as possible. Other wise they might not be able to absorb even its total expenses.

2.3.3 Review of Previous Thesis

Many researchers have published their article about the lending policy in Nepal. There
are many theses that have been conducted by students regarding the several of
commercial banks and financial institutions in order to achieve their goal effectively.

Some of these as supposed to relevant for the study are presented below.

Mr. Khadka (2002) has carried out research on “A Comparative Study on Investment
Policy of Commercial Banks” with objective to find out the relationship between

50



deposits, investment, loans and advances and net profit. She has made the following
conclusion while comparing the performance of NBL with NABIL, SCBNL and NBL.
She concludes, “NBL is comparatively less successful in on balance sheet as well as off-
balance sheet operations than that of other CBs. It predicts that in the coming days if it
could not mobilize and utilize its resources as efficiently as other CBs to maximize the
returns, it would lag behind in the competitive market of banking. Profitability positions
of NBL are comparatively worse than that of other CBs. It predicts that NBL may not
maintain the confidence of shareholders, depositors and its all customers if it cannot
increase its volume even in future”. As the bank experience many difficulties in
recovering the loans and advances and their large amount is being blocked as non-
performing assets. She suggested that there is an urgent needs to workout a suitable
mechanism through which the overdue loan can be realized.

Mr. Gautam (2002) conduct a study “Lending Practices and procurers of NBBL” has
outlined his mgor findings as follows. not concentrating only in big cities and large
groups, he has suggested NBBL to expand branches in rural areas. Banks should invest in
productive sector, develop the concept of micro of micro financing and group financing
should maintain the balance in its loan portfolio and current requirement of the
customers. Banks should give preferences to the short term lending. Banks should
provide the consortium loan for those for those projects under government guarantee and

security thereby uplifting the economic condition of the country.

Mr. Ghimire (2005) explored in his research “Non Performining Assets of Commercial
Banks: Cause and Effect” and found that Nepalese banking sectors in recent days are
facing severa problems with increasing number of problems. With the level of increasing
NPA profitability performances of the bank has been badly affected. To find out the
causes of non performing assets increment with commercial banks basis of loan floating
procedure follow up practice carried out by the bank for the recovery of overdue loan
outstanding, internal responsible factor causing NPA growth have been tried to sort out.

Analysis shows that relationships of borrowers with top management as the most adopted
basis for floating loan in Nepalese commercial banks. Similarly respondent identified
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portfolio management consideration the second basis for floating loan in the certain
sectors. Monitoring and control, security offered and financial strength were given
average emphasis. It was found that commercial banks are giving least weight on
personal integrity of the borrower while giving loan.

In regarding to the internal responsible factor that contributes turning good loan into bad
loan. It was found that bad intension, week monitoring and miss management are the
most responsible factor for non performing assets. Similarly weak legal provision and
credit concentration are found as the least preferred factor in turning good loan into bad.
Some factors such as lack of portfolio analysis not having effective credit policy and
shortfall on security were identified as having average effect on non performing assets
growth. In connection to the external factors, it has been found that recession political
and legal issues more relevant factors in turning good loan into bad, likewise, legal
provision for recovery as a reason for increment in non performing loan in Nepalese
banks was found the factor having least impact. Supervision and monitoring system have
been identified as average factor. It is therefore can be generalized that economic and
industrial recession and not having strong legal provision for loan recovery are the major

external factors that have major contribution for the increasing level of NPA.

Mr. Laudari (2001) has conduct his study entitled “A study on investment policy of
Nepal Indosuez Bank Ltd, In comparison to Nepal State Bank of India Bank Limited”
The researchers’ main objective of the study was to examine the liquidity assets
management and profitability position and investment policy of NIBL in comparison to
NSBI to study the growth ratios of loan and advances and investment to total deposits
and net profit of NIBL in comparison to NSBI. Through his research Mr. Shib Ra
Laudari has found that the NSBI and NIBL banks current assets have exceeded the
current liabilities therefore the ratio is consider satisfactory. But there cash reserve ratios
have flucted in high degree. However NIBL has maintained both current ratio and cash
reserve ratio better then of NSBI. As per Mr. Laudari the assets management ratios shows
deposit utilization of NIBL is less effective than NSBI. He stated that NIBL has invested
lesser amount on government securities and share and debenture than that of NIBI.
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Mr. Dhungana (2002), in his thesis the “Investment policy of Nepal Bangladesh Bank
Ltd. And Other Joint Venture Banks” summarizes that the mushrooming of joint venture
banks is present situation of Nepalese financial system. There is a high flow of money in
the market but less viable and invest able project. Few commercia banks are
continuously making profit and satisfying their shareholders and returning them adequate
profit. This has attracted the potential customer to pour their money into banks, as there
very few sectors to make a profitable investment and investors are aways reluctant to
risk. But lack of sound investment policy is one the reasons for commercial banks not to
utilize properly its deposits in profitable projects. He recommends Nepal Bangladesh
Bank Ltd. to implement a sound collection Policy. The policy should ensure rapid
identification of delinquent loans, immediate contact with borrower and continual follow-

up until aloan is recovered.

Mrs. Bhattarai in her thesis paper outlined, “Lending Policy of Commercial Banks in
Nepal” has tried to examine the lending policy of the commercia banks. She has
concluded that efficient utilization of resources is more important than collection of the
same Lower investment means lower capital formation that hampers economic
development of the people and the country. Therefore, she recommended that bank

should give emphasis on efficient utilization of resources.

Mr. Tamang (2005) conduct a thesis “A Comparative Study on Credit Management in
Himalayan Bank Ltd. and NABIL Bank Ltd.” has found out that the credit practices of
NABIL in terms of loans and advances to deposit ratio was found relatively low mean
score than HBL. It indicates that NABIL has been strong to mobilize its total deposit as
loan and advances in comparison to HBL. Efficiently in terms of loan and advances to
current asset ratio was found higher in NABIL (i.e.3.2251>2.1426) in which indicates
that short term lending practices of NABIL Bank was found relatively good position.
HBL has best performance to generate interest income from loan and advances in
comparison to NABIL (i.e.839.42>781.66). Lending policy of NABIL Bank in terms of
loan loss provision to total loan and advances was found relatively better than that of

HBL because the mean score of the result was relatively low (i.e.0451<0.0777). Lending
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policy of NABIL Bank with regard to non-performing loan to total loan and advances
was found relatively better in comparison to HBL because the means scores of the result
was found relatively greater (i.e.1.077>1.044 and 0.03278>0.0220) respectively.

The finding also showed meaningful that the quality of management in both banks was
found to be good because the means score of the component management quality scored
above the average (i.e.4.6527). Because al the items designed for study scored above the
average and that resulted relatively high level of management quality. But in comparison,
the means score of NABIL Bank was higher than the mean score of HBL (i.e
4.7143>4.5979). It means that the employees of NBL perceived relatively higher-level
management quality than HBL. The finding also showed that result was not significant at
0.01 levels of significance.

Mr. Karmacharya in his thesis paper, “A study on the deposit mobilization by the Nepal
Bank Ltd.” Has concluded that the utilization side of NBL. Is weak as compares to the
collection resources. Karmacharya has mentioned that the bank has successfully
maintained its liquid asset position but could not mobilize its resources efficiently.
Karmacharya has suggestion to set up more banking branches to increase the deposit
collection and long-term as well as short-term credit. Karmacharya has recommended not
to consider security factor only but to provide loan to genuine projects without security.

Mr. Sharma (2002), in his study about “Priority Sector Investment of Commercial Banks
in Nepal”, with the objective of highlighting the priority sector investment and repayment
state of commercia banks in Nepa through intensive banking programmed and to show
the repayment position of the sector has concluded, “All the three commercial bank
covered in this study have contributed to the credit to priority sector. But the efforts made
by different banks are not in the same proportion. NABIL has contributed highest amount
of credit to agriculture and cottage industry. NBBL has contributed highest amount to
services sectors. So for the loan repayment from priority sector is concerned NABIL has
very satisfactory performance where as NBBL has very low performance or loss

repayment overdue loan have been observed more in agriculture.”



He has further suggested that, commercia banks should improve the repayment loan by
generation the income of rural farmers. Reinvestment and right utilization of bank loan
are the cost of the commercial banks since there is a need to increase assets by better
arrangement of institution and organization, the manager and loan staff of the branches
should be provided with adequate training so that they could identify right borrowers,
right project and ensure correct project appraisal. Reinvestment is the available source to

increase the paying capacity of the borrowers.

Miss Ojha (1997) has drawn her conclusion in her thesis “A study on priority sector
investment in commercial bank with special reference to Rastriya Banijya Bank” that the
bank was unable to meet the requirement of 12 % lending in the priority sector set under
NRB directives. During her study period, she further found low interest rate in priority
sector but increasing trend of overdue and its miss utilization. She has recommended
improving supervisions; evaluating borrower’s paying capacity and reducing the over due

through integrated program of priority sector loan.

Mr. Shrestha (2002), study regarding the “Investment Practices of Joint Venture Banks in
Nepal” has figured out that the commercia bank are more emphasized to be making loan
on short-term basis against moveable merchandise. Commercial banks have a lot of
deposits but very little investment opportunity. They are even discouraging people by
offering very low interest rates and minimum threshold balances. Commercial banks
invest their funds in limited areas to achieve higher amount of profit. Thisis regarded as
avery risk step, which may lead to the loss of profit as well as the principal. The credit
extended by commercial banks to agricultural and industrial sector is not satisfactory to

meet the growing need of the present.

Mr. Joshi (1982) in his thesis paper outlined “Lending policy of commercial banks in
Nepal” concluded that commercial banks have collected many resources from people but
they are far behind in their utilization. Commercial banksin Nepal are still lazy to play an
active role to utilize their resources collected from different sector in accordance with the

need of the economy.
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2.4 Review of NRB Directives

NRB is the apex institution in the money and capital market. Being the nation central
bank, it directs, supervises and controls the functions of the commercial Banks and other
financial institutions. Nepal Rastra Bank has issued directives to all commercial banks
and financia ingtitution ensuring transparency during loan disbursement. As per
provision, al commercia banks as well as financial ingtitutions are now required to
disclose the name of loan defaulters in every six months. Until now there was no such
legal system of disclosing the loan defaulter’s name. The new directives have also barred
the financia institutions from lending any amount to the blacklisted defaulter and his
family members. The credit information Bureau (CIB) can blacklist the firm, company or
clear the debt within the stipulated period. As per the set criteriafor blacklisting, the CIB
would monitor those individual s and companies that have the principle loans of above Rs.
one million. If the creditor fails to clear the amount within time or is found mission the

loans among others, the creditor can be blacklisted.

NRB has issued various directives in order to develop a healthy, competitive and secured
banking and economic system to ensure national development. The new, updated and
comprehensive set of directive has been issued on 2062-03-29 and is effective from
2062-04-01. While some of them are collections of existing directives, some other is new
additions. It can be safely assumed that with the updated and comprehensive set of
directive, the functioning of commercia banks would be more transparent and
systematic. The new and updated directive which is related with lending are briefly
discussed below:

Capital Structure of Banks:

The current regulation of NRB prescribes that al the new commercial banks are to be
established in Kathmandu at national level should have minimum paid up capital Rs.2000
million; the existing banks in operation are required to enhance the capital level to
Rs.2000 million by the end of FY 2065/66 BS. For this purpose and objective al the

commercia banks have furnished their plans to enhance the level of capital accordingly.

56



With effect from fiscal year 2062/63, the commercia banks need to have minimum of
capital adequacy as below:
Table: -2.4
Maintenance Minimum Capital Fund

TimeTable | Required Capital on the basis of Risk weighted assets
Core Capital Capital Fund
For FY 2061/62 5.5% 11%
For FY 2062/63 6.00% 12%
For FY 2063/64 5% 11%

It is to be noted that capital fund comprises of both primary capital and supplementary
capital. Similarly the risk-weighted assets will include both on-balance sheet items and
off-balance sheet items. Standard format and weighted percentage is given in the
directive itself and commercial bank need just to fill the columns to see whether required

percentage is maintained or not.

General Loan Loss Provision

Under this head provision made only against the pass loan should be included. The
amount should be limited up to 1.25 % of the total risk weighted assets. However, loan
loss provision on sub standard and doubtful loans should be available for inclusion under

the supplementary capital during the period as follows.

Table: -2.5

General Loan Loss Provision

Time Period L oan Loss Provision available for Supplementary Capital
For FY 2058/59 | Pass, Sub-Standard and Doubtful

For FY 2059/60 | Pass, Sub-Standard

For FY 2060/61 | Pass (Up to 1.25% of total risk weighted assets)

For FY 2061/62 | Pass (Up to 1.25% of total risk weighted assets)

For FY 2062/63 | Pass (Up to 1.25% of total risk weighted assets)
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Classification of outstanding loan and advances on the basis of aging

From the effective Fiscal year 2058/59, banks should classify outstanding amount of
Loans and Advances on the basis of aging. Loan and advantages should be classified into
the following four categories:

1. Pass L oans
Loans and advance whose principle amount not due and past due for a period up to 3
month shall be included in this category. These are classified as Performing Loans.

2. Sub-Standard L oans
All loans and advances that are past due for a period of 3 month to 6 month shall be
included in this category.

3. Doubtful Loans
All loans and advances, which are past due for a period of 6 month to one year, shall be
included in this category.

4. LossLoans
All loans and advances which are past due for a period of more than one year as well as
advances which have least possibility of recovery or considered unrecoverable and those

having thin possibility of even partial recovery in future shall be includein this category.

Provision for good loan

Loan and advances fully secured by gold, silver, fixed deposits receipts and Nepal
Government securities should be included under “pass” category. Where collateral of
fixed deposit receipt or Nepal Government securities or NRB bonds is placed as

securities against loan for other purposes, such loan is classified on the basis of aging.
Additional arrangement for “Loss” Loan Provision

Even if the loan is not due, loans having any or al of the following discrepancies shall be

classified as “Loss”
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The borrower has been declared bankrupt

The credit has not been used for the purpose originally intend.

The borrower is absconding or cannot be found

Owing to non-recovery, initiation as to auctioning of the collateral has passed six

months and if the recovery processis under litigation.

Loans provided to the borrowers included in the blacklist and where the credit

information bureau blacklists the borrower

Non-security at all or security that is not in accordance with the borrower’s

agreement with the bank
Purchased or discounted bills are not realized within 90 days from the due date

Additional arrangement in respect of term loan

In respect of term loans, the classification shall be made against the entire outstanding

loan on the basis of the past due period of overdue installment.

Loan Loss Provision Policy

NRB has issued the directives which commercial banks should make provision against

the loan disbursed them. The loan loss provision on the basis of the outstanding loans and

advances classified as per NRB Directives should be provides as follows:

Table: -2.6
Loan Loss Provision Policy
S.N | Classification of Define as Age Loans L oss
Loans Provision
01 | Passor Good Performing Loan | Principle not overdue up to 3 1%
months
02 | Sub-Standard Non-Performing | Principle overdue by more 25%
Loan than 3 month to 6 months
03 | Doubtful Non-Performing | Principle overdue by more 6 50%
Loan month to 12 months
04 | Lossor Bad Non-Performing | Principle overdue by more 100%
Loan than 12 months
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Additional Provisioning for Personal Guarantee L oans

Where the loan is extended only against personal guarantee, a statement of the assets,
equivalent to the persona guarantee amount not claimable by any other shall be obtained.
Such loans shall be classified as per above and where the loans fall under the category of
Pass, Substandard and Doubtful in addition to the normal loan loss provision applicable
for the category, an additional provision by 20 % point shall be provided. Classification
of such loans and advances shall be prepared separately. Hence the loan loss provision
required against the personal guarantee loan will be 21%, 45% and 70% for Pass,
Standard and Doubtful category respectively.

Rescheduling and restructuring of L oan
In respect of loans and advances falling under the category of Substandard, Doubtful or
Loss, banks may reschedule or restructure such loans only receipt of a written plan of

action from the borrower citing the following reasons:

& Evidence of existing of adequate |oan documentation

& Theinternal and external cause contribution to deterioration of the quality of loan.

& The reduced or risk inherent to borrower/enterprise determined by analyzing its
balance sheet and profit and loss account in order to estimate recent cash flows
and to project future ones, in addition to assessing market conditions.

& An evaluation of the borrower/enterprise’s management with particular emphasis

on efficiency, commitment and high standards of business ethics

Loan Loss Provision in respect of rescheduled, restructured or swapped loan

& Expect for priority sector, in respect of all types of rescheduling or restructured or
swapped loan, if such credit falls under Pass category according to Nepa Rastra
Bank directives, loan loss provision shall be provided at minimum 12.50%

& |In case of rescheduling or restructuring or swapping or insured of insured or
guaranteed priority sector credit, the loan loss provisioning shall be provided at
one fourth of the percentage.
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& |In respect of swapped loans, the bank accepting the loans in swapping has to
provide loan loss provision classifying the loan is swapping shall obtain
certification from the concerned bank of financia institution as to the existing

classification.

Loss Loan Provision for Priority Sector Lending

Full provision as per normal loan loss provisioning shal be made against the uninsured
priority and deprived sector loans. However in respect of insured loans the requisite
provisioning shall be 25% of the percentage normal loan loss provisioning. The required

provisioning in the case of insured priority/deprived sector credit is as follows:

Table: - 2.7

Loss Loan Provision for Priority Sector Lending

Classification of L oans L oans L oss Provision for

priority/deprived sector lending

Pass or Good 0.25%
Sub-Standard 5.00%
Doubtful 12.50%
Lossor Bad 25.00%
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CHAPTER-III
RESERACH METHODOLOGY

The research methodology is the systematic was of solving research problems. Research
methodology refers to the overall research processes, which a researcher conducts during
his/her study. It includes al the procedures from theoretical foundation to the collection
and anaysis of data. As most of the data are quantitative, the research is based on the
scientific models. It is composed of both parts of technical aspect and logical aspect, on
basis of historical data. Research is systematic and organization effort to investigate a
specific problem that needs a solution. This process of investigation involves a series of
well through out activities of gathering, recording and analyzing and interpreting the data
with the purpose of finding answer to the problem. Research methodology describes the
methods and process applied in entire study. It is preferable to call this study an in depth
analysis of the lending policy of commercial bank. To accomplish the goal, the follows

the research methodology describe in this chapter

3.1 Research design

Research design is the plan, structure and strategy of investigations conceived so as to
obtain answer to research questions and to control variances. Research design is the
arrangement of conditions for collection and analysis of data. To achieve the objective
the objective of this study, descriptive and analytical research design has been used.
Some financial and statistical tools have been applied to examine facts and descriptive

techniques have been adopted to evaluate lending of commercia banks.

3.2 Sour ce of data and data collection procedures

3.2.1 Sources of data

Secondary sources of data have been collected in order to achieve the real and fact data as

far as available. The major sources of the data are as follows:
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3.2.1.1 Secondary data

The secondary data, on the other hand, are those which have already been collected by
someone else and which have already been passed through the statistical process. The
major sources of secondary data are as follows:

& NRB Directives and Reports

& Nepa Rastra Bank Samachar

& Books related to loan portfolio

& Annua General Reports of the Bank

& Economic survey, HMG, Ministry of Finance

& National Newspaper, Journals, Websites and Magazines

3.2.2 Data collection procedures

This study is mainly based on secondary data, obtained from various sources mentioned
above. Nepal Rastra Bank publications such as quarterly economic bulletins, banking and
financial statistics, economy report so on have been collected by the persona visit of
concerned departments of Nepal Rastra Bank at Baluwatar. The data on some aspects of
bank has aso been obtained from the publications and websites. Most of data are taken
from each and every commercial banks website. Some supplementary data and
information and literature review have been collected from the Shanker Dev Campus

Library, NRB Library, different journal and magazines.

3.3 Populations and Sample

In statistics, population means whole. The populations refer to the industries of the same
nature and its service and product in general. The sample means the part of the whole.
Sample refers to the part chosen from the population. Thus, the total commercial banks
constitute the population of the data and the bank under study constitutions the sample for
the study. We are totally ignore the role of Global bank, Citizen bank of international,
Prime commercial bank, Bank of Asiaand Sunrise commercial bank becauseit isrunning
after July 2006. So that we are unable to gets their data and other information.
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3.4 Period of Study

The study coversfive fiscal years from 2002 to 2006 mid July.

3.5 Method of Analysis

To achieve the objective of the study, various financial, statistical and accounting tools
have used in this study. The analysis of data will be done according to pattern of data
available. The various calculated results obtained through financial, accounting and
statistic tool are tabulated under different heading. Then they are compared with each
other to interpret the results. Various tools applied in this study are presented as follows:

3.5.1 Financial Ratio

Financial analysisis the process of identifying the financial strength and weakness of the
firm by properly establishing relationship between the items of the balance sheet and
profit and loss account. A ratio is simply one number expressed in term of another and
such it expresses the quantitative relationship between any tow numbers. Ratio can
express in terms of percentage and proportion. Different kinds of char are the graphic
forms of expressing aratio. Financia ratio is the mathematical relationship between two
accounting figures. Ratio analysis is a part of the whole process of analysis of financial
statements of any business or individual concern especialy to take output and credit
decision. Ratio analysis is used to compare a firm’s financial performance and status to
that of the other firms or to it overtime. Even though there are ratios to analyze and
interpret the financial statement, only those ratios that are related to lending operation to
the have been covered in this study.

3.5.2 Statistical Tools
Some important statistical tools are used to achieve the objectives of the study. In this
study statistical tools such Trend analysis, Correlation of coefficient and regression

analysis have been used.



3.5.2.1 Trend Analysis

When a series of data pertaining to a series of continuing periods should be studied it
characteristics and its future direction is the best estimated by the time series. Time series
anaysis a series of data keeping in minds the various short term and long term

fluctuations.

3.5.2.2 Mean (Average)
Mean is the sum of al the observation divided by the number of observations. The

arithmetic mean can be computed as:

Mean (average)

_2X

3.5.2.3 Correlation Coefficient

Correlation is the statistical tool that we can use to describe the degree to which one
variable are linearly related to another. The coefficient of correlation measures the degree
of relationship between tow sets of figures. Among the various methods of finding out
coefficient of correlation, Karl Person’s method is applied in the study. The result
coefficient of correlation is aways between +1 and —1. When r = +1, is means there is
perfect relationship between two variables and vice versa. When r = 0, it means there is

no relationship between two variables.

DREDRINW)
02 %= xf Y y2 - (S yf

3.5.2.4 Coefficient of Deter mination
Coefficient of determination is the square of correlation coefficient. It denotes the extend

of chargesin dependent variable that can be explained by independent variable.

Coefficient of determination (r?) =r x r
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3.5.2.5 Probableerror (P.Er)
With correlation coefficient, probable error is calculated to measures the extent of

dependent variable that can be explained by the independent variable.

1-r?

n

Probable error (P.Er) = 0.6745x

3.5.2.6 Regression Analysis

Regression analysis is used to estimate the likely value of one variable from the known
value of the other variable i.e. in regression analysis we established a kind of average
irreversible functional relationship between the two variables. The cause and effect
relationship is clearly indicated through regression analysis than by correlation.
Regression analysis has been developed to study and measures the statistical relationship
between two variables only then the process is known as the simple regression analysis.
Regression lines express in term of mathematical relations are known as regression
equations. It is the line which gives the best estimates for the values of Y for any
specified value of X.

Regression equation of Y on X is given by

Y=a+b
Where,
Y = Dependent variable a= Intercept of theline
X = Independent variable b= Slope of theline

The values of the constants ‘a’ and ‘b’ can be determined by solving two normal

equations (applying principle of method of least squares)

D y=na+b) x
D xy=ay x+b) x*
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CHAPTER-IV
PRESENTATION AND ANALYSISOF DATA

Lending is one of the most important factors that have been developed to facilitate
effective performance of commercial bank management. Lending policy is the formal
expression of the commercial banks goals and objectives stated in financial term for
specific future period. Loan and advances is the basic indicator for determining profit,
performance, efficiency and strength of commercial banks.

This chapter is concerned with the presentation and analysis of data collected. In this
chapter, the data collected from various sources have been presented and analyzed to
measure the various dimensions of the problems of the study. In this process numerical
data, tables charts are used to visualize and get the solution of the problem. In some
cases, the opinion of the researcher has been conducted. Presentation and analysis of data
part help to draw the result and inference and thereby make conclusion and

recommendation.

4.1 M easuring the commercial bank’s lending strength

The relationship between various assets and liabilities of the balance sheet has been
established to show the lending strength of lending of commercial banks comparatively.
An attempt is made to determine the lending strength in absolute figure of each
commercia bank.

4.1.1 Loan and advancesto total deposit ratio

Commercia banks can collect deposit only ten times more then their authorized capital.
Commercia bank cannot provide all deposit for loan and advance, Investment so on.
According to NRB directives, commercial bank can provide only up to 88% of loan from
fixed deposit, 50% from saving deposit and call deposit. However, they can not provide
loan from current deposit. Commercia bank must deposit two or five percentage of their
total deposit in NRB account. This percentage is fixed by their type of deposit.
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The main sources of bank’s lending are its deposit. Thus, Loans and Advances to total
deposits ratio actually measures how successfully the commercials banks are able to
mobilize their total deposits on loans and advances for the purpose profit generation and
fund mobilization power. Higher the ratio indicates the better mobilization of total
deposits, but too high ratio is not being better from its liquidity point of view. Lower ratio
indicates the idle amount of deposit. So that higher ratio is favorable. Total loan and
advances to total deposit ratio is calculated by total loan and advances divided by total
deposit.

Table-4.1 show the five years average loan and advances to total deposit ratio
commercia banks.
Table-4.1

Loan and advance to total deposit ratio

Banks | Ratio | Banks | Ratio | Banks | Ratio

NBL 50.8% | NSBIB | 76.2% | NIC 77.3%
RBB 66.9% | NBBL 77.2% | MBL 83.2%
NABIL | 63.1% | EBL 75.3% | KBL 86.0%
NIB 68.9% | BOK 76.2% | LAXMI 96.6%
SCBL 36.4% | NCCB 82.6% | SBL 107.9%
HBL 55.1% | LBL 89.4% | ADB 36.9%
Five year average |loan and advances to total deposit ratio of

whole commercia banks = 60.93%

(Appendix:-17)

Average five year loan and advances to total deposit ratio of whole commercial banks
was 60.93%. NBL, SCBL, HBL and ADB ratio was below then average commercial
bank ratio i.e. 60.93%. It means, they have so many idle amount of deposit and it
increases their deposit expenses which decrease their profit. They are unable to utilize
their deposit for the profit generating purpose in effective way. Remaining banks have
satisfaction ratio, which are above 60.93%. The first commercial bank NBL has 50.8%
ratio, where as lastly establish SBL has 107.9% ratio. SBL is able to mobilize their
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deposit in right way and get more profit but in other side SBL have to face liquidity
problem in the future because his lending is 7.9% more then total deposit collection. SDB
has the highest ratio where as ADB and SCBNL has lowest ratio.

Figure:--4.1

Loan and advances and total deposit
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(Appendix:-1 and 5)

Figure:-4.1 show the each year loan and advances and total deposit of whole commercial
banks and their ratio. Each and every year the volume of loan and advances and total
deposit was increasing trend but the ratio was in decreasing trend. In the year 2002
commercia banks loan and advances to total deposit ratio was 0.613. Next two year it
was going to decrease and reach to 0.599. After that, it was in increasing and decreasing
trend. In the last five year, the ratio was decreasing by 0.018 and reach to 0.595 in the
year 2006.

Lastly, it can be concluded that the newly established banks ratios are strongest then
oldest banks. SCB and HBL are unable to maintain their ratio. They are in weak position.
Remaining banks are able to maintain their ratio. They are in strong or in better position
regarding mobilization of total deposit on loan and advances and acquiring higher profit.
Higher ratio is not good from the view point of liquidity as the loans and advances are not
liquid as cash and bank balance.
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4.1.2 Non interest bearing deposit to total deposit ratio

The cost of deposits is the major expenses of commercial banks. Banks cannot avoid
costly deposits at all but they can maintain the certain proportion between interest bearing
deposits and non-interest bearing deposits by administering the interest rate structure.
Current deposit is known as non interest bearing deposit. This ratio measures the volume
of non-interest bearing depositsin total deposits. In practices interest-bearing deposits has
aways been playing a significant role in the mix of deposit liability. This ratio is
calculated by non interest bearing deposit by total deposit. Higher ratio is favorable
because in this type deposit banks did not pay any interest.

Table:-4.2 explain the ratio of five year average non interest bearing deposit to total
deposit ratio.
Table:-4.2
NIBD to Total Deposit Ratio

Banks | Ratio | Banks | Ratio | Banks | Ratio
NBL 15.4% | NSBIB | 18.7% | NIC 5.3%
RBB 13.9% | NBBL 8.7% | MBL 3.0%
NABIL | 18.5% | EBL 9.0% | KBL 4.9%
NIB 11.8% | BOK 13.9% | LAXMI | 7.9%
SCBL |249% | NCCB | 6.7% | SBL 3.4%
HBL 18.2% | LBL 4.3% | ADB 6.7%
Five year average NIBD to total deposit ratio of

whole commercia banks = 13.63%

(Appendix:-22)

The five year average non interest bearing deposit to total deposit ratio of whole
commercia bank is 13.63%. NBL, RBB, NABIL, SCBL, HBL, NSBIB and BOK have
the higher ratio then 13.63%. This indicates that they are the most successful in collecting
cheapest fund. Which decrease their interest expenses and they are able to get higher
profit. Remaining banks have lowest ratio. They are unable to collected non interest

bearing deposit. That means they have mostly interest bearing deposit which increase
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their deposit expenses. Their interest expenses will high which affect their interest
income in negatively i.e. lower ratio decrease their profit. It found that oldest bank are

successful to collected non interest bearing deposit then newly establish banks.

Figure:-4.2
NIBD and total deposit
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(Appendix:-1 and 2)

Figure:-4.2 show the per year non interest bearing deposit and total deposit of whole
commercial banks and their ratio. Volume of total deposit and non interest bearing
deposit both are in increasing each and every year. That was quite satisfaction for
commercia banks. In the year 2002, Non Interest Bearing Deposit to Total deposit ratio
was 0.131 and it was increase by 0.013 and reached to 0.144 in the year 2004. After that,
it was in decreased by 0.015 and reached to 0.129 in 2006. In the last five year this ratio

was decrease by 0.002.

4.1.3 Loan and advancesto total assets

Loan and advances is the mgjor components of the total assets, which indicate the ability
of banks to utilize its deposits in the form of loans and advances to earn high return. It is
an appropriate level to generate profit. The high degree of this ratio indicates the good
performance of the commercia banks in mobilizing its funds by way of lending function.
However, its reverse side, the high degree of this ratio is representative of low liquidity

ratio either.
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Granting the loan and advances always carries a certain degree of risk. Thus, this asset of
banking business is regarding as risk assets. This ratio also measures the management
attitudes towards risk assets. The low ratio is indicative of low productivity and high
degree of safety in liquidity and vice versa. The interaction between risk and return
determines this ratio. This ratio is calculated by dividing loan and advances by total
assets.

Table:-4.3 show the five years average loan and advances to total asset ratio of

commercia banks.

Table-4.3
Loan and advance to total assets ratio

Banks | Ratio | Banks | Ratio | Banks | Ratio

NBL 28.4% | NSBIB | 61.3% | NIC 19.7%
RBB 34.3% | NBBL | 61.2% | MBL 43.2%
NABIL | 48.9% | EBL 58.4% | KBL 70.6%
NIB 58.7% | BOK 62.4% | LAXMI | 70.9%
SCBL | 30.8% | NCCB | 63.1% | SBL 79.7%
HBL 47.1% | LBL 67.9% | ADB 31.5%

Five years average loan and advances to total asset

ratio of commercia banks = 40.38%
(Appendix:-20)

The average loan and advances to total asset ratio of whole commercial bank was
40.38%. NBL, RBB, SCBL, NIC and ADB have the lower ratio then average commercial
banks ratio. These banks have lowest credit risk. So that, they are unable to maximize
their profit. They are unable to utilize their total assets as loan and advances. SBL,
LAXMI, KBL have the highest ratio so that they have maximum risk in loan and advance
but in other side they are success to mobilize their total assets and get more profit.
Remaining commercia banks are in quite satisfaction, which have average risk and

average return.

72



Figure:-4.3 show per year loan and advances and total assets of whole commercial banks
from 2002 to 2006 and their ratio. Volume of both total loan and advance and tota
deposit are increasing per year but total loan and advances was increasing smoothly with
the comparison to the total assets. In other side loan and advances to total assets ratio was
in decreasing per year. In the year, 2002 when this ratio was 0.412 it was decreases by
0.08 and reached to 0.404 in the year 2006. The overall ratios have been in decreasing
trend.

Figure:-4.3
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(Appendix:-3 and 5)

4.1.4 Loan and advances and investment to total deposit ratio

Loans and advances and investment are the maor area of fund mobilization of
commercia banks. Loan and advances is the first type of application of funds, which has
more risk as compare to investment and gives more return. Investment is cushion against
the liquidity risk and at the same time, it gives return. The investing activity of
commercia banks has low level of risk and low level of return. Loans and advances and
investment to total deposit ratio indicates the firm’s fund mobilization power. The main
sources of bank’s lending and investment is its deposits. This ratio measures the ability of
bank in generating income from bank’s deposit liability. This ratio is calculating by loan
and advances, investment dividing by total deposit. Thisratio is favorable when it is 75%
or higher.
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Table:-4.4 show the five year average loan and advances, investment to total deposit ratio

of commercia banks.

Table: -4.4

Loan and advances, investment to total deposit ratio

Banks | Ratio | Banks | Ratio | Banks | Ratio

NBL 82.2% | NSBIB | 101.5% | NIC 99.8%
RBB 79.7% | NBBL | 94.85% | MBL 89.6%
NABIL | 84.7% | EBL 100.8% | KBL 100.5%
NIB 81.3% | BOK 100.0% | LAXMI | 109.0%
SCBL | 73.4% | NCCB 89.4% | SBL 116.8%
HBL 72.6% | LBL 98.8% | ADB 36.9%

Five year average Loan and advances, investment to total

deposit ratio of whole commercial bank = 76.65%

(Appendix:-19)

The five year average loan and advances, investment to total deposit ratio of whole
commercia bank is higher then 75%. That means this ratio of commercia bank is in
satisfaction mode. SCBL, HBL and ADB ratio was below the average of whole
commercia banks ratio. That means these three commercial banks are unable to utilize
their deposit in effective way. Their ratio indicates that these three commercial banks
have very poor mobilization power according to other commercial banks. Remaining
commercia bank ratio is higher then 75%. They are able to mobilize their deposit in the
form of loan and advances and investment. Show that they are able to generate higher
profit then other banks. They have lowest deposit expenses then SCBL, HBL and ADB.
SBL as the best performer in utilization its deposit in the form of loan and advances and
investment and ADB is unable to utilize its deposit. ADB is the worst performer among

the all commercial banks.

Figure:-4.4 show the whole commercia banks per year loan and advances, investment

and total deposit and their ratio. Each and every year the volume of the whole
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commercial banks Loan and advances, investment and Deposit are increasing trend.
Whole commercial bank loan and advances, investment and total deposit ratio is above
standard each and every year. Whole commercial bank loan and advances, investment
and total deposit ratio was 0.77 in the year 2002 and it was increasing by 0.06 in the year
2005 and reach to 0.83.in the year 2005. After that, it was reach to 0.79 at 2006 mid July.

Figure:-4.4
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(Appendix: - 1, 5 and 6)

4.1.5 Cash and bank balanceto Total deposit ratio

Cash and bank balance are assets that constitute the commercial banks first live of
defense and consist of cash in hand, foreign cash on hand, cheques and other cash items
balance with domestic commercial banks, financia institution and balance held in
abroad. Cash and bank balance to total deposit ratio measures the proportion of most
liquidity assetsi.e. cash and bank balance among the total current assets of bank.

This ratio is calculated cash and bank balance divided by total deposit. Higher ratio
shows the banks ability to meet demand for cash another way higher ratio also show idle
of cash in bank. However, high ratio is unfit as capital will be tied up and opportunity
cost will be higher. Minimum 12% of this ratio was to be maintained by every

commercia bank.
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Table:-4.5 show the five year average Cash and bank balance to total deposit ratio of

every commercia banks.

Table:-4.5
Cash and Bank Balance to Total Deposit Ratio

Banks | Ratio | Banks | Ratio | Banks | Ratio
NBL 16.1% | NSBIB | 11.6% | NIC 11.1%
RBB 23.1% | NBBL | 12.6% | MBL 12.5%
NABIL | 5.5% | EBL 11.6% | KBL 8.6%
NIB 13.6% | BOK 9.3% | LAXMI | 13.9%
SCBL 6.9% | NCCB | 17.0% | SBL 4.9%
HBL 7.4% | LBL 11.8% | ADB 9.9%
Five years average Cash and bank balanceto total

deposit ratio of whole commercia banks =13.12%

(Appendix:-21)

Five years average Cash and bank balance to total deposit ratio of whole commercial
banks is 13.12%. In an average commercial banks are able to maintain their ratio. RBB,
NBL, NIB, NBBL, NCCB, MBL and LAXMI are able to maintain their ratio above the
average. They are able to meet their customer daily requirement for cash. But in other
side, they are unable to utilize their fund successfully. Remaining banks are unable to
maintain their ratio. There cash and bank balance to total deposit ratio was below the
average. Among of them SBL and NABIL banks have lowest cash and bank balance to
total deposit ratio. Thisis cause by they are utilized their funds in productivity way.

Figure:-4.5 show per year cash and bank balance to total deposit of whole banks from the
year 2002 to 2006. The volume of total deposit was in increasing way per year but the
cash and bank balance was in decreasing per year. The cash and bank balance to total
deposit ratio was in running quite smoothly. But it was in exactly in decreasing trend.
The higher ratio was in the year 2002. In the year 2002, the ratio was 0.198 in it was
decreased by 0.089 in the year 2006 and reached to 0.109. This declined of ratio of
commercial banks has caused due to high degree of increasesin lending and investment.
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Figure:-4.5
Cash and Bank Balance and Total Deposit
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(Appendix:-1 and 13)

4.2 Measuring the lending performance in quality, efficiency and its
contributed in total profitability

In this section, the lending efficiency in term of its quality and turnover is measured. For
this purpose the relationship of different variable of balance sheet and profit and loss
account are established.

4.2.1 Loan Loss Provision to total loan and advancesratio

It is occurred when the debtors fail to pay their loan. Loss of loan is not only the default
of debtors but it is because of the failure of recovery of loan by the commercia bank.
Negligence in its part makes a negative impact on the earning and capital of a bank very
badly. Greater loan loss provision is made in income statement if high loss is expected.
However, this will lead to low profit and possible losses and product low increase or

decrease capital.

The loan loss provision to total loan and advances ratio shows how efficiently the
commercia bank manages their loan and advances and makes effort for timely recovery

of loan and advances. Lower ratio signifies the good quality of assets in the total volume
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of loan and advances. This ratio is calculated dividing loan loss provision by total loan

and advances.

Table:-4.6 show the five year average total loan loss provision to total loan and advances

ratio of each and every commercial bank.

Table:-4.6
Loan Loss Provision to Loan and Advances Ratio

Banks Ratio |Banks | Ratio |Banks Ratio
NBL 1.18% | NSBIB 0.88% | NIC 0.83%
RBB 1.86% | NBBL 1.50% | MBL 0.33%
NABIL 0.32% | EBL 0.67% | KBL 0.86%
NIB 0.43% | BOK 1.28% | LAXMI 0.38%
SCBL 0.34% | NCCB 1.93% | SBL 0.76%
HBL 0.04% | LBL 7.44%

Five year average whole commercia bank Loan loss provision

to loan and advances ratio = 1.09%

(Appendix:-28)

The whole commercia bank five year average loan loss provision to loan and advances
ratio is 1.09%. LBL, NBL, RBB, NBBL, BOK, NCCB have higher ratio then 1.09%. So
that they are unable to manage their loan and advances and makes effort for timely
recover loan. Their loan loss provision to loan and advances ratio is highest. Highest ratio
increase expenses and it also decrease the profit. Remaining banks are able to manage
their loan loss provision below the average i.e. their ratio was less then 1.09%. They are
able to utilize their loan and advance and get return from their loan. Among all of them

HBL is success to manage hisloan and LBL have the worst ratio among all of the banks.
4.2.2 Interest Expenses of Deposit to Total Deposit

Commercia banks should be give priority to collect the cheaper deposit from various

sources. The commercial banks performance depends upon its ability to generate cheaper
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funds. More the cheaper fund will be the profitability in generating loan and advances
and vice versa. The high interest expenses of deposit to total deposit ratio indicates of
costly deposit collection and this adversely affects its running cost and lending
performance of banks. This ratio is calculated interest expenses of deposit divided by
total deposit. Table:-4.7 show the five year average total interest expenses of deposit to

total deposit ratio of each and every commercia banks.

Table:-4.7
Interest Expenses of Deposit to Total Deposit

Banks | Ratios | Banks | Ratios | Banks | Ratios
NBL 1.81% | NSBIB | 3.48% | NIC 2.82%
RBB 1.18% | NBBL | 4.68% | MBL 3.75%
NABIL | 1.90% | EBL 3.88% | KBL 3.91%
NIB 2.34% | BOK 3.17% | LAXMI | 3.92%
SCBL 1.34% | NCCB | 5.17% | SBL 3.75%
HBL 1.95% | LBL 4.29%

Five year average interest expenses of deposit to
total deposit ratio = 2.07%

(Appendix: 23)

Five year average Interest expenses of deposit to total deposit ratio of whole commercial
banks is 2.07%. RBB, NBL, NABIL, SCBL and HBL were only able to manage their
deposit in lower cost. So that they can use their deposit in efficiency way and get more
profit. Remaining commercial bank has higher cost of deposit. Higher ratio increases
their running cost. It decreases their lending performance, efficiency and profit. NCCB,
NBBL, LBL have costly deposit fund. They have higher running cost. Their ratio is more
then 4%.

Oldest commercia banks are able to handle lowest cost for deposit then newly establish

banks. RBB was able to manage their deposit for lowest cost among all the commercial
banks and NCCB and LBL have the highest costly deposit expenses.
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Figure:-4.6
Per year Interest Expenses of Deposit to Total Deposit
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(Appendix:-1 and 7)

Figure:-4.6 show the whole commercial banks per year interest expenses of deposit to
total deposit ratio from last five year. Thisratio was not flow in same way. In the last five
year commercial banks are able to collected deposit in lowest rate in 2002. In the year
2002, this ratio was 1.09 percentages, which was increase by 1.22 percentages in the year
2004 and reach to 2.31. Then it was decline per year and reached to 2.29% in the year
2006. The highest ratio was bearing by commercial bank in the year 2004. Then they are
able to manage their cost of deposit in lower rate.

4.2.3 Total interest expensesto Total asset

Total interest expenses to total assets ratio measures the percentage of total interest
expenses against total assets. This ratio was calculated by dividing total interest expenses
by total assets. Higher ratio indicated the higher interest expenses on total assets and vice
versa.Table-4.8 show the five year average total interest expenses of deposit to total

deposit ratio of each and every commercial banks.
Five year average total interest expenses to total assets ratio of whole commercial bank is

1.40%. NBL, RBB, SCBL, NIC banks are able to mobilize their assets with lower

expenses. Their ratio is lower than 1.40%. Therefore, they are success to generate more
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profit. Remaining banks have higher ratio then average bank ratio 1.40%. Among of
them, NCCB, KBL, LBL, NBBL and EBL have higher ratio. They have to minimize their
expenses. It can be concluded that oldest commercial banks are in better position from
payment of interest point of view. It seems to be successful to collect its assets from less

expensive sources in comparisons to newly established commercial banks.

Table:-4.8
Tota interest expenses to total asset ratio

Banks | Ratio | Banks | Ratio | Banks | Ratio
NBL 1.05% | NSBIB | 2.81% | NIC 0.72%
RBB 0.6% | NBBL | 3.72% | MBL 1.95%
NABIL | 1.49% | EBL 3.04% | KBL 3.43%
NIB 2.03% | BOK 2.65% | LAXMI | 2.95%
SCBL | 1.13% | NCCB | 3.95% | SBL 2.76%
HBL 167% | LBL 3.27%

Five year average total interest expenses to total

assets ratio of whole commercia bank =1.40%
(Appendix:-26)

Figure:-4.7 show the whole commercial banks total expenses to total assets ratio from the
year 2002 to 2006

Figure:-4.7
Per year total interest expenses to total asset ratio
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(Appendix:-3 and 8)
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In the year 2002 commercia banks, bear lowest expenses ratio that is only 0.73 %. After
that ratio was in increasing to and reached to 1.60% in the year 2004. Commercial banks
ratio was decrease in 2005 and increased in year 2006. Day by day commercia banks

expenses volume isincreasing trend.

4.3.4 Total interest income from loan and advancesto total interest income

Loan and advances plays a big role in interest income. This ratio measures the
contribution made by interest from loan and advances to total interest income.
Commercial bank main sources of income was generate from loan and advances. This
ratio measures how efficiently the banks have employed their fund in lending. This ratio
calculated by dividing interest income from loan and advances by total interest income.

Higher ratios indicate the higher profit from loan and advances.

Table:-4.9 show the five year average total interest income form loan and advance to total

interest income ratio of commercial banks.

Table:-4.9
Total interest income from loan and advance to total interest incomeratio

Banks | Ratio | Banks | Ratio | Banks Ratio
NBL 74.0% | NSBIB 88.4% | NIC 83.1%
RBB 85.1% | NBBL 91.9% | MBL 93.9%
NABIL 75.1% | EBL 81.1% | KBL 86.5%
NIB 88.3% | BOK 83.3% | LAXMI 91.3%
SCBL 53.8% | NCCB 96.4% | SBL 91.4%
HBL 74.8% | LBL 93.8%

Five year average |loan and advances to total interest income

ratio of whole commercial bank = 80.45 %

(Appendix:-26)

Loan and advances is the main sources for commercial bank’s profit. More then 80 %

profit of commercial banks was generating from loan and advances. The five year
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average loan and advances to total interest income ratio of whole commercia banks is
80.45%. NBL, NABIL, HBL and SCBL have the lowest ratio. They are unable to get
more income from their lending. SCBL only get 53.80% interest income from loan and
advances. LBL, LAXMI, NCCB, MBL, SBL, NBBL were earned more then 90% interest
from loan and advances. They are success to utilize their lending for generating profit.

Remaining commercia banks have satisfaction ratio.

Figure:-4.8
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(Appendix:-9 and 10)

Figure:-4.8 show the total interest income from loan and advances and total interest
income and their ratio of whole commercials banks. Each and every year loan and
advances and total interest income volume of commercial banks was in increasing trend.
Both are in highly increased. In the year 2002, total interest income from loan and
advances to total interest income ratio was 0.810 and decrease by 0.013 and reach to
0.797 in the year 2003. After that year it was increase in the year 2004 and 2005 and
reach to 0.827 in the year 2005. Then it is decrease by 0.045 in year 2006. Interest
income from investment is increasing trend which was the cause of decreasing total
interest income from loan and advances and total interest income ratio. However, in

average interest income from loan and advances is satisfaction situation of commercial

banks.
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4.2.5 Capital Risk Ratio

The capital risk ratio indicates how much assets value may decline by bank before the
position deposition and other creditors. Therefore, a bank needs to maintain sufficient
capital in relation to be nature and condition of its assets, its deposits liability and other
corporate responsibilities. This ratio measures ability of bank to attract deposits and inter
bank funds. It aso determines the level of profit. A bank can earn if abank chose to take
high capital risk. Capital fund include the reserve, share premium, paid up capital, retain
earning so on. Capital risk ratio is calculated capital fund dividing by risky weighted
assets.

Table:-4.10 show the Four year average capital risk ratio of each and every commercid
bank.
Table:-4.10
Four year average capital risk ratio

Banks | Ratio | Banks | Ratio | Banks | Ratio
NBL (25.61) | NSBIB | 12.13 | NIC 14.88
RBB (44.61) | NBBL 5.46 | MBL 10.24
NABIL | 13.53 | EBL 12.46 | KBL 13.02
NIB 11.24 | BOK 12.54 | LAXMI | 25.65
SCBL 16.42 | NCCB | 5.17 | SBL 22.49
HBL 11.46 | LBL 3.29

(Source: Appendix:-15)

NBL, RBB have negative capital risk ratios. This indicates that they are unable to utilize
their capital fund and they have large size of negative capital fund so that they are unable
to get profit. SBL and LAXMI bank have higher ratio. That means they are success to
mobilize their capital fund and they have higher capital ratio risk. So that, they have
lower capital risk. So that they are able to get high return from their capital fund. LBL,
NBBL and NCCB banks have lowest capita risk ratio. That means they have higher
capital risk. Therefore they are getting lowest income. Remaining banks were also having
satisfaction ratio



Figure:-4.9
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(Appendix:-15)

Figure:-4.9 show the whole commercial banks capital risk ratio form year 2003 to 2006.
Two largest banks NBL and RBB have a huge negative capital fund each and every year,
which makes the whole commercial banks capital risk ratio negative each and every year.
The capital risk ratio is in decreasing trend. Capital risk ratio of whole commercial banks
was (12.04%) in the year 2003 but it was going to decrease and reach (5.30%) in the year
2006.

4.2.6 Return on loan and advancesratio

Return on loan and advances ratio measure the earning capacity of banks on its deposit
mobilized on loan and advances. Mostly loan and advances included loan cash credit,
overdraft bills purchased and discounted. In other words, this ratio indicates how
efficiently the banks have employed its resources in the firm of loan and advances.
Return on loan and advances ratio calculated by dividing interest income from loan and
advance by loan and advances. High ratio indicates a high success to mobilize fund as

loan and advances and vice versa.

Table:-4.11 show the five year average return on loan and advances ratio of each and
every commercial bank.
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Table: -4.11

Return on loan and advance ratio

Banks | Ratio | Banks | Ratio | Banks | Ratio

NBL 6.55% | NSBIB | 7.27% | NIC 5.30%
RBB 3.78% | NBBL 9.87% | MBL 7.73%
NABIL | 6.95% | EBL 8.37% | KBL 7.69%
NIB 7.20% | BOK 7.29% | LAXMI | 6.82%
SCBL | 7.58% | NCCB | 10.37% | SBL 6.91%
HBL 6.56% | LBL 7.28%

The whole commercial banks five year average

Return on loan and advances ratio = 6.22%

(Appendix:-29)

The average return on loan and advances of whole commercial banks is 6.22%. . RBB
and NIC banks have the lower return from their loan. Their return is below the average
ratio of commercial bank i.e. 6.22%. Other commercia banks get more return from their
loan then average commercial bank ratio. NCCB and NBBL are getting higher return
from their total loan then other banks. Remaining bank has quite satisfaction return on

their return on their loan.

Figure:-10
Return on loan and advances ratio of whole commercia bank
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Figure:-4.10 show the whole commercial banks return on loan and advances ratio. Each
and every year interest income from loan and advances is in increasing trend. In year
20083 this ratio was highly increased after that, its increasing trend is smoothly. In year
2002 this ratio was 0.025 after that it was increase by 0.049 in the last five year and reach
to 0.074 in the year 2006.

4.2.7 Return on total assetsratio

The commercial bank has to earn to satisfactory return on total assets. Commercial banks
have to well manage their assets, efficiently utilize of their assets to get higher return
from their assets. Return on total assets ratio measures the profit earning capacity by
mobilizing their available total assets. Return on total assets ratio was calculated net
profit divided by total assets. Higher ratio is preferable because higher ratio indicates the
higher return from the total assets and lower ratio indicates the bad performance of total
assets.

Table-4.12 show the five year average return on total assets of each and every

commercia bank.

Table:-4.12
Return on total assets ratio banks

Banks | Ratio | Banks | Ratio | Banks | Ratio
NBL 0.10% | NSBIB | 0.67% | NIC 0.30%
RBB | (1.94)% | NBBL | (0.89)% | MBL 0.65%
NABIL | 2.32% | EBL 1.06% | KBL 0.91%
NIB 1.36% | BOK 1.18% | LAXMI | (2.57%)
SCBL 2.35% | NCCB | (2.49)% | SBL 0.94%
HBL 1.13% | LBL (4.15%)

Five year average whole commercia bank return to
Tota assetsratio = (0.03%)

(Appendix:-31)

87



The return on total assets of whole commercial banks from 2002 to 2006 is negative
0.03%. That is the causes of more then five commercial banks of Nepal were running in
loss at that time 2002 and 2003 and their cumulative profit from the 2002 to 2006 was
still negative. RBB, LBL, NCCB, NBBL, LAXMI banks return is still negative. RBB and
LAXMI return on asses will be positive in near future because they are running in profit
from last 3 year. Remaining banks are able to mobilize their assets effectively and they
are able to get profit. SCBL and NABIL return on assets higher then other commercid
bank.

Commercial bank return on assets was going positively from last 3 year. In the year, 2002
and 2003 commercial banks return on assets ratio was negative. That is the cause of more
then five commercial banks of Nepal are running in loss at that time. After that, return on
assets was positive. Return on assets was increasing from 2004 and reached to 1.86% in
2006.

Figure:-4.11
Return on Assets
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(Appendix:-3 and 16)

4.2.8 Net Profit of commercial banks

Profit is the main elements that make commercial bank to survive in long run. Net profit
after al types of deduction such as bonus to employees, taxes and provision has been
used in this analysis. The volume of Net profit measures the success of a firm in every
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aspect of its efficiency. Table:-4.13 show the five year average net profit of each and

every bank.

Table:-4.13
Net Profit of Commercia Banks

(Rs. In million)
Banks | Ratio Banks | Ratio Banks | Ratio
NBL 64.95 | NSBIB 64.86 | NIC 62.36
RBB | (1572.41) | NBBL | (129.96) | MBL 47.67
NABIL 450.71 | EBL 120.41 | KBL 50.07
NIB 181.86 | BOK 112.41 | LAXMI | (69.71)
SCBL 544.35 | NCCB | (177.37) | SBL 20.64
HBL 300.40 | LBL | (198.77)
Commercial banks five year average net profit = (118.74)

(Appendix:-18)

The whole commercia banks five year average net profit is negative. That is Rs.118.74
million. In the study period 2002 and 2003 was the worst period for commercial banks.
At that time RBB, LAXMI, NCCB, MBL, SBL and NBL was suffering for huge loss.
After the year 2003, banks are able to get large profit. But their cumulative effective of
their net profit show whole commercial banks profit negative. Now, only LBL, NBBL,
NCCB are running in lost from last two year. They are unable to generate profit from
their lending and other activity. SCBL, NABIL and HBL are able to get highest profit in

the study period. Remaining banksis aso running in positive.

Figure:-4.12 show the per year profit commercia banks. The banking system was
experiencing a continuous losses trend during 2001 to 2003. Then after successful
restructuring of two big commercia banks result in better performance of whole banking
system. But it turned to post a net profit of Rs.3707 million in 2004. The net profit of
banking system further improved and reached to Rs.5205 million in 2005. The figure of
the net profit of the whole commercial banking system is Rs.7983.5 million in 2006 mid
July.

89



Figure:-4.12
Net Profit of whole commercial Banks (graph)
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(Source: Banking and Financial Statistic mid July 2006)

4.3 Portfolio behaviors of Lending

There are various types of borrowers and economy sector. It invests fund in various
types’ borrowers. Therefore, commercial bank provides loan and advances in different
sector to minimize their risk and maximize profit. The loan and advances granted to
various sector of economy and for various purposes to tota volume of loans and

advances is measured.

4.3.1 Priority sector lending

Commercial bank gives lending in some priority sector. Priority sector lending was
Classify into five sectors. They are agriculture, machine and import domestic industries,
services and power sectors. The Table:-4.14 show the loan and advances provide by
commercia banks in priority sector. Commercia banks give priority to services sector.
From last three years, it is in increasing trend. However, it was decrease in year 2006.
Machine and import sector lending was decreasing trend in per year. Power sector
lending was increasing per year. Lending in agricultural is the lowest condition and its

trend is decreasing.
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Table:-4.14

Priority sector lending of commercial banks

(Rs. In million)

Years | Agriculture | Domestic Industries | Services | Power Sector | Machine and Import
2003 1297.99 2031.89 | 3308.18 474.10 27.54
2004 487.36 1489.26 | 4340.39 503.48 15.60
2005 1914.20 3109.36 | 5336.75 965.55 11.9
2006 1206.8 18135 | 4025.1 1000.5 11.8

(Sources: Banking and financia statistics 2003 to mid July 2006)

The Figure--4.13 show four year average priority sector of loan and advances of

commercia banks. Most important share of the loan portfolio of the commercia banking

system was circulated to service sector and domestic industries sector. Lending to

production sector alone stand at 50.97% of total loan and advances and lending to

domestic industries was 25.30% in last four year. Agriculture sector was able to knock

only 12% of total loan and advances. Other magjor loan and advances distributed sectors

included Power sector 8.82% and machine and import sector included only 0.20% of total

|oan and advances.

Figure: -4.13
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4.3.2 Sector wise L oan and advance

There are 6 sector wise loan and advances of commercial banks. Which are Production,
Construction, Services industries, wholesaler and retailer, finance and insurance and
consumable loan is the main sectors wise lending area.

From the Table:-4.15 we can see that, form last four year lending in these different
sectors.

From the last four year Production sector alone held the dominant position on other sector
wise loan. All loan and advances was in increasing trend. However, a services industry
was in increasing from year 2003 to 2005. After that year it was decrease in the year
2006.

Table:-4.15

Sector wise loan and advances of commercia banks

(Rs. In million)

Year | Production | Construction | Services | Wholesaler Finance Consumable
Industries | and Retailer | and Insurance Loan
2003 41671 2789 | 121514 25422.5 4117.0 3322.5
2004 | 44622.3 3688 | 124725 27073.9 4383.1 3554.4
2005 | 537435 8722.7 | 14984.6 34412.3 6390.0 3587.6
2006 | 56432.2 13398 | 14062.6 35073.6 10024.0 5839.4

(Sources: Banking and financia statistics 2003 to mid July 2006)

The Figure:-4.14 show the four year portion of loan and advances provide in different
sectors. Major portion of the loan portfolio of the commercia banking system was
distributed to production sector and wholesale and retail business sector. Lending to
production sector alone stood at 44% of total loan and advances and lending to wholesale
and retailer was 28% in last four year. Services industries were able to tap 12% of total
loan and advances. Other mgor loan and advances distributed sectors included
consumable loan 4%, Finance and insurances 6%, construction sector 6% in the last four
year.
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Figure:-4.14

Four year average sector wise loan and advance
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4.3.3 Securitieswise loan and advances

Commercial banks are also classified their loan and advances according to securities.

There are mostly seven sectors in securities wise loan and advances. Such as gold, silver,

government and non government securities, fixed assets receipts, guarantee, credit card

and others.
Table:-4.16
Securities wise loan and advances of Commercia Banks

(Rs. In million)

Year | Gold/Silver | Government Non- Fixed Guarantee | Credit | Others
Securities Government assets card
Securities Receipt

2003 2284.2 1789.5 838.7 2375 | 970454 | 431 | 11795
2004 1286.5 4274.5 905.7 2519 | 111204.2 28.8 | 75224
2005 1435.4 3077.4 1007 2674.5 | 142052.6 | 127.6 | 8948.4
2006 1820.8 3118.2 1324.4 8027.6 | 153566.2 5.6 | 8357.2

(Sources: Banking and financia statistics 2003 to mid July 2006)
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The Table:-4.16 show the commercia bank lending in different kinds of securities.
Lending in god and silver was decreasing one year then it is in increasing trends.
Government securities are aso increasing from year 2005. Non government securities are
also increasing pr year. Guarantee included different types of guarantee. Such as assets
guarantee, bills guarantee and guarantee in other securities. These guarantees are in
increasing trend per year because commercial banks are lending maximum of their
amount in land and building, agricultural and non agricultural product, vehicles so on.
Lending in credit card was maximum in 2005, compare with other year. Lending in

others securities was in increasing per year but it was decrease in 2006.

Figure:-4.15
Securities wise loan and advances of Commercia Banks

Non FA receipt

government 0.03

securities
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Government
Securities
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(Source: Table 4.16)

According the Figure:-4.15, shows the last four year average securities wise loan and
advances. Main portion of the loan portfolio of the commercial banking system was
distributed to Guarantee to securities. Lending to guarantee of securities alone stood at
87% of total loan and advances. Fixed account receipt was cover only 3% of total loan.
Government securities and non government securities were able to tap only 1% and 2%
of total loan and advances respectively. Other mgor loan and advances distributed
securities included others 6%, credit card 0.00% and gold and silver 1% in the last four

year.
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4.3.4 L oan and advancesin different sectors
Commercial banks provide loan and advances in different sectors. Such as government

enterprises, private sector, for bills Purchase and Discount, and Foreign A.B.C. Table:-

4.17 show the commercial bank lending in different sectors.

Table:-4.17

Loan and advances in different sectors

(Rs. In million)

Year Government Private sector | For BillsPandD | Foreign A.B.C.
enterprises

2002 2651.1 109043.3 13222 158
2003 2867.7 120343.4 11438 167.5
2004 2519.4 136403.5 1050.4 58.2
2005 24425 1571989, - -
2006 4988.8 168394.7 | - e
Total 15469.5 691383.8 3516.4 383.7

(Sources: Banking and financia statistics 2003 to mid July 2006)

Each and every year lending in private sector isin increasing trend. In the last five year it
was increase by 59351.4 million. Government enterprises lending increase in 2003 and
decreased in 2004. As a whole from 2002 to 2006 lending in government enterprise was
also in increasing trend. It was also increase by 2337.70 million in last five year.
Commercial banks’ lending in for bills purchase and discount and Foreign A.B.C was
continuing in 2003. After 2004 commercial banks totally stop lending in bills purchase

and discount and Foreign A.B.C sector.

From the Figure:-4.16 we can see the proportion of commercia bank loan and advances
in different sectors. In the study period, Private sectors occupied 97.27% of whole
lending. Private sector was able to dominate the other sectors. After that government
enterprise occupied 2.18% of commercial bank lending. For bills purchase and discount

capture 0.49% and Foreign A.B.C capture only 0.05% of whole commercial bank lending
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in last five year. These two sectors have the very low proportions of lending with the

compare of other sector lending.

Figure:-4.16

Loan and advances in different sectors

For Bills P& D
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Foreign A.B.C
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(Source: Table 4.17)

4.4 Non Performing loan Status of Commer cial banks

The loans falling under category of substandard, doubtful and loss loan are regarded as
non performing loan. The bank should try to decrease non-performing loan so that
profitability of the banks can be strength. The effective loan management decreases the

percentage of non performing loan.

As per internationa standard only 5% or below Non Performing Loan allowed but the
context of Nepal maximum 10% or below Non Performing Loan may be acceptable. The
higher ratio of Non Performing Loan is the system is an indicator of financial crisis and it
should be resolved as soon as possible. Hence, the lower ratio of Non Performing Loan to
total grossloanis preferred.

Table-18 shows the last four year average non-performing loan in Percentage of

individual commercial banks.
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Table:-4.18
Four years average NPL of commercial Banks
International Standard 5% Below Standard

Banks | NPL | Banks | NPL | Banks | NPL | Banks | NPL
LAXMI | 0.47 | NIB 2.36 | BOK 571 |LBL 16.53
MBL 0.93 | NABIL | 287 | NSBIB | 7.71 | ADB | 21.23
KBL 1.08 | SCBL |3.18 | HBL 814 | NBL |47.24
SBL 1.38 | NIC 424 | NCCB | 13.27 | RBB | 54.03
EBL 1.69 NBBL | 13.71

(Appendix:-11)

LAXMI bank was able to maintenance its NPL among the all commercial banks. Nine
commercia bank are able to maintenance their NPL ratio as internationa standard which
is 5%. Remaining nine banks are unable to maintenance their ratio. Their ratio was more
then international standard 5%. The oldest and biggest bank RBB and NBB are badly
suffering from non performing loan. Their around the half of total loan was suffering

from NPL and it effect their loan recover and its profit.

Table: -4.19
NPL to total Gross Loan (Rs. In million)
Year | GrossLoan | NPL Ratio

2003 | 111900.59 | 32226.66 | 28.80%
2004 | 127065.40 | 28933.41 | 22.80%
2005 | 147065.40 | 27/877.84 | 18.94
2006 | 188308.81 | 26770.42 | 14.22

(Sources: Banking and financial statistic 2006 mid July)

The Table:-4.19 show the whole commercia banks non performing loan from the year
2003 to 2006 mid July. The level of whole commercial banks non performing loan
28.80% in 2003 and is continuously decreasing thereafter with the implication of
financial sector reform program. It has decrease to 18.94 % in 2005 and 14.22% in 2006.
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This decreasing trend of non performing loan was indicating the commercial banks are
quite successful to manage their loan. However, non performing loan was still over then

international standard.

Figure:-4.17
Gross Loan to NPL of Commercia Banks

Tota Gross Loan to NPL of Commercia Banks

Rs. in million
=
(o) o
S 8
o o o
l l l

Bl Totd Gross Loan E1Non Performing Loan

(Sources: Banking and financial statistic mid July 2006)

So that the level of Non Performing Loan of commercial banks have not come down to
an acceptable level. The efforts to date succeeded only to reduce the Non Performing
Loan to some extend but it is still not sufficient to maintain the sound health of the

system to desired level.

Non performing loan and profitability
Non performing loan keeps importance in determination of profitability of the bank. The
bank should always try to decrease non performing loan so that profitability of the bank

can be strengthened.

Table:-20 show the non performing loan and net profit and its trend. Each and every year
as a whole commercia banks non performing loan is going to decreasing trend. Whole
commercia banks net profit was negative in the year 2003, after that it was in increasing

trend per year. When the non performing loan is decreasing at that time commercial
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banks net profit is in increasing trend. So that, to increase the net profit of commercial
banks, they have to manage their loan and advances and try decrease their non

performing loan.

Table:-4.20

Non performing loan to profitability
(Rs. In million)

Year | Non Performing Loan Net Profit

Amount | Incremental | Amount | Incremental
2003 | 32226.66 | = ----—-- (3317 -
2004 | 2893341 | (10.22%) | 3707 | (211.76%)
2005 | 27877.84| (-3.65%) | 5205 40.41%

2006 | 26770.42 (-3.97%) | 7983.51 53.38%
(Sources: Banking and Financia Statistics 2006 mid July)

4.5 Volume contributions by commercial bank in lending

The Nepalese financia sector is composed of banking sector and non banking sector.
Banking sector comprise Nepa Rastra Bank and commercial banks. The non-banking
sector includes the development banks, micro-credit development banks, finance
companies, co-operative, saving and credit, financial institutions, non-government
organizations (NGO) performing limited banking activities. Other financial institutions
comprise of insurances companies, employee’s provident fund, citizen investment trust,

postal saving offices so on.

There is a tremendous growth in the number of financial institution in Nepal. At the
beginning of the 1980s when financial sector was not liberalized, there were only two
commercia banks and two development banks performing banking activities in Nepal.
After the liberalized there are so many banking sector and non banking sector are
established. Such as 23 commercia banks, 36 development banks, 72 finance companies,
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11 micro-credit development banks and 19 saving and credit co-operatives, and 47
NGOs.

Table:-4.21 show the deposit collection by commercial banks and other financial and non

financial institute.

Table:-4.21
Total Deposit collection by financial and non financia institutes

Year | Commercial | Finance | Development | Micro Credit | Others Total

Banks Companies Banks Development (Rs. In million)
Banks

2002 90.30% 6.60% 2.40% ---- | 205135.30

2003 89.10% 7.20% 2.80% 0.70% | 0.40% | 228736.40

2004 90.40% 7.50% 1.50% 0.70% | 0.30% | 258742.30

2005 88.80% 7.90% 2.40% 0.80% | 0.30% | 284115.20

2006 88.80% 8.34% 1.80% 0.68% | 0.15% | 327995.18

(Sources: Banking and Financial Statistics mid July 2006)

Total deposit collection by commercial banks is in decreasing trend. In the last five year
this ratio was decrease by 1.5%. But in the other way, we can found that the volume of
total deposit was in increasing trend per year. More then 88% deposit was collection by
commercia banks. Deposit is main sources of lending. So that more deposit collection
will help the commercia banks for providing loan and advances in different sectors.
Commercial banks are success to mobilize their deposit for loan and advances and they
can generate profit. Other financial and non financial institutions are collected less then

12 percentage deposits.

From the Figure:-4.18, we can see that the deposit collection by commercial bank in last
five year in whole financial institutes and non financia institution. In an average 89.50%
of deposit was collection by commercial banks. Commercial banks aone still held the

dominant position on financial system.
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Figure:-4.18

Average deposit collection by different financial and non financial institutes
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(Source: Table 4.21)

From the Table:-4.22 show the main proportion of loan and advances was providing by

commercia bank and other financial and non-financia institute. Commercial banks loan

and advances are in decreasing trend however, the total volume amount was in increasing

trend. Lending percentage was decreasing but the amount was increasing each and every

year. In the year 2005 commercia banks provided highest loan and advances. The

number of financial and non financia institution are increasing trend per year. Therefore,

that the commercial banks deposit and lending percentage isin decreasing trend.

Table:-4.22
Lending volume of financial and non financial institution
Year | Commercial Finance | Development Micro Credit Others
Banks Companies Banks Development Banks Total

(Rs. In million)

2002 76.30% 8.10% 1470% | 0 e 0.90% 148290.70

2003 75.40% 8.80% 14.90% 1.50% | 0.90% 165119.10

2004 75.90% 9.50% 13.80% 1.50% | 0.70% 184389.10

2005 78.30% 10.20% 9.20% 1.70% | 0.70% 209053.00

2006 76.17% 11.75% 8.76% 1.87% | 0.91% | 230509.042

(Sources: Banking and Financia Statistics mid July 2006)
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From the Figure:-4.19, we can see the last five year average volume contribution by
commercia bank in lending. In whole financia institutes, commercial banks occupied
76% of lending. Finance companies and development banks are aso providing loan and
advances. Nevertheless, their ratio was very low. Commercial banks alone still held the

dominant position on financial system.

Figure:-4.19

Average lending proportion of different financial and non financial institutes

Finance
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(Source: Table 4.22)

4.6 Trend analysisand projection for next fiveyears

In this chapter we shall examines the trend analysis of topic total deposit, loan and
advances, net profit, non-performing loan and interest income from loan and advances
and forecasted for next five years. The measures of trend analysis exhibits the behaviors
of given variables in series of time. The performance of any commercia banks does not
carry consistency overal, the period and severa factors cause the increase or decrease in
the volume of various items of commercial bank operation. The projections are based on

following assumptions:
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& The bank will run in the present position

9

The economy will be remain in the present stage

q

NRB will not change its guidelines to commercia banks.

q

The main assumption it that other things will remain unchanged.
& The forecast will be true only when the limitation of least square method is

carried out

4.6.1 Trend analysis of total deposit

Deposit is one very sensitive liability of commercia banks. Its trend and behaviors are
determined by various seasonal and cyclical factors. Here the trend values of total deposit
of commercia banks have calculated for five year from 2002 to 2006. The forecast for

next five year up to 2011 have done.

Table: -4.23 Figure:-4.20
Trend value of total deposit Trend line of total deposit and growth rate
(Rs. In million)

Years | Total Growth

Deposit | Rate 500000 0.16
2002 | 181151.7 | ------- 400000 1 gig .
2003 | 207224.9 | 14.39% 2200000 4 lo1
2004 | 233208.1 | 1258% | || = 1008 §
2005 | 259371.3 | 11.18% &;200000 T 1006 8
2006 | 285444.5 | 10.05% 100000 + 1004 O
2007 | 311517.7 | 9.13% N T 8-02

2008 | 3375%0.9 | 8.37% 2002 20032004 2005 20062007 2008 20092010 2011
2009 | 363664.2 | 7.72% Year

2010 | 3897374 | 7.17% —8— Total deposit —— Growth rate

2011 | 415810.6 | 6.69%

(Appendix:-32)

The Table:-4.23 show the trend value of total deposit from 2002 mid July to 2011 mid
July. The trend value of deposit of commercial banksisin increasing trend. In average it
is increase Rs.21387.86 million per year. With the comparison today, if other things

remain same, the total deposit of commercial bank will be increase by Rs.106939 million
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and reach to Rs. 385845.86 million in years 2011. In other side, growth rate of total
deposit is going to decrease each and every year. Figure:-4.20 show the trend line of
trend value and growth rate of total deposit. Trend line of vaue is increasing but the

growth rate line is decreasing per year.

4.6.2 Trend analysis of L oan and advances
Here the trend value of loan and advances of commercial banks have calculated from
2000 to 2006. Then forecast for next five year upto 2011 have done. The trend lines

represent the lending behaviors of commercia banks.

Table: -4.24 Figure:-4.21
Trend value of loan and advance  Trend line of Loan and advances and Growth rate

(Rs. In million)

Years | Loan and | Growth 250000 012
Advances | Rate

2002 | 11806156 | - | [| 200000 1 1%

2003 | 13088560 | 10.86% | || 150000 | 008%

2004 | 143709.64 | 9.80% | || ¢ 70063

2005 | 15653367 | 892% | || 410007 toosd

2006 | 169357.71| 8.19% 50000 1 Loo

2007 | 182181.74| 7.57% N N

2008 | 195005.78 | 7.04% 20022003 2004 2005 2006 2007 2008 2009 2010 2011

2009 | 207829.81 | 6.58% Year

2010 | 220653.85 | 6.17% —8— | oan & advances —¢— Grow th rate

2011 | 233477.89 | 5.81%

(Appendix:-33)

The Table:-4.24 show the trend value of loan and advances of commercia banks have
been in increasing trend. If other things remain same, total loan and advances of
commercia bank will be will be increase by Rs. 12824.04 million per year and reach
Rs.233477.89 million in mid July 2011. Increasing trend of loan and advances indicates
that in the future commercia banks are able to generate more profit from their lending

activity. However, the growth rate is decreasing per year and will be reaching 5.81% in
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the year 2011. The Figure:-4.21 show the decreasing trend line of growth rate and

increasing trend line of total loan and advances.

4.6.3 Trend analysis of Non-performing L oan

Trend value Non Performing Loan of commercial banks has calculated of from 2003 to
2006. Then forecast for next five year upto 2011 have done. The trend line represents the
Non Performing Loan behaviors of commercial banks. The decreasing trend line is
favorable for commercial banks. Decreasing trend show the managing of loan and
advances. The Table:-4.25 show the trend value and growth rate of non performing loan

of commercial banks.

Table:-4.25 Figure:-4.22
Trend value NPL Trend line of Non Performing Loan
(Rs. In million)
Years | NPL Growth 100000 42.0%
nae 80000 [ o0

2003 | 20753.41 | ----- : | 3000
2004 | 28952.08 | 39.51% = 60000 1 L 2a0% S

1S N -
2005 | 37150.74 | 28.32% | || < 118005

& 40000 + N3
2006 | 45349.41 | 22.07% 14 T 12.0%0
2007 | 53548.09 | 18.08% 20000 1 1 6.0%
2008 | 61746.76 | 15.31% 0 — —t —t —t 0.0%
2009 | 69945.43 | 13.28% 2003 2004 2005 2006 \2{007 2008 2009 2010 2011

ear

2010 | 78144.10 | 11.72% = N Grow
2011 | 86342.77 | 10.49%

(Appendix:-34)

The value of Non-performing loan is in increasing trend. This is the cause of increasing
of loan and advances each year. In other side, the growth rate of Non-Performing Loan is
in decreasing trend. In year 2004, the growth rate was 39.51% and which will be decrease
by 29.02% and reaches to 10.49% in year 2011. This decreasing trend of growth rate of
non-performing loan is very well significant for the commercial banks. This will increase
their profit and mobilization their assets efficiently. The Figure:-4.22 show the growth
rate of NPL wasin decreasing per year and volume of NPL isincreasing per year.
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4.6.4 Trend analysis of Net Profit

Trend values of net profit of commercial banks have calculated from 2002 to 2006. Then
it was forecasted for next five year upto 2011 have been done. The trend line represents

the net profit behaviors of commercia banks.

The Table:-4.26 show the trend value of net profit of commercial banks. From the year,
2002 and 2003 the whole commercia bank was running in loss. After that, commercial
banks are able to earn profit. Then their profit is positive. In the year, 2005 commercial
banks are able to earn 271.47% more profit then year 2004. Commercia banks profit
volume is going in increasing trend per year after year 2003. Each and every year growth
rate of net profit is decreasing trend. Figure:-4.23 show the decreasing trend line of

growth rate and increasing trend line of total volume of net profit.

Table:-4.26 Figure:-4.23
Trend Vaue of Net Profit Trend line of Net Profit and Growth Rate
(Rs. In million)
Years | Net Profit | Growth
. 40000 3
Ratio 1o
2002 -7072.3 | - 30000 + 12 &
2003 -2737.8 | -61.29% c 715 §
2004 1596.7 | -158.32% %20000 T Tl g
0, T 05 9
2005 5931.2 | 271.47% <0000 4 1o <
2006 10265.7 | 73.08% 2 1053
2007 14600.2 | 42.22% 0 R S 10
2008 18934.7 | 29.69% 2@2{0'@4 2005 2006 2007 2008 2009 2010 2011} -1.5
2009 | 232692 22.89% | || -10000 Year 2
2010 27603.7 18.63% —&— Net Profit —— Grow th rate
2011 31938.2 | 15.70%

(Appendix:-35)

4.6.5 Trend analysis of I nterest income from loan and advances
The trend value of interest income from loan and advances of commercial banks have
calculated from 2003 to 2006. Then forecast for next five year upto 2011 have done. The
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trend line represents the interest income from loan and advances behaviors of commercial

banks.

Table:-4.27 Figure:-4.24

Interest income from LA Trend line of Interest income and growth rate

(Rs. In million)

Years | Interest income | Growth
From LA Rate 30000 70
2002 4009.64 | - C25000 T T 60 S
2003 641849 | 60.07647 | || 220000 - 190 ﬁ
£ T40 £
2004 8827.34 | 37.52986 215000 1 | E
2005 11236.19 | 27.28851 410000 + 30 s
14 +20 ©
2006 13645.04 | 21.43832 =
5000 1 110©
2007 16053.89 | 17.65367
2008 18462.74 | 15.00477 or——+—+—F—+—+—F+—+—+—0
5009 2087159 | 13.04709 2002 2003 2004 2005 2ogee§?o7 2008 2009 2010 2011
2010 2328044 | 11.54129 —— nterest income from loan & advances —— Grow th rate
2011 25689.29 | 10.3471

(Appendix:-36)

The Table:-4.27 show the trend value of interest income from loan and advances. The
volume of interest income is increasing each year. In the year 2002, the interest income
was Rs.4009.64 million. It is increasing by Rs. 21679.65 million and it will be reach to
Rs.25689.29 million in the year 2011. In other side, the growth rate of interest income is
decreasing per year. The highest growth rate is 60.07% in the year 2002 but it will be
going to decreasing trend and reach to 10.3471 in the year 2011. The above Figure:-4.24

the trend line of interest income volume and growth rate

4.7 Coefficient of Correlation Analysis
Karl Pearson coefficient of correlation used to find out the relationship between different
variables. We used direct method to calculate for the Karl Pearson coefficient of

correlation. The Karl Pearson coefficient of correlation(r) always falls between -1 to +1.
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The value of Karl Pearson coefficient of correlation in minus signifies the negative
correlation and in plus signifies the positives correlation. The coefficient of correlation
shall be interpreted based on probable error (P.Er). If the value of correlation coefficient
is greater then six times the value of probable error, the correlation coefficient is deemed
as significant and reliable. If the value of correlation coefficient is less than probable
error, the correlation coefficients is said to be insignificant and there is no evidence of

correlation.

4.7.1 Coefficient of correlation between deposit and loan and advances

It measures the intensity, magnitudes, or degree of relationship between the two
variables. In the analysis, deposit is independent variable and loan and advances is
dependent variable. The main objectives of computing coefficient of correlation (r)
between two variables are to justify whether deposit significantly used as loan and
advances or not. The Table:-4.28 show the value of ‘r’, ‘r2’, P.Er, and 6 P.Er between

total deposit and loan and advances.

Table:-4.28

Correlation between deposit and loan and advances

Evaluation Criterions
R r* P.Er 6P.Er

0.988951 0.978023 0.006629 0.03977
(Appendix:-37)

From the Table:-4.28 we found that coefficient of correlation(r) between total deposit and
loan and advance is 0.988951, which show the high degree of positive relationship
between these two variables. The value of coefficient of determination (r%), it is
0.978023, which means 97.80% of variation in the dependent variable (loan and
advances), has explained by independent variable (total deposit). Similarly, considering
the value of ‘r’ i.e. 0.988951 and comparing it with 6P.Er i.e. 0.03977, we can find, it is
greater than the value of 6P.Er i.e. 0.988951>0.03977 which reveals the value of ‘r’ is
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significant. On the other hand, we can say that there is significant relation between total

deposit and loan and advances.

4.7.2 Coefficient of correlation between loan and advancesto interest income from
loan and advances
The correlation between total loan and advances and interest income from loan and
advances measures the degree of relationship between these two variables. . Loans and
advances is independent variable(x) and interest income from loan and advances is
dependent variable(y). The relationship between these two variables describes the degree
of relationship between loan and advances and net income. The Table:-4.29 show the
value of ‘r’, ‘r2’, P.Er, and 6P.Er between loan and advances and interest income from
loan and advances of banks.
Table:-4.29

Correlation between loan and advances and interest income from loan and advances

Evaluation Criterions
R r* P.Er 6P.Er

0.952881 0.907983 0.027756 0.166539
(Appendix:-38)

The coefficient of correlation ‘r’ between loan and advances and interest income from
loan and advances in case of commercial bank is 0.952881, which indicates positive
relationship between these variables. The coefficient of determination (r?) is 907983,
which states that 90.97% of the variation of the dependent variables has been explained
by independent variable. Similarly, considering the value of ‘r’ is greater than the value
of 6P.Er i.e. 0.952881>0.166539, so it is significant relationship between these variables.
That means if loan and advances is increase then interest income from loan and advances

also increase in same way.
4.7.3 Coefficient of correlation deposit and net profit

The coefficient of correlation between deposit and net profit measures the degree of

relationship between these two variables. Here deposit (x) is independent variables and
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net profit (y) is dependent variable. The main objectives of computing between deposit
and net profit are to justify whether net profit is significantly correlated with deposit or

not.

The Table:-4.30 show the value of ‘r’, ‘r2’, P.Er, and 6P.Er between total deposit and net
profit of commercia banks.
Table:-4.30
Correlation between total deposit and net profit

Evauation Criterions
R r° P.Er 6P.Er
0.980244 0.960877 0.129698 0.77819
(Appendix:-40)

From the Table:-4.30, it has found that the coefficient of correlation between deposit and
net profit is 0.980244, which indicate the positive relationship between these variables.
The coefficient of determination (r?) is 0.960877, which indicates 96.08% of the variation
of the dependent variable has explained by the independent variable has explained by
independent variable. Similarly, the value of 6P.Er is lesser than the value of r i.e.
0.129698<0.980244, which means that there exists a significant relationship between
total deposit and net profit.

4.7.4 Coefficient of correlation between total assets and net profit

The coefficient of correlation between the total assets and net profit measures the degree
of relationship between them. Here a total asset was taken as independent variables(x)
and net profit is taken as dependent variable(y). The main purpose of calculating
coefficient of correlation between these two variables is to justify where total assets are
significantly used to generate profit or in other words, whether these variables are

significantly correlated or not.

The Table:-4.31 show the value of ‘r’, ‘r2’, P.Er, and 6P.Er between total assets and net

profit of commercia banks.
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Table:-4.31
Correlation between total assets and net profit of commercial banks

Evaluation Criterions
R r* P.Er 6P.Er

0.93277 0.87006 0.12994 0.77964
(Appendix:-39)

The coefficient of correlation ‘r’ between total assets and net profit in case of commercial
bank is 0.93277, which indicates positive relationship between these variables. The
coefficient of determination (r?) is 0.87006, which states that 87.00% of the variation of
the dependent variables has explained by independent variable. Similarly, considering the
value of ‘r’ is greater than the value of 6P.Er, so it is significant relationship between
these variables.

4.7.5 Coefficient of correlation between L oan and advancesto Net profit

The coefficient of correlation between total oan and advances to net profit measures the
degree of relationship between these two variables. Loans and advances is independent
variable(x) and total net profit is dependent variable(y). The relationship between these
two variables describes the degree of relationship between loan and advances and net

income.

The Table:-4.32 show the value of ‘r’, ‘r2’, P.Er, and 6P.Er between loan and advances

and net profit of commercial banks.

Table: - 4.32

Correlation between total oan and advancesto net profit

Evaluation Criterions
R r? P.Er 6P.Er

0.949113 0.900815 0.029918 0.179512
(Appendix:-41)
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The coefficient of correlation ‘r’ between loan and advances and net profit in case of
commercial bank is 0.9949133, which indicates positive relationship between these
variables. The coefficient of determination (r?) is 0.900815, which states that 90.00% of
the variation of the dependent variables has explained by independent variable. Similarly,
considering the value of ‘r’ is greater than the value of 6P.Er, so it is significant

relationship between these variables.

4.7.6 Coefficient of correlation between deposit and interest income

The coefficient of correlation between deposit and interest income measured the
relationship between these two variables. Deposit is independent variable(x) and interest
income is dependent variable (y). The objective of calculating r between these two

variablesisto justify to whether deposit is significantly used to interest income or not.

The Table:-4.33 show the value of ‘r’, ‘r2’, P.Er, and 6P.Er between total deposit and
interest income of commercial banks.

Table:-4.33

Correlation between total deposit and interest income

Evaluation Criterions
R r* P.Er 6P.Er

0.949145 0.900876 0.0299 0.1794
(Appendix:-42)

The coefficient of correlation (r) between deposit and interest income of commercial
banks is 0.949145, which indicates a positive relationship between these variables. When
deposits increase the interest income subsequently increased but when it is fal, the
interest income also fell. The coefficient of determination (r?) is 0.900876, which indicate
that 90.08% of the variation of dependent variable has explained by independent variable.
Similarly, considering the value of ‘r’ and comparing with 6P.Er it has found that the

value of ‘r’ is greater than the value of 6P.Er. This shows that it has significant

relationship between deposit and interest income.
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4.7.7 Coefficient of correlation between L oan and advances and NPL

This correlation measures the degree of relationship between loan and non performing
loan. Loan and advances Is independent variable(y) and non performing loan is
dependent(x) variable. The objective of computing coefficient of correlation between
loan and advances and non performing loan is to find out whether non performing loan is

significantly correlated with loan and advances or not.

The Table:-4.34 shows the value of ‘r’, ‘r2’, P.Er, and 6P.Er between Loan and advance

and non performing loan of commercial banks.

Table:-4.34
Correlation between Loan and advances and Non-performing Loan

Evaluation Criterions
R r? P.Er 6P.Er

0.9520664 0.906431 0.031556 0.1893368
(Appendix:-43)

The coefficient of correlation (r) between loan and advance and non performing loan of
commercia banks is 0.9520664, which indicates a positive relationship between these
variables. The coefficient of determination (r?) is 0.906431, which indicate that 90.64%
of the variation of dependent variable has explained by independent variable. Similarly,
considering the value of ‘r’ and comparing with 6P.Er it has found that the value of ‘r’ is
greater than the value of 6P.Er.

4.8 Regression equation and analysis

Regression is the statistical tool, which is used to determine the statistical relationship
between two or more variables and to makes estimate of one variable on the basis of the
other variable. Regression is the line, which gives the best estimate of one variable for
any given value of the other variable. The regression line of Y o X estimate the most

probable values of Y for given values of X. X isindependent and Y is dependent
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The regression equation of Y on X expressed as Y= at+bx. Where, a and b parameters of
the line. To find out the exact relationship between different variable simple regressions

analysis has done and results of the analysis have been table.

4.8.1 Regression equation between loan and advances on total deposit
The Table:-4.35 show the regression equation of loan and advances on total deposit of
commercia banks. Where total deposit isindependent variable(X) and loan and advances
is dependent variable(Y).

Table:-4.35

Regression equation between total deposit and loan and advances

Regression equation of loan and advanceson total | Value of constant | Regression coefficient
deposit €) (b)
Y =5139.696 + 0.58728 X a=5139.696 b =0.58728
(Appendix:-44)

From the Table: -4.35, regression equation of loan and advances on total deposit Y =
5139.696 + 0.58728 X is positive. If one million is increase in deposit, then loan and
advances be also increase by Rs.0.58728 million. Therefore, they have positive or
favorable relationship. Deposit is able to increase the loan and advances.

4.8.2 Regression equation between total interest expenses on Loan and advances

The Table: - 4.36 show the regression equation of total interest expenses on Loan and
advances of commercial banks. Negative relation between these two variables will be
favorable for this case. Where loan and advances is independent variable(X) and total

interest expenses is dependent variable(Y).

Table:-4.36

Regression equation between total interest expenses on Loan and advances

Regression equation of total interest expenses on Value of constant Regression

loan and advances @ coefficient (b)

Y =4123.4348 + 0.005432X a=4123.4348 b = 0.005432

(Appendix:-45)
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According to the Table:-4.36 regression equation of total interest expenses on Loan and
advances Y= 4123.4348 + 0.005432X. This indicates the positive relationship between
total interest expenses and Loan and advances. It means one million increases in loan and
advances will also increase interest expenses by Rs.0.005432 million total interest

expenses.

4.8.3 Regression equation between interest income from L oan and advances on loan and
advances

The Table:-4.37 show the regression equation of interest income from Loan and advances on

loan and advances of commercia banks. Where the interest income from loan and

advances is dependent variable(Y) and loan and advances is independent variable(X).

Table:-4.37
Regression equation between interest income from Loan and advances on loan and advances
Regression equation of interest income form loan and Vaue of Regression
advances on loan and advances constant (a) coefficient (b)
Y =7414.8482 + 0.01X. a=7414.8482 b=0.01

(Appendix:-46)

According to the Table:-4.37, regression equation of the above table shows the regression
equation of interest income from Loan and advances on loan and advances of commercial
banks Y= 7414.8482 + 0.01X. The interest incomes from loan and advances and loan and
advances variables have a positive relationship. The positive relationship between these
two variables interest income from Loan and advances and loan and advances indicates that
the one million increases in the loan and advances will also increasing average about Rs.

0.10 million of interest income from loan and advances.

4.8.4 Regression equation between Non-performing Loan on Loan and advances

The Table:-4.38 show the regression equation of non-performing loan on loan and advances
of commercia banks. Where loan and advances is independent variables(Y) and Non
performing loan is dependent variables(X). The negative relationship of these two
variablesis favorable.
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Table:-4.38

Regression equation between Non-performing Loan on Loan and advances

Regression equation of NPL on loan and Value of constant Regression coefficient
advances (a (b)
Y=43891.6-0.10 X a=43891.61 b=-0.10

(Appendix:-47)

According to the Table:-4.38 regression equation of non-performing loan on loan and
advances Y= 43891.6 - 0.10 X is negative. If loan and advances will increase by one
million then non performing loan will be decrease by Rs. 0.10 million. According to the
above table, regression equation of non-performing loan on loan and advances of
commercia banks is negative which reveals the negative relationship between these two
variables. These negative relationship show the commercial banks are able to manage

their loan and advances in effectively way.

4.9 Major finding of the study

After the completion of the general and some specific analysis of lending policy and
others financial as well as statistical tools related to it, now we can conclude the study by
pinpointing the major findings of the study which will be followed by a suggestive
framework for further improvement. This would be meaningful to the top management of
bank to initiate action and achieve the desired result. The objective to the researcher is
not only to point mistake but also to give directions for further better growth and
improvement. The major findings of the study that are derived on the basis of financial
data analysis of commercial banks are presented below.

&  Tota loan and advances to total deposit ratio of whole commercia banks was in
decreasing trend from last five year but the volume of loan and advance and deposit
was increasing per year. Average per year ratio was 60.93%. SDB has the highest
ratio where as SCBNL has lowest ratio. Only SCBL, HBL, ADB and NBL were
having the lowest ratio.
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NIBD to total deposit ratio was 13.63% of whole commercial bank. SCBL, HBL
and NSBIB have highest ratio and SDB and MBL have the lower ratio. It found that
oldest bank are successful to collected non interest bearing deposit then newly
establish banks which decrease their deposit cost.

Loan and advances to total assets ratio of commercial bank is 40.38%. KBL, SBL
and LAXMI bank have the higher ratio where as NBL and NIC have the lower
ratio. Higher ratio generates the more opportunity of profit.

Loan and advances and investment to total deposit ratio of commercial bank was
75.65%. Higher ratio indicates the fund mobilization power. KBL, SBL and
LAXMI bank have the higher ratio where as ADB have the lower ratio.

Cash and bank balance to total deposit ratio of whole commercial banks was 13.12
%. RRB, NBL and NCCB have the higher ratio. It indicates that liquidity positionis
better to serve its customers deposit withdrawal demands. But another way higher
ratio also indicates idle cash in bank. So that, this have run average lossin last five

year.

Total Assets to Tota Liabilities Ratio of whole commercial bank is 98.6%. RBB,
NBL and ADB have the highest ratio. These banks are able to convert their
liabilities as assets by their performance. But other remaining banks are unable to
handle their assets. They have idle assets which are not in use. It increases their
operating expenses.

Loan Loss Provision to total loan and advances ratio was 1.09%. HBL have the

lowest ratio. HBL manage its loan and advance and makes effort for timely
recovered of loan. LBL was badly suffering from thisratio.
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Interest Expenses of Deposit to Total Deposit ratio of commercial bank is 2.07%.
LBL, NCCB, NBBL have the higher ratio. They have costly deposit the other

commercial bank. It decreases their profit. RBB and SCBL have the lower ratio.

Total interest expenses to total asset ratio of commercial bank was 1.40%. LBL,
NBBL, NCCB and KBL have the higher ratio. They have to higher expenses for
operated their assets and it decreases their net profit. RBB and NIC bank have
lowest ratio. They are able to manage their expenses for operating the assets.

Total interest income from loan and advances to total interest income ratio of
commercia banks is 80.45%. NCCB, NBBL, LBL and MBL ratio was more then

90%. SCBL have the lowest income from loan and advance.

Capital Risk Ratio measures ability of bank to attract deposits and inter bank funds.
It also determines the level of profit. Bank can earn if a bank chose to take high
capital risk. As a whole commercia bank capital risk ratio is negative. NRB and
NBL have the negative capital risk. SBL and LAXMI bank have higher capital risk.

Return on loan and advance ratio of whole commercial bank is 6.22%. This ratio
was increasing per year. Return on total assets ratio of whole commercial bank is
0.03%. This ratio was in increasing trend per year. SCBL and NABIL have the
higher ratio where as RBB, NBBL, NCCB, LBL and LAXMI have negative ratio.

Commercial bank priority sector for lending was classified into five sectors. In four
year commercia bank give main priority to lending in service sector 50.97%. After
that 25.30% loan in domestic sector, Agriculture sector 14.70%, Power sector
8.82%, machine and import 0.20%. Commercia bank provides sector wise |oan and
advance. Production is the main sector of lending which occupied 44% of loan from
last four year. Other main sector are wholesaler and retailer, service and industries,
Finance and insurance, construction and consumable loan occupied
28%,12%,6%,6% and 4% respectively.
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Because of the cumulative effect from 2002 to 2006, net profit of commercia banks
was negative. RBB, NBBL, LBL and LAXMI net profit was negative. RBB was get
highest profit in year 2004 and 2006, in 2005 it get second highest profit among the
all commercia banks. But its huge loss in year 2002 and 2003 makes its average
profit in loss. LAXMI bank was running in profit from last 4 year. In average SCBL
and HBL get the higher profit in study period.

According to the securities wise loan and advances guarantee of securities alone
stood at 87% of total loan and advances of whole commercial banks. Fixed assets

receipt and others securities receive 3% and 6% of |oan and advances.

Private sector is the main sector for commercial bank lending. 97.27% loan and
advance was providing by commercial bank in private sectors. Government sectors

receive only 2.118%.

Nine commercial banks are able to maintain their NPL below the Standard. LAXMI
and MBL were able to maintain their NPL. RBB and NBL badly suffering form the
NPL. Their NPL is50% nearly. NPL of commercial banks has not come down to an

acceptable level.

From the last five year commercial bank collection 89.50% deposit in whole
financial and non financial institutions and contribution 76% in lending.
Commercial banks aone still held the dominant position on financial system.

Trend analysis of total deposit of commercia banks was in increasing trend in
volume each and every year. In year 2002 total deposit was Rs.181151.7 million
and it will be rise to Rs.415810.6 million in year 2011. Growth rate of total deposit
was 14.39% in 2003 and it was decrease per year and it will be 6.69% in 2011.
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From the trend analysis of total loan and advances it had been seen that the total
loan and advances of whole commercial banks have in increasing trend. It will be
Rs.233477.89 million in the mid July of 2011. But the growth ratio of trend analysis

was decreasing per year.

NPL of commercial bank was found in increasing trend. But in other way the
growth rate of NPL was in decreasing trend per year. Growth rate of NPL was
39.51% in 2003 and it will be decrease by 29.02% and reach to 10.49% in 2011.

This was the significant for the commercia banks.

In the study period 2002 and 2003, commercial bank net profit was found negative.
After that year the trend of net profit was increasing trend per year. In year 2002 net
profit was Rs.-7072.30 million and it will be reach to Rs.31938.2 in year 2011.

Trend analysis of interest income from loan and advances was in increasing per
year. In year 2002 it was Rs.4009.64 million and it will be reach to Rs.25689.29

million in 2011. The growth rate of trend analysis was in decreasing trend per year.

The coefficient of correlation (r) between deposit and loan and advances of banksis
0.988951. Its probable error (6P.Er) multiplied by six is found to be 0.006629.

Since r > 6P.Er and r is positive which is near by 1, there is very strong positive

correlation between deposit and loan and advances during the study period.

The Coefficient of correlation (r) between loan and advances to interest income
from loan and advances of commercial bank is 0.952881 and 6P.Er is 0.027756.
Since r>6P.Er, which indicate commercial banks are effectively utilize their
deposits which has increase their interest income from loan and advances.

Coefficient of correlation (r) between Loan and advances to Net profit is 0.949113
and its 6P.Er is 0.029918. Since r>6P.Er it is significant relationship between loan
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and advance with net profit. It indicates that commercial bank is successful in

maximizing the profit from their loan and advance.

Coefficient of correlation (r) between total assets and net profit of commercial
banks is 0.87006. Its 6P.Er is 0.12994. Since r>6P.Er and r is positive. There is
positive correlation between total assets and net profit during the study period.

Coefficient of correlation (r) between deposit and net profit is 0.980244 and its
6P.Er is 0.129698. Deposit was play very vital role in net profit. There is very
strong positive correlation between deposit and net profit.

Coefficient of correlation (r) between deposit and interest income of banks is
0.949145. Its 6P.Er is 0.0299. Its r>6P.Er and r is positive. So commercial banks
have effectively mobilized of deposit which has mgor roleto play in its earnings.

Coefficient of correlation (r) between Loan and advances and NPL is 0.9520664
and its 6P.Er is 0.031556. Its r>6P.Er and r is positive. It indicates that when loan

and advances is increase then NPL is also increased.

Regression equation of loan and advances on total deposit of commercia banks is
positive. If one million is increase in deposit, then loan and advances be aso

increase by Rs.0.58728 million.

Regression equation between Non-performing Loan on Loan and advances is negative.
If loan and advances will increase by one million then non performing loans will be
decrease by Rs.0.10 million. These negative relationship show the commercial

banks are able to manage their loan and advances in effectively way.

Regression equation between total interest expenses on Loan and advances is positive.
This means one million increases in loan and advances will also increase interest

expenses by Rs.0.005432 million total interest expenses.
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&  Regression equation between interest income from Loan and advances on loan and
advances is positive. One million increase in loan and advances will increase Rs.0.10

million of interest income from loan and advances.
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CHAPTER-V
SUMMARY, CONCLUSION AND RECOMMENDATION

The last chapter of this study is summary, conclusion and recommendation development
from the comparative analysis of various aspects of the lending of commercia banks by
using financial and statistical tools. It is most important tasks of the researcher are to be
summarized the study and recommended for the further improvement.

5.1 Summary

Commercial banks are maor financial institutions, which occupy quite an important
place in the frame work of every economy because they provide capital for the
development of industry trade and business and other resources deflect sectors lending
the saving collected as deposit commercial bank, by playing active role have changed the
economy structure of the world. Commercial banks have its own role and contribution in
the economic development; it maintains economic confidence of various segments and
extends credit to people.

The income and profit of the commercial banks depends upon its lending procedure,
lending policy and investment policy of its fund utilize in different sectors. Commercial
banks aren’t able to utilize its deposits properly i.e. providing loan and advances or
lending for a profitable project, the reason behind it is lack of sound lending policy. The
main objective of this study is to evaluate the lending policy adopted by of commercial
banks of Nepal. It is based upon secondary data but in some cases we used primary data
also.

The study, which researcher have chosen “Lending policy of commercial bank in Nepal”,
researcher tried to go through the practical aspect, which has been most of the
commercia banks have. Researcher think that most of the research regarding the banking

policy is founding normally moving around the principle aspect again and again rather
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then filtering the actual situation. Normally, this studies focus on the lending policy of
commercial banks. In this process, researcher had consulted many books, articles,
booklets and searching related thing in the internet. Researcher under took verbal
interviews with different person who are related financial and non financia institutions.
During the period, researcher summarized the whole task in five chapters including this

chapter.

First chapter of the study dealt about basic assumption of the study. Basicaly it
highlighted the concept and importance of the study. It also presented research problem,
objective of the study and limitation of the study. Second chapter helped the researcher to
provide knowledge about the lending policy of commercial banks. It tried to know the
some concept used in this study. Moreover, it summarized the previous findings of the
study to provide knowledge about the background of the work done. The third chapter of
the study discussed about various research methodologies used for the study. Fourth
chapter of the study dealt about presentation and analysis of data. It first presented the
generated data in tabular form and analyzed it in systematically as per the objectives
mentioned above. The last chapter of this study is summary, conclusion and

recommendation.

Various norms and regulation and directives as issued by Nepa Rastra Bank are
presented so for these are treated as guidance and for comparing the performance as
under which commercial banks has been running or not. Researcher used different
graphs, charts and other statistical tools to make the study more compatible. These
financial and statistical tools helped to measure the performance of the bank in

comparative manner.

Regarding the lending policies of commercia banks there are basically five basic
principles of the commercia banks follow while providing loans. Those principles are
Liquidity, Safety and Security, Suitability, Diversification, Profitability. The main
objective of these commercial banks is to generate profit by providing quality servicesto

its client.
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5.2 Conclusion

Volume contribution by commercial bank in lending and deposit collection both are in
increasing trend. But the ratio was in decreasing trend. In an average 89.50% deposit
collection and 76% of loan was providing by commercia bank in whole financial and
non financial institution in last five year. Commercial banks alone still held the dominant

position on financial system.

Average total deposit to Loan and advances ratio of commercia bank ratio was 60.93%.
Volume of deposit and loan and advances was in increasing per year. Average NIBD to
total deposit ratio of whole commercial banks was 13.63%. Oldest bank are successful to
collected non interest bearing deposit then newly establish banks which decrease their
deposit cost. Commercia bank total assets to loan and advances ratio was an average
40.38%. The volume of loan and advances and total assets was increasing per year.
Average total deposit to loan and advances and investment ratio of commercial bank was
76.65% which was satisfaction lending for commercial banks. Average Cash and bank
balance to total deposit ratio of commercial bank was 13.13%. Most of the commercial
bank is able to meet their customer daily requirement cash. So that as a whole
commercia banks lending strength is in satisfaction situations. NABIL, EBL, BOK and
SBL have the more lending strength then other commercial bank. Theses bank ratio was

better then remaining commercia banks.

Loan and advance to loan loss provision ratio of commercial banks was 1.09%. Average
interest expenses of total deposit ratio to total deposit ratio of commercial banks was
2.07%. Commercial banks have higher interest expenses on its deposit. Average tota
interest expenses to total assets ratio of commercia bank was 1.40%. Most of the year, it
was in increasing trend. These trends increase their operating cost and decrease their
performance and its profit. Total interest income from loan and advances to total interest

income ratio of commercial banks is 80.45%. Commercia banks get their higher income
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from their loan and advance. From the year 2003 as a commercial banks capital risk ratio

was in negative. It was the cause of huge negative capital fund of NBL and RBB.

Average return on loan and an advance of commercial banks was 6.22%. This ratio was
in increasing trend per year. It’s increasing commercial performance and efficiency and
profit. Average return on total assets was also negative of commercia banks. Cumulative
net profit of banks was negative. RBB, NBBL, LBL and LAXMI net profit was negative.

Aswhole commercial banks have good lending performance in quality and efficiency.

Commercial banks give main priority to lending their funds in private sector, production
sector and service sectors. Both sectors lending was increasing per year. Beside it power,
construction, finance and insurance, consumable loan, guarantee loan are aso. These
sector lending are aso increasing per year. Agriculture sector and domestic sector

lending was fluctuating each and every year.

Commercia banks are badly suffering from non performing loan. Non performing loan
of RBB and NBL was an average 50%. But it was in decreasing trend. MBL and LAXMI
have lowest non performing loan. When the non performing loan is decreasing at that
time commercia banks net profit was in increasing trend. Commercia banks are unable
to maintain their non performing loan as international standard is 10%. Whole
commercia banks non performing loan was in decreasing trend in last four years. This

decreasing trend is positive for commercia banks.

Commercia banks per year net profit, deposit, loan and advances, interest income from
loan and advances volume was in increasing trend but its growth rate was in decreasing
trend. Growth rate of non performing loan of commercial banks was found in decreasing
trend which is significant for commercial banks. The coefficients of correlation between
different variable such as loan and advances, net profit, interest income, interest income
from loan and advances have positive correlation. The above variables have also positive
regression equation. That means if one variable is fluctuate then other variable also vary

in same way.
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5.3 Recommendation

Present study can be a vauable piece of research works in lending policy topic. It
explored the existing situation and identified the various components for further
improvement in lending policy. Both primary as well as secondary sources of information
were used for fulfilling the objectives. It may be useful for academicians, especialy to
bank management or any others who are directly or indirectly involved in banking
activities. Based on the findings of the study, the researcher recommended highlighting
the guidelines to put forward for further improvement.

& The proportion of lending made by commercia bank in agriculture and
domestic industries sector is decreasing despite increasing volume in loan and
advances of commercia banks. Since, the prosperity of national economy is
highly dependent upon this sector, commercial banks are recommended to

increase its volume of lending in these sectors.

& Cash and bank balance to total deposit ratio of commercial bank was found
13.12%. They have to decrease their ratio 7% and use idle balance in other
area such as lending, investment so on.

& As a whole financial and non financial institution commercial bank volume
contribution in lending and deposit collection was in increasing trend. So that
commercia bank should be find out the new area for lending and investing to
utilize their deposit. Otherwise they have to bear highly deposit expenses in

near future, which decrease there profit.

& Most of the commercial banks Non Performing loan was found higher then
international standard. It is recommended to the commercial bank that before
providing the loan make sure that your clientsisin good character and able to
pay its loan or may take the collatera which is nearly two times more than
that of your guaranteed.
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& Most of the bank interest income from loan and advances to interest income
ratio was found good. But their net profit was negative or very poor. So that
they have to reduce their operation cost of loan and advance and increase their

profit.

& Newly establish banks are tried to increase their Non interest bearing deposit
to decrease their interest expenses and increase profit.

& Average profit of commercial bank is not satisfactory. If resources held idle,
bank have to beard more cost and result would be lower profit margin. So
portfolio condition of bank should be regularly revised from time to time. It
should aways try to maintain the equilibrium in the portfolio condition of the
bank. The commercia bank should use its funds in more portfolio sectors. It
should utilize its risky assets and other funds and it should its express should
try to collect cheaper fund more profitability.

& An interest expense of deposit of commercial bank was found high. So that

commercia bank has to collect more non interest bearing deposit to decrease
their interest expenses.
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