CHAPTER -1
INTRODUCTION

1.1 Background of the Study

Nepal isasmall landlocked country situated between two giant countries China
and India. However, with the high Himalayan mountain ranges to the north
acting as natural physical barriers, Nepal is al practical purposes “India
locked” in the sense that it has to depend almost exclusively on India not only
for trade and transit but also for much essential daily consumption. To fulfill
the growing credit requirement and also to collect more deposit for the
development projects, Nepal Rastra bank adopted liberal policies and provided
many facilities to probable bankers of Nepal and abroad through new
commercial bank act 1974 A.D.

Bank is an establishment for depositing, withdrawing money (Oxford English
Dictionary). Banks are institutions who pool to gather the scattered saving of
the people and arrange for its productive use. In other words, they accept the
surplus fund of people as deposit and supply it to meet the financial needs of

the people and modern business by various means.

Bank plays an important role in the economic development of the country.
Banking sector is very competitive these days. Besides the existing number of
banks, some other banks are in the process of opening an operation. So, the
competition in the banking sector is going to be higher than ever before. To
exist in the competitive market, banks are trying to introduce different schemes
and advantages to the customer so that bank can hold greater benefits and

facilities.

Kathmandu valley has the highest per capitaincome of US $ 446. Her annual

per capita income is US $ 220. The more than double the rural income,

reflecting wide intra country disparity in per capita income. However, her
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poverty level decreased by 11 % within the period of 8 years and reached to 31
%. The poverty level of rural areas and Kathmandu valley has been decreased
by 8 % and 12 % respectively. The decline in poverty level isdueto increasein
Nepalese working abroad.

Agriculture plays a dominant role. More than 70 % of the people are engaged
in the agriculture. It contributes about 40 % to the total GDP. Redlizing the
importance of industrial development, government initiated the economic
reforms during last decade. The extent of development of any country is
reflected by the development of financial sector of that country. The financial
sector is a vast field, which comprises of banks, co-operative societies,
insurance companies, financial companies, stock exchange, foreign exchange
market, and mutual fund etc. or in other word: financial institutions. Financial
institutions refer to organizations that act as agents, brokers, and intermediaries
in financial transactions. These institutions facilitate and improve the
distribution of funds, money, and capital by providing services like payment
mechanism, security trading, transmutations, risk diversification and portfolio
management. Further, these institutions mobilize saving and make investment
in different enterprises of the national economy that consequently help in
reducing poverty, raising employment opportunities and thereby developing the

society and country as awhole.

In spite of the growing role and importance of financial institutions, the
development and growth of financial institutions in Nepal were not
encouraging till mid eighties. Only two commercia banks and six special
purpose financial institutions represented the whole institutional base of
financial sector in Nepal. The situation was not expected in that period when
the government had a policy of absolute prohibitions of free banking and

financial institutions.



The situation however changed since mid eighties when the government
embarked on financial liberalization program with liberal attitude towards free
entry of financial institutions in Nepal. In a period of about decade, a number
of commercia banks, finance companies, insurance companies have come into
existence.

After the establishment of Nepal Bank limited on 30th Kartik, 1994 B.S, and
modern banking system started in Nepal. Under the Nepal Rastra Bank Act
2012, Nepal Rastra Bank was established on 14™ Baisakh, 2013 in Nepal.
Rastriya Banijaya Bank was established in Government sector in 2022 and
Agricultural Development Bank in 2024, 7th Magh. There are 23 A Class
commercial banks. There are 58 development banks, which lies in B Class.
Then, in the chain, financial system covers 79 finance companies which liein
C Class, 18 insurance companies, 47 NGO’s licensed to perform limited

banking functions under the supervision of NRB.

The credit policy cannot be sound unlessit is based on a clear knowledge of the
cost of credit. The cost is determined by the quantity of credit sales, the average
collection period and the opportunity cost of capital. Whilst a marginal costing
approach should be used which takes only incremental cost into account, the
full opportunity cost has to be considered. The overall cost of credit will also
be affected by the expected rate of inflation. Fore in accurate credit package
can be differentiated in various ways, by duration, by interest charge, and by

the interaction with the rest of the pricing mix.



1.2 Credit Management

Credit is regarded as the most income generating assets especialy in
commercial banks. Credit is regarded as the heart of the commercial banks in
the sense that, it occupies large volume of transactions, it covers the main part
of investment, the most of the investment activities are based on credit, it is the
main factor for crating profitability, it determines the profitability. It affects the
overal economy of country. It is the security against depositors. It is proved
from very beginning that credit is the shareholder’s wealth maximization
derivative. However, other factors can also affect profitability and wealth
maximization but the most effective factor is regarded as credit. Credit has
proved to be backbone in commercial banks. Thus, effective management of
credit should seriously be considered. Credit management refers management
of credit exposures arising from loans, corporate bonds and credit derivatives.
Credit exposures are the main source of investment in commercial banks and

return on such investment is supposed to be main source of income.

Credit management strongly recommends analyzing and managing the credit
risks. Credit risk arises from the potential that an obligor is either unwilling to
perform on an obligation or its ability to perform such obligation is impaired
resulting in economic loss to the bank. The goal of the credit risk management
IS to maximize a bank’s risk adjusted rate of return by maintaining the credit
risk exposure within acceptable parameters. For most banks, loans are the
largest and most obvious sources of credit risk, however, other sources of credit
risk exist through out the activities of a bank, including in the banking book,
and in the trading book, and both increasingly facing credit risk in various
financial instruments other than land, including acceptances, inter bank

transactions and guarantees and settlement of transactions.

The credit policy of afirm provides the framework to determine whether or not

to extend credit and how much credit to extend. The credit policy decision of a



bank has two broad dimensions, credit standards and credit decision, develop

appropriate sources of credit information and methods of credit analysis.

1.3 Introduction of Sample Organizations under Study

a) Nepal Arab Bank Limited (NABIL)

Nepal was the Nepal’s first and major Joint Venture bank, which commenced
operations on 2™ July 1984 [29th Ashar 2041] with a paid up capital of Rs.30
million. Earlier it was called Nepal Arab Bank Ltd. It has all around 410 staffs
al over the country. Operations of the bank including day to day operations
and risk management are managers by highly qualified and experienced
management team. Bank is fully equipped with modern technology which
includes ATMs, credit cards, state-of-art, world-renowned software from
Infosys Technologies System, Bangalore, India, internet banking system and
Tele banking system. The main sogan of the bank is “YOUR BANK AT
YOUR SERVICE”. The head office is located in Kamaladi; Kathmandu.
NABIL Bank has encouraged foreign investment and joint venture operation
with Nepalese investors or in certain circumstances as fully owned subsidiary
NABIL Bank has worldwide correspondent network, which enables it to
conduct International Trade Business with high level of accuracy and
efficiency. Nabil was incorporated with the e objective of extending
international standards modern banking services to various sectors of the
society. Pursuing its objective, Nabil provides a full range of commercial
banking services through its 19 points of representation across the kingdom and

over 170 reputed correspondent banks across the globe.

Today Nabil bank is in a unique position in the banking industry in Nepal, as
the nation’s first joint-venture bank it has an unmatched 22 years of operational
experience giving it unparalleled insight into the market, risks, opportunities
and customer needs. In conclusion to this, the bank today surges ahead in
meeting its mission to be the “Bank of 1% Choice” for all its stakeholders,

customers, shareholders, regulators.



It is the only bank having its presence Tribhuwan International Airport. The
success of the NABIL Bank Ltd is a milestone in the banking history of Nepal
as it paved the way for the establishment of many commercia banks and

financia institutions.

The entire Nabil team embraces a set of values that acronym is referred to as
C.R.1.S.P representing the fact we consistently strive to be Customer oriented,
Result oriented, Innovative, Synergetic and Professional (C.R.1.S.P). By living
these values, individually as professional and collectively as ateam, Nabil bank
is committed to surge ahead to be the Bank of 1% Choice in Nepal.

Capital Structure of NABIL Bank Ltd.
Share Distribution Pattern of (NABIL)

N.B (International) Limited, Ireland 50%
Nepalese Public 30%
Nepal Industrial Development Corporation | 10%
Rastriya Beema Sansthan 9.67%
Nepal Stock Exchange Limited 0.33%

Share Capital of NABIL Bank Ltd.

Particular Amount
1.Share capital
Authorised capital
(a) 5,000,000 Ordinary Shares of Rs.100 each | 5,00,000,000
I ssued capital
(@) 4,916,544 Ordinary Share of Rs.100 each | 4,91,654,400
Paid up capital
(a) 4,916,544 Ordinary Share of Rs100 each 4,91,654,400

b) Nepal Investment Bank Limited (INBL):
Nepal Investment Bank Limited (INBL, is one of the leading bank of Nepal. It
was established in 1986 as a joint venture between Nepalese and French

partners and was previously known as Nepal Indosuez Bank Ltd. INBL was
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established with the vision to be the most preferred provider of financial
services in Nepal. INBL focuses on serving the customers and communities
with a belief that success can only be achieved by living our core values and
ethical principles. INBL provides a complete range of commercial banking
services with 18 points of representations in different parts of the country. It
also has a widespread reach across the globe with the tie up with various

corresponding banks.

Shareholdersof INBL
The Shar eholders Structures are as follows:

Shareholders and Promoters Ratio
Nepal Government 50%
Rastriya Banijya Bank 15%
Rastriya Beema Sansthan 15%
Genera Public 20%

Share Capital and Ownership of INBL Bank:

Shares Amounts(current Y ear)
Authorized Capita

(10,000,000 ordinary shares @Rs. 100) | Rs. 1,000,000,000
Issued Capital

(5,905,860 ordinary shares @Rs.100) Rs. 590,586,000
Paid-up Capital

(5,877,385 Shares @Rs.100) Rs. 587,738,500

1.4 Statement of the Problem

For the economic growth of a nation, proper utilization of available resources
in efficient manner is highly necessary. The major problem of developing
country like Nepal is the problem of economic growth with stability. Due to
various factors, the economic activities have been highly fluctuating. In present
situation of distortion bank has higher threats to run into credit risk. Major
banking problems have been caused by weakness in credit management. Banks
should now have a keen awareness of his need to identify measure, monitor and
control credit as well as to determine that they hold adequate capital against it.

7



These risks that they are adequately compensated for risks incurred. So to
establish creditability position is a major issue in commercial banking sector

during these days.

There may be no debate that high profitable or successful organization can
easily fulfil all the needs of the organization, customers and can serve the
society. To improve the profitability situation of the bank, it is necessary to
establish the higher creditability position of the bank. Thus, the creditability is
the magjor source and building better creditability position is magjor strategy of

every commercia bank.

Credit is the most effective part of investment for the banks. It is regarded as
the heart of every commercia bank. But the banking sector is far from this fact.
Thus, credit management is considered as the heart issues in Nepalese

commercial banking sector.

Credit management concept has appeared as a major research gap in Nepalese
commercial banking sector. There is lack of such scientific and empirical
research that could identify the issues of credit management in Nepalese
commercial banking sector. In this regard, the performance of Nepalese
commercial banks is to be analysed in terms of their credit. Some research
guestions regarding to the credit practices, credit efficiencies, liquidity position,
industrial  environment, management quality, organization climate, are
considered as a clear evident in present situation. Thus, the specific research
guestions regarding credit management in Nepal ese commercial banking sector
areidentified asfollows: -
1. Isthe credit practice adopted by commercial banking good position?

What is the credit efficiency of the Nepalese commercial banks?

Isthe quality of credit management good in commercia banks?

A 0D

Is there any relationship between credit position and profitability
situation?

5. How does the commercial bank earn better credit?
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1.5 Objectives of the Study
Basic objective of the present study is to explore the credit efficiency or
inefficiency and its management in commercial banks. It is also aimed to find
out the relationship between credit practices and profitability situation.
Moreover, the study has specified the following objectives.

1. Toassess credit practices of selected Nepalese commercia banks

2. To explore the credit efficiency of selected Nepalese commercial banks.

3. To explore the relationship with loan and advances, non-performing

loan and net profit of selected Nepalese commercia banks.
4. Torecommend for the improvement on the basis of findings of the study

after analysing the Credit Management.

1.6 Significance of the Study

Commercial banking sector is considered as successful area in financial sector
of Nepal. In today’s context, commercial banks have to be more organic and
sincere to establish better creditability position due to vast competition among
them. The present concept deals with how commercia banks managed credit

position and how do it affect to the organizational effectiveness.

Present study is very important from the point of view of bank management.
The main strategy of every commercial bank is to establish the better
creditability position, which has directly impacted the financial performance of
an organization. Besides, it helps to build positive attitude and perception on
customer that helps to make the organizational success in terms of better
transaction, better turnover, and better profitability most of the earlier
researches were focused on financial performance of bank but few researches
were focused in creditability position of bank. From view point of bank credit
is the most important in and sincere area. Thus the present study is very
Important in viewing an organizational performance or position in terms of
creditability.



1.7 Limitations of the Study

The scope of the study is limited only in commercial banks because of time and
resource constraints. Most of the analyses are descriptive in present study. The
study is very basic attempt to address the research issues; therefore, it might not
be able to show casual linkage effect. Instrument used for data collection is not

standardized questionnaire.

Present study could not address all the aspects of credit position. The study is
based n employees self repeated response bout their perception on primary
analysis. It is, therefore, the response-collected from the employees night not

be valid measure.

Secondary analysis is based on published financia data on collected from stock
exchange centre and share department of the concerned banks the secondary
analysis cover time span of current five years. Various financia tools are used
to know financial condition of eh bank. However, the study tries t find out

credit position and itsimportance in selected commercial banks.

1.8 Organization of the Study

This section deals on how the whole thesis has been structured. This consists of
Chapter - 1: Introduction

This chapter contains the background of the study, statement of the problems,
objectives of the study, significance of the study and limitation of the study.

Chapter - 11: Review of Literature
This chapter presented review of literature where some past related research

works, articles, discussion papers are reviewed.

Chapter - 111: Resear ch M ethodology
This chapter explains the research methodology used in this research to find the

result for meeting the objectives set in the chapter one.
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Chapter —1V: Data Presentation and Analysis
This chapter analyses the data related with study and presents the finding of the

study and also comments briefly on them.

Chapter - V: Summary, Conclusion and Recommendations
Finally, in chapter five, whole study is summarized and the findings and
conclusions are drawn. Recommendations based on analysis of data are made

to solve the research problem.
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CHAPTER - 11
REVIEW OF LITERATURE

The review of literature is a crucial aspect because it denotes planning of the
study. The main purpose of literature review is to find out what works have
been done in the area of the research problem under study and what has not
been done in the field of the research study being undertaken. For review study,
the researcher uses different books, reports, journals and research studies
published by various ingtitutions, unpublished dissertations submitted by
master level students have been reviewed. It isdivided into two headings:

Conceptual Review

Review of Related Studies

2.1 Conceptual Review

“Banking is the business of collecting and safeguarding money as deposits and
lending of same. The banker’s business is then to take the debt of other people
to offer his own in exchange and there by to create money. He may be a dealer
in debts, but in distress is only the observe of wealth and it would be equally
permissible to describe the banker as a liquefies of wealth” (Crowther,
2008:81).

A frequently neglected but increasingly of the total marketing package is the
role of the provision of credit, credit policy is sometimes, omitted entirely from
an analysis of marketing mix by academics. This is despite empirical findings
that although the credit package is unlikely to be the primary factor in
determining overal patronage. It may serve to clinch a contract when

suppliers’ offering are otherwise equally attractive.

The study seeks first and like some other to examine the relative importance of

credit policy in marketing decisions and, second, to assess the case for
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differentiating credit packages. It is also presented the result of an empirical
survey into the credit policies pursued. In concept, the empirical study is

similar to earlier studies.

The credit policy cannot be sound unlessit is based on a clear knowledge of the
cost of credit. The cost is determined by the quantity of credit sales, the average
collection period and the opportunity cost of capital. Whilst a marginal costing
approach should be used which takes only incremental cost into account, the
full opportunity cost has to be considered. The overall cost of credit will also
be affected by the excepted rate of inflation. Foreign accurate assessment of the
cost of capital, a discounting approach should be used. A credit package can be
differentiated in various ways,; by duration, by interest charge, and by the

interaction with the rest of the pricing mix.

A commercia Bank is business organization that receives and holds deposits of
fund from others makes loans or extends credits and transfers funds by written

order of deposits.

Commercial Bank is a corporation, which accepts demand deposits subject to
check and makes short-term loans to business to business enterprises,

regardless of the scope of its other services.

A Commercial banker is a dealer in money and substitute for money such as

cheques or hill of exchange. He also provides a variety of financial services.

Commercial bank Act 2031 B.S. of Nepal has defined that “ A commercial
bank is one which exchanges money, deposits money, accepts deposits, grants
loans and performs commercial banking functions and which is not a bank

mean for cooperative, agriculture, industries for such specific purpose”.
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But, recently, the bank and financial development institutions Ordinance, 2060
has accumulated the five banking acts including commercia bank Act 2031,
which defines the bank with respect to their transactions. This Act is trying to
categories the banking ingtitutions in two ways that is based on their
transactions. According to this Act, “Bank is the institution which performs its

transition under the provisions mentioned on section 47 of this Act.

This Act has laid emphasis on the functions of commercial bank while defining
it. Commercial bank provides short-term debts necessary for trade and
commerce. They take deposits from the public and grant loans in different
forms. They purchase and discounts bills for exchange, promissory notes and
exchange foreign currency. They discharge various functions on the behalf of

their customers provide that they are Paid for their services.

Financial activities are necessary for the economic development of the country
and commercial banking in this context is the heart of financial system.
Optimal investment decision plays a vital role in each and every organization.
But especially for the commercial bank and other financia institutions the
sound knowledge of investment is the must because this subject is relevant for

al surrounding that mobilize funds in different sectorsin view of return.

Asit is concerned to the commercial banks and other financial institutions, they
must mobilize (i.e. investment in different sectors) their collections (deposits)
and other funds towards the profitable, secured and marketable sectors so that
they will be in profit. For this purpose these banks and financial institutions
should gather the sufficient information about the firm (client) to which
supposed to be invested, these information include as financial background,
nature of business as well as its ability to pay the loan back. These all

information should be gathered from the viewpoint of security.
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The income and profit of the bank depend upon the lending procedure applied
by the bank. And. Lending policy and investment in different securities also
affect the income and profit. In the investment procedures and policies is
always taken in mind that “the greater the credit created by the bank, the higher
will be the profitability.” A sound lending and investment policy is not only
prerequisite for bank’s profitability but also crucially significant for the

promotion of commercial savings of a developing country like Nepal.

The sound policies help commercial banks maximize quality and quantity of
investment and there by, achieve the own objective of profit maximization and
social welfare. Formulation of sound investment policies and coordinated and

planned efforts pushes forward the forces of economic growth.

Commercial banks as financia institutions perform a number of internal
functions. Among them, providing credit is considered as most important one.
“Commercial banks bring into being the most important ingredient of the
money supply, demand deposit through the creation of credit in the form of

loan and investment.

2.1.1 Financial Analysis

Financial analysis is the process of identifying the financial strength and
weakness of the firm by properly establishing the relationship between the
items of balance sheet and profit and loss account. Financial analysis can be
undertaken by management of the firm or by parties outside the firm viz.
owners, creditors, investors and others. Ratio analysis is a powerful tool of
financial analysis. A ratio is defined as “The indicated quotient of two
mathematical expressions” and “as the relationship between two things”
(Adhikari, 2000).
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Ratio analysis is the process of determining and interpretation g numerical
relationship based on financial statements. A ratio is a statistical yardstick that

provides a measure of the relationship between two variables or figures.

Webster’s new collegiate Dictionary defines a ratio as “The indicated quotient
of two mathematical expressions and as the relationship between or more
things.” In financial analysis a ratio is used as a benchmark for evaluating the

financial position and performance of afirm.

Standard of Comparison
The ratio analysis involves comparison for a useful interpretation of financial
statements. A single ratio in itself doesn’t indicate favorable or unfavorable
condition. It should be compare with some standard. Standard of comparison
may consist of
Past ratios. Ratio calculated from the past financial statements of the
same firm.
Projected ratio: Ratio developed using the projected or financia
statements of the same firm.
Competitor’s ratio: Ratio of some selected firms, especially the most
progressive and successful competitor, at the same point in time.

Industry ratio: Ratios of the industry to which the firm belongs.

Typesof Ratios

Several ratios calculated from the accounting data can be grouped into various
classes according to financia activity or function to be evaluated. Long term
creditors or the other are more interested in the long-term solvency and
profitability of the firm. Similarly, owner’s concentrate on the firm’s
profitability and financial condition. Management is interested in evaluating
every aspect of firm’s performance. They have to protect the interests of all
parties and see that the firm grows profitability. In view of the requirement of

various ratios they may classify into following groups.
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Credit Practices Ratio

Total Loan to Total Deposit Ratio
The main source of bank’s lending depends on its deposit. This ratio is
calculated to find out how successfully the banks are utilizing their deposits on
loan and advances for profit generating activities greater ratio indicates the

better utilization of total deposits.

Loan and Advancesto Total Assets Ratio
Loan and advance is the mgjor part of total assets for the bank. This ratio
indicates the volume of loans and advance out of the total Assets. A high
degree of the ratio indicates that the bank has been able to mobilize its fund
through lending function. However lending always carries a certain risk of
default. Therefore a high ratio represents low liquidity and low ratio represents

low productivity with high degree for safety in terms of liquidity.

L oan and Advancesto Current Assets
Loans and advances is the major component in total Assets, which indicates the
ability of banks to canalize its deposit in the form of loan and advances to earn
high return. If sufficient loan and advances cannot be granted, it should be pay
Interest on those utilized deposit funds and may lose earnings. So commercial
banks provide loan and advances in appropriate level to find out portion of

current assets, which is granted as loan and advances.

Interest Incometo Loan and Advances
Interest income to loan and advances is one of the mgjor sources of income for
a commercial Bank. The high volume of interest income is indicator of good

performance of lending activities.

Loan Loss Provision to Total L oan and Advances Ratio
It describes the quality of assets that a bank is holding. NRB has directed the

commercial banks to classify its loan and advances into the category of pass,
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standard, doubtful and loss and to wake the provision of 1, 25, 50, and 100
percent respectively. NRB has classified the pass and substandard loan as
performing loans and others two types of loan as non-performing loans. The
provision created against the pass and substandard loan is called the genera
loan loss provision and provision created against the doubtful and loss loan is
called specific loan loss provision. The amount of loan loss provision in B/S
refers to general loan loss provision. The provision for loan loss reflects the
increasing profitability of non performing loan. Increase in loan loss provision
decreases in profit result to decrease in dividends. But its positive impact is that
strengthens the financial conditions of banks by controlling the credit risk and
reduced the risks related to deposits.

The low ratio indicates the good quality of assets in total volume of loan and
advances. High ratio indicates move risky assets in total volume of loan and

advances.

Non-Performing Loan to Total L oan and Advances Ratio
NRB has directed all the commercia banks create loan loss provision against
the doubtful and bad debts. But our concerned banks have not provided data on
non-performing loan in Balance sheet and profit & loss A/C. To measure the
volume of non-performing loan to total loan & advances the main indicator of
NABIL and Investment Bank has been used. This ratio shows the percentage of

non-recovery loansin total loans and advances.

Credit Efficiency Ratio

Interest Expensesto Total Deposit Ratio
This ratio measures the percentage of total interest paid against total deposit. A
high ratio indicates higher interests expenses on total deposit. Commercia
Banks are dependent upon its ability to generate cheaper fund. The cheaper
fund has moved the probability of generating loans and advances and vice

versa
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Total Loan to Liabilities Ratio
Banks create credit through loans and advances and multiply their Assets much
more times than their liability permits. This ration measures the ability of a
bank to multiply itsliability into Assets. The higher ratio of total Assetsto total
liability ratio is favorable as it increases overall capacity of the organization.
The following table shows the ratio of Total assets to total liability of selected

commercial banks during study period.

Interest Expensesto Total Expense Ratio
This ratio measures the percentage of interests paid against total expenses. The
high ratio indicates the low operational expenses and vice versa. The ratio

indicates the costly sources of funds.

Non-Interest Bearing Deposit to Total Deposit Ratio
This ratio measures the volume of non-interest bearing deposits to total deposit.
The volume of interest expenses in total expenses represents a large portion of
the total expenses. How efficiently the deposits were managed affectively in
the total volume of expenses. The banks need to manage the portfolio of the
deposit. It has to maintain certain proportion between interest bearing deposits
and non-interest bearing deposits by administering the interest rate structure.
The higher ratio favorable but in practices, interest bearing deposits always

plays asignificant role in the mix of deposit liability.

Interest Incometo Total Income Ratio
Income is one of the most important factors of each and every organization.
Interest income occupies a greater portion of the total income in a banking
business. This ratio measures the volume of interest income in total income. It
helps to measure the bank’s performance on other fee based activities too. The
high ratio indicates the high contribution made by lending and investment
whereas low ratio indicates low contribution made by lending and investment

and high contribution by other fee based activities in total income.
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Interest from Loan, Advances and Overdraft to Total Interest Income
Ratio
This ratio measures the contribution made by interest from loan, advances and
overdraft. Loan and advances generate the major portion of interest income.
Hence, this ratio measures how efficiently the banks have employed their fund

and loan and advances and overdraft.

Interest Suspense to Total Interest Income from Loan and Advances

Ratio
Interest suspense means the interest due but not collected. NRB directives do
not allow the commercial banks to book due but unpaid interest into income.
The increase in the interest suspense decreases the profit of the company. Such
interest is shown in liability side of Balance sheet under the heading “other
liability”. This ratio interest suspense to total interest income from loans and
advances, measures the composition of due but uncollected interest in the total
interest income from loans and advances. The high degree of this ratio
indicates the low interest turnover and low degree of this ratio indicates high
interest turnover. This ratio also helps to analyze the capacity of the bank in

collecting the repayments of the loans and advances.

2.1.2 Statistical Tools

Statistics is the body of methods of obtaining and analyzing data in order to
base decision on them. It is a branch of scientific method used in dealing with
phenomena that can be described numericaly either by counts or by
measurement. Thus the word static’s refer it a method of dealing with
quantities information. Webster defined static’s as ‘the classified facts
represented by the condition of the people in state especially those facts which
can be stated in numbers or in tables of number or in any tabular or classified

arrangemen.
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Correlation

Correlation Analysis is the techniques of studying how the variations in one
series are related to the variation in another series. Measurement of degree of
relationship between two or more variablesis called correlation analysis. Thus,

correlation measures the degree of relationship between the variables.

2.2 Factors Affecting Credit policy
Generally the following factors are to be considered to make effective loan
management. It is also called the factors of credit policy. It helps to get

effective credit worthiness.

Industry Environment
It determines the nature of the industry structure, its attractiveness and the
company’s position within the industry, structural weakness of a company

which is disadvantaged, theaters first way out and security value.

Financial Condition

It determine the borrower’s capacity to repay through cash flows as the “First
way — out”. The strength of “Second way - out” i.e. through collateral
liquidation is also assessed. Further the possibility to fall back on income of
sister concerns in case of financial crunch of the company condition theaters

repayment capacity.

Management Quality
It determines the integrity, competence and nature of alliances of the

borrowers’ management team. Weakness in replacement needs to be eval uated.

Technical Strength
It determines the strength and quality of technical support required for
sustainable operation of the company in terms of manpower and the technol ogy

used. Appropriate technical competence of the manpower, the viability of the
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technology uses, availability of after sales service, cost of maintenance and

replacement need to be evaluated.

Security Realization

It determines the control over various securities obtained by bank to secure the
loan provided excitability of the security documents and present value of the
properties mortgaged with the bank. Weakness in security threatens the bank’s

second way out.

NPL in Nepal and Other Countries

Non- performing loan was the serious problem not only in national banking but
also in the international banking. Non-performing loan differs in the various
countries such as in 2003; the non-performing loan was 2.3% in U.K., 8.8% in
India, 22% in China, 15.5% in Thailand and 2% in Japan (NRB Samachar,
2063:27).

In September 30, 2001 of the Latin American countries, among the 8 corer
dollar share capital 7.51 corer dollar was non-performing loans and it was 8
percent of the total loan. The non-performing loan was very high because the
two public banks (Nepal Bank limited and Rastriya Banijya Bank) have very
huge amount of non-performing loans. Few years ago, the published sources
showed that the Nepal bank Limited has 62% of the non-performing and
Rastriya Banijya bank has 52 percent of nonperforming loan and these two
banks have around 35 Arab rupee non performing loans and responsibility of
nonperforming loans per Nepali has one thousand six hundred and fifteen
rupees and it occupies 8% more than the per capital income of the year (NRB
Samachar, 2063:32).

Sour cesof Major Problemsin Credit Management
Effective credit management allows a bank to reduce risks and potential NPLSs.

It also offers other benefits. Once banks understand their risk and their costs,
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they will be able to determine their most profitable business and thus, credit-
risk strategy supported by organizational changes, risk measurement technique
and fresh credit process and systems. In the context of Nepal, the sources of
major problems in credit risk management are as follows (Ramamurthy, 2004:
3-5).

Financial statement (including audited) do not reflect a “true and fair view” of
the business entity due to creative accounting. The audited financial statement
as submitted by the customers do not reflect details relating to
Encumbrances changes on the company’s current/fixed assets plus to
whom they are changed.
Details of group company lending/ borrowings
Status of income assessment etc.
Contingent liabilities.
Accounting policies.
Delegation of finding authority is based on seriously and not an
complexes of the concerned officials
No exchange of credit information/ lack of transparency among the
competition banks giving rise to multiple banking (some customers
having facilities with different base) complicating to excessive financing,
double financing, division of funds, flight of capital coverage shortfall etc.
Absence of
» Risk Based Pricing Methodologies
» Customer Risk Rating Methods
» Facility Risk Rating Models
Pronounced Name Lending
Collateral Based Lending Instead of Need Based/ Cash Flow Base
Lending.
Over Banked Center Contributing for Severe Competition and Price-
Cutting.
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Lack of Corporate Governance

Permissive Banking Practice Including Names, Lending, Multiple
Banking etc.

Macro Level Scenario of Political Stability, Slow Growing Economy,
Small Domestic Market.

Ineffective Judiciary

Cross Border Risk Disappearance of Promoters

Inadequacy of low to deal with crime like cheating, misfeasance.

2.3 Review of Related Studies

Present section deals about concept or findings of earlier scholars on the
concerned field of the study. It helps to develop the study as link in a chain of
research that is developing and emerging the knowledge about the related field.
The effort has been made in this present section to examine and review the
some related articles published in different economic journas, Bulletins,

magazines and newspapers.

Nepal Rastra Bank (NRB) has issued directives to all commercial banks and
financial institutions ensuring transparency during loan disbursement as per
provision. All commercial banks as well as al financia institution are now
required to disclose the name of loan defaultersin every six months. Until now
there was no such legal system of disclosing the loan defaulters name. The new
directives have also barred the financial institution from lending any amount to
the blacklisted defaulter and their family members. The credit information
bureau (CIB) can black list the firm, company or clear the debt within the
stipulated period, as per day set criteriafor blacklisting, the CIB would monitor
those individuals and companies that have the principle loan of above Rs. one
million. If the creditor falls to clear the amount within time, or is found mission

the loan among other, the creditor can be blacklisted.
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Due to slowdown in the world economy and deteriorating law and order
situation of the country, many sectors of the economy are aready sick. When
any sector of economy catches cold, bank start sneezing. From this perspective,
the banking industry as a whole is not robust. In case of investors having lower
income, portfolio management may be limited to small saving income. But on
the other hand, portfolio management means to invest funds in various schemes
of mutual funds like deposits, shares and debentures for the investors with
surplus income. Therefore portfolio management becomes very important both
for an individual's as well as institutional investors. Large investors would like
to select the best mix of investment assets (Shrestha, 2003:15).

The investors (all financial institutions, individuals, and private or government
sector) most not took the proposal by making decision without having adequate
judgment because sometimes they perform out of norms, related studies,
policies and techniques. A project appraisal will best viable only if it has
accessed through conscious analysis as was through investment decisions to

make its macro and micro level viability effective” (Lamichhane, 2007:17).

The current volume of the total banking deposits is over 1550-fold higher than
what used to be some 38 years ago whereas the Gross Domestic Product (GDP)
of the country during the same period, price increased just by 62-folds. Central
bank static's shows that the total banking deposit in 1965 used to be just Rs.
129.8 million, but swelled to Rs. 202.13 billion by mid-Jan 2003. similarly, the
total loan and advances of the entire banking system in 1960 stood at Rs. 107
million, which was over 82 percent of them total deposit. However, total loans
and advances went up to Rs. 127 hillion, comparing almost 63 percent of the
total deposit, during the period. As a result both deposit and lending of the
banking system witnessed increase of over 6-folds and 5 folds to Rs.21 billion
respectively by 1990s. As a result of economic expansion and private sector
development, the nineties witnessed a quantum jump in both deposit

mobilization and lending. The deposit of banking system, by the end of 2002,
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touched Rs. 154.5 hillion, which are 7-folds more than the deposit of the
nineties. Loans and advances from the banking system touched Rs. 118 billion
by June-end 2000 and the amount was double than what it used to be in 1985
(The Kathmandu Post, 2003).

In the past report titled 'loan loss provision rises Notably' published in the
Kathmandu Post, the reporter has made an endeavor to highlight some facts
and figures regarding loan loss provision of commercial banks. "The banking
sector is witnessing a huge surge in loan loss provisioning reserve lately. The
increment is primarily aresult of adirective issue by Nepal Rastra Bank (NRB)
in 2001 that introduced stringent loan provisioning criteria for commercial
banks. As per data recently released by the central bank, the total loan loss
provision in the country's banking sector increased from amount Rs. 8.73
billion in mid-April 2001 to Rs. 13.18 billion in mid-April 2003. The increment
Is over 51 percent. As per the latest NRB figures, a remarkable surge has been
seen in loan provision of Nepal Bank Ltd (NBL). Against the provision of Rs.
1.7 million in mid-April 2007, the loan provision amount surged to whopping

Rs. 7.33 billionin ayear".

The reporter further stated that apart from the two technically insolvent
government-invested banks, loan provision of other joint venture private banks
has also risen significantly and the notable increments seen in the loan loss
provisioning amounts due to the eight-point prudential directives that the

central bank issued in mid-July to all commercial banks.

The reporter concludes, "The directives laid down stringent guidelines relating
to loan loss provisioning to ensure a good health of the overall banking system.
The directive requires loans to be provisioned to the extent of cent percent if
payment is defaulted for one year. Likewise, the directives require loans to be
provisioned to the extent of 25 per cent if payment is defaulted for over three

months and 50 per cent if the period of default extends beyond six months. The
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earlier directive required progressive provisioning of loans, but allowed
maximum of three years, unlike the present system of just two year, for loansto

be provisioned to the extent of cent percent'.

Binam Ghimire (1999) in 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 is common among most of the banks is the
increased size of nonperforming assets (NPAS), to resolve the problem of the
losses or likely losses of this nature facing the industry. NRB, as the central
bank, has amended several old directives and issued many new circulars in the

recent years'.

As opinioned by him, since mgjority of the loans of most of the commercial
banks of the country at present fall under substandard, doubtful and even loss
categories, loan loss provisioning now compared to previous arrangement
would be dramatically higher. The new classification and provisioning norms
are much lent able as they help to strengthen banks financially. He added that
we also must remember that the old system remained in force from 1991 to
2001, which was probably the most volatile decade of the business operation of
the country. He has indicated that loan loss provisioning as a percentage of
total credit of April 12, 2001 is 5.2% but as April 13, 2003, it has jumped to
18.39. If only private banks are considered, it is 2.12% of April 2001 where as
it is 6.30% as of April 13, 2003. The total increment in LLP is Rs 11,328.11,
million and the total increment in credit is only Rs 7976.70. He has aso stated
that tightening provisioning requirements on NPL is to ensure that banks

remain liquid even during economic downturns.

In the conclusion he has mentioned that in the recent years NRB has worked

for management and reform of the credit of the financial institution more
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seriously and NRB has adopted reforms aimed not just at dealing with
problems but also at strengthening banking supervision to reduce the likelihood
of future crisis, "All prudential directives of NRB in connection of credit sector
reform have been made revised after April 2001. To adapt to 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”.

Dependra B. Chhetri (1998), titled "Non Performing Assets: A need for
Rationalization", the writer has attempted to provide connation of the term
NPA and its potential sources, implication of NPA in financia sector in the
South East Asian region. He has also given possible measures to contain NPA.
"Loan and advance of financial intuitions are meant to be serviced either part of
principal 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 asset. The book of the account with lending
institution should be effectively operative by means of real transaction affected

on the part of the debtor in order to remain loan performing".

As stated by the writer, the definition of NPA differs from country to country.
In some of the developing countries of Asia Pacific Economic Cooperation
(APEC) forum, a loan is classified as non-performing only after it has been
arrear 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
NPAs are classified according to international practice into 3 categories namely
substandard, Doubtful and Loss depending upon the temporal position of loan
default. "Thus the degree of NPA assets depends solely on the length of time
the asset has been in the form of non-obliged by the loaner. The more time it

has elapsed the worse condition of asset is being perceived and such assets are
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treated accordingly. "As per Chhetri's view, failure of business for 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 NPASs.

He said that there is serious implication of NPAs, on financial institutions. He
further added that the liability of credit institution does not limit to the amount
declared as NPA but extends to extra amount that required for provisioning
depends upon the level of NPAs and their quality. As per his view, rising level
of NPAs create a psyche of worse environment especiadly in the financial
sector. He mentioned that by reviving the activities of the financial institution
like waiving interest, rescheduling the loan, writing off the loan, appointing
private recovery agent, taking help of tribunals and law of land, etc, NPAs can
be reduced.

Finally he concluded that financial institutions are beset with the burden of
mounting level of NPAsin developing countries. " Such assets do bar of income
flow of the financial institution while claiming additional resources in the form
of provisioning thereby hindering gain investment. Rising level of NPAs
cannot be taken as stimulus but the vigilance demanded to solve the problem
like this, eventualy will generate vigor to gear up the banking and financial

activities in more active way contributing to energizing growth."

Patrick F. Reldy (1995), provides an overview of the credit portfolio
management function, structural alternatives, the skill necessary for its
effective implementation, and a final word on training and compensation. The
focus is on corporate credit portfolios, as these often present the largest

concentration challenges though they can be easily modified.

Modern portfolio management of bank assets has fundamentally changed the

requirements for individuals using this technique: their backgrounds, their
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training, and their skills in using available resources. While traditional credit
training remains necessary, today's portfolio manager arguments this
background with knowledge of early-warning systems, alternative structures to

better set risk/return parameters, and more.

Traditional training focused on the individual loan. Traditional credit training
focused on the analysis of a firm's management, operations, and financial
structure as the basis for determining a borrower's creditworthiness; now
training programs incorporate not only these techniques, but aso that elusive

element called abank's credit culture.

In essence, a bank's credit culture was a series of written and unwritten rules
about which types of customers, industries and credit profiles were acceptable.
This culture ultimately dictated the structure and composition of the bank's

total portfolio.

Protection measures against portfolio losses focused on loan loss reserves
based on moving-average formulas. Concentration risk was to be avoided, but
there were always those special customers for whom exceptions could be made.
If the formulas were correct, then overall expected losses in the portfolio would
be covered by reserves. But those formulas and expectations were not always
so accommodative. As a result, certain concentrations would invariably lead to
extraordinary or unexpected losses that were charged to income in the year of

their incurrence.

Portfolio management looks at the impact of loans individually, collectively,
and comparatively. Modern portfolio management techniques have
supplemented these unwritten rules with portfolio analysis and policies that
establish limits on exposure by country, by obligor, by industry, and so on.
These limits are derived from a specific focus on the technical aspects of this

asset classes a segmentation of the credit product and an analysis of the effect
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of combining credits into portfolios. Credit portfolios can now be evaluated on
the basis of fundamental as well as quantitative portfolio analysis. Thisis now
being further institutionalized in terms of required capital as defined in the
updated Basel Capital Accords.

"A bank is a government regulated, profit making business that operates in
competition with other banks and financial institutions to serve the saving and
credit needs of its customers. The primary business of banks is accepting
deposit and lending money. Banks accepts deposit for customers who want the
safety and convenience of deposit service and the opportunity to earn interest
on their excess funds® (Sapkota, 2001:54).

Bhattacharya in his book “Banking Strategy"”, credit appraisal and lending
decision has put the recommendation to Tandon committee. He has prepared
this report in 1975, however these recommendations still deserve great
significance in the sector of credit appraisal, the system proposed by the
committee enjoying upon the banker are as follow:

a. To assessthe need based credit of the borrower on arational basis.

b. To ensure proper and use of bank credit by keeping a closer watch on

the borrower business and thus ensure safety of the banks funds.
c. Toimprove the financia discipline of the borrower and
d. Todevelop heathy banker-borrower relationship

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

borrowers' requirement,
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c. Borrowers are required to old inventory and receivables according to
norms prescribed by the Reserve Bank of Indiafrom time to time.

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

e. In 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 committee including stores and other items uses in the manufacturing
process are:

a. Raw material including stores and other items uses in the manufacturing
process.
Stock in process
Finished goods

Receivable

Spares

® o 0 T

“Bank growth and profitability are the result of carefully forecasting funding
needs, competitively attracting funds, efficiently borrowing funds and
effectively investing, funds in safe but profitable earning assets. Depending on
a bank’s size and location and on local and national economic conditions, a
bank may have adequate, relatively stable sources of low cost funds, or it may
have to compete regularly and aggressively for funds at high market prices for
an increasing number of banks, the second situation is becoming the norm as
more and more banks face increasing pressure to attract adequate funds at
reasonable costs (Bhattacharya, 1998: 309).

In the word of S.P. Singh and S. Singh, credit policies of banks are condition to
great extent by the national policy framework, every banker has to apply his
own judgment for arriving at a credit decision, keeping of course, bankers and
credit policy also in mind (Singh and Singh, 1983:34).
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H.D. Gross stated lending is the essence of commercial banking; consequently
the formulation and implementation of sound lending policies are among the
most important responsibilities of bank directors and management. Dell
conceived lending policies are essential in a bank to perform its credit creating
function effectively and minimize the risk interest in any intention of credit
(Gross, 1963:45).

Shrestha (1995) said that the commercial banks should not concentrated on the
specific sector but should fulfill the credit need of various sector of the
economy including agriculture, industry, commercial and social sector of the
economy service sector. The commercial banks should very effective while
providing loans. While providing loans, the banks should think on the
maximizing the economic growth of the country as well as the profit from

providing the loan for the operation of the country.

Functionally, Credit isnow segmented into Four Parts

1. Origination and Determination of the Required Level of Customer
Commitment

The saled relationship function in credit portfolio management is often

separate from the analysis’'underwriting function. This allows for an efficient

use of resources for client development as well as analytical discipline and

consistency. The relationship manager determines the commitment level that

will maximize relationship income.

2. Fundamental Analysisof the Individual Credit

The underwriting function in credit portfolio management is charged with the
more traditional responsibility of individual credit analysis and monitoring. But
this function is being driven more and more toward a specialization based on
industry, so that the full benefits of analyzing aternative borrowers within an
industry can be achieved. The more specialized structure enables CPM to
provide key value-added analyses to relationship and product managers in
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complex customer support for example, merger and acquisition analysis. It also

provides for a centralized, efficient use of analytical resources.

3. Portfolio Monitoring
Many more tools and information resources exist today than were available in
the past for portfolio monitoring. For example:
Institutions now set various portfolio limits to shape the structure of the
desired portfalio.
Early - warning processes to measure portfolio deterioration have become
an integral part of credit risk management.
For large corporate portfolios, Merton- based models relate information
inherent in the equity marketsto a firm's debt levels.
Bond spreads and credit derivative premiums provide a forward-looking
credit view for the market that can be compared with a bank's own credit

view.

4. The Role of Credit Approval Authorities

The credit approva function determines the desired exposure level for the
institution's books within the context of pre-established limits by obligor and
industry. As a result, credit approval manages expected loss and allocates
capital to desirable transactions. CPM, as separate from credit approval,

optimizes the use of capital through alterationsto the portfolio's profile.

Alternative Structuresfor Credit Portfolio Management (CPM):

The establishment of Credit Portfolio Management is typically an evolutionary
process for each banking institution. At start-up, CPM usually takes a defensive
role eliminating concentration risk and culling underperforming relationships
from the risk/ return point of view. As CPM develops, optimization of the
selected portfolio is added to its role, adjusting exposures to take into account
the best risk/return structure. The adjustments often use the credit derivatives

markets in order not to disturb the primary relationship with the customer. In its
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advanced form, CPM adds the bank's credit view to its role, with the intention
of improving the portfolio's relative value performance among different asset

classes.

The state of CPM aong this developmental curve often dictates whether it is
located inside the wall (subject to the possibility of receiving non public
information) or outside the wall (not subject to non public information and free

to adjust positions).

Functions of CPM
CPM achieves two principal goals:
1. To match required hold levels with desired hold levels.
2. To optimize the portfolio of assets ultimately held by the bank.

To do this effectively, CPM must perform al or some of the following key
functions, depending on the state of the developmental curve discussed above:
Serve as an analytical and advisory group to the line and to the approval
authorities, plus serve as an integral part of critical deal teams.
Prepare the credit approval package and advocate the transaction to the
credit approval authorities.
Closely monitor obligor risks, returns, and concentrations.
Evaluate, establish, and effectively use advanced modeling techniques to
help determine the potential risk inherent in the portfolio and its asset
correlations.
Manage those same risks through the judicious use of loan sales and
synthetic instruments such as credit default swaps and CDOs. (Reidy,
RMA journal, (2005) "Corporate credit portfolio management: changing

skills requirements’.

In an article published in New Business Age, Kamal Subedi,”2002 titled

"Growth in Maor Commercial Banks' has compared between the first six
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month of the fiscal year 2002-2003 and 2003-04, which shows that there has
been noticeable increase in credit outflow by the commercial banks except of
Nepal Bank Ltd(NBL) and Rastriya Banijya Bank(RBB) ( the government
owned banks) There has been increase in credit —deposit (CD) ratios of all
commercial banks except of NBL and RBB in which case it has gone down by
10.41% and 5.99% respectively. It may be because their concentration was
only on recovery of the huge Nonperforming Assets (NPA). However, Subedi
pointed out that no matter what the size of NPA is and the circumstances are,
each bank has to collect the deposit in order to create alending and to invest in
the new ventures. Except RBB all banks have increment in deposit collection
(Subedi, 2002:47-48).

A decrease in CD ratio (the percentage of the deposit mobilization over the
credit) signifies the presence of high liquidity and comparatively lower fund
mobilization and vice versa. High liquidity and idle funds will result in lower
profits. HBL has the highest growth of 18.47% in CD ratio over the last year.
Similarly, NABIL and Everest Bank Ltd. (EBL) have recorded growth rates of
11.83% and 7.45% respectively in their CD ratio. However, this ratio of other

commercial banks has declined, largely due to factors external to the banks.

As per the NRB directives, al commercial banks have to maintain loan loss
provision according to the size of overdue loans. Nepal Credit and Commerce
Bank (NCC) were able to decrease its loan loss provision by 27.63% as
compared to the previous year indicating a good recovery of interest as well as
principal. In case of Nepa Investment Bank(INBL), growth in loan loss
provision(which in fact decreased by 6.73%) was much less than the growth of
the total credit(which in fact decrease by 6.73%) was much less than the
growth of the total credit(which increased by 53%). Similarly, NBL and HBL
were able to maintain a healthy composition of loan loss provision (decreased
by 9.49% & 0%) and credit (increased by 3.70% and 26.78%), again signifying

good results from their loan recovery efforts. In case of remaining banks, the
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situation is not satisfactory as the growth of loan loss provisions higher than the

growth of credit.

A bank’s stability depends on the reserve it maintains. NABIL’s reserve growth
is very good i.e. 1400% on retained earnings and 67.86% on other reserves.
Similarly, al other banks have except NCC and BOK made noticeable
increment in it. The major yardstick to measure the status of the bank (whichis
the prime concern of shareholders) is the profitability of the banks- the spread
between what the banks has earned and expensed. In this regard, KBL has
made the significant growth of 81.25% in profit as compared to the precious
year. Similarly Standard Chartered Bank (SCBNL), NABIL, HBL, BOK, EBL,
NIBL, NSBI, NIC and NCC have the growth of 7.72%, 6.333%, 43.73%,
29.83%, 61.8%, 62.76%, 29.76%, 37.89% and 4.03% respectively.

Government of Nepal has promulgated ordinance to replace several existing
laws related to the banks and financial institutions like Commercial Bank Act
2031, Finance act etc related to financial institution. The maor highlight of the
ordinance with universal banking that makes all the banks and financial
institution governed by a single act making the legal process much efficient and
with less confusion and it has protected the rights and welfare of the depositors

and investors.

However this ordinance has lots of unclear issues, which has created confusion
to the existing banks and financial institutions. The ordinance has classified the
financial institution into categories replacing the present terms as commercial,
development of finance companies. The act has classified the commercial
banks’ category, as “ka” category .The positive aspect of this ordinance is that
the financial institution which fall under the “Kha” category will also be
allowed to carry out several financial activities that were previously allowed to
only commercial banks, such as opening current accounts, issuing drafts and

traveler’s cheque, dealing in foreign exchange and issuing letter of credits.
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Even the financial institutional, which falls under the category “Ga” are
permitted to handle current account, saving account and to some extent, foreign
currency transaction. Due to these changes, the consumer will be benefited due

to the competition among these banks and financial institutions.

In an article published in New Business Age written by Sudhir Khattri,( 2005)
has analyzed the ordinance pros and cons, in general speaking termed as
Umbrella Act. He has expressed his disagreement in the ordinance regarding
the qualification of the Board of Directors composition. The qualification set is
out of the total number of directors, two thirds have to be graduates in law,
banking and statistics. Another requirement is five years work experience
either in banking or public limited companies or in a gazette level government
posts. He argues why a science graduate or someone with engineering
background cannot be the director, it is not justifiable to question on the
capacities of the people with these background i.e. in the past some successful
Genera Manager and Directors in Nepal Industrial Development Corporation
(NIDC) were engineers. He further writes that activities like project financing
and asset valuation require engineers and similarly that there cannot be any
reason for the position of director in banks to be graduates in some specified
fields only. For CEO of the “Ka” category, qualification required is masters
Degree in the chosen few subject and the term would be of four years. The act
however does not mention the renewal of the CEO's term. The Board or AGM
of the institution should decide the CEO’s tenure (Khatri, 2005:18-20).

Similarly, he points out argument in the requirement of five year work
experience. The performance of the public limited companies is so poor that
the efficiency of the staff is questionable. In such situation how can one hire
someone with the experience in public limited companies? As per the act, it is
mandatory to appoint a professional director in the Board chosen from the list

of professiona experts enlisted by NRB. Such director will not have voting
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right. It is questionable that can be contribute significantly towards the

development of abank or financial institution without the voting right?

For the existing banks and other financial institutions a two- year period has
been granted to apply for the license. Entirdly new Memorandum of
Association and Article of Association have to be prepared and a special
general meeting of shareholder has to be called. If any institution fails to obtain
the license on the said period their license will be seized. However, there is no
clear information on whether the institutions can prepare Memorandum of
Articlesin their own format or are there any prescribed format available or will
be made available by the central bank- Nepal Rastra Bank for this purpose.

This ordinance has given the full authority to NRB for monitoring, inspection,
supervision etc. NRB is vested with the power to fix interest rates in lending
and deposits and the Act also states that NRB can also delegate this authority to
the individual banks themselves. However, such delegated authority can be
taken by the bank. This makes banking, more risky, it indicates that NRB is

interest to take control on fixation of interest rates as when required.

In an article published written by Atma Shrestha (2004) in Business Age
entitled “Entrepreneur —Friendly Credit Policy” has reviewed the present credit
policy with main focus of the credit decision being based on the collateral. He
argues that only collateral should not be considered as the basis of the credit
decision (Shrestha, 2004:33-34).

Access to finance is vital element for entrepreneurship development in the
country. Without it one cannot think of starting business of any sort. I1t’s mainly
due to this reason; most of the students after completing their single mindedly
look for employment opportunity. No other option, no matter how lucrative and
attractive it would be enter into their mind. It has created huge pressure in the

labor market. In the absence of entrepreneurial activities in the country,
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employment opportunity will be very limited and even qualified and competent
people do not get job. The established notion of the Nepalese bankers that
money lent to the wealthy people based on collateral is safe. But is not actually
a safe assumption in the face of greater difficulty in loan recovery from these
people. Also, this particular segment of market is already over-banked. With
the worsening business performance of the Nepalese corporate sector mostly
due to the poor management compounded by other factors sluggish economic
conditions and political instability, banks must now explore newer market
segment for their sustained growth and success. Under this backdrop, Nepalese
commercia banks must change their policy and must understand that even the
people living in the low and middle level of economic pyramid can potentially
be lucrative market. They can ignore them only at their peril, especialy at the
time when the competition in the market consisting of people at upper level of
economic pyramid is very intense and had already saturated. In this context,
potential entrepreneurs armed with skills, knowledge and readiness to take
plunge in the business world can form a formidable market opportunity for the
Nepal ese banking industry —only if it can come out of the cocoon of traditional

collateral-driven lending approach.

At the time when Nepalese banking industry is confronting with the increasing
NPA, it might seem unwise and untimely to suggest that commercial banks
extend loan to the potential entrepreneurs without collateral. It is not that they
must ignore the collateral atogether while making credit decision. Collateral
may be one of the important elements of the credit decisions. But this should
not be a pre-condition for any credit decision. Lesson should be learned from
the past experience of this credit policy that collateral alone does not ensure
quality of credit decision. The fluctuation and stagnancy in the real estate
business has further reinforced this view. More important, Nepalese bankers
themselves must have to have entrepreneurship spirit which means, they should
not hesitate to take educated risk by giving more weight to the entrepreneurship
dimension of the credit proposals while making credit decision. The ability of
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lending is identifying and investing a distinct competitive advantage in the
crowded market. However it’s essential that any government rules and
regulations that inhibit the promotion of entrepreneurship in the country must
be abolished.

Entrepreneurship development is one of the important conditions for the
economic growth of a country. There must be the sprout of entrepreneurship
activities in the country for rapid economic growth and progress. However it
does not happen automatically. We must create necessary condition and
environment where people with skills, knowledge and hunger to make money

by starting their own business can get easy access to capital.

The ordinance relating to banks and financial institutions has been promulgated
that has been brought into existence effective February 4, 2004. The Banks and
Financia Institutions Ordinance, 2004 has replaced the existing Agricultural
Bank Act, 2024, Commercial Bank Act, Development Bank Act, and Nepa
Industrial Development Corporation Act and Finance Companies Acts and
have bought al such institutions under the preview of asingle Act. Though this
ordinance came as an achievement in the financial sector reform program, its
being a, matter of debate among the various finance experts that the ordinance
having six months existence time should be enacted? At this time since there is
no parliament in the country and the parliament is authorized to enact
permanent law. It is obvious that the financial sector must go through

uncertainty in the future. The ordinance, popularly called as Umbrella Act.

In an article “Comments on Umbrella Ordinance 2004 Tirtha Upadhya, (2004)
president of ICAN has clearly described the ordinance along with his views.
The ordinance is comprehensive and prescribes in detail the provision for
licensing, incorporation, governance and merger and dissolution procedure for

banks and financial institutions (FIs). This is a significant improvement over
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the existing Acts but apprehension is expressed about the discretionary power
that the ordinance has vested on Nepal Rastra Bank (Upadhaya’2004).

The ordinance is divided into 12 chapters and contains altogether 93 sections.

The first chapter defines the various terms used in the ordinance but has
conspicuously omitted to define” security” and *“collateral” among some
Important terms. These words have been frequently used in relation to lending
activity but in the absence of universally acceptable definition the ongoing
anomalies owing to the ambiguity are expected to continue though it has been
clarified that the financial institutions henceforth can lend against personal or

corporate guarantees.

Second chapter specifies the procedure for establishing a bank or financial
institutional and has brought transparency in licensing procedure. The authority
has to either issue the license within 120 days of application or notify the
reason of refusal within the said period. Further a foreign bank’s presence in
Nepal either though a joint venture or branch banking is legally mandated. This
provision will probably meet the long outstanding demand of the donors and
conforms Nepal’s entry to WTO. Buying back of its share by a financial
institution, a unique provision is legally slated by this ordinance, and that could
be considered progressive. But it has failed to explain the objective of such
provision and at the same time appears to be restrictive to implement. The
ordinance failed to prescribe condition for enhancing the stake of joint venture
partner, fresh issue of share to strategic partner, issue under employee's stock

option plan and preferential issue that isvital from the investor’s perspective.

Chapter three deadls with the constitution and Board of Directors and
appointment of CEO. Henceforth, in addition to directors appointed by the
shareholders, meetings, the FIs must have one independent director in its Board

appointed from amongst the names in a roster maintained by NRB. Also, the
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academic qualification of remaining directors has been prescribed that requires
that 2/3 rd of all directors must possess required academic qualification and
experience but it has failed to ensure that people of requisite qualification are
elected by the general meeting. Similarly, academic qualification for a position
of CEO is also prescribed and his/her tenure is limited to four years. But the
intention for limiting the tenure paid executive remains unexplained. It might
prevent young and dynamic person from taking this leadership position.
Further, the authority and responsibility specified are not commensurate to the
position of a CEO. Asthe law does not guarantee vesting of executive authority
on CEO, it might inconsistent with the principle of divesting management from

investor to professional managers.

Chapter four places restriction on using bank of FIs name or carrying out
financial transaction by institution other that those licensed by NRB as per the

ordinance.

Chapter five deals with capital adequacy, reserves and provisioning for NPA’s
but the more it has tried to be transparent, the more it has vested discretionary
powers with NRB. To protect the interest of depositors, the prime concern of
legislatures in drafting the law should be continued maintenance of adequate
capital and such an important matter should not be left to the discretion of
NRB. The lesson should be learnt from the past experiences where NRB’s
leniency sent two largest banks technically bankrupt. In this regard, it may be
pertinent to remind why the Basel Committee recommendation on capital
adequacy (that is universally acceptable) is not created to meet the capital gap
within specified time. Such an obligation is vital for protecting the depositors
interest. As such obligation has been the case with the two largest banks (i.e.
Nepal Bank Ltd. And Rastriya Banijya Bank) and a few other private sector
banks in Nepal, continued flouting with NPA’s has eaten away not only their

equity but the depositors money as well.
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Chapter six prescribes the financial transactions that bank’s at Fls are
empowered to undertake. It has attempted to include all types if traditional
financial transaction either to undertaken by a bank or Fls but has failed to
visualize the requirement of a modern banking like debt securitization swap
and hedge transactions and dealing in other financial derivates. The finance
company will be benefited with this ordinance as they are now authorized to

accept interest free deposit.

Regulatory, inspection and supervision responsibility with regard to Fls
continue to remain with NRB. The new provision has enlarged the scope of
NRB's regulatory role. Banks set up with foreign shareholding will now be
required to submit to NRB the inspection reports prepared by their
headquarters. Severe penalty including suspension of Board or taking over the
management of FIs has been prescribed if the result of NRB inspection
indicates non-compliance with its directives or if the FIs are found to be guilty
of engaging in activities that are detrimental to the interest of the shareholders

or the depositors.

The deregulated interest rate regime appears to be drifting away as the
ordinance has empowered NRB to intervene in rate fixation but it does not
specify the conditions that would oblige NRB to do so. Looking at the current
rate of interest offered on deposit on FIs that has gone below the inflation rate,
NRB intervention could bring relief to thousands of small depositors especially

old, disabled and pensioners whose lifetime saving is at stake.

Loan disbursement and its recovery procedures are covered under Chapter 8
that re-established the NRB’s authority to regulate lending and minimize the
chances of loan going to and unscrupulous borrower or diversion of the funds.
The ordinance has specifically provided for the compulsory registration of all
charges on assets pledge as collateral but the agency responsible for such
registration (other than real estate) is not identified. The authority of FIsin loan
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recovery has been extended and it may now reach to other assets of the
borrower in case the security of loan falls short or becomes inadequate. The
hitherto requirement of disposal of non-banking assets within seven year has
been done away with. It may result in accumulation of significant unproductive
assets in Fls balance sheet. The role of loan Recovery Tribunal has been
undermined and no role is envisaged for Asset Management Company that isin
the offing.

The role of the auditor of FIs has been extended and it goes beyond the scope
of expertise of accounting profession. Auditors shall require among others, to
certify whether Fls have acted (or failed to act) to protect the interest of
depositors or investors and whether the business of Fls has been conducted
satisfactory. Basis of such opinion is not outlines and accordingly it will serve

or purpose other than becoming aritual.

Chapter 10 deals with merger that permits Fls merge with other Fls only. This
IS anew provision but does not prescribe the circumstances when such merger
will be permitted. The missing part on merger is the safeguard of interest of
minority shareholders. It does not entitle shareholder opposed to the merger to

ask for compulsory acquisition that is vital for promoting foreign investment.

Chapter 11 prescribe penalty for various offences that could be both civil, and
criminal. Chapter 12 has laid down procedure for voluntary winding up Fls
arbitration and miscellaneous administration and operational procedures. The
client confidentiality is guaranteed but with so many restrictive sub-clausesit is
doubtful if the objective would ever be met. Similarly depositor’s right is
clearly protected by reiterating that there would be no other claimant on deposit
kept with Fls other than the depositor himself or his nominee but with such
right. The state may interfere in one or other pretext defeating the intension of

law and lessening the confidence in the banking system
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For the first time, the law has taken recognize of international terrorism and
NRB is empowered to suspend operation of account related to organization or
individual associated with such activities. But it has omitted any anti-money
laundering provision. Probably, a separate Act is being envisaged to deal with

such transactions.

In conclusion, it could be said that the ordinance is comprehensive and deals
with significant aspect of operation of FIs. However, attempts should be made
to limit NRB’s discretionary power by framing transparent, prudent and
unambiguous policies and regulations. Further work would be necessary to
integrate the country’s financial sector with international financial sector with
international financial market and effort should be directed to encourage
adoption of international bet practices like International Financial Reporting
standards (IFRS), International standards on Auditing (ISA), Bassel Committee

Recommendation etc.

Dr. Champak Prasad Pokharel in the article entitled "Financial sector Reform
and New Challenges”, Agricultural Credit Publication stresses that highest
liquidity makes financial institution un-bankable by creating unnecessary
burden of bearing the cost of capital. Dr. Pokharel expresses that most of the
financial institutions are lying on uneconomic situation due to ineffectiveness
of portfolio management on the one hand and deficiencies of efficient modern
management on the other as far for the betterment of financial possibility in
portfolio projects, like hedth , residential buildings, communication, tea

gardening etc.

Dr. Pokharel further suggests that commercial banks need to make strong
strategy urgently with shifting the money from fixed deposit to saving reducing
the interest between deposit and interest spread in both sectors. He highlights
that fixed deposit has been increasing in the ratio of 0.44 to 0.95 from 1990 -
1999.
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2.3.1 Review of Thesis

The financial ingtitutions especially CBs have to identity new area of
Investment to increase loans and advances in reducing the liquidity position.
With the rapid growth in the number of banks and financial institution, deposit
insurance scheme is a must. The principle reasons for introducing such deposit
insurance should be one of the social justice rather than economic justification
in order to protect the interest of the small depositors. In this condition, this
scheme should be expedited to implement (Karki, 2000: 26-30).

Rewat Bahadur Karki (2004) has summarizes some of the challenge through
his article ,“The financial sector is facing major challenges of high NPL of the
banking sector, which comes around 18% of the total loan but it the loan
classification is made according to least international practice, it is assumed to
exceed 30% credit demand is being met largely by non-institutional source i.e.
private money lender, merchant trade, individual and land lord at very high rate
of interest, which is 2-3 times higher then of institutional source, this shows
that the unorganized financia sector is playing a maor role in Nepalese
economy. The liquidity has a magjor role in Nepalese economy. The liquidity
position of the banking sector is rated as high as 24%, but the productive sector
of the economy is starved by credit crunch. This has created a paradoxical
situation in banking sector. He has given some suggestions to improve the

Nepalese financial sector:

Kafle (2005) in his study entitled “Non-performing loans of Nepalese
commercial banks.” The researchers mean objective of the study was to know
the problems of the non-performing loans and its effect in the ROA and ROE
of the Nepalese commercial banks and to find out whether the Nepalese
commercial banks are following the NRB directives regarding loan loss

provision for non-performing loan or hot.
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Through the research he has found that the no banks have been following
NRB’s directives regarding the loan loss provision. He also conclude that the
return on assets (ROA) and return on equity (ROE) of the bank deposed upon
the NPLs. The high degree of negative correlation between NPL and ROA and
the NPL and ROE clearly indicates that there is inverse relation between them.
He has recommended that for the smooth operation of the commercia banks,
the NPLs should be controlled for this bank should provide necessary training
regarding loan management to the manpower’s. In order to remove, the NPLs,
banks should take enough collateral so that banks can recover its loan amount.
For the loan loss provision as per the NRB directive and to reduce the NPL, the
bank management should be effective and the NRB’s monitoring and

regulation is necessary.

Pradhan (1996) in his study entitled “Deposit mobilization, its problem and
prospects”. He has presented a short glimpse on investment in different sector,
its problem and prospects through his article. On his article, he said that,
“Deposit is the life blood of any financial institution, be it commercial bank,
finance company, co-operative or non government organization”. He has
added, In consideration of ten commercial banks, nearly three dozen of finance
companies, the latest figure does produce a strong feeling that a serious review
must be of problem and prospects of deposit sector. Besides few joint venture
banks, other organizations rely heavily on the business deposits receiving and

credit disbursement.

In the light of this Mr. Pradhan has pointed out following problems of deposits
mobilization in Nepal ese perspective:

a. Dueto lack of education, most of Nepalese people do not go for saving in

ingtitutional manner. However, they are very much used of saving, beit in

the form of cash, ornament or kind. Their reluctance to deal with

ingtitutions system are governed by their lower level of understanding
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about financial organization, process requirement, office hour withdrawals
system availability of depositing facilities and so on.

b. Due to the lesser office hour of banking system people prefers for holding
the cash in the personal possession.

c. Unavailability of the institutional servicesin the rural areas.

d. No more mobilization and improvement of the employment of depositsin
the loan sectors.

Pradhan has not only pointed out the problems but also suggested for the
prosperity of deposit mobilization. They are given as:

a. By cultivating the habit of using the formal sector for transactions must
be a priority and continuous educational programmers.

b. By adding service hour system will definitely be an appropriate step.

c. By providing sufficient institutional service in due rural areas. If deposit
mobilization, materialize, that should be taken as magjor achievement as
this generated fund can be used somewhere by the bank. NRB could
endorse this deposit collection by continuing to subsidize overhead cost
far little longer period. A full scale of field office system could be taken

back and modes manpower strength deputed to cut down overhead cost.

d. NRB could aso organize training program to develop skilled
manpower.
e By spreading co-operative to the rural areas mini banking services

are to be launched.
f. The scheme of mobilizing the deposit in the form of free personal
accident insurance, deposit insurance may be fruitful. Not only waiting

far potential customer it is better to reach to the potential depositors.
Pradhan mentioned deposit mobilization carried out effectively isin the interest

of depositors, society, financial sectors and the nation. Lower level of deposit

rising allows squeezed level of loan delivery leaving more room to informal
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sectors. That is why higher priority to deposit mobilization has al the
relevance.

Competition between joint venture banks made them to collect large amount as
deposit. In the same way, Nepal's two joint venture banks NABIL and HBL are
positioned among 500 biggest bank of Asiaregion. This evaluation is based on
the total assets, loan investment, net income and profit and investment on
shares (Kantipur, 2001).

Bhattarai, (2004) in her study “Implementation of Directives Issued by Nepal
Rastra Bank: A comparative Study of Nepal SBI Bank Ltd and Nepal
Bangladesh Bank Ltd”, has made an attempt to analyze various aspects of NRB
directives with respect to Capital Adequacy and Loan Classification and
Provisioning.. As per her view the process of continual review and
classification of loans and advances enables banks to monitor the quality of
their loan portfolios and to take remedial action to counter deterioration in the

credit quality of their portfolios.

She concluded that with the new provisions, the banks will have its provision
amount increasing in coming years and subsequently profitability of the banks
will also come down However, the true picture of the quality of the asset will
be painted in the coming years to come. She recommends, “the banks should
be very careful while analyzing the repayment source & capacity of its credit
clients”. With longer period of past due, the bank will end up increasing its

provisions which will keep the bottom line low if the bank is not careful.

The major research ga