CHAPTER- |
INTRODUCTION

1.1 Background

The world is changing at a fastest rate. Develogredl leading countries like USA,

China, Japan, Europe, India etc. are the leadiagheles of this. Intense competition,
globalization, standardization, free trade polidiferent human rights, development
in technology is the crucial factor for change. @h¢he main factors to measure the

development of a country is economic factor.

Nepal, a land locked country with agro based econokmown for its Great

Himalayas, beautiful temples, masterpiece arts smdptures, is the ninth poorest
country of the world. Though tremendous naturabueses exit they have not been
fully or partially utilized. Political instabilitylow economic growth rate, medium
literate population, unawareness are the factarghfs. The total population of Nepal
is 29,391,883 (2068 B.S) & its growth rate is 1%0962068 B.S). The economic
growth rate of Nepal is very low. The important gmnents of economic dimensions
of an economy are Gross Domestic product (GDP), Gagita income, personal
consumption expenditure, unit labor cost & privatgestment. GDP (Purchasing
power parity) of Nepal is US $35.81 billion (2067SB. Per capita income of a
country can be used as an indicator of the purnggsower of its people. Nepal’s per
capita income is US $ 478e revised macro economic indicator reveals, wiisch

one of the lowest in the world. This is also thedst among the SAARC countries.

Financial institution is one of the sinequanon destto measure the economic
development of a country. It is reckoned as a batemto measure the economic
growth and also the hub of a financial system. Arnyanization or institution which
is engaged in any type of financial activities iown as financial institution. They
accept savings of public as deposit and mobiliz# sieposit providing loan against
security deposit or on the guarantee of group ® ribedy person, business and
industries. According to NRB Act 2012 “Financialstitution means a financial
institution established under the prevailing lawgwhe objectives of providing loans

for agriculture, co-operative, industry for any @thspecific economic purpose of
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collecting deposits from the general public andwmed also includes an institution
prescribed as financial institution by GovernmeinNepal by publishing notice in the

Nepal Gazette”.

The economic development of any country is suppdsiefinancial infrastructure of
that country. A small financial institution is atali contributor to the financial health
of the national economic. The financial instituBaare often fragile and susceptible to
failure because of poor management particularharfaral management. Financial
infrastructure indicates the financial strength,sipon and environment of the
institutions. They are currently viewed as catalgsthe process of economic growth
of a country. The importance of financial internads has been stressed by these
words “Economists and historians agree that theqa® of modern economic growth
has been closely associated with the expansionimer@asing diversification of
financial intermediation”. The key factor in thevééopment of an economy is the
mobilization of the domestic resources. A soundlthga efficient and secured
financial system helps accelerate the dynamicsnofeeonomy and thus plays a
significant role as a growth facilitator. The Negs# financial sector is composed of
banking sector and non-banking sector. Bankingosembmprises of Nepal Rastra
Bank and commercial banks. Nepal Bank Limited (NBL}he first Bank of Nepal.
According to Dictionary of Banking and Finance (P.Bollin, reprint 2054,
“Business which holds money for its clients, whigmds money at interests and
trades generally in money” is bank. The non-banlgegtor includes development
banks, micro-credit development banks, finance @mgs, co-operative financial
institutions, non-government organizations (NGO®rfgrming limited banking
activities. Other financial institutions comprisé insurance companies, employees
provident fund, citizen investment trust, postalisg offices and Nepal Stock
exchange. The restoration of multiparty democraxy government major step to take
liberal policy buttressed the banking sector. Agsult of this, there is an increment
in the number of commercial banks and its brancheontext to Nepal within the
last five years,(Adhikari:2006:270

Banks are such types of institutions, which dealmoney and substitute for money.
They deal with credit and credit instruments. Thestmmportant thing for the bank is

good circulation of credit. Banking plays a sigedfint role in the development of
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national economic; it is a financial institution st primary classes in borrowing and
lending. Modern bank prefers varieties of functiberefore it is difficult to decide the
function of a modern bank because of their compjeand versatility in operation.

Various authors have defined the word “Bank” infefiént ways. “A commercial

bank is dealer of money and it substitutes for mposech a check or bills of

exchange, it also provides a variety of financelvge” - (The new Encyclopedia of
Britannica, Vol. 4:2042; 600).

The total deposits at commercial banks stand atmakoRs. 642 billion 2068,
development banks and finance companies have deposund Rs. 56 billion and 67
billion respectively 2066. Of the total commerdmnks’ deposits, demand deposits,
saving deposits, and fixed deposits stand at 1B% 8nd 52% respectively. They
have liquid finds of Rs. 114 billion (cash in haadust 16.2 billion, and deposits with
NRB Rs. 39.3 billion). More than Rs.110 billion ilsvested in real estate by the
commercial banks alone. Over 72%of commercial bacledit flows against fixed
assets. Loans and advances of commercial bankBofwitclaims on government)
stand at Rs. 572 billion 2068. Meanwhile, loans addances of development banks
and advances of development banks and finance coegpstand at Rs. 52 billion and
70 billion respectively 2066. As a share of grossndstic product (GDP), total
deposit, total credit (including claims on govermt)eand private sector credit are
51%, 54.9%, and 43.6% respectively.

Total assets of bank can be divided into two pgesforming assets and non
performing assets/loan. Performing assets are #sets which direct generates cash
to organization or indirectly helps to generatehcas it facilitates the set ups for
better productivity. Loan and advances is directtgbutor to banks income whereas
cash in vault balance in other bank, fixed assetsaher assets are the facilitators
which helps the daily operation of bank. Performasgets add positive value to bank
as well as to nation. Performing assets are thamses|that repay principle and interest
to the bank from the cash flow it generates. Norfepeing assets can be defined as
those assets that cannot be used productively.gddiorming assets is the outdated
loan, and bad and doubtful debts. Non-performingeiss could wreak banks
profitability both through a loss of interest incerand write off the principal loan
amount. (Dangol2058:230).



Non performing Assets (NPA) can be defined as a twdease that is not meeting its
stated principal and interest payments. Non pelfagnassets are commercial loans
and consumer loans which have not been paid ungtitime to pay loan is overdue.
For a bank, a Non Performing Asset (NPA) or badt delnsually a loan that is not
producing income. Earlier it was largely applicabdebusinesses. But things have
changed with banks widely extending consumer lo@msne, car, personal and
education, among others) and strict asset claggdit norms. Banks usually classify
as nonperforming assets as any commercial loanshvdre more than 90 days over
due and any consumer loans which are more thardag® overdue. More generally,
it is an asset which is not producing income. kfoarower misses paying his equated
monthly installment (EMI) the loan is consideredipar an NPA. High NPA’s are a
sign of bad financial health. This has wide-rangiramifications for a bank,
especially in the stock market and money market.aSsoon as a debt goes bad, the
banks want it either made better or taken out @i thooks(Pradhan:2058:32p

According to the issue published by Reserve Bankdia (RBI): “Non Performing
Asset means an asset or account of borrower, wiashbeen classified by a bank or
financial institution as sub-standard, doubtfulloss asset, in accordance with the

directions or guidelines relating to asset clasation.” (Bindani, 2060: 48-56).

NPA may be defined broadly as the bad debt; howemeterms of banking sector
consists of those loans and advances which arper@drming well and likely to be
turn as bad debt. NPA as per the current direcitfddepal Rastra Bank (NRB) has
been categorized as classified loans and advahg®s.has severe impacts on the
financial institutions. On the one hand, the inre=tt becomes worthless as expected
return cannot be realized and on the other dudetovision required for the risk
mitigation the profitability is directly affectedlhe existence of the bank can be
guestioned in this situation. Thus, interest alenthp principal has to be recovered

timely and without any obstacles.

“Non-performing assets could wreck bank’s profiliépi both through a loss of
interest income and need to write off the principain amount. It tackles the subject
of an entire starting from the stage of their idfes#tion till the recovery of dues in
such amount”. (Bindani, 2060: 36-38).



“To start with performance in terms of profitakylin a benchmark for any business
enterprises, including the banking industry, howerereasing non performing assets
have a direct impact on bank’s profitability asdkyg banks are not allowed to book
income on such accounts and at the same time la@meKerced to make provisions on

such assets.” (Manamohan, 2059: 06).

Loan and advances dominates the assets side oicbadaeet of any bank. Similarly,
earning from such loans and advances occupy mpgmesin income statement of the
bank. Lending can be said to be raison de entéheobank. The objectives of loan
policy are to maintain the financial health of thanks, which result in safety of
depositor's money and increase in the returns écsttareholders. Since the loan is a
risky asset there is inherent risk in every lodwasyever, the bank should not take risk
above the certain degree irrespective of the retymmspects. Most of the bank
failures is due to shrinkage in the value of thanland advances. Hence loan is

known as risky assets. Risk of non-payment of isdtnown as credit risk or default

risk.

1.2 Brief Introductions of Sample Banks

1.2.2 Nepal Investment Bank Limited

Nepal Investment Bank Ltd. (NIBL), previously Nepaldosuez Bank Ltd., was
established in 2043 as a joint venture between INapd French partners. The French
partner (holding 50%) of the capital) was Creditridgle Indosuez, a subsidiary of
one of the largest banking groups in the world. Wi@&redit Agricole Indosuez
decided to divest, a group of companies comprisaigbankers, professionals,
industrialists and businessmen acquired 50% of hiblelings of Credit Agricole
Indosuez in Nepal Indosuez Bank in 2060. The nafmine Bank was changed to
Nepal Investment Bank Ltd. upon approval of the lBBaAnnual General Meeting,
Nepal Rastra Bank and Company Registrar’'s Office

NIBL states, “We believe that NIBL, being manageyg & team of experienced
bankers and professionals with a proven track tecoan match your particular
needs. We are sure that your choice of bank witfldded, among other things, by its

reliability and professionalism.”



Table: 1.2

Share capital Structure

Particulars Current Year Rs. Previous Year Rs.

1. Share Capital

1.1 Authorized Capital

&) 40,000,000 Crdinary Shares of Rs. 100 each 4, 000,000,000 4,000,000, 000

1.2 Issued Capital

A) A7 BB0,0TT Ordinary Shares of Rs. 100 each 3,768 007,700 3,012,924 200
{of which 13,562 684 Right Share & 23 517,383 bonus shares)

1.3 Paid Up Capital

&) 37 680,077 Ordinary Sharas of Rs. 100 sach 3,768 007,700 3012 924 200
{od which 13,562 684 Right Share & 23,517,383 bonus shares)
1.4 Proposed Bonus Sharas 376,800,770 753,231 050

1.5 Calls In Advancs = =

Total 4,144,808,470 3,766,155,250

Sourcewww.nibl.com

1.2.3. Kumari Bank Limited (KBL)

Kumari Bank Limited came into existence as theséiftth commercial bank of Nepal
by starting its banking operations from Chaitra 2057 B.S with an objective of
providing competitive and modern banking servicethe Nepalese financial market.
The bank has paid up capital of Rs. 1,485,000,0@@hiach 70% is contributed from

promoters and remaining from public.

Kumari Bank Ltd has been providing wide - range noddern banking services
through 28 points of representations located imouarurban and semi urban part of
the country, 19 outside and 9 inside the valleye bank is pioneer in providing some
of the latest / lucrative banking services like BARRing and SMS Banking services in
Nepal. The bank always focus on building soundrtetdgy driven internal system to
cater the changing needs of the customers thaineahi@agh comfort and value. The
adoption of modern Globus Software, developed byndreos NV, Switzerland and
arrangement of centralized data base system enaldésmer to make highly secured
transactions in any branch regardless of havingwatc with particular branch.

Similarly the bank has been providing 365 days bankacilities, extended banking
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hours till 7 PM in the evening, Utility Bill Paymeiservices, Inward and Outward

Remittance services, Online remit Services andouariother banking services

Visa Electron Debit Card, which is accessible intirenVISA linked ATMs

(including 30 own ATMs) and POS (Point of Salehtarals both in Nepal and India,
has also added convenience to the customers. Thke bas been able to get
recognition as an innovative and fast growing togtin striving to enhance customer
value and satisfaction by backing transparent Iessinpractice, professional
management, corporate governance and total qualitgnagement as the
organizational mission. The key focus of the baskalways center on serving
unfulfilled needs of all classes of customers ledah various parts of the country by
offering modern and competitive banking productd aervices in their door step.

The bank always prioritizes the priorities of tredued customers.

Table: 1.3
Share capital structure
Authorized Capital Rs. 2,000,000,000
Issued Capital 1,603,800,000
Paid up Capital 1,603,800,000
Value Per Share 100

Sourcerww.kbl.com

1.3 Statement of the Problems

Financial companies and institutions are nowadasnfy a major problem of
managing the Non Performing Assets (NPA) as theseta are proving to become a
major setback for the growth of the economy. Undedly, the world economy has
slowed down. Globally stock markets have tumbledi launsiness itself is getting hard
to do with the simple reason that the banks (coedihoney in the form of funds gets
blocked. Under such a situation, it goes withoytirga that banks are no exception

and are bound to face the heat of a global downturn

Assets are the most critical factor in determinthg strength of any bank. The
primary factors that can be considered are thetgualthe loan portfolio, mix of risk

assets and the credit administration system. TWerl&NPL ratio indicates better risk
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assessment and robust credit management systeim pleece and vice-versa. At the
same time higher loan loss provisions indicate po@dit management; it also
indicates adequate reserve for possible loan lesgecting the balance sheets of
respective banks.

Currently the banking sector is facing various jpeots. One of them is the banking
has been becoming a victim of huge non-performisgets. Non-performing assets
are one of the serious problems faced by the cogialdranks. There are six research
guestions in this study to find out the effect &#Alon the bank.

1) What is the overall impact of the NPA on the puaditity of the
Commercial Banks under study?

2) What is the relationship between NPA and the pabfity of the
Commercial Banks and the other Non-Banking As$¢i#\?

3) What might be the other factors that influence be-performing assets
of the Commercial Banks in the banking industrjNepal?

4) What percentage of total assets and total lendingccupying by non-
performing assets of Nepalese commercial banks?

5) Whether or not Nepalese commercial banks is folhguNRB’s regulation
regarding their lending’s, especially to maintalre tprovision for non-
performing assets?

6) What are the internal factors of the individual Qoencial Banks in

increment of the non-performing assets of them?

1.4 Focus of the Study

The process of lending takes into consideratiorpdaple and system required for the
evaluation and approval of loan requests, negotiatiof term, documentation,
disbursement, administration of outstanding loaKsiowledge of the process
awareness of its strengths and weakness are impantaetting objectives and goals

for lending activities and for allocating availalbleds.

Increasing non-performing assets is one of the gimgrproblems of Nepalese
commercial banks. This study mainly focused on perferming loans or assets of

selected commercial banks. Several ratios like lah advances to total assets, loan



and advances to total deposit, non-performing ld@nsotal loans and advances,
provision held to non-performing assets were usedperformance evaluation for
comparable forum on non-performing assets. It atgw to show the effects on
profitability of commercial banks and related NRiBedtives, concerning towards the
rendering loan and loan loss provision. The tot@/ANof Nepalese commercial banks
are growing rapidly and it is the main cause dufai of bank. In this study, the NPA
of commercial banks were presented, analyzed, suiredaand drawing findings

forwarded and recommendation

1.5 Objectives of the Study

The improper strength, weakness, opportunity arehthanalysis is another reason for
rise in NPA. Increase in NPA has now become theomague for every commercial
bank. Every bank now has put the NPA managemengrutig top priority and is
functioning to reduce the major part of it from thesets side of their balance sheet.
The main objective of this research is to examind atudy of level of non-
performing loans in total assets, total deposit dathl lending of Nepalese
commercial banks. The specific objectives are hevis:
» To examine the proportion of non-performing loan time selected
commercial banks.
* To analyze the level of non-performing loans irat@ssets, total deposit
and total lending of Nepalese commercial banks.
* To examine the relationship between loan and loas provision in the
commercial bank.
* To analyze the impact of loan loss provision on pinefitability of the
commercial banks.
* To recommend for the improvement of the managemé&mMPA on the
basis of the findings of the study.

1.6 Important of the Study

The success and prosperity of the bank heavily répeupon the successful
implementation and investment is collected resajrediich develops the economy
of the country. Good investment policy of the bduals positive impact on economic

development of the country and vice versa. Theeefurccess of any bank does not



depend upon how much money a bank able to lend? Bleppends upon the quality
of loan. So success of any bank depends upon tberanof performing loan/assets.
Performing assets are those loans that repay pahand interest to the bank from the
cash flow it generated/ice versa. Increasing non-performing loan followey

increasing loans and loan loss provision is onth@fchallenges faced by banks

in the present context.

* Proper loan provision and loan loss provision hdlpsget financial
strengthening of the banks. This research is ablgite some of the
present issues, latest information and data reggrdon-performing
assets and loan loss provision.

* Not only that, this study also gives the real pietof the current non-
performing assets to its stakeholders. The maindaf the study is to
know about the non-performing assets of selectepiadse banks and
make comparative study.

* The study is mainly concerned with the analysisheflevel of NPA in
the total assets; total deposited and total lendihgNepalese banks.
Therefore, it is significant to find out the lex@INPA & also significant
to find out whether the Nepalese banks maintain loas provision in
accordance to NRB'’s directives or not. It examities return on loan
and advances of the banks.

e Last but not the least, it provides literaturesh#® researcher who wants

to carry out further research in this field.

1.7 Limitations of the Study

This study is simply a partial study for the futilent of M.B.S. degree, which had to
be finished within limited period. Hence this studyot far from several limitation of
its own kind, which weakens the heart of the stullyhas certain limitations as

follows:
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* This study has employed secondary data publisheahdycollected from
selected banks.

* The study is focused on the Nepalese commerciddsbanly. Hence, the
findings may not be applicable to all other banksirice companies and
other companies of Nepal.

* The study covers a period of 5 fiscal years which e tabulated and
processed for drawing conclusion from 2066/06706%2070.

* The accuracy of the research work will be dependaendata provided by
concerned organization.

* Time factor is major limitation of this study.

* This study concentrates only on those factors, lwtdce related with
nonperforming assets of Nepalese commercial bdhkees not consider
other aspects of the banks.

» Profitability of an organization is caused by madagtors. This study,
however, covers only those factors, that are direadftected by the non-

performing assets of the Commercial Banks.

1.8 Organization of the Study

To make the study precise and attractive in present this research work has been
divided into five chapter namely Introduction, Rewi of literature, Research
methodology, data presentation and analysis aralffisummary, conclusion and

recommendation.

Chapter I: Introduction
The first chapter includes narrow aspects of thidyslike General background of the
study, Statement of the problem, Objective of thedy Focus of the study,

Significance of the study along with limitationtbie study.
Chapter II: Review of Literature

The second chapter incorporates that the concephaaights and related study

regarding the subject matter.
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Chapter Ill: Research Methodology
The third chapter discussed the “Research Methggblaised in the study. In
comprise research design, nature & source of data, gathering method along with

different statistical and financial tools used.

Chapter IV: Presentation and Analysis of Data
The fourth chapter deals with the “Data presentatiod analysis” of data and scoring
the empirical finding out the study through defndourse of research methodology.

Major findings

Chapter V: Summary, Conclusion & Recommendation

The last chapter named as “Summary, Conclusion &oRenendation” is followed
by the basic conclusion of the study based in thethh chapter. On the basis of the
summary, conclusion is taken out and recommendatsralso been presented for

consideration.

The Bibliography and Appendix are references
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CHAPTER- I
REVIEW OF LITERATURE

Conceptual Framework

The next step is to develop concepts and ideast @abelselected topic by reviewing
all the relevant materials regarding the studyfalrt, review of literature begins with
a search for a suitable topic and continues througkhe duration of the research
work. It deals with a literature survey of the ¢xig volumes of similar related
subjects. Review of literature means reviewing asde studies or other relevant
propositions in the related area of the study sat thl the past studies, their
conclusions and deficiencies may be known and éuntesearch can be conducted. It
is an integral and a mandatory process in reseaotks .The purpose of literature
review is to find out what research studies havenbmnducted in one’s chosen field
of study and what remains to do. The next step detvelop concepts and ideas about
the selected topic by reviewing all the relevantenals regarding the study. In fact,
review of literature begins with a search for aahle topic and continues throughout
the duration of the research work. It deals withterature survey of the existing
volumes of similar related subjects. Review ofrétare means reviewing research
studies or other relevant propositions in the eglaarea of the study so that all the
past studies, their conclusions and deficiencieg beknown and further research
can be conducted. The purpose of literature revgewo find out what research
studies have been conducted in one’s chosen fiettludy and what remains to do.
The primary purpose of literature review is to feaot to accumulate (Wolff &Pant;
2062: 146).

2.1 Origin and concept of the bank

The word bank was borrowed in Middle English frondie French banquet, from
Old Italian bank, from Old High German bank, bablrich, counter". Benches were
used as desks or exchange counters during the 92anae by Florentine bankers,

who used to make their transactions atop desksed\sy green tablecloths.
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Banking in the modern sense of the word can beedrdo medieval and early

Renaissance ltaly, to the rich cities in the ndiké Florence, Venice and Genoa. The
Bardi and Peruzzi families dominated banking inhldentury Florence, establishing
branches in many other parts of Europe. Perhapsntbst famous Italian bank was
the Medici bank, set up by Giovanni Medici in 14B45. The earliest known state
deposit bank, Banco di San Giorgio (Bank of St.1@ep was founded in 1464 B.S at
Genoa, Italy(Van Horne, J.C. 2057: 145).

The earliest evidence of money-changing activitydepicted on a silver Greek
drachm coin from ancient Hellenic colony Trapezus tbe Black Sea, modern
Trabzon, c. 350-325 BC, presented in the Britisls&um in London. The coin shows
a banker's table (trapeza) laden with coins, agruthe name of the city. In fact, even

today in Modern Greek the word Trapeza means btdbla and a bank.

The first banks were the merchants of ancient wiréd made loans to farmers and
traders that carried goods between cities. Thersords of such activity dates back
to around 2057 B.S in Assyria and Babylonia. Latesncient Greece and during the
Roman Empire lender based in temples would makesldaut also added two
important innovations that of accepted deposits emahging money. During this
period there is similar evidence of the independiEvielopment of lending of money

in ancient China and separately in ancient India.

The development of banking spread through Europk aamumber of important
innovations took place in Amsterdam during the BiuRepublic in the 16th century
and in London in the 17th century. During the 2@#ntury developments in
telecommunications and computing resulting in majtanges to way banks operated
and allowing they dramatically increase in size gadgraphic spread. The Late-2057
financial crisis saw significant number of banKdees, including some of the world’s

largest banks and much debate about bank regulation

2.1.1 Earliest forms of banking
The history of banking is closely related to thesttwy of money but banking
transactions probably predate the invention of mpoleposits initially consisted of

grain and later other goods including cattle, adtical implements, and eventually
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precious metals such as gold, in the form of easyatry compressed plates. Temples
and palaces were the safest places to store gdltbgsvere constantly attended and
well built. As sacred places, temples presenteeixéa deterrent to would-be thieves.
In Egypt, from early times, grain had been use@ dsrm of money in addition to
precious metals, and state granaries functiondashaks. When Egypt fell under the
rule of a Greek dynasty, the Ptolemies 332-30 Bénumerous scattered government
granaries were transformed into a network of gtanks, centralized in Alexandria
where the main accounts from all the state grabhanks were recorded. This banking
network functioned as a trade credit system in Wwipayments were affected by
transfer from one account to another without mopagsing. In the late 3rd century
BC, the barren Aegean island of Delos, known femitagnificent harbor and famous
temple of Apollo, became a prominent banking cerfierin Egypt, cash transactions
were replaced by real credit receipts and paymemise made based on simple
instructions with accounts kept for each client.tiWhe defeat of its main rivals,
Carthage and Corinth, by the Romans, the importaoteDelos increased.
Consequently it was natural that the bank of Delosuld become the model most
closely imitated by the banks of Rome. (Kothari52065).

In ancient India during the Maurya dynasty, artrimeent called adesha was in use,
which was an order on a banker desiring him tothaymoney of the note to a third
person, which corresponds to the definition of ladfiexchange as we understand it
today. During the Buddhist period, there was cagrsible use of these instruments.

Merchants in large towns gave letters of creddrie another.

In ancient China starting in the Qin Dynasty 2212@6 BC the Chinese currency
developed with the introduction of standardizechsavhich allowed the much easier
trade across china and led to the developmentttefrdeof credit. These letters were
issued by merchants that acted in ways that todayweuld understand as banks.

The concept of modern commercial bank came intstemce by the emergence of the
bank of England in 1964 with a capital of 1.2 noitlipound by a group of wealthy
London merchants and financiers. Since at that,tiimere was no concept of joint
stock Company, it was necessary to obtain a spebatter from the crown to poll

their money in common venture. King William ill waso pleased to grant a royal
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charter to Bank of England, because in return atalapubscribed of 1.2 million
pound was lent to him to finance his war againsinEe. The charter also gave the
new bank the right to issue notes, payable on ddmgnto the amount of loan to the
King (Joshi, 2058: 96).

2.1.2 Concept of Commercial Bank and Historical Rdew in Nepalese
Perspective

The evolution of banking industry had started agltme back, during ancient times.
Nepal has been ruled over by many rulers like Kidathhavi, Malla, Ranas and
Shahs. Mostly Kirati, Lichhavi, and Malla regimesene@ concerned with the
construction of temples, pati, pouwa, chautari @cthat period neither the people
nor the government were interested to think abbetegconomic development of the
country. According to ancient “vanshawali” in foeenth century, the ruler of the
Kathmandu Jayasthiti Malla segregated the localicites into 64 different classes
according to profession they had undertaken. Tdmk@dvas one of those classes
who used to deal in coins and precious metals aadold. These Tankadhari’'s were
said to have carried out the borrowings and lending money (coins). Hence,
Tankadhari’'s can be regarded as the traditionakdranof Nepal (Singh and Khadka,
2056: 163).

Like many other countries, goldsmiths, merchantd amoney lenders were the
ancient bankers of Nepal. “Tejarath Addaas established in 1880 during the period
of Prime Minister Ranoddip Singh was the first stepvards the institutional
development of banking in Nepal. Some historiang dhat Kaushi Tosha Khana
established during the time of king Prithivi Naray8&hah 1723-1755 is the first
banking institution but there is very little knowabout it. Tejarath Adda did not
collect deposits from the public but provided lo&mpublic under the security of gold
and silver to the public and to the government eyges against the security of their
salary. Since the interest rate of Tejarath Adda juat 5% beneficiaries were very
much relieved of exorbitant interest rate beingrgbd by the traditional bankers. The
government established its various branches anéanizhes at different places of
the country for the sake of benefits of peopletHa overall development of the
banking system in Nepal, the Tejarath Adda mayelganded as the father of modern

banking institutions and for a quite long time itoyided a good service to
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government employee as well as to the general puidingh and Khadka, 2056:
164).

Banking in modern sense started with the inceptioNepal Bank Limited (NBL) on
15 November 1937 under Nepal Bank Act 1937 thondhurope modern banks were
setup in the IiRcentury itself. NBL was set up with cooperationlimperial Bank of
India. The bank was inaugurated by the then kinghlwan. It was established with
the purpose of supplying loan to industries androence providing banking facilities
to the people such as collecting deposits provodg term and short term loan against
collateral and guarantee. The bank has dominarieeimobanking transactions all
over the country. The shareholders of bank consisfzal Government and general
public.

Nepal Bank Limited, the first commercial bank oftleountry had a Herculean
responsibility of attracting the people toward thenking sector from pre-dominant
money lenders’ net and expanding banking servicesitious parts of the country. It
could not open the branches across the countryaluarious factors. It had only 12
branches till 1956. Nepal bank limited was alsoviegr as the central bank of the
country before the establishment of Nepal RastnakBelowever the stand of Nepal
Bank Limited alone in total monetary and financsglctor was not sufficient and
satisfactory In 2013.01.14 .Nepal Rastra Bank veasig to work as a central bank of
the country under Nepal Rastra Bank acts 2012 Bh8.capital of this bank was fully
subscribed by Nepal Government. Similarly on 20@2.Q2 Rastriya Banijya Bank
was established as a fully government owned comaldrank. With the emergence
of RBB, banking service spread to both the urbahranal areas but customers failed
to have taste of quality/competitive service beeaaf excessive political and
bureaucratic interference. For industrial developtmexdustrial development center
was set up in 2013 B.S. which was converted to Népdustrial Development
Corporation (NIDC) in 2016 B.S. Similarly Agriculel Development Bank (ADB)
was established in 2024.10.07 with an objectiv@ramote agriculture products so
that agricultural productivity could be enhancedotiyh introduction of modern
agricultural techniques. The government introdu€edhmercial Bank act in Nepal in
2033 B.S. to cover the vast field of financial seciThis act has helped to emerge

number of commercial bank with a view to maintdia €conomic interest in comfort
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of the public in general facilitated to provide hoBor agriculture, industry and trade
and make a available banking services to the cpuard people (Dahal & Dahal,
2059: 65).

Along vacuum in the banking sector got some raysople only when the government
forwarded the economic liberalization policy in 208.S. and decided to allow
foreign banks to operate their activities in Nepal‘joint venture model”. “Joint

venture banks can be defined as an associatiamoobit more parties having common
objectives and goals so as to get maximum satisfadBasically at that time, it was

envisioned that joint venture banks would supgugtdountry in various ways”.

The NABIL Bank Ltd is the first joint venture bank establdha 2041 B.S. and
started its operation with modern banking serviteshe same way, Nepal Indosuez
Bank (present Nepal Investment Bank), the secomd y@nture bank established in
2042 B.S. with an objective to encourage efficibabking services and facilities.
Likewise Standard Chartered Bank is operated urtber direction of Indian
management. (Dahal & Dahal, 2059: 56).

With the satisfactory result of Joint-venture Bankiepalese promoters are highly
encouraged and as a result, commercial banks ameduted with cent percent
domestic investment. At present, Nepal Industrial &ommercial Bank (NIC),
Lumbini Bank Ltd., Machhapuchhre Bank Ltd., KumBank Ltd, Laxmi Bank Ltd,
Siddhartha Bank Ltd., Bank of Kathmandu, Nepal @radd Commerce Bank Ltd.,
came into operation with cent percent domestic sStment by Nepalese promoters
which is the plus point of development of bankimgter of Nepal. Now, there is a
strong competition between commercial banks foir tesdstence so that the growing

needs of the customers can easily be achieved.

2.2. Definition of Loans and Advances

Banks accepts deposit from the surplus group aeso¢or from those who want less
risk to their money with less return) and supplgsth fund to the deficit group of
society or to those entrepreneurs who have skil mowledge but less financial
resources to implement those viable project. Almalstbanks have the loan and
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advances as their prime assets and interest eaimomgyloan and advances are the

major sources of income. This asset constitutegyraource of income to banks.

Loan is defined as a sum of money transferred tdhan for temporary use, to be
repaid with or without interest according to terofighe loan agreement written in the
accompanying bond, note, mortgage or other docunfendebtedness. However, in
financial terms loan or debt means principal oeirest availed of to the borrower
against the security. Debt means the money thadt bares or lends to individual or
person. Likewise, the term loan is defined as difeg) a sum of money, and delivery
by one party and receipt by another party uponeagest expressed to implied, to
repay it with or without interest. Anything furnisth for temporary use to a person at
his request on condition that it shall be returnedits equivalent in kind, with or
without compensation for its use. (Boerne & Colw057: 125-129).

Debt means “Principal and interest provided to deldy banks or financial
institutions, with or without the pledge of immovalor movable property or other
securities or guarantees or without guaranteeftamd/ord also mean over dues of the
transactions beyond balance or fees, commission iatedest incurred in that
relation.” (Boerne & Colwell; 2054: 145-148).

Loans and advances dominate the assets side dballa@ce sheet of any bank.
Similarly, earning from such loans and advancesupga@ major space in income
statement of the bank. They are also the leasdligluthe bank’s entire assets. Loans
and advances may take different forms and are atoagainst various types of
securities. Loans, overdrafts, discounting of bdfsexchange etc. are some of the
forms of bank lending. Granting loans and advamb®&ays carries a certain degree of

risk. Loans and advances are regarded as theasslgs of the banks.

The supreme court of India has defined the debinguhe decision of the case of
United Bank of India vs. DRT. Sudhir Gupta statest t'In the case in hand, there
cannot be any dispute that the expression, delibhaes given the widest amplitude to
mean any liability which is alleged as dues frony @erson by a bank during the
course of any business activities undertaken byb#nk either in cash or otherwise,

whether secured or unsecured, whether payable @ndecree or order of any court
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or otherwise and legally recoverable on the datéhefapplication (Ghimire, 2062:
17).

2.2.1 The Loan Policy

The loan policy is the primary means by which semm@nagement and the board
guide lending activities. Although the policy printa imposes standards, it also is a
statement of the bank’s basic credit philosophprdtvides a framework for achieving
asset quality and earnings objectives, sets rigkaoce levels, and guides the bank’s
lending activities in a manner consistent with thenk’s strategic direction. Loan
policy sets standards for portfolio compositiondiidual credit decisions, fair

lending and compliance management.

“Loan policies vary in length, organization, degidedetail and breadth of topics,
there is no ideal format. Frequently the bank’s egah lending policy will be
supplemented by more detailed underwriting stargjagdidelines and procedures.
Within the same banking company, certain aspecteeopolicy may vary because of
factors such as geographic location, economic tomndi, personnel, or portfolio
objectives. The format should be tailored to fé tieeds of a particular bank, and the
scope and detail should be commensurate with thglexity of the bank’s lending
activities.” (William: 1960: 104)

“For the policy to be an effective risk managemiaatl, it must clearly establish the
responsibilities of those involved in the lendingogess. For example, who is
authorized to approve a covenant violation, whatates risk rating differences, can
a credit-scored decision be overridden? Lenderd kmesv what is expected of them,
when policy is vague or too broad, credit standards/ be unclear and virtually
nothing may be regarded as an exception. If theeypstates that a bank will extend
credit to established business, almost any companyd qualify. But a policy further
requiring the business to be profitable, in operafor at least two years, and located
within the bank’s community is providing meaningfidance.” (Grywinski: 2046:
77)
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2.2.1.1 Loan Policy Topics
“While the form and contents of loan policies amdgedures will vary from bank to
bank, there are some topics that should be covaratl cases. These are - (Chopra:
2036: 17)

* Loan authorities

* Limits on aggregate loans and commitments

» Portfolio distribution by loan category and product

* Geographic limits

» Desirable types of loans

* Underwriting criteria

* Financial information and analysis requirements

» Collateral and structure requirements

* Margin requirements

* Pricing guidelines

» Documentation standards

» Collections and charge- offs

* Reporting requirements

* Guidelines for loan participants

» Off balance sheet exposure

The policy may also address insider transactioffgiate transactions, conflicts of
interest, the code of ethics, community support,praigal requirements,
environmental assessment requirements, relevaouatng issues (such as charge-
off loans, non-performing loans, and debt restnuiety) and the allowance for loan
and lease losses. Any administrative requiremeatsgfanting loans should be
covered in the policy. Policies and procedures khaiso ensure compliance with

laws and regulations.

2.3 Definition of Non-Performing Assets

NPA means booking of money in terms of bad asski¢twoccurred due to wrong
choice of client. Because of the money getting lkdoc the prodigality of bank
decreases not only by the amount of NPA but NPA keaopportunity cost also as

that much of profit invested in  some return eagnproject/asset. So NPA doesn’t
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affect current profit but also future stream offiravhich may lead to loss of some
long-term beneficial opportunity. Another impactretiuction in profitability is low

ROI (return on investment), which adversely aff@atrent earning of bank.

Non-performing loan (NPL) can be defined as the-paductive assets of the banks.
An asset is known as non-performing assets (NPAthe borrower does not pay the
dues in the form of principal and interest in tifawever with effect from March
2061, default status would be given to a borrowelues are not paid for 90 days. If
any advances or credit facilities granted by baokat borrower becomes non-
performing, then the bank will have to treat ak idvances/ credit facilities granted
to that borrower as nonperforming without haviny aegard to the fact that there
may still exist certain advances/credit facilitibaving performing statuslt is
considered as one of the key economic indicatofifiancial stability and sustainable

economic development.

The higher the non-performing assets/loans the rdiae return to the organization,
therefore management always focuses to utilizedépoyed assets in maximum and
reduce the level of non-performing assets. So,dhaistainable income is generated.
Non-performing loans could wreck bank’s profitatyilboth through a loss of interest
income and write of the principal loan amount. dtkles the subject of an entire
starting from the stage of their identification tthe recovery of such account. The

standard international percentage of NPA is 5 %.

2.4 NRB Directives

The world has witnessed many financial crises amdstating consequences due to
huge financial and economic losses that resultea feach episode. Every crisis was
sudden in onset and their magnitude of losses washrfarger than expected. If we
go back to the history, then on 2054, the Asiasi€iegan in the form of liquidity
problem of two finance companies. Later this spreaer to other financial intuition
within the Thai financial system. Simultaneouslyisis began to cover Malaysian,
Indonesian and South Korean financial statementlaohed in the form of Asian
crisis so this Asian crisis appealed the whole @/éol regular and timely supervision

and assessment of financial system, its soundnedsvalnerabilities. This event
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forced the regulatory authorities for the enforcetd prudential measures on order
to avoid further crisis review and revision in peatial regulations such as capital
adequacy ratio, asset classification. Provisiorfiorgmpaired assets, exposures limit
and enforcement of international accounting stathéte. have now become common

issue all over the world since the late 2047.

Similarly, in our country too, commercial banks ktbnot recognize the importance
of the quality credit and banking sector failedmitness the expected developments.
Subsequently, the banking sector faced the prolérbad debts, overdue loans,
accrued interest, accumulation of non-banking assedd excess liquidity in the

banking system. In addition to these expected hapgs new challenger were added
to the Nepalese banking sector due to the adwdgselopment in the domestic

economy resulting from deteriorating peace and r#gcaituation and continuous

persistence of natural calamities inside the cquoimm one hand and the global
recession primarily caused by international tesmrion the other. Viewing the need
of structural reform amidst these adverse implwetj NRB issued directives to run
commercial banks in a healthy competitive manneretsure the sustainable

development of the overall banking system

The financial sector reform of Nepal was initiatadnid 2037. Since then NRB has
been playing pioneer role in regulation, supervisamd monitoring of commercial
banks by issuing directives. At present the nundfeguidelines issued by NRB to
commercial bank reaches sixteen which are listddlksvs:
1) The provision of minimum capital fund to be maintd by the
commercial bank.
2) The provision of loan classifications and loan Iggsvisioning on the
credit.
3) The provision relating to limit on credit exposueasl facilities to a single
borrower, group of related borrowers and singléaseaf the economy.
4) The provision relating to accounting policy and #teicture of financial
statements to be followed by the commercial banks.
5) Regulation relating to minimization of risk inhetein the activities of

commercial banks.
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6) The provision of institutional good governance te Iollowed by
commercial banks.

7) Time frame for implementation of regulatory dirges issued in
connection with inspection and supervision of comuad banks.

8) Regulation relating to investment in shares andirséiges by commercial
banks.

9) The provision of submission of statistical datath® NRB, banking
management division and inspection and supervidiasion.

10)Regulation relating to sale and ownership transfgromoters shares.

11)Regulation relating to stringent blacklisting prdaee for loan defaulters.

12)The provision relating to compulsory deposited amai NRB.

13)Regulation relating to developing the branch ofi€eommercial banks.

14)Provision relating to interest rates.

15)Provision relating to collection of financial soasc

16)Provision relating to consortium financing.

2.4.1 NRB Directives Relating to Loan Classificatio and loan Loss provision

(www.nrb.org.np)

2.4.1.1 Classification of Loan and advances
Nepal Rastra Bank (NRB) has provided following dinges for classification of loan
and advances and its loss provisioning for the gegpf minimizing possible risk in
bank’s lending by using the authority given by seltion 1 of section 23 of NRB act
2068 (revised) and section 19(ka) Of commerciakkznt 2031 (Revised).
a. Pass
Loans or assets in this category are fully protette the current sound worth
and paying capacity of the obligor or the collat@iadged, are performing in
accordance with contractual terms, and are expectetbntinue doing so.
(Sitaula, 2066: 165)
* Any asset which is past due period up to 90 dagll bk classified as
Pass.
b. Substandard
Loans or assets in this category are not adequptekgcted by the current
sound worth and paying capacity of the obligor. Tgrenary source of
repayment is not sufficient to service the debt] #me financial institution
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must rely on secondary sources such as realizingotateral, sale of fixed
assets, refinancing, or capital injections fromeexal sources. Substandard
assets have well-defined weaknesses that jeopaitkzerderly repayment of
the debt. These assets may, or may not, be pasbutueave a higher than
normal risk due to absence of current credit docuat®n. There is a distinct
possibility that the financial institution will stzsn loss if deficiencies are not
corrected. (Sitaula, 2066: 148)

* Any asset which is past due 90 days or more bsttlesn 180 days shall

be classified as Substandard, at a minimum.

* Re-negotiated and restructured loans shall be gr8destandard unless

I.All past due interest is paid in cash at the toheestructuring,

ii.All principal and interest payments have beendmaaccording to the
modified repayment schedule for at least six comsee months from the
date the loan was re-structured, and

iii. The terms and conditions of the restructured loamply with the loan

policy.

c. Doubtful

Loans and assets in this category have all the messles inherent in

substandard assets but the loans are not wellestcWeaknesses make

collection in full highly questionable and improl@lmn the basis of existing

facts, conditions, and value. The possibility o§das high, but the actual

amount of loss cannot be fully determined becapseiic pending factors

may mitigate. Pending factors may include a mergmrquisition, or

liquidation; a capital injection; obtaining additia collateral; or refinancing.

If pending events do not occur within 180 days eemhyment must again be

deferred, Loss classification is warranted. (S#adD66:)

* Any asset which is past due 180 days or more Issttlean 360 days shall
be classified as Doubtful, unless

i.The asset is well-secured,

ii.Legal action has commenced, and

iii.The time to realize on collateral or on a gudege does not exceed 180 days.
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d. Loss
Loans and assets in this category are deemed aatble or of such little

value that carrying on the books is no longer wded. Loss classification
does not mean there will never be a recovery, atlter that it is no longer
appropriate to defer writing off the asset. Lossi®all be taken when identified
as uncollectible and shall not remain on the bask#e pursuing long-term
recovery efforts. (Sitaula, 2066: 137)
* Any asset which is past due 360 days or more diwltlassified as Loss,
unless
* The asset is well-secured,
* Legal action has commenced, and
* The time to realize on collateral or on a guarantees not exceed 180
days. In some cases, a reduced carrying value rtialparite-down is
justified. If a partial write down is taken, thamwaining book value must

be supported by tangible facts.

Loans and advances falling in the category of Sabeard, Doubtful and loss are
classified and defined as Non-Performing Loan.
Note:

i. If it is appropriate in the views of the bark maeagnt there is not
restriction in classifying the loan and advancesnfiow risk category to
high risk category. For instance, loans falling endubstandard may be
classified into doubtful or loss and loans and $ofailing under doubtful
may be classified into loss category.

i. The term ‘loan and advances’ also includes Bill chased and
Discounted.(Kandel, 2066:169)

2.4.1.2 Additional Arrangement in Respect of Passdan:

Loan and advances fully secured by gold, silveedideposit receipts, credit cards
and government securities shall be include undas$Pcategory. Loans against fixed
deposit receipts of other banks shall also qudidfly inclusion under pass loan.
However, where collateral of fixed receipt or gowaent securities or NRB bonds is

placed as extra security, such loan has to beifdas®n the basis of clause 1 to
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clause 7. While renewing working capital loan hgvimaturity period up to one year
can be classified as pass loan. If the interestvarking capital nature loans and
advance is not regular, such loan and advanceddsbeuclassified on the basis of

interest outstanding period.

2.4.1.3. Additional Arrangement in respect of loskan:
Even if the loan is not past due, loans having @il of the following discrepancies
shall be classified as “Loss”.
a. Security is not sufficient.
b. The borrower has been declared bankrupt
c. The borrower is absconding or cannot be found.
d. Purchased or discounted bills are not realizediw®0 days from the due date
and non fund based letter of credit and guarargeesare not realized within 90
days.
e. The credit has not been used for the purpose ailgimtended
f.  Owing to non-recovery, initiation as to auctionioigthe collateral has passed
six months and if the recovery process is undigialiion.
g. Loan provided to the borrowers included in the kliat of credit information
center (CIC)
h. Project or business is not in operative conditigumeject or business is not in
operation
i. Credit card loan is not written off within 90 dayem past due date.

2.4.1.4. Additional Arrangement in Respect of Ternioan:
In respect of term loans, the classification shallnade against the entire outstanding

loan on the basis of the past due period of ovenstallment.

2.4.1.5. Prohibition to Recover Principal and Inteest by Overdrawing the
Current Account and Exceeding the Overdraft Limit:

Principal and interest on loans and advance sbalba recovered by overdrawing the
borrower’s current account or where overdraft facilhas been extended, by
overdrawing such limit. However, this arrangemehalls not be constructed as
prohibitive for recovering the principal and intsreby debiting the customer’s

account. Where a system in the bank exits as twveg of principal and interest by
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debiting the customer’s account, and recovery idaras such resulting in overdraft,
which is not settled within one month, such ovendrarincipal amount shall also be
liable to be include under the outstanding loan sunch loan shall be downgraded by
one step from its current classification. In respei€ recognition of interest, the same

shall be as per the clause relating to income m&tiog mentioned in directives no. 4.

2.4.1.6. Letter of Credit and Guarantees:

If letter of credit and guarantees and other cgatim liabilities converted into fund
based liabilities and have to be paid, in such tmrdsuch loan shall be classified as
pass loan within 90 days from date of conversida fand based. After 90 days such

loan shall be classified as loss loan.

2.4.1.7. Rescheduling and Restructuring of the Loan

If the bank is confident on the following basesawitten plan of action submitted by
borrower, it may reschedule or restructure the doand advances. Clear bases of
rescheduling or restructuring should be attachel hwan files

a. If there is proof of adequate documents and colitgecurity relating to
loan.
b. If the bank is confident in recovery of restructir@ rescheduled loans

and advances.

In addition to written plan of action for reschadgl or restructuring of loan, payment
of at least 25 percent of total accrued interesttaughe date of rescheduling of

restructuring should have been collected.

2.4.1.8. Loan Loss Provisioning:
The loan loss provisioning, on the basis of thestaunding loans and advances and

bills purchases classified as per this directives|$e provided as follows.

Classification of Loan Loan Loss Provision
Pass Loan 1%

Sub — Standard loan 25%
Doubtful loan 50%

Loss 100%
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Effects of NPA on Profitability of the Banks

Under the circumstances assets that do not earnnaoyne to the bank affect the

profits in a number of ways, which are explainediodlsws:

Profitability Impact

The resources locked up in NPA are borrowed atsaaad have to earn a
minimum return to service this cost.

NPA on the one hand do not earn any income buherother hand drain
the profits earned by performing assets throughctiien on provisioning
requirements.

Since they do not earn interest they bring downyibkl on advances and
the net interest margin or spread.

NPA have a direct impact on assets and return antyeghe two main
parameters for measuring profitability of the Comnered Banks.

Return on assets will be affected because whil¢ata¢ assets include the
NPA they do not contribute to profits which are thanerator in the ratio
Return on equity is also affected as provisioniats enore and more into
profits earned.

The cost of maintaining these include administratiosts, legal costs and
cost of procuring the resources locked in them.

NPA bring down the profits, affects the sharehddealue and thus,

adversely affect the investor confidence.

As a whole, his impact of NPA can be assessedtivlollowing:
Lower ROE and ROA

Lower image and rating of Banks

Disclosure reduces investor’'s confidences

Increases costs/difficulties in raising capital.

NPA do not generate income.

They require provisioning

Borrowing cost of resources locked in

Opportunity loss due to non-recycling of funds.
100% risk weight on net NPA for CRR
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» Capital gets blocked in NPA

» Ultilizes capital but does not generate income tstasn the capital that is

locked

* Recapitalization by government comes with string.

* Administration and recovery costs of NPA

» Effects in employee morale and decision-making @ta, 2062: 21).

e It will lose its goodwill and brand image and ctedihich have negative
impact to the people who are putting their moimetye banks.

* Time and efforts of management is another indicest which bank has to
bear due to NPA.

2.5 Review of Previous Studies

On the way to prepare this research work some hgolmals and publications have
been studied to formulate ideas about the subjattem Although, the specific books
reading the NPA could not be found, however somkibg related books have been

consulted.

2.5.1. Review of Articles/Journals

Shrestha (2060)'Non-Performing Assets of Nepalese Commercial Bainkisis
article published in The Boss magazine says theagemnent of bad loan is a high
prioritized exercise in the country for past 10rge®8ut the remarkable achievements
have not been sighted yet. Handover of managenidntoobig government banks is
an example of financial sector reform action in ¢bentry. It has been almost 4 years
of handover of management of two big governmenk&amn the foreign expert but the
achievement is not satisfactory. He identifies malty government banks but private
sector banks are also slowly affected by the nofepring loan. Therefore a strong
focus should made by management to reduce the tdvidPL. He believes in co-
ordination between the borrower and the lenderfudber says if a viable project is
not being completed in time and not being ableayifs interest in time the bank and
the project owner should sit together and find thiet way to complete it rather than

blacklisting and running towards the legal action.
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Poudel (2067)had written an article on“High Non-Performing Lo@PL) and
many Problematic Financial Institutions” in hisielg the best indicator of the
health of the banking industry in a country islégel of NPL. Given this fact,
Nepalese banks and financial institutions seemetplaced in a vulnerable to
the high credit risk than they were in the pasedirforms major source of
income and its share of gross credit in total emrasset of all commercial
bank are above 54 percent (2010 July). Howeveryagee NPL level of
banking industry was at 6.08 percent (2010), whschigher as compared to
internationally accepted form of 5 percent. Sudahbr level of NPL required
banks to provide for such provisions which consurchings and deteriorated
the capital in cases of few commercial banks. Ifaralyze further, we can find
that poor corporate governance and poor risk maneage practices as the
major reason for high NPL and cause of negativéaap problematic banks.
Other external causes of high NPL are economic cidevm, legal hurdles for
recovery, defaulting attitude of borrower and deficy in enforcement of
supervisory authority by central bank. Managememictices in banks with
higher NPL are still very weak in areas of credialgsis, credit administration,
risk management and internal control system. Otkasons for increase in
NPL are multiple banking, non-existing of systemr feegistration of
hypothecated current assets, poor credit informadiad lack of disclosures by

borrowers.

Though these studies are found to be quite usefiligir own side but the question of
NPA and its cause as well as effect on variousaspe commercial banks is yet to
be reviewed. In view of these, this study has Hessed on the various contributing
factors that increase NPA level in commercial bainkslepalese perspective and its

effect on profitability position of the banks.

Dhungana (2068),in his well article, Non Performing Assets of Commercial
Banks$, has concluded that poor credit management arafidegttion in the quality
of loans give birth to non-performing assets. Titernal measures play significance

role to control the growth of NPL. Best credit grees, culture and policies are
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required to strengthen the internal factors. Thekbahould have a proper system and
competency on risk management and should ensuregkare accurately identified,
assessed and controlled properly. A proper risk agament is un doubtly an
important tool for a good banking and NPL managemen

He further states that it can be expected thafitfancial sector reforms will lower
down the level of NPL from the existing level andleagthening the banks and
financial institution internally to manage the dategbrtfolio efficiently and support

will be continued to make a good credit culturéha system.

Shivakoti (2069) “Non- Performing Assets and profitability of Comnnerc
Banks in Nepal.The best indicator of the health of the bankingustdy in a country
is its level of NPL. Given this fact, Nepalese bsakd financial institutions seem to
be placed in a vulnerable to the high credit risant they were in the past. Credit
forms major source of income and its share of geosdit in total earning asset of all
commercial bank are above 54 percent (2065). Horyveaerage NPL level of
banking industry was at 6.08 percent (2065), whighhigher as compared to
internationally accepted form of 5 percent. Suaghér level of NPL required banks
to provide for such provisions which consumed edgsiand deteriorated the capital
in cases of few commercial banks. If we analyzeéhen, we can find that poor
corporate governance and poor risk managementiggacas the major reason for
high NPL and cause of negative capital in problérznks. Other external causes of
high NPL are economic slowdown, legal hurdles &xovery, defaulting attitude of
borrower and deficiency in enforcement of supemyisauthority by central bank.
Management practices in banks with higher NPL #llevery weak in areas of credit
analysis, credit administration, risk managemert sternal control system. Other
reasons for increase in NPL are multiple bankingn-existing of system for
registration of hypothecated current assets, poeditcinformation and lack of

disclosures by borrowers.

2.5.2. Review of Unpublished Thesis

Mandal,S (2064)in his thesis paper;Non-Performing Assets of Nepalese Commercial
and Development Bahkhas studied mainly three banks i.e. Nepal Arab Bhaiik
(NABIL), Nepal Indosuez Bank Ltd.(NIBL), and Nepaftindlays Ltd. (SCBNL). His
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main finding is that both SCBNL and NABIL have mized the debt funds in proper
way for generating more return but NIBL could nat sb as good as NABIL and
SCBNL. He has recommended enhancing banking fasiliin rural areas by
encouraging small entrepreneurs development prages) to play merchant

banking role to mobilize.

His Main Objectives are as follows
* To analyze the lending practices and resourcdgatidons of NB bank.
* To examine the correlation and the significatiorthadir relationship between

different ratios related to capital structure.

His Research Methodologies are as follows

In this research, data are analyzed by using éifftetypes of tools. As per topic
requirements, emphasis is given on statisticalstoather than financial tools. So for
this study following statistical tools and finarctaols are use such as Loans and
advances to Total Risk Weighted Assets Ratio, remfepming Loan to Total Loans
and advances Ratio, Loan Loss Provision to NonoRerhg Loan, Arithmetic Mean

Standard Deviation and Hypothesis Test.

His Major Findings are as follows:
* Hence, the bank has been suggested to managevistiment portfolio
efficiency
» Operational efficiency of the bank is indicate hg bperational loss has been

found unsatisfactory.

Poudel,M (2066) had conducted a research diNon-Performing Assets of
Nepalese Commercial BanksHe had taken sample banks as Nepal SBI Bank
Limited, Nepal Investment Bank limited, Nepal Baadgsh Bank limited,
Bank of Kathmandu limited, and Nabil Bank Limited.
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His Main Objectives are as follows
» To analyzed relations between different ratios.
* To examine the proportion of Comparative finanpi@tformance appraisal of
joint venture banks
» To give suggestions and recommendations for therpe¢nt of commercials

banks.

His Research Methodologies are as follows

Research methodology is the focal part of the stRa@ynges of financial and statistical
tools are used to analyze the collected data aadhieve the objectives of the study.
The analysis of the data will be done accordingatiern of data available. Because
of limited time and resources, simple analyticatistical tools such as graph,
percentage, coefficient of correlation, regressaoalysis and the technique of least
square are adopted in this study. Financial toalshsas ratio analysis and trend

analysis have also been used for financial analysis

His Major Findings are as follows

* His study especially concentrated on the depodieamn of the bank and
disbursement of the fund as loan and advances.

* He has focused on utilization and mobilization ohds and resources of
Nepal Bank Ltd.

* He recommended that the bank should try to mobitzeesources efficiently
by creating new business

» Service ideas which will certainly help for thettee utilization of ideal

resources and for the economic development ofdhatcy.

Tuladhar,S (2067)had conducted a research topic on "Non Performisgets
of Commercial Banks Causes and Effect$ie study found that NGBL has been
successful to maintain in the best way both ligyigiosition and their consistency
amongthree banksProfitability position of NGBL is better than NABand HBL.
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His Main Objectives are as follows:
* To analyze the impact of investment policy selecimmercials banks.
* To examine the correlation and the significatiorthadir relationship between

different ratios related to capital structure

His Research Methodologies are as follows:

In his thesis the data are analyzed by using @iffietypes of tools. As per topic

requirements, emphasis is given on statisticalstoather than financial tools. So for
this study following statistical tools and finandi@ols are use such as Debt to Equity
ratio, Debt Ratio Interest Coverage Ratio, Earnipgs Share, Price Earnings Ratio,
Return on Total Assets, Return on Share HolderslFew Equity, Arithmetic means,

Standard Deviation and Correlation Coefficient.

His Major Findings are as follows:
* On the basis of this feedback information, regalanges or implementation

of new rules and regulations can be easily caoigd

NRB should also encourage frequent training to reewrants to provide

orientation on the conceptual dimensions and malcispects of operation of

the banks

» Constraints of socio- economic political systemooe hand and that of issues
and challenges of JVBs commanding significant bamkbusiness of other
spectrum

* The collection of deposit and loan investment doypehe commercial banks

also to sustain themselves in the environment ofpaiitions,

* They should introduce novel technology and equigiaea collect deposit.

Regmi,P (2068)had explained in his research work about the topidon-

Performing Assets and profitability of CommercialnBs in Nepal.”

His Main Objectives are as follows:
* To examine the relationship between different matio

* To calculated and analyzed the financial and sizis tools
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His Research Methodologies are as follows:

The research, data are analyzed by using diffeiygrgs of tools. For this study
following statistical tools Arithmetic mean, Standla Deviation, Correlation
Coefficient, Probable Error and Regression Analgsid financial tools Earnings per

Share, Price Earnings Ratio, Return on Total AssetisReturn on Share are also use.

His Major Findings are as follows:

* He has further suggests that both the banks shed&hds their resources to
rural areas to promote development

* Hence, the bank has been suggested to managevistimrent portfolio
efficiency

» These are indeed significant milestone in the forelrdevelopment process to
the economy

* But keeping in mind, the social and economic stmgtof our country, we

should not turn a deaf ear to regional balance.

Pokhrel, G (2069)hadconducted in his research work about the tégicStudy
on Non Performing Loans of Commercial BanWéth status of Nabil Bank
limited, Nepal Bank limited, Everest Bank LimitedNepal SBI Bank limited.

His Main Objectives are as follows:
» To analyze the impact of financial performance ephl Bangladesh bank Ltd
and Everest Bank Ltd
* To examine the correlation and the significatiorthadir relationship between

different ratios related to capital structure

His Research Methodologies are as follows:

The research is analyzed by using different tygasals such as statistical tools and
financial tools ie. Earnings per Share, Price HagwiRatio, Return on Total Assets
Return on Share, Holder's Fund or Equity, Arithmetnean, Standard Deviation

Correlation Coefficient, Probable Error and Regmessnalysis.
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His Major Findings are as follows:
» Therefore, there should be the awareness progragularly conduced in

terms of seminars

Workshop from well experienced personnel such ogs éxecutives from

banks and concerned regulating authorities.

» They should introduce novel technology and equigiaea collect deposit.

* His study especially concentrated on the depodieamn of the bank and
disbursement of the fund as loan and advances.

* Financial credit worthiness of the borrower musekeluated properly before

granting the loans.

Adhikari, B (2070) has conducted thesis titledA “Study of Non-Performing
Assets of Commercial Banks of Nepalith reference to Nepal Bank Limited,
Rastriya Banijya Bank, Nepal Bangladesh Bank, EsteBank and Standard
Chartered Bank Nepal Limited. The main objectivehis study are to find out
the proportion of nonperforming loan and the legEINPA’s in total assets
total deposit and total lending, evaluate the i@tship between loan and loan
loss provision , present the trend line of the Nan and advances, loan loss

provision of selected commercial bank.

His Main Objectives are as follows:
* To examine the Evaluating the financial performapiclepal Bank Limited
* To calculated and analyzed the financial and siedis tools by using

secondary and primary data.

His Research Methodologies are as follows:

The research is analyzed by using different tygdewals. For this study following
statistical tools and financial tools are use sagstoans and advances to Total Risk,
Weighted Assets Ratio, Non-performing Loan to Tdtehns and advances Ratio,
Loan Loss Provision to Non Performing, Loan Ratmah Loss Provision to Total
Loans and Advances, Arithmetic mean, standard DiewiaCorrelation Coefficient,

Probable Error, Regression Analysis and Test gfdthyesis.
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His Major findings are as follows:

* The collection of deposit and loan investment doypehe commercial banks
also to sustain themselves in the environment ofpeiitions.

* The deposit funds in productive sectors and totgrarore priority to the local
manpower.

* [Economic development of a country cannot be imabinathout the
development of commerce and industry

* He has focused on utilization and mobilization ahds and resources of
Nepal Bank Ltd.

2.6. Research Gap

The performance of a bank and financial institutierargely affected by the NPA
directly and indirectly. Banks main function is ¢éarn profit and the percentage of
NPA directly affects the profit margin of the bankgom the review of previous
research and study it has been found that incrgasinperforming loan is one of the
most challenging problems faced by existing commkrbanks in the current
scenario. Some researchers have studied on implatisenaspects of NRB directives
by commercial banks while some other studied nafepming loan and loan loss
provisioning of commercial banks. No research heenbfound on the impact of the
non-performing loan and loan loss provision on flegformance of commercial
banks, required profitability and capital adequatyxommercial banks as per NRB
directives. According to the Non Performing loamatgs of Commercial banks
published by NRB, the overall NPL to total grosan@gercentage has been decreased
from 3.53 in 2066 to 3.01 in mid January 2067.HosveWf we see individually we
can see that some banks NPL to total gross loardéasasing while some banks are
increasing and some have constant rate. Here snsthidy we are focusing on the
banks whose NPL to total gross loan% are in inangasend, decreasing trend and
constant. The data obtained from this will helptaknow and analyze the reason
behind the data obtainetherefore, this research is made to fulfill theegash gap by

taking the reference of Nepal Investment Bank Léhiand Kumari Bank Limited.

38



CHAPTER-III
RESEARCH METHODOLOGY

3.1 Introduction

Research methodology is the way to solve systeaitiabout the research problem.
It is compose of two words, search and methodolfich means the process of
investigating in values a series of well thoughtl activates in gathering, recording,
analyzing and interpreting the data with the puepe$ finding answers to the
problem. The entire process by which we attempsdtve the problem is called

research while methodology is the method usedstdhe hypothesis.

Advanced learner’s Dictionary of current Englishfitked research as “a careful
Investigation or inquiry especially through seafoh new facts in any branch ok
knowledge”. Research is a systematic inquiry of pargicular topic and methodology
is the method of doing research in well manner.sTiasearch methodology is a way
to solve the problem systematically. It is undavdt@s a science of studying how
research is done scientifically. It is analysisspkcific topic by a proper method.
“Research may be defines as the systematic methatiscovering new facts or

verifying old facts, their sequences, interrelasioip causal explanation and the

natural laws which govern them.”(P.V. Young).

3.2 Research Design
“Research design is the plan, structure and styaiemvestigation conceived so as to
obtain answer to research questions and to cowdirehnces. The plan is the overall

scheme or program of the research.” (Kerlinger,32046).
A research design is the arrangement of conditionsollection and analysis of data
in a manner that aims to combine relevance todgkearch purpose with economy in

procedure (Claire Selltiz, 2019:52).

In fact, the research design is the conceptualctsire within which research is

conducted; it constitutes the blueprint for thdesilon, measurement and analysis of
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data. Decisions regarding what, where, when, howhmby what means concerning
an inquiry or a research study constitute a rebkedesign. As such the design
includes an outline of hat the researcher will dwrf writing the hypothesis and its
operational implications to the final analysis daital Preparation of the research
design should be done with great care as any arribrmay upset the entire project.
Research design, in fact, has a great bearingoiidlyaof the result arrived at and as

such constitutes the firm foundation of the entidéfice of the research work.

For this study, both field and desk research has laglopted. The fieldwork has been
conducted to collect necessary information andiphbtd documents from the experts
and officials concerned, while deskwork has beamuooted to analyze and interpret
the information so collected. In order to make itaport meaningful and purposeful

the following procedural methodology will have bestopted.

3.3 Populations and Sample

The term population for research means all the neesnbr any well defined class of
people, event or object. It means that the entioeig of people, events or things of
interest that a researcher wishes to investigatearple is a collection of items or
elements from population or universe. Hence, a sampnly a portion or subset of
the universe or population. It comprises some olagiens selected from the

population.Sampling may be defined as the selection of someopan aggregate or

totality on the basis of which judgment or infererabout the aggregate or totality is

made.

The population of the present study is listed ateunthe commercial banks operating
in banking industry of Nepal. As this study is abaon-performing loans and
profitability of commercial banks, all 30 commeltcizanks of Nepal is taken into
account as population and out of the total popamatiour following commercial
banks are selected as sample for this study.

* Nepal Investment Bank Limited

¢ Kumari Bank Limited
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3.4 Data Collection Techniques

Data are collected from various sources were in fram, which are included the
annual financial report of concerned banks, thateel publications of NRB and
relevant websites of concerned banks. Data areatetl using both primary and
secondary data. Primary data have been obtainedghrfield visit and telephone
inquiries. While secondary data are collected thhothe annual reports of concerned
banks which were collected from concerned banksoéimer reports were downloaded
from websites. Various publications of NRB were lected from concerned
department of NRB. Various reports, textbooks, pails and unpublished dissertation
have been used for analysis.

3.5 Data Analysis Tools

The data collected from different sources are brsystematically and identified
after collection of research data, an analysis athdand interpretation result are
necessary. Applying different financial and statattool made data analysis. Further

to represent the data in simple form bar diagrachgaaphs have also been used.

3.5.1 Financial Tools

While adopting financial tools, a ratio is usedaasarrack for evaluating the financial
position and performance to any firm. Financiallgsia is the process of identifying
the financial strength and weakness of balancetste@ profit and loss account
(Party, 2056: 108).

Financial analysis’s the use of financial statemtenanalyze a company’s financial
position and performance (Wild, Stemma & Halsey] 2060:210).

Ratio Analysis

Ratio analysis is a tool for scanning the finangtdtement of the firm. A ratio

analysis is the widely used tool of financial asady A ratio is simply one number
expressed in terms of another and as such it esggebe numerical or quantitative
relationship between two variables. Ratio analysfiects the relative strengths and
weakness of any organization and also indicatesleeating and financial growth of

the organization.
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“Ratio helps to summarize large quantities of ficiahdata and to make quantitative
judgment about the firm’s financial performance.eTtelationship between two
accounting figure expressed mathematically is knewifinancial ratio”. (Pandey. Op
cit p.10). Even though there are many ratio, ohlgseé ratios have been calculated
which are related to the subject matter. Followragos have been computed and

analyzed in this study.

NPA to total lending ratio:

This ratio determines the proportion of nonperfargnassets to total lending of the
bank. Higher ratio indicates bad effect and deeeashe profitability of the bank
and lower ratio indicates better performance arwlesse in the profitability. It is
calculated as under:

Non performing Assets
TotalLending

NPA to total lending ratio =

Total lending to total deposit ratio:

This ratio determines the proportion of total lenglio total deposit ratio. Loans and
advances yield high rate of return but liquiditygueements also needs due
consideration. Greater ratio implies the bettelization of total deposits and better
earning. Hence 70-80% ratio is considered as apiptep This ratio is calculated as
follows:

TotalLending

Total lending to total deposit ratio= _
Total Deposit

Net profit to total assets ratio:

This ratio determines the proportion of total netdfip to total assets ratio. Higher the
ratio indicates the better performance of the bané lower the ratio indicates low
performance of the bank. It is calculated as under:

Net Profit

Net profit to total assets ratio = ———
Total Asset:
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3.5.2 Statistical Tools

Statistical tools are the mathematical techniguesduo facilitate the analysis and
interpretation of numerical data. “Statistical a/s&s is one particular language, which
describes the data and makes possible to talk @abeutlations and the difference of

the variables”. Following statistical tools haveshaised in this study.

3.5.2.1Arithmetic Mean

The arithmetic mean or simple mean of a set of mbasen is the sum of all the
observation divided by the number of observations lthe best possible value of a
group of variables that singly represents to wigstaup. In the statistical analysis the
central value falls within the approximately middiglue of the whole data. Mean is

the arithmetic average of a variable. Arithmeticamef a series is given by:
rx

Mean =—
N

3.5.2.2: Correlation Analysis:

Correlation is a statistical tool that can be useddescribe the degree of linear
relationship of one variable to other variables.rr€ation analysis is another
important tool of statistic. It describes the nelaship between variables and shows
the degree of dependency of one variable with amnothriable. Two variables are
said to be correlated when the change in one \Jarigsult in change in other
variables. There are five types of correlation fioeit which are Positive
correlation, negative correlation, linear correlati non-linear or partial correlation
and multiple correlations. The coefficient of cdat®n measures the linear
association between variable. Different models dorrelation analysis has been
formulated and we have used Karl Pearson’s coefficof correlation to determine

the relationship between variables studied.

Probable error of correlation coefficient is an oldasure for testing the reliability of
an observed correlation coefficient. If r < P.[Bere is no evidence of correlation i.e.
correlation is not significant. If r > P.E., thaseevidence of significant i.e. correlation

is significant.

Coefficient of Correlation (r,,):
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r=

The Karl Pearson Coefficient always falls betwekno-+1. The value of correlation
in negative signifies, the negative correlation andplus signifies the positive
correlation. If,

r = 0, there is no relationship between the vaegbl

r <0, there is negative relationship between tiréables.

r > 0, there is positive relationship between thgables.

r = +1, the relation is perfectively positive.

r = -1, the relation is perfectively negative.
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CHAPTER- IV
DATA PRESENTATION AND ANALYSIS

Simple percentage is used to analyze the dataithsnatic tools. Karl’'s Pearson’s

correlation coefficient is used to analyze the detastatistical tool. Nowadays Non-

Performing Assets/Loan (NPA/L) has been occupyiragjomspace in the total assets

and total lending of the bank. Keeping this fadbiconsideration, a provision has

been set up by Nepal Rastra Bank to control theellesf NPA of Nepalese

Commercial Banks in FY 2057/58. According to thabyision, every bank has to

classify its total loan and advances [includinggmaised and discounted bills] as pass

loan, substandard loan, doubtful loan and bad loanthe basis of overdue aging

schedule. Commercial Banks are also directed tataiai loan loss provision as

stated in section 11 of directives No. 2 of NRBisdtives for Commercial Banks

2059. Main purpose was to find out the level of NRANepalese Commercial Banks

and to take necessary steps to control the levietume. Data of five FY starting from
FY 2065/66 to 2069/070 have been presented to zmdhe level of NPA in total

assets, total lending and total deposits of the nsernial banks. Data are also

presented to analyze the effects to NPA on theitpholity of the banks under the

study.

4.1 Data presentation and analysis of sample banks

A) Nepal Investment Bank Limited (NIBL)

Table: 4.1
Relation between NPA, Net profit, Total Lending andTotal deposits (NIBL)
Year/Ratios 2065/066| 2066/067 | 2067/068| 2068/06p 2069/0
NPA to total lending ratio 2.07 2.37 1.12 0.58 0.62
Total lending to total deposit ratio 69.63 72.56 79.91 78.86 81.74
Net profit to total assets ratio 1.61 1.79 1.77 1.68 2.19

Source: Annual reports of FY: 2065-2070
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The table 4.1 shows the relationship between NFA profit, total lending and total
deposit. The NPA to total lending ratio in FY 2083 is 2.07% and in FY 2069/070
NPA is 0.62%. In the FY 2066/067 it is 2.37% whishincreasing and in FY
2067/068 to 2068/069 NPA is decreasing from 1.1@%.58% respectively. The total
lending to total deposit ratio has been constamityeasing. In FY 2065/066 total
lending was 69.63% which increased every year anBYi 2069/070 total lending
reach to 81.74%.The net profit to total assetsorai not constant. In the FY
2067/068 net profit is 1.77% and in FY 2068/069 patfit is 1.68% which is

decreasing in comparison to the previous year 2@6ivhich is 1.79%. But in the
FY 2069/070 net profit has increased to 2.19%.Fhisws the profit is in increasing
trend.

Figure: 4.1
Level of NPA, ROA & Loan-Deposit Ratio of NIBL
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Source: Table: 4.1
The figure 4.1 shows the trend line of NPA, totalding and net profit of NIBL bank.
Total lending to total deposit ratio is increasitith year 2067/068 and again
decreasing and then increasing in FY 2069/070. NBAtotal lending ratio is
decreasing and slightly increasing in FY 2069/0tte net profit to total asset is also
increasing except in the FY 2068/069
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Table: 4.2

Total Assets, Total Deposits, Total Lending and Tail NPA (NIBL)

(In millions)
Fiscal Year| Total Asset | Total Deposit| Total lending Total NPA
2065/066 21330 18927 13178 272
2066/067 27591 24489 17769 422
2067/068 38873 34452 27529 309
2068/069 53011 46698 36827 307
2069/070 57305 50095 40319 355

Source: Annual Reports of FY 2065/66-2069/70

The table 4.2 gives the information on total assesl deposit, total lending and total
NPA of NIBL bank. The total asset has been increpat a faster rate. It was 21330m
in the FY 2065/066 and has reached to 57305m ifr%h&069/070.The total deposit
of the bank has also been increasing. It was 189a7me fiscal year 2065/066. Till
the FY 2069/070 the deposit has reached to 50096im.shows the interest of public
in the bank. The total lending of the bank also lbeean increasing. It was 13178m in
the FY 2065/066 which increased continuously arathied to 40319m in the FY
2069/070.The level of NPA is fluctuating. It incseal and reached to 422m in FY
2066/067. The level of NPA from then has been desing till FY 2068/069 to 307m.

Again the NPA has increased to 355m in FY 2069/070.

Figure: 4.2

Graphical Representation of TA, TD, TL and TNPA (NIBL)
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Source: Table: 4.2
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The figure 4.5 shows the relationship between tasalet, deposit, lending and total
NPA of the corresponding years. The total assethefbank has been increasing
tremendously. Similarly the total deposit and tdehding of the bank are also
increasing. There is fluctuation in the level of AlRvhich is highest in the FY
2069/070.

Table: 4.3
Net Profit and Total NPA (NIBL)
(In milliong
Fiscal Year Net Profit TNPA
2065/066 351 273
2066/067 501 422
2067/068 697 309
2068/069 901 307
2069/070 1266 355

Source: Annual reports of FY: 2065-2070

The table 4.3 gives the information on the netipraid TNPA of NIBL. The net
profit in FY 2065/066 is 351m which increased ab#uitmes and reached to 1266 m
in FY 2069/070. The NPA is fluctuating in the 5 y@eriod. It has increased than the

previous year's which shows the measures of banbatance level of NPA is not

satisfactory.
Figure: 4.3
Graphical Representation of Net Profit and TNPA (NBL)
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Source: Table: 4.3
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The figure 4.3 displays relation of level of nedfirand NPA in the 5 year period.
The total profit is in the increasing trend whiskBitimes in FY 2069/070 than FY

2065/066. The total NPA is highest in FY 2066/06i2 NPA is fluctuating

C) Kumari Bank Limited (KBL)

Table: 4.4
Relation between NPA, Net profit, Total Lending andTotal deposits (KBL)
Year/Ratios 2065/066 2066/067 2067/068 2068/069 92080
NPA to total lending ratio 0.92 0.73 1.32 0.44 0.50
Total lending to total deposit ratio 90.20 85.84 90.2C 94.1Y 79.4
Net profit to Total assets ratio 1.15 1.43 1.16 1.41 1.59

Source: Annual reports of FY: 2065-2070

The table 4.4 shows the relationship between thA, Nt profit, total lending and

total deposit of Kumari Bank Limited. The NPA tdablending ratio is in decreasing
trend except in the FY 2067/068 which has incredisedhighest at 1.32%. Then NPA
has been constantly decreasing reaching 0.50 #eiRY 2069/070.The total lending

to total deposit ratio is fluctuating. It has reedhmaximum in the year 2068/069 at
94.17% and has decreased to 79.45% in the fisal ¥8.45%.Similarly, the net
profit to total asset ratio is also in fluctuatinget profit has decreased in the FY
2067/068 at 1.16% and has reached maximum in th20&9/070 at 1.59%.
Figure: 4.4

Level of NPA, ROA & Loan-Deposit Ratio (KBL)
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The figure 4.4 shows the trend line of NPA, toalding and net profit of KBL. The
total lending to total deposit ratio is fluctuatinghas decreased in FY 2066/067 and
FY 2069/070. NPA to total lending ratio is alsoctiuwating which is maximum in FY
2067/068 and minimum in FY 2068/069. Net profit ttatal asset ratio is also
maximum in the FY 2069/070 which is a positive gador of the bank.

Table: 4.5
Total Assets, Total Deposits, Total Lending and Tad NPA (KBL)

(In millions)
Fiscal Year | Total Asset | Total Deposit Total lending | Total NPA
2065/066 9010 7769 6892 64
2066/067 11918 10557 8929 66
2067/068 15036 12780 11335 152
2068/069 18538 15710 14593 64
2069/070 20522 17432 14765 75

Source: Annual Reports of FY 2065/66-2089/

The table 4.5 gives the information on the totalesastotal deposit, total lending and
total NPA of KBL. The total asset is in increasitrgnd. It was 9010 m in FY
2065/066 and reached to 20522 m in the FY 2069/0[6.total deposit has also been
increasing from 7769 m in the FY 2065/066 to 17432n FY 2069/070. The total
lending also has been increasing tremendously iegd®764 m in FY 2069/070.
There is variation in the level of NPA. It reaclredximum in FY 2067/068 at 152 m.
In FY 2068/069 it decreased to 64m and again isee@#o 75m in FY 2069/070.
Figure: 4.5
Graphical Representation of TA, TD, TL and TNPA (KBL)
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The figure 4.5 displays the information on the lt@atsset, total deposit, total lending
and total NPA of KBL. The total asset is in thergasing trend. The total deposit is
also in the increasing trend. The total lendingl$® increasing continuously whereas
total NPA is decreasing except in the FY 2067/068.

Table: 4.6
Net Profit and Total NPA (KBL)
(In million)

Fiscal Year Net Profit TNPA

2065/066 104 64

2066/067 170 66

2067/068 175 152

2068/069 261 65

2069/070 317 76

Source: Annual reports of FY: 2065-2070

The table 4.6 gives information about net profid @dPA. The net profit in FY
2065/066 is 104 m which increased 3 times and ezhdio 317 m in the FY
2069/070.The total NPA in FY 2065/066 is 64 m whiobreased to 152 m in FY
2067/068. Then NPA again decreased in followingry@ae NPA again increased
and reached to 76 m in FY 2069/070
Figure: 4.6
Graphical Representation of Net Profit and TNPA (KBL)

350 A
300 A

250 A
200 A
150 -

100 -
50 - mTNPA

W Net Profit

0 1 1 1 T 1

©
&

&
'\/Q

% o
o o & S
& G\ & )
o oY o >

Fiscal Year

Source: Table: 4.6

51



The net profit from the figure 4.6 has been incaragremendously. It has reached to
3 times in FY 2069/070 than in FY 2065/066. Theelesf NPA is fluctuating. It is
highest in FY 2067/068. The NPA is higher than pres year in FY 2069/070.

4.2 Correlation Analysis
Correlation Analysis generally used to describedibgree to which one variable is
related to another, in statistics is used in otdetepict the co-variance between two
or more variables. It helps to determine whether:

= A positive or negative relation exists

= The relation is significant or insignificant

= Establishes cause and effect relation if any.

The statistical tool, “correlation analysis” is faeed in this study to identify the
relationship between NPA and ROA and whether traiomship is significant or not.
Hence, NPA denotes the percentage of NPA in tetadlihg of the bank and ROA

denotes the net profit as percentage of total asde¢he bank.

Table: 4.7
Correlation between NPA to total lending and NP tdotal assets
Banks Coefficient of| Relation- | Coefficient of | 6 (Prob. | Significant/
correlation(r) | ship determination | Error) Insignificant
(r2)
NIBL -0.4682 Negative 0.22 1.4124Insignificant
KBL -0.8266 Negative 0.6832 0.5787 Significant

Source: Annexure: i

The table 4.7 shows the correlation coefficienivaeein the Non Performing Assets to
total lending to NP to total assets of the samglekb. Only the NIBL bank has a
positive relation between the NPA and ROA.20% efrdationship is affected by the
NPA and 80% is affected by the other factors. NIBds insignificant relationship

since the value of r i.e. 0.45 is less than theevalf 6 times P.E. i.e. 1.449.KBL has a
high degree of negative relation between the twaalbes which is -0.8266. 68.32%
of profitability is affected by the NPA of the baakd remaining 31.68% is affected
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by the other factors. The test made for this bangignificant since ® P.E. is less
than the value of ‘r ‘. Similarly, NIBL bank als@a& a negative relationship between
the variables. Only 22% of NIBL bank is affectedthg NPA and remaining 65.99%
and 78% of the bank is affected by the other factdbhe value of 6P.E. is 1.4124 of
NIBL banks respectively which is more than the eadd r. this shows that they have
insignificant relationship between them.

From the above calculations, we can conclude tmafptofitability of the individual
bank is fully dependent in the Non-Performing Assdtthe respective banks. Higher
the NPA lower will be the Net Profit and vice-versa

Table: 4.8

Correlation between NPA and total lending of bank

Banks Coefficient of| Relation- | Coefficient of | 6 (Prob. | Significant/
correlation(r) | ship determination | Error) Insignificant

(r2)
NIBL 0.0171| Positive 0.0003 2.6820 | Insignificant
KBL 0.0748| positive 0.0056 1.7820 Insignificant

Source: Annexure: ii

The table 4.8 presented shows the relationshipd®ivhe total lending and the total
NPA of the different commercial banks under stuliyshows how much is NPA
related with the lending of the bank. The NIBL bdms a high degree of positive
relation between the two variables i.e.0.81. Thisws that whenever the total lending
of the bank goes on increasing the total NPA oftilwek also goes on increasing. And
this particular factor affects the NPA by 65.61%l &ne remaining 34.39% is caused
by other factors. And the result is also significaimce 6 P.E. is less than the value of
correlation. Similarly, the table 4.11 also showattthe correlation of the NIBL and
KBL to be 0.0171 and 0.0748, a low degree positgaelation. This shows that
whenever the total lending of the bank goes oreaming the NPA of the bank also
goes on increasing. But this factor affects only038% and by 0.56% and remaining
99.97% and 99.44% is affected by the other factargl the result is insignificant
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since the value of P.E. multiplied by 6 is morenththe value of coefficient of

correlation.
Table: 4.9
Correlation between NPA of the bank and total NPA ppulation
Banks | Coefficient of| Relation- | Coefficient of | 6(Prob. | Significant/
correlation ship determination | Error) Insignificant
(r) (r2)
NIBL 0.0783| Positive 0.0061 2.6922 Insignificant
KBL 0.1189| positive 0.0141 2.6703 Insignificant

Source: Annexure: iii

The table 4.9 shows the relationship between the-Rerforming Assets of the
sample Banks with that of the total population a#.the twenty five commercial
banks of the industry. The theory suggests thatneter the NPA of the individual
bank goes on increasing there will be correspondiogement in the NPA of the
population too. The table 4.12 shows NIBL and KRitrelation value is 0.0783 and
0.1189 respectively having a low degree of positefation between the variables.
This shows whenever the NPA value of individuallbbgoes on increasing the NPA
of the population also goes on increasing. Thiafiected by 0.61% and 1.41% and
remaining 99.39% and 98.59% is affected by the rothetors of NIBL and KBL

respectively.

4.4 Major findings
The study is fully based on the secondary dataetdted banks. From the data
analysis of concerned banks, the major things, lvhas been finding are as follows.
* The relationship between the NPA, net profit, té¢éalding and total deposit of
Kumari Bank Limited. The NPA to total lending rai® in decreasing trend
except in the FY 2067/068 which has increased tgkelst at 1.32%. Then
NPA has been constantly decreasing reaching 0.50tbe FY 2069/070.The
total lending to total deposit ratio is fluctuating
* The total asset has been increasing at a fasteriltavas 21330m in the FY
2065/066 and has reached to 57305 m in the FY R@69The total deposit of
the bank has also been increasing.
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It has reached maximum in the year 2068/069 at794.and has decreased to
79.45% in the fiscal year 79.45%.Similarly, the pedfit to total asset ratio is
also in fluctuating. Net profit has decreased m #Y 2067/068 at 1.16% and
has reached maximum in the FY 2069/070 at 1.59%.4&#dings from ratio
analysis and correlation analysis of NIBL.

The net profit to total assets ratio is not conistaim the FY 2067/068 net
profit is 1.77% and in FY 2068/069 net profit i€8% which is decreasing in
comparison to the previous year 2066/067 which.7®%. But in the FY
2069/070 net profit has increased to 2.19%.Thiswshehe profit is in
increasing trend.

The net profit in FY 2065/066 is 351m which incredsabout 4 times and
reached to 1266 m in FY 2069/070. The NPA is flathg in the 5 year
period.

The NPA to total lending of this bank is fluctuatiavhich is low in the FY
2069/070 at 0.62. The total lending to total depraio is in the increasing
trend which is highest in the FY 2069/070 at 81.VHe total profit to total
asset ratio is also in the increasing trend whg&hmiaximum in the FY
2069/070 at 2.19.

The total asset, total deposit, total lending amel net profit all are in the
increasing trend of this bank. The total NPA osthank is fluctuating and has
reach to 355 in the FY 2069/070 from 272 in the Z065/066. The findings
from correlation shows that it has positive relasibip between the variables
as well as insignificant correlation between theANP total lending of banks
and between NPA of the bank and total NPA poputatiut it has negative
relationship and insignificant correlation betwettie NPA to ROA of the
bank.

The total level of NPA was maximum in the FY 20680at 152 which
decreased and reached to 75 in the FY 2069/07Mm&herofit of this bank
has also been increased tremendously.

The correlation analysis shows that there is pasitrelationship and
insignificant correlation between NPA of the bamdadotal NPA population
and between NPA and total lending of banks. Theetation is insignificant

and is negative between the NPA to total lendirgy/dR to total assets.
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The NPA to total lending ratio is fluctuating whichlow in the FY 2069/070
at 0.50. The total lending to total deposit rasi@lso fluctuating which is also
low in the FY 2069/070 at 79.45.

The Net profit to total asset ratio is also in luetuating trend which is high

in the FY 2069/070 at 1.59.The total asset, tatglodit, total lending of this
bank is in the increasing trend in the 5 year mkrio

The test made for this bank is significant sind@.B. is less than the value of
‘r ‘. Similarly, NIBL bank also has a negative rétemship between the
variables. Only 22% of NIBL bank is affected by tN€A and remaining
65.99% and 78% of the bank is affected by the dtmors.

The value of 6P.E. is 1.4124 of NIBL banks respetyi which is more than
the value of r. this shows that they have insigatffit relationship between

them.
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CHAPTER-V
SUMMARY, CONCLUSION AND RECOMMENDATIONS

This chapter attempts to summarize the whole sty findings, makes general
conclusions based on the finding presented in pusvichapter and also suggests

some recommendations based on the result of thesanaf data.

5.1 Summary

This research is aimed at studying about the nofoqmeing assets and profitability of
commercial banks in Nepal. In first chapter thelgtdealt about basic assumption of
the study. Basically it highlights the concept anmgbortance or significance of the
study. It also presents research issues, reseavblems, and basic objectives of the
study, rationality of the study, limitation of tlsudy and organizational structure of
the study. Second chapter helped to provide knaydembout the development and
progress made by the earlier researcher on theeowent field or topic of the study. It
also tried to know the some concept used in thidystMoreover, it reviewed and
summarized the finding of the previous findingstloé study to provide knowledge
about the background of the work done by them arsgtdp the duplicate of previous
work. Third chapter of the study discussed aboetvidrious research methodologies
used for the study. Basically, research methodolage signifies the research design,
sources of data, population and sample of dataa datlection technique, data
collection methods and tools and techniques emgdlogé&. for this purpose
descriptive cum analytical research design was tedo®ut of total population of 30
commercial banks, two banks were taken as sampley yadgmental sampling
method. The two major commercial banks are NIBL KBl. Secondary data have
been used in the study, annual reports and othblications from the basis of
secondary data. Beside this newspaper, relevasisthpurnals, articles, related
websites etc. are also taken for this research.dbkee collected from various sources
are recorded systematically and presented in apptepgforms of tables and charts
and appropriate mathematical, statistical, findhgeaphical tools have been applied
to analyze the data. The data of five consecuteas/ of two selected banks have

been analyzed to meet the objectives of the study.
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Fourth chapter of the study dealt about data ptasen and analysis. It first presents
the generated data in tabular form of and analyhenh in systematically as per the
objectives. The researcher tried to analyze thepewative position of bank in term of
non-performing asset and its profitability andirtgact on relative variables. Detail

of the findings can be presented as follows.

Financial sector have major role to play in the elepment of the country. A
Commercial Bank deals with exchanging currencyeptx deposits, give loans and
does other various commercial transactions. Thezefthe major function of
commercial bank is to accept deposits and prowadad. There is not so long history
of commercial banks in Nepal. Nepal bank limitedtie first bank in Nepal,
established in 30Kartik, 1994. But now there are 30 commercial baskper Nepal
Rastra bank, banking and financial statistics, amdJuly 2066 which extend their
services in different part of the country. The ssstul working of the banks depends
on ability of the management to distribute the fummong the various kind of
investment known as loans and advance. Loan andnadvare the most profitable
assets of a bank. These assets constitute primarges of income to the bank. As
being a business institution a banks aims at makimge profit since loans and
advances are more profitable than any other agtéte banks, it is willing to lend as
much as its funds as possible. But bank has tatefud about the repayment of loan
and interest before giving loan. If a bank is tamid, it may fail to obtain the
adequate return on the fund, which is confined fori use. Similarly, if the bank is
too liberal, it may easily impair its profits by daebts. Therefore, banks should not
forget the reality that most of the bank failunegshe world are due to shrinkage in the
value of the loan and advances. Escalating lev®lA’s has been becoming great
problem in banking business in the world. In thismitext, Nepal cannot be run off
from this situation. The level of NPA in Nepalesmking business is very alarming.
It is well known fact that the bank and financiastitution in Nepal have been facing
the problem of swelling non-performing assets aralissue is becoming more and
more unmanageable day by day. We are well knowm fildferent financial reports,
newspapers and news that the total NPA in Nepdlasd&ing system is about 30
Billion (Nepal Rastra Bank, 2005: 45), while itusry worse in case of two largest

commercial banks RBB and NBL.
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Therefore, this study is concerned to find outlthel of NPA and its effects on the
return on assets and the other factors of the Mepatommercial banks. Finally,
summary and conclusion and various suggestions deseribed in this chapter. It
drew the conclusion from the findings of the stuahd explained the summary of
research paper. Besides, it also provides variauggestions to give further

improvement.

5.2. Conclusion

Nepalese banking industry is faced with varietysefious challenges, the prominent
being the management of large volume of non-peifagrfoans and the development
of corporate values and ethics among the stakesh®ld the banking industry. There
is already a stiff competition between the markeygrs and the possibility of entry

of new players is going to further add to the pwess So in such a scenario,
stakeholders including NRB have to be vigilant thatks do not compromise on the
prudent risk management practices in order to garthe competition, which might

ultimately lead to the bank failure. At the sammadj NRB has to keep tight vigil in

the banking industry so as to be take correctivasuees in creating and maintaining
a stable and a sound banking industry. Among the gample banks taken under
study, KBL has the lowest amount of NPA which idnoreasing trend in the 5 year

study period.

« KBL and NIBL's NPA is also in the increasing trendihe Correlation
coefficient between NPA and ROA mostly came oubémegative except for
NIBL. This shows that increase in profitability asfected by the amount on
Non Performing Assets.

* These finding supports the theory that, higherNR& lower will be the ROA
and vice-versa. But in the case of KBIgher the NPA higher the ROA will
be. The result is insignificant in this which meahat there is little or no
relation between NPA and ROA in the progressiondigression in their
values.

* The positive relation shows that when NPA increaties total NPA
population also increases and vice-versa. Findhyg test of hypothesis
between NPA and Total Lending of the banks is fotmeé. Thus there is a
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significance relation between these two variabe saagnificant. On the other
hand the test of hypothesis between NPA and thagtoplulation is found
acceptable.

* This shows that there is a significance relatiotwben two. That is every
raise or fall in the NPA of sample banks has afsecein the NPA of the total

population.

5.3 Recommendation

Recommendation refers to the suggestive measuraeddrom the findings of the
study. High level of non-performing assets not aiégreases the profitability of the
banks but also affect the entire financial as @&slbperational health of the country. If
the NPA were not controlled immediately, it woulel froved as a curse for the banks
in near future. Poor corporate governance andmakagement practices are the key
reasons for high level of NPL in our banking systédther causes are economic
slowdown, legal hurdles in recovery and poor qualdf credit information.
Management practices in many banks are still vezgky particularly in the areas of
credit analysis, credit administration and risk aggment and internal control
system. Hence, the management of NPL is a gredienbe for the Nepalese banking
sector. It is high time that we start strengtheramgl reshaping the reform process.
Following are some of the recommendations, which hélp to reduce the level of
NPA of the Nepalese commercial banks. The NPA efi&ink has the direct effect on
its profitability. More the NPA of the bank the ¢ewill be its profitability. Those
banks, which have high level of NPA, should takecessary action towards
recovering their bad loans as soon as possibls. iicommended that KBL NIBL
make serious action to recover the bad loan arashisuld make curative action for
new loans from turning them into NPA from now. Hgi assets management
company (AMC) is recommended to both of them toucedthe current non-
performing assets. When bankers give loan, he dramdlyze the purpose of the loan.
To ensure safety and liquidity, banks should gtaan for productive purpose only.
Bank should analyze the profitability, viabilitygdg term acceptability of the project
while financing. Poor credit appraisal is anothetdr for the rise in NPA’s. Due to
poor credit appraisal the bank gives advances dsethwho are not able to repay it
back. They should use good credit appraisal toedser the NPA’s. The increase in
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the volume of Total Lending is not the reason iordase of NPA or increment of the

profitability of the banks.

* As seen the case of NIBL and KBL there has beerease in the level of
NPA even there Total Lending has increased. Thikiesthe effect of the bad
loans provided by the banks.

* Loan must be given only if the banker is satistiegt the borrower can repay
money from the cash flow generated from operatictgyities. However, the
banks want to ensure that their loan is repaid ewepase of failure of
business.

* To protect banks from such happenings, the barkes ¢allateral from the
borrower so that in the event of default this dellal is disposed for the
recovery of loan. Therefore, banks should take gharollateral so that the
Bank at least will be able to recover its principatl interest amount in case of
failure of the borrower to repay the loan.

* Being loan a risky asset, efforts should be madéawe proper control in
every steps of loan management. The banks shoulblisk separate
department for credit appraisal, documentation,budsement, rapport
building, inspection and recovery of loan which é&gwssibility of finding
mistakes of one department by the others, so tietetfectiveness can be
achieved.

» Lack of proper financial analysis of the borrowgrthe banks, is one of the
major cause behind increasing NPA of Nepalese comate banks.
Therefore, proper financial analysis should beqgreréd before giving loan to
the borrower.

* The banker should always select the borrower vargfally and should take
tangible assets as security to safe guards itgeste When accepting
securities banks should consider the market ap#itgeptability, safety and
transferability.

* It is also recommended that banks and financiditut®n should demand
support from government to recover from the badhdoapecially created
because of willful defaulters. Political influences the loan disbursement

should be avoided as it may lead to worse conditiothe bank as it may
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increase the non-performing loan of the bank. Reguis must incorporate a
contextual perspective (like temporary cash floofgbems) and clients should
be handled in a manner which reflects true valugheir assets and future
potential to pay. The top management should dedegathority and back
decisions of this kind taken by middle level mamage

There have been instances of banks extending acedubtful debtors (who
willfully default on debt) and getting kickbacks fihe same. Ineffective Legal
mechanisms and inadequate internal control meamanisave made this
problem grow — quick action has to be taken on lotlnts so that both the
defaulters and the authorizing officer are punishedvily. Without this, all
the mechanisms suggested above may prove to dedtieé.

The banker should follow the principle of diversd#tion of risk based on the
famous maxim “do not keep all the eggs in one h&skemeans that the
banker should not grant advances to a few big faynig or to concentrate
them in few industries or in a few cities.

If a new big customer meets misfortune or certaaddrs or industries affected
adversely, the overall position of the bank wilk he affected. The following
factors also play a significant role in controllinige NPA structure of the
commercial banks in Nepal. Following the updatectatives of NRB and
acting upon it also reduce many of the credit risk.

Beside there are penalty implication and non-coamgie of the directives.
Hence all the two banks are recommended to follesvdirectives and they
are also suggested to come up with stronger intexndit department to
ensure that the directives are properly implemented

The banks should be a watch dog of its economy et ag the effect of
changes in the international market to its credistemers. The amount
involved in non-performing loans may rise consitdgraas a result of less
predictable incidents, such as when the costs el furices of key export
products, foreign exchange rates or interest kdtange abruptly. For example
fall in the prices of loan collaterals (often reatate) may cause more loans to

become classified as doubtful.
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Control mechanism of the bank should be managegdepiso Black listed
customers should not be given the new loan, asoitldvlead to the same
situation to the bank. Likewise, it is often samtévention is better than cure”.
Hence it is recommended for all the two banks t@ tareventive measures
before the loan goes to default.

All the banks are recommended to have an informatystem to gather all the
possible information about its borrowers so thatessary precautions can be
taken in time. Proper management auditing systesuldtbe implemented to
monitor the overall performance of the bank. Reguianitoring by both the
internal and external (NRB auditors and private &aitors) auditors is most.
No work can be success without proper managemeig.recommended to
initiate training and development program for thepyees to make them
efficient and professional in credit appraisal, manng and proper risk

management.
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