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CHAPTER-ONE

INTRODUCTION

1.1 Background

Nepal is least developing country in the World, which is situated between
two big countries, China and India. Both countries are economically strong in
the world. But sadly Nepal has not taken more benefit from them. The
development and expansion of financial institution are essential for economic
growth of the country because the pace of development of any country in this
modern era largely depends on the level of financial development. So, the
financial sector plays an important role in the development of the country and
mobilization of financial resources. The financial sector consists of Banks,
insurance companies, finance companies, stock market as well as foreign
exchange market etc. A financial instruction provides capital to develop trade
industry and business. As financial institution, commercial Bank is one of the
major media in the framework of every economy because they collect
scattered savings and provides loan to the various sectors according to the
need of client. When Bank provides loan, new business and industries are
established which helps in the development of the country. In this way whole
infrastructure of national development, direction of economy, rate of progress
is strength by banking system. The primary issue of development is to
increase the investment in productive sector of economy such as industrial
and commercial, production, trade and commerce, international business,
generation of individual income and expenditure, government revenue etc.

Generally, bank refers to a commercial bank at present. Therefore, the
activities of commercial bank are synonymous to banking. Commercial
banks refer to such type of bank which deals in money exchange, accepting
deposits, advancing loans. The pace of time has changed the portfolio of
Banking business from its primary function to the function such as merchant
Banking, credit card business, documentary credit, travelers’ cheque
business, home Banking etc.

Since the introduction of financial liberation in 1980s, we can see noticeable
changes in financial sector, work specialization, increase in new Banking
services, and excess to Banking facilitation for the general people are
considered as positive signals in the financial market. The concept of fair
competition in this sector is emerging. However, financial institution are
facing problem like traditional style of work, poor information system and
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ineffective management. The countries implementing the open market policy
emphasize on the role of private sector in order top get sustainable growth. It
is realized that the government has to encourage private sector to upgrade the
economic and social standard of general people by focusing its recourses on
employment generation, education, infrastructure development and social
services. There is a concept that where the total asset of Banking sector is
more that total domestic product such country considered as developed.
Nepal’s total asset of banking system to total domestic product ratio is 60%
where as 210% in China, 74% in Indonesia, 149% in Japan, 153% in Korea,
158% in Malaysia and 211% in Taiwan. (Dhungana,2062/63:393).

Financial sector includes a wide range of economic activities of the country.
It covers from national growth to individual savings. Financial sector is
basically administered by economic policy. Financial policy, monetary policy
and policies for financial institutions are also equally important for balanced
national economy. Nepal Rastra Bank has the authority to implement the
monetary policy with different target and tools. Among the financial
institutions, the commercial banks are the major components in
implementing the reform policy, making new credit management in financial
institutions. Credit in finance is the term used to denote transactions
involving the transfer of money or other property on promise of repayment,
usually at a fixed future date. The person who deposit money in the bank they
becomes creditor and the person who borrows money from the bank becomes
debtor of the bank. The principle function of credit is first to transfer property
in the name of bank, who want to take loan. The transfer is temporary made
for a loan price and interest. At the time of providing loan bank should follow
some principles and practices. No banker would give loan, unless he/she has
sufficient confidence in the barrower that will not be necessary to seek the
help of court for recovery. Safety of funds, purpose of loan, security for loan,
profitability, spread of loan, portfolio of compliance with national interest are
some of the principles that banker should follow while granting loan. Besides
that character of person receiving credit, the capacity of borrowers to utilize
the fund, the percentage of borrowers stoke in the business are the basic
elements, which measure the quality of barrower and ultimately the quality of
loan. Credit management has to faces on the risk analysis in the loan
investment portfolio .Generally, it is accepted that disadvantages sectors in
the economy such as the farmer and the small business have been neglected
by the banking industry. In other words, such sector in the economy are not
receiving the financial support as commercial banks hesitate to be involved in
these sectors where they do not see adequate profit.

These days’ banks are facing competitive challenges to enhance earnings. No
banks can survive for a long run without proper understanding of economy of
the country. Interest rate is in decreasing trend in loan as well as savings.
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There is high competition among the banks. Hence bank should explore new
loan and deposit scheme to attract the customer. This way commercial bank
plays important role in the development of trade, commerce and industry.
Commercial banks are established on the basis of the commercial Bank Act.
These banks are such type of banks, which accept and re landing these
deposit to the people for short term, In this study six commercial banks are
considered namely Nabil Bank ltd, Nepal SBI Bank ltd, Everest Bank ltd,
Himalayan Bank ltd, Standard Chartered Bank ltd and Bank of Kathmandu.

1.2   History of Bank

Bank of Venice set up in 1157 in Venice, Italy, is regarded as first modern
bank. Subsequently, Bank of Barcelona (1401) and Bank of Gonea (1407)
were established. The Lombard migrated to England and other parts of
Europe from Italy and expansion of the modern banking. Bank of Amsterdam
set up in 1609 was very popular. The bank of Hindustan established in 1770
is regarded as the first bank in India. These modern banks gradually replaced
goldsmiths and money lenders, Though bank of England was established in
1694, the growth of banks accelerated only after the introduction of banking
Act 1833 in united Kingdom as it allowed to open joint stock company
Banks.

1.2.1 Origin of Bank in Nepal

The history of banking in Nepal starts right from the establishment of Nepal
Bank ltd in 1937. Before the inception of this Bank, the traditional ways of
banking seemed to be in existence. Even today we find dominance of so
called rich people in lending money. Despite of operation of many
commercial banks, role of non banking system is equally significant
particularly in the rural area. Realizing the importance of banking sector for
economic development, Nepal Bank limited set up as a commercial bank in
bank in 1937. Being a commercial bank NBL paid more attention to profit
generating business.

Having felt a need of central bank to control and direct the commercial banks
and help the government formulate monetary policies, Nepal Rastra Bank
was set up in 1956, since then it has been functioning as government bank
and contributing to the growth of financial sector. Speedy development of the
country is possible only when competitive banking service reaches in hidden
place and corners of the country. Being a central bank NRB had its own
limitation to go to the profitable sector. To cope with these difficulties,
government set up Rastriya Banijya Bank in 1996 as a fully government
owned commercial bank.



15

Since the introduction of RBB, the commercial banks are to carry out
commercial transaction as well as the function of development bank.
However the need of bank particularly focusing on the agricultural sector was
still missing despite of having agro based economy in the country. To
develop agricultural sector and to make necessary fund available for the
farmers, agricultural development bank was established in 1968. Nabil Bank
Ltd named as Nepal Arab Bank Ltd was established on July 12th 1984 under
a technical service arrangement with Dubai Bank limited. Now there are 17
commercial banks, 60 finance companies, 26 development banks, 11 rural
micro finance development banks and 20 saving and credit co-operation
sector.

1.2.2 Commercial Bank

Nepal commercial Bank Act 2031 BS defines “A commercial bank is a bank
which deals in money exchange, accepting deposit, advancing loan and
commercial transaction except specific banking related to co-operative,
agriculture, industry and other objective” Under the Nepal commercial Bank
Act 2031 BS the commercial banks are these banks which provide short term
and long term debt whenever necessary for trade and commerce. They accept
deposits from public and grant loan in different forms. They purchase and
discount the bill for exchange foreign currency.

The commercial banks pool together the savings of the community and
arrange for productive use. It fulfills the financial needs of modern business.
They accept deposit from public which are repayable on demand or on short
notice. They cannot afford to invest their funds in long term securities or
loan. Their business is restricted to financing the short term needs. They
provide the working capital required for trade and industry. They cannot
afford to supply the block capital required for the purchase of fixed assets.

1.3 An Overview of Credit Management

The credit policy of the firm provides the framework to determine whether or
not to extend credit and how much credit to extend. The credit policy
decision of a bank has two broad dimensions; credit standard and credit
analysis. A firm has to establish and use standards in making credit decision,
develop appropriate sources of credit information and methods of credit
analysis.

Credit management strongly recommends analyzing and managing the credit
risks. Credit risk is defined as the possibility that a borrower will fail to meet
its obligations in accordance with the agreed terms and conditions. Credit
risk is not restricted to lending activities only but includes off balance sheet
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and inters bank exposures. The goal of the credit risk management is to
maximize a bank’s risk adjusted rate of return by maintaining the credit risk
exposure within acceptable parameters. For most banks, loan are the largest
and most obvious source of credit risk, however other sources of credit risk
exist throughout the activities of a bank , including in the banking book and
in the trading book and both on and off balance sheet. Banks are increasingly
facing credit risk in various financial instruments other than land including
acceptances; inter bank transactions, trade financing, foreign exchange
transactions, guarantees and the settlement of transactions.

1.4 Statement of Problem

Present banking set up is the result of liberalization of economy, economic
requirement and globalization. In 1990s, the development of banking in both
quality and quantity was satisfactory. However, subsequent development of
commercial banks in quality has not been satisfactory. The joint venture
banks are not interested in granting loan to the priority sector. The numbers
of commercial banks and other financial institutions are increasing in recent
time. Number of commercial banks, in long run can survive without
implementing effective lending policy and practices. Commercial banks in
Nepal have been facing various challenges and problems. Some of them
arising due to the economic condition of the country, some of them arising
due to the confused policy of government and many of them arising due to
the default of borrowers. After liberalization in economy in banking sector,
there are various opportunities. In banking sector volume of deposit and loan
increased. Now, due to high competition among the banks, interest rate in
savings as well as in loan is in decreasing trend. Non performing assets have
become a large problem to the commercial banks. Due to NRB rules,
commercial banks have to keep certain percent of profit for provision on bad
loan and non performing assets. Due to high provision and economic
condition of country, banks are not able to get high profits.

The mushrooming of banking and finance companies and about a dozen of
rural banks and cooperative societies in a short span of time has browed mew
competitive scenario and has faced a challenge to the previously
monopolistic banks that were making attractive profit. In the changed
scenario, these banks need to explore their strengths and weakness, and
improper their performance because their success depend upon their ability to
their productivity and financial preference.

Thus the study aims to answering following problems and has tried to
analyze, how the banks are performing in credit sector and how they stand in
comparison to one another:
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1. How efficiently banks are managing their liquidity position, assets and
capital structure etc.?

2. How far have banks been able to convert the mobilized resources into
investment?

3. How the banks are preparing in terms of net income and earning per
share?

4. In which sector the banks made more investment in credit portfolio?

5. Is amount of non performing asset and loan loss provision in increasing
trend?

6. Which credit collection policy should be followed by the banks to
decrease loan loss provision and non performing loan?

7. How can maximize the profit and minimize the credit risk?

1.5 Objectives of Study

The basic objectives of this research are to analyze the performance of the
commercial banks, to compare their performance and to rank them
accordingly for providing quality information. The main objectives of the
present study are:

1. To analyze the credit contribution on total profitability.

2. To study the loan and advances, profitability and deposit position of the
commercial banks under study.

3. To examine the level of non performing loan investments that exists
within the banking industry.

4. To analysis the portfolio behavior of lending and measuring the ratio of
loans and advances made in different sector.

5. To suggest and recommend on the basis of major findings.

1.6 Scope of Study
There are twenty six commercial banks functioning in our country at present
but there are only few researches in credit practices of joint venture
commercial banks. Credit practices are one of the main functions of
commercial banks where the whole banking business is rested upon. Thus the
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study on four commercial banks and especially in their credit practices and
policies carry a great significance to the shareholders of the banks, to the
banking professionals, to the students who want to know about credit practice
of commercial banks. This study has proposed to measure the efficiency of
proposed banks in their credit practices. This study adds new idea and
findings about concerned commercial banks. So the study is expected to fill
the research gap and add to the input to financial literature relating to credit
practice.

1.7 Limitation of the Study

Main source of the data collection is from the bank publications which may
not be always reliable because they may publish the reports according to their
profit policy and market situation. Availability of data is another limitation of
the study. There are some difficulties to get sufficient information as banks
hesitate to provide data easily. Another limitation is the time limitation. Thus
every study has its own limitation and the pointed limitations of this study are
as follows;

1. This study is concentrate only on there factors that are related with credit
practices

.
2. This study has focused on the credit behavior only among the five banks.

3. Whole study is based on data of five year period. (i.e. 2060/61 to
2064/65)

4. Some of the statistical as well as financial tools of comparison and
analysis shall be used in this study. Hence the drawbacks and weakness of
those tools may adversely affect the outcomes of the study.

5. The basic purpose of the study is to fulfill the requirement for the masters
in business study, the study lacks sufficient time to collect information
and analyze them.

1.8 Organization of Study

To make research work better, it is needed to organize the whole things and
divide the work as related chapter. So this thesis is organized in the following
sequences:

Chapter 1 Introduction

Chapter 2 Review of Literature
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Chapter 3 Research Methodology

Chapter 4 Data Presentation and Analysis

Chapter 5 Summary, Recommendation and Conclusion

First chapter includes background of the study, size of study, statement of
problem, objectives of study and limitation of study.

In second chapter, review of literature is broadly divided into many parts
which include the issue related to the study which are already published such
as in articles, journals, unpublished thesis etc.

Third chapter covers the methods to be used in analysis of collected data or
tools and techniques required to analyze and present the collected data.

Fourth chapter deals with systematic presentation and analysis of data where
various financial and statistical tools and techniques are used to analyzed and
interpret the collected data. It also includes the main findings based upon
analysis.

Finally, in fifth chapter, whole study is summarized, in recommendation,
statement suggestion and problem solving suggestion are included and
summary and conclusion are drawn on the basis of the findings. Bibliography
and other appendixes used in analysis of data have been attached at the end
of the study.
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CHAPTER-TWO

REVIEW OF LITERATURE

Introduction

“Review of literature means reviewing research studies of other relevant
preposition in the related area of the study so that all part studies, their
conclusions and deficiencies may be know and further research can be
concluded.” (Panta & Wolff, 1999:234)This chapter deals with the review of
materials related with ‘credit management’ the more detail and descriptive
manner. It provides the basis for developing a comprehensive framework. In
this chapter, the emphasis is given to the review of major related literature on
the credit management and its analysis. This chapter is divided into two parts,
which are as follows:

2.1 Conceptual Review

2.1.1 Credit Management

Credit in finance is a term used to denote transaction involving the transfer of
money on other property on promise of repayment, usually at a fixed future
date. “In economics, the term credit refers to a promise by one party to pay
another for money borrowed or goods or services received. It is a medium of
exchange to receive money or goods on demand at some future date.”
(Jingan, 1997:167).

“Credit is of utmost importance to a country. It is impossible to think of the
present day economics without the use of credit. Credit is an indispensable
lubricant and a tool of convenience for the economic progress of a country.
But its uncontrolled use brings untold problems for
economy”(Jhingan,1997:171).Some factors(such as Boom and recession,
economic development, currency conditions, political system and conditions,
banking system, speculation, credit policy of a central bank) on which
volume of credit(credit expansion and credit contraction) depends in a
country.
According to khan and Jain two terms of credit are available to borrowers:
“(i) loan arrangement- under this arrangement the entire amount of loan is
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credited by the bank to the borrowers account. In case of the loan is repaid in
installments, interest is payable on actual balances outstanding.(ii) Overdraft
arrangement- under this arrangement certain facilities are available to the
borrowers which are not available under the loan arrangement. With the
overdraft arrangement, the borrower is allowed to over dew on his current
account with the bank up to a stipulated limit. Within this limit any numbers
of drawings are permitted. Repayments can be made whenever desired during
the period. The interest liability of the borrower is determined on the basis of
the actual amount utilized” (Khan & Jain,1988:645).

Credit management includes the sound credit policy and practices, loan
approval and disbursement process, credit appraisal, credit audit etc. the goal
of credit management is to maximize the bank’s risk adjusted rate of return
by maintaining the credit risk exposure within acceptable parameters. Credit
management strongly recommends analyzing and managing the credit risks.
Credit risk defined as the possibility that a borrower will fail to meet its
obligations in accordance with the agreed terms and conditions. Credit risk is
not restricted to lending activities only but includes off balance sheet and
inters book exposures. For most banks, loan are the largest and most obvious
source of credit risk, however other sources of credit risk exist throughout the
activities of bank including in the banking bank, in the trading book and both
on and off balance sheet.

“Loan and advances dominate the assets side of balance sheet of any bank.
Similarly earnings from such loans and advances occupy a major space in
income statement of the bank. Lending can be said to be the raision d’etre of
a bank. However, it is very important to be remind that most of the bank
failures in the world due to shrinkage in the value of loan and advances.
Hence, loan is known as credit risk or default risk.” (Dhahal & Dhahal,
2002:23).

Credit policy is essential part of credit management. Formulating and
implementing sound policy is important to find the deviation between
practice and policy and to establish a standard for control. “The credit policy
of a firm provides the framework to determine (a) whether or not to extend
credit to a customer and (b) how much credit to extend. Credit policy
decision of a firm has two broad dimensions: (i) credit standards and (ii)
credit analysis. A firm has to establish and use standards in making credit
decisions, develop appropriate sources of credit information and methods of
credit analysis.” (Khan & Jain, 1988:696).

Early banking system served mainly depositories for funds, while the other
modern system has considered the supply of credit and their purpose. A bank
not accepts money on deposits, but it also lends money and creates own
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credit. Commercial bank Act 2031 has laid emphasis on the functions of
commercial bank while defining it. Commercial banks provide short debts
necessary for trade and commerce. They take deposits from public and grant
loans in different forms. They purchase and discount bills for exchange
promissory notes and exchange foreign currency. Beginning with simple
function of accepting deposits for the purpose of making of loans,
commercial banking has progressively assumed wider function and greater
responsibilities in the economic area. Some of the fundamental functions of
commercial banks are:

(a) Receiving deposit from public
(b) Making loan and advances
(c) Money creation
(d) Agency services
(e) General utility services

Lending is the most fundamental function of all commercial banks. The
income and profit of the bank depends upon the lending procedure applied by
the bank. And lending policy and investment in different securities also affect
the income and profit. Lending has its different forms. It can be divided into
fund based and non fund based lending. The fund based lending can be
further divided into cash credit, overdraft, demand and term loans, bill
purchased, discounted, export, loan syndication, bridge loan etc. Similarly
non fund based credit can be classified into documentary credit, guarantees
and bill co-acceptance facilities.

2.1.2 Investment Policy-Concept

The income and profit of the bank depends upon its investment policy,
lending policy and investment of its fund in different securities. In the
investment procedures and policies it is always taken in mind that “the
greater the credit created by the bank, the higher will be the profitability. A
sound lending and investment policy is not only the prerequisite for bank’s
profitability, but also crucially significant for the promotion of commercial
savings of a financially backward country like Nepal.
The banks are such type of institutions, which deal money and substitute for
money. They also deal with credit and credit instruments. To collects fund
and mobilize them in a good investment is not a joke for such an institutions.
An investment of fund may be the question of life and death of the bank.
Thus the banker must think seriously before making an investment decision.
The investment policy of a bank consists of earning high returns on its un-
loaned resources. But it has to keep in view the safety and liquidity of
resources so as to meet the objectives of profitability conflicts with those of
safety and liquidity the wise investment policy its strike a judicious balance
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among them. Therefore a bank should lay down its investment policy in such
a manner so as to ensure the safety and liquidity of its funds and at the same
time maximum its profit.

Chery and Moses said, “The investment objective is to increase
systematically the individual wealth, defined as asset minus liabilities. The
higher the level of designed wealth the higher it will be received. An investor
seeking higher return must be willing to face higher level of risk.” (Chery &
moses, 1988:465).

Credit and investment command number 1 and number 2 positions and
investment at times serves as substitute of loan. That is why when loan
demands weakens; a bank increases securities in investment portfolio.
Similarly banks start shedding securities from investment portfolio when loan
demand increases to entertain loan request. This warrants careful
management of investment portfolio so that net interest income/spread
(excess of interest income over interest expenses) can be
maximized.”(Dhahal & Dhahal, 2002:88).

Every bank manager should have awareness about the major risks associated
with the securities. Because price of securities are affected by the some kind
of risk like credit risk, interest rate risk and liquidity risk. These are the
sources of investment risk. “The policy should specify what rated securities it
wants to held in the portfolio. If unrated, whether it buys or not. Since risk is
overpriced during recession and under priced during boom, banks prefer
buying medium grade and high grade securities during recession and boom
respectively. Normally banks buy investment rated securities only.”(Dhahal
& Dhahal, 2002:92)

2.1.3 Lending and Consideration for Sound Lending and
Investment

The major source of income and profit generation to each and every banks
and financial institution is its loan investment in different sectors .If loan are
not distributed properly and cautiously then it may be the main cause of the
failure of the company .As prescribed by Hrishikesh Bhattacharya in his
book “Banking strategy ,credit appraisal and lending decisions, a Risk-Return
Framework,” the important consideration which the finance company should
review  and analyze in briefly illustrated below.
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 Principle of Sound Lending

a. Safety

Every finance company must invest in those opportunities which is safe
against losses are risky. Collateral should be accepted which is not so
depreciable and whose value hold constancy.

b. Security

Finance company should accept that kind of security which is commercial,
durable, marketable and high market price. In those cases, “MAST” should
be applied for the investment.

Where,
M = Marketability
A = Ascertain ability
S = Stability
T = Transferability

c. Profitability

A financial institution can maximize its volume of wealth through
maximization of return on their investment and lending .So, they must invest
their fund where they gain Maximum profit. The profit of these companies
mainly depends on the interest rate, volume of loan, its time period and
nature of investment in different securities.

d. Liquidity

People deposit money at these companies with confidence that they will be
repaid their money when they need it. To maintain such confidence of the
depositors, the company must keep this point in mind while investing its
excess fund in different securities or at time of lending in different securities
or at time of lending so that it can meet or short-term obligation when they
become due for payment.

e. Purpose of Loan

Why does a customer need a loan? This is very important question for any
banker. If borrowing misuses the loan granted by these companies they can
never repay and company will passes heavy bad debts. Detailed information
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about the scheme of the project or activities should be examined before
lending.

f. Diversification

“A financial institution should not lay all its eggs on the same basket.” In
order to minimize risk, diversification on its investment on different sectors
should be adopted which helps to sustain loss according to the law of average
because if securities of a company deprived, there may be appreciation in the
securities of other companies, so the loss can be recovered.

g. Legality

Illegal securities will bring out many problems for the investor. The financial
companies must follow the rules and regulations as different directions issued
by Nepal Rastra Bank and other concerning bodies while mobilizing is funds.

h. Tangibility

Though it may be considered that tangible property doesn’t yield and income
apart from direct satisfaction of possession of property, many times,
intangible securities have lost their finance company should prefer tangible
security to intangible one.

i. National Interest

Even if an advance satisfies all the aforesaid principals, it may still not be
suitable. The lending program may run counter to national interest. Central
Bank may have issued directives prohibiting finance companies to allow
particular types of advices. (Bhattacharya, 1998:156).

 Major information for analyzing the potential of borrower for
lending

a. Payment record and credit information from concern field
b. Income level and its source
c. Residence (local or migrates)
d. Marital status (single ,married, widowed or divorced)
e. Age factor
f. References
g. Reserves, assets and collateral
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 Basic of granting loan and analysis of credit risk

World is surrounded by certain risk associated with the related field of task.
The risk is vital factor which can be seen in the field of lending and investing
money by finance companies. It is true that “There is no return without risk.”
But by using certain criteria’s they can minimize some portion of risk
associated with it. with respect to this ,finance institution approach the loan
request by analyzing five ‘Cs’ of credit risk as illustrated by Hrishikes
Bhattacharya

a. Character of the applicant
b. Capacity of qualification and work experience
c. Capital of the proposed plan
d. Collateral for security and its safety ness
e. Conditions of credit environment and credit information

Additionally come external factor also directly and indirectly affect on loan
granting decision. They can be political crisis, national and international
economic condition, policy and practice, cultural practice etc. (Bhattacharya,
1998, 124).

 Basic requirement in a borrower / Lending documentation

Finance companies cannot lend money to just anyone blindfold. It should be
confident regarding the trustworthiness and intentions of the probable
beforehand. The borrower, on the other hand, should provide finance
companies with all portioning documents that the company seeks to build
confidence on borrower. There are some requirements that should be fulfilled
by the client to stand him as a probable borrower .the basic requirement that
the borrower should submit with loan proposal are as follows:

A. If applicant is an individual

a) Applicant should be Nepali citizen. Citizenship certificate should be
submitted.
b) Should have good knowledge about work they intend to commerce.
c) Normally the applicant should not have taken loan from any other
institutions previously.
d) Applicant should present the job planning scheme with perfect business
plan.
e) Personal information is also required.
f) Business and income tax registration certificate with renewal.
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g) Quotation and personal guarantee with reference of well recognized
personal.
h) Certificate of ownership.
i) Driving license if required.
j) Description of securities with full proof evidence.
k) Other documentation as per company rules whichever required

B) If the applicant is partnership firm

a) The firm should be registered in related department.
b) The firm should be registered in related department.
c) The person dealing with the borrowing of the firm should specify in the
partnership contract.
d) Income Tax Registration certificate with renewal.
e) And other required and possible items from point A.

C) If the applicant is private limited company or public limited
company

a) Company should be registered.
b) Working place, project place should be specified and all the assets should
be in the name of company.
c) Audited Balance sheet, profit and loss account, and other required
financial documents at least of one year should be presented.
d) If the work place or project place is leased the lease contract should be
presented.
e) The authorized person should apply for the loan.
f) Loan amount applied must be within the limit of memorandum of the
company or must be decided by the board.
g) Decision of the promoters.
h)  Personal information of the main person is required.
i) Written personal guarantee of the proprietors is required.
j) Citizenship of promoters and proprietors is required.
k) And other required and possible documents from A and B should be
presented.

1. Basic feature of collateral

Collateral is the most important item for granting loan. Loan should be grant
by analyzing details related to collateral. Generally in Nepalese practice land
and building; gold  silver and some classified document are accepted as safe
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and reliable collateral ,but there are some features which must be analyzed by
finance companies, they are;

a) Market availability
b) Price stability
c) Durability
d) Storing facility
e) Transportation
f) Profitability

 Guidelines of Assessing Risk

Risk is dependent upon the quality found in each ‘c’ and the combination of
these five ‘Cs’. Assuming the same conditions prevail, the following
guideline is generally suggested.(Bhattacharya,1998;135).

Table No. 2.1
Guidelines of Assessing Risk

Applicant characteristics Credit risk

Character +capacity Very low

Character + capacity without capital Low to moderate

Character + capacity but insufficient capital Low to moderate

Capacity + capital but impaired character Moderate

Capacity + capital without character High

Character + capital without capacity High

Character + no capital + No capacity Very high

Capital + No character + No capacity Very high

Capital + No character + No capital Fraudulent

Source: Book by Hrishikes Bhattacharya, 1998
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2.1.4 Objectives of Sound Credit Policy

Considering the importance of lending to the individual bank and also to the
society it serves it is imperative that the bank meticulously plus its credit
operations. Second credit policy whose objectives are as follows is a
foundation in this direction; (Dhahal & Dhahal, 2002:115).

1. To have performing assets

Performing assets are those loans that repay principal and interest to bank
from the cash flow it generates. Loans are risky assets though a bank invests
most of it resources in granting loan and advances. If an individual bank has
around 10% non performing assets/loans (NPAS), it sounds the death knell of
that  bank ceteris paribus (all other thing remain constant).The objectives of
sound loan policy is to maintain the financial health of the bank which results
in safety of depositors’ money and increase in he returns to the shareholders.
Since the loan is a risk asset there is inherent risk in every loan. However, the
bank should not take risk above a certain degree irrespective of returns
prospect.

2. To contribute to economic development

Sound credit policy is required to ensure that loans are given to the
productive sector which contributes to the society in a number of ways cited
above.

3. To give guidance to lending officials

A borrower should be assured that there will be no discrimination whether he
deals with one officer or another and one branch or another .A sound credit
policy is impetrative to achieve a uniform standard procedure throughout the
organization. In the absence of a sound credit policy it is likely that
individual loan officers make judgment inconsistent from each other and also
inconsistent with the organizational goal.

4. To establish standard for control

Every policy requires periodic follow up to ensure its proper implementation.
A sound policy helps to determine the variance between actual performance
and practices and to take corrective actions. A sound policy is always flexible
and works a guideline rather than as a straitjacket. However, if the deviation
between the practice and policy is observed, proper education to lending
offices or amendment of the policy becomes inevitable.
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These objectives can be summarized as the sound policies help commercial
banks to maximize quality and quantity of investment and thereby achieve
the own objectives of profit maximization. Formulation of sound policies and
coordinates planned efforts pushes forward the forces of economic growth.
Sound policy is also important to find the deviation between the practice and
policy and establish a standard for control.

2.1.5 Essentials of Credit

According to ML Jhingan the following are the essential features of credit:

1. Trust and confidence

Trust is the fundamental element of credit. The lender will lend his money or
goods on the trust and confidence that the borrower or buyer will pay back
the money or price in time.

2. Time element

All credit transactions involve time element .Money is borrowed or goods are
bought with a promise to repay the money or pay the price on some future
date.

3. Transfer of goods and service

Credit involves transfer of goods and services buy the seller to the buyer on
the pay back promise of the buyer on some future date.

4. Willingness and Ability

Credit depends on a person’s willingness and ability to pay the borrowed
money. In fact, credit of a person’s depends on his character, capacity and
capital. It is these three ‘Cs’ on which a man’s credit depends. A person who
is honest and fair in his dealings possesses the capacity of making his
business a success. Such a person can get credit easily.

5. Purpose of credit

Banks and financial institutions give large amount of credit for productive
purposes rather than for consumption purposes.
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6. Security

Security in the form of property, gold, silver, bonds or shares is an important
element for raising credit.

2.1.6 Defects of credit

Credit creation or credit function is the demand of economy. It helps in the
economic prosperity as it is economical, it increases productivity of capital, it
encourages investment in the economy, and it helps in the expansion of
internal and external trade of a country. Thus it is important for the overall
economic development of country. But sometimes excess supply of credit
may be harmful. “According to ML Jhingan, credit is a dangerous tool if it is
not properly controlled and managed. The following are some of the defects
of credit”: (Jhingan, 1997:155).

1. Too much and too little credit is harmful

Too much and too little credit is harmful for the economy. Too much of
credit leads to inflation, which causes direct and immediate damage to
creditors and customers. On the developing country, too little of credit leads
to deflation which brings down the level of output, employment and income.

2. Growth of monopolies

Too much of credit leads to the concentration of capital and wealth in the
hands of a few capitalists. This leads to growth of monopolies which exploit
both consumers and workers.

3. Wastage of resources

When banks create excessive credit, it may be used for productive and
unproductive purposes. If too much of credit is used for production, it leads
to over capitalization and over production and consequently to wastage of
resources. Similarly if credit is given liberally for unproductive purposes it
also leads to wastage of resources.

4. Cyclical fluctuations

When there is an excess supply of credit, it leads to a boom. When it
contracts, there is a slump. In a boom output, employment and income is
increased which leads to over production. On the contrary, they decline
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during a depression thereby leading to under consumption. Such cyclical
fluctuation brings about untold miseries to the people.

5. Extravagance

Easy availability of credit leads to extravagance on the part of people. People
indulge in conspicuous consumption. They buy those goods which they do
not need even. With borrowed money; they spend recklessly on luxury
articles. The some is the case with businessmen and even governments who
invert in unproductive enterprises and scheme.

7. Speculation and uncertainty

Over issue of credit encourages speculation which leads to abnormal rise in
prices? The rise in prices, in turn, brings an element of uncertainty into trade
and business. Uncertainty hides economic progress.

8. Black money

Excessive supply of credit encourages people to a mass money and wealth.
For this they tend to adopt underhand means and exploit others. To become
rich, they evade taxes, conceal income and wealth and thus hoard black
money.

9. Political instability

Over issue of credit leading to hyper inflation leads to political instability and
even the downfall of government.

2.1.7 Lending procedures

According to Bhuwan Dahal and Sarita Dahal, lending procedures include
loan approval and disbursement process:-Dhahal & Dhahal, 2002:134).

 Loan approval process

Loan is approved by approving authority only after being convinced that the
loan will be repaid together with interest. There are many processes involved
to approve the loan which has been appended below:
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1. Application

A borrower is normally required to submit an application to the bank along
with required documents: project proposal, historical financial statements and
documents pertaining to company’s legal existence.

2. Conducting the interview

Though the documents submitted gives various information about the
borrowers is of great importance. Normally, such as interview takes place at
the bank premise.

3. The credit analysis

There is a practice of analyzing 5cs of credit by the financial institutions.

a) Character
b) Capacity
c) Condition
d) Collateral
e) Capital

4. Forecast and risk rating system

Based of the findings of historical analysis, and in light of present and
foreseeable future environment, the analyst has to forecast impending major
risks. The analyst should also highlight to what extent inherent risks will be
mitigated and how unmitigated risks can be covered.

5. Return

The amount of loan has got inherent cost as it is obtained from either
shareholder or depositor or creditor. The analysis should be made to calculate
total return and compare whether it meets banks standard.

6. Liquidation

The analyst should ascertain bank’s ability to recover loan in case of
liquidation of the borrower. If liquidation analysis reveals insufficient
security, additional security may be asked for.
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7. Credit worthiness and debt structure

If analyst finds the borrower creditworthiness and decides to extend loan, he
should structure the debt facility to be extended.

 Loan disbursement process in various lines of credit approved by
the bank have been presented below
Overdraft:

Borrower can draw a cheque in current a/c up to the approved limit at any
time as per the need.

Demand loan:

Loan is disbursed as when demanded by the borrower by debiting demand
loan a/c and by normally crediting current a/c.

Short term loan:

Full limit is disbursed as per schedule normally fixed in advance by debiting
long term loan a/c.

Documentary negotiation:

Upon submission of the compliant documents, documents are negotiated and
fund is credited to the borrower’s a/c less margin, if any.

Bills purchase:

Banks purchase the bills drawn on other branches/banks and credit the
proceeds to the borrower’s a/c less commission and margin, if any.

Letter of credit:

A letter of credit is established on behalf of the customer in favor of the
exporter/seller for the import of goods and service unto the approved limit
since this is a contingent liability for the back, bank credit customer’s
account. Normally, a certain percent fund is taken from the customers and the
customer’s margin a/c is credited.
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Guarantee:

Guarantee is issued on the behalf of customer in favor of the other party
uptown the approved limit. Since this is also a contingent liability, banks
credit customers guarantee a/c normally a certain percent amount is taken
from the customer and the customer’s margin a/c is credited.

2.2 Review of Rules, Regulation and Directives of NRB Regarding
Credit Management of Commercial Banks

Various rules, regulation, acts and directives are reviewed while preparing
the concept of this study. Different types of directives, which are issued for
the commercial banks to manage credit in a proper way, obviously, these
directives and actions towards the commercial banks by NRB are playing the
great role for the comparative analysis of credit management of the
commercial banks.
NRB is the leader of the money market. It is the chief of all the banks
operating in the country. It supervises, regulates and controls the functions of
commercial banks and other financial institutions. Various directives must
have direct or indirect impact while making decisions to discuss those rules
and regulations which are formulated by NRB in terms of investment and
credit to priority sector, deprived sector, other institutions, single borrower
limit, CRR, loan loss provision, capital adequacy ratio, interest spread,
productive sector investment etc. A commercial bank is directly related to the
fact that how much fund must be collected as paid up capital while being
established at a certain place of the nation, how much  fund to expand the
branch and counters, how much flexible and helpful the NRB rules are
important. But we discuss only those, which are related to investment
function of commercial banks. The main provision established by NRB in the
form of prudential norms in above relevant are briefly discussed here:

2.2.1 “Regulation to Maintain Minimum Capital Fund by the
Commercial Bank as per NRB Directive”

Capital adequacy ratio is the relationship between capital funds to total risk
weighted assets of the bank. The higher the CAR, the less levered the bank
and safer from depositor’s point of view because the proportion of
shareholders’ stake to the risk weighted assets is also high.

Risk weight is assigned to various assets and off balance sheet items of the
bank to arrive at the risk weighted assets. Banks in Nepal are required to have
minimum 6% core capital and 12% total capital fund of total risk weighted
assets.
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Table No.:2.2
Fund Required on the basis of WRA(%)

Core capital Capital fund
6 12

Source: NRB directives 2063/64/2064/65

Classification of Capital:

To calculate the capital fund, commercial banks should classify the capital in
two parts;

a) Core capital
b) Supplementary capital

And,
Capital fund= core capital + supplementary capital

Provision for pass loan made up to 1.25% of total risk weighted assets is
treated as supplementary capital.

100
assetsrisk weightedofSum

capitalarysupplementcapitalcore
ratiofundCapital 




Where, sum of weighted risk assets= Total WRA appeared in balance sheet+
Total WRA appeared outside the balance sheet

2.2.2 “Loan Classification and Loan Loss Provisioning”

A bank is required to classify their loan on the basis of overdue aging
schedule and provide on a quarterly basis as follows:

a. Pass loan

All loan and advances whose principal amount is past due for period up to
three months should be included in this category. These loans are classified
as performing loans.
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b. Substandard

All loans and advances that are past due for a period up to six months should
be included in this category. Sub standard loan is classified as non
performing loan.

c. Doubtful

All loan and advances that are due for a period of six months to one year
should be included in this category. Doubtful loan is also from the category
of non performing loan.

d. Loss

All loan and advances which are due for a period of more than one year
should be included in this category.

 Provision for loss loan:

Loan should be classified as loss in the following cases,

a. No security or security not as per contract.
b. Borrower as been declared as bankrupt.
c. In the case of borrower not found.
d. Purchased or discounted bill are not repayable within 90 days from due
date.
e. Loans amount has not been used for taken purpose.
f. Loan provided for blacklisted borrowers.

2.2.3 Loan Loss Provision

The loan loss provision on the basis of outstanding loans and advances and
bills purchased classified as per directives, which is as follows:

Table No.:2.3
Classification of Loans

Classification of loans Loan loss provision
Pass 1%
Substandard 25%
Doubtful 50%
Loss 100%

Source: NRB Directives 2063/64/2064/65
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 Bank can reschedule and restructuring loan if nonperforming loan receiver
submit the external/internal reasons. If loan is restructured and rescheduled,
provision requirement for such loan is minimum 12.5%.

 If priority and deprived sector loan is restructured and rescheduled, such
loan will have to be provisioned at 25% of the provision percentage to loan
loss.

 Provision requirement in case of loan given against personal guarantee only
is additional 20% for pass, substandard and doubtful loans.

 Loss provision for performing loan is called general loan loss provision and
loss provision for non performing loan is called specific loan loss provision.

2.2.4 “Directives Relating to Single Borrower Credit Limit”

With the objectives of lowering the risk of over concentration of bank loans
to a few big borrowers and also to increase the access of small and middle
size borrowers to the bank loans. NRB has directed commercial bank to set
an upper limit for single borrower limit. According to the directive,
commercial banks may extend credit to single borrower or group of related
borrowers in such a way that the amount if fund based loan 9 overdraft, trust
receipt, term loan etc) and advances up to   25%of care capital and non fund
off the balance sheet facilities like letters of credit, guarantees, acceptances,
commitments is up to  50%of  its core capital fund ,but in     case of
advances and facilities to be  used  for the  purpose of   importing specified
merchandize by the following public corporations, the exemption in  the
limit of  credits and  facilities is  not applicable:

Table No.:2.4
Public Corporation and their Specified Merchandize

Name of  corporation Merchandize
Nepal oil corporation Petrol, Diesel, Kerosene and LPG gas

Agriculture Input corporation Fertilizers, seeds

Nepal  food corporation Cereals

Source: NRB Directives 2063/64/2064/65
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2.2.5 Directives Regarding Investments in Shares and Securities by
Commercials Banks

1) Arrangement as to implementation of investment K policy under
approval of the board of directors

Banks should prepare written policy relating to investments in the shares and
securities of organized institutions. Such policies should be implemented
only under the approval of restrictions as to investment by the banks
securities by NRB.

2) Arrangement relating to investment in shares and securities of
organized institutions

a) Bank may invest in shares and securities of any organized institution not
exceeding 10% of the paid up capital of such organized institution. Any
amount of investment made in excess of this limit for the purpose of
calculation of the capital fund, should be deducted from the core capital fund.

b) The total amount of investment should be restricted to 30% of the paid up
capital of the bank. Any amount of investment made on excess of 30% of
paid up capital of the bank, for the purpose of calculation of the capital fund,
should be deducted from the core capital fund.

c) Banks should invest in the X shares and securities of organized
institutions, which are already listed in the stock Bank exchange.

d) Where the shares and securities are not listed within the period prescribed,
provisioning equivalent to the whole amount of such investment be provided
and credited to investment adjustment reserve. The outstanding amount in
such reserve should not be utilized for any other purpose till the sold shares
and securities of the organized institution are listed. The outstanding amount
in investment adjustment reserve should be included supplementary capital.

e) Banks should not invest in any shares, securities and hybrid capital
instruments issued by any banks and financial institutions licensed by NRB
where such investment exists prior to issuance of this directive such
investment should be brought within there strives limitations imposed by this
directive within 3 years.
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2.2.6 Directives Regarding Interest Rate Spread

The interest rate spread is the difference between the interest taken from loan
and advance or investment and the interest given to the depositor. As NRB
direction lending rate and deposit rate should not exceed 5%. Such rates are
calculated as under:

WALR= Interest income for a month/Total interest-earned asset
WADR= Interest expense for a month/Total deposit outstanding
Interest spread= WALR-WADR
Where;
WALR= Weighted average lending rate
WADR=Weighted average deposit rate

2.2.7 Requirements to Extend Loans and Advances to Productive
and Priority Sector (Including Deprived Sector)

Commercial banks  are  requires  to extends  loans and advances in  the
productive ,  priority  and  deprived sector  as follows:

of total   advances,

 40%to productive  sector, including
 12% to  priority sector, including
 0.25-3% to  deprived sector

Productive sector credit

Productive sector credit includes advances to priority sector and other
productive sector. Priority sector in turn includes deprives sector.

Priority sector credit

Priority sector is defined to include micro and small enterprises which help to
increase production, employment and income as prioritized under the
national development plans with an objective to uplift the living standard of
low income people are progressively reducing the prevalent unemployment,
poverty, economic inequality and backwardness. Micro and small enterprises
are classified as agriculture enterprises, cottage and small industries and
services. In addition, other businesses specified by NRB from time to   time
are also included under micro and small enterprises. All credit extended to
priority sector up to the limit specified by NRB are termed as priority sector
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credit. .Commercial banks extend credit under priority sector programs
specified by NRB time to time.

Deprived sector credit

Deprived sector includes low income and particularly socially backward
women, tribes, lower caste, blind, hearing impaired and physically
handicapped persons and squatter family. all credit  extended for the
enticements of  the   economic and social  status  of deprived sector  unto the
limit specified by NRB is  termed  as “Deprived Sector  Credit.”

Examination of the fulfillment of priority or   deprived sector lending shall be
made at the end of each quarter ( i.e. mid act, mid Jan, mid  April and mid
July ) on the  basis of total outstanding loan and advances(except
investments) as of immediately preceding six months. On the failure of
fulfilling such lending, penalty in shortfall amount at the maximum
prevailing lending rate of the bank during the examination period shall be
imposed under sub section 2 of section 32 of NRB act, 2012. If the priority
sector lending is fulfilled, bit the deprived sector is not, the penalty is
imposed on shortfall amount and if both sector lending is not fulfilled, then
the penalty is imposed on greater shortfall amount for one sector only.

2.3 Review of Previous Studies

Several studies have been conducted on the field of credit management,
within the country and aboard. So, under this section, the available literatures
related to credit management are divided into two parts i.e. Review from
international context and Review from Nepalese context.

2.3.1 Review from International Context

In international context, various studies have been done on the field of credit
management and a different article has been presented to clarify the topic.
Among these articles and book, some are tried to reviews as the following
way:

2.3.1.1 Meir Kohn’s Study

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

1. The committee examined the existing system of lending and recommended
the following broad changes in the credit system.
2. The credit needs of borrowers are assessed on the basis of their business
plans.
3. Bank credit only is supplementary to the borrower’s resources and not is
replacement of them, i.e. banks not to finance one hundred percentage of
borrower’s requirement.
4. Borrowers are required to hold inventory and receives according to norms
prescribe by reserve bank of India from tome to time.
5. Credit be made available in different components only, depending upon
the nature of holding of various current assets.
6. In order to facilities a close watch on the operations of borrowers, they are
required to submit at regular intervals, data regarding their business and
financial operations both for part and future period. (Meir, 1996:49).

2.3.1.2 H.D Crosse’s Study

H.D Crosse says in this regard “lending is the essences of commercial
banking, consequently the formulation and implementation of sound policies
are among the most important responsibilities of bank directors and
management. Well conceived lending policies and careful lending practices
are essential if a bank is to perform its credit creating function effectively and
minimize the risk inherent in any extension of credit.”(Crosse, 1963:98).
Credit creating function or lending is very important for all commercial
banks. But doing credit function without applying policies and practices is
not enough to lead the success. So to manage the different kind of credit
function, to maximize return and to minimize credit risk, every bank should
be conscious about formulation and implementation of credit policies and
practices.

2.3.1.3 Peter S. Rose’s Study

Peter S. Rose has emphasized on the factors affecting default risk and interest
rates. He opines that “Another important factor causing one interest rate to
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differ from another in the global market place is the degree of default risk
carried by individual assets. Investors in financial assets face many different
kinds of risk, but one of the most important is default risk the risk that a
borrower will but make all promised payments at the agreed upon times. All
debts except some government securities, subject to varying degrees of
default risk.” (Rose, 2003:206).
Default risk is one kind of investment risk, which is created from non
payment of interest and principal by the security issuer at the fixed future
date. A bank management should have awareness abuts such risk. Approving
authority should that the loan will be repaid together with interest, for this
loan approval process should conduct in better way.

2.3.1.4 M. Radhaswami and S. Vesudevan’s Study

“The mechanism of credit creation is used to expand the business.
Fluctuation of credit facilities gratitude by banks has an important bearing,
on the level of economic activity. Explains of bank credit is followed by
increase in production, employment ,sales and prices .In a developing
economy the banks offer more and more credit and increase the resources of
the industries, thereby causing faster economic development. Banks plays a
decision role in the individual development of the country. The credit
facilities extended by banks must be uniform and rational. Otherwise there
will be haphazard development off country. The flow of credit should flow
steadily and evenly through various sectors of the economy. If credit flows is
artificially or arrested, it would be irreparable harm to economy just as
cutting of blood vessel would lead to fatal results.”(Radhaswami &
Vesudeyan, 1979:133)

Banking companies are such type of institution which deals with credit and
credit instruments. Good circulation of credit is very much important for
those institutions. Unsteady and unevenly flow of credit negatively affects
the economy. Thus, to collect fund and utilize it in a good investment cannot
be a lighter part of fund may be the question of life and death of a banker.

2.3.2 Review from Nepalese Context

In Nepalese context, here are some independent studies which related to the
present study .study materials related to this topic are presented in the
following ways:

a. Review of relevant studies from report and articles
b. Review from unpublished thesis
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In the first section, effort has been made to examine and review of some
relates articles and reports published in different journals, magazines,
newspaper and books while in second section, and unpublished thesis works
conducted by various students have been received.

2.3.2.1 Review from Reports and Articles

Shekhar Bahadur Pradhan in his article Deposits mobilization its problem
and prospects” has expressed that “deposit is the life blood of any financial
institution i.e. commercial banks, financial companies and co-operative or
non government organization.” In consideration of ten commercial banks,
nearly three dozens of finance companies, the latest figure produce a strong
feeling that a serious review must be made on problems and prospects of
deposit sector .Beside few joint venture banks, other organizations rely
heavily on the business deposits receiving and credit disbursement.

In the light of this, Pradhan has pointed out following problems of deposits
mobilization in Nepalese perspective.

1. Due to lack of education, most of Nepalese people do not go for saving in
institutional manner, however they are very much se saving as from cash and
ornament. Their reluctance to deal with institutions system are governed by
their lower level of understanding about financial organization, process
requirement, office hour withdrawals system, availability of depositing
facilities and so on.
2. Due to the lesser office hour of banking system people prefer for holding
the cash in the personal possession.
3. Unavailability of the institutional services in the rural area.
4. No more mobilization and improvement of the employment of deposits in
the loan sectors.

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

 By adding service hours system will definitely be sand appropriate step.
 If deposit mobilizations materialize by providing sufficient institutions
service in rural area, the generated fund can be used somewhere else by the
bank which can be taken as major achievement. NRB could be endorsing this
deposit collection by continuing to subsidize overhead cost for little longer
period .A full scale of field office system could be taken back and made
manpower strength deputed to cut down overhead cost.
 NRB also organize training program to develop skilled manpower.
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 By spreading co-operative to the rural areas, mini banking services are to
be launched.
 Last Pradhan mentioned, deposit mobilization carried out effectively is in
the interest of depositors, society, financial sector and the nation. Lower level
of deposit rising allows squeezed level of loan delivery leaving more room to
informal sectors. That is why higher priority to deposit mobilization has all
the relevance. (Pradhan, 2053:24).

In an article, Mahesh Bhattarai is trying to indicate the problems of bank bad
debt and non performing assets. According to him, “If a bank cannot recover
its loan lending, banks cash flow will be badly affected. Similarly it can
affect the close relationship between depositors. Bhattarai, 1998.62).

“Why does loan become defaulter”? This study finds out the causes that
makes loan default. “When the due date is over the loans become default. But
why do the due dates be over?
Generally increase in interest rates; decreases in economic activities cause
decrease in the capacity of debtor and sometimes the debtor knowingly do
not pay back the loan. Other than these reasons in the context of Nepal lack
of credit policy, lack of information about the loan holder (three c’s:
capacity, character, and capital), unhealthy competition and small market
area, causes loan defaults. Default loan increases the resources mobilization
cost and reduces the profit earning capacity of a bank. Therefore increases in
default loans are the indicator of problematic situations to the bank.-

(Neupane,2000:142).

In an article, “challenges of non-performing loan management in Nepal”,
Uma Karki has mentioned the causes of increasing trend of non-performing
loan. She identifies the major causes such as poor loan analysis, guarantee
oriented loan system, depreciation of valued assets, misuse of loan, lack of
regular supervision of loan. (Karki, 2002:87)

Default risk is one kind of investment risk of non payment of loan at the
fixed future date. In Nepalese context, when interest rate is increased it
causes the decreases in economic activities as well as capacity of borrower.
Sometimes debtors knowingly do not pay back the loan, and invest the loan
in unproductive sector. Such kind of activities occurs continuously, if there is
lack of sound credit policy, improper credit analysis, lack of information
about loan holders and lack of regular supervision. So banks should
formulate and implement sound credit policy. Loan approval and
disbursement process should be conducted in better way. Proper credit
analysis and regular supervision can control the credit risk.
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Another article entitled “lending operation of commercial banks of Nepal and
its impact on GDP.” Dr. Sunity Shrestha has found all the dependent
variables (i.e. agriculture, industrial, commercial, general and social sectors)
except service sector; she found correlation between GDP and lending of
commercial banks in various sector of economy except through service sector
investment.” (Sharma, 2052:23-27).

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

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

2.3.2.2 Review from Unpublished Thesis

a) The Study of Ramesh Parajuli

Study connected by Ramesh Parajuli (2062/63) on “Credit management of
commercial bank’s in the context of financial sector reform program” - is
based on three years data of 2057/058, 2058/059, 2059/060. Mr. Parajuli’s
study has relation with this study. This study has emphasized on importance
of credit related reform program in financial sector. The main objective of
this study is to find out the relevancy of the financial sector reform program.
A study of Nepal SBI Bank Ltd, Investment Bank Ltd and Nepal Bank Ltd
has outlined his major findings as follows;

Liquidity position of all the sample banks is quite near about to the standard
of 1:2. Among the three sample banks, NIBL and SBI have low volume of
non performing assets with respect to the total assets, where as on an average
in NBL. NBL has bad profitability position and two banks (NIBL and SBI)
have quite considerable profit. The trend of deposit utilization in NIBL and
SBI bank is quite strong but poor in NBL. There are not significant
shortcomings regarding the provision for loan in NIBL. But there is low
provision for sub standard loan in SBI bank and NBL is not being able to
maintain the preferred provision apart from for pass loan.
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He has recommended that the financial sector reform program should be
continued, the appropriate policies and more focus should be given to
improve the credit management of NBL. He has also recommended that the
NBL should properly mobilize the deposit to the profit generating sector and
should focus on the quality of loan than volume of loan.

b) The study of Mr. Ojha

Ojha (2002) conducted a study; “Lending practices- A study of NABIL,
SCBNL and HBL” of period from 1997 to 2001 has outlined his major
findings as follows:
SCBL’s contribution in loans and advances is the lowest and this has low
degree of variation and low growth rate as compare to NABIL and HBL. So
he has recommended SCBNL to give extra priority on productive and priority
sector loan. He has recommended SCBL, NABIL and HBL to follow the
NRB directives strictly. The ratio of total income to total expenses of NABIL
and HBL is below than SCBL and below the combined mean of three banks.
This ratio trends to be unfavorable due to the comparatively higher operating
cost of these banks also. The productivity of the expenses in SCBL is
significantly higher than NABIL and HBL. He has recommended these banks
to improve their operational efficiency and increases the productivity of
expenses made. He has also recommended lowering gap in interest charged
and interest offered. Lowering gap results in high volume and advances and
helps in increasing sustainable lending practices.

c) The Study of Mr. Dhungana

Dhungana (2002) conducted a study “A comparative study on investment
policy of Nepal Bangladesh bank limited other joint venture banks”
concluded that NBBL has not good deposit collection it has not made enough
cash and negligible amount of investment in government securities. NBBL
has highest loan and advances to total deposit ratio, loan and advances to
total working fund ratio, lowest loan loss ratio and higher investment on
share and debenture to total working fund ratio. NBBL has followed stable
policy. NBBL is not in better position on regarding off-balance transaction.
NBBL is able to manage its assets regarding its on balance transaction.
Lending position, investment position and net profit position of NBBL is not
better in compare to HBL. But it has better position in comparison to NSBL.
He has suggested increasing the liquidity of NBBL, to invest in government
securities instead of keeping idle fund. He has also suggested providing
project oriented approach. He has suggested NBBL for developing effective
portfolio management. He has also suggested developing innovative
approach for bank marketing upgrades the banking facility, liberal lending
policy and effective cost management cost.
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d) The Study of Satish Raj Regmi

Mr. Satish Raj Regmi (2062/63), in his thesis entitled “credit practices of
joint venture banks with reference to Nepal SBI bank Ltd and Nepal
Bangladesh Bank Ltd” has emphasized to analyze the credit practices of
concerned joint venture commercial banks. This study is based on five years
data 1988-2060/61 of concerned banks .He has found that liquidity position
of both banks is satisfactory, on the basis of asset management ratio; NBBL
is in better position than NSBL. He has also found that, in credit portfolio,
both banks have invested more in private sector than other sector. Further he
has found that, NBBL has better lending efficiency than that of NSBL.
Deposit mobilization per branch ratio and credit mobilization per branch ratio
of NSBL is higher than NBBL. At last, he has found that the profitability
position of NBBL is better than that of NSBL.

He has recommended that the NBBL should give focus on it liquidity
position. Both banks should follow the NRB directives which help them to
reduce credit risk. He has also recommended that the both bank should adopt
sound credit collection policy and the marketing strategies should be
innovative.

2.4 Important Terminology

In this section of the study efforts have been made to clarify the meaning of
some important terms used in this study, they are given as:

a. Deposits

 Deposits mean the amount in a current, saving or fixed account of a bank or
financial institution. For a commercial bank, deposit is the most important
source of liquidity for bank’s financial strength; it is treated as a barometer.
In the word of Eugene’ “A bank deposits are the amounts that it owes to its
customers” deposits are the lifeblood of the commercial banks. The deposit
of a bank is affected by various factors like:

 Types of customers
 Physical facilities of bank
 Management and accessibility of customer
 Types and range of the services offered by the bank.

In addition to the above, the prevailing economic conditions exert a decisive
on the amount of deposit the bank receives.
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b) Loan and advances

Loan advances and overdraft are the main sources of income for a bank.
Bank deposits can be crossed beyond a desired level but the level of loans,
advances and overdrafts will never cross it, the facilities of granting loan,
advances and overdrafts are the main services in which customers of the bank
can enjoy. Funds borrowed from banks are much cheaper than those has
excessively increased due to cheaper interest rate, further an increase in
economic and business activities always increase the demand for funds. Due
to limited resources and increasing demand for loans, there is some fear those
commercial banks and other financial institutions too. It may take more
preferential collateral while granting loans causing unnecessary botheration
to the general customers. Such loan from those institutions would be
available on special request only and this is a chance of utilization of
resources of economically less productive fields. These are the undesirable
effects of too low interest rate.

c) Investment on government shares, securities and debentures

Commercial banks invest on government shares, securities and debentures to
earn some interest and dividend. This is the secondary sources of income to
the bank. A commercial bank may extend credit by purchasing government
securities, shares and bond for several reasons, some of them are:

 It may want to space its maturities so that the inflow of cash coincide with
expected withdrawals by depositors of large loan demands of its customers.
 It may wish to have high grade marketable securities to liquidate, if its
primary sources of reserves become inadequate.
 It may also be forced to invest because the demands for loans have
decreased of are more sufficient to absorb its excess reserves.
However investment portfolio pf commercial bank is established and
maintained with a view to the mature of bank’s liabilities. That is because
depositors may demand funds in great volume without previous notice to
banks; the investment must be of a type that can be marketed quickly with
little of no shrinkage in value.

d) Investment on other companies shares and debentures

Due to excess fund but least opportunity to invest those funds in much more
profitable sector and also to meet the requirement of Nepal Rastra bank
directives many commercial banks have to utilize their funds to purchase
shares and debentures of many other financial and non-financial companies.
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Now a days, most of commercial banks have purchased the shares of regional
development bank, NIDC and other development banks.

e) Other use of funds

Commercial banks must maintain the minimum bank balance with NRB as
prescribed by the bank. Similarly, they have to maintain the cash balance in
local currency in the value of bank. Again a part of funds should be used for
bank balance in foreign bank and to purchase fixed assets like land, building,
furniture, computers, stationary etc.

e) Off balance sheet activities

Off balance sheet activities cover the contingent liabilities etc. Off balance
sheet activities involve contracts for future purchase or sale of assets and all
these activities are contingent obligations. These are not recognized as assets
and liabilities in balance sheet. Some good examples of these items are letter
of credit, letter of guarantee, commission, bills for collection etc. Now a day,
such activities are stressfully highlighted by some economists and finance
specialists to expand the modern transactions of a bank. These activities are
very important as they are good source of profit to the bank, though they
have risk.



51

CHAPTER-THREE

RESEARCH METHODOLOGY

3.1 Introduction

Research methodology is the base for the study or it is a way toward the
achievement of the stated objective of the study. Research methodology is
the plan, structure and strategy of investigation conceived to answer the
research question or test the research hypothesis (Wolff & panta,1999:243).
Research methodology refers to the various methods of practices applied by
the researcher in the entire aspect of the study.

Research methodology adopted in this chapter is the set of various
instrumental approaches used in achieving the predetermined objectives as
stated in the earlier chapter. It counts on the resources and techniques
available and to the extent of their reliability and validity in this research.
The research methodology adopted in this chapter follows some limited but
crucial steps aimed to achieve the objective of research.

The main objective of this study is to make the comparative analysis of credit
management of commercial banks with Nepal bank limited. In order to reach
and accomplish the objectives of the study, different activities are carried out
and different stages are crossed during the study period. For this purpose, the
chapter aims to present and reflect the methods and techniques those are
carried out and followed during the study period. The research methodology
adapted for the present study is mentioned in thesis chapter which deals with
research design, population and samples, nature and sources of data,
procedure of data collection, processing and tabulation procedure and
methodology.

3.2 Rationale of the Selection of the Study

Commercial banks are the principal agents of money market, which in turn,
is the major instrument of the financial system. Thus commercial banks and
their lending transaction obviously affect the national economy. Moreover,
lending and borrowing transaction that takes place through the commercial
banks influence the daily livings of each nation and at the same time from the
government side, a great concern should be taken as the misleading by the
commercial banks can violate the total economic system. Commercial bank’s
financial management system can contribute the economic growth too
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because these banks are the major variable of financial market. In this way,
the relationship between the government financial policy and the commercial
banks might be considered as a keen subject to study.

3.3 Research Design

Research design is a plan, structure and strategy of investigation on
conceived, so as to obtain answer to research questions and to control
variances. (Kothari, 1993:39). Decision regarding what, where, when, how
much, by what means concerning an enquiry or a research study constitute a
research design. The purposed study will be carried out successfully by
collection information regarding the behavior or attitude of the banks through
personal interviews and written sources as well. Moreover, the study will be
conducted in the light of central banks rules and regulations in the light of
central banks rules and regulations that abide the commercial banks. This
study follows the descriptive and analytical research design.

3.4 Population and Sample

A population in most studies consists of large group because of its large size;
it is fairly difficult to collect detailed information from each member of
population. Rather than collecting information from each member, a sub
group is chosen which is believed to be representative of population. This sub
group is called sample and the method of choosing this sub group is done by
sampling. The sampling allows to researcher more time to make an intensive
study of a research problem. The total commercial banks shall constitute the
population of the data and five commercial banks are taken as the sample of
the study.

There are twenty six commercial banks operating in Nepal till this date but
for the purpose of the study, all twenty six CBS can’t be taken because of the
time and resource constraint. So, among these CBS, only five CBS are
selected as a sample on the basis of financial performance. The selected
sample banks for analysis are as follows;

1. Nabil Bank ltd.
2. Everest Bank ltd.
3. Bank of Kathmandu
4. Himalayan Bank ltd.
5. Nepal SBI Bank ltd.

Population size = 26
Sample size   = 5
Sample percentage = 19.23%
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3.5 Nature and Sources of Data

In order to achieve the objectives of the study, primary as well as secondary
data collection procedure has been adapted.

i.Primary Data:

The primary sources of data have been used to collect from concerned
banks. The questionnaires are distributed to the credit department of
concerned samples banks. To get reliable information, discussion is also
conducted with client of bank and bank staff of credit department.

ii. Secondary Data:

The secondary sources of data are the information received from reports,
books, newspaper, journals etc. The major sources of secondary data are as
follows:

 Annual general reports of concerned banks
 NRB directives
 Various articles published in newspaper
 Books related to loan portfolio
 Banking and financial statistics
 Website of concerned banks

3.6 Data Collection and Processing Techniques

Even this study is based on secondary data, adequate effort and time is given
to get these essential materials, Annual reports of concerned banks, annual
report of SEBO are obtained from respective offices. To some extent opinion
survey or informal interview and questionnaire are conducted to obtain more
information prove the reliability of the different published data. Various
published data cannot be used in their original form due to poor data base.
Thus for analysis purpose further these data need to be verified and
simplified. Available data, information and figures are rechecked and
tabulated in the analytical manner with supporting interpretations.

3.7 Data Period Covered

This study is based on only seven year data of each joint venture bank i.e.
from 2058/59 to 2064/65 B.S.
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3.8 Methods of Data Analysis

Presentation and Analysis of the collected data is the core part of research
work. The collected raw data are first presented in systematic manner in
tabular form and are then analyzed by applying different financial and
statistical tools to achieve the research objectives. Besides some charts and
tables have been presented to analyze and interpret the findings of the study.

 Secondary Data Analysis:

3.8.1 Financial Tools

Various financial tools and statistical tools used are as follows:
Financial tools basically help to analyze the financial strength and weakness
of a firm. Ratio analysis is a part of the whole process of analysis of financial
statements of any business or industrial concerned especially to take output
and credit decisions. Ratio analysis is used to compare firm’s financial
performances and status that of the other firm’s or to it overtime. Even
though there are many ratios to analyze and interpret the financial statement
those ratios that are related to the investment operation of the bank have been
covered in this study

3.8.1.1 Liquidity Ratios

This ratio measure the liquidity position of a firm .It measures the firm’s
ability to meet its short term obligations or its current liabilities. It measures
the speed with which a bank’s assets can be converted into cash to meet
deposit with drawl and other current obligations.

One of the most important functions of commercial bank must maintain its
satisfactory liquidity position to meet the credit need of the community.
Demand for deposits, with drawl, pay maturity in time and convert non cash
assets into cash to satisfy immediate need without loss to bank and
consequent Impact or long run profit. As a financial analytical tool, the
following liquidity ratios have been used to come into facts and findings of
the study.

a. Current ratio
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Current ratio indicates the ability of banks to meet its current obligation. It
measures liquidity position of financial institutions. It is calculated dividing
current assets by current liabilities. It measures short term solvency, so it is
often called solvency ratio and working capital ratio. It is calculated by
applying this formula,

sliabilitieCurrent

assetsCurrent
ratioCurrent 

Current assets normally comprised with cash and bank balance, investment,
money at call, bills for collection, loan and advances, customers acceptance
and discount, purchased bills, other receivable and prepaid expenses.

Similarly, the current liabilities include those obligations which mature
within one year from the data of their financial statement. They are current
payment, cash margin, and current saving deposit; inter bank reconciliation
account, bills payable, provision for overdrafts, accrued expenses and bills
for collection and customer’s acceptance outstanding expenses etc.

b. Liquid fund to total deposit ratio

Liquid fund to total deposit ratio indicates the banks strength to meet
uncertain outflow or deposits. It occurs by dividing liquid fund. Liquid fund
are those assets, which can be converted into cash in a short period without
any decline in their value.

Liquid fund consists of cash in hand, balance with NRB, balance with other
banks and money at call.

c. Cash and bank balance to total deposit ratio

Deposit is one of the major liabilities of commercial banks. Bank has to
manage its liquidity to meet depositors demand. This ratio measures the
availability of bank’s highly liquid or immediate funds to meet its
unanticipated calls on all types of deposits.

depositTotal

balancebankandCash
ratiodeposit total tobalancebankandCash 

Total deposit includes current deposit, savings deposit, fixed deposit, call and
short deposit and other type of deposits. Cash and bank balance consists of

liabilityCurrent

fundLiquid
ratioLC. tofundLiquid 
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cash in hand, cheques and other cash items, balance with domestic banks,
foreign cash on hand.
d. Cash and bank balance to interest sensitive deposit ratio

Saving deposit is deposited by public in a bank with an objective of
increasing their wealth. Interest rate plays important role in the follow of
interest sensitive deposit. Fixed and current deposits are not interest sensitive.
Fixed deposit has a fixed term to maturity and current deposits do not carry
an So fixed and current deposits are not sensitive toward interest rate. The
ratio of cash and bank balance to interest sensitive deposits measures the
bank ability to meet its sudden outflow of interest sensitive deposits due to
the change in interest rate.

depositSaving

balancebankandCash
ratiodepositsensitiveinterest tobalancebankandCash 

e. Cash and bank balance to current asset ratio

Cash and bank balance are the most liquid current assets. This ratio measures
the percentage of most liquid fund with the current assets. Higher ratio
indicates the bank’s sound ability to meet the daily cash requirement of their
customer’s deposit. Low ratio is also dangerous. If bank maintain low ratio,
bank may not able to make the payment against cheques. So bank has to
maintain cash and bank balance to current assets ratio properly. This ratio is
calculating dividing cash and bank balance by current assets.

assetscurrent

balancebankandcash
ratioassetscurrent tobalancebankandCash 

f. Loan and advances to current assets ratio

Loan and advances is the major component in total assets, which indicates
the banks ability to canalize its deposit in the form of loan and advances to
earn high return. If sufficient loan and advances cannot granted it should be
pay interest on those utilized deposit funds and may lose earning. So
commercial banks provide loan and advances in appropriate level to find out
portion of current assets, which is granted as loan and advances. This ratio is
calculated by dividing loan and advances to current assets. Loan and
advances includes short term loan and advances, overdraft, cash credit, local
and foreign bills purchased and discounted.
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assetsCurrent

advancesandLoan
ratioassetscurrent toadvancesandLoan 

3.8.1.2 Assets Management Ratio

Assets management ratio measures the proportion of various assets and
liabilities in balance sheet. The proper management of assets and liability
ensures its effective utilization. Commercial banks should manage its assets
and liabilities properly to earn profit. The banking business converts the
liability into assets by way of its lending and investing functions. Asset and
liability management ratio measures its efficiency by multiplying various
liabilities and performing assets. The following are the various ratios relating
to asset and liability management, which are used to determine the efficiency
of the bank concerned in managing it s assets and efficiency in portfolio
management.

a. Total assets to total liability ratio

Total assets to total liability ratio measures the volume of total assets of the
bank. The total assets of the bank should play active role in profit generating
through lending activities. This ratio measures the banks ability to multiply
its liability into assets. Higher ratio signifies overall increases of credit.
Higher ratio indicates the higher productivity. It is calculated by dividing
total assets by total liabilities.

liabilityTotal

assetsTotal
ratioliability total toassetsTotal 

b. Loan and advances to total assets ratio

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

assetsTotal

advancesandLoan
assets total toadvancesandLoan 

c. Total investment to total deposit ratio
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A commercial bank may mobilize its deposit by investing its fund in
different securities issued government and other financial and non- financial
companies. Effort has been made to measure the extent to which the banks
are successful in mobilizing the total deposit on investment. A high ratio is
the indicator of high success to mobilize the banking fund as investment and
vice-versa.

depositTotal

investmentTotal
ratiodeposit total toinvestmentTotal 

d. Loan and advances to total deposit ratio

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

depositTotal

advancesandLoan
ratiodeposit total toadvancesandLoan 

e. Investment to total and advances and investment ratio

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

investmentandadvancesandLoan

Investment
ratioinvestmentandadvancesandloan toInvestment 

3.8.1.3 Activity Ratio

Activity ratio measures the performance efficiency of an organization from
various angles of its operations. These ratios indicate the efficiency of
activity of an enterprise to utilize available funds, particularly short term
funds. These ratios are used to determine the efficiency, quality and the
contribution of loan and advances in the total profitability. The efficiency of
a firm depends to a large extent on the efficiency with which its assets are
managed and utilized. This ratio also shows the utilization of available fund.
The following activity ratios measures the performance efficiency of the
bank to utilize funds
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a. Loan loss provision to total loans and advances ratio

NRB has directed the commercial banks to classify its loan and advances into
the category of pass, substandard, doubtful, and loss. NRB has classified the
pass and substandard loan as performing loan and other two types of loan as
non-performing loans. The provision created against the pass and
substandard loan is called the general loan loss provision and provision
created against the doubtful and loss loan is called specific loan loss
provision. The provision for loan loss reflects the increasing probability of
non-performing loan. The provision of loan mean the net profit of the banks
will come down by such amount. Increase in loan loss provision decreases in
profit result to decreases in dividends but it’s positive impact is that
strengthens the financial conditions of the banks by controlling the credit risk
and reduced the risks related to deposits.

Loan loss provision to total loan and advances ratio is calculated by dividing
loan loss provision by total loan and advances. The low ratio indicates the
good quality of assets in total volume of loan and advances.
High ratio indicates more risky assets in total volume of loan and advances.

advancesandloanTotal

provisionlossLoan
advancesandloan totaltoprovisionlossLoan 

b. Non performing loan to total loan and advances ratio

Non performing loans to total loan and advances ratio shows the percentage
of non-recovery loans in total loan and advances. This ratio is calculated
dividing non-performing loan by total loan and advances.

advancesandloanTotal

loanperforming-Non
advancesandloan totalloan toperforming-Non 

c. Interest expenses to total deposit ratio

This ratio measures the percentage of total interest paid against total deposit.
A high ratio indicates higher interest expenses on total deposit. Commercial
banks are dependent upon its ability to generate cheaper fund. The cheaper
fund has more probability of generating loan and advances and vice-versa.

depositTotal

expensesInterest
ratioexpenses total toexpensesInterest 

d. Interest expenses to total expenses ratio
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This ratio measures the percentage of interest paid against total expenses.
The high ratio indicates the low operational expenses and vice-versa. The
ratio indicates the costly sources of funds.

expensesTotal

expensesInterest
ratioexpenses total toexpensesInterest 

e. Interest expenses to total working fund ratio

This ratio measures the percentage of total interest paid against the total
working fund. A high ratio indicates the higher interest expenses on total
working fund and vice versa.

fund workingTotal

expensesInterest
ratiofund working total toexpensesInterest 

f. Deposit mobilization per branch

This ratio shows the average mobilization of deposit. This ratio is calculated
dividing total deposit by no. of branches. Higher ratio shows the higher
collection of deposit per branch.

branchofNo.

depositTotal
branchperonmobilizatiDeposit 

f. Credit mobilization per branch

This ratio measures the average mobilization of credit. This ratio is
calculated by dividing total loan and advances by no. of branches. Higher
ratio indicates the higher lending per branch.

branchesofNo.

advancesandloanTotal
branchperonmobilizatiCredit 

3.8.1.4 Loan and advances portfolio

To analyze the portfolio behavior of loans and advances of the bank for the
study period, trend of loans and advances granted to various sectors of the
economy fore various purposes have been measured.

a. Priority sector credit to total credit ratio
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Priority sector includes micro and small enterprises. Micro and small
enterprises are classified as agriculture enterprises, cottage, small industries
and services. This ratio is calculated by dividing priority sector credit by total
credit.
b. Deprived sector credit to total credit ratio

Deprived sector credit includes low income and particularly socially
backward women, tribes, lower caste, blind, hearing impaired and physically
persons and squatter family. Deprived sector credit to total credit ratio can be
calculated by dividing deprived sector credit by total credit.

c. Private sector credit to total credit ratio

Private sector credit to total credit ratio can be calculated by dividing private
sector credit to total credit. Higher credit ratio to private sector indicates
higher profit and higher risk.

d. Credit to government enterprises

Credit to government enterprises is another option that the commercial banks
have to mobilize their funds.

3.8.1.5 Profitability Ratio

This ratio is related to profit of business. Profit is essential for survival of the
banks, so it is regarded as the engine that drives the banking business and
indicates economic progress. Profitability ratio is used to indicate and
measure the overall efficiency of a firm in terms of profit and financial
performance. It is calculate to measure the management ability regarding
how they will have utilized their funds. For better performance profitability
ratio should be higher, so following are the various types of ratios which
shows the contribution of loan and advances in profit and help to decide
investor whether to invest in particular firm or not:

a. Interest income to total income ratio

This ratio measures the volume of interest income in total income. The high
ratio indicates the banks performance on other fee-based activities. The high
ratio indicates the high contribution made by lending and investing activities.

incomeTotal

incomeInterest
ratioincome total toincomeInterest 
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b. Interest income to interest expenses ratio

This ratio measures the gap between interest rate offered and interest rate
charged. NRB has restricted the gap between interest taken in loan, advances
and interest offered in deposits. The credit creation power of commercial
banks has high impact on this ratio.

expensesInterest

incomeInterest
ratioexpensesinterest toincomeInterest 

c. Operating profit to loan and advances ratio

Operating profit to loan and advances ratio measures the earning capacity of
commercial banks. This ratio is calculated dividing operating profit by loan
and advances.

advancesandLoan

profitOperating
ratioadvancesandloanprofit toOperating 

d. Return on loan and advances ratio

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

advancesandLoan

profitNet
advancesandloanonReturn 

e. Return on total working fund ratio

This ratio is measuring a profitability indicator with respect to each financial
recourses investment of bank’s assets. If the bank’s total working fund is well
managed and effectively utilized, the return on such assets will be higher and
vice-versa.

fund workingTotal

profitNet
fund workingon totalReturn 

f. Total interest earned to total working fund ratio



63

This ratio shows the banks successes in mobilizing their assets to generate
high income. A high ratio is an indicator of high earning power of the bank
on its total working fund and vice-versa.

fund workingTotal

earnedinterestTotal
ratiofund working total toearnedInterest 

i. Return on equity ratio

Equity capital is an owned capital of any bank. If bank can mobilize its
equity capital properly, they can earn high profit. The return on equity capital
measures the extent to which a bank is successful to mobilize its equity.

capitalTotal

profitNet
equityonReturn 

3.8.1.5 Growth Ratio

Growth ratios represent how the commercial banks maintain the economic
and financial position. Under this topic, three types of growth ratios are
studied which are as follows:

b. Growth ratio of total deposit
c. Growth ratio of total loan and advances
d. Growth ratio of net profit

Growth ratios are directly related to the fund mobilization and investment
management of commercial bank. These ratios can be calculated by dividing
the last period figure by the first period figure than by referring to the
compound interest table. The high ratio indicates better performance of a
bank and vice-versa.

3.8.2 Statistical Tools

Some important statistical tools are used to achieve the objective of the study.
Following tools of measuring the degree of dispersion will be used in the
analysis:

1. Arithmetic mean

Arithmetic mean of a given set of observation is their sum of divided by the
number of observation. In general x1, x2…….xn are the given number of
observation, their arithmetic mean can be derived in this way;
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Where,
X= Variables
ΣX=Arithmetic mean
N=Number of observation

The arithmetic mean is a single value of selection which represents them in
average. Out of the various central tendencies a mean is one o f the useful
tools to find out the average value of given data. Furthermore it is very much
useful with respect of financial analysis and it is also easy to calculate.

2. Karl person’s coefficient of correlation

Out of several mathematical method of measuring correlation the Karl
Pearson popularity known as Pearson’s coefficient of correlation widely used
in practice to measure the degree of relationship between two variables. Two
variables are said to have correlation when the value of one variable is
accompanied by the change in the value of the other .So it is measured by
following formulae using two variables: (Bhajracharya, 2056:250).




22 YX

XY
r

Where,
r = Coefficient of correlation
ΣXY = Sum of product of deviation in two series
ΣX2 = Sum of squared deviation in X series
ΣY2 = Sum of squared deviation in Y series
The value of this coefficient can never be more than +1 or less than -1. Thus
+1 and -1 are the limit of this coefficient. Thus r = +1 implies that correlation
between variables in +ve and vice versa. Here, zero denotes no correlation.

3. Standard deviation

The standard deviation measures the absolute dispersion or variability of
distribution: the greater the amount of dispersion or variability the greater the
standard deviation, for the greater will be the magnitude of the deviation of
the values from their mean. A small standard deviation means a high degree
of uniformity o f the observation as well as homogeneity of series; a large
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standard deviation means just the opposite. Standard deviation is defined as
the positive square roots of the mean of square of deviation taken from the
asthmatics mean. It is denoted by σ.
Formulae to calculate the standard deviation are given below:

N


2X
ó

Where,

X = )(
_

xX 

N
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X=(
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X -x) and F denotes the frequency.
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4. Coefficient of variation

Standard deviation if the absolute measure of dispersion. The relative
measure of dispersion based on standard deviation as known as the
coefficient of standard deviation. The coefficient of dispersion based on S.D.
multiplied by 100 is known as coefficient of variation (CV). If x be the
arithmetic mean and  be the S.D. of the distribution, the CV is defined by

100
X*




CV

It is the independent of unit. So, two distributions can bitterly be compared
with the help of CV for their variability.

5. Probable error(PE)

Probable error of the correlation coefficient by PE is the measure of testing
the reliability of the calculated value of correlation. If r be the calculated
value of correlation of a sample of n pair of observations, Then PE is defined
by:

N

r
PEr

21


If correlation ( r ) < PE, it is insignificant , so, perhaps there is no evidence of
correlation and,
If correlation ( r ) > PE , it is significant. (Bhajracharya, 2056:257).
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6. Trend analysis

“Ratio Analysis enables a firm to take the time dimension into account. In
other words, whether the financial position of a firm is improving or
deteriorating over the years. This is made possible by the use of trend
analysis. The significance of a trend analysis of ratios lies is the fact that the
analyst can know the direction of movement, i.e. whether the movement is
favorable or unfavorable. For example, ratio may be low as compared to the
norm or standard but the trend may be upward. On the other hand, though the
present level may be satisfactory but the trend may be declining one. Thus
trend analysis is of great significance.” (Khan & Jain, 1988:157).

Trend analysis measures the scenario of the variables for the different period.
This tool is used to find out the trend of different financial indicators. To find
out the actual situation of the different factors for various years, trend
analysis is the most useful. It doesn’t provide the analytical figures as cause
and effects but it shows the actual figure. It may be downward sloping,
upward sloping of constant over the period.

The straight line trend is given by the following formula:

Y= a + bx

Where,
Y= Values of dependent variables
a= y intercept
b= Slope of the trend line
x= Values of independent variable (Time)

n

y
a




2x

xy
b






Σy= Sum of the observation in series Y
Σxy= Sum of the observation in series X and Y
Σx2= Sum of square of the observation in series X

“The straight line trend implies that irrespective of the seasonal and cyclical
swings and irregular fluctuations, the trend value increase or decrease by a
constant absolute amount ‘b’ per unit of time. Hence, the linear trend values
from a series in arithmetic progression, the common difference being ‘b’ the
slope of the trend line.”-
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7. Hypothesis T-test, analysis

Student’s t-values are computed in order to test whether the difference
between the financial ratios of the two groups is statistically significant or
not. When a sample is less than 30, we use t-test. The basis fundamental
assumption of this test is as follows.
The parent population from which the sample is drawn is normally
distributed.
The sample is random and independent to each other.

The population S.D. is not known.

In order to fulfill the objective of this research study, following hypothesis is
formulated for testing:

Null hypothesis, H0: µ1=µ2 “There is no significance difference between the
mean ratios of two banks”

Alternative hypothesis, H1:µ1≠µ2“There is significance difference between
the mean ratios of two banks”

The t-value is calculated as:
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Where,
x1= the mean of the first bank
x2= the mean of the second bank
n1=number of observation in the first bank
n2=number of observation in the second bank
S2=combined variance
d1=squares of the deviation taken from the mean of the first bank
d2=squares of the deviation taken from the mean of the second bank

The value of variance is calculated as follows:
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The degree of freedom is calculated as n1+n2-2. If the calculated value of ‘t’
is greater the table values of the ratios of the two groups is statistically
significant.

7. Hypothesis F-test, analysis

Students F-test value at 5% level of significance are computed to test whether
the financial ratios of five banks differ significantly or not. In order to fulfill
the objectives of research study, null hypothesis and alternative hypothesis
are formulated as follows:

Null hypothesis, H0: µ1=µ2 “The ratios of five banks are not significantly
different”
Alternative hypothesis, H1:µ1=µ2 “The ratios of five banks are significantly
different”
F value can be calculated as follows:

Table No.3.1
Hypothesis F-test

Sources of
Variation

Sum of
squares

Degree of
freedom

Mean sum of
squares

F-ratio

Within
Banks
Within
Banks

SSC

SSR

k-1

N-k

MSC

MSR
MSC
MSR

SST N-1

SSC=
    

N

T

n

x

n

x

n

x

n

x

n

x 2

5

2
5

4

2
4

3

2
3

2

2
2

1

2
1  

SST=
N

T
xxxxx

2
2

5
2

4
2

3
2

2
2

1  
SSR= SST-SSC

MSC=
1k

SSC

MSR=
kN

SSR


Where,
SSC= Sum of squares between banks
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SSR= Sum of squares of ratios within banks
SST= Total sum of squares
MSC= Mean sum of square of columns
MSR= Mean sum of square of error

3.8.3 Respondent Profile for Primary Data Analysis

Primary data is collected in order to fulfill the objective of this study and data
is collected through questionnaires method. Basically objective questions
were raised for this purpose and 100% of the questionnaire is collected
during the study period.

Simple 10 questions are raised by means of 100 copies of questionnaire just
to know about the awareness of credit management. Survey carried out
among 100 people within Kathmandu valley and some respondents are the
student of management, while others are Bank clients and bank staffs.

3.8.4 Limitations of Research Methodology:

 Only the financial and statistical tools have been used in this thesis.

 Only five year’s data i.e. 2060/61 to 2064/65 have been collected to
analyze the credit management of joint venture banks.

 Only five banks are taken as sample banks.

 Researcher mainly depends on the secondary data and in process of
taking primary data, only 10 staffs and 10 customers from each banks
have been chosen to take the view towards bank.
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CHAPTER-FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

This chapter is a complete conclusive and suggestive package which contains
summary, conclusion of the findings and actionable plans i.e. suggestion for
further improvement. This would be meaningful to the JVBs in credit
management. Summary gives the brief introduction to all the chapters of the study
and shows the actual facts of the present situation under the topic of the study.
Conclusion of the findings is based on the consequences of the analysis of the
relevant data by using financial as well as statistical tools. The recommendations
are presented in term of suggestion, which are prepared on the basis of findings
and conclusion.

5.1 Summary

The development and expansion of financial institution is essential for economic
growth of the country. JVBs are such financial institutions which collect funds
from depositors and mobilize its fund as loan and advances according to the need
of client .A term credit plays a vital role in the economy. Better management of
the credit is essential to make high return for every JVBs .JVBs want to maximize
return and minimize credit risk. Credit management strongly recommends
analyzing and managing the credit risk. When borrower will fail to meet its
obligation in accordance with the agreed terms and conditions, then credit risk
problem is arises. So, to minimize such risk, all JVBs should have to establish and
use standards in making credit decisions. Loans are risky assets though a bank
invests most of its resources in granting loan and advances. The loan provided by
JVBs in different sector contributes to the society and whole economy, because
credit function is the demand of economy but sometimes credit becomes
dangerous tool if it is properly managed and controlled. Too much and too little
credit is harmful. Too much credit leads to inflation which causes direct and
immediate damage to creditors and customers and too little credit lead to deflation
which brings down the level of output, employment and income. So, the directives
stipulated by NRB for JVBs become essential to manage credit in proper way and
playing great role of the comparative analysis of credit management of JVBs.

The researcher has identified the research problem of five JVBs .The objectives
which are determined on the basis of research problem. In order to carry out this
study, the primary as well as secondary sources of data have been used. The
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analysis is performed with the help of financial and statistical tools. The
presentation and analysis of data providers the clear picture in terms of financial
strength and weakness of these JVBs. The analysis is associated with comparison
and interpretation. Various financial ratios of five commercial banks are analyzed
such as liquidity ratio, assets management ratio, activity ratio, profitability ratio
and growth ratio. Under statistical analysis, some relevant statistical tools such as
trend analysis, coefficient of correlation analysis and hypothesis test are used .This
study helps to analyze the portfolio behavior of lending and measuring the ratio of
loan and advances made in different sector. It is also helpful to analyze the credit
contribution on total profitability.

The data which are used in this study, obtained from the annual reports of
concerned commercial banks, SEBO, NRB and different journals and newspaper.
The present study has been undertaken to examine and evaluate the financial
performance of five JVBs .The financial statement of five years i.e. 2000/2063/64
has been examined for the purpose of the study. The analysis and interpretation of
data has been done boy applying the wide variety of methodology as stated in
Chapter Three.

Major findings are derived in earlier chapter.All five banks are not being able to
maintain the appropriate standard of current ratio. From analysis it is found that
HBL and NBL have not ability to satisfy the credit needs of the community,
SBIBL is found in slightly better position and EBL and BoK are found in average
position. BoK has better efficiency to manage its assets in profitable manner but
NBL and HBL have not better efficiency to manage its assets in profitable manner.
Similarly, HBL has high expectation of loan loss so greater loan loss provision has
been made but EBL has been seen safe from loan loss. BoK has high and EBL has
low percentage of non recovery loan. NBL and HBL are successful in collecting
the fund in the chepest possible price but SBIBL has been paying high interest
against total deposit. From credit portfolio view, it has been found that NBL
should give focus on private, priority and deprived sector to invest. EBL and
SBIBL has been higher intensity to invest in private and government sector.
Similarly, NBL shows better performance regarding profitability ratio. SBIBL has
not better position regarding profitability ratio. According to mean growth ratio, it
is found that EBL is successful to maintain the economic and financial position in
better way. BoK has also high growth rate of net profit but NBL has not been seen
well. The primary data are collected in the form of questionnaire and collected fro,
respondents to concerned banks. Questionnaires are given to the staffs and
customers; regarding the questionnaire their opinions are analyzed.
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5.2 Conclusion

From the above analysis and findings of the study, the researches have been able
to draw following certain conclusion:

From the analysis, it is found that the liquidity position of SBIBL is better than
that of others but HBL and NBL have low liquidity position. It shows SBIBL has
made enough cash and bank balance and it can pay liabilities to its depositors and
it has ability to satisfy credit needs of community but from the profit making point
of view, holding higher level of amount is also not good for any bank and holding
low level of amount creates negative impact on the goodwill and reputation of the
bank. So, all these banks should try to maintain their liquidity position as standard.

On the basis of assets management ratio, it has been concluded that BoK has better
position than that of others. It has high total assets to total liabilities ratio, loan and
advances to total assets ratio and loan and advances to total deposit ratio. The
mean ratios of NBL and HBL show their weakness in assets management but they
have high ratio of totals investment to total deposit, investment to loan and
advances and investment. In conclusion, it can be said that BoK is able to manage
its assets to compete in this competitive banking business and SBIBL and EBL are
also able to manage its assets in comparison of NBL and EBL.

On the basis of activity ratio, it has been concluded that HBL has been made
greater loan loss provision, but EBL is felling sage from loan loss than others.
Similarly, BoK has high percentage of non performing loan and EBL has low
percentage of it. So these banks should try to adopt sound credit collection policy
which helps to control loan loss and decreases non performing loan. If they do not
so, it will causes great losses. It can also conclude that NBL is successful in
collecting the fund in cheapest possible price but SBIBL has been paying high
interest against total deposit and total working fund and EBL has been paying high
interest against total expenses.

In credit portfolio, SBIBL has made more investment in priority, deprived and
government sector and EBL has made more investment in private sector. In the
area of privatization, all these banks have shown good performance but this should
increase in the coming future. But the investment made by these banks in priority
and deprived sector is below the minimum requirements stipulated by NRB
directives. In conclusion, it can be said that NBL and HBL should try to mobilize
its fund in these sector.

On the basis of profitability ratio, it has been concluded that the profitability
position of NBL is comparatively better than that of others. NBL is able to charge
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high interest rate but it has low rate of interest offered in deposit. So it can
conclude that NBL has better profitability of funds invested in banks assets and
has been seen able to mobilize its assets and able to utilize of resources of owners
but SBIBL has not better profitability position.

On the basis of growth ratio, in conclusion it can be said that EBL is successful to
maintain the economic and financial position in better way as it has better growth
ratio of deposit and loan and advances but NBL has not been seen better in terms
of growth ratio. HBL has higher mean ratio of deposit mobilization and credit
mobilization per branch.

From the analysis of primary data, it is found that BoK has given comparatively
more instant service and HBL has been found more informative. Similarly, NBL
and BoK have provided more facilities to their customers than that of others.60%
of EBL and 50% of NBL and SBIBL have not taking loan from these banks.

Most of the respondents have selected the bank for better and instant service. So,
it can be concluded that JVBs should try to give better and instant service to their
clients. They should encourage their client to take loan if bank is unable to float its
deposit then there might be problem in sustaining in long run.
From staff’s point of view, it is found that JVBs do not want to take any kind of
risk related investment .HBL has provided comparatively more facilities to their
staffs and it is also found that most of the JVBs have been facing credit related
problem and the main credit related problem is non repayment of credit in time
boy customer.

So, it can be concluded that CBs should search the new investment potentiality
toward the deprived and priority sector for poverty elimination. During analysis it
is known that the main causes of dissatisfaction are not getting promotion, bonus
scheme, overload of work, low pay scales etc. so, banks should try to provide
better facilities to their staffs.

5.3 Recommendations

Based on the analysis and the findings of the study, the following
recommendations are suggested to improve present financial performance of five
banks.

 Maintain optimum liquidity position

In commercial banks the liquidity position affects external and internal facts such
as the prevailing interest rate, supply and demand position of loans, central banks
requirement and the growth position of financial market .In this study it has been
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seen that all five banks are not able to maintain the appropriate standard of current
ratio but comparatively SBIBL has better liquidity position but NBL and HBL
have unsatisfactory liquidity position. So, these banks are recommended to
increase cash and bank balance to satisfy the credit needs of community. They are
also suggested to keep the reasonable amount of liquidity to maintain their short
term solvency.

 Mobilization of funds in rural areas

In practice, the JVBs are urban based, serve quite, a few elite, and affluent, big
customers and heavily depended on fee based activities. To meet social
responsibilities it is recommended to these banks should promote and mobilize the
funds in rural areas. In this study it its found that the commercial banks are
hesitated to invest in rural areas because of the reason of risk but it is very
important to invest and to mobilize its fund in rural areas to eliminate poverty and
to develop economy.

 Investment of deposit

All commercial banks should have greater efficiency to utilize of funds provided
by outsiders .Depositors money has mainly tied up in loans. The largest amount of
the bank in the assets side is loan and advances. Negligence in administering these
assets could be the main cause of a liquidity crisis in the bank. The study has been
reveals that BoK’s loan and advances to total deposit ratios are higher than other
banks. So, other four banks are strongly recommended to follow liberal lending
policy and invest more and more amount of total deposit in loan and advances.

 Adopt sound credit collection policy

Increase in loan loss provision decreases the profit result. If high loan loss is
expected, greater loan loss provision is made in income statement and this will
lead to low profit and possible losses .If loan are not distributed properly and
cautiously then it may be main cause of the failure of the banks. From this study it
is found that HBL has high expectation of loan loss so it has been made greater
loan loss provision and the non performing loan to total loan and advances of BoK
is higher than those others. So these banks are recommended to adopt sound credit
collection policy. It helps them to decrease loan loss provision and non performing
loan. So these banks must be careful in strengthen credit collection policy.

 Utilization of risky assets and shareholder’s fund

The main focus of commercial banks in to be enough profit. The management of
the firm is interested in operating efficiently of the firm’s profitability ratios but



75

commercial banks should be careful in increasing profit in a real sense to maintain
the confidence of shareholders, depositors and its customer’s .Comparatively,
NBL has been able to utilize resources of owners. The profitability position of
NBL and EBL is better than that of others .So, banks are recommended to utilize
its risky assets and shareholders fund to gain high profit margin.

 Reduce non-fund based income

The development of competition reduces the non fund based income along with
shore in credit market for traditional areas of lending. So these banks are
recommended to innovate with new areas of lending and also more to rural sector
in search of new lending area.

 Follow NRB directives

Strictly followed NRB directives, helps to reduce credit risk arising from
borrowers’ defaulter, lack of proper credit appraisal, defaulter by black listed
borrowers and professional defaulters. Government has established credit
information beuro which will provide suggestion to commercial banks. So these
banks are recommended to follow NRB directives.

 Formulate marketing strategy

Looking at the current trend of banking business these banks must be very much
careful on formulating marketing strategy to serve it s customer. The marketing
strategy should be innovative that would attract and retain the customer. So these
banks are recommended to develop an innovative approach to bank marketing for
its well being and sustainability in the market.

 Improvement the efficiency by the modern technology

Operating income level of these banks does not seem satisfactory. So these banks
should increase their operations and efficiency by mobilizing their resources in
profit generating sector. By using modern technology, computer network experts
and well trained personnel, these banks should control operating expenses

 Better and instant Service

All joint venture commercial banks should try to give better and instant service to
their customer. From analysis, it is shown that 44% are selected these banks for
instant service so to increase the number of customer and their satisfaction level,
banks are recommended to  concentrate about their service quality.
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 Staff's satisfaction

To increase the quality of work, it is very important to keep their staffs satisfied.
Because if staffs are satisfied towards the facilities given to them, the quality of
work increases, they become motivated to serve the customer in better way.
During the analysis it is known that the main causes of dissatisfaction are not
getting promotion, bonus scheme, overload of work, low pay scales etc. So these
banks are recommended to make their staffs satisfied.
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