CHAPTER- |
INTRODUCTION

1.1 Background of theStudy

Banking sector plays an important role ine teconomic development ahe
country. Commercial banks are one of the vital aspecthi® sector which deals in
the process of channelizing the available resources enntteded sectors. It is the
intermediary between the deficit and surplus of financial resources. Financial
system contains two components viz depository findnoiatitution and non —
depository financial institution. Commercial bank and fecemrompanies (in Nepalese
context) are the example of depository financiattitution where as employee
provident fund, development bank, insurancenpamies are the example of non
depository financial institution. All the economic activitiegre directly or indirectly
channeled through these banks .people keep theiusurpney as deposits in the banks
and hence bank provide such fund to finance the indusittivities in the form of loans
and advances. A bank collects money from those wke tido spare or who are saving
it out of their incomes and it lends this money tasiéawho require it (Singh H.B, 1998)

Commercial Bank Act.2031 has defined commercialkbas, “An organization which
exchanges money, accepts deposits, grant loans aridrmps commercial banking
functions and which is not a bank meant for co-ofpezaagriculture, industries or for

such specific purpose” (Commercial Bank Act, 203%)B.

Banks act as an intermediary between the individwhis lend and those who borrow.
These institutions accept deposits and provide loan adsato those who are in
need. They make the flow of investment easier. Toe¥e we cannot deny the role
of bank in developing an economy. It pools the fundstered in the economy and
mobilized them to the productive sectors. Their main alyje is collecting the idle
fund, mobilizing them into productive sectors andusing an overall economic

development. There is a risk inherent in lendingfpbbot Banking sectors is exposed
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to number of riskdike market risk, interest rate risk, liquidity risk, bower’s risk,
and among these many risk the bank face one of tre¢ amtical is the borrowers
risk — the risk of non-payment of the disbursed loand advances. As big chunk of
deposits fund is invested in the form of loans and macks banks are expected to
support their legal communities with an adequate supplyredit for all business and
consumer activities and to price them reasonably invittle competitively determined
interest rate. Indeed making loans is the principle ebanéunction of banks to fund
consumption and investment spending by business indildwand unity of
government. In making loans, banks take almost ca@nalyzing the creditworthiness
of the borrowing customers to ensure that the interedttla® principle amount on
loans are timely recovered without much trouble. Intespf banks precaution on
providing loans and advances, banks do not recawartain percentage of its loans
and advances on maturity. These loans fall undecdtegory of non- performing assets
(NPA).

An NPA is defined as any credit facility inspect of which interest and /or
installment has remained unpaid for the period af tmarter or more from the date it
has become past due is to be regarded as ‘Nonrpenig . It is the part of lending
programmed of joint venture banks. In simple terdMBA are defined as the bad debts
for the banks and financial institutions. Non — Parfimig assets can be defined as those
assets that cannot be used productively. In othedsydNPA is the outdated loan, and
bad and doubtful debts. NPA could wreck banks' pabfiity both through a loss of
interest income and write off the principle loanaamt. To start with performance in
terms of profitability is a benchmark for any busss enterprises including the banking
industry. However, increasing non- performing assetve the direct impacts on banks'
profitability, as legally banks are not allowedkook income on such accounts and at

the same since banks are forced to make provisisuoh assets.



Performing assets are those that repay principteiaterest to the banks. These assets
constitute the primary sources of income to baBlsks are willing to lend as much as
possible. But they have to careful about the sadéuch loans. Loans are risky assets,

even though bank interest most of its resourcegganting loans.

Nepal Rastra Bank (NRB) has directed all the consrakbanks to classifyheir loans
and advances into four categories based on a@iegal Rastra Bank, "Based on Directives
No 2(As amended by circular No 71/058: dated 2088/5

The four categories being

1. PassfGood
Loans and advances whose principal amounts are asdtdue and past due for a
period up to 3 months are included in this category. &laee classified and defined

as performing loans.

2. Substandard
All loans and advances that are past due for a pe&ic® months to 6 months are

includes in this category.

3. Doubtful
All loans and advances which are past due for a periodl months to one year

are included in this category.

4. Loss/Bad
All loans and advances which are past due for a pefadore than one year as
well as advances which have least possibility ofovecy or considered
unrecoverable and those having thin possibility ofnepartial recovery in future
are included in this category.

Source: (NRB Unified Directives)



Loans and advances dominate the assets side balfuece sheet of any bank. Similarly,
earning from such loans and advances occupy a repgare in income statement of the
bank. However, it is very important to be remaitieat most of the bank failures in the
world due to shrinkage on the value of the loans$ avance. Hence loan is known as
risky assets. Risk of non-repayment of loan is kmaas credit risk or default risk.

Performing loans have multiple benefits to the stycwhile non-performing loan erodes
even existing capital due to their central rolehe economy, governments and central
banks try their best to rescue banks from suclatsitns. Hence to protect the banks
from such situation and protect depositorsd ashareholders money, central bank
issues various directives and guidelines from titoetime with modifications and

amendments for the sound regulation of the bankystem. All the banks have to abide
by the rules and regulation issued by the centiakbOf the many directives, there are
ten directives relating to the banking prudentegulation/norms to be followed by the

banks.

Relating to Collateral

All collateral used to back loans and advances sigshdequate to cover tipe principal
and interest and shall also be legally secured. Innthesent of non- realization of
principal and interest of loan there must be no diffycun acquiring the title of the

collateral asset.

Additional arrangement in respect of Pasd.oan
Loans and advances fully secured by gold, silver, FaiRl HMG securities or an
NRB bond is places as security of aging. Loans agiD&<-of other bank shall also

qualify for inclusion under pass loan.

Additional Arrangement in Respect of LossLoan
Even if the loan is not past due, loans havamy or all of the following

discrepancies shall be classified as loss



1. No security at all or security that is not incaalance with theborrower’s
agreement with the bank.

2. The borrower has been declared bankrupt.

3. The borrower is absconding or cannot be found.

4. Purchased or discounted bills are not realized witBinde8/s from the due date.

5. The credit has been used for the purpose originakyded.

6. Owing to non — recovery, initiation as to auctioniaf the collateral has
passed 6 months and if the recovery process uitggtions.

\‘

. Loan provided to the borrower included in the blackdiseand where the CIB
blacklists the borrower.

Additional Arrangement in Respect of TermLoan

In respect of term loans, the classification shall be naay#enst the entire outstanding
loan on the basis of the past due period of overdgtallment. In the event of
conversion of contingent liabilities of the bank e. g.eletbf credit, immature
guarantees, into the liability of the bank such amméuecomes
recoverable from the customers. Hence, such amotmaté aso be classified as per
the classification norms applicable to loans and advaseésaccordingly with requisite

provisioning.

1.2 Profile of Selected Banks
Nepal Investment Bank (NIBL)

Overview

Nepal Investment Bank Ltd. (NIBL), previously Nepaldésuez Bank Ltd., was

established in 1986 as a joint venture between NepaldsEranch partners. The French
partner (holding 50% of the capital of NIBL) was Creditridgle Indosuez, a subsidiary
of one the largest banking group in the woNtlith the decision of Credit Agricole

Indosuez to divest, a group of companies comprising afkérs, professionals,

industrialists and businessmen, has acquired on April 200250% shareholding of

Credit Agricole Indosuez in Nepal Indosuez Bank Ltd. Taee of the bank has been

changed to Nepal Investment Bank Ltd. upon approvabarik's Annual General
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Meeting, Nepal Rastra Bank and Company Registraffcce with the following
shareholding structure.

Mission Statement

To be the leading Nepali bank delivering world sla®rvice through the blending of
state-of-the-art technology and visionary managénmepartnership with competent and
committed staff, to achieve sound financial healtth sustainable value addition to all
our stakeholders. We are committed to do this mmssrhile ensuring the highest levels
of ethical standards, professional integrity, coap® governance and regulatory

compliance.

Core Values and Ethical Principles:

Our core Values tell us, our customers and the conites we serve, who we really are;
what we are about; and the principles by which Wedge to conduct business. In
essence, we believe that success can only be adhigy living our core values and

principles:

Himalayan Bank Limited (HBL)

Overview

Himalayan Bank was established in 1993 in jointtwex with Habib Bank Limited of
Pakistan. Despite the cut-throat competition in Niepalese Banking sector, Himalayan
Bank has been able to maintain a lead in the pyinbanking activities- Loans and
Deposits. Legacy of Himalayan lives on in an insiain that's known throughout Nepal
for its innovative approaches to merchandising emstomer service. Products such as
Premium Savings Account, HBL Proprietary Card andlidviaire Deposit Scheme
besides services such as ATMs and Tele-banking firsteintroduced by HBL. Other
financial institutions in the country have beendaling our lead by introducing similar
products and services. Therefore, HBL believesaind for the innovations that it brings
about in this country to help our Customers besmedernizing the banking sector. With

the highest deposit base and loan portfolio amopgséte sector banks and extending



guarantees to correspondent banks covering exposotber local banks under its credit
standing with foreign correspondent banks, HBLéwdithey obviously lead the banking
sector of Nepal. The most recent rating of HBL bgnBers’ Almanac as country’s

number 1 Bank easily confirms its claim.

The Bank’s Vision:
Himalayan Bank Limited holds of a vision to becoaieeading Bank of the countryby
providing premium products and services to theausts, thus ensuring attractive and

substantial returns to the stakeholders of the Bank

The Bank’s Mission and Objectives:

The Bank’s mission is to become preferred provifequality financial services in the
country. There are two components in the missiothefBank; Preferred Provider and
Quality Financial Servicestherefore we at HBL believe that the mission wik b
accomplished only by satisfying these two importemmponents with the Customer at
focus. The Bank always strives positioning itseif the hearts and minds of the

customers. To become the bank of first choiceaslain objective of the bank.

Nepal Bangladesh Bank Ltd. (NBB)

Overview

Nepal Bangladesh Bank Ltd. was established in 199& with an authorized capital of
Rs. 240 million and Paid up capital of Rs. 60 raiilias a Joint Venture Bank with IFIC
Bank Ltd. of Bangladesh. Its Head Office is sitdas# New Baneshwore, Bijuli Bazar,

and Kathmandu.

The prime objective of this Bank is to render bagkservices to the different sectors like
industries, traders, businessmen, priority seciorall entrepreneurs and weaker section
of the society and every other people who need iBgnRervices. During the period of

15 years of its operation, it has accommodatedge laumber of clients and has been

able to provide excellent services to its clients.



Bank has a network of 17 branches. The Bank hawdahe glory of making available
the services to almost all the top business hoofst®e country and it occupies one of the
leading positions among the Joint Venture Banklepal. The Bank is still pursuing to

accommodate as many clients as far as possible.

Top Exporters and Importers of the country havaldsthed banking relationship with
the Bank with a substantial volume of foreign bessmwhich has enhanced the Bank's
popularity in the International Trade front. Bankash developed Agency and
Correspondent relationship with more than 200 pnemi Foreign Banks in the world.
With the continuous support of our valued custontées Bank has made all round

progress in every sphere of its operation.

1.3 Focus of theStudy

Loans and advances are the most profitable albf the assets of the banks
universally seek after the assets. These asset$itotass primary source of income to
banks. As the business institution, a banks aimaktimy a huge profits and is willing
lend loans and advances for the certain predeterminezid period or maturity
period. While lending loans advances s/he has to befutaabout the safety of such
loans. The borrowers must repay the loans by theimatperiods or expiry date but
there is no certainty that all the loans are recoveyethk maturity date. Loans that
can not be recovered even after its maturity remain aspedorming assets of the
bank. In Nepal, increasing Non Performing assets (NBAnajor problem faced by the

Nepalese banks.

Central bank tightens blacklisting procedures”. NRB hasied directives to all
commercial banks and financial institutions ensuring gretaémsparency during loan
disbursement. As per new provisions, all commercial it@ntial institutions are now
required to disclose the name of loan defaulters inyesig months. Until now, there was
no such legal system of disclosing the loan defaulter'sendie credit information

Bureau (CIB) can blacklist the firm, company or cleag tlebt within the stipulated

8



period. As per the set criteria for blacklistingetCIB would monitor those individuals
and companies that have the principle loans of alft®.1 million. If the creditor fails to
clear the amount within time, or is found missihg toans among others, the creditor can
be blacklisted (Kathmandu Post, 1998).

Due to slowdown in the world economy and deteringatow and order situation of the
country, many sectors of the economy are alreack. $%hen any sector of economy
caches cold, bank starts sneezing, from this petispe the banking industry as a whole

iS not robust.

In case of investors having lower income, portfehanagement may be limited to small
saving income. On the other hand, portfolio managgmmeans to invest funds in
various schemes of mutual funds like deposits,eshand debentures for the investors
with surplus income. Therefore, portfolio manageti®mtomes very important both for
an individual as well as for institutional investot.arge investors would like to select a

best mix of investment assets

A study of deposits and credits of commercial bankBlépal, the credit deposit ratio
would be 51:30 percent, other thing remaining tame, in 2004 AD, which was the
lowest under the period of review. Therefore, the m@mtial bank should try to give
more credit entering new field as far as possiblde@tise, they might not able to

absorb even its total expenses (Shrestha M.K.,)1990

Banking sector's NPA alarming "Non-performing assetsamking sector that currently
stands at 30%”. The total NPA is the banking systenbasia35 billion, while it is even
worse in case to two largest commercial banks- RasBarajya Bank and Nepal bank
Limited. The NPA levels at the-state run RBB stand at 5&%le the figure at NBL
reads 62%, which together account for 37% of total depbsbme Rs.200 billion and

40% of the total loan outstanding of Rs.125 billion of baeking system. Private sector



bank has less non-performing assets in comparisd®BB and NBL (Rawal Subashz,
2003).

Going through the old provision of directivest was seen that thdoans
classification and provisioning norms direct the barnkslassify the loans into six
different categories. However, as the directives gp& Rastra bank issued ‘on October
2001’ the bank required to categorize the loam® four different categories.
Besides this as per the old provision for loans todig bme period of the past due was
5 years but with the new directives, the past dueefdhns to be bad, is three years or
more. Similarly, the past due period of theans to categorized under doubtful
loans category has been reduced from one year to/dé®es to one year to three years.
This means that the previous categorized doubtful leghsnow be a bad loans and
with no change in the percentage of the provision tmhde. Hence, there may be an
increase in the provisioned amount. Subsequently,ptibéit might come down.
Ultimately, the share holder may end up getting less#tahds or no dividend at all.

Increasing non-performing assets is one of the emergiraplems of Nepalese
commercial banks. This study mainly focused on noneperihg loans or assets of
selected commercial banks. It studies the ratios like loatsadwances to total assets,
loans and advances to total deposit, non- performing lwatsal loans and advances,
provision held to non- performing assets, which indictitegerformance and provides
comparable forum on non-performing assets. It algs tto shows the effects on
profitability of commercial banks and related NRB directjvegich is concerned

towards the rendering loan and loan loss provision. Wtal NPA of Nepalese

commercial banks are growing rapidly and it is the mairseaa failure of bank. In this

study, the NPA of commercial banks are presented, zed|ysummarized and stated

findings and recommendation.
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1.4 Statement of the Problem

Financial institutions assist in the economic developneérihe country. Commercial
bank being the financial institution plays signifitaale by collecting scattered surplus
funds and deploy these fund in the productive sects investment. Economic
development of the country is directly related te tlolume of investment made and
return obtained by the bank. Investment problembde®me very serious for the least
developed country like Nepal. This is due to ladksound investment policy of

commercial bank.

Nepalese commercial banks have not formulated therestment policy in an
organized manner. The implementation of policy i$ eiective. The credit extended
by the commercial bank to agriculture and industrédter is not satisfactory to meet
the present growing need. Nepotism and political presalso effects the investment
decision of the commercial banks. Granting loanirsjainsufficient deposit, over
valuation of goods pledged, land and building moréghagrisk averting decision
regarding loan recovery and negligence in recoe¢igverdue loan is some of the basic

loopholes and the result of unsound investment pgiiglgted in the banks.

As the bank has to meet various challenges, thisysuilll be helpful to the bank to
identify and solve some of its weaknesses and prablanevery organization, the
resources are scare and out of these scare resotlmeasbjectives of the organizations
are to be accomplished. Increase in revenue antlotaver expenditure significantly
contributes to improve the profitability as well as theerall financial performance of

an organization by the help of the best utilizatibnesources.

Commercial bank's investment has been found to loaver productively due to
the lack of supervision regarding whether thereraper utilization of their investment
or not. Lack of farsightedness in policy formulatimd absence of strong commitment
towards it is a major problem. The rules and regoitetiare only the tools of NRB to

supervise and monitor the financial institution.
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Currently, the banking sector is facing varioushpeas. One of them, the banking has
been becoming a victim of huge Non-Performing As¢RfBAs). NPAs are one of the
serious problems faced by the commercial banks. tOueastable political condition,
insecurity and other many factors, industries of Nlegra closing down. Lending
carries credit risk, which arises from the failurebafrrower to fulfill its contractual
obligation during the course of transaction. It isllwaown fact that the bank and
financial institution in Nepal face the problem of $mg non-performing assets
(NPAs) and issue is becoming more and more unmaiégeThe main focus of the
statement of the problem is the matter relateth¢dNPAs of the commercial banks.
This research has been conducted to find out thi@o of following problem:-
* What impact does NPA have in financial health axfilts?
» How significant effect does NPA have on profitalyibf the banks?
* Is NRB's directive of priority lending helping imdreasing NPA of the commercial
banks in Nepal?
» Does auctioning NPA or creating it to NBA helpsstive NPA problem in banks? Does
it improve financial status of banks?

» Is provisioning loan works as cushion for possibs or is it an extra burden for banks?

1.5 Obijectives of the Study
The major objective of this research is to exanthrelevel of non- performing
assets (NPAs). The specific objectives are;
* To analyze the Non-performing Assets of Selectepgase Commercial Banks
» To study the internal and external factor thatuefices the proper management
of NPA
* To study the overall impact of loss provision oe fhrofitability of

commercial bank.
» To find out whether the NPA guidelines are followadmaking provision
relate to NPAs
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1.6 Significance of the Study

An NPA is defined as an asset non contributionh® ihcome of the bank. It sloan
asset whose R ecovery (principal and / or interest) leen Wifficult for the bank
financial institution — for whatever reasons. In otheords, a loan from which
repayment of principal or interest is not forthcomingasthe facilities agreement at as
demanded by the bank. In simple terms, NPAs are dkfasethe bad debts for banks
and financial institution. Hence it is important that a stbdytaken to study the impact

of non performing assets.

The success and prosperity of the bank heavily mdpeupon the successful
implementation and investment is collected res@jradich develops the economy of
the country. Good investment policy of the bank pasitive impact on economic
development of the country and vice versa. Increasion-performing loan followed
by increasing loans and loan loss provision is ofethe challenges faced by
commercial banks in the present context. Proper poanision and loan loss provision
helps to get financial strength of the bank. Tleiselarch will be able to give the some
of the present issues, latest information and degarding non-performing loan and
loan loss provision. Not only that, this study givbe real picture of the current non-
performing assets to its stakeholders. The maiodaf this study will be know about
the non-performing assets of selected Nepalese ewvomh banks and make

comparison study of non-performing assets of setecommercial banks.

1.7 Organization of theStudy

Chapter -1 Introduction

This chapter generally covers the general backgrowgadrding the impact of non
performing assets of joint venture bank. And it inchidecus of study, statement of

problem, objectives of study, significance of the staahgl limitation of the study.
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Chapter — Il Review of Literature

It discovers what other research in the area of pemiorming assets hasovered
and left over in this regard. It avoids needless idapbn of research effort. While
reviewing literature, various experts, bankers andBNmRles and regulation are

being considered.

Chapter — Ill Research Methodology

Descriptive as well as analytical research methodologleiag used to carry out
this study. Since the study of impact of non-perfognisset is a vague subject,
appropriate methodology are adopted to analysis theevasmhent made so far in
the three largest banks out of 30 commercial banks.

Chapter — IV Data Presentation And Analysis

This chapter analyzed the impact of non-performingetass quantitative approaches.
Various financial tools like ration analysis and statistical godike standard

deviation mean and co-relation analysis have been WBeslde these, qualitative
improvements, which cannot the quantified, are atke part of analysis.

Findings of the analysis is also included in thiapmer

Chapter -V Summary, Conclusion and Recommendatien
Based on above analysis, achievement in terms of quélltipe traced after the
analysis. Summary, conclusion and recommendationbeitlited to get rid of

any shortcomings and borrowings.
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CHAPTER-II
REVIEW OF LITERATURE

Research is a continuous process it never ends.piideedure and the findings may
change but research continues. So for analyzingl#te and to find something new a
researcher must review and know if there are angie$ a head or not. The purpose of
reviewing the literature is to develop some expertin one's area, to see what new
contributions can be made, and to receive somes ittgadeveloping a research design.
Thus, the previous studies cannot be ignored bed#ey provide the foundation to the
present study. In other words, there has to beirght in research. This continuity in

research is ensured by linking the present studly thie past research studies. In short

there is a significant important of review of lgure.

This chapter is related to examine and review sweteged to books, articles, published
and unpublished different economic journals, birikt magazines, newspapers, and

web sites.

This chapteis divided into following parts:-

i. Conceptual framework

ii. Review of related studies
* Review of related books
* Review of related article and journal
* Review of previous studies

iii. Research gap

2.1 Conceptual Framework

2.1.1 Loan and Advances

The main function of the commercial banks isgenerate the resources or funds
and make loans and advances. It is the most profieddets of bank. Loans and

advances dominate the assets side of balance shest lod g Similarly, earning from
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such loans and advances occupy a major spacedmastatement of the bank. It is the
asset that fetches income for the bank. The pholitya of the banks depends upon the
extent to which it grants loan and advances to@mstrs. Loan granted in the form
of overdraft, cash credit and direct loan. Loamgranted against adequate security. The
banks should have to take in consideration safefiégsans and advances at the time of
lending but not only on profitability. At the timaf lending the loan, the banks carefully
study the lending sectors and make a sound pabicyeindering loan. The policy should
contain the credit deposit ratio. (CDR), the barikhes to maintain. CD ratio is very
much influenced by the behaviors of bank's liak#it The higher the volatile deposit's

and volatile borrowing lower the volume of loan anck versa.

2.1.2 Performing loan

Performing loans are those loans that repay prhimcgmd interest timely to the bank
from the cash flow it generates. In other wordf@ening loan are the productive assets
that generate some profits. Loans have the cetitam period to return its principle with
its interest. If anyone repays loan with its ingren time, is known as the performing
loan. It is the most profitable assets of banlksh#lps to rapid growth of banking sector
in this fast pace competitive age. Better perfogriman are the symbol of success of

banks. But many banks are suffering from the n@ayment of loan amount.

2.1.3 Non-Performing Assets/Loan

One of the most emerging problems of the commetmaaks is to the management of
non-performing assets/loan. Due to the effectsai- performing assets/loan, many
banks have already closed down. In this fast pao#etitive age, the banks should have
to operate taking in consideration that thing. Jéhndoans, which don’t repay principle

and interest on time to the banks, are known aspeoforming assets (NPAS). If any

advances or credit facilities granted by bank tboarower becomes non-performing.

Then the bank will have to treat all the adwedoredit facilities granted to that

borrower as non-performing without having any relgar the fact that there may be still

exist certain advance/credit facilities having parfing status
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NPAs have a different meaning that varies from ¢gui® country. In some countries, it
means that the loan is impaired. In some countites)eans that the payment are
due but there are significant different among coaasthow many days a payment should
be in arrears before past due status is triggefetording to current banking Act, the
banks have to make provision for bad andibtfal debts. After deducting the
band and doubtful debts from the non-performing&saet non-performing assets can

be achieved.

NPA= (NPL+NBA+RNPL+SI+UA)
Where;

NPA= Non-Performing Assets

NPL= Non-Performing Loan

NBA= Non- Banking Assets

RNPL= Remaining non performing loan
Sl= Suspend Interest

UA= Unutilized Assets

Non-Performing loan (NPL) can be defined as the-pi@ductive assets of the banks.
In other words, it is the loan or bad and doubtlebts that doesn't repay timely.
Generally the loan, which doesn't repay within ¢hmmonths, is known as non-
performing loan. The loan amount that doesn't e/dy the collateral after selling is
known as non-banking assets (NBA). Non — perfornaisgets also includes the suspend
interest. It is the interest, which become recdmvabnutilized assets and those
investments which don't generate any cash or insotnethe bank are also non-
performing assets (NPAS). The proper managemettioske assets to generate income is

known as management of non-performing assets.

Increasing NPAs is the emerging problem of the bal¥e know that the some banks
are closed sown due to the uncontrollable NPASUBA, 1016 commercial banks
were declared as unsuccessful (bankruptcy) fronb1@8 1990 and 27 banks
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from 1995 to 2001. However, Nepalese commercialkbaface this type of
problem till now but they have to take step towaitdsFor this, appropriate amount

of bad and doubtful debts is made provision froerttncomes/profits.

2.1.4 Factors Responsible foNPA

Since NPA is a serious problem for today’s bankindustry, it seemsiecessary to
identify the factors that are responsible for NPA. Thetdis can be broadly classified
into two-those that are internal to the organization andethtbat are external to the

organization.

Internal Factors

a) ManagementInefficiency/Weakness

The following leads to management inefficiency and weakn
« The major factor responsible for arising NPA isedto inexperienced by
over ambitious people.
* The second factor is faulty planning i.e. cost ane tawerruns.
* The factor is location error.
* Due to lack of capital/equity also may NPA.
» The Credit analyst the inadequate costing arise the. NPA
* Due to faulty Marketing survey of clients.
* Obsolete Technology.
*  The dishonest management of bank has arisen the NPA.
* Due to dissension among Promoters.
* Because of poor Industrial Relations.
* The bank’s attitude of dependence on few buyers
* The bank’s policy like poor distribution network
*  Due to high competition on Market.

* Long delivers at fixed prices
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b) Financial Reasons
The other factors for arising NPA is financial reas. The financial reasonsiay
arise due to following points.

*  Faulty pricing

* Inadequate funds

* Unplanned expansion

* Diversion of funds

*  Poor realization of book debts/receivable
» Delayed credit borrowings

* Inability to identify loss/profit contributing productéas/centers

c) Marketing Weakness
Other internal factors of arising NPA are due to marketimeakness of banks.

There are certain factors of marketing weakness whielstated below

* Due to glut (excess supply/ availability)

* Due to excessive competition

* Due to demand recession-domestic and global
* Due to change in fashion and taste

*  Due to weak marketing plan and strategy

* Because of the habit of Reactive-not proactive

External Factors
* Government Policies AndActions
The first reason for arising NPA on external factossgovernment policies and
actions. The barriers arise by government policiestated below:
* Due to credit squeeze of government policies
* The government has implement the delayed decisions
* Due to regulated interest rates

*  Because of priority/non-priority sector lending
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*  Withdrawal ofsubsidy

»  Withdrawal of support price

» Government inaction-dumping of overseas product
*  Foreign exchange control regulation

* Inconsistency in policies regarding capital investment&timent

Tax, Tariff, Custom Duties- Both Domestic androreign
The second point of arising external factor is tasfffaand custom duties both domestic
and foreign. There are certain factors of tax, tariftl asustom duties which are
stated below.

» Adverse change in tax, tariff, vat, custom duties

* Regional trade blocks

» Special duties e.g.; SAD(special additional duty)

* Quantity restriction etc by India

* Production Difficulties, Product Obsolescence
The third reason of external factor is product obswénce difficulties, product-
obsolescence. Which are stated below:

» Irregular supply of raw material, power, fuel, water

* Natural calamities

» Technological advancement

Environmental regulations

. Product obsolescence

d) Overall Non — Conductive Industrial Environment/ Insecurity
The fourth reason of arising  external  factor is-noanductive  industrial
environment / insecurity. Which are stated below

* Industrial unrest

» General insecurity

« War
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e) Unexpected Economidownturn
The fourth reason is unexpected economic downtika Irecession; drastically

decrease in income of people etc.

2.1.5 Effect of NPA
NPAs has affected the profitability liquidityand competitfumctioning of public and
private sector banks and finally the psychology of theké@nin respect of their

disposition towards, credit delivery and credit expansion.

Increasing Non-Performing Assets (NPAs) has the de#fects to banks, investors and
customers. It has also negative impact to the econbeatth and business of country.
It has two types of effects (Batra and Dass, 2003:6)

Internal Effect

In the one hand, the bank for increasing the profitgbiian't mobilize the non-

performing assets. In the other hand, the banks haweake provision doubtful debts

from their profits and other sources. That's why thditpod the banks decreases or may
occur losses. As a result, share capital also becomatalca&rosion and capital

inadequacy. In the present context, capital adequatty Nepal, India, UAE, and

Indonesia are 11%,12.6%,12.7% and 21.4% respectiVélg central bank of the

country can take action to their banking activities, whichkbahave lower capital or

capital adequacy ratio. For example, Nepal Developmank Ltd. is suffering the same
problem that can't take deposit due to the action of Nesfd&Bank.

When the non-performing assets increase, the baaks to increase the amount of
provision for doubtful debts and when the loan is rephiel,profit treated as profit. If
the provision for doubtful debts crosses 5% of the toi@h lamount, the bank have to
pay income tax as profit. So, it has direct effect to #hdlow of bank. As a result,

the employment of human resources and profit of ti bas also affected.
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External Effect

The banks accept deposits from the public and geoldan to the operation of business
and other purposes. When the loan does not retitmit& interest, it becomes non-
performing assets and banks will not able to rettiva deposited amount to their
customer. If the banks unable to return the depdsitmount the banks are loosed public
supports and faiths. Not only that much but alee, llanks have to take loan at a higher
rate to pay deposit, which directly affects thefpability of banks and which leads the
bank bankruptcy and dissolved. It also affectsrtiommetary system and economy of the

country.

A. Impact On Profitability

The NPAs has negative impacts on the profitabdityhe banks. Non- Performing assets
are the idle assets of the banks, which do notrgemany return for the banks. Thus, we
can say that the NPAs reduce the profitabilityhed banks due to the becoming the idle
resources. Not only it reduces the profitabilitytteé banks, but also it may the causes for

losing the customer's faiths and supports.

B. Impact On The Outlook Of Banker Towards Credit Delivery

The psychology of the banks today is to insulaentbelves with zero percent risk and
turn lukewarm to fresh credit. This has affectedensgely credit growth compared to
growth of deposits, resulting a low C/D Ratio ardi0% to 54% for the industry. It is
evident that the existence of collateral securitypest may convert the credit extended
to productive sectors into an investment adairesml estate, but will not prevent
the account turning into NPA. Further blocked assmtd real estate represent the
most illiquid security and NPA in such advances tmestendency to persist for a long
duration. Nationalized banks have reached a dedde¢rthe tunnel and their future

prosperity depends on an urgent solution of thisehag threat.
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C. Excessive Focus On Credit Risk Management

The most important business implication of the NR&shat it leads to the credit risk
management assuming priority over other aspectbaok’'s functioning. The bank's
whole machinery would thus be pre-occupied withovecy procedures rather than
concentrating on expanding business. A bank witih Hevel of NPAs would be
forced to incur carrying costs on a non-income dyrel assets. Other consequences
would be reduction in interest income, high levepoovisioning, stress on profitability
and capital adequacy, gradual decline in gbilidb meet steady increase in cost,
increased pressure on net interest margin (NIMYyethe reducing competitiveness,
steady erosion of capital resources and increa#fidutly in augmenting capital
resources. The lesser-appreciated implications reputation risks arising out of
greater disclosures on quantum and movement of NPAsrovisions etc. the non-
guantifiable implications can be psychological lipkay safe" attitude and risk aversion,
lower morale and disinclination to take decisionsalh levels of staff in bank. Two
decades of regimented and directed bakingcredit delivery has deprived bank
managers of the instinct skill and knowledge. Nalzed banking did not produce a
spring of talent resources. Directive inputs andrse direction came externally from
NRB and Finance Ministry which were/are external the day-to-day affairs and
problems of the Nepalese banking industry. Theesysid not promote initiative and
talent, but bred corruption and nepotism. This he tscene of Nepalese Banking
struggling hard to transition from old primitive stgms and values to modern

professional business ethics and corporate gooergamce.

D. High Cost of Fund Due To NPA

Quite often genuine borrowers face the difficultiasraising funds from banks due to
mounting NPAs. Either the bank is reluctant in pdovg the requisite funds to the

genuine borrowers or if the funds are provided, eomt a very high cost to

compensate the lender's losses caused due to dnrgh of NPAs. Therefore, quite

often corporate prefer to raise funds through coroiakepapers (CPs) where the interest

rate on working capital charged by banks is higher.
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E. Impact On Banks Scrip On Stock Exchange

In further of a report, the NRB has said informatibasymmetries arising from less
onsite/off site inspection, declining performanoel ahooting NPAs weighed heavily on
bank stocks. The NRB has for the first time inclideock market behavior of bank scrip
in its annual review of the banking sector. As peNRB Report, despite the various
reforms being carried out in Nepalese Stock exchamguch bank scrip remains
illiquid and thinly traded. The NRB report says,riate sector bank stocks whose
market performance was affected and attributed battering the scrip got in the
secondary market to their poor performance in gdnamd the concern of the market
over their NPAs."

There are various other pressing factors that alevant from the point of view of

Nepalese banking operations with a view to focugingNPAs and its related effects;

i. Excess Liquidity Lending Default
The banks in Nepal are faced with the problem ofdasing liquidity in the system.
Further, the Rastriya Banijya Bank (RBB) is inciegsthe liquidity in the system

through various rate cuts.

Banks can get rid of its excess liquidity by inwieg its lending but, often shy away
from such an option due to the high risk of defauit order to promote certain
prudential norms for healthy banking practices, nodthe developed economics require
all banks to maintain minimum liquid and cash reeserbroadly classified into Cash
Reserve Ratio (CRR) and the statutory ligyidatio (SLR). A rate cut (for instance,
decrease in CRR) results into lesser funds to bketb up in NRB’s vaults and
further infuses greater funds into a system. Howealenost all the banks are facing the
problem of bad loans, non-performing assets, thopmargins, etc. as a result of which,
banks are little reluctant in granting loans topmoate. As such, though in its monetary

policy NRB announces the bankers no longer warmegtgrate cut but such news.
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li. Importance of Credit Rating In Assessing the Rsk of Default For Lenders

Credit rating has been explained by Moody's, a itresting agency, as forming an
opinion of the future ability, legal obligation amdllingness of a bond issuer or obligor
to make full and timely payments on principal anteiest due to the investors. Banks
do rely on credit rating agencies to measure cragit and assign a probability of
default. It depends on the information availablethite credit rating agency. Besides,
there may be conflict of interest, which a crediimg agency may not be able to resolve
in the interest of investors and lenders. Stockgsriare an important (but not the sole)
indicator of the credit risk involved. Stock pricease much more forward looking in

assessing the creditworthiness of a business eiserp

iii. NRB Guidelines on NPA's

In view of the guidelines issued by the Nepal RaBank (NRB), income on NPAs
should be recognized only when it is actually m=di As such, a doubt may arise as to
whether the aforesaid guidelines with respect togaition of interest income on NPAs.
For this purpose, the guidelines issued by the N&tBreating certain assets as NPAs
seem to be based on an assumption that the colieofi interest on such assets is
uncertain. In order to ensure proper apptieciaof financial statement, banks
should disclose the accounting policies adoptedregpect of determination of NPAs

and basis on which income is recognized with rosignificant accounting policies.

Iv. Usage of Financial Statements In Assessing tirisk of Default for Lenders

For banks and financial institutions, both thelance sheet and income statement
have a key role to play by providing valuaisiiormation on a borrower's viability.
However, the approach of scrutinizing financialtestaents is a backward looking
approach. This is because the focus of accounsingni past performance and current
positions. The key accounting ratios generally dsethe purpose of ascertaining the
creditworthiness of a business entity is that dbteeuity ratio and interest coverage
ratio. Highly rated companies generally have |l@®verage. This is because; high

leverage is followed by high fixed interest chargasn- payment of which results into a
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default.

2.1.6 Loan Loss Provision
There is associated risk in every loan. To minimike risk from possible losses of
them loans bank has to allocate some funds addsarprovision. Loan loss provision is
the accumulated funds that are provided as a safédgio cover possible losses upon
classification of risk inherited by individual loenThe level of provisioning in depended
upon the level of NPAs and their quality. Increapedion of NPAs generate additional
liability of resources to the financial instituti@nin other words higher the NPA, higher
the provision as downgraded loans need more pmvidi% provision of total credit is
minimum requirement as every pass/good loan hgwdaision by 1%. However, the
ratio of provision may differ from nation to natidn Nepal, NRB has prescribed:

* Pass 1%

* Substandard 25%

*  Doubtful 50%

* Lossloan  100%
Source: (NRB Unified Directives)

1. Liquidity

Liquidity implies the ability to produce cash onnaEnd. A bank mainly utilizegts
deposit for the purpose of granting advances. Tluegmsits are repayable on
demand or on the expiry of a specific period. In eitbhase, the banker must be
ready to meet these liabilities whenever necessary.adi@nces granted by the banker

are as liquid as possible.

2. Profitability

Banks are essentially commercial venture. idt true that excessive and
unjustifiable profits can only be at the cost of the custgran so far as higher lending
rates push up production costs and in the ultimate anabdversely affects society in

general. at the same time , the facts remains that whilegsbymerating profits allow for
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full prudential provisioning high net profits allofer allocation to capital and reserves ,
which is essential for any bank to maintaia competitive viability and expand its
lending operation. Also, the shareholders of a baealeatitled to reasonable dividend.

All this indicates that it is their lending operations suficiently profitable.

3. Safety andSecurity

The banker should ensure that the borrower has thgyadnd will to repay the
advances as per agreement. The banker should carefuisider the margin of safety.
If it is as unsecured advance, its repayment dependthe creditworthiness of the
borrower, and that of guarantor. The banker shoultsider the charter, capacity and
capital (popularly known as 3 Cs) or Reliability, Respoifit/, and Resources
(popularly known as 3 Cs) of the borrower and thargnotor.

4. Purposes

The banker has to carefully examine the purpose fdiiclwadvance has been
applied. Of course the exact purpose for which igallgt utilized. There is always the
possibility that the advance, once granted, may be dd/éotepurposes other than that
indicated by the borrower at the time of applicationug hthere should be proper

analysis of purpose.

5. SocialResponsibilities

While admitting that banker are essentially commercehture, a bank should not
forget the fact that it is not enough only people ongeare given bank finance , the
identification of priority sectors for the purposé extending bank credit should
be considered as a positive development in the bhgngystem, aimed at effectively
discharging its responsibility towards society . At themsatime, this social

responsibility should not deter the banks from payedpquate attention to the

gualitative aspect of lending. Social responsibility is oold highly exacting.
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2.2 Review of Related Studies

Tatan (2001), in his book*“B anking Law and Practice in India” has pointed

out some aspects regarding industrial sickness aid KMHPA.” It is necessary for the

banker to study the statement of accounts received frote so as to be able to notice
the signs of sickness in advance. The banker shouldkeégo a close watch over the
operations in the accounts of the borrowers tticenoany signal of sickness.
Generally speaking an industrial unit is considere# gi¢t incurs cash loss for more

than two years and likely to do so in the future a i€urrent ratio is less than 1:1 and
there is an erosion of paid up capital , there is reasosissfzect that the industrial unit
may become sick. If the unit is not likely to becomebéaome profitable even after
the infusion of more funds, the industrial unit may leessified as a sick. A close watch
on the operations in the account of the industrial uait elso reveal the sign of
industrial sickness. This can be noticed from fragusverdrawing from the

account , return of bills purchased or discountedlyrato route the sales of goods
through the account, drawing of accommodation ,bdkday in submission of stock
statement , return of goods as defective indicate tire &fi sickness and banker should

be put on guard”.

In his book he has highlighted some guidelines to dealindustrial sickness. “Once
industrial sickness is noticed the question which arisdsovg to deal the sick units.
This wills depend upon the analysis on the factors resplenfor industrial sickness.
The bank would revive the industrial sick units through appropriate program
provided the banks are convinced that in course of tiraendustrial units are likely to
be viable. Therefore, the bank should obtain technieaonomic and financial
feasibility reports prepared by experts. On the basithef reports, an assessment
can be made to find out whether the unit could beleidht is found that the unit is
technically and economically viable provide additionakfices are made available to
the unit, the bank can prepare plan to provide the rmgesgorking capital or term
finance to the unit either in its own or jointly with any ficéal institution. If it is

found that the unit is otherwise viable in all resgmgt management is not competent,
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the bank may consist anchange of management or provide assistance tog@dha

unit. It is not always possible to revive all sick unitsthié units have become insolvent
or there is no chance of success, mere extra fundsitouthe units would not help. It
would, therefore, be advisable to start recovery prangedr to take the unit into

liquidation. If unit are very large, sometimes the goweent may take over the
management of such units or nationalize them. It mayadlvisable to grant some
concessions to the units for their rehabilitation. Thecession may be in the form of
reduced margin requirements, concessional rate of gtfemescheduling of term loan

installment and relaxation of usual norms for fresh waylcapital finance”.

Vaidya, Shakespeare (1998),in his book “Project Failure and Sickness in
Nepal, challenges to investors for investment Risk Manageemt” has discussed
about the early warning system for investment riskagament. In this book the author
has also envisaged number of example about crisisedrdey banks in the world. As
per his view, banking sector cannot ignore anyaeat the economy and the basis of

its good and bad, there is vital role of financial insttatin regards to bad accounts.

In this book, he has cited that, “Nepalese financialitiigins have made significant
progress especially during this decade, although treegtdl far behind the development
market. In spite of having great risk managememt focused on collateral rather
than on project, credit culture is a new aspect bothh&investors and corporate.
Unless we have a credit culture, they will end up renehHow to identify a good bank?
Huge deposits, high technology, strong marketingadrdoranching network etc. Finally
we arrive the point — collection of the loans, on theoleh private sector banks have
lower nonperforming assets (NPA) than their public sectmunterparts. NPAs are the
loans that cannot be or have been recovered. The rgneat owned banks suffer
acutely from this, as they have to lend to various pyi@ectors, at the whims of their
political masters and then forget everything about the mméorever.
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With the growing number of financial institutionsnarket economy,economic
liberalization etc industrial sickness in Nepal has phemnal proportions in the last
few years. Much of the amounts of almost all leadingritial institution are blocked in
sick company, which can be witnessed from dletion notice published regularly
in newspaper. Credit risk is the first risk, which ked¢pe bank moving in the market.
The loans provided against the securities result inefs¢isat can eventually erode
bank’s capital. Because owner’s capital is usually raventhan ten percent of the
volume of loans and risky securities, and often muchtless that, it cannot absorb too
many defaults on loans and securities before bank tapitply becomes inadequate
to absorb further losses. At this point, the bank failgl amll close unless the
regulatory authorities elect to keep it afloat with goveent loans until a buyer can be
found or until the bank becomes viable by reducingatsperforming assets.”

“Banks and financial institution invoke penal measwigen an installment of a term
loan is defaulted; this is simply a banking procedure tendf the borrowers in case of
defaults; however it is not the complete panacea fojegrdailures. The follow up
machinery to enquire into the reasons for the defaulererally slow in movement or
maximum time would have already consumed when banksailyr acknowledge the
failure of the projects. The consequence is that bytitine, lending institution is able

to ascertain the causes for the first default, more installs are overdue.

Delays in implementation schedule, cost escalation in mg&tream, inadequate cash
generation or siphoning of fund are few of the fext@sponsible for default. A lending
institution unless it has an effective monitoring systenay miss these signs of potential
sickness. The first default should be ample evidencedbmething is out of order and
the term lending institution should take immediate stepseview the position detail
before go out of hand.”

“

Finally he concludes “ in order to safeguard the bamfiom the financial crisis

likely to be arose from the project failure and sickts) that is , nonperforming loans
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,the government needs to do a number of thingsfasi it must bringa broad rules
for poor financial institution , transferring bad loansbiadge bank or loam recovery
agency, remove ,any non performing loansfrom ewealthier bank’s balance sheets,
beef up regulation, supervision and disclosure, rowg ability to banks to sell the

collateral that backs soured loans and recapitalize therfgaaistem.

KC, Shekhar and Lekshmy Shekhar (2005) in their book"Banking Theory and
Practice” has expressed different aspects of loan and advamnc#dseir view, loan and

advances are the most profitable banker's earningaairdy derived from these assets.

"The item 'advance and loan' comes next in the orddiqafdity. For all practical
purposes, we may say that they are not shift ablecoDfse, this is the most profitable
asset and the profit is mainly derived from these assesuld, a commercial banker will
generally lead only foe short-term commercial purpoltes not his duty to provide long-
term loans for investment purposes. It is not his duty twige long-term loans for
investment purposes. Such loans are provides by spediaigencies like industrial
banks. The reason advanced in support of this viehaisih the case of long-term loans
the banker will find it difficult to realize them when emengies arise. For instance, in the
case of a mortgage, the mortgaged property may dbeeloan with a safe margin. But
when the bank needs liquid cash most, it may find italiffito convert the mortgaged
property into liquid cash. Herein lays the meaning efdff quoted statement. "The art of
banking lies in knowing the differences between a mgegaand a bill of
exchange (Ministry of Finance; 2005:13

Certain general principles may be laid down which shouldegga banker when he/she is
making loan and advances. Before granting a secured lw&she should carefully

consider the margin of safety offered by the secupibgsibility of fluctuation in its values

and shift ability. If it is an unsecured loan its repaymeitely depends on the credit of
the customer and as such, the cardinal principles, wdibhnker should consider, are
‘character, capacity, and capital of the customer.
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Dahal, Bhuvan and Sarita (2002)in their book A Hand Book to Banking" has
expressed the different aspects of banking. Iir thew, the banks lend and recover the

loan amount in different fields/sectors of the sbgi

"A bank is judged on the basis of Capital, Assetsally, Management, Earning,
Liquidity and Sensitivity to market risk (CAMEL). Ifost all the government banks are
running at loss. Though almost all the private @ebtinks are showing profit, it is very
difficult to call them sound if appraised from CAME approach. Some banks have very
low Capital Adequacy Ratio (CAR) while some bankssén piled up non-performing
assets (NPAs). Similarly, banks don't have propstesn in place for management of
market risks. The people have been raising questmrer the correctness of credit
classification and provisioning of some banks. 3thdhe suspicion come true, it will
prove very costly to the depositors, creditors aational economy as a whole. It would
be prudent to advice NRB to strictly implement i&sently introduction directive so that
other banks avert the fate of NBL, RBB and NID@akal 2002:21).

"Performing assets are those loans that repayipahand interest to the bank from the
cash flow it generates. Loans are risky asses thaugank invests most of its resources in
granting loans and advances. If an individual b&ak around 10% non-performing
assets/loan, (NPA/Ls) it sounds the death knelthat bank ceteris paribus (all other
things remain constant). The objective of sounah lpalicy is to maintain the financial
health of the bank, which results in safety of dgfpos' money and increase in the returns
to the shareholders. Since the loan is a risk afisete is inherent risk in every loan.
However, the bank should not take risk above aateregree irrespective of returns

prospect.”

In their opinion, loan and advances dominate tisetasside of the balance sheet of any
bank and earning from such loan and advances occuopgjor space in income statement.
Hence loan is known as risky asses. Risk of noayegnt of loan is known as credit or

default risk. Performing loans have benefits to seeiety while non-performing loan
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erodes even existing capital. If loan is given tsable project not only lenders and
borrower but also the whole society gets benefitssbciety loses its scarce capital if loan
is given to project, which is not viable.

2.3 Review of Articles/Journals
Chhetri, Dependra B., £001)stated in his article titletNon- Performing Assets: A

Need for Rationalization" that to provide connation of the NPA and its pttn
sources, implication of NPA in financial sectortive South East Asian Resign. He has
also given possible measure to contain NPA. "Laah Advances of financial institution
are mean to be serviced either part of principléhefinterest of the amount borrowed in
stipulated time as agreed by the parties at the minloan settlement. Since the date
becomes past dues, the loans becomes non-perfoamgeds. The book of the account
with lending institution should be effectively opéve by means of real transaction
effected on the part of the debtor in order to ri@nt@an performing.” (Chhetri, 2057:17)

As per his opinion, the definition of NPA differeom country to country. In some of the
developing countries of Asia Pacific Economic Caagien (APEC) forum, a loan is
classified as non-performing only after it has bagear for at least 6 months; similarly, it
is after three months in India, Loans thus defaudtee classified into different categories
having their differing implication on the assetsnagement of financial institution. He
also stated that NPAs are classified according niermational practice into three
categories namely substandard, doubtful and lgseragng upon the temporal position of
loan default. "Thus the degree of NPA assets d¥penlely on the length of time the
assets has been in the form of none obliged byodmeee. The more time it has elapsed

the worsted condition of asses is being perceivedsach assets are treated according.”

As per Mr. Chhetri's view, failure of business fohich loan was used, defective and
below standard credit appraisal system, credit namogsponsored by Government,
slowdown in economy/recession, diversion of fun& a@ome of the lending to

accumulation of NPAs.
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He said that there is serious implication of NPAs, financial institution. He further
added that the liability of credit institution doest limit to the amount declared as NPA
but extend to extra amount that requires by reguladf supervisory authority in the form
of provisioning as the amount required for provisng depends upon the level of NPAs
create a psyche of worse environment especiallythe financial institution like
waiving interest, rescheduling the loan, writiof the loan, appointing private

recovery agent, taking help of tribunals and lavaot etc NPAs can be reduced.

Finally he concluded that financial institutionse dveset with the burden of mounting
level of NPAs in developing countries. "Such ass##bar the income flow of the
financial institution while claiming additional m@srces in the form of provisioning
thereby hindering gainful investment. Rising le@éINPAs can't be taken as stimulus
but the vigilance demanded to solve the problemn tliks, eventually will generate vigor
to gear up the banking and financial activitiesniore active way contributing to

energizing growth.

Tiwari, Gopal (2004), the article titled’” “Financial sector hobbled witthaos,

fragility” was published in the Himalayan times. He dathat Nepal's financial
sector is moving like a ‘sinking boat’. According thim financial institution have
failed in delivering beneficial services to neeggople by developing credit
giving centers in rural areas without which sustaineshemic growth is impossible.
On the other hand banks and financial instituti@verenough liquidity but they

are finding it difficult to find suitable placesriovestment.

“Problem such as insecurity lack of market researdmfrbanks, low investment
opportunities, weak operational policies for cawgyout financial transaction, among
others have contributed to the problem of this sectespide central banks directives
regulating banks and financial institution, private gadernment banks are functioning
haphazardly. Nepal bank limited (NBL) and Rastriya iB@anBank (RBB), the two

largest banks, occupy about 50 percent of the togsibanking assets. An effective
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reform of these two is key to improvezerformance of the whole sector. The process
currently underway to reform these two institutiordgspite paying huge amounts
to foreign experts, has not given expected tesiut- Besides NBL and RBB, the
non- performing assets (NPA) of some private banks sy high. If the government
and central bank allow the financial sector reformdottus only on RBB and NBL, it
might become a futile effort. The current managen@®nRBB and NBL has not been
able to reduce their NPL even after two years, wlnatie crossed over 60%. Earlier
KPMG had calculated NPL at 30- 35 percent. The cebaak itself says, despite efforts
NBL has high NPLs and negative capital of RS 9.75dmill (Van Horne, 1997:240).

At last he suggests that the forthcoming budget shouldrei&in a document
merely but should address financial sector With a wide vision. He further
recommended that in order to create a well regulated,eptudnarket oriented,
competitive and strong financial system in Nepal, the gowent should look to build
up on its indigenous strength and improve upon its regidiral to improve its

efficiencie

Shrestha, Shiv Raj (2001)director of NRB in his article tited ‘Modus Operandi
of Risk Appraisal in Bank Lending’ has tried to highliglifferent aspects of credit
risk management. As per his view, as the effectisgk management is central to
good banking, the tradeoff between risk and return isobrtlee prime concern of any
investment decision whether long — term or shertn. He concludes, “Effective
credit risk management allows a bank to reduce rislspatential NPAs. It also offers
other benefits. Once a bank understands their riskstlagid costs, they will be
determining their most profitable business, thus pricedycts according the risk.
Therefore, the bank must have an explicit credit rislatsgy and support by
organizational changes, risk management technique wash fcredit process and
systems. There are five crucial areas that manageshentd focus on.
* Credit sanctioning and monitoring process

» Approach to collateral.
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» Credit risk arises from new businaggportunities
» Credit exposures relative to capital or total advances

Concentration on correlated risk factors.

Apart from these, the bank management should rdgukariew all assets quality issues
including portfolio composition, big borrower exposurasd development in credit
management policy and process.” Improving risk menamnt will not be easy or
quick. However, Nepalese banker loves little choice. eHiydly, the bank adopt good
risk management practices and will be able to reap $uttegic and optional benefit.

Kathmandu Post (2003),in a titled ‘Loan Loss Provision Rises Notably’ which is
published in the Kathmandu post, the reporter hadenaadendeavor to highlight some
facts and figures regarding loan loss provision of memtial banks.” The banking
sector is witnessing a huge surge in loan loss prowvigio reserves lately. The
increment is primarily a result of a directives issuedNspal Rastra Bank (NRB)
in 2001 that introduces stringent loan provisioning critoiacommercial banks. As
per data recently released by the central bank , ttat bban loss provision in
the country’s banking sector increased from around8RS$ billion in mid — April
2001 to Rs 13.18 billion in mid — April 2003. The iearent is over 51 percent. As
per the latest NRB figures a remarkable surge has $emmin loan provision of Nepal
Bank Ltd (NBL). Against the provision of Rs 1.7 milioin April 2002, the loan
provision amount surged to a whopping of Rs. 7.33dmilin a year” it further states
that apart from the two technically insolvent governmengsted banks, loan provision
of other joint venture private banks has also risenifsigntly and the notable
increments seen in the loan loss provisioningumtso is due to the eight — point
prudential directives that the central bank issued in-mad01 to all commercial

banks.

The reporter concludes, “The directives laid down gém guide lines relating to loan
loss provision to ensure a good health of the overaflking system. The directive
requires loans to be provisioned to the extent of pemtent if payment is defaulted
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for one year. Likewise, the directives requiresnk#o beprovisioned if the extent of 25
percent if payment is defaulted for over three mordhd 50 percent of the period
default extent beyond six months. The earlier cire required progressive
provisioning of loans, but allowed a maximum of threarng, unlike the present system

of just a year, for loans to be provisioned to the extéent percent.”

The Boss (2003),in the magazine titled, ‘Unavailability of wider arrays or
sophisticated banking product’ published in the sbas reported that Nepali

banking sector is primarily focusing on plain vanillanking product such as loans
deposits , letter of credit s, guarantees, remittandes, tieere are value — added
products like funded — risk participation and private ladgeln the trade finance areas,
options and other derivative products in global mafketasury area and remittance
securitization in Nepal's most lucrative area omitence . If our South Asian

counterparts like Bangladesh, Pakistan, Srilanka atid Bre aggressively using these

products, there is no reason why we cannot replicatetproducts in Nepal.

Nepal does not have electronic clearing system folizeg@mn of cheques and drafts
on a real time basis. On the treasury front, unavaitgbof dealing room at the central
bank and electronic dealing screen at treasuries wksbaan be considered another
hindrance. Although few banks have offered intetmetking services, we still have a
long way to go. The report concludes, the major femobthat our banking sector is
facing today has been due to high percentage of adorming loans, the major cause
for which is non compliance of basic credit principléany other issues on non-
compliance of corporate governance have come into lighhough this sector is

comparatively more professional and transparent thaer sbctors, still there are some

major problems which we need to overcome.

Bhattarai, Krishna D. (2003), has presented an article about the “Non- Performing
Assets (NPA) Management”. According to him, a loga very easy term for a borrower
when he has already taken and for a lender notealalt is equally difficult for a
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borrower to avail and for lender to recover. Frormaaker's viewi,it is just like a stone
to roll down from the top of the hill while sanctioning,tliao difficult to roll back the
same stone to the top of the hill while recovering. Anloot recovered within the
given timeframe either in the form of interest servicargorincipal repayment is called
non-performing loan. There are other parameters astavglhantify a NPL. Security not
to the extent of loan amount with specified safety rgima value of security not
realizable, possession not as per the requiremiebank, conflict of charges are
some of the reasons which causes difficulties while vextog the loan.(Pandey,
1988:203).

According to him, NPL of a bank is like a cancer ihuaman body, which will collapse

the entire bank if not taken care in time. This is @mpadrtant discipline in banking to

prevent the entire NPL or avoid situation for a learturn into NPL. Loan for banks is

very essential to generate revenue for operationalnsegeas well as to provide return
to the shareholders.

When a loan advanced from good money turns into a lbad, the chances of
shareholders return as well as the survival of the bankt stake. Ailing banks
cannot portray a better image in public. When a publisdedhe confidence on a bank
and does not deposit, the bank will be in the vefgextinction. Therefore, deposits are
the essence for a bank. A loan disbursed as good do@ms not turn into bad
overnight. It has certain course to turn into bad. Aficieht bank management can
recover the loan before turning it into bad and canre siself from the unwanted

catastrophe

In conclusion, a borrowing may reflect one or all the abeignals that may cause
harm to the bank. There are few ways to protect Beork intentional defaulter but
for those default caused by situations we can relstl@eor restructure their facilities
and help them to meet their debt obligation as per the ft@s they are having. Even
an authentic loan that has been sanctioned with a gieaction may turn into bad due

to lack of proper management and carelessness. Tile Wil have to face heavy
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consequences in such a case. When a good loanalvéffort to protect it, turns into
bad and the borrower’s ability is not sufficient toagpt, he then tries to hide it from
the bank and wants to be relieved temporarily. Suchtsifg give some signals to

the bank and these signals are called dangersigna

A bank must be one-step further than its customers.rttusiust collect all the relevant
information that are required by the borrower for thtalelishment of a business and be
rigid to give loan than to give his own monegthout any security. When a
borrowing unit is not able to serve the debt from the@®explored, the documentations
are merely a decree to enforce legal action against Nevertheless, what gets realized
when everything is lost. A jail and punishment does not gatiesf interest of bank.
Therefore, he is of the view that the bank should alvkegp in mind the formula Know

Your Customers (KYC) before giving loans.

The security given by a borrower may be ample ferakposure. However, the borrower
from other source of business may not be able to gensudbstantial earning to service
the debt. Bank has the right to auction the propertylguidate the loan but in doing so
realization from the auction of the property is alwayssléhan the value of the assets.

This will serve neither the purpose of bank nor the lvegranstead cause loss to both.

2.4 Review of Unpublished Thesis

Before this, various students regarding the various aspéadommercial banks such as
financial performance, non-performing assets, lendinlicyy interest rate structure,
resources mobilization and capital structure have condseteeral thesis works. Some

of them are supposed to be relevant for the studieseseried below:
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Poudel (2063)in his thesis paper‘Comparative financial performance appraisal of
joint venture bank$ with references to Everest bank limited and Nepab”Bank Ltd

His Main Objectives are as follows
* To analyzed relations between different ratios.
* To examine the proportion of Comparative finang@altformance appraisal of
joint venture banks

 To give suggestions and recommendations for theerpeent of commercials
banks.

His Major Findings are as follows

» His study especially concentrated on the depodied®mn of the bank and
disbursement of the fund as loan and advances.

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

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

» Service ideas which will certainly help for thettee utilization of ideal resources
and for the economic development of the country.

Mandal (2064)in his thesis paperComparative financial performance appraisal of
joint venture bank has studied mainly three banks i.e. Nepal Arab BadkNABIL),
Nepal Indosuez Bank Ltd.(NIBL), and Nepal Grindlayd. (SCBNL). His main finding
is that both SCBNL and NABIL have mobilized the tidébnds in proper way for
generating more return but NIBL could not do sgasd as NABIL and SCBNL. He has
recommended enhancing banking facilities in ruraéaa by encouraging small

entrepreneurs development programmers, to playlaetdanking role to mobilize.
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His Main Objectives are as follows
* To analyze the lending practices and resourcdgattons of NB bank.
 To examine the correlation and the significationtldir relationship between

different ratios related to capital structure

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

found unsatisfactory.

Tuladhar (2065) on his thesis entitledfA study on Investment policy of Nepal
Grindlays Bank Ltd. in comparison to other Joint Vieure Banks (NABIL and HBL)”
The study found that NGBL has been successful tmtaia in the best way both
liquidity position and their consistency among #hreanks. Profitability position of
NGBL is better than NABIL and HBL.

His Main Objectives are as follows:
* To analyze the impact of investment policy selecieaimercials banks.
 To examine the correlation and the significationtldir relationship between

different ratios related to capital structure

His Major Findings are as follows:

» On the basis of this feedback information, regalenges or implementation of
new rules and regulations can be easily carried out

* NRB should also encourage frequent training to neEmrants to provide
orientation on the conceptual dimensions and pralciispects of operation of the
banks

» Constraints of socio- economic political systemame hand and that of issues
and challenges of JVBs commanding significant bagkbusiness of other

spectrum
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» The collection of deposit and loan investment doyp¢he commercial banks also
to sustain themselves in the environment of cortipes,

* They should introduce novel technology and equigiada collect deposit.

Regmi (2066)on his thesis entitledA comparative study of financial performance of
Himalayan Bank Ltd and Nepal Bangladesh Bank LtdHe conducted a study between
HBL and NBBL. Some of the findings of the researclee that HBL has better
profitability position than NBBL, so it is recomm#gd to NBBL to utilize its resources

more effectively.

His Main Objectives are as follows:
» To examine the relationship between different satio

» To calculated and analyzed the financial and sieais tools

His Major Findings are as follows:
* He has further suggests that both the banks slextohds their resources to rural
areas to promote development
* Hence, the bank has been suggested to manageatdnrent portfolio efficiency
» These are indeed significant milestone in the forrdevelopment process to the
economy
» But keeping in mind, the social and economic stmecdf our country, we should

not turn a deaf ear to regional balance.

Pokhrel (2067)on his thesis entitledA comparative study on financial performance
of Nepal Bangladesh bank Ltd and Everest Bank Ltdwas concluded to analyzes,
examine an interpret the financial performance &BN and EBL for the study. The
study finds out that the average net profit margimains greater in NBBL. Higher CV in
EBL suggests greater fluctuation in the ratio aber period. EBL found to be weaker in

utilizing the bank assets for the profit generatiBBL holds greater capacity in paying
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immediate obligation as revealed by the higher Gash bank balance to current assets

ratio.

His Main Objectives are as follows:
* To analyze the impact of financial performance &phl Bangladesh bank Ltd
and Everest Bank Ltd
* To examine the correlation and the significationtldir relationship between
different ratios related to capital structure

His Major Findings are as follows:

» Therefore, there should be the awareness progegjularly conduced in terms of
seminars

» Workshop from well experienced personnel suchoaseixecutives from banks
and concerned regulating authorities.

* They should introduce novel technology and equigiada collect deposit.

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

» Financial credit worthiness of the borrower mustdwaluated properly before
granting the loans.

Adhikari (2068) in his study entitled;Evaluating the financial performance of Nepal
Bank Limited” has calculated and analyzed the different ratiosliserving figures of
balance sheets of Nepal Bank Limited for the pert®d 2038/39 to 2049/50. He
remarked that the bank is not found to have bedn tabutilize its fund effectively and

efficiently for the development of the economy.

His Main Objectives are as follows:
» To examine the Evaluating the financial performapiclepal Bank Limited
» To calculated and analyzed the financial and s$iedis tools by using secondary

and primary data.
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His Major findings are as follows:

» The collection of deposit and loan investment doyp¢he commercial banks also
to sustain themselves in the environment of cortipes.

» The deposit funds in productive sectors and totgramore priority to the local
manpower.

» Economic development of a country cannot be imabiméhout the development
of commerce and industry

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

2.5 Research Gap

From the above study, it can be said that the N&Aone of thechallenging

problem of commercial bank in Nepal, which is followbd increasing loan loss
provisioning. It is found that some research in thated topic but no research
was found in detail research and analysis on impact af qmerforming assets.
Hence the research has attempted to fill the gap Kiygaeference of Lumbini Bank
Limited, Nepal Bangladesh Bank limited, Himalayan bank itech and Bank of

Kathmandu . This study will try to show the presesgues, latest information on
bank’s NPA’s and other ratios, data and real picturdoan advance of Nepalese
Commercial Bank.

After reviewing the relevant literatures, the neottapter concentrates in the
research methodology applied in the study and the@qgser of this research is to
develop some expertise in one's area, to see whatoetnibution can be made and to

gain some ideas, know ledges and suggestionsatiaelon lending practices
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CHAPTER - 11l
RESEARCH METHODOLOGY

Research as the name implies means to searchdy ahout a phenomenon. i a

repeated action to find or investigate something inieniic manner. This research
in a study about non performing assets of commeénzaamks of Nepal. It seeks
to find out facts about non performing assets ardtiomships by defining and
redefining problems, formulating hypothesis, collectimgganizing and evaluating
data, making deductions and conclusions to determimetler they fit the formulated

hypothesis.

3.1 ResearchDesign

The basic objective of this study is to find out the eftdcnon performing asset in the
commercial banks of Nepal. This study is an exploragmyvell as descriptive study
and is a kind of research. Extensive study of norfopaing loans, its effect in different
aspect if bank, factor responsible for it, its scope @mallenges has been carried out
using a secondary data. Descriptive approach hasussehto describe the concept of
non performing assets and analytical approach has ussshto depict and to analyze
the current situation. The data and information collected tr@survey are rearranged,
tabulated, analyzed and interpreted accordingly to the oetne study for attaining the

stated objectives.

3.2 Population andSample

The term 'population’ for research means all the membany well defined class of
people, event or object. It means that the entire groupewple, events or things of
interest that a researcher wished to investigate. I8amp the other hand is the
representative part of population selected from it withalbjective of investigating its
properties. If some elements are selected with thetiote of finding out something
about the population from which they are taken thet ¢roup of element is called a
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sample. Thus, a sample is just a portion of uh&verse selected with a view to draw

conclusions about the universe under study. Hences & representative selection of

a population that is examined to gain statistical infélona about the whole. At

present, the total number of object in the general tdpials with the commercial

banks. There are all together 26 commercial banks in Nefalt of these total

commercial banks some selected banks are selectatieasample. For this study

Nepal Bangladesh Bank, Himalayan Bank and Nepal Imadt Bank are taken as

sample.

Table 3.1 below clearly describes about total populatemget population and sampled

drawn.
Table: 3.1
List of Commercial Banks
Establishment | Location of the Head
S.No. | Name of Banks Date (B.S) Office
1 Nepal Bank Limited 1994/07/30 Kathmandu
2 Rastriya Banijya Bank 2022/10/10 Kathmandu
3 Nabil Bank Limited 2041/03/29 Kathmandu
4 Nepal Investment Bank Limited 2042/11/16 Kathmandu
5 Standard Chartered Bank Nepal Limited  2043/10/16 Katbman
6 Himalayan Bank Limited 2049/10/15 Kathmandu
7 Nepal SBI Bank Limited 2050/03/23 Kathmandu
8 Nepal Bangladesh Bank Limited 2050/02/23 Kathmandu
9 Everest Bank Limited 2051/07/10 Kathmandu
10 | Bank of Kathmandu Limited 2051/11/28 Kathmandu
Nepal Credit and Commerce Bank
11 | Limited 2053/06/23 Siddhartha Nagar
12 | Lumbini Bank Limited 2055/04/01 Narayangadh
13 | Nepal Industrial and Commercial Bank| 2055/04/05 Biratnagar
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Ltd.
14 | Machhapuchhre Bank Limited 2057/06/17 Pokhara
15 | Kumari Bank Limited 2056/08/24 Kathmandu
16 | Laxmi Bank Limited 2058/06/11 Birgunj
17 | Siddhartha Bank Limited 2058/06/12 Kathmandu
18 | Agriculture Development Bank Ltd 2024/10/07 Katndu
19 | Global Bank Limited 2063/09/18 Kathmandu
20 | Citizens Bank International Limited 2064/01/07 atKkmandu
21 | Prime Commercial Bank Limited 2064/06/07 Kathdhan
22 | Bank of Asia Nepal Limited 2064/06/25 Kathmandu
23 | Sunrise Bank Limited 2064/06/25 Kathmandu
24 | Development Credit Bank Limited 2065 Kathmandu
25 | NMB Bank Limited 2065 Kathmandu
26 | Kist Bank Ltd. 2066/01/24 Kathmandu
27 | Mega Bank Ltd 2067 Kathmandu
28 | Janata Bank Nepal Ltd. 2067 Kathmandu
29 | Commerz and Trust Bank Ltd. 2067 Kathmandu
30 | Civil Bank Ltd. 2067 Kathmandu
31 | Century Commercial Bank Ltd 2067 Kathmandu
32 | Sanima Bank 2069 Kathmandu

Source: Nepal Rastra Bank

The following are the banks, which are taken aspdarfior the study are

1. Nepal Bangladesh Bank

2. Himalayan Bank Limited

3. Nepal Investment Bank Limited

These banks are taken as sample because thesehoéohk®ry good example of NPA.
Out of these banks we can say that the Nepal BdegilaBank can be worst case’s
example, Nepal Investment Bank can be best caseHanalayan Bank can be most

likely case’s example.
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3.3 Sources oData

Making study more reliable and justifiable, secagyddata has been usedtims study.
The annual reports of the subjected banks are the majoces of the data for the
study. However, beside the annual reports of theectwe banks, the following
sources of data are also considered.

NRB reports

Annual reports of the selected commercial banks

Various publications dealing in the subject matter wdyst

Various Atrticles published in the newspaper

a bk w0 DnkE

Different websites

Another source like interviews, desertion, remarksheydpecialist of the subject, those
are capable in providing valuable data and conclusioauldhbe considered in the

study.

3.4 Data Processing Procedures & Analysis

Data collected from various sources were in raw farney were classified and tabulated
as per the nature of the study and in accordance ofatiae Applying different financial
and statistical tool made data analysis. Further to ragrése data in simple form bar

diagrams and graphs have also been used.

3.4.1 FinancialTools

While adopting financial tools, a ratio is used as achemark for evaluating the
financial position and performance of any firm. “Hical analysis is the process of
identifying the financial strength and weakness of the fiynproperly establishing

relationship between the items of the balance sheet antgndfloss account” (Pandey,
2000: 108).” financial analysis is the use of financethtement to analyze a
company’s financial position and performance and toessssfuture financial

performance” (Wild, Subramanyam and Halsey, 2003:13
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3.4.1.1 RatioAnalysis

Ratio analysis is the widely used tool of financalalysis. A ratio is simplypne
number expressed in terms of another and as BueRpress the numerical or
guantitative relationship between two variables . Ratialysis reflects the relative
strengths and weakness of any organizatioro ahglicates the operating and
financial growth of the organization. It summaries theaficial figures and make
guantitative judgment about the financial performaraed positions. The relationship
between two accounting figures expressed, mathemgtiéallknown as financial
ratio (Pandey, 2000:108) to make analysis, we canvasious ratios. But only those
ratios have been calculated which are related to thedutnjatter.

Loan and Advances to Total AssetRatio

The loan and advances to total assets ratio nesaste amount of loan and
advances in the total assets. It means that it shoesptoportion of loan and
advances to total assets. High degree of loan awdnads indicates the good
position of the organization that of good mobilizatiof deposits of fund. In
inverse, low degree of loan and indicated that useunfl fproperly. Loan is the
risky assets. Thus higher loan and advances to tosatsasatio shows high risk
and inversely low loan and advances to total assets shtovs low risk. Risk
consist the uncertainty and future is uncertain. Tthes|oan and advances may or may

not be recovered with its interest. This ratio can be bt as follows:

Loan and Advances to Total Ratio = Loans and Adv&nce

Total assets

Loan and Advances to Total Deposit Ratio (CD Rtio)

The main objective of commercial banks is to mak@odé and lend it in the

secure field. The loan and advance to deposit showselhtgonship between the loan
and advance and total deposit. It shows how much @dirtieposit is provided as loan
and advance. This ratio is used to find out how ssfaly the bank are utilizing their
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deposit fund in credit or loan for profit genergtipurpose asoan and advances
yield high rate of return. Higher CD ratio ingd the better utilization of total
deposits and better earning. Hence 70% to 80% CD ratmorisidered as more

appropriate. This ratio can be calculated as follows:

Loan and Advances to Total Deposit Ratio = Loars Aadvances

Total deposit

Non- performing Assets to Total Loans and AdvanceRatio

This ratio determines the non- performing asdatsthe total loan advances
portfolio. Greater ratio implies the bad quality of loahtbe bank. Hence lower
non- performing assets to loans and advances ratipreferable. As per international
standard only 5% NPA is allowed but in the context epal 10%

NPA is acceptable.

Provision Held to Non- performing AssetsRatio

This ratio describes the proportion of provision heldhéo- performing assets of the

bank. This ratio measures up to what extent of riskrariten NPA is covered by the

total loan provision. Higher ratio signifies thatettbanks are safeguard against
future contingencies that may create due to nonrformeing assets. So, higher the

ratio better is the financial strength of the bank. This naticalculated as follows:

Provision Held to Non- performing Assets Ratio = Tbtmn Loss Provision

Total Non Performing Assets
Non — performing Assets to TotalAssets
This ratio indicates the ratio between the non — perfornaisgets and total assets.
Higher NPA to total assets implies ratio implies thad beffect in banks
performance and it decreases the profitability of the $amd lower ratio implies the
better performance of the bank and it increases théglitity of banks. This ratio can

be calculated as follows:
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NPA to Total Assets = Total Non Performing Asset

Total Assets

Provision Held to Loans and Advances

This ratio indicates the ratio between provisioakitand total loans and advances of the
bank. It describes how much provision is held fdoan and what amount of loan in a
bank can go bad. This ratio can be calculated |asifs:

Provision Held to Loans and Advances Fotal Loan Loss Provision

Total Loans and Advances
Return on Loan and Advances
This ratio indicates the proportion of the ovetaltoloans and advances. It
describes how efficiently the bank has employed #gsurces in the form of loan and
advances of the bank, higher the ratio better is theqmeaihce of the bank and vice

versa . It is calculated as follows:

Return on Loans and Advances = Net Profit

Loans and Advances
3.4.1.2 StatisticalTools
The statistical tool is essential to measure the relationdhiywooor more variable. It
is the mathematical technique used to facilitate the asaiysil interpretation of the
performances of the organizations. It helps to complaeeperformance, strengthen,
weakness of the organizations. It also helps to pretentdata, show the relation
and deviation or differences of variables afgamizations, in this study, the

following statistical tools are used:

Arithmetic Mean
Arithmetic meant or simply a ‘Mean’ of a set of obsgion is the sum of all the
observation divided by the number of observation (Bajatgely 1996:177). It is the

best value, which represent to the whole group. Meahe arithmetic average of a
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variable. Arithmetic mean of a series is giugn

Mean §’) =¥X

N
Where, X = sum of the variable
!X!

N= No of observation

Standard Deviation

The standard deviation is the absolute measwfesdispersion in which the

drawbacks present in other measures of dispersiorearaved. It is said to be the best
measure of dispersion as it satisfies most of the neegi®f a good measure of
dispersion (Bajracharya, 1996:177).

Standard deviation is defined as the positiggase root of the mean of square
of the deviation takes from the arithmetic meamdicates the ranges and size of
deviation n from the middle or mean. It measures theolabe dispersion. Higher the

standard deviation higher will be the variability and weesa.

Dispersion measures the variation of the data froen déntral value. In other word,

it helps to analyze the quality of data regarding itsabdity. It can be:

Standard Deviationo) = [} X2 - [2 X J

N N

Coefficient of Variation

Standard deviation is the absolute measure of dispersioa. r@lative measure of
dispersion based on the standard deviation is knowthe<soefficient of standard
deviation (Bajracharya, 1996:177).

It is independent of unit. So, two distributions catebly be compared with the help of

C.V for their variability. Less the C.V, more will beethuniformity, consistency etc.
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and more the C.V less will béhe uniformity, consistency etc. it is calculated as

under:

Coefficient of variation (CV) =2 x100

Correlation Coefficient (r)

Correlation coefficient is defined as the associabietween the dependent variable
and independent variable. It is a method of determirtiegrélationship between these
two variables. If the two variables are so related changee value of independent
variable cause the change in the value of dependerdbima then it is said to
have correlation coefficient.

[

"W
\Z xE o E '1-'2

]

Correlation Coefficient (r) -

The Karl Pearson Coefficient of Correlation always fdlistween -1 to +1. The
value of correlation on coefficient in -1 signifies thegative correlation and +1
signifies the positive correlation coefficient. Th®lowing general rules are

mentioned for interpreting the value of r.

When r = 1, there is positive perfect correlatiorwsen the two variables

When r = -1, there is a negatively perfect corretatietween the two variables.

When r = 0, the variables are uncorrelated.

Near the value of r to +1, closer will be the relatiopshetween two variables and

nearer the value of r to 0, lesser will be the relatigns

Probable Error
Probable error of the correlation coefficient dendtgdP.E. is the measure of
testing the reliability of the calculated value of r. if rthe calculated value of r

From a sample of n pair of observations, then P.Befimed by
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P.E. = 0.6745(1-r?)
S\

Where, r = correlation of coefficient

N= no of observation

It is used in interpretation whether calculatedueadf r is significant or not.
I. If r< 6 P.E., it is insignificant.

i. Ifr>6 P.E., itis significant.

In other cases, nothing can be concluded.

The probable error of correlation coefficient mag bsed to determine the limits
with in which the population correlation coeffictefies. Limits for population

correlation coefficient are rP.E.

Trend Analysis
One of the most popular and mathematical methodledérmining the trend of time
series is the least square method. By using thibkade we can estimate the future trend
values of different variables. Hence, for the eation of linear trend line following
formula is used.
Y=a+bh
X
Where,
Y= Trend value
a=Y Intercept
b= slope of trend line of the amount of change irVafriable that is
an associate with change in 1 unit in X variable

X= Time variable

54



CHAPTER-IV
DATA PRESENTATION AND ANALYSIS

In this chapter, raw form of data which were cakecfrom various sources are processed
and changed into an understandable presentatiog fisancial as well as statistical tools
supported by diagram and graphs as mentioned irpréndous chapter. Similarly, the
process of transforming of data is undertaken lier éxamination and interpretation of
such data to draw conclusion. Therefore, this tdrags the heart of the study, as
all the findings, conclusions and recomnatiah are going to be derived from the

calculations and analysis done in this section

4.1 Ratio Analysis

4.1.1 Loans and Advances to Total Assets Ratio

Loans and advances of any commercial banks regrédsemajor portion in the volume

of Total Assets, the ratio of loans and aawbes to total assets ratio measures the

volume of loans and advances in the structuretaf &ssets.

The higher degree if this ratio indicates the gpedormance of banks in mobilizing its
funds by way of lending function. However in itsveese side, the high degree of this

ratio is representative of low liquidity ratio e#th

Granting the loans and advances always carriega@rceegree or risk. Thus this asset of
banking business is regarded as risky asket,ldw ratio shows low productivity and
high degree of safety in liquidity and vice ver$ae interaction between risk and return

determine this ratio.

55



Total Loan and Advance (TL) to Total Assets (TA)

Table: 4.1

NBB HBL NIBL

TL TA Ratio TL TA Ratio TL TA Ratio
2008/09 9796 | 16722| 58.58 1576231065| 50.74| 13171 22009/1%9.85
2009/10 9196 | 14282 64.39 1779334645 51.36] 17769 28573  62.19
2010/11 9470 | 15584| 60.77 2023337527 53.92| 27529 4020% 68.47
2011/120 7026 | 16830f 41.7% 2551940791| 62.56] 36827 54635 67.41
2012/13| 9119 | 12531 72.77 2912342717| 68.18] 40948 5730% 71.45

Mean 59.65 57.35 65.87

SD

Ccv

Table 4.1 shows the loans and advances to totalsasGthree banks for five consecutive

years. Here, ratio of HBL and NIBL is in increasitrgnd where as ratio of NBB is
fluctuating. The mean ratio of NBB, HBL and NIBL 57.59, 52.96 and 64.15

respectively. Among the entire bank, NIBL has tighlst mean ratio whereas HBL has

the lowest. It indicated that NIBL is mobilizintgsifund more satisfactorily than other

bank. It can be interpreted as it has highest @egfénvestment in risky assets and HBL
has the lowest. The SD of 3 banks is 9.04, 6.043a8%l respectively and CV is 15.73%,
11.41% and 5.69%. It can be interpreted that NBS8 liighest degree of deviation and

highest degree of variation.

The above table can also be presented in a batadmaghich is as follows:

56



Figure: 4.1
Total Loan and Advances (TL) to Total Assets (TA
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From the figure 4.1, it can be interpreted that NSBTA has increased drastically in 5
years whereas there is very slow growth in HBL'd &BB’s TA. Similar is the case with
TL. There is significant growth in TL of NIBL whe@s TL of NBB has declined in later
years and TL of HBL has very slow growth. It canitierpret that NIBL has the highest
loan and advance to total assets ratio than otiHBL has the least loan and advance

to total ratio during the period of study.

4.1.2 Loans and Advances to Total Deposit Ratio

Loans and Advances to total deposit ratio is oftalhed credit deposit ratio (CD ratio).

The core banking function is to mobilize the furdidained the depositors to borrowers
and earns profit and CD ratio is the fundatal parameter to ascertain fund
deployment efficiency of commercial bank. In otherds this ratio is calculated to find

it how successfully the banks are utilizing thetat deposits on credit or loans and
advances for profit generating purpose asndoand advances yield high rate of
return. Greater CD ratio implies the better uttiiaa of total deposits and better earning,
however, liquidity requirement also needs due amrsition. Hence 70%-80% CD ratio is
considered as appropriate. This ratio is calculdtedlividing total credit or loans and

advances by total deposit of bank.
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Table: 4.2

Total Loan and Advances (TL) to Total Deposit

NBB HBL NIBL

TL Deposi | Ratic TL Deposi | Ratic TL Deposi Ratic
2008/0¢ | 979¢ 1301t 75.27 15762 | 2645¢ | 59.5¢ 131771 | 1892; 69.5¢
2009/1( | 919¢ 946¢ 97.1% 1779¢ | 299(6 | 59.5( 1776¢ | 2448¢ 72.5¢€
2010/1: 947( 1088: 87.02 2023: 3180¢ 63.62 2752¢ 3445; 79.91
2011/1: | 702€ 999¢ 70.2¢ | 2551¢ | 34681 | 73.5¢ | 36827 | 4669¢ 78.8¢
2012/17 | 911¢ 1005: 90.7: | 2912¢ | 37611 | 77.4: | 4094¢ | 5009« 81.7¢
Mear 84.1( 66.7¢ 76.5¢

S.C

C.Vv

Sources: Annual Report of Sample Banks

The table 4.2 exhibits the loan and advances & tiposit ratio of commercial banks
for 5 consecutive yrs. The NBB has fluctuatingaathich has increases maximum up to
97% in year 2009/10 and minimum is 70% in 2011M#: ratio of HBL and NIBL is in
increasing trend. The ratio of HBL has increasemmfrs4% to 74% whereas ratio of
NIBL has increased from 73% to 79% in 5 years. Hovgs that NIBL has better

utilization of its deposited fund in loans and ags@s than other bank.

The mean ratio of NBB, HBL and NIBL is 81.82, 62.83d 74.85 respectively. Among
all, NBB has highest mean ratio which shows that NBB lend higher amount in the
form of loan and advances. The HBL has the loweammatio among them. It provides
lower amount in the form of loan. Thus it can &®id that the management of HBL
is risk averse as compare to other banks. NI®&kehmoderate mean ratio. The S.D of
NBB, HBL and NIBL is 10.54, 7.25 and 4.38 respeeiyv So NBB’s data has high
variation from an average mean. Similarly C.V of BIB also highest compare to other
two banks which proves its data has high degrekewaiftion.
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Above Total Loans and advances to total depositbmapresented in bar diagram also

which is as follows

Figure: 4.2
Total Loan and Advances (TL) to Total Deposit
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From the figure 4.2, it can be interpreted thatasdgtpof NIBL is highest in comparison
with other two banks whereas deposit of NBB is Istv&here is a significant growth in
total loans and advanced of NIBL and HBL wheredmg decreased in the case of NBB.
So it can be concluded that NBB has the highest ddittotal loans and advances to total
deposit. So NBB lends higher amount in the forntoah and advances compare to all
other

4.1.3 Loan Loss Provision to Total Loans and Advares Ratio

The ratio of loan loss provision to total loans addances describes the quality of assets
that a bank is holding. Nepal Rastra Bank hasmgdiesctives to commercial banks to
classify its loans and advances into the categbpass, sub- standard, doubtful and loss
on the basis of maturity of principal, to make tw®vision of 1, 25, 50 and 100
percentages respectively.
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Loan loss provision signifies the cushion againgiife contingency create by the default
of the borrower in payment of loans and ensuresctminued solvency of the banks.
Since high provision has to be made for non- periog loan, higher provision for loan
loss reflects increasing non- performing loan ituate of total loans and advances. The
low ratio signifies the good quality of assets lre tvolume of loans and advances. It
indicates how efficiently it manages loan and adeanand makes efforts to cope with
probable loan loss. Higher ratio implies, highertjpm of NPL in the total loan portfolio.
Table: 4.3

Loan Loss Provision(LLP) to Total Loan and Advancs Ratio (TL)

NBB HBL NIBL
Fiscal Year| LLP TL Ratic LLP TL Ratic | LLP TL Ratic
2008/09 | 1.691 | 9,796 | 17.26| 1,029 15762 6.53| 374 13171  2.84
2009/10 | 3,634 | 9,196 | 3952\ 760 17793 4.27| 443 17769  2.49
2010711 | 3,301 | 9,470 | 3486|679 20233 3.36| 537 27529  1.95
2011/12 | 2,376 | 7,026 | 3382|708 25519 2.77| 584 36827  1.59
2012/13 | 2,450 | 8,02¢ 640 20619 434 42872
Mean 27.55 4.78 2.26
S.D 11.98 1.88 0.49
cV 43.48 39.35 21.82

Sources: Annual Report of Sample Banks

The table 4.3 exhibits the ratio of loan loss ps@mn to loans and advances of the banks for the
five consecutive years. The table shows that ratiéiBL and NIBL is in decreasing trend
whereas ratio of NBB is increasing. Ratio of NBBsHacreased drastically in year 2009/10.
Higher LLP is indicative of poor and ineffectiveedit policy and higher proportion on non-
performing assets. Hence the greater ratios of NBdyest that there are higher proportion of

NPL in the total loans and advances.

The standard deviation of NBB, HBL and NIBL is 18.9.88 and 0.49 and their CVs are

43.48%, 39.35% and 21.82% respectively. Here wectzarly see that NBB has higher
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deviation and higher variation during the studyiqubr
This can also be interpreted in the diagram below:
Figure: 4.3

Loan Loss Provision (LLP) to Total Loan and Advancs Ratio (TL)
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The figure 4.3 clearly indicated that NIBL has tbevest LLP and NBB has the highest.
In case of TL, it can be clearly seen that TL df3abanks are in equal level during the
study period. So it can be concluded that ratibld? to TL is highest in NBB than other
2 banks.

4.1.4 Non- Performing assets to Total Loan and Advece

This ratio determines the proportion of non-perfoignassets in the total loan and
advances portfolio. As per NRB directives the lofatling under category of
substandard, doubtful and loss are regardednas performing assets or loan. The
higher ratio implies the bad quality of loan oretssof banks in the form of loan and
advances where as lower ratio implies the betpeality of assets of banks in the
form of loan and advances. Hence, lower ratigrsferable as per international
standard only 5% NPAs is allowed but in the cas®&epal, maximum 10% NPAS is
acceptable. The table presented below, exhibitsatie of non- performing assets to loan
and advances of 3 banks NBB, NIBL and HBL for fomsecutive years.
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Table: 4.4
Non Performing Asset (NPA) to Total Loan and Advanes (TL)

NBB HBL NIBL
NPA TL Ratic NPA TL Ratic NPA TL Ratic

2007/0¢ 1,832 9,626 19.0% | 1,001 1345 7.4 281 1045 2.6¢
2008/0¢ 2,927 9,796 29.8¢ | 1,041 1576: 6.6C | 272 1317: 2.07
2009/1C 3,646 9,196 39.6¢ | 642 1779: 3.61| 422 1776¢ 2.37
2010/1: 2,945 9,470 31.1C | 476 2023 2.3t | 310 2752¢ 1.1
2011/1: 1,356 7,026 19.3( | 551 2551¢ 2.1¢| 302 3682; 0.82
2012/1: 1,26¢ 6,06: 44z 2761¢ 32C 4087

Mear 26.6: 3.9¢ 1.6¢4

SO 8.3C 2.47 0.8¢

Cc.v 31.1% 62.4( 50.8¢

Sources: Annual Report of Sample Banks

The table 4.4 exhibits the ratio of Non -performagsets to loans and advances of NBB,

HBL and NIBL for five consecutive years. The figurepresented in the above table

shows that all three banks have fluctuating le¥eNlIBA. Among this also, NBB has the

highest level of NPA. Lower NPA shows effective ditemanagement of bank and its

effort of recovering bad debts through establishnoémecovery cell. The mean ratio of
NBB, HBL and NIBL is 26.63, 3.96 and 1.64 respeelyv Here it is clearly seen that

NBB has higher NPA than the acceptable standar®.8%.

It proves that credit

management in NBB is not as effective as of twepthanks i.e. HBL and NIBL. Over

all these, three banks should manage their NPL alew the prescribed standard.

S.D of NBB, HBL and NIBL is 8.30, 2.47 and 0.83 a@dv is 31.17%, 62.40% and
50.85% respectively. Thus it signifies that NBB Haghest deviation and HBL has

higher degree of variation. Here among three bahkBL is moderate in term of

variability and deviation. Since NPL is one of teuses of banking crisis, bank should

give serious attention to this matter.




This can also be interpreted with the help of tik¥ing diagram:
Figure: 4.4
Non Performing Asset (NPA) to Total Loan and Advanes (TL)
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From the figure 4.4, it is clearly seen that altfjouhere is drastic increase in TL of
NIBL, its NPA is the least. There is decrease IinofIHBL and consistent increase in the
same of HBL. So we can say that, NIBL has effectivedit management system than

two other banks during the period of study.

4.1.5 Provision Held to Non — Performing Assets

This ratio determines the proportion of provisicgichto non performing assets of the
bank. Every bank should have to make provisiorttierloan to minimize the risk of not
recovering the loan from the customer on time.tBig, ratio measures up to what extent
of risk inherent in NPA is covered by the totalrildass provision. Higher ratio signifies
that the banks are safeguarded against futurengaricies that may create due to non
performing loan or in other words banks are cusldbiprovision to cope the problem
that may be cause due to NPL. Hence higher rabashhe better financial position of
the bank.
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Loan Loss Provision (LLP) to on Performing Asset (IRA)

Table: 4.5

NBB HBL NIBL
Fiscal Year | LLP NPA Ratio LLP NPA Ratio LLP NPA Rat
2007/08 1,185 | 1,832 | 64.68| 937 1,001 93.61256 | 281 91.1(
2008/09 1,691 | 2927 | 5777/ 1,029 | 1,041 98.85374 | 272 137.50
2009/10 3,634 | 3,646 | 99.67| 760 642 118.38443 | 422 104.98
2010/11 | 3,301 | 2,945 112 09| 679 476 142.65537 | 310 173.23
2011/12 2,376 | 1,356 | 175.22| 708 551 128.49584 | 302 193.38
2012/13 2,261 | 146¢ 805 455 448 | 301
Mean 101.89 116.39 140.04
S.D 46.95 20.41 4352
cV 46.08 17.54 31.08

Sources: Annual Report of Sample Banks

The table 4.5 exhibits the ratio of provision h&ddNon- performing Asset of three banks

for five consecutive years. Here we can see thBLNilas highest ratio which is 194.38 in
the rear 2011/12. NBB bank has least ratio as coenpa two banks. HBL shows

moderate ratio with increasing trend. The other thanks also have this ratio in
increasing trend. The mean ratio of NBB, HBL antBIN are 101.89, 119.39 and

respectively. Higher mean ratio indicates banksehadequate provision against non

performing assets. From here we can concludeNtzit has better safeguard for future

contingencies

The standard deviation of NBB, HBL and NIBL are9H.20.41 and 43.52 respectively.
And their CVs are 46.08%, 17.54% and 31.08% respygt Thus it signifies that NBB’s

data had more variation and more deviation thaerativo banks. The HBL has lowest

deviation and variation for that same period. Wa canclude that NIBL is more

safeguard against future contingencies that magteidue to non-performing loan.
The above LLP and NPA can also be illustrated withhelp of following diagram.
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Figure: 4.5

Loan Loss Provision (LLP) to on Performing Asset (PA)
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From the figure 4.5, we can see the NBB has thkdsigratio in the year 2009/10. Its
ratio has always remained higher than two othek®amroughout the study period. But

in later year it has managed to decrease its NPAog three banks, NIBL has the

lowest ratio and HBL has moderate.

4.1.6 Non-Performing Assets to Total Assets Ratio

This ratio represents the proportion between the merforming assets and total assets
of banks. It shows the how much assets is non-peifig or idle in the total assets of

banks. Higher NPA, to total assets ratio indicéitesworks performance, which reduces
the profit ability of the banks. Lower ratio indiea the better performance and higher
profitability of the banks. Thus, lower NPA to tbéssets ratio is better for the banks that

exhibits the better profitability.
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Table: 4.6
Non Performing Asset (NPA) to Total Asset (TA)

NBB HBL NIBL

Fiscal
Year NPA TA Ratio NPA TA Ratio NPA TA Ratio
2007/08 | 1,832 15540 | 11.79 | 1,001| 29103 3.44 281 16638 1.69
2008/09 | 2,927 16722 | 17.50| 1,041| 31064 339 272 22007 1.24
2009/10 | 3,646 14282 | 25.53 642 34645 1.85 422 28573 1.48
2010/11 | 2:945 | 15584 | 18.90 476 | 37527 1.27, 310 40205 0.77
2011/12 | 1,356 16830 | 8.06 551 40791 1.35| 302 54635 0.56
2012/13 | 16,6¢ 18308 504 45791 224 60356

Mean

S.D

Cc.V

Sources: Annual Report of Sample Banks.

The table 4.6 presented above exhibits the ratgrafision held to total non-performing
assets of three banks for 5 consecutive yrs. Thouwithe study period, the NBB has the
highest ratio in yr 2009/10. HBL and NIBL’s ratiadh decreased every year whereas

NBB has fluctuating ratio which had increased dmhtdecreased time and again. So we

can say that among 3 banks, in NBB there is higbuarnof idle assets in the bank.

The mean ratio of NBB, HBL and NIBL are 16.36, 2&8% 1.15 respectively. The ratio
of NBB is significantly high in comparison with @hbanks and portrays that the bank

has adequate provision against non-performing |dam the ratio of NIBB is
comparatively lower. HBL has moderate ratio amdmgrt. The S.D of NBB, HBL and
NIBL are 6.74, 1.07 and 0.48 respectively. Simylatere CV is 41.20%, 47.38% and
41.53% respectively. This is signified that NBB lias highest deviation and HBL has

the highest variation for the study period.
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The above provision held to non-performing assais can be presented in bar diagram

also, which is as follows;

Figure: 4.6
Non Performing Asset (NPA) to Total Asset (TA)
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From the figure 4.6, it can be clearly seen thatehs drastic increase in TA of NIBL.
TA of HBL is highest in the initial year but aft@010/11, NIBL's TA has exceeded
HBL's TA. NPA of NIBL is least as seen in figuracaNPA of NBB is highest. NPA of
NBB is highest in the year 2009/10.

4.1.7 Return on Loans and Advances

This ratio indicates how efficiently the bank haspéoyed its resources in the form of
loans and advances. It also measures the earnpagitaof its loans and advances. The
ratio is calculated by dividing net profitogs) by loans and advances. Net profit
refers to that profit which is obtained after gibés of deduction like employee bonus,
tax, provision etc. Hence this ratio measures Isapitofitability with respect loans and
advances. Higher the ratio better is the performariche bank.

67



Table: 4.7

Return on Loan and Advances

NBB HBL NIBL

Net Net
Fiscal Year| Net Profit TL Ratio| Profit TL Ratio Profit TL Ratio

2007/08 (782) 9,626 -8.12 308 13451 2.29 232 104522.22

2008/09 (1,797) 9,79 -18.3 457 15762 2.90 351 7131 2.66

=

2009/10 (1,062) 9,19 -11.5 497 17793 2.7 501 6977 2.82

OT

2010/11 596 9,470 6.29 635 20233 3.14 697 27529 3 2
2011/12 2,158 7,026 30.71 752 25519 2.95 914 36822.48
2012/13 2,358 8062 572 55219 419 38278

Mean

SD

CV

Sources: Annual Report of Sample Banks

Here in table 4.7, it is clearly seen that NBBrisloss for 3 consecutive year and had
came to profit only in year 2010/11. So its 3 ye@&tsirn on loans and advances is also
negative. The return on loan and advances of NIBL lBL is in fluctuating trend. The
highest ratio is of NBB in 2011/12 with the ratib 30.71. Here although the ratio of
NBB was negative in the starting it is the higheasibng other 2 bank. So we can say that
NBB has improved drastically in these five yearddmms of profit. Although ratios of

other two banks have increased in 5 years buhitrease amount is very less.

The mean ratio of NBB, HBL and NIBL is -0.2, 2.8hda2.54. Although NBB has
highest return in latest year among three ban&snéan ratio is still negative because of
the loss suffered by it in the previous year. Soabee of this also, its data is more
deviated and more dispersed. It can be clearly Seanbelow figure:
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Figure: 4.7
Return on Loans and Advances
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From the figure 4.7 itself, it is clear that, NPNBB has increased significantly in these
5 years but NP of HBL and NIBL has a very slow gttows compared to NBB. Among
three banks NIBL’s TL is highest, so because f tfsi ratio has not been able to increase
drastically. It can be said that HBL and NIBL am@irg steadily whereas NBB had just

recovered from the loss and moving in the pathrofip

4.2 Correlation Coefficient Analysis

4.2.1 Correlation between Deposit and Loan and Advees

The correlation between total deposit and an advdescribes the degree of relationship
between two items. Deposit is one of the major exrhliability and loan & advance is
the major item of assets of balance sheet for cawialdanks. In this case, the deposit
is the independent variable and loan & advanclesdependent variables. How a unit
increase in deposit impact the volume of Loan ardVahces is measured by this
correlation.
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Table: 4.8
Correlation between Deposit and Loan and Advances
Banks Correlation Coefficient(r) Probable Error(P.E) 6x P.E

NBB 0.59 0.19 1.188
HBL 0.98 0.014 0.084
NIBL 0.99 0.0011 0.0066

The table 4.8 describes the relationship betwetah deposits and loans and advances. In
all banks, there is positive correlation betweepaos$é and loans and advances but there
is high degree of positive in NIBL and HBL. The pestive value of NBB, HBL and
NIBL are 0.59, 0.98 and 0.99 respectively. Herecam see that the value of (r) in HBL
and NIBL is more than six times P.E, so it canitterpreted that the correlation
between these two variables is certain and sigmficWhere as in NBB bank the value
of r is less than six times P.E, therefore thereigvidence of correlation and correlation
coefficient between these two variables i.e. in NiBBrease in deposit has not lead to

increase in loans and advances.

4.2.2 Correlation between Loan Loss Provision anddan and Advances

The correlation between loan loss provision (LLRY doan & advances measures the
degree of relationship between these two varialblesy a unit increment in loan and
advances affect the loan loss provision iasueed by this correlation. . Here loan &

advances is independent variable and loan lossgioovs dependent variable.

Table: 4.9
Correlation between LLP and Loan and Advances
Banks Correlation Coefficient (r) Probable Error (P.E) 6x P.E
NBB -0.13 0.29 1.78
HBL -0.76 0.12 0.76
NIBL 0.94 0.03 0.21
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Table 4.9 shows the relationship between loans atwhnces and LLP. Here the
correlation coefficient of NBB is -0.13 which showsat LLP and total loans and

advances are negatively related but it is less @&f&. So it can be said that there is no
evidence of correlation. Similar is the case witBLHIts r is -0.76 which is less than PE
or 6*PE. So because of this here also there isviderece of correlation. But in case of
NIBL, LLP and loans and advances are positivelyalated and its PE and 6*PE is also
less than r, so we can say that in this case LlPl@ans and advances are positively
correlated. When loans and advances increases [sbRngreases and vice-versa.

4.2.3 Correlation between Loan Loss Provision (LLPand Non- Performing Assets
The correlation describes the relationship betwdd? and NPA. How a unit change in
NPA effect the LLP is exhibited by this correlatioHere nonperforming assets are
independent variable and LLP is dependent varigdkdesarlier mentioned NPA are the
loan falling on the category of substand®dubtful and loss and the respective
provisioning requirement is 25%, 50%, and100%. igthe NPL higher will be the
provisioning amount.

Table: 4.10

Correlation between LLP and Non Performing Loan

Banks Correlation Coefficient (r ) Probable Error (P.E) 6x P.E

NBB 0.61 0.19 1.13
HBL 0.98 0.008 0.048
NIBL 0.22 0.28 1.72

Table 4.10 explains the relationship between LLE HiA. Correlation coefficient of

NBB, HBL and NIBL bank are 0.61, 0.98, and 0.22pesdively. It shows that in all

bank LLP and NPA are positively correlated. BuNiBL and NBB 6*PE is greater than
r so there is no evidence of correlation betweeR Bhd NPA in these bank. But in HBL
6*PE is less than R which shows in HBL, LLP and N&& positively correlated.
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4.2.4 Correlation between Non-Performing assets arldan and advances

This correlation coefficient shows the degree ddtrenship between the NPA and loan
& advance. The loan & advance is independent vigriabd NPA is dependent variable.
It shows how a unit of change of loan & advanced# to the NPA and what is the
relation between them. It means how the NPA iscééf due to the change (increase or

decrease) of loan and advance of banks.

Table: 4.11

Correlation between NPA and Loan & Advance

Banks Correlation Coefficient (r)| Probable Error (P.E) | 6x P.E
NBB 0.61 0.18 1.11
HBL -0.79 0.11 0.66
NIBL 0.041 0.30 1.80

Here NPA and loans and advances are positivelyeleted in case of NBB and NIBL
and it is negatively correlated in case o HBL. Afting error test it can be seen that
incase of NBB and NIBL r is greater than 6*PE whgignifies that correlation between
them is significant and reliable. In case of HBIs itess than 6*PE so here correlation is
not reliable. So we can say, in NBB and NIBL ingean loans and advances have

caused increase in NPA as well.

4.3 Trend Analysis

Trend analysis is a statistical tool whiclelps forecast the future values of
different variables on the basis of past tendencfegariable. Trend analysis informs

about the expected future values of various vaegmblAmongst the various methods to
determine trend the least square method is widsddun practices. Hence in this
study also least square method has beentextidp measure the trend behaviors of
these selected banks. However, trend analysis 9edban the assumption that past
tendencies continues in the future. Under this imgathe trend values of following

variables is forecasted for next five years basethe tendencies of past five years.
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4.3.1 Trend analysis of Loan Loss Provision

Here, the calculated values of average loan la»ggon (a), rate of change of loan

loss provision (b) and expected loan loss provismwrd years from FY 2012/13 to
2017/18 are as follows.

Table: 4.12

Expected Trend Values of Loan Loss Provision

D

Financial Year Ending Mid July
Banks a b 2012/13| 2013/14 2014/1% 2015/16 2016/17| 2017/18
NBB 2437.40| 399.20| 4034.20| 4433.404832.60| 5231.80 5631 5813.12
HBL 822.60 (80.80) 499.40 418.60 337.80 257.00 1576.20 1667
NIBL 438.80 | 81.90 766.40 848.30 930.20 1012.1@094 1150.40
Figure: 4.8
Expected Trend Values of Loan Loss Provision
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The table and figure 4.12 shows the expected tvahges of loan loss provision of three

banks for next five years based in the tendendigmst five years. Here NBB’s average
LLP is 2437.40 million. The expected LLP of NBB irases from 4034.20 million in
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year 2012/13 to 5813.12 million in years 2017/18oading to trend analysis result.
Similarly average LLP of NIBL is 438.80 million arnidincreases from 684.50 million to
1021.10 million from 2012/13 to 2016/17. AverageR_bf HBL is 822.60 million and it

here according to this result; it decreases atatesof 80.80 million and finally reaches

to 257 million from 580.2 million.

According to this result we can drive conclusiomattihere HBL will be successful in
decreasing LLP in years to come whereas in NBBNiIL it will increase. In this also,

in NIBL it will increase at slower rate whereasdase of NBB it will increase at higher
rate. We know that higher the non performing loaghér will be the LLP and vice versa
so if this result happens we can say that HBL'sliti@anagement policy will be better in

future as a result of which it reduce its LLP.

4.3.2 Trend analysis of NPA
The trend analysis of NPA shows that the behavidd A in the banks. It means that it
shows the increasing decreasing trend of NPA. Diiewing table presents the trend

value of NPA for five consecutive yrs, which is geated below.

Table: 4.13

Expected Trend Value of Non-Performing Loan

Financial Year Ending Mid July

Banks a b 2012/13 | 2013/14 2014/15] 2015/16]2016/17 | 2017/18
NBB | 2541.20 | (93.40) 2167.60 | 2074.200 1980.80  1887.40 1794 2187
HBL | 742.20 | (14650 156.20 9.70 (136.80)  (283.30) (429.80)(592.80)
NIBL | 317.40 | 8 349.40 357.40| 365.40  373.40 3814 .3®0
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Figure: 4.9
Expected Trend Value of Non-Performing Loan
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The above table and figure 4.13 shows the trend&P# of NBB, HBL and NIBL
for 5 consecutive years. According to the abovadranalysis, NBB and HBL’s
NPA will decrease at the rate of 93.4 million and650 million respectively
whereas NIBL's NPA will increase at the rate of 8lion. It is well known fact
that NPA cannot be negative so we can say thangekis trend these banks will

be able to decrease its NPA in the coming future.

4.3.3 Trend Analysis of Net Profit
The calculated values of average Net Profit (e & change of Net Profit (b), and
expected Net Profit for 5 years from FY 2012/132@17/18 of the three banks are as

follows:
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Table: 4.14

Expected Trend Values of Net Profit

Financial Year Ending Mid July

Banks a b 2012/13 | 2013/142014/1¢ |2015/16 | 2016/17 2017/18
NBB (177.40)| 827.30 | 3131.80 3959.10 4786.40 5613|70 6441 6644
HBL 528.80| 106.60 955.20| 1061.80 1168.40 1275/00 1381.6 1418.5
NIBL 539.00| 171.00 1223.0(1) 1394.([0 1565.00 1736.0aL.907 2108
Figure: 4.10
Expected Trend Values of Net Profit
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The table and figure 4.14 clearly shows that afiksahave increasing trend of NP in

years to come. NBB’s NP will increase at the rat&27.30 million every year if this

trend continuous which will make its profit hightsan other two bank. The NP of HBL

and NIBL will increase at the rate of 106.60 mitliand 171 million respectively in every

year. NBB was in loss till the year 2009/10 and ¢t@se into profit after its management

was taken over by NRB. So because of this alsopritdit increased drastically in
2010/11 and 2011/12. But it can’t be said thatpitsfit will increase at the same rate

every year but it is sure that its NP will increaSeeing this we can say that future of

these banks are good.
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4.3.4 Trend analysis of Loans and Advances (TL)

Here, the calculated values of average loans avahads (a), rate of change of loans and
advances (b) and expected loans and advances/éars from FY 2012/13 to 2016/17

are as follows.

Table: 4.15

Expected Trend Values of Loan and Advances

Financial Year Ending Mid July

Banks a b 2012/13| 2013/14 | 2014/15 2015/16 2016/1
NBB 9022.80 (522.60)] 6812.40 6259.80 5707.20 5154{64632
HBL 18551.60 2860.70, 29994.4032855.10 | 35715.80 | 38576.50| 41437.2
NIBL 21149.8 6710.60 | 47992.20| 54702.8 61413.40| 68124.00| 74834.6
Figure: 4.11
Expected Trend Values of Loan and Advances
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The above table and diagram shows the expected wadnes of loans and advances of

three banks for next five years based in the tetidsrof past five years. Here NBB'’s

average loan and advances is 9022.80 million wischowest among other two
comparing bank where HBL's average is 18551.60ioniland NIBL's is 21149.80
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million. as per our trend analysis’s result, itarle and advances will decrease at the
rate of 522.60 million every year and ultimatelyaches to 4632.00 million in year
2016/17 from 6812.40 million in the year 2012/13Bls loans and advances will
increase at the rate of 2860.70 million every yagait reaches from 29994.40 million
from the year 2012/13 to 41437.2 million in 2016/&imilarly, NIBL’'s loans and
advances will increase at the rate of 6710.60 omlper year which is highest among
three banks and it ultimately reaches to 74834.liomiin the year 2016/17 from
47992.20 in 2012/13.

4.4 Findings

As per the analysis of data, following major finglihave been obtained. The average
loans and advances to total asset ratio of NBB, HBH NIBL bank during the study
period are 59.65%, 57.356% and 65.87% respectidlg.relatively low ratio of HBL

is the indication of risk adverse attitude of thenagement or in other word we can say
that they are investing low in the risky assets,lbans and advances. They have higher
proportion of their investment on risk free of noally asset like Treasury bill,
National saving Bonds etc. Here NBB bank has higha&iso in term of loans and

advances. In case of deviation and variation aB8 KHank has highest ratio.

Loans and Advances to total deposit ratio indicttedirm’s fund mobilizing power in
gross. The main sources of banks lending and imesdtis its deposits, thus this ratio
measures how well the deposits have been mobilideel average ratio of NBB, HBL,
and NIBL bank are 84.09%, 66.74% and 76.53% res#gt Here NBB bank has
highest ratio in comparison to NIBL and HBL. HBLshbwest ratio and NIBL has
moderate ratio. In case of deviation and variatdBB leads in both of them and has

highest deviation and variation.

Loan Loss provision ratio indicates that NBB highrio which is 31.19% in average
followed by HBL of 4% and NIBL of 2%. Higher ratis an indication of higher non

performing loan in the total loans and advancese BB has higher ratio which is the
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result of higher proportion of NPL in the total toaNIBL has least ratio n compare to

two banks. In case of deviation and variation aMBB is in the topmost level.

The analysis of non-performing assets to totaldaawveals average NPA of NBB, HBL
and NIBL. Their ratios are 26.63%, 3.96% and 1.64&%pectively. Here, NBB has
significantly higher proportion of the non-perfongiasset in the total loans portfolio,
which exhibits critical conditions of bank. But iteend is in decreasing after taking
management is taken by NRB. HBL and NIBL have Mery proportion of NPA as

compared to NBB. All these banks should have affeatredit management and should
make effort in recovering bad debit through theaBsshment of Recovery cell. During
the study period NBB has highest deviation and HBiIs highest variation. Whereas

NCC is in moderate among other two bank.

The average ratio of provision held to non-perforgniassets measures up to what
extent of risk inherent in NPA is covered by th@altdoan loss provision. The ratio of
NBB, HBL and NIBL is 110.69%, 126.48% and 141.508pectively. Here NIBL has
higher ratio in comparison to other two banks wrsblows that the bank has adequate
provision against non-performing loan whereas tti® of NIBL bank lowest and ratio

of HBL is moderate. In case of deviation and vasiain data, NBB is in the foremost.

Ratio of NPA to total assets represents the prapofetween the non- performing
assets and total assets of banks. It shows thenhah assets is non-performing or idle
in the total assets of banks. According to ourgtaaean ratio of NBB, HBL and NIBL
are 15.57%, 2.06% and 1.01% respectively. Standexdation analysis shows that
NBB’s data are more deviated than two other bamksHBL's data are more variated
than two other banks. From here we can make otitathang three banks, NIBL has
lowest amount of idle assets in their total as¥ét. can say NIBL's performance is
good and they have better credit policy.
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The main objectives of commercial bank are to gawofit through mobilization of
fund. Higher ratio indicates that bank is geneapnofit. HBL has higher ratio which
is 2.81% in comparison to NIBL and NBB. NBB bankshaegative ratio of -0.20%
which means this bank is failure to earn returnl@ns and advances. In case of

deviation and variation NBB has higher deviatiod &ariation.

While analyzing correlation between loans and adeaand deposit, it has been found
that all bank’'s loans and advances and deposits pasgtively correlated. The
correlation of NBB, HBL and NIBL are 0.59, 0.98 at@®9 respectively. As correlation
coefficient of HBL and NIBL is greater than 6 timBsE it is significant but in NBB

correlation coefficient is less than 6 times Pokt $s insignificant.

The correlation coefficient between LLP and loand advances of NBB, HBL

And NIBL are -0.13, -0.76 and 0.94 respectively ethshows LLP and loans and
advances are negatively correlated incase of NBB HBL and it is positively
correlated incase of NIBL. Among these three bah®&B and HBL have r less than
values of 6 times P.E. Therefore, correlation dodfit is insignificant and there is no
evidence of correlation. This increase in provisioh NBB and HBL is due to
increment in its nonperforming loans. But in ca&IBL r is greater than 6 times PE,
so correlation here is significant and increaséliR is due to increase in total loans
and advances.

The correlation coefficient (r) between LLP and N&¥ANBB, HBL and NIBL

are 0.61, 0.98 and 0.22 respectively. Here in afikbLLP and NPA are positively

correlated. But in NIBL and NBB 6*PE is greateathr so there is no evidence of
correlation between LLP and NPA in these bank. BuHBL 6*PE is less than R

which shows in HBL, LLP and NPA are positively caated.

The correlation between NPA and loans and advasioe&s how a unit of change of

loan & advance effects to the NPA and what is tektion between them. Here
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correlation of NBB, HBL and NIBL are 0.61, -0.79c80.041 respectively. After doing
error test it can be seen that incase of NBB arf8lLNl is greater than 6*PE which
signifies that correlation between them is sigaificand reliable. In case of HBL r is
less than 6*PE so here correlation is not reliable.

Trend analysis has done on the basis of data ofigas/ears and forecast has made for
next five years. In the trend analysis of LLP,sitfound that NBB and NIBL's trend
value is increasing positively at the rate of 3992illion per year and 81.90 million
per year. Whereas LLP of HBL decreases at the ob®0.80 million per year. The
expected LLP of NBB increases from 4034 millionygar 2012/13 to 5813.12 million
in years 2017/18. Similarly LLP of NIBL increasa®rh 766.40 million to 1150.40
million from 2012/13 to 2017/18. Whereas LLP of HBlIcreases from 499.40 million
to 1667.21 million from year 2012/13 to 2016/17.

From the trend analysis of NPA, it is found thatANé&f NBL and HBL will decrease at
the rate of 93.40 million and 146.50 million perayevhereas NPA of NIBL will
increase at the rate of 8 million per year. Thergesing trend shows that the banks
have put its effort towards recovering bad delstsrdasing trend on the other hand can

be due to increase in loans and advances or irchedmd debts.

From the trend analysis of net profit, it is fouticht the NP of HBL and NIBL will
increase and will finally reach to 1418.5 millionca2108 million in the year 2017/18
respectively whereas NP of NBB will decrease atrtdte of 177.40 million per year.
NBB was in heavy loss till the year 2009/10 and bawhe in profit in 2010/11 only. So
because of this continuous loss till 2009/10, ésid value has also come in negative.
But seeing today’s trend we can now say that NB8High chance of earning profit in

years to come.

As per our trend analysis’'s result of total loamsl aadvances, NBB’s loans and
advances will decrease at the rate of 522.60 miieery year and ultimately reaches
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to 4632 million in year 2016/17 from 6812.40 miliin the year 2012/13. HBL'’s loan
and advances will increase at the rate of 2860.ililbmevery year and it will reach
from 29994.40 million from the year 2012/13 to 4148million in 2016/17. Similarly,

NIBL’s loans and advances will increase at the cdt6710.60 million per year which
Is highest among three banks and it ultimately heado 74834.6 million in the year
2016/17 from 47992.20 in 2012/13.
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CHAPTER-V
SUMMARY, CONCLUSION AND RECOMMENDATIONS

In this chapter the whole study and findings amamiarizes with conclusion and suggest

some recommendation bases on the result of thgsasalf data.

5.1 Summary

Financial institutions are the backbone ofe tleconomic development if any
country. In other word national development of aoyntry depends upon the economic
development of that country and economic developniensupported by financial

infrastructure of that country. Bank came to existe mainly with the objective of

collecting the idle fund and mobilizing them to guotive sector causing overall

economic development.

The assets of commercial bank indicate the marmmevrhich the fund entrusted to the
bank is employed. The successful working of thekbdapend on ability of the
management to distribute the fund among theouarikinds of investments known
as loan and advances. Loan and advances arads$ieprofitable assets of a bank.
These assets constitute primary sources of incamid bank. As being a business
institution a bank aims at making huge profit. $inoan and advance are more
profitable than any other assets of the banks, $anling to lend as more as possible.
But bank has to be careful about the safety of $o@h and advances. It means the bank
has to be careful about the repayment of loan atealast before giving loan. If a bank is
too timid it may fail to obtain the adequate retomthe fund. Similarly, if the bank is
too liberal, it may easily impair his profty bad debts. Therefore, banks should
not forget the reality that most of the ban faiture the world due to shrinkage in the
value of the loan and advances

Despite of being loan and advances more profitdilee other assets, it creates risk of

non-repayment for the bank, such risk is knownraslitrisk or default risk. Therefore
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like other assets the loan and advances are ¢tabksito performing and non-performing
on the basis of overdue aging schedule. If theinltiee form of principal and interest are
not paid by the borrower for a certain period iBechnon-performing loan or assets. It
means NPAs could wreck banks profit ability bototigh loss of interest income and
write off the principal loan amount. Non-performifgan are also known as non-
performing assets (NPAs) performing assetsemanltiple benefits to the company
as well as to the society while non- perfimgrassets erode even existing capital of
the banks. NPAs have been becoming great probldranking business in the world. In
this context Nepal can’t be run off from such diia The level of NPA in Nepalese
banking business is very alarming. It is well knofact that the bank and financial
institution in Nepal have been facing the problefrswelling non- performing assets
(NPAs) and the issue is becoming more and more nageable day by day. Recently
also, development bank is in verge of liquidaticecduse of NPA problem. So the

impact of NPA cannot be ignored.

This research is aimed of studying the non-perfogmassets of private commercial
banks. For this purpose, descriptive and analyties¢arch design was adopted out of
total population of 31commercial bank, three pevhanks were taken as sample using
judgment sampling method, and they are NBB, HBL HiBL. In this study secondary
data are used. Besides this, newspaper, relevesisthournals, articles, related website
etc. are also taken for this research. The dataatetl from various sources are recorded
systematically and presented in appropriate forintalle and charts and appropriate
mathematical, statistical, financial and graphicalls have been applied to analyze the
collected data in suitable manner. The datafieé consecutive yrs of the three

banks have been analyzed to meet the objectitfeecstudy.

NIBL has highest proportion of loan and advance®tal assets of bank but the HBL
has the lowest proportion of loan and advareing the study period. It indicates
the risk adverse attitude of the management of HBBB has moderate ratio. But in

case loan and advances to total deposit ratio, B8 the highest proportion among
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where as HBL show the lowest ratio. So we can sBi ldnd NIBL is the highest loan
provider.

NBB has the highest LLP as compared to other twik&aFrom this we can say that
NBB’s non performing loan is higher than HBL andBMI Higher LLP is indicative of
poor and ineffective credit policy and higher prdfmm on non-performing assets. So
NBB has made higher provision for loan loss. Morxdhere is higher NPA in total loan
and advances of NBB which comes around 26.63% erage. This ratio is higher than
the acceptable standard of minimum 8.30%. HBL afi8LNhas 3.96% and 1.64% of
NPA in TL which below the acceptable standard.

On the basis of NPA to total assets ratio also NBB the highest NPA and NIBL has
the lowest. NBB has negative return during studyioge except in year 2010/11-

2011/12. It may be caused from the NPAs becaugeaiteeinvesting most of the parts of
their resources in loan and advances. But at thee gzeriod HBL and NIBL have the

positive return because of their proper lendingesources. Among them HBL has the
highest mean return which show the better perfomhéanks. It may be from the proper
lending function, low deposit cost, high fee basedme, high foreign currency deposit,
exchange earning etc.

While analyzing correlation between loans and adeasnd deposit, it has been found
that all bank’s loans and advances and depositpaaiévely correlated. As correlation
coefficient of HBL and NIBL is greater than 6 timPBsE it is significant but in NBB
correlation coefficient is less than 6 times P.cEitsis insignificant. There is positive
correlation coefficient between LLP and loans amtyamces in case of NIBL but
negative correlation between them in case of NB& ldBL. Among these three banks,
NBB and HBL have r less than values of 6 times Flierefore, correlation coefficient
is insignificant and there is no evidence of catieh. This increase in provision of NBB
and HBL is due to increment in its nonperformingrie. But in case of NIBL r is greater

than 6 times PE, so correlation here is signifiGandt increase in LLP is due to increase
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in total loans and advances. Incase if correlatoefficient LLP and NPA, all three
banks positive correlation among them But in NIBIdaNBB 6*PE is greater than r so
there is no evidence of correlation between LLP BifRA in these bank. But in HBL
6*PE is less than R which shows in HBL, LLP and N&& positively correlated.

The correlation between NPA and loans and advasices’s how a unit of change of
loan & advance effects to the NPA and what is tékation between them. Here
correlation of NBB, HBL and NIBL are 0.61, -0.79c880.041 respectively. After doing
error test it can be seen that incase of NBB anBlLN1 is greater than 6*PE which
signifies that correlation between them is sigaificand reliable. In case of HBL r is

less than 6*PE so here correlation is not reliable.

Trend analysis of LLP of NBB and NIBL shows therggse in its LLP in the course of
5 years but same analysis shows decrease in HBLP The non performing assets
trend of NBB and HBL shows decreasing trend wheMf@4a of NIBL shows increasing

trend but the increase amount per year is very.s®milarly, the trend analysis of NP
and loans and advances shows that NP of all theaksbwill increase in the coming 5

years.

Nepalese banking is highly affected by the viciausle of NPA. The major factors

leading to non performing assets are :- impropeditrappraisal system , ineffective
credit monitoring and supervision system , econaejgression, borrower’s misconduct,
overvaluation of collateral , political pressureléad creditworthy parties etc. setting up
recovery cell , hiring assets management compartyoducing effective laws to recover
the bad loans etc are some measures to resolvproidem of NPA . Proper loan

classification and loan loss provisioning also Belip confront the problem s of NPA.
The latest directives regarding loan classificateord loan loss provisioning is very

important for maintaining sound financial healthttod banks.
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5.2 Conclusion
The banking sector is facing various problems. ©@he¢hem, the banking has been
becoming huge victim of huge nonperforming assdiBAS). NPAs are one of the

serious problems faced by commercial banks.

The main objective of commercial banks is to callde idle funds from public and

mobilize it into productive sector, which will caushe overall economic development.
The banks should have to take in considerationrtezest of depositors, shareholders,
and society. Lending is the one of the main fumctdd commercial banks which is the
most income generating assets. As saying “high hgih return” it gives high return

than it also high risk. To minimize this risk bankkould have to make loan loss
provision for safety. If lending is high then highnount of loan loss provision is required

as per NRB directive.

Nepalese banks have to remain focused in theirtefto recover their bad loans or non-
performing assets, to sustain the positive trendnpiroving assets quality. Better risk
management techniques, compliance with core piiegigfor effective banking
supervision skill building and training and transgecy in transaction could be the
solution. Due to instable political conditiomsecurity, ineffective credit policy,
and political pressure to lend non viable projestervaluation of collateral and even
without collateral disbursement are the major fexct@ausing of mounting nonperforming
assets in banks mainly in government owned ban&mmercial banks investment has
been found lower productivity due to the lack opawvision regarding whether there is
proper utilization of their investment or not. Lagkfarsightedness in policy formulation
and absence of strong commitment towards its propplementation has also caused
many problems to commercial banks. Proper clasgiin and close review of loans
enable banks to monitor loan portfolio and takenedial step to safe guard
deterioration of its credit quality. Furthermorstablishment of proper rules and laws are
also essential to solve the problem on NPL. Thalgines in themselves are not

important unless properly implemented. The ruled agulation are only the tools of
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NRB to supervise and monitor the financial insidnt NRB need to monitor the

concerned authorities in order to ensure that #neypbeing followed.

It is found that NBB has highest amount of loand advances, NPA and LLP during the
study period. While NIBL has the lowest among thbemks. Comparing these three
banks, we can say that HBL and NIBL have bettefoperance than NBB in the study
period. But seeing recent trend NBB is also impngva lot in all respect. It's NP has
increased by more than 200% from FY 2009/10/08%c2B10/11/09. Before 2009/10,

its performance was below satisfactory level aadNiPL were also mounting. This bank
has shown lots of improvements after its managememé taken by NRB. HBL and

NIBL’'s performance is above average in the wholedgtperiod. These banks have
managed to put their NPA consistently in the saewell Moreover their deposit and

loans are increasing in the consistent level.

From this study we can also conclude that thepmsitive correlation between NPA and
performance of the bank. From all the study, wedaarly see that when there is proper
credit management in bank, then its overall peroroe will increase which will result

in increase of its net profit.

5.3 Recommendations
Based on the above findings and conclusion thevatig recommendations have been

forwarded.

During the study period NBB has high rate of norfgrening assets loan accompanied
by higher provision. The bank was in loss till gfear 2009/10 but after its managements
was taken over by NRB, its financial position chesg@lrastically and it came in profit
from the year 2010/11. But still its NPA is highPN should be decreased by taking
remedial action such as implementation of propevsjato recover the bad loans
especially by big and willful defaulter, hiring ass Management Company to break the

vicious circle of non performing loan.
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It has been observed that the size of loan andnaévaf all three banks are decreasing.
This low investment affects the performance of Isankong run. Therefore, these banks
should focus on recovery of bad loans but shoutd &#hd out the new areas of
investment to explore resources which maymaltely increase the performance of

the bank and which will support the national depetent as well.

The bank has to offer training programs with redatabject like NPA, the art of dealing
with people, influencing them, winning them andaflg retaining them.

The establishment of asset management company (AMih helps the commercial
banks in collecting their debts and improving theiedit rating efficiency should be
initiated. It is high time for the bank to undemtakystematic and effective approach to
mitigate the burden of NPA. In Nepalese conteXtpfang points are recommended for

reducing the volume of NPA.

A Good credit policy is the key to the success dban function of a bank. The root
cause for a loan to turn bad is a bad credit apgk&iom the bank. Thus a sound credit

appraisal has to be done especially by dieglit department.

Internationally used models like COMPARI model and5 Cs Model can be used.
During the credit analysis, the major focus shdaddon the ‘character’ of the client and
the purpose of him to request for the loan, rathan the collateral, he is supposed to
pledge / mortgage. The loan officer must be corednthat the customer has a will
defined purpose for requesting bank credit and reows intention repay. Once the
purpose is known, the officer must determine a$ itonsistent with the bank’s current
loan policy. Responsibility, truthfulness, seriquepose, and serious intention to repay

all monies owed make up what a loan office callsrabter.
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The mindset of the bankers that starts analyzimtjeat's request by finding as many

possibilities as possible of the client not payragk the loan should be changed.

Effective and regular follow up of the end userfofid sanction is required to
ascertain any embezzlement or diversion of funds Phocess can be undertaken
every quarter so that any account converting NRAeaproperly ascertained.

In developed countries, they have well functionesk& Recovery/Reconstruction
Company where NPA are sold upon agreed price. [paN¢here is absence of such
mechanism. So such mechanism must be developec wlen if the assets goes
bad, banks and financial institution have no prbie disposing it.

Timely decision on genuine requirement of a genalrent should be done and the
bank should be willing to help the client explore business.

The trend of disbursing a loan merely on the recemgations from the higher
management staff and political influences shouldtbpped.

The constant counseling and training to the cratysis and staff have to be done.
Depending on the situation reliable and d¢vedlithy clients can be given
appropriate incentives that help them settle the.lo

Almost care should be taken the financial analgéibie client. Cash flow rather
than profit is what should be concerned the bank

.Since banking is also a business, customer setisfiasshould always be the first
concern for the bank.

The accounting policies must be transparent and beubest auditing practices.
Every person means the bank staff must know thesipansibility of their work
rather than their selfishness. They must have gtcmmmitment and support the
rule and regulations.

Must take timely action against willful defaulter.

Internal and external undue influence should bdieated.

Prompt action to recover loan must be taken.

Lastly, the ethical policy of “giving life is bett¢han killing “should not be forgotten. In

other words, recovering loan is better than auctioould be kept in mind.
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