CHAPTER - |

INTRODUCTION

1.1 Background of the Study

Banking sector has been playing significant roleha economic development of the
country. Commercial banks are one of the vital efspef this sector which deal in the
process of channelizing the available resourcesthmm needed sectors. It is the
intermediary between the deficit groups and surgitmips of the financial resources.
Financial system contains two components viz dépgsfinancial institutions and non-
depository financial institutions. Commercial bankevelopment banks and finance
companies are the examples of depository finaniciglitutions whereas employee
provident fund, insurance companies etc. are tlmmeles of non depository financial
institutions. All the economic activities are ditlgcor indirectly channeled through theses
banks and financial institutions. People keep theiplus money as deposits in the bank
and hence the bank provides such funds to finanddeindustrial activities in the form
of loans and advances.

Bank acts as an intermediary role between the ssiigohd deficit group. These institutions
accept deposits and provide loans and advancémse wwho are in need. They make the
flow of investment easier. Banks collect the mofieyn the surplus unit (savers) and lend
to deficit unit (users). Banks raises funds prityably accepting deposits and these
collected funds are used mainly to advance loans.

1.1.1 Commercial Banks

Commercial bank is also known as fir@ancial department store because it satisfies the
broadest range of financial service needs in tlmm@ny. Commercial bank deals with
other people’s money. They have to find waykeeping their assets liquid so that they
could meet the demands of theirstomers. Commercial Bank Act 1975 A.D. (2031 B.S.
defined, “A commercial bank is one which exchangenay, deposits money, accepts
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deposits, grant loans and performs. Commercial ingrfikinctions which are not a bank
meant for co-operative, agriculture, industrie$oorsuch specific purpose.”

The main objective of the bank is to collect thke iflind, mobilize them into productive
sectors and helps for the overall economic devedirof the country. Its main functions
are accepts deposits and grants loan, exchangepamtiase and discount bill for
promissory Notes, exchange foreign currency, tovigeloan, agency function, overseas
trading services, information and other servicesn@ercial banks earn profit by proper
mobilization of their resources .Many commerciahkehave been established to provide
a suitable service, according to their customehgerdfore, we cannot deny the role of
bank in developing an economy. It pools the fundattered in the economy and
mobilizes them to the productive sectors.

The return that the banks enjoys on deposit neatibn through loans and advances is
very attractive which is up to 60-70% of its reues but they do not come with free of
cost and free of risk. There is a risk inherentending portfolio. Banking sector is
exposed to number of risks like market risk, insemate risk, liquidity risk, borrower’s
risk etc. Among these many risks, the bank faces ohthe most critical is the
borrower’s risk—the risk of nonpayment of the didad loans and advances. As big
portion of deposit fund is invested in the formloéns and advances, the banks are
expected to support their legal communities withaalequate supply of credit for all
business and consumer activities and to price tfgasonably in line with competitively
determined interest rate. Indeed, making loanshés gdrinciple economic function of
banks to fund consumption and investment spendynigusiness individuals and unit of
government. In making loans, banks take almost cameatyzing the creditworthiness of
the borrowing customers to ensure that the interest anprhiciple amount on loans are
timely recovered without much trouble. In spite of barg¢scaution on providing loans
and advances, banks do not recover a certain pereeafats loans and advances on
maturity. These loans fall under the category of mofgpming assets (NPA).

NPA is defined as a debt obligation where the borrowsr @ paid any previously
agreed upon interest and principal repayments to thergged) lender for an extended
period of time. The nonperforming asset is therefore mgtiing any income to the
lender in the form of principal and interest paymerttss b loan asset whose recovery
(principal and interest) has been difficult for the bankl dimancial institutions for
whatever reasons. In other words, a loan from whiphayment of principal or interest is
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not forthcoming as per the facilities agreemenasatdemanded by the bank. In simple
terms, NPA is defined as the bad debt which cageaerate productivity to the banks.
NPA directly influences the financial position afyabank and financial institutions. NPA
could wreck banks' profitability both through adasf interest income and write off the
principle loan amount. Performance in terms of ipabflity is a benchmark for any
business enterprises including the banking indugtsylegally banks are not allowed to
book income on such accounts and at the same Isardes are forced to make provision
on such assets. Hence, it is important that a relsé¢a be done to study the impact of
nonperforming assets.

Performing assets are those that duly repay pim@pd interest to the banks. These
assets constitute the primary sources of inconteedanks. Banks are willing to lend as
much as possible but they have to be careful ath@usafety of such loans as loans are
risky assets.

Nepal Rastra Bank (NRB) has directed all the consiakbanks to classiftheir loans
and advances into four categories based on aging.olihedtegories being:

1. PassfGood

Loans and advances whose principal amounts are notdpasand past due for a
period up to three months are included in this categdmgsd& are classified and
defined as performing loans.

2. Substandard
All loans and advances that are past due for a peridded months to six months
are includes in this category.

3. Doubtful
All loans and advances which are past due for a pefigikanonths to one
year are included in this category.

4. Loss/Bad

All loans and advances which are past due for a periodooé than one year
as well as advances which have least chance of rgcawerconsidered
unrecoverable and those having thin possibility of evamigbaecovery in
future are included in this category.
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Loans and advances dominate the assets side balfwece sheet of any bank. Similarly,
earning from such loans and advances occupy a repgwe in income statement of the
bank. However, it is very important to be remindttmost of the bank failures in the
world due to shrinkage on the value of the loans$ asfvance. Hence, loan is known as
risky assets. Risk of non-repayment of loan is kmaw credit risk or default risk.

Credit risk is the likelihood that a debtor or fireéal instrument issuer is unwilling or
unable to pay interest or repay the principal atiogy to the terms specified in a credit
agreement resulting in economic loss to the banmkdiCrisk also refers the risk of
negative effects on the financial result and cémfathe bank caused by borrower’s
default on its obligations to the bank. Credit riskhe major risk that banks are exposed
during the normal course of lending and credit uwdéng. Credit risk arises from non-
performance by a borrower. For most banks, loaestlae largest and most obvious
source of credit risk; however, credit risk coulérns from activities both on and off
balance sheet. It may arise from either an inghiitan unwillingness to perform in the
pre-committed contracted manner. In a bank’s plotftosses arise from outright default
due to inability or unwillingness of a customeromunter party to meet commitments in
relation to lending, trading, settlement and offrencial transactions. Performing loans
have multiple benefits to the society while nonperfing loan erode even existing
capital.

Due to their central role in the economy, governtm@md central banks try their best to
rescue banks from such situations. Hence, to grthecbanks from such situation and
protect depositors and shareholders money, ceb@gk issues various directives and
guidelines from time to time with modifications araimendments for the sound
regulation of the banking system. All the banksehtovabide by the rules and regulation
issued by the central bank.

» Relating to Collateral

All collateral used to back loans and advanced sieaddequate to cover tipe principal
and interest and shall also be legally secured. Ievtkat of non- realization of principal
and interest of loan there must be no difficulty in adggithe title of the collateral asset.



» Additional arrangement in respect of Pasd.oan

Loans and advances fully secured by gold, silvBR and non government securities or
an NRB bond is placed as securityagfing. Loans aging FDRs of other bank shall also
gualify for inclusion under pass loan.

» Additional Arrangement in Respect of LossLoan

Even if the loan is not past due, loans having any oofate following discrepancies
shall be classified as loss:
i. No security at all or security that is not in accordance wiith borrower’s
agreement with the bank.
ii. The borrower has been declared bankrupt.
iii. The borrower is absconding or cannot be found.
iv. Purchased or discounted bills are not realized wiibidays from the due date.
v. The credit has been used for the purpose originally deen
vi. Owing to non-recovery, initiation as to auctioning of th#ateral has passed six
months and if the recovery process under litigations.
vii. Loan provided to the borrower included in the blackiisend where the CIB
blacklists the borrower.

» Additional Arrangement in Respect of TermLoan

In respect of term loans, the classification shall be naa@enst the entire outstanding
loan on the basis of the past due period of overdudlmstat.

In the event of conversion of contingent liabilities of thekbde.g. letter of credit,
immature guarantees) into the liability of the bank sunlbumt becomes recoverable
from the customers. Hence, such amounts shall also lsfieldsas per the classification
norms applicable to loans and advances and accordinijlyequisite provisioning.

» Loan LossProvisioning

Loan loss provision is the accumulated provision asegsafd to cover possible losses.
It means that it is accumulated provisioning fund which eduss safety fund to cover
future losses. It is expected provision fund.

Loan loss provision set aside for performing loan is @efims “General loan loss
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provision “and loan loss provision set aside fom nmerforming loan is defineds
“Specific loan loss provision” where the banks provide lbam loss provisioning in
excess of the proportion as requires under the directiv®RB, the whole amount of
such additional provision may be in the general loan lpssvision under the
supplementary.

The loan loss provisioning, on the basis of the outstaridangs and advances and bills
purchases classified as per this directives, shall bedeas follows:

Classification of loan Loan losgprovision
Pass 1 percent
Substandard 25 percent
Doubtful 50 percent
Loss 100 percent

1.2 Focus of the Study

Loans and advances are the most profitablallothe assets of the banks. These
assets constitutes primary source of income to banksa Business institution, a bank
aims at making huge profits and is willing to lend loans addances for the certain
predetermined fixed period or maturity period. While lendmans advances the bank
has to be careful about the safety of such loans. dhewers must repay the loans by
the maturity periods or expiry date but there is no ceutathat all the loans are
recovered within the maturity date. Loans that cannoebevered even after its maturity
remain as non performing assets of the bank. In Nemakasing Nonperforming assets
(NPA) is major problem faced by the Nepalese banks.

Credit Information Bureau (CIB) was establishedl#th May, 1989to function as an
intermediary between banks and financial institutions fedicrinformation whereby
customers availing credit facility of rupees one milliord atbove and not repaying the
loans within the stipulated time or violating other terms amdlition of the credit would
be listed in the blacklist. On JuBé, 2012 altogether,451borrowers are blacklisted by
CIB. These loans turn to NPA for the banks and findmegditutions. Hence, in past few
years, banks are facing the problem of increasing N&&td default of the disbursed
loan. Even two national commercial banks namely NepalkBamited and Rastriya

6



Banijya Bankhave nonperforming assets to the extent of more 1b&# Overall, NPAs
of Nepalese banking system has been adversely affectintheir sound financial
position.

Going through the old provision of directives, it was seer the loans classification and
provisioning norms direct the banks to classify thensoato six different categories.
However, as the directives of Nepal Rastra Bank issugdctober,2001,the banks are
required to categorize the loans into four different aaieg. Besides this, as per the old
provision for loans to be bad, time period of the pastvda®five years but with the new
directives, the past due of the loans to be bad, is thes ge more. Similarly, the past
due period of the loans to categorized under doubtAndacategory has been reduced
from one year to five years to one year to three yelns means that the previous
categorized doubtful loans will now be a bad loans and vatbhange in the percentage
of the provision to be made. Hence, there may be@ease in the provisioned amount.
Subsequently, the profit might come down. Ultimately, siareholder may end up
getting lesser dividends or no dividend at all.

Increasing nonperforming assets is one of the emergiraplems of Nepalese
commercial banks. This study is mainly focused onpediorming loans or assets of
selected commercial banks. It studies the ratios like loatisadwances to total assets,
loans and advances to total deposit, nonperforming ltanstal loans and advances,
provision held to nonperforming assets, which indicatesp@#rformance and provides
comparable forum on nonperforming assets. It also trieshtmws the effects on
profitability of commercial banks and related NRB directivedjich is concerned
towards the rendering loan and loan loss provision. Wtal NPA of Nepalese
commercial banks are growing rapidly and it is the mairsedo poor performance of
banks. In this study, the NPA of commercial banks aeeented, analyzed, summarized
and stated findings and recommendation.

1.3 Statement of the Problem

Financial institutions assist in the economic developmenteottluntry. Being financial
institution, commercial banks play significant role by cdlteg scattered surplus funds
and deploy these funds in to the productive sectors asntlestment. Economic
development of the country is directly related to the volwhévestment made and
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return obtained through it by the banks. Investnpeablem has become very serious for
the least developed country like Nepal becauseack bf sound investment policy of
commercial banks.

Many of the Nepalese commercial banks have not eenulated their investment

policy in an organized manner. The implementatibpadicy is not effective. The credit

extended by the commercial bank to agricultureiaddstrial sector is not satisfactory to
meet the present growing need. Nepotism and palitiressure also effects the
investment decision of the commercial banks. Gngniban against insufficient deposit,
overvaluation of goods pledged, land and buildingrtgaged, risk averting decisions
regarding loan recovery and negligence in recowdrgverdue loan are the results of
unsound investment policy sighted in the banks.

As the bank has to meet various challenges, thidyswill be helpful to the bank to

identify and solve some of its weaknesses and enoblin every organization, the
resources are scare and out of these scare respthieeobjectives of the organizations
are to be accomplished. Increase in revenue antlotaver expenditure significantly

contributes to improve the profitability as well the overall financial performance of an
organization by the help of the best utilizatiorredources.

Commercial bank's investment has been found to laver productivity due to lack of
supervision regarding whether there is properaation of their investment or not. Lack
of farsightedness in policy formulation and abseoicetrong commitment towards it is
also increases this problem. The rules and regulatare only the tools of NRB to
supervise and monitor the financial institution.

Currently, the banking sector is facing varioushpems. One of them, the banking has
been becoming a victim of increasing nonperfornaagets (NPAs). NPAs are one of the
serious problems faced by the commercial banks. fOumstable political condition,
insecurity and other many factors, industries op&lere closing down. Lending carries
credit risk, which arises from the failure of boser to fulfill its contractual obligation
during the course of transaction. It is well knofact that the bank and financial
institution in Nepal face the problem of swellingnperforming assets (NPAs) and this
issue is becoming more and more unmanageable. &ivefotus of the statement of the
problem is related to the NPAs of the commercialkdsa



This research has been conducted to find out th#i@o of following problem:

How significant effect does NPA has on overall parfance of the banks?

How significant effect does NPA has on profitalyilaf the banks?

Are NRB directives of priority lending helping imdreasing NPA of the
commercial banks in Nepal?

. Does auctioning NPA or creating it to NBA helps dolve NPA problem in

banks? Does it improve financial status of banks?
Is provisioning loan works as cushion for possibks or is it an extra burden for
banks?

1.4 Objectives of the Study

The major objective of this research is to exantime level of nonperforming assets

(NPAs). The specific objectives are;

To assess the level of NPA in different Nepalesen@ercialbanks, to analyze

the impact of nonperforming assets in Nepalese Comm@&aras.

To evaluate the proportion of nonperforming loan andetel of NPAs in total
assets, total deposit and total lending in the selected camnari@anks.

To study the internal and external factors those influere@rbper management
of NPA.

To find out whether the NPA guidelines are followed or nahaking provision
related to NPAs., to provide suggestions and recommendatm reduce the
level of NPA

1.5 Significance of the Study

NPA is defined as a debt obligation where the borrowsr @ paid any previously
agreed upon interest and principal repayments to thergged) lender for an extended
period of time. The nonperforming asset is therefore mgtipg any income to the
lender in the form of principal and interest paymerttss b loan asset whose recovery
(principal and interest) has been difficult for the bankd &nancial institutions for
whatever reasons. In other words, a loan from whiphayment of principal or interest is
not forthcoming as per the facilities agreement at as deéetaby the bank. In simple
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terms, NPA is defined as the bad debt which cageaerate productivity to the banks.
NPA directly influences the financial position afyabank and financial institutions. NPA
could wreck banks' profitability both through adasf interest income and write off the
principle loan amount. Performance in terms of ipabflity is a benchmark for any

business enterprises including the banking indugtsylegally banks are not allowed to
book income on such accounts and at the same Isardes are forced to make provision
on such assets. Hence, it is important that a relsé¢a be done to study the impact of
nonperforming assets.

The success and prosperity of the bank heavily mpeupon the successful
implementation of their investment. Good investmealicy of the bank has positive
impact on economic development of the country aride vversa. Increasing
nonperforming loan followed by increasing loans &wah loss provision is one of the
challenges faced by commercial banks in the presartext. Proper loan provision and
loan loss provision helps to get financial strengtihe bank. This research will be able
to give the some of the present issues, latestnm@bon and data regarding non-
performing loan and loan loss provision. Not origtf this study gives the real picture
of the current non-performing assets to its stakkdre. The main focus of this study
will be know about the non-performing assets oésteld Nepalese commercial banks
such as Everest Bank Limited (EBL), Himalayan Bdnknited (HBL) and Nepal
Investment Bank Limited (NIBL) and comparative stuaf nonperforming assets of
selected commercial banks.

1.6 Profiles of the Selected Banks
» Everest Bank Limited (EBL)
Overview

Everest Bank Limited (EBL) was established ir" 1Bctober, 1994. It is the joint venture
bank and is tied up witRunjab National Bank (PNB), India which holds20% equity
of the bank.
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Corporate Vision

- To position it as a progressive & customer friend@nk providing financial and
other related services.

« To cater to various segments of society using ack@rtechnology.

« To be committed to excellence in corporate values.

Corporate Mission

« To provide excellent professional services & im@ats position as a leader in
the field of financial related services.

« To build & maintain a team of motivated and comedttworkforce with high
work ethos.

« To use the latest technology aimed at customesfaation & act as an effective
catalyst for socio-economic developments.

Networks

The bank hag7 Branchese0 ATM Counters an@2 Revenue Collection Counters till
mid of August2012across the country till mid of Augu012.

Himalayan Bank Limited (HBL)

Overview

Himalayan Bank was established in JanuB8y 1993in joint venture withHabib
Bank Limited, Pakistan.

Corporate Vision:

Himalayan Bank Limited holds of a vision to becomd.eading Bank of the
country by providing premium products and services to th&tamers, thus ensuring
attractive and substantial returns to the stakednsldf the Bank.
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Corporate Mission:

The Bank’s mission is to become preferred provimfequality financial services in
the country. There are two components in the misgib the Bank;Preferred
Provider and Quality Financial Services HBL believes that the mission will be
accomplished only by satisfying these two import@nhponents with the Customer
at focus. The Bank always strives positioning fteelthe hearts and minds of the
customers.

The Bank’s Obijective:

To become the Bank of first choice is the main olbje of the Bank.

Networks
The bank hag0 Branches till mid of Augus2012.

Nepal Investment Bank Limited (NIBL)
Overview

Nepal Investment Bank Ltd. (NIBL), previousNepal Indosuez Bank Ltd, was
established 27" February,1986 as a joint venture between Nepalese and French
partners. The French partner (holdieg% of the capital of NIBL) wasCredit
Agricole Indosuez a subsidiary of one the largest banking groughéworld. With

the decision of Credit Agricole Indosuez to divesgroup of companies comprising
of bankers, professionals, industrialists and ssmen, had acquired on Apii02
the50% shareholding of Credit Agricole Indosuez in Nelpalosuez Bank Ltd.

Corporate Vision

To be the most preferred provider of Financial #&win Nepal.
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Corporate Mission

To be the leading Nepali bank, delivering world sslaservice through the
blending of state-of-the-art technology and visignaanagement in partnership
with competent and committed staff.

To achieve sound financial health with sustainaldéue addition to all our
stakeholders.

Commitment to do this mission while ensuring thghleist levels of ethical
standards, professional integrity, corporate gomece and regulatory
compliance.

Networks

The bank hagl1 Branches and9 ATM Counters till mid of August2012.

1.7

Limitations of the Study

This study is about the analysis of nonperformirsgets of Everest Bank Limited,
Himalayan Bank Limited and Nepal Investment Banknited. Every research has its
own limitation, which are as follows:

The study is mainly based on secondary data cetldcom the banks

Research based on secondary data may be far froomnaay due to its inherent
character.

A whole study is based on the data of five yeansopei.e. from fiscal year
2006/07 to 2010/11 and hence the conclusion drawafirees only to the above
period.

Only three banks are taken for the study i.e. EsteBank Limited, Himalayan
Bank Limited and Nepal Investment Bank Limited

There are many factors that affect investment daciand valuation of the firm.
However, this study concentrates on only thoseofactwhich are Deposit, Loan
and Advances, Non Performing Assets, Loan Lossi§loyn Total Assets and
Net Profit.
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1.8 Organization of the Study

» Chapter -I Introduction

This chapter generally covers the general backgrouwegarding the impact of
nonperforming assets of joint venture bank. And itludes focus of study,
statement of problem, objectives of study, signifieaot the study and limitation of
the study.

» Chapter — I Review Of Literature

It discovers what other research in the area of ndopeing assets has covered and
left over in this regard. It avoids needless duplicatafnresearch effort. While
reviewing literature, various experts, bankers and NREs and regulation are
being considered.

» Chapter — 11l 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 theexsmhent made so far in
the two largest banks out of 32 commercial banks.

» Chapter — 1V Data Presentation And Analysis

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

deviation mean and co-relation analysis have been WBeslde these, qualitative
improvements, which cannot the quantified, ar® &e part of analysis.

» Chapter—-V Summary, Conclusion and Recommendatian

Based on above analysis, achievement in terms of qudllitipe traced after the
analysis. The needful recommendation will be cited taigedf any shortcomings and
borrowings.
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CHAPTER - 11

REVIEW OF LITERATURE

Research is a continuous process and it is newl#gngnThe procedures and the findings
may change but research continues. So, for angyhm data and to find something new
a researcher must review and know if there arestungies ahead 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 some ifitgadeveloping a research design.
Thus, the previous studies cannot be ignored beddwey provide the foundation to the
present study. In other words, there has to beiragty in research. This continuity in
research is ensured by linking the present studly thie past research studies. In short,
there is a significant importance of review ofrigeire:

This chapter is related to examine and review swefsed to books, articles, published
and unpublished different economic journals, birktmagazines, newspapers, and web
sites.

This chapters divided into following parts:

I Conceptual framework
il. Review of related studies

* Review of related articles and journals
iii. Research gap

21  Conceptual Framework

Tatan (2001)has pointed out some aspects regarding industrial selamektheir NPA. It
is necessary for the banker to study the statementotiats received from units so as to
be able to notice the signs of sickness in advance. Tieebahould also keep a close
watch over the operations in the accounts of the borroveensotice any signal of
sickness. In general, an industrial unit is considerddigidt incurs cash loss for more
than two years and likely to do so in the future; if aenfrratio is less thatt1 and there
is an erosion of paid up capital; there are reasons pesuthat the industrial unit may
become sick. If the unit is not likely to turn out to becopmefitable even after the
infusion of more funds then the industrial unit is clasdifis sick. A close watch on the
operations in the account of the industrial unit can atseal the sign of industrial
sickness. This can be noticed from frequent overdrafwarg the account, return of bills
15



purchased or discounted, failure to route the sale®ods through the account, drawing
of accommodation bills, delay in submission of kt@tatement, return of goods as
defective indicates the sign of sickness and basikeuld be put on guard.

In his book, he has highlighted some guidelinesl¢al the industrial sickness. Once
industrial sickness is noticed then there shoulfirmbout the clues to deal the sick units.
This depends upon the analysis on the factors nsdpe for industrial sickness. The
bank would revive the industrial sick units througm appropriate program provided to
the bank. The banks are convinced in course of tiraethe industrial units are likely to
be viable. Therefore, the bank should obtain tezdineconomic and financial feasibility
reports prepared by experts. On the basis of theworts, an assessment can be made to
find out whether the unit could be viable or ndtitlseems technically feasible and
economically viable then additional finance is pded to the unit. The bank can prepare
plan to provide the necessary working capital aonténance to the unit either in its own
or jointly with any financial institution. If it ifound that the unit is otherwise viable in all
respect but management is not competent, the bask consist on a change of
management or provide assistance to manage thdtusinot always possible to revive
all sick units. If the units have become insolventhere is no chance of success, mere
extra funds put into the units would not help. ul, therefore, be advisable to start
recovery proceeding or to take the unit into ligidn. If unit are very large, sometimes
the government may take over the management of woith or nationalize them. It may
be advisable to grant some concessions to the daitstheir rehabilitation. The
concession may be in the form of reduced margimirements, concessional rate of
interest, rescheduling of term loan installment a@ldxation of usual norms for fresh
working capital finance.

Vaidya (998 stated about the early warning system for investmsk management. In
this book, the author has also envisaged numbexxamples about crisis created by
banks in the world. As per his view, banking seatannot ignore any sector of the
economy. There is vital role of financial institutiin regards to bad accounts.

In this book, he has cited that “Nepalese finangiatitutions have made significant
progress especially during this decade, althoughy tlare still far behind the

development market. In spite of having great rigthagement (i.e. focused on collateral
rather than on project) credit culture is a neweasgoth to the investors and the
corporate. Unless we have a credit culture, thélyamd up nowhere. How to identify a

good bank? Huge deposits, high technology, stroaketing, broad branching network
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etc. Finally we arrive the point that the colleatiof the loans, on the whole, private
sector banks has lower nonperforming assets (NFA#gn ttheir public sector
counterparts. NPAs are the loans that cannot behawe been recovered. The
government owned banks suffer acutely from thistrey have to lend to various
priority sectors, at the whims of their politicahaters and then forget everything about
the money forever. With the growing number of fic@h institutions, market economy,
economic liberalization etc. industrial sicknesNiepal has phenomenal proportions in
the last few years. Much of the amounts of almdisieading financial institution are
blocked in sick company which can be witnessed ftbe auction notice published
regularly in newspaper. Credit risk is the firgkriwhich keeps the bank moving in the
market. The loans provided against the securigssilt in losses that can eventually
erode bank’s capital. Because owner’s capital imlligs no more than ten percent of the
volume of loans and risky securities, and often lmless than that, it cannot absorb too
many defaults on loans and securities before bapkat simply becomes inadequate to
absorb further losses. At this point, the banksfaihd will close unless the regulatory
authorities elect to keep it afloat with governmérans until a buyer can be found or
until the bank becomes viable by reducing its nofopming assets.”

“Banks and financial institution invoke penal me@swhen an installment of a term loan
is defaulted; this is simply a banking procedureoftend the borrowers in case of
defaults; however, it is not the complete panawrapfoject failures. The follow up

machinery to enquire into the reasons for the defawenerally slow in movement or
maximum time would have already consumed when bawkmally acknowledge the

failure of the projects. The consequence is thatheytime, lending institution is able to
ascertain the causes for the first default, mostallments are overdue.

Delays in implementation schedule, cost escalatrormid—stream, inadequate cash
generation or siphoning of fund are few of the destresponsible for default. A lending

institution unless it has an effective monitoringtem, may miss these signs of potential
sickness. The first default should be ample evidehat something is out of order and the
term lending institution should take immediate stép review the position detail before

go out of hand.”

Finally, he concludes “ in order to safeguard theks from the financial crisis likely to be
arose from the project failure and sick units, tekahonperforming loans, the government
needs to do a number of things and fast, it musigha broad rules for poor financial

institution, transferring bad loans to bridge bawkoam recovery agency, remove, any
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non performing loans from even healthier bankedabce sheets, beef up regulation,
supervision and disclosure, improve ability to ko sell the collateral that backs
soured loans and recapitalize the banking system.”

Shekher & Shekher (1998) have expressed different aspects of loan and advalmes
their view, loan and advances are the most profitable bank&arnings are mainly
derived from these assets.

"The item 'advance and loan' comes next in the ordeliqaidity. For all practical
purposes, we may say that they are not shift ableoOrse, this is the most profitable
asset and the profit is mainly derived from these asAstaile, a commercial banker will
generally lead only for short-term commercial purposes the bankers are reluctant to
disburse long term loan. Such loans are provided byidzed agencies like industrial
banks. The reason in support of this view is that in tee o&long-term loans, the bankers
will find it difficult to realize them when emergencies ariBer instance, in the case of a
mortgage, the mortgaged property may cover the loém avsafe margin but when the
bank needs liquid cash most, it may find it difficult to wer the mortgaged property into
liquid cash. It provides the meaning of the quotatioh€"art of banking lies in knowing
the differences between a mortgage and a bill of exehang

Certain general principles may be laid down which shaudle a banker when the
bankers are making loan and advances. Before graatisgcured loan, they should
carefully consider the margin of safety offered bydbeurity, possibility of fluctuation in
its values and shift ability. If it is an unsecured loanéfsayment entirely depends on the
credit of the customer and as such, the cardinal principiaéch a banker should
consider, are ‘character, capacity, and capital ofub®mer.

Dahal & Dahal (2002) stressed the different aspects of banking. In their vilbg/panks
lend and recover the loan amount in different fields/sectiottse society.

"A bank is judged on the basis of Capital, Assets QualMgnagement, Earning,
Liquidity and Sensitivity to market risk (CAMELS). Almost #tle government banks are
running at loss. Though almost all the private sector bargksteowing profit, it is very
difficult to call them sound if appraised from CAMELS apmioaSome banks have very
low Capital Adequacy Ratio (CAR) while some banks hailed up nonperforming assets
(NPAs). Similarly, banks do not have proper system ateglfor management of market

risks. The people have been raising questions over tinecteess of credit classification
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and provisioning of some banks. Should the suspicame true, it will prove very costly
to the depositors, creditors and national econosya avhole. It would be prudent to
advice NRB to implement its directives strictlytbat other banks avert the fate of NBL.
"Performing assets are those loans that repayipahand interest to the bank from the
cash flow it generates. Though loans are riskytasaebank invests most of its resources
in granting loans and advances. If an individuahkbhas aroundl0% nonperforming
assets/loan, (NPA/Ls) it sounds the death knelthat bank ceteris paribus (all other
things remain constant). The objective of soundh Ipalicy is to maintain the financial
health of the bank which results in safety of dépos money and increase in the returns
to the shareholders. Since the loan is a riskytatisere is inherent risk in every loan.
However, the bank should not take risk above aatemiegree irrespective of returns
prospect.”

In their opinion, loan and advances dominate tteetasside of the balance sheet and
earnings from such loan and advances occupy a repgme in income statement. Risk of
non-repayment of loan is known as credit or defdask. Performing loans have benefits
to the society while nonperforming loan erodes eeristing capital. If loan is given to
disable project not only lenders and borrower bsb ¢ghe whole society gets benefits but
society loses its scarce capital if loan is giveprioject, which is not viable.

211 Loan and Advances

The main function of the commercial banks is tdemtlthe funds from the surplus group
and utilize them by advancing loan to the defigbup. Making loan is the principal
economic function of banks to fund consumption anetstment spending by business,
individuals and government. Loan is the most pablié assets of bank. Loans and
advances dominate the assets side of balance aghaey bank. Similarly, earning from
such loans and advances occupy a major spaceamestatement of the bank. It is the
asset that fetches income for the bank. The phulitya of the banks depends upon the
extent to which it grants loan and advances tootnsts. Loan granted in the form of
overdraft, cash credit, demand loan, discountiriydfi exchange etc. Loan is granted
against adequate security. The banks should hatekéosafeties on loans and advances at
the time of lending but not only on profitabilitt the time of lending the loan, the bank
should have to study the lending sectors and malaiad policy for rendering loan. The
policy should contain the credit deposit ratio (QDRat the bank has predetermined with
regard to NRB directives. CD ratio is very muchluehced by the behaviors of bank's
liabilities. The higher the volatile deposit's andlatile borrowing lower the volume of
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loan and vice versa.

212  Performingloan

Performing loans are those loans that duly repaiple and interest to the bank from
the cash flow it generates. In other words, perfogtoans are the productive assets that
generate some profits. Loans have certain timeoget® return its principle with its
interest. If anyone repays loan with its interastime then it is known as the performing
loan. It is the most profitable assets of bankshélps to rapid growth of banking sector in
this fast pace competitive age. Better performoanlare the symbol of success of banks.

2.1.3 Non Performing Assets/L oan

One of the most emerging problems of the commelmaalks is to the management of
nonperforming assets/loan. In simple terms, NPAefned as the bad debt which cannot
generate productivity to the banks. NPA directlfluences the financial position of any
bank and financial institutions. NPA could wreckks! profitability both through the loss
of interest income and write off the principle loamount. If any advances or credit
facilities granted by bank to a borrower becomeagpeoforming. Then the bank will have
to treat all the advance/credit facilities grantedhat borrower as nonperforming without
having any regard to the fact that there may Beestist certain advance/credit facilities
having performing status

NPAs have a different meaning that varies from ¢guto country. In some countries, it
means that the loan is impaired. In some countiiegeans that the payments are due.
According to current banking Act, the banks havenake provision for bad and doubtful
debts. After deducting the bad and doubtful debdenfthe nonperforming assets, net
nonperforming 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

SI = Suspend Interest

UA = Unutilized Assets

Non Performing loan (NPL) is the non-productiveeas®f the banks. In other words, it is
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the loan or bad and doubtful debts that doesnaydimely. Generally, the loan which
doesn't repay within three months is known as nemiepming loan. The loan amount that
is not covered by the collateral after selling isoWwn as non-banking assets (NBA).
Nonperforming assets also includes the suspentkesitdt is the interest which becomes
receivable unutilized assets. Those investmentshwitio not generate any cash or
incomes to the bank are also nonperforming as®&d®i¢).The proper management of
those assets to generate income is known as maeragefmonperforming assets.

Increasing NPA is the emerging problem of the Negpalcommercial banks. In USA,
more than 100 commercial banks were declared ascoessful (bankruptcy) from 1985

to 1990 and 27 banks from 1995 to 2001 due to hnigfeAs. However, no Nepalese
commercial banks face this type of problem till nout they have to take step towards it
but Nepal Bikash Bank has liquidated due to ineffit management on recovering loan.
For this, appropriate amount of bad and doubtfldtsles made provision from their

incomes/profits.

214  Factors Responsible for NPA

Since NPA is a serious problem for today’s bankindustry, it seems necessary to
identify the factors that are responsible for iheTfactors can be broadly classified into
two aspects which are internal to the organizadiog external to the organization.

> Internal Factors

a) Management |nefficiency/Weakness

The following leads to management inefficiency arehkness:
» The major factor responsible for arising NPA is due texperience of over
ambitious people
* There is faulty planning i.e. cost and time overruns
* Location error
» Lack of capital/equity
» Control of management in limited family/people group
* Wrong Credit analyst on cost of fund on deposits
» Faulty Marketing survey of clients
* Obsolete Technology
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» The dishonest management of bank
» Conflict among Promoter

» 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 (Inability to epith cut throat competition)
* Long delivery at fixed prices

b) Financial Reasons

The other factors for arising NPA is financial r@as. The financial reasomsay arise
due to following points.

* Inflated valuation of the collateral

* Inadequate funds

* Unplanned expansion

» Diversion of funds

* Poor realization of book debts/receivable of the tlien

» Delay in recovering due to lack of prompt follow up

* Inability to identify loss/profit contributing productéas/centers

c) Marketing Weakness

Other internal factors of arising NPA are due to marketiregkness of banks. There are
certain factors of marketing weakness which are:

*  Due to glut (excess supply/ availability) of fuimdone area

* Due to excessive competition

* Due to demand recession-domestic and global

* Due to change in fashion and taste

* Due to weak marketing planning and strategy

* Because of the habit of Reactive-not proactive

* Inability to innovate the new product
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> External Factors

a) Government Policies And Actions

The barriers arise by government policies are:
* Due to credit squeeze of governmeoticies
* The government has implement the delayed decisions
* Due to regulated interest rates
*  Because of priority/non-priority sector lending
*  Withdrawal of subsidy
*  Withdrawal of support price
* Government inaction-dumping of overseas product
*  Foreign exchange control regulation
* Inconsistency in policies regarding capital investment&iiment

b) Tax, Tariff, Custom Duties- Both Domestic and Foreign
There are certain factors of tax, tariff and customeduwhich are:
» Adverse change in tax, tariff, vat, custom duties
* Regional trade blocks
» Special duties e.g.; SAD(special additional duty)
* Quantity restriction etc by India

c) Production Difficulties, Product Obsolescence

The causes of NPA due to production obsolescendeutifes, product- obsolescence
are:

* lrregular supply of raw material, power, fuel, water

Natural calamities

» Lack of technological advancement

Conflict of the borrower with the supplier/buyer

* Environmental regulations/Social responsibility
*  Product obsolescence

* Change in custom, taste etc.

23



d) Overall Non Conductive Industrial Environment/ Insecurity

NPA due to non-conductiveduistrial environment / insecurity which are:
* Industrial unrest

» General insecurity
* War

e) Unexpected Economic Downturn

There is unexpected economic downturn like recessiosticlly decrease in income
of people etc.

215  Effect of NPA

NPA affects on the profitability, liquidity and competitivenfitioning of public and
private sectors banks and finally the psychology of thekbérs in respect of their
disposition towards, credit delivery and credit expansion.

Increasing Nonperforming Assets (NPAs) has the dieffetcts to banks, investors and
customers. It has also negative impact to the economith el business of country. It
has two types of effect®étra andDass 2003:6)

> Internal Effect

In the one hand, the bank for increasing the profitabitigy't mobilize the non-
performing assets. In the other hand, the banks taveake provision doubtful debts
from their profits and other sources due to which tioditpof the bank decreases or may
suffer losses. As a result, share capital also decresmkdank faces the problems of
capital inadequacy. In the present context, capital adsgratio of Nepal, India, UAE,
and Indonesia are 11%, 12.6%, 12.7% and 21.4% rixgglgc The central bank of the
country can take action to their banking activities regartiregmaintenance of capital
adequacy ratio. For example, Nepal Development Bankhasl liquated. Likewise,
Gorkha Bikash Bank Ltd., Nepal Share Markets Ltd. cariake deposit from the
customers.

When the nonperforming assets increase, the banks thairerease the amount of
provision for doubtful debts and when the loan is repghiat, provision amount is added
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to the profit. So, it has direct effect to the clisiwv of bank. As a result, the profit of the
bank has also affected.

> External Effect

The bank accepts deposits from the public and geoloan to the operation of business
and other purposes. When the loan does not retuth ¢ interest, it becomes
nonperforming assets and banks will not able tarrethe deposited amount to their
customer. If the bank is unable to return the digpddsamount, the bank has to take loan
at a higher rate to pay deposits which reducesptbétability of bank. Also, it loses
public faiths. Higher NPAs in banking sectors resulegative effects on monetary
system of the country.

A. Impact on Profitability

The NPAs has negative impacts on the profitabditghe banks. Nonperforming assets
are the idle assets of the banks which do not gememy return for the banks. Thus,
NPAs reduce the profitability of the banks duehte becoming the idle resources. Due to
this, it may result toward the loss of faith of mers.

B. Impact on the outlook of banker towar dsCredit Delivery

The psychology of the banks today is to insulaenttwith zero percent risk and turn
lukewarm to fresh credit. This has affected advgreesdit growth compared to growth
of deposits, resulting a low C/D Ratio around 6@6%5% for the industry. It is evident
that the existence of collateral security at beay wo convert the credit extended to
productive sectors into an investment against esahte but it will not prevent the
account turning into NPA. Further, blocked asset$ iial estate represent the most non
liquid security and NPA in such loans has the tecgdo persist for a long duration.

C. Excessivefocuson Credit Risk M anagement

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 wigh level of NPA would be forced to
incur carrying costs on a non-income Yyielding ass€ither consequences would be
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reduction in interest income, high level of prowising, stress on profitability and capital
adequacy, gradual decline in ability to mesteady increase in cost, increased
pressure on net interest margin (NIM) thereby redycompetitiveness, steady erosion
of capital resources and increased difficulty igrmaenting capital resources. The lesser-
appreciated implications are reputation risks agsobut of greater disclosures on
guantum and movement of NPAs, provisions etc. Tarequantifiable implications can
be psychological like 'play safe" attitude and rigkersion, lower morale and
disinclination to take decisions at all levels tdfsin bank. Directive inputs and course
direction came externally from NRB and Finance [gliry which were/are external to the
day-to-day affairs and problems of the Nepalesé&ibgrnindustry. The system is not fully
supporting promote initiative and talent, but baruption and nepotism. This is the
scene of Nepalese banking which is struggling hardransition from old primitive
systems and values to modern professional busie#sEs and corporate good
governance.

D. High Cost of Fund dueto NPA

Genuine borrowers quite often face the difficultiesraising 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 to be provided eaome at a very high cost to
compensate the lender's losses caused due todughdf NPAs. Therefore, corporate
prefer to raise funds through commercial papersj@mere the interest rate on working
capital charged by banks is higher.

E. Impact on Banks Scrip on Stock Exchange

In further of a report, the NRB has said that infational asymmetries arising from less
onsite/off site inspection, declining performance ahooting NPAs weigh heavily on
bank stocks. The NRB has included stock market\ehaf bank scrip in its annual
review of the banking sector. As per a NRB Repdespite the various reforms being
carried out in Nepalese Stock exchange, much bang semains illiquid and thinly
traded. The NRB report says, "Private sector bémtks whose market performance was
affected and attributed the battering the scripigdhe secondary market to their poor
performance in general and the concern of the markex their NPAs."

There are various other pressing factors that elevant from the point of view of
Nepalese banking operations with a view to focudlBAs and its related effects.
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i) Excessliquidity lending default

The banks in Nepal are faced with the problem afdasing liquidity in the system.
Further, the Rastriya Banijya Bank (RBB) is inciagsthe liquidity in the system
through various rate cuts.

Banks can get rid of its excess liquidity by inaieg its lending but often inhibited away
from such an option due to the high risk of defaultorder to promote certain prudential
norms for healthy banking practices, most of theettgped economic policy require for
all banks to maintain minimum liquid and cash resesr These are broadly classified into
Cash Reserve Ratio (CRR) and the statutory liquidittio (SLR). A rate cut (for
instance, decrease in CRR) results into lessersftmdbe locked 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, thopmhargins, etc. As a result of which,
banks are little reluctant in granting loans topawate. As such, though in its monetary
policy, NRB announces the bankers no longer wagrdgt rate cut but such news.

i) Importanceof credit rating in assessing the risk of default for lenders

Credit rating has been explained by Moody's, aitrmeading 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 antkiest due to the investors. Banks do
rely on credit rating agencies to measure creslt and assign a probability of default. It
depends on the information available to the cresting agency. Besides, there may be
conflict of interest due to which a credit ratingeacy may not be able to resolve in the
interest of investors and lenders. Stock pricesaargnportant (but not the sole) indicator
of the credit risk involved. Stock prices are mubre forward looking in assessing the
creditworthiness of a business enterprise.

iii) NRB guidelines on NPAs and ICAIl Accounting Standard 9 on revenue
recognition

In view of the guidelines issued by the Nepal Ra@ank (NRB), income on NPAs
should be recognized only when it is actually msdi As such, a doubt may arise as to
whether the aforesaid guidelines with respect ¢ogaition of interest income on NPAs
on realization basis are consistent with Accounttgndard 9, 'Revenue Recognition'.
For this purpose, the guidelines issued by the N&tBreating certain assets as NPAs
seem to be based on an assumption that the colleofi interest on such assets is
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uncertain. Therefore complying with accounting dem 9, interest income is not
recognized based on uncertainty involved but i®gazed at a subsequent stage when
actually realized thereby complying with NRB guides as well. In order to ensure
proper appreciation of financial statement, barfieuil disclose the accounting policies
adopted in respect of determination of NPAs andsbas which income is recognized
with other significant accounting policies.

iv. Usage of financial statementsin assessing therisk of default for lenders

For banks and financial institutions, both thelance sheet and income statement
have a key role to play by providing valuableommfiation on a borrower's viability.
However, the approach of scrutinizing financialtest@ents is a backward looking
approach. This is because the focus of accounsimmnipast performance and current
positions. The key accounting ratios generally usedhe purpose of ascertaining the
creditworthiness of a business entity is that dbtesuity ratio and interest coverage
ratio. Highly rated companies generally have lowetage. This is because; high leverage
is followed by high fixed interest charges, nonympant of which results into a default.

216 Loan L oss Provision

Every loan contains certain degree of risks. Toimie the risk from possible losses of
them loans bank has to allocate some funds asldsarprovision. Loan loss provision is
the accumulated funds that are provided as a safégo 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 institut®nin other word, higher the NPA higher
will be the loan loss provision and vice versa. kgnade loans needs more provision. 1%
provision of total credit is minimum requirement asery pass/good loan has to
provision by 1%. However, the ratio of provision yrdiffer from nation to nation. In
Nepal, NRB has prescribed loan loss provision fifeént categories of loan as;

> Pass 1%
> Substandard 25%
> Doubtful 50%
> Loss loan 100%

28



2.1.7 Principles of Lending Loan and Advances

While disbursing loans, the banker has to operatteiwthe principles of lending and at
the same time the precautions should be takeneTdrergeneral principles to be born in
mind by a banker while granting advances.

1. Liquidity

Liquidity implies the ability to produce cash onnaend. A bank mainly utilizes its
deposit for the purpose of advancing loans. Theposits are repayable on demand or
on the expiry of a specific period. In either cabe, banker must be ready to meet these
liabilities whenever necessary.

2. Profitability

Banks are essentially commercial venture. It i® tthat excessive and unjustifiable
profits can only be at the cost of the customeighét lending rates push up production
costs of the borrower and in the ultimate analysiversely affects society in general. At
the same time, the high net profits allow for aditben of income to capital and reserves
which is essential for any bank to maintain its pefitive viability and expand its
lending operation. Also, the shareholders of theklare entitled to reasonable dividend.
All these indicate that there is sufficient prafitthe lending operations.

3. Safety and Security

The banker should ensure that the borrower hasalilligy and willingness to repay the

advances as per agreement. The banker should lbaesfosider the margin of safety if

it seems unsecured. The repayment depends up amdtigéworthiness of the borrower
and guarantors. The banker should consider thectear capital, collateral, capacity and
cash flow (popularly known as 5Cs) of the borroaed the guarantor.

4. Purposes

The banker has to carefully examine the purpose faoctwadvance has been applied.
The loan should be utilized in the same sector or arealimh it is disbursed. There is

always the possibility that the loan once granted may lextd for purposes other than
that indicated by the borrower at the time of application. Tthese should be proper

analysis of purpose.
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5. Social Responsibilities

Although the bank is profit venture, it should admnite to the society. The identification
of priority sectors for the purpose of extendingnbaredit should be considered as a
positive in the banking system. It shows effecinaischarging its responsibility towards
society. At the same time, this social respongibitihould not deter the banks from
paying adequate attention to the qualitative aspéctending. Social responsibility
increases bank’s positive image toward the custemer

2.2 Review of Related Studies

2.2.1 Review of Articles/Journals

Chhetri (2057) stated that to provide connation of the NPA arsdpibtential sources,
implication of NPA in financial sector in the Soultast Asian Resign. He has also given
possible measure to contain NPA. "Loan and Advantésancial institution are mean to
be serviced either part of principle of the intéresthe amount borrowed in stipulated
time as agreed by the parties at the time of |edtlesnent. Since the date becomes past
dues, the loans becomes non-performing assetsbdble of the account with lending
institution should be effectively operative by mear real transaction effected on the part
of the debtor in order to remain loan performing”.

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 nonperforming only after it has bagear for at least six months; similarly,
it is after three months in India. Loans thus diéaml are classified into different
categories having their differing implication onetlassets management of financial
institution. He also stated that NPAs are classifiecording to international practice into
three categories namely substandard, doubtful asd tlepending upon the temporal
position of loan default. "Thus, the degree of N&%sets depends solely on the length of
time the assets has been in the form of none abliyethe loanee. The more time it has
elapsed the worsted condition of asses is beingep&d and such 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 narmogsponsored by Government,
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slowdown in economy/recession, diversion of funé aome of the lending to
accumulation of NPAs.

He said that there is serious implication of NPAsfioancial institution. The liability of
credit institution does not limit to the amount ldeed as NPA but extend to extra amount
that requires by regulation of supervisory autlyonit the form of provisioning as the
amount required for provisioning depends upon thell of NPAs create a psyche of
worse environment especially in the financial igidn like waiving interest,
rescheduling the loan, writing off the loan, appoig private recovery agent, taking help
of tribunals and law of land etc. NPAs can be reduc

Finally, he concluded that financial institutionse éeset with the burden of mounting
level of NPAs in developing countries. "Such ass#¢bar the income flow of the

financial institution while claiming additional msrces in the form of provisioning

thereby hindering gainful investment. Rising leBENPAs can't be taken as stimulus but
the vigilance demanded to solve the problem liks, tventually will generate vigor to

gear up the banking and financial activities in enactive way contributing to energizing
growth.”

Tiwari (2004) stated that Nepal’s financial sector is movingelik ‘sinking boat'.
According to him financial institution have failed delivering beneficial services to
needy people by developing credit giving centersuimral areas without which sustained
economic growth is impossible. On the other harhkb and financial institution have
enough liquidity but they are finding it difficuio find suitable places for investment.

“Problem such as insecurity, lack of market redeattom banks, low investment

opportunities, weak operational policies for cargyiout financial transaction among
others, have contributed to the problem of thestosge Despite central bank’s directives
for regulating banks and financial institutions,ivate and government banks are
functioning haphazardly. Nepal Bank Limited (NBLjdaRastriya Banijya Bank (RBB),

the two largest banks occupy about 50 percent ef dbuntry’s banking assets. An
effective reform of these two is keys to improvefpenance of the whole sector. The
process currently underway to reform these twatutgins, despite paying huge amounts
to foreign experts the expected result is not asglue Besides, NBL and RBB, the
nonperforming assets (NPA) of some private bangs @éry high. If the government and
central bank allow the financial sector reformddous only on RBB and NBL, it might

become a futile effort. The current management BBRind NBL has not been able to
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reduce their NPL even after two years which hawssed over 60%. Earlier the NPL was
predicted at 30-35 percent. The central bank iy that despite efforts NBL has high
NPLs and negative capital of RS 9.75 billion”.

At last, he recommended that in order to createlaregulated, prudent, market oriented,
competitive and strong financial system in Nepa, government should look to build up
on its indigenous strength to improve its efficignc

Pradhan (2058)in his article NPA: Some suggestions to tackle thestated that unless
the growth in NPA is kept in control, it has thetgmdial to cause systematic crisis. He
mentioned that a dream of globalization led to himgestment which unfortunately could
not be utilized properly due to hesitant liberdii@a polices. Large corporate misused the
credits and delayed payments and contributed icitijréor enhancing NPA ratio. He
further argues that lack of vision in appraisal pbposal while loan sanctioning,
reviewing or enhancing credit limits, absence sk rmanagement policy of financing,
concentration of credit in few group of parties a®ttors, lack of coordination among
various financiers. Indecision on existing out @fdbloans for fear of investigating
agencies like Special Police, CIAA and Public AatsuCommittee of the Parliament
have also contributed in what’s ever measuresaavitrsening situation of NPA front. He
further pointed out that most crucial reason far ithcrease in the NPA is the shabby and
defaulter friendly legal system. Suggesting the edyn of NPA, he added that
administrative system should strengthen, legal rme$o should be made and assets
Reconstruction Company should be formeénderson(2003) CEO of RBB, during his
interview to new business age, agreed that thdestgahg target of RBB turnaround was
restructuring and collection of NPhadka (2004, in his thesis entitled “Nonperforming
assets of Nepalese Commercial Banks”, has explabedt the topic in which he had
objectives to study and examine the level of NAA’sotal assets, total deposits and total
lending of commercial banks of the banking industfyNepal. He also had studied
whether the Nepalese commercial banks have beéoswinf the directives of NRB
regarding loan loss provision for non-performingrise/assets or not. He had taken sample
banks as Nepal SBI Bank Limited, Nepal InvestmeahiBLimited, Nepal Bangladesh
Bank Limited, Bank of Kathmandu Limited, and NABBank Limited. From his study, it
was found that the limited seemed greater thamfalhe other banks. Similarly, Nepal
SBI Bank and Bank of Katmandu stood at second aird position respectively. The
position of NABIL Bank Limited seemed, to be qudatisfactory because, the bank had
been reducing its NPA every year. NPA of Nepal streent Bank stood at minimum
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than that of all the other banks. From the studyas also found that none of the banks
had been following the directives of NRB regardthg loan loss provision. Despite of

high level of NPA the loan loss provision made bgpil Bangladesh Bank seemed to be
quite satisfactory than any of the other banks.pidesof the outstanding success in
managing the NPA, the loan loss provision made lepdll Investment Bank was not

considerable. It meant the loan loss provision ep&l Investment Bank is very less than
the requirement.

Shrestha(2056) director of NRB has tried to highlight differeaspects of credit risk
management. As per his view, as the effective negknagement is central to good
banking, the tradeoff between risk and return i® @i the prime concern of any
investment decision whether long- term or shorntdde concluded that “Effective credit
risk management allows a bank to reduce risks amtgngal NPAs. Once a bank
understands their risks and their costs, they hall determining their most profitable
business and thus they can determine price of pmeducts according the risk. Therefore,
the bank must have an explicit credit risk strataggl support by organizational changes,
risk management technique and fresh credit proaedssystems. There are some crucial
areas that the management should focus on:

» Credit sanctioning and monitoring process

* Approach to collateral

* Credit risk arises from new business opportunities

» Credit exposures relative to capital or total adesnconcentrated on correlated
risk factors.

Apart from these, the bank management should rdgukaview all assets quality issues
including portfolio composition, big borrower expwmes and development in credit
management policy and process.” Improving risk nganaent will not be easy or quick.
However, Nepalese banker loves little choice. Holbef banks adopt good risk
management practices and will be able to reap 8u#tegic and optional benefit.

The Kathmandu PostZ003,July 25 Page 6, in a title Loan Loss Provision Rises
Notablythe reporter had made an endeavor to highlighesaets and figures regarding
loan loss provision of commercial banks. The bagldactor is witnessing a huge surge
in loan loss provisioning reserves lately. The @meent is primarily a result of a
directives issued by Nepal Rastra Bank (NRB) in12@fat introduces stringent loan
provisioning criteria for commercial banks. As piata recently released by the central
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bank, that total loan loss provision in the coumstriganking sector increased from
around Rs 8.75 billion in mid-April 2001 to Rs 18.hbillion in mid April 2003. The
increment is over 51 percent. As per the latest NiB@es, a remarkable surge has been
seen in loan provision of Nepal Bank Ltd (NBL). Agst the provision of Rs 1.7million
in April 2002, the loan provision amount surgedatevhopping of Rs.7.33billion in a
year” it further states that apart from the twohtgcally insolvent government invested
banks, loan provision of other joint venture prevditanks has also risen significantly
and the notable increments seen in the loas provisioning amounts is due to the
eight-point prudential directives that the cehtrbank issued in mid 2001 to all
commercial banks.

The reporter concluded that “The directives laidvdcstringent guide lines relating to

loan loss provision to ensure a good health ofotrerall banking system. The directive
requires loans to be provisioned to the extenteot percent if payment is defaulted for
one year. Likewise, the directives requires loande provisioned if the extent of 25

percent if payment is defaulted for over three rmenand 50 percent of the period
default extent beyond six months. The earlier diveaequired progressive provisioning

of loans, but allowed a maximum of three yearsikerthe present system of just a year,
for loans to be provisioned to the extent of cesrcpnt.”

The magazinemamedThe Bosg2003), published with the titldJnavailability of wider
arrays or sophisticated banking productreported that Nepali banking sector is
primarily focusing on plain vanilla banking produich as loans, deposits, letter of
credits, guarantees, remittances, etc. There dtee \aded products like funded-risk
participation and private labeling in the tradeafice areas, options and other derivative
products in global market/treasury area and reng#iasecuritization. In Nepal, most
lucrative area is remittance. If our South Asianrderparts like Bangladesh, Pakistan,
Shrilanka and India are aggressively using theseuyuts, there is no reason why we
cannot replicate these products in Nepal.

Nepal does not have electronic clearing systemefalization of cheques and drafts on a
real time basis. On the treasury front, unavaitgbdf dealing room at the central bank
and electronic dealing screen at treasuries of$aak be considered another hindrance.
Although few banks have offered internet bankingises, we still have a long way to
go. The report concludes the major problem thatbaunking sector is facing today, has
been due to high percentage of nonperforming lo@he.major cause for which is non
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compliance of basic credit principles. Many otrssuies on non-compliance of corporate
governance have come into light. Although, thist@eds comparatively more
professional and transparent than other sectoik ttetre are some major problems
which we need to overcome.

A bank must be one-step further than its customiérsust collect all the relevant
information that are required by the borrower tog establishment of a business and be
rigid to give loan than to give his own money with@ny security. When a borrowing
unit is not able to serve the debt from the sowexplored, the documentations are
merely a decree to enforce legal action against INevertheless, what gets realized
when everything is lost. The bank should alwaypkeemind the formula Know Your
Customers (KYC) before giving loans.

The security given by a borrower may be ample fue exposure. However, the

borrower from other source of business may notlide & generate substantial earning
to service the debt. Bank has the right to audi@nproperty and liquidate the loan but
in doing so realization from the auction of thep®dy is always less than the value of
the assets. This will serve neither the purposbamik nor the borrower instead cause
loss to both.

2.2.2 Review of Previous Studies

A study has done byhattarai, (2006) entitled with ‘Nonperforming Assets (NPA)
Management. According to him, a loan is a very easy termddsorrower when he has
already taken and for a lender not availed. Igisadly difficult for a borrower to avail and
for lender to recover. From a banker’s view, juist like a stone to roll down from the top
of the hill while sanctioning but too difficult twll back the same stone to the top of the
hill while recovering. A loan not recovered withime given timeframe either in the form
of interest servicing or principal repayment idealnon-performing loan. There are other
parameters as well to quantify a NPL. Security toothe extent of loan amount with
specified safety margin, value of security not liradle, possession not as per the
requirement of bank, conflict of charges are somi® reasons which cause difficulties
while recovering the loan.

According to him, NPL of a bank is like a canceraitnuman body, which will collapse
the entire bank if not taken care in time. Thisars important discipline in banking to
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prevent the entire NPL or avoid situation for anlda turn into NPL. Loan for banks is
very essential to generate revenue for operatiexgaénses as well as to provide return to
the shareholders.

When a loan advanced from good money turns intoad lman, the chances of
shareholders return as well as the survival oflilek is at stake. Ailing banks cannot
portray a better image in public. When a publicsk®the confidence on a bank and does
not deposit, the bank will be in the verge of eatiion. Therefore, deposits are the essence
for a bank. A loan disbursed as good loan doegumntinto bad overnight. It has certain
course to turn into bad. An efficient bank managainean recover the loan before turning
it into bad and can save itself from the unwantdstrophe

In conclusion, a borrowing may reflect one or h#é fibove signals that may cause harm to
the bank. There are few ways to protect bank fratentional defaulter but for those
default caused by situations we can reschedulestructure their facilities and help them
to meet their debt obligation as per the cash tlogy are having. Even an authentic loan
that has been sanctioned with a good intention taay into bad due to lack of proper
management and carelessness. The bank will hafeed¢oheavy consequences in such a
case. When a good loan, with all effort to proté&cturns into bad and the borrower’s
ability is not sufficient to repay it, he then gi& hide it from the bank and wants to be
relieved temporarily. Such situations give sosignals to the bank and these signals
are called danger signals.

A study has done byMandala (2007) in his thesis A Comparative Financial
Performance Appraisal of Joint Venture Bankshas studied primarily three joint
venture banks i.e. NABIL, NGBL and Nepal IndosuemnB Ltd. His main objectives is to
find out the both banks, NGBL and NABIL have matekd the debt funds in proper way
for generating more return but Nepal Indosuez B&dKBL) could not mobilize as
NABIL and NGBL. He has recommended that all theksashould provide their facilities
in rural areas and encourage the small entreprenel@velopment programs, play
merchant role, mobilize the deposit funds in praidecsectors and grant priority to the
local manpower.

He has not attempted to show the investment p@li@y concentrated only on financial
performance of JVBs, therefore if cannot repredkatperformance appraisal of JVBs.
His study is comparative study of only three JVBs& study period is up to FY997/98
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and it cannot analyze the investment policy afies fiscal year.

A study done bySilwal (2008)entitle with “Lending Policy of Commercial Banks in
Nepal’ having following objectives:

> To analyze the role of commercial banks in itsdristl perspective
> To show the relationship between deposits and éoahadvances
> To identify major weakness of lending policy of #t@nmercial banks

The research was conducted mainly on the basieanslary data. Findings of this
research are summarized below:

» Effectiveness of lending policy is directly basedon a sound banking
system. But due to geographical variation, transpion and other regional
disparities, it is very difficult to expand branshe different rural areas. So, it
can be said that commercial banks in Nepal areplaying an active role to
utilize their sources collected from different sest

» By paying higher interest rate, the banks are emirg deposits, which in turn
increase saving habits of the general people. Therbanks will be able to
utilize these idle funds in productive channelsisTtype of business of
commercial bank is really a necessary one in amcwtgiral country like
Nepal, where public investment has limited capacity

A study done byThapa (2009)entitled ‘Working Capital Policy of Manufacturing
Public Enterprises in Nepdlought to sort out the problem of law economicfpenance
and poor financial management in manufacturing ipudsiterprises and examine whether
or not there was any association between the vaaspects of working capital policy in
financial management and the poor financial managemerformance of manufacturing
public enterprises and also the lack of approprés®ets mix policy in manufacturing
public enterprises. There are following objectives;

* To operate with setting certain sales target.
* To make regular inspection to find out the excesseficit of Current Assets
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Major findings:

i. Almost all selected manufacturing public entermisad followed a moderate
working capital approach. The holding of cash aewkivables in relation to total
asset was decreasing whereas the inventory wasasing.

ii. The selected manufacturing public enterprises kaffecient liquidity.

iii. Capacity utilization was the significant factor vehsales, cash flow cycle and
interest rate were not significant in working capdeterminations.

A study has done byGhimire (2010) entitled with ‘Non Performing assets of
commercial banks: Causes and effetia which he had the objectives to evaluate the
impact of NPA on the profitability of the commeiclzanks. He also studied about the
internal and external factors that affect the nerfggming assets to increase from the
loan and advances. The internal factor influenaeghe effective management of the
NPAs and its increment. The objective of his stadieas also to find out very much
important result from the survey. The study wasdblfind out the internal responsible
factors that contribute turning good loan into b@@hs, bad intention, weak monitoring
and mismanagement were the most responsible faG&orslarly, weak legal provision
and credit concentration were also found as thst Ipeeferred factors in turning good
loans into bad loans. Some factors such as lapbfolio analysis, not having effective
credit policy and shortfall on security were idéetl as having average effect on NPA
growth. In connection to the external factors,atilbbeen found that recession, political
and legal issues were more relevant factors innigrgood loans into bad loan. Likewise,
legal provisions for recovery as reasons for in@eirin NPA in Nepalese banks have
been found as the factors having less impact. Sigb@m and monitoring system have
been identified as average factors. It is therefoam be generalized that economic and
industrial recession and not having strong legaVision for loan recovery are the major
external factors that have major contribution fog increment of NPA.

It has also been concluded in the study that Nepdbanks or financial companies gave
much priority to trade sector for lending its resmu At the same time it was found that
service sectors were not being given that much esiphThough these studies are found
to be quite useful in their own side but the questf NPA and its cause as well as effect
on various aspects in financial institutions is f{etbe reviewed. This study has been
based on the various contributing factors thataase NPA level in financial institutions
in Nepalese perspective and its effect on profitgtposition of the financial institutions.
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2.3 RESEARCH GAP

From the above study, it can be said that the N§*8nie of the challenging problem of
commercial bank in Nepal which is followed by ireseng loan loss provisioning. It is
found that some research in the related topic buesearch was found in detail research
and analysis on impact of nonperforming assetss $tudy will try to show the present
issues, latest information on bank’s NPA'’s and ptlagios, data and real picture of loan
advance of Nepalese Commercial Bank.

After reviewing the relevant literatures, the nekapter concentrates in the research
methodology applied in the study.
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CHAPTER - 1lI

RESEARCH METHODOLOGY

Research is a systematic controlled empirical antccad investigation of hypothetical
propositions about the presumed relations amongralgbhenomena. Research includes
mainly two aspects; firstly, research investigagi@ne sufficiently broad to a problem or
creation of new knowledge; secondly, they explcrdcognize the systematic nature of
the research process in which data are gathereddest; analyzed and interpreted in an
organized and systematic manner. The entire probesed on the philosophies,
principles and mechanism of research by which wengit to solve problems or search
for answers to questions are collectively knowntlaes research methodology. The
research methodology that is adopted for the ptestedy is mentioned in this chapter
which deals with research design, sources of dd##a collection, processing and
tabulating procedure and methodology. This rese&@ch study about nonperforming
assets of three leading commercial banks (Everastk B_.imited, Himalayan Bank
Limited and Nepal Investment Bank Limited) of Nepklseeks to find out the facts
about nonperforming assets and relationships bynidgf and redefining problems,
formulating hypothesis, collecting, organizing aewhluating data, making deductions
and conclusions to determine whether they fit trenfilated hypothesis.

3.1 Research Design

A research design is an overall framework or ptartiie collection and analysis of data.
The research design serves as a framework for ttloy,sguiding the collection and
analysis of the data. The research design therséscan the data collection methods, the
research instruments utilized, and the sampling fabe followed. Specifically research
design describes the general plan for collectingly&ing and evaluating data after
identifying. A research design is a plan for théemion and analysis of data. If presents
a series of guide posts of enable the research@otess in the right direction in order
to achieve the goal. The design may be a speaiésgmtation of the various steps in the
problems, formulation of hypothesis, conceptualrigia methodology, survey of
literature and documentation, bibliography, dat#iection, testing of the hypothesis,
interpretation, presentation and report writing.n&ally, a common research design
possesses the five basic elements viz., selectiproblem, methodology, data gathering,
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data analysis and, report writing. Present studiovic the descriptive as well as
exploratory design to meet the stated objectivab@ttudy.

The basic objective of this study is to find ou¢ tsffect of nonperforming asset in the
commercial banks of Nepal. This study is an expioyaas well as descriptive study and
is a kind of research. Extensive study of nonpemnfng loans, its effect in different
aspect of bank, factor responsible for it, its scepd challenges has been carried out
using a secondary data. Descriptive approach has bsed to describe the concept of
nonperforming assets. Analytical approach has hesen to depict and to analyze the
current situation. The data and information co#ectfrom the survey are rearranged,
tabulated, analyzed and interpreted accordingyn¢éoneed of the study for attaining the
stated objectives.

3.2 Population and Sample

The term 'population’ for research means all thenber of any well defined class of

people, event or object. It means that the entitaig of people, events or things of
interest that a researcher wishes to investigate.tl@ other hand, sample is the
representative part of population selected fromviih the objective of investigating its

properties. If some elements are selected withintention of finding out something

about the population from which they are taken ttieat group of element is called a
sample. Thus, a sample is just a portion of thearse selected with a view to draw
conclusions about the universe under study. ltrepaesentative selection of a population
which is examined to gain statistical informatidmoat the total. At present, the total
number of object in the general topic deals with dtommercial banks. There are all
togetherd2 commercial banks in Nepal. Out of these total cemumal banks, three banks

are selected as samples which are Everest Bankddmtimalayan Bank Limited and

Nepal Investment Bank.
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Table 3.1 below clearly describes about total populationggampopulation and sample

drawn. List of Commercial Banks in Nepal
Table 3.1
Date of
S.N Banks aEsS%Ig&Srwgr%?etl Head Office
Bank

1 | Nepal Bank Limitec 11/15/193 | Kathmand
2 | Rastriya Banijya Bank Limited 1/23/196& athmandi
3 | NABIL Bank Limited 7/16/198: | Kathmandi
4 | Nepal Investment Bank Limited 2/27/1986| Kathmand:
5 | Standard Chartered Be Nepal Limited 1/30/198" | Kathmand!
6 | Himalayan Bank Limited 1/18/199¢ | Kathmand
7 | Nepal SBI Bank Limite 7/7/1997 | Kathmandi
8 | Nepal Bangladesh BarLimitec 6/5/199{ | Kathmandi
9 | Everest Bank Limited 10/18/1994| Kathmand
10 | Bank of Kathmandu Limite 3/12/199¢ | Kathmand!
11 | Nepd Credit and Commerce Bank Limit 10/14/199' | Rupandet
12 | Lumbini Bank Limitec 7/17/199¢ | Chitwar
13 | Nepal Industrial & Commercial Bankimited 7/21/199¢ | Biratnaga
14 | Machhapuchchhre Bank Limited 10/3/20089khara, Kas|
15 | Kumari Bank Limite 4/3/200: | Kathmandi
16 | Laxmi Bank Limited 4/3/2002Birgunj, Pars
17 | Siddhartha Bank Limite 12/24/200: | Kathmand:
18 | Agriculture Development Bank Limit 3/16/200¢t | Kathmand
19 | Global IME Bank Limitec 1/2/200' | Birgunj, Pars
20 | Citizens Bank International Limited 6/21/200K athmandi
21 | Prime Commercial Bank Limit¢ 9/24/200° | Kathmand:
22 | Sunrise Bank Limited 10/12/200K athmand:
23 | Bank of Asia Nepal Limite 10/12/200 | Kathmand:
24 | GrandBankNepallLimited 5/25/200¢ | Kathmand:
25 | NMB Bank Limitec 6/2/200¢ | Kathmand
26 | Kist Bank Limitec 5/7/200¢ | Kathmand
27 | Janata Bank Nepal Limited 4/5/201Rathmandi
28 | Mega Bank Nepal Limiid 7/23/201( | Kathmand
29 | Commerz & Trust Bank Nepal Limd 9/20/201( | Kathmand!
30 | Civil Bank Limitec 11/26/201' | Kathmand
31 | Century Commercial Bank Limitt 3/10/201: | Kathmand!
32 | Sanima Bank Limited 2/15/201K athmandi

i. Sanima Bikash Bank Ltd. was upgraded as commercial bank and changed the as8anima
Bank Ltd. on 15 February, 2012.
ii. Development Credit Bank Ltd. has changed its name @gsand Bank Nepal Limited on 13 April,
2012.
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iii. IME Financial Institution Ltd. andLord Buddha Finance Ltd. are mergedvith Global Bank
Ltd. and changed the name@®bal |ME Bank Ltd on July 9, 2012.

The following are the banks which are taken as sarfgpléhe study:
» Everest Bank Limited
» Himalayan Bank Limited
» Nepal Investment Bank Limited

These banks are taken as sample because these &anmkbe top most leading
commercial banks of Nepal and have been growing\likn all aspects of financial

performance such as total assets, total deposttd, grofit etc. These leading banks’s
analysis can help to depict the health of banke@®s in some extent.

3.3 Sources of Data

Making study more reliable and justifiable, secagddata has been used in this study.
The annual reports of the subjected banks are #yerraources of the data for the study.
However, beside the annual reports of the respebnks, the following sources of data
are also considered,;

1. NRB reports

2. Various publications dealing in the subject mattestudy

3. Various Articles published in the newspapers, megasz
4. Different websites
5. Dissertation of central library of T.U. and librawfy Shanker Dev Campus.

Other sources like interviews, desertion, remarkstie specialist of the subject are
capable in providing valuable data and conclusloukl be considered in the study.

3.4 Data Processing Procedures and Analysis

Data collected from various sources were in raunfoFhey were classified and tabulated
as per the nature of the study and in accordantieeoflata. Applying different financial
and statistical tools, data analysis is executadhEr to represent the data in simple form
tables, charts, bar diagrams and graphs have séb u
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34.1 FinancialTools

While adopting financial tools, ratio is used asemchmark for evaluating the financial
position and performance of any firm. “Financiadbsis is the process of identifying the
financial strength and weakness of the firm by prhpestablishing relationship between
the items of the balance sheet and profit and EssOunt” Pandey, 2000: 109.
“Financial analysis is the use of financial stateteeto analyze company’s financial
position and performance and to assess future diabnperformance”, (Wild,
Subramanyam and Halsey2003:13)

3.4.1.1 RatioAnalysis

Ratio analysis is the widely used tool of finan@ahlysis. A ratio is simply a number
expressed in terms of another and as such it esggethe numerical or quantitative
relationship between two variables. Ratio analysitects the relative strengths and
weakness of any organization. This also indicatesoperating and financial growth of
the organization. It summarizes the financial fegpiand makes quantitative judgment
about the financial performances and positions. Thkationship between two
accounting figures expressed mathematically is kn@sg financial ratio Handey,
2000:10§. To make analysis, we can use various ratiosdnly those ratios have
calculated here which are related to our subjedtana

 Loan and Advances to Total AssetRatio

The loan and advances to total assets ratio meagwemount of loan and advances in
the total assets. This ratio shows the proportibtoan and advances to total assets.
High degree of loan and advances indicates the gosttion of the organization that of
good mobilization of deposits of fund. In inverkmy degree of loan indicates that there
is low use of fund and the most of the deposit iemalle. Loan is the risky assets.
Thus, higher loan and advances to total assets shtws high risk and inversely low
loan and advances to total assets ratio shows ilglv Risk consist the uncertainty.
Thus, the loan and advances may or may not be eeedwvith its interest. This ratio
can be calculated as follows:

Loan and Advances to Total Ratro Loans and Advances
Total assets
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* Loan and Advances to Total Deposit Ratio (CORatio)

The main objective of commercial banks is to caligeposits from the surplus groups
who have excess of it and grants loan to the defroups who are in need of this. The
loan and advance to deposit shows the relationsétiyween the loan and advance and
total deposit. This is also termed as credit deg&) ratio. It shows how much fund
of deposit is provided as loan and advance. Thi® s used to find out how
successfully the bank are utilizing their deposihd in credit or loan for profit
generating purpose as loan and advances yield riaigh of return. Higher CD ratio
implies the better utilization of total depositslaretter earning. However, much higher
ratio creates liquidity risk to the bank and vicersa. Hence70% to 80% CD ratio is
considered as more appropriate. NRB has prescétdcs base rate for CD ratio. This
ratio can be calculated as follows:

Loan and Advances to Total Deposit Ratihoans and Advances
Total deposit

* Non Performing Assets to Total Loans and AdvanceRatio

This ratio determines the nonperforming assets in the total do@ances portfolio.
Greater ratio implies the bad quality of loan of the b&idnce, lower non- performing
assets to loans and advances ratio are preferable.r Astgmmational standard onBpb
NPA is allowed but in the context of Ned#l%o NPA is acceptable.
It is calculated as under:

Non Performing Assets (NPA)
NPA to Total Loans and Advances Ratiq.gtaI Loans and Advances

* Provision Held to Non Performing AssetRatio

This ratio describes the proportion of provision held topeoforming assets of the

bank. This ratio measures up to what extent of risk imtereNPA is covered by the

total loan provision. Higher ratio signifies that the baaks safeguard against future
contingencies that may create due to nonperformingsasse, higher the ratio better is
the financial strength of the bank and vice versa. Htis is calculated as under:

Provision Held to Non Performing Assets Ratio = Totah oss Provision
Total Non Performing Assets
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* Non Performing Assets to TotalAssets

This ratio indicates the ratio between the nonperfiog assets and total assets. Higher
NPA to total assets ratio implies the bad effecbamks performance and it decreases
the profitability of the banks and vice versa. Titsiso can be calculated as follows:

NPA to Total Assets = Total Non Performincs@ts
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 |bsifs:

Provision Held to Loans and AdvancesFotal Loan Loss Provision
Total Loans and Advances

* Return on Loan and Advances

This ratio indicates the proportion of net profit over totalnkand advances. It
describes how efficiently the bank has employed its ressun the form of loan and
advance. Higher the ratio better is the performance dfdahk& and vice versa.

It is calculated as under:

Return on Loans and Advances = Net Profit
Loans and Advances

3.4.2. StatisticalTools

The statistical tool is essential to measure the relationshipoobr more variable. It is
the mathematical technique used to facilitate the analysis derprietation of the
performances of the organizations. It helps to compaeérformance, strength and
weakness of the organization. It also helps to presentatiag i show the relation and
deviation of variables of organizations. In our studhg following statistical tools are
used:
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Arithmetic Mean

Arithmetic mean or simply a ‘Mean’ of a set of ohs#ion is the sum of althe
observation divided by the number of observatBajiacharya, 1996:177%. It is the
best value which represents to the whole group. Mean iaritenetic average of the
variables. Arithmetic mean of a series is given by:

Sum of variables X
N

Mean (X ) =

Where, X = sum of the variable "X’ of which studyhising done.
N = Number of
observation

» Standard Deviation(c)

The standard deviation is the absolute measures of dmpaenswhich the drawbacks
present in other measures of dispersion are remowvedsaid to be the best measure of
dispersion as it satisfies most of the requisites of a goedsure of dispersion
(Bajracharya, 1996:177. Standard deviation is defined as the positive squatefdhe
mean of square of the deviation taken from the aritltnme&ian. It indicates the ranges of
deviation from the middle or mean. It measures the atesalispersion. Higher the
standard deviation higher will be the variability and vicesaer

Dispersion measures the variation of the data from ¢h&ra value. In other words, it
helps to analyze the quality of data regarding its vdityalt can be calculated as:

—\2
X -X
Standard Deviatione{) = \/Z ( N )

» Coefficient of Variation (CV)

Standard deviation is the absolute measure of dispersioa. r@lative measure of
dispersion based on the standard deviation is known exdRfficient of standard
deviation Bajracharya, 1996:1779. It is independent of unit. So, two distributions can
bitterly be compared with the help of CV for their variaiind consistency. Lesser the
CV more will be the uniformity; consistency; etc. and mthre CV less will be the
uniformity; consistency etc.
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It is calculated as under:

(9

Coefficient of variation (CV) = e 100

» Correlation Coefficient (r)

Correlation is a statistical device designed to measurgdtpee of relationship between
two or more variables. The Correlation coefficient isirtef as the degree of
association between two or more variables. Correlatoefficient is the statistical

measure of the linear relationship (correlation) betweeatependent variable and an
independent variable.

NEXY.(XX) (V)
*- (2X)7x [NZY* - (V)]

Correlation Coefficient(r¥ \/[NZX

The Karl Pearson's Coefficient of Correlation always lies betwedrne +1. The value
of correlation on coefficient inl-signifies strong negative correlation antl signifies
strong positive correlation coefficient. The following gexrterules are mentioned for
interpreting the value of r.

i.  Whenr =1, there is positive perfect correlation between the twalbes.

i. When r = 1, there is a negatively perfect correlation between the tw
variables.

iii. When r =0, the variables are uncorrelated.

Near the value of r te1, closer will be the relationship between two variables and
nearer the value of r @ lesser will be the relationship.

* Probable Error

Probable error of the correlation coefficient denotedPByis the measure of testing the
reliability of the calculated value of r. If r be the cddétad value of r and N be the
number of paired observation, then PE is defined by,

PE = 0.6748 (1-r)
VN

Where, r = correlation coefficient and N= no of paigd$ervation
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It is used in interpretation whether calculatedueadf r is significant onot.

i. If IrI< PE then it is insignificant which implies there is no ewice of
correlation.

i. If1r1>6*PE then there is significant relationship between theabées.

iii. In other cases, nothing can be concluded.

The probable error of correlation coefficient is used terd@ne the limits with in which
the population correlation coefficient lies. Limits for popiaa correlation coefficient
are r+P.E.

» Diagram and Graphical Representation

Tables, diagrams and graphs are visual aids thateghvied eye view of a given set of
numerical data. They represent the data in simple anccoegbrehensive form. Hence,
in this study, various tables, bars diagrams, chadsgesphs are used to present the data
and data analysis is done through these data.
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CHAPTER - IV

DATA PRESENTATION AND ANALYSIS

In this chapter, raw form of data which were cdkelcfrom various sources are processed and
changed into an understandable presentation usiandal as well as statistical tools
supported by diagram and graphs as mentioned ipréheous chapter. Similarly, the process
of transforming of data is undertaken for the exation and interpretation of such data to
draw conclusion. Therefore, this chapter is therthe& the study, as all the findings,
conclusions and recommendation are going to beetkfrom the calculations and analysis is
done in this section.

4.1 Ratio Analysis

4.1.1 Loans and Advances to Total AsseRatio

Loans and advances of any commercial banks regrédsemajor portion in the volume of
Total Assets. The ratio of loans and advancesttd &ssets measures the volume of loans and
advances in the structure of total assets. Theehigegree if this ratio indicates the good
performance of banks in mobilizing its funds by wafylending function. However, in its
reverse side, the high degree of this ratio isasgntative of low liquidity ratio either.

Disbursing the loans and advances always carr@stain degree of risk. Thus, this asset of
banking business is regarded as risky asset. Wagdto shows low productivity and high
degree of safety in liquidity and vice versa. Theiaction between risk and return determine
this ratio.

Tabled.l

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

EBL HBL NIBL
TL TA Ratio |TL TA Ratio |[TL TA Ratio
2007| 13,664| 21,433| 63.75| 16,998| 33,519| 50.71| 17,769 27,591 64.40
2008| 18,339| 27,149| 67.55| 19,498 36,176| 53.90| 27,529 38,873| 70.82
2009| 23,885| 36,917| 64.70| 24,793| 39,320| 63.05| 36,827 53,011 69.47
2010| 27,556 41,383| 66.59| 27,981 42,717| 65.50| 40,948 57,305| 71.46
2011| 31,058 46,236| 67.17| 31,567| 46,736/ 67.54| 41,887 58,357| 71.78

Mean 65.95 60.14 69.58
SD 1.47 6.63 2.71
CVv 2.23 11.02 3.89
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Table 4.1shows the loans and advances to total assetseef lanks for five consecutive yee

Here, ratios of HBL arén increasing trendbut the ratio of EBLand NIBL have fluctuated in
some years. Theneanratios of EBL, HBL and NIBL are55.95%, 60.14%and 69.58%
respectively. Among ththree banksNIBL has the highest mean io whereas HBL has the
lowest. It indicateghat NIBL is mobilizing its fund morsatisfactorilr than the other two
banks.It can be interpretethat NIBL has highest degree of gstment in risky assets a

HBL has the lowest. Thetandard Deviations of three bankse 1.47, 6.63 and 2.71
respectively and theil€Vs are 2.23%, 11.02% and 3.89%spectivel. It can be interpreted

that HBL hascomparativelyhigher degree of bottieviation and variation but EBL has low
deviation and variation.

The above table can also be presented in a baradraghich is as follow

Figure 4.1

Total Loans and Advances (TL) to Total Assets (T/
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From the figure 4.1tican be interpreted that TA of EBL and NIBL hawereased more the
double amount from the last five year's TA. In caripon of EBL and NIBL, HBL has slo
growth in its TA. Its TAhas increasenearly aboutl..5times of lasfive year’'s TA. In the case
of TL, there is significant growth in TL call banks NIBL has increased its TL rapidly in fir
three years and then increased with slow growthB&Iit and HBL has equal growth re of
their TL in these five years. AISINIBL has the highest loarsnd advancs to total assets
mean ratio than othéwo banks whileHBL has the least loan and advance to mean ratio
during the period of stud
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4.1.2 Loans and Advances to Total Deposit Ratio (CRatio)

Loans and Advances to total deposit ratio is oftelled credit deposit ratio (CD ratio). The
core banking function is to collect the funds frahe various sectors of depositors and
mobilize these funds to the borrowers who are iednef funds through which the bank can
generate profit. CD ratio is the fundamental patami ascertain fund deployment efficiency
of commercial bank. In other words, this ratio ascalated to find how successfully the banks
are utilizing their total deposits on credit orngaand advances for profit generating purpose as
loans and advances yield high rate of return. @re@D ratio implies the better utilization of
total deposits and better earning, however, liqguickquirement also needs due consideration.
Hence70%-80%CD ratio is considered as appropriate. NRB hasdstia@izeds80% CD ratio.
This ratio is calculated through dividing total diteor loans and advances by total deposit of
bank.

Table 4.2

Total Loan and Advances (TL) to Total Deposit

EBL HBL NIBL
TL Deposit | Ratio TL Deposit | Ratio | TL Deposit | Ratio
2007 | 13,664 18,186 75.13 16,998 30,048 | 56.57 | 17,769 24,489 | 72.56
2008 | 18,339 23,976 76.49 19,498 31,843| 61.23 | 27,529 34,451 | 79.91
2009 | 23,885 33,323| 71.68 24,793 34,681 71.49 | 36,827 46,698 | 78.86
2010| 27,556 36,932| 74.61 27,981 37,611 | 74.39 | 40,948 50,094 | 81.74
2011| 31,058 41,128| 75.51 31,567 40,921 | 77.14 | 41,887 50,138 | 83.54

Mean 74.69 68.16 79.32
SD 1.62 7.91 3.74
CVv 2.17 11.60 4.71

The table 4.2xhibits the loan and advances to total deposit Gtthree commercial banks
for five consecutive years. The EBL and NIBL haweeng fluctuating ratio. The least CD ratio
of EBL is 71.68%in 2009 and the highest ratio is 76.4992008where as the least CD ratio
of NIBL is 72.56%and the highest ratio is 83.54%2011. The ratio of HBL is in increasing
trend. The ratio of HBL has increased from 56.50%7.14% in five years. From the above,
it shows that NIBL has better utilization of itspisited fund in loans and advances than other
banks. However, it may faces liquidity crunch i&té is no effective management occurs.

The mean ratios of EBL, HBL and NIBL are 74.69%,1886 and 79.32%espectively.
Among all, NIBL has highest mean ratio which shadiat the NIBL lends higher portion of
deposit in the form of loan and advances. The HB& the lower mean ratio among them. It
advances lower portion in the form of loan. Thigan be said that the management of HBL
is risk averse as compared to other two banks.Stheof EBL, HBL and NIBL are 1.62, 7.91
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and 3.74respectively. SHBL’s data has high variation from an average meanil&iy, CV
of HBL is also highest compare to other two banks whichgx thatits data hve high degree
of deviation and variatior

Total Loans and advances total deposit can be presented in bar diagram atgoh is as
follows:

Figure 4.2
Total Loan and Advances (TL) to Total Deposi
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From the figure 4.2jt can be interpreted that depi amountof NIBL is highest in
comparison with other two banks whereas deposiEBL is lowest. Thereis more than
double growth in totatleposit ancdoans of EBL and NBL whereasloans and advances of
HBL has increased less than double growth in bamdin land dpositin these five yea. So, it
can be concluded thatiBL has the highest ratio of total loans and advanzéstal deposit.
So, NIBLIends higher amount in the form of lc<sin comparisons of othe.

4.1.3 Loan Loss Povision to Total Loans and Advances Ratio

The ratio of loan loss provision to total loans aadances describes the quality of assets
the bank is holdingNepal Rastra Bank has given directives to commiebegiaks to classif
its loans and advances into the category of pag-standard, doubtful and loss on basis
of maturity of principato make the provision 1, 25, 50 and100percentages respective

Loan loss provision signifies the cushion againstife contingency cree by the default of
the borrower incase ofpayment of loans. It ensures the contins@lvency of the banks.
Since high provision has to be madr nomperforming loan, higher provision for In loss

reflects increasing n@erforming loan in volume of total loans and adwemcrhe low ratic
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signifies the good quality of assets in the voluofidoans and advances. It indicates how
efficiently the bank manages loan and advancesraies efforts to cope with probable loan
loss. Higher ratio implies, higher portion of NRLthe total loan portfolio.

Table 4.3
Loan Loss Provision(LLP) to Total Loan and Advancs (TL)
EBL HBL NIBL
LLP |TL Ratio LLP TL Ratio LLP L= Ratio

2007 90 13,664 0.66 91 16,998 0.53 130 17,769 0.73
2008| 99 | 18,339| 0.54 58 | 19,499  0.30 136 27,529  0.49
2009| 93 23,885 0.39 69 24,793 0.28 166 36,8p7 0.45
2010 77 27,556 0.28 693 27,981 2.48 93 40,948 0.23
2011| 98 31,058 0.32 472 31,567 1.49 26|/ 41,887 0.64

Mean 0.44 1.02 0.51

SD 0.14 0.85 0.17

CcVv 32.05 83.65 33.46

The table 4.2xhibits the ratio of loan loss provision to loaml advances of three banks for
the five consecutive years. The ratios of EBL arllNhas decreased till 2010 and then
increased in 2011. The ratio of HBL has decreasaa 10.53% to 0.28% till 2009 and then

increased significantly to 2.48% in 2010 and theordased to 1.49% in 2011. Higher LLP is
indicative of poor and ineffective credit policycahigher proportion on nonperforming assets.
Hence, the greater ratios of HBL suggest that theeehigher proportion of NPL in the total

loans and advances.

The standard deviation of EBL, HBL and NIBL is 0.12185 and 0.17 and their CVs are
32.05%, 83.65%and 33.46% respectively. Here, it is clearly seleat tHBL has higher
deviation and higher variation during the studyiquer

This can also be interpreted in the diagram below:
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Figure 4.3
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The figure 4.Xlearly indicate that EBL has the lowest LLP andBH has the highest amount
of LLP. The TL of NIBL is highest among three bankkere as EBL and HBL has alm
equal loan and advancdaring the study period. ., theratio of LLP to TL is highest iHBL
than other two bankshich signify that HBL has lesser good loans thdrecbanks.

4.1.4 Non Performing assets to Total Loan and Advanc Ratio

This ratio determines the proportion of nonperforgnassets in the total loan and advat
portfolio. As per NRB dectives, the loan falling under categorysabstandarcdoubtful and
loss are regarded as mmnforming assets or loan. The higher ratio implresbad quality o
loan or assets of banks in the form of loan andaades where as lower ratio implies |
better quality of assets of banks in themfoof loan an@dvances. Henc lower ratio is
preferable. A per international standi, only 5% NPAs is allowe. The table, presented
bdow, exhibits the ratio of n¢performing assets to loan and advancethree banks EBL,
HBL and NIBL for five consecutive yeal

Table 4.4

Non Performing Asset (NPA) to Total Loaisand Advance: (TL)

EBL HBL NIBL
NPA | TL Ratio | NPA | TL Ratio | NPA | TL Ratio
2007 | 109| 13,664 0.80 614| 16,998 7.44) 421| 17,769 2.69
2008 | 125| 18,339 0.68 460| 19,498 6.60| 30&| 27,529 2.07
2009| 115 23,885 0.48 536| 24,793 3.61| 214 36,827 2.37
2010 121| 27,556 0.44 985| 27,981 2.35| 254 40,948 1.13
2011| 106| 31,058 0.34| 1427| 31,567 2.16| 394 | 41,887 0.82
Mean 0.55 4.43 1.82
SD 0.17 2.19 0.72
CcVv 31.02 49.41 39.65
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The table 4.4xhibits the ratio of norerformingassets to loans and advance:EBL, HBL
and NIBL for five consecutive ye:« The table shows that all three banks havetuating
level of NPA. Out of thel, HBL has the highest level of NPR#hereas EBL has the least le
of NPA. Lower NPA shows effective credit management of band its effort of recoverin
bad debts throughstablishment of recovery cell. T mean ratios oEBL, HBL and NIBL are
0.55% 4.43%and 1.82% respectively. It revealthat credit management HBL is not as
effective as of two other bar where as EBL is well managed among three bankase ol
loan recovery.

SDs of EBL HBL and NIBLare 0.172.19and1.82and their C\$ are31.02% 49.41%and
39.65% respectively. Hse ratio signify that HBLhas highest deviatic and higher degree of
variation among thesthree bans where as EBL has the lowedgviation andvariability.
Since NPAIs one of the causes of banking crisis, bank shgivd serious attention to tF
matter.

This can also be interpreted with the help of tik¥ing diagram

Figure 4.4
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From the figure 4.4, it iseen that there is significant increment in TL of NIBls compareto
two other banksThe ratios of NPA to TL of all banks i in the decreasing trerduring the
study periodEBL has lowest mean NPA i.0.55%whereas HBL has highest mean NP/
4.43%. Sowe can concluc that EBLhas effective credit management system than twer
banks during the period of stu
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4.1.5 Provision Held to Non Performing Assets Ratio

This ratio determines the proportion of provisiagidhto nonperforming assets of the bank.
Every bank should have to make provision for tlenlto minimize the risk of not recovering

the loan from the customer on time. So, this rat@asures up to what extent of risk inherent
in NPA is covered by the total loan loss provisibtigher ratio signifies that the banks are
safeguarded against future contingencies that megte due to non performing loan or in

other words banks are cushion of provision to cthgeproblem that may be cause due to
NPL. Hence, higher ratio shows the better finangeaition of the bank.

Table 4.5
Loan Loss Provision(LLP) to Non Performing Asset (WPA)
EBL HBL NIBL
LLP | NPA | Ratio LLP |NPA Ratio LLP |NPA |Ratio
2007 | 90 109 82.06 91 614 14.78 13D 421 30/80
2008 | 99 125 79.66 58 460 12.70 136 308 4411
2009 | 93 115 81.19 69 536 12.85 166 214 7781
2010 | 77 121 63.51 693 985 70.32 93 254 36,63
2011 | 98 106 93.08 472 1427 33.06 267 394 67(90
Mean 79.90 28.74 51.45
SD 9.47 22.14 18.25
CVv 11.85 77.03 35.47

The table 4.®xhibits the ratio of provision held to nonperfongiasset of three banks for five
consecutive years. Here, we can see that EBL lygesii ratio i.e. 93.08% 2011. HBL has
least ratio as compared to other two banks. Akdhibanks shows fluctuating trend in mean
ratios. The mean ratios of EBL, HBL and NIBL are9®%b, 28.74%nd 51.45%espectively.
Higher mean ratio indicates banks have adequatésmo against non performing assets.
From here we can conclude that EBL has better safdgor future contingencies.

The standard deviations of EBL, HBL and NIBL aréd®22.14 and 18.2%espectively. And
their CVs are 11.85%7.03%and 35.47%espectively. Thus, it reveals that HBL's data have
both more deviation and variation than other twaksa The EBL has lowest deviation and
variation for that same period. Thus, EBL is sa®gainst future contingencies that may create
due to nonperforming loan in comparison of othey banks.

The above LLP and NPA can also be illustrated withhelp of following diagram.

57



From the figure 4.5we can see thEBL has the highesttio in the yea2011. Its ratio has
alwaysremained higher than two other banks throughoutsthdy perio except in the year

Figure 4.5

1,000
800
600
400
200

Loan Loss Provision (LLP) to NonPerforming Asse

(NPA)
1,600
1,400 -
1,200

2007 2008 2009 2010 2011

W EBLLLP
m EBL NPA
m HBLLLP
W HBL NPA
B NIBL LLP
= NIBL NPA

2010. Amonghese three banks BL has the lowest mean raid LLP to NPA

4.1.6

This ratio representthe proportio between the norperforming assets and total asset:
banks. It Bows that how much assets is performing or idle in the total assets of bar
Higher NPA to total assets ratio indicates the se performance which reduces 't
profitability of the banks Lower ratio indicates the better perfanteand higher profitability

NonPerforming Assets to Total Assets Rat

of the banks. Thus, lower NPA to total assets regibetter for the banks that exhibits
better profitability.

Table 4.6
Non Performing Asset (NPA) to Total Asset (TA

EBL HBL NIBL
NPA TA Ratio | NPA | TA Ratio | NPA | TA Ratio
2007 109 21,43: 0.51 614 33,519 1.83 421 27,591 1.53
2008 125 27,14¢ 0.46 460 36,174 1.27 30¢ 38,873 0.79
2009 115 36,91° 0.31 536 39,320 1.36 214 53,011 0.40
2010 121 41,38 0.29 985 42,717 2.31 254 57,305 0.44
2011 106 46,23¢ 0.23 1427 | 46,734 3.0 394 58,357 0.67
Mean 0.36 1.96 0.77
SD 0.11 0.66 0.40
Cv 30.53 33.59 52.08
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The table 4.¢presented above exhibits the ratio of provisiom lteltotal nonperforming asse
of three banks for fiveonsecutive ears. HBL has the highest ratiasd EBL has the lowest
ratiosthroughout the study peri. So, HBL contains the higheaimount of idle assets in t
bank. The ratis of EBL have been decreasing e' year whereasatios of FBL and NIBL
are fluctuating

The mean ratio of EBLHBL and NIEL are 0.36%1.96%and0.77% respectively. The mean
ratio of HBL is significantly higler in comparison with other twibankswhereas EBL has
comparativelyjower NPA ratic NIBL has noderate ratio among them. ThDs of EBL, HBL
and NIBL are 0.110.66and 0.40respectively and theltVs are30.5%, 33.59%and 52.08%
respectively.These signif that EBL has the lowest deviatiamd variation whereas HBL h
the highest deviation and NIBL has the highestatemn intheir datafor the study perioc

The above ratio of ngerformingassets to total assetan be presented in bar diagram a
which is as follows;

Figure 4.6
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From the figure 4.6it is seen that NPA of HBL has increased dralijiciis NPA in 2011is

more than double amount of the ye2007 but its total asset is not increased in the s
proportion. TAs of EBLand NIBL has increased more than double amount thein first

year’'s TA of study period. TAs of NIBis the highest in all year8lPA of EBL is the least
and NPA of HBL is thénighes which is seen in above figure.
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4.1.7 Return on Loans and Advances

This ratio indicates that how efficiently the bam&s employed 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 all types déduction like employee bonus, tax,
provision etc. Hence, this ratio measures bank@fitpbility with respect to loans and
advances. Higher ratio shows better performantkeobank and vice versa.

Table 4.7

Return on Loans and Advances
EBL HBL NIBL
Net Profit | TL |Ratio | Net Profit | TL |Ratio | Net Profit | TL |Ratio
2007 296 13,664 2.17 492 16,998 2.89 501 17,769 2.82
2008 451 18,339| 2.46 636 19,498 3.26 697 27,529 2.53
2009 639 23,885 2.67 753 24,793 3.04 901 36,827 2.45
2010 832 27,556 3.02 509 27,981 1.82 1,265 40,948 3.09
2011 931 31,058 3.00 893 31,567 2.83 1,176 41,887 2.81

Mean 2.66 2.77 2.74
SD 0.32 0.49 0.23
CVv 12.01 17.70 8.40

The above table 4.3hows the ratio between return (Net Profit) andatal asset of the three
banks in five consecutive years. All three bankegehpositive returns in all years. There is
highest profit seen in 2018 NIBL i.e. 1,265mio. NIBL has the highest profitwoughout the
period with comparisons of EBL and HBL. Its profiicreases from 501mio to 1,176mio.
Profit of EBL rises from 296mio to 931mio in thefee years. HBL has also increased its
profit from 492mio to 893mio. NIBL and EBL have measing profit trend with decreasing
rate but HBL has increased its profit in fluctugtimte. The ratio of return on loan and
advances of all three banks are in fluctuatingdren

The mean ratios of EBL, HBL and NIBL are 2.66%,72&’and 2.74%espectively. Although
NIBL has highest return in all year among threeldsaits mean ratio is still lower than that of
HBL it is because its increase in profit ratioesg than that of increase in loan and advances.
The SDs EBL, HBL and NIBL are 0.32, 0.49 and 028pectively and their CVs are 12.01%,
17.70% and 8.40% respectively. These signify thBL Hhas the highest deviation in data
which has highest variation in ratios whereas NHgis less deviation in data which has least
variation in the ratios during the study period.
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It can bepresented in the bar diagram which can be seealaw figure:

Fiqure 4.7
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From the figure 4.7Total loans and net prof of NIBL are the highest in all year than ot
two banks. Its loans and net profits have kincreased significantly in thefive years. EBL
and NIBL have increasing trend of both profit andr at decresing rate where as HBL h
increased its loan at decreasing rate but itstgsflecreased in 2010 than that of 2!

4.2 Correlation Coefficient Analysis

421 Correlation béween Loan Loss Provisin and Loan and Advarces

The correlation between loan loss provision (LLR{l total loans &advances (TL measures
the degree of relationship between these two Vimsalt depicts thempact of unit increase |
loan and advances on the increase in volunloan loss provisionHere, loan & advances is
independent variable and loan loss provision iseddpnt variabl

Table 4.8
Correlation between LLP and Loan and Advarees (TL)

Banks Correlation Coefficient(r) Probable Error(PE) 6x PE
EBL -0.135 0.29¢ 1.777
HBL 0.757 0.12¢ 0.772
NIBL 0.381 0.25¢ 1.547
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Table 4.9 shows the relationship between loand afd The correlation coefficient of EBL is
-0.135 which shows that LLP and total loans andaades have low degree of negative
correlation. HBL has high degree of positive catiein (i.e. 0.757) between LLP and TL
whereas NIBL has low degree of positive correlatien0.381. For all three banks, the values
of correlations are less than six times of theis Riich signifies that there is no evidence of
correlation between LLP and TL. That means thereoigroportionate increase in LLP in
respect with increase in total loan (TL) amount.

4.2.2 Correlation between Loan Loss Provision and &h Performing Assets

The correlation between LLP and NPA describes #dweak of relationship between these two
variables. It measures impact of unit change in Nip&Ahe LLP. In this case, nonperforming
asset represents independent variable and LLPpsndent variable. As mentioned earlier,
NPAs are the loan falling on the category of pasfstandard, Doubtful and loss and the
respective provisioning requirement are 1%, 25%p58nd 100% respectively. Higher the
nonperforming loan higher will be the provisioniagnount.

Table 4.9
Correlation between LLP and Non Performing Assets(IRA)

Banks Correlation Coefficient(r) Probable Error(PE) 6x PE
EBL -0.239 0.284 1.706
HBL 0.778 0.119 0.715
NIBL 0.378 0.258 1.551

Table 4.10 explains the relationship between LLE BiPA. The correlation coefficient of
EBL is negative (i.e.-0.239) which states that &ANncreases LLP decreases with a small
proportion and vice versa. HBL has high degree affitive correlation i.e. 0.778 where as
NIBL has low degree of positive correlation i.e3TB. These show that the LLP of HBL
increases in larger proportion as increase in NBtALhP of NIBL increases in small ratio as
increase in NPA and vice versa. For all three bathlesvalues of correlation are less than six
times of their PEs which signifies that there isevidence of correlation between LLP and
NPA. That means there is no proportionate incraaseLP in respect with increase in
nonperforming assets (NPA).

4.2.3  Correlation between Nonperforming assets arldan and advances

This correlation coefficient shows the degree détrenship between the NPA and loan &
advance (TL). The loan & advance is independeritlobr and NPA is dependent variable. It
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measures impact of unit change of loan & advanctherNPA. It means this explains effects
on NPA due to the change (increase or decreaseamand advance of banks.

Table 4.10

Correlation between NPA and Loans & Advance (TL)

Banks Correlation Coefficient(r) Probable Error(PE) 6x PE
EBL -0.178 0.292 1.752
HBL 0.842 0.088 0.525
NIBL -0.483 0.231 1.387

In the above table 4.11, NPAs and loans and adgaace negatively correlated in case of
EBL and NIBL whereas positively correlated in cafeHBL. The values of correlation
coefficient of EBL, HBL and NIBL are -0.178, 0.842d -0.483 respectively. These signify
that the NPA increases as increase in total loahware versa in case of HBL but NPA
decreases as increase in total loan and vice wecage of HBL and NIBL. The correlation
coefficient of HBL is greater than six times of R& which shows that there is significant and
reliable relation between NPA and TL. But in cagd Eand NIBL, the values of correlation
are less than six times of their PEs which redhlkése is no significant correlation between
NPAs and TLs of EBL and NIBL.
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4.3 Comparative Analysis of NPAs in Nepalese Comnaal Banks
(Mid July, 2011)

Table 4.11
S. N. Banks NPA (%)
1 Nepal Bank Limited 5.28%
2 Rastriya Banijya Bank Limited 10.92%
3 NABIL Bank Limited 1.77%
4 Nepal | nvestment Bank Limited 0.94%
5 Standard Chartered Bank Nepal Limited 0.62%
6 Himalayan Bank Limited 4.52%
7 Nepal SBI Bank Limited 1.10%
8 Nepal Bangladesh Bank Limited 19.18%
9 Everest Bank Limited 0.34%
10 Bank of Kathmandu Limited 1.82%
11 Nepal Credit and Commerce Bank Limited 3.82%
12 Lumbini Bank Limited 0.96%
13 Nepal Industrial & Commercial Bank Limited 0.60%
14 Machhapuchchhre Bank Limited 4.46%
15 Kumari Bank Limited 1.12%
16 Laxmi Bank Limited 0.90%
17 Siddhartha Bank Limited 0.79%
18 Agriculture Development Bank Limited 8.99%
19 Global IME Bank Limited 2.52%
20 Citizens Bank International Limited 1.17%
21 Prime Commercial Bank Limited 0.57%
22 Sunrise Bank Limited 0.04%
23 Bank of Asia Nepal Limited 1.40%
24 Grand Bank Nepal Limited 1.95%
25 NMB Bank Limited 0.27%
26 Kist Bank Limited 2.54%
27 Janata Bank Nepal Limited 0.00%
28 Mega Bank Nepal Limited 0.00%
29 Commerz & Trust Bank Nepal Limited 0.00%
30 Civil Bank Limited 0.00%
31 Century Commercial Bank Limited 0.00%
32 Sanima Bank Limited 0.00%
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Figure 4.8

Comparative analysis of NPA in Nepalese Commerci@anks
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4.4 Comparative Analysis of Total Loans and Advancein Nepalese Commercial Banks
(Mid July, 2011)

Table 4.13
Comparisons of Total Loans and Advances (Rs in millions)
Banks Total loans and
S. N. advances (TL)
1 Nepal Bank Limited 26,710
2 Rastriya Banijya Bank Limited 36,866
3 NABIL Bank Limited 13,003
4 Nepal Investment Bank Limited 41,096
5 Standard Chartered Bank Nepal Limited 18,427
6 Himalayan Bank Limited 31,567
7 Nepal SBI Bank Limited 21,366
8 Nepal Bangladesh Bank Limited 10,237
9 Everest Bank Limited 31,058
1C Bank of Kathmandu Limited 17,468
11 Nepal Credit and Commerce Bank Limited 8,835
12 Lumbini Bank Limited 6,112
13 Nepal Industrial & Commercial Bank Limited 14,934
14 Machhapuchchhre Bank Limited 14,731
15 Kumari Bank Limited 14,626
16 Laxmi Bank Limited 15,200
17 Siddhartha Bank Limited 18,384
18 Agriculture Development Bank Limited 34,460
19 Global IME Bank Limited 12,372
20 Citizens Bank International Limited 12,272
21 Prime Commercial Bank Limited 16,895
22 Sunrise Bank Limited 11,910
23 Bank of Asia Nepal Limited 11,639
24 Grand Bank Nepal Limited 8,798
25 NMB Bank Limited 11,209
26 Kist Bank Limited 13,043
27 Janata Bank Nepal Limited 3,541
28 Mega Bank Nepal Limited 4,768
29 Commerz & Trust Bank Nepal Limited 2,466
30 Civil Bank Limited 3,124
31 Century Commercial Bank Limited 1,175
32 Sanima Bank Limited 6,436
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Figure 4.9

Comparative Analysis of Loans and advances in Nefese Commercial Banks

Total loans and advances (TL)
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4.5  Concluding Remarks

As per the analysis of data, following major finglinave been obtained.

Financial Ratios:

The average loans and advances to total assetofai8L, HBL and NIBL during the study
period are 65.95%, 60.14% and 69.58% respectivéig. relatively low ratio of HBL is the
indication of risk adverse attitude of the manageinoe in other words we can say that they are
investing low in the risky assets. It has higheopaortion of investment on risk free of
nominally asset like Treasury bills; National sayiBonds etc. The data show that NIBL has
highest ratio in term of loans and advances flothwespect to total assets. HBL has both the
highest deviation and highest variation from theamealues. This signifies that NIBL has
highest level of utilization of its assets in trerrh of loans and advance whereas HBL is
unable to use its assets in comparison of otheravdks. The management of NIBL in regard
of disbursing loan is effective which increasesrttan operating of the bank.

Loans and advances to total deposit ratio indichteg successfully the banks are utilizing
their total deposits on credit or loans and advarioe profit generating purpose as loans and
advances vyield high rate of return. Greater CDoratiplies the better utilization of total
deposits and better earning, however, liquidityuregent also needs due consideration. The
average ratio of EBL, HBL, and NIBL are 74.69%, X860 and 79.32% respectively. Here,
NIBL has the highest ratio in comparison to EBL &l. HBL has lowest ratio and EBL has
moderate ratio. In case of deviation and variatldBl leads in both of them with the highest
values where as EBL has the lowest deviation am@ti@n. The data imply that NIBL has
highest utilization of its assets in the form oare and advances in comparison of other two
banks. As NRB has prescribed 80% CD ratio as alatdn along with NIBL, all three banks
are within the limit. In contrast of NIBL, HBL haswest use of its assets. That means it
generates less income from advancing loans anchalds excess amount of idle cash.

Loan loss provision to total loans and advance mgiscribes the quality of assets that the bank
is holding. Higher ratio is an indication of higheon performing loan in the total loans and
advances. The data reveal that HBL has the higheanh ratio which is 1.02% where as mean
ratios of NIBL and EBL are 0.51% and 0.44% respetyi HBL contains higher ratio which is
the result of higher proportion of NPL in the tolahn. EBL has the least ratio in comparison
to other two banks. EBL has the least both deviatiod variation whereas HBL has more
deviation and variation in LLP from its mean valUée data imply that HBL contains more
amount of nonperforming loan or low quality of lodts management is unable to decrease
such type of loan so the provision for loan loss bhaen decreased in the past five years. Its
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loan loss provision has been increased signifigamtl contrary of this, NIBL and EBL has
lower portion of low quality loan. The managemeftE&BL and NIBL are succeeding to
decrease such type of loan by which the amourdasf loss are in their control.

The analysis of nonperforming assets to total laaweals average NPAs of EBL, HBL and
NIBL. The mean ratios of NPAs for EBL, HBL and NIBiare 0.55%, 4.43% and 1.82%
respectively. Here, HBL has significantly higheoportion of the nonperforming assets in the
total loans portfolio which exhibits there are mdad loans which are defaulted. EBL and
NIBL have very low proportion of NPA as comparedH8L. All these banks should have
effective credit management and should make effortecovering bad debt through the
establishment of recovery cell. During the studyiquk HBL has highest deviation and the
highest variation whereas EBL has the lowest deriand the lowest variation in NPAs from
its mean value. The above data reveal that creddvery management of HBL is unable to
reduce its NPA in comparison of others. The higlesel of its NPA may cause serious
financial problem for it. In contrast of it, EBL drNIBL have been managing their NPA with
their effective credit management. They have bestuging the level of NPA as though
increase in loan and advances significantly.

The average ratio of provision held to nonperfoigrassets measures up to what extent of risk
inherent in NPA is covered by the total loan lossvsion. The mean ratios of EBL, HBL and
NIBL are 79.90%, 28.74% and 51.45% respectivelye dhta reveal that EBL has the highest
ratio among the three banks which shows that thek beas adequate provision against
nonperforming loan whereas the mean ratio of pronito NPA of HBL is the lowest and ratio
of NIBL is moderate. In case of deviation and V@i in data, the HBL has the highest
whereas EBL has the lowest. The above data showEfBh is more cautious to safeguard
against future contingency arises due to non paifag loan where as HBL is less cautious in
regard of this. As more NPA is holding by HBL aedd caution on it may result HBL liquidity
problem, lower profit etc.

As being a business venture, the main objective admmercial bank is to maximizing profit
through mobilization of funds. Higher ratio indieatthat the bank is generating profit through
higher utilization of its funds. The mean ratidsnet profit to loans of EBL, HBL and NIBL
are 2.66%, 2.77% and 2.74% respectively. Despitnly higher LLP and NPA, HBL has the
highest profit ratio in comparison of EBL and NIBLhis is because HBL lower total loans
and advance in comparison of NIBL. So, even thouwtving the highest profit in figure,
NIBL has only 2.74% profit ratio. Though HBL hasgghest mean profit ratio, its profit has
been fluctuated. So, its deviation and variatioa #re highest in comparison of other two
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banks. In contrary of this, despite having the Isterofit ratio EBL has less deviation and
variation as due to its consistent increase inifprbDiie to lower level of NPA and increasing
level of CD ratio, profit of EBL has been increagiconsistently. NIBL has the highest amount
of profit level as it has been disbursing highestel of loans and advance in comparison of
other two banks. Due to higher increased level ®ANHBL has increased its profit in
decreased rate.

Correlation Coefficients and Probable Error Test:

The correlation coefficients between LLP and loand advances of EBL, HBL and NIBL are
-0.135, 0.757 and 0.381 respectively. The data dhaivthere is positive correlation between
the LLP and total loans and advance of HBL and N#éBLLLP increases with increase in loans
and advance. In contrary of this, EBL has negativeelation between these two variables as
their LLP decrease with increase in loans and ack&nThe values of correlation coefficients
of all three banks are less than six times of tR&s. These signify that the correlation between
these two variables is insignificant and theredseridence of correlation between them. That
means there is no proportionate increase in LLR$pect with increase in total loan amount.
The management of HBL has not been recoveringésa keffectively in comparison of other
two banks.

The correlation coefficients (r) between LLP andAN®& EBL, HBL and NIBL are -0.239,
0.778 and 0.378 respectively. There is low degifepegative correlation between LLP and
NPA in case of EBL. In contrary of this, HBL haglhidegree of positive correlation where as
NIBL has low degree of positive correlation. Théues of correlation coefficients are greater
than six times of its PE in case of HBL whereasealation coefficients of EBL and NIBL are
less than six times of their PEs. These signify thare is significant relation of two variables
in case of HBL but there is no significant relatmnLLP and NPA in case of EBL and NIBL.
EBL and NIBL have been managed their loan and redititeir NPA effectively.

The correlation between NPA and loans and advasiuass the effects on NPA due to change
(increase or decrease) in loan and advance of bditles data reveal that the correlation
coefficients of EBL, HBL and NIBL are -0.178, 0.84hd -0.483 respectively. There is
negative correlation between these two variablesase of EBL and NIBL whereas HBL has
positive correlation. In the error test for EBL aNtBL, the correlation coefficients are less
than six times of their PEs whereas in case of HB&,coefficient is greater than six times of
its PE. These signify that there is no reliabledewce of relationship between NPA and loans
and advances of EBL and NIBL but HBL has significaglationships between these two
variables. That means as the loans and advansdseka increased of HBL; its NPA has also
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been increased. This signifies that HBL has beshuising its loan in the unproductive sector
so that they may have been failed to recover. Bit &1d NIBL have been able to reduce their
non performing loan though they have been increaiair loans and advances significantly.
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CHAPTER -V

SUMMARY, CONCLUSION AND RECOMMENDATIONS

In this chapter the whole study and findings amamsarizes with conclusion and suggest
some recommendation bases on the result of thgsasalf data.

51 Summary

Financial institutions are the backbone of the eaoic development of the country. In
other words, national development of any countrypetels upon the economic
development of that country and economic developnigensupported by financial
infrastructure. The main objective of the bankastllect the idle fund, mobilize them
into productive sectors and helps for the ovem@in®mic development of the country.

The assets of commercial bank indicate the mammevrhich the fund entrusted to the
bank is employed. The successful working of thekbdepend on ability of the
management to distribute the fund among theouarikinds of investments known
as loan and advances. Loans and advances ameofteprofitable assets of a bank.
These assets constitute primary sources of incamida bank. As being a business
institution, a bank aims to increase its profinc& loan and advance are more profitable
assets than any other assets that the banks dirggwid lend as more as possible. But
bank has to be careful about the safety of suah doal advances. It means that the bank
has to be careful about the repayment of loan ateddst before disbursing the loan. If a
bank management is risk averter then it may faibltain the adequate return on the
funds. Similarly, if the bank management is to@itdd, it may easily impair its profit by
bad debts. Therefore, bank should not forget thktyehat most of the banks failures in
the world are due to shrinkage in the value ofitla® and advances

As we know the loans and advances are more pridithalan the other assets, it creates
risk of non-repayment for the bank and such risknewn as credit risk or default risk.
Therefore, like other assets the loan and advaapesclassified into performing and
nonperforming on the basis of overdue aging scleedithe due in the form of principal
and interest are not paid by the borrower for éageiperiod is called nonperforming loan
or assets. It is a loan asset whose recovery (pehand interest) has been difficult for

the bank and financial institutions for whateveasens. In other words, a loan from
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which repayment of principal or interest is notth@woming as per the facilities agreement
at as demanded by the bank. It means NPAs coulckviranks profitability both through
loss of interest income and write off the princifn amount. Nonperforming loan are
also known as nonperforming assets (NPAs). Perfigrassets are those that duly repay
principle and interest to the banks. These assetstitute the primary sources of income
to the banks. Banks are willing to lend as muclp@ssible but they have to be careful
about the safety of such loans as loans are risggts. Performing assets have multiple
benefits to the company as well as to the socid¢tyewnonperforming assets erode even
existing capital of the banks. NPAs have been b&wgngreat problem in banking
business. The level of NPA in Nepalese bankingrass is increasing. It is well known
fact that the banks and financial institutions iapldl have been facing the problem of
swelling nonperforming assets (NPAs) and the issudecoming more and more
unmanageable day by day. Recently, a developmemk [&=in verge of liquidation
because of NPA problem. So, the impact of NPA caheagnored.

This research is aimed of studying the nonperfogmassets of private commercial
banks. For this purpose, descriptive and analyties¢éarch design was adopted out of
total population 082 commercial banks, three private banks were takesample using
judgment sampling method, and they are EBL, HBL Hi8IL. 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 the appropriatengoiof table and charts. Also,
appropriate mathematical, statistical, financiadl gnaphical tools have been applied to
analyze the collected data in suitable manner. ddta of five consecutive years of the
three banks have been analyzed to meet the olgedftihe study.

NIBL has highest proportion of loan and advancetotal assets of bank but HBL has
the lowest proportion of loan and advances durmegstudy period. It indicates that the
risk adverse attitude of the management of HBL. Eak moderate ratio. Similarly, in
case of loans and advances to total deposit (Ci), fdIBL has the highest proportion
among three banks whereas HBL has the lowest m&raftb. So, we can say NIBL
utilizes its funds taking higher risks with compgam of the other two banks whereas
HBL disburses lesser loans in comparison of EBL 8L

HBL has the highest LLP as compared to other twakbaFrom this, we can say that
nonperforming loan of HBL is higher than EBL andBlI Higher LLP is indicative of
poor and ineffective credit policy and higher prdgjmm on nonperforming assets. So,
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HBL has made higher provision for loan loss. Momeovhere is higher NPA in total
loan and advances of HBL which comes around 1.08%wverage. EBL and NIBL have
0.44% and 0.51% of NPA. The credit management df BBinable to reduce their LLP
in comparison of other two banks.

On the basis of NPA to total loans and advancés, tdBL has the highest NPA whereas
EBL has the lowest throughout the study years. NBIABIBL have been significantly
increased in the later years. The mean ratios &f, EBBL and NIBL are 0.55%4.43%
and1.82% respectively. It reveals that credit manageroEHBL is not as effective as of
two other banks where as EBL is well managed antbnge banks in case of loan
recovery.

Analysis of loan loss provision with respect to narforming assets shows that EBL has
the highest mean ratios whereas HBL has the lowést.mean ratios of EBL, HBL and
NIBL are 79.90%, 28.74%nd 51.45%espectively. Higher mean ratio indicates banks
have adequate provision against non performingt@sBeom here we can conclude that
EBL has better safeguard for future contingenciesHBL is comparatively unable to
recover its loan and its NPA has increased durmegstudy years. Analysis of NPA in
respect to total assets also reveals the samasesuHBL has the highest mean ratio of
NPA to total assets whereas EBL shows lower rdti® quality of loan in EBL is good
as compared to other two banks.

Seeing the results obtained from the relation afpmefit to total loans and advances,
though having higher amount of NPA in comparisootbier banks HBL has the highest
profit ratio than that of NIBL. This is because NliBas higher amount of loans and
advances than that of HBL. However, NIBL has thghbst amount of profit in all years
than the profits of other two banks.

While analyzing correlation between loans and diepos has been found that all
banks have positive correlation between loans dndreces and deposits. This result
shows that as deposit increases then loans anth@@atso increases and vice versa
for all three banks. The values of correlationirfrall banks are more than six times
of their PEs. These signify that the correlatiotbwsen these two variables is certain
and significant for all three banks.

Analysis of correlation between loan loss provisaoml total loans and advances reveals
that they are positively correlated in case of Hi8ld NIBL but in case of EBL they are
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negatively correlated to each others. For all thvaeks, the values of correlations are less
than six times of their PEs which signifies thaerth is no evidence of correlation
between LLP and TL. That means there is no propuate increase in LLP in respect
with increase in total loan (TL) amount.

Correlation between loan loss provision and noriopering assets measures the impact
of unit change in NPA on the LLP. The data revial they are positively correlated in
case of HBL and NIBL but in case of EBL they argatévely correlated to each others.
For all three banks, the values of correlationlass than six times of their PEs which
signifies that there is no evidence of correlatietween LLP and NPA. That means there
iS no proportionate increase in LLP in respect witbrease in nonperforming assets
(NPA).

Correlation between nonperforming assets and koaais and advances measures impact
of unit change of loan & advance on the NPA. It neethis explains effects on NPA due
to the change (increase or decrease) in loan avahad of banks. The data reveal that
NPAs and loans and advances are negatively carcelat case of EBL and NIBL
whereas positively correlated in case of HBL. Theigmify that the NPA increases as
increase in total loan and vice versa in case ok BBt NPA decreases as increase in
total loan and vice versa incase of HBL and NIBheTcorrelation coefficient of HBL is
greater than six times of its PE which shows thatd is significant and reliable relation
between NPA and TL. But in case EBL and NIBL, tladues of correlation are less than
six times of their PEs which results there is rgmiicant correlation between NPAs and
TLs of EBL and NIBL.

Trend analysis is a statistical tool which helpddecast the future values of different
variables on the basis of past tendencies of Via@sakinder this heading the trend values
of variables are forecasted for future years basethe tendencies of past years. In case
of LLP, it will be decreased with rate of 0.52 letcoming five years. But The LLP of
both HBL and NIBL increases with the rate of 139a6l 23.22 respectively. It implies
that EBL has made its credit management for regowttoan effectively than other two
banks.

The HBL has increasing rate of NPA and its NPA @asies with the rate of 215.12 from
the mean values in the following years. But EBL &HBL have decreasing rate of NPA
and the expected trend values of these two bardteases with the rate of 1.09 and 10.92
respectively. HBL has significantly high increasgerin NPA in the coming five years.
The management of EBL and NIBL will be successfuldecreasing their NPAs in
coming years. In contrary of this, NPA of HBL wilicrease tremendously which shows
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the ineffective credit management for recoveringpah.

The trend values of net profits shows that the ayemet profits of EBL, HBL and NIBL
are 629.89mio, 656.56mio and 908.00mio respectividlg NIBL has significantly higher
average profit than two other banks. All banks hiaeeeasing rate of net profit and their
net profit increase with the rate of 165.03, 67266l 191.80 for EBL, HBL and NIBL
respectively. We can drive the conclusion that rgangent of EBL and NIBL will be
successful in increasing their profit with higherah comparisons of HBL. This may be
due to their fewer amounts of LLP and NPA in EBId&BL coming years. But in case
of HBL, profit will be increase with lesser rate s LLP and NPA comprises more
amounts which will reduce the net profit. Theseadstow management of NIBL is more
effective to increase its profit in the future.

Nepalese banking is highly affected by the incrgasimount of NPAs in the banks and
financial institutions. The major factors leadirmmgrton performing assets are : improper
credit appraisal system, ineffective credit monitgrand supervision system, economic
depression, borrower’s misconduct, overvaluationadfateral, political pressure to lend
creditworthy parties etc. setting up recovery ckiling assets management company,
introducing effective laws to recover the bad loatts are some measures to resolve the
problem of NPA. Proper loan classification and |dass provisioning also helps to
confront the problems of NPA. The latest directivegarding loan classification and
loan loss provisioning is very important for maintag sound financial health of the
banks.

5.2 Conclusion

The banking sector is facing various problems. ©@hehem, 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 considerationritezest 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 hgkh return”, it gives high return
bearing high level of risk. To minimize this rislariks should have to make loan loss
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provision for safety. If lending is high then highhount of loan loss provision is required
as per NRB directives.

Nepalese banks have to remain focused in theirtefto recover their bad loans or
nonperforming assets, to sustain the positive tr@ingnproving assets quality. Better
risk management techniques, compliance with coraciples for effective banking
supervision skill building and training and transgecy in transaction could be the
solution. Due to instable political condition, icsety, ineffective credit policy and
political pressure to lend non viable project, eatmation of collateral and even without
collateral disbursement are the major factors oguef mounting nonperforming assets
in banks mainly in government owned banks. Commaktzanks investment has been
found lower productivity due to the lack of supsign regarding whether there is proper
utilization of their investment or not. In recerg¢ays, banks and financial institutions
have been disbursing in the real state. Lack afightedness in policy formulation and
absence of strong commitment towards its propetamentation has also caused many
problems to commercial banks. Proper classificatiod close review of loans enable
banks to monitor loan portfolio and take remedtapso safe guard deterioration of its
credit quality. Furthermore, establishment of propges and laws are also essential to
solve the problem on NPL. The guidelines in thereslare not important unless
properly implemented. The rules and regulationcany the tools of NRB to supervise
and monitor the financial institution. NRB neednbonitor the concerned authorities in
order to ensure that they are being followed.

It is found that NIBL has the highest amount ofieaand advances but HBL has the
highest NPA and LLP during the study period whiBLEhas the lowest among three
banks. Comparing these three banks, we can sayBBat and NIBL have better
performance than HBL in the study period. Perforoganf EBL and NIBL are very
good. Performance of HBL is also good but its NP &LP have been increased which
shows some negative effects on its financial pmsitDeposits of all banks have been
increasing consistently.

From this study we can also conclude that thepmsitive correlation between NPA and
LLP of HBL and NIBL but EBL has negative correlatibetween them. It is because of
the good management of EBL. The bank is able toaedts LLP and NPA in later
years. From all the study, we can clearly seeutn&n there is proper credit management
in bank, then its overall performance will increag@ch will result in increase of its net
profit.
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5.3 Recommendations

Based on the above findings and conclusion thedatlg recommendations have been
forwarded.

During the study period, in comparison of other thvanks HBL has high rate of
nonperforming assets loan accompanied by highetigigom. The bank has fluctuated net
profit in the year 2010 due to NPA and thereby LNIPA 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 nonperforming loan.

It has been observed that the size of loan andnadvaf all three banks are increasing.
The investment affects the performance of bankkbmy 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 andafly retaining them.

The establishment of asset management committeeCjAMhich helps the commercial
banks in collecting their debts and improving thaiedit rating efficiency should be
initiated. It is high time for the bank to undemragystematic 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 apgr&iom the bank. Thus a sound credit
appraisal has to be done especially by diesglit department.

Internationally used models like CAMPARI model &@s Model can be used.

The CAMPARI Model

This model identifies the major areas to be anaymefore disbursing loans to a
borrower. The areas being:
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c - character ; Integrity and credibility of the bmwer.

A - ability : Borrower’s ability to manage business.

M - Margin : Is the return reasonable for risk?

P - purpose : What is the money needed for?

A - amount : How much is needed?

R - repayment How and when will we get the monegkBa
I - insurance ; Are we insured?

The5CsModéd

C = Character

C = Capacity
C = Capital
C = Conditions

C = Collateral

During the credit analysis, the major focus shdaddon the ‘character’ of the client
and the purpose of him to request for the loarherathan the collateral, he is
supposed to pledge/mortgage. The loan officer hestonvinced that the customer
has a will defined purpose for requesting bank itraad a serious intention repay.
Once the purpose is known, the officer must deteenaf it is consistent with the
bank’s current loan policy. Responsibility, truthfess, serious purpose, and serious
intention to repay all monies owed make up whataa loffice calls character.

The mindset of the bankers that starts analyziclgeat's request by finding as many
possibilities as possible of the client not payagk the loan should be changed.

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

In developed countries, they have well functionesb& Recovery/Reconstruction
Company where NPA are sold upon agreed price. paNéhere is absence of such
mechanism. So, such mechanism must be developeck \ehien if the assets goes
bad, banks and financial institution have no pnobie disposing it.

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

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

The constant counseling and training to the cratysis and staff have to be done.

Depending on the situation reliable and dvedithy clients can be given
appropriate incentives that help them settle the.lo

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

Since banking is also a business, customer sdtmfashould 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 thespansibility of their work
rather than their selfishness. They must have gtcommitment and support the rule
and regulations.

Must take timely action against willful defaulter.
Internal and external undue influence should bdieased.
Prompt action to recover loan must be taken.

The banks should have to diversify their investmant different sectors. The
accumulation of real estate investment should bdually decreased and they should
find out the new sectors for the investment. Ragaianitoring on the granted loan
should be done effectively to decrease the NPA.

The ethical policy of “giving life is better thanlling “should not be forgotten. In other
words, recovering loan is better than auction shbel kept in mind
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APPENDIX 1

Total Loan and advances (TL) To Total Assets (TA) Ratio:

Let X;, X, and X3 denote theratio EBL, HBL and NIBL respectively.

Y ear Xy X, X3 (X1 X (Xs Xg)? (X3-X3)?
2007 63.75 50.71 64.40 4.83 88.93 26.87
2008 67.55 53.90 70.82 2.55 38.99 1.52
2009 64.70 63.05 69.47 1.57 8.48 0.01
2010 66.59 65.50 71.46 0.41 28.74 3.50
2011 67.17 67.54 71.78 1.49 54.78 4.81
Total 329.76 300.71 | 347.92 10.85 219.92 36.71
X, = 329 .76 _ 65 .95 %
5
D = \/Z (XlN_ X1)2 = /10'585 =1.47

1.47

g
_ 9 x100 = x100 = 2.23 %
V=X 65 .95 °

X_Z:?’()O—'n:60.14%
5
D =\/Z . = ) =\/219 %2 - 6.63
N 5
CV=— = 6'634 x100 =11.02 %




— 347 .92

X3

= 69 .58 %

D :\/Z (X3N_Y3)2 = ‘/365;71 =2.71

o
=— x 100
Cv X

L oan and Advances (TL) to Total Deposit Ratio:

2.1 x100
8

= 3.89 %

APPENDIX 2

Y ear X, X» X3 (X1 X4)? (X3~ X3)? (X3-X3)?
2007 75.13 56.57 72.56 0.20 134.47 45.75
2008 76.49 61.23 79.91 3.25 48,08 0.34
2009 71.68 71.49 78.86 9.05 11.05 0.21
2010 74.61 74.39 81.74 0.01 38.81 5.85
2011 75.51 77.14 83.54 0.69 80.59 17.81
Total 373.43 340.82 | 396.61 13.20 313.00 69.97
X, = 388 _ 74 69 %

5
o :\/Z (xlN— X1 f _ /13.520 16

cv—i
X

< - 340 .82

X

x 100

1.62

= 68 .16 %

9 x100 = 2.17 %




o
= =Xx100 =
CVv X

7.91
68 .16

x100

=11 .60 %

N
3.74
cv=—Xx1 = —2x100 =4.71 %
APPENDIX 3
Loan Loss Provision (LLP) to Loansand Advances (TL) Ratio:
Year Xy X2 X3 (X1 Xy)? (Xa Xa) (Xa-Xa)?
2007 0.66 0.53 0.73 0.05 0.23 0.05
2008 0.54 0.30 0.49 0.01 0.51 0.00
2009 0.39 0.28 0.45 0.00 0.55 0.00
2010 0.28 2.48 0.23 0.02 2.13 0.08
2011 0.32 1.49 0.64 0.01 0.23 0.02
Total 2.18 5.08 2.54 0.10 3.65 0.15
—— _ 2.1
X, =228 - 0419




D = \/Z 0';0 = 0.14

Cv——X100 - 018 x100 = 32 .05 %
X 0.44

X_zzmzl.OZ%

5
D =\/2 (XzN_YZ)2 _ 3.65 - 085

0.85
x100 = —=> x100 = 83 .65 %
V=3 1.02 0

ov=ZL x100 = 217 4100 = 33 .46 %
X 0.51



APPENDIX 4

Non Performing assets (NPA) to Total loan and advance (TL) Ratio:

Y ear X4 X, X3 (X1 X9)? (Xa Xa)? (XaX3)?
2007 0.80 7.44 2.69 0.06 9.05 0.76
2008 0.68 6.60 2.07 0.02 4.70 0.06
2009 0.48 3.61 2.37 0.00 0.68 0.31
2010 0.44 2.35 1.13 0.01 4.33 0.47
2011 0.34 2.16 0.82 0.04 5.16 0.99
Total 2.74 22.16 9.08 0.14 23.92 2.60
X, = 2.1 0 55%
5
D = \/Z (XlN_ X3) - /0-514 = 0.17

ov=Zx100 = 217 w100 = 31.02%
X 0.55

X = 206 _ 4 43
5
D =\/Z b, - x:) =\/23'92 = 2.19
N 5
ov=Zx100 = 22 4100 = 49 .41 %
X 4.43
X_S:%:LSZ%




o 0.72
cv==—=Xx100 = ——x100 = 39 .65 %
X 1.82
APPENDIX 5
Provision Hold (LLP) to Non Performing Assets (NPA) Ratio:
Y ear X X2 X3 (X1~ Xa)? (X Xs)’ (XaX3)®
2007 82.06 14.78 30.80 4.66 194.98 426.26
2008 79.66 12.70 4411 0.06 257.41 53.92
2009 81.19 12.85 77.81 1.66 252.61 694.85
2010 63.51 70.32 36.63 268.50 1,729.07 219.55
2011 93.08 33.06 67.90 173.73 18.65 270.49
Total 399.50 14371 | 257.25 448.60 2,452.72 1,665.07
X, = 399 .50 _ 79 .90 %

5
- :\/Z (XlN_ X1 f _ /4485.60 o

o 9.47

= =—x100 = x100
Ccv X 0
X , = 143—71 = 28 .74 %

=11 .85 %

5
— ¥
D =\/Z (XZN_XZ) =,/2'45§ 12~ 99 14




ov=Z x100 = 2% 1100 = 77 .03 %
X 28 .74
X, = 2575'25 = 51 .45 %
2
< _\/Z (xs-Xs) _ 566507 18 o5
N 5

APPENDI X 6
Non Performing Assets (NPA) to Total Assets (TA) Ratio:
Y ear X4 X, X3 (X1-~X9)? (X3 Xg)? (X3-X3)?
2007 0.51 1.83 1.53 0.02 0.02 0.57
2008 0.46 1.27 0.79 0.01 0.48 0.00
2009 0.31 1.36 0.40 0.00 0.36 0.13
2010 0.29 2.31 0.44 0.00 0.12 0.11
2011 0.23 3.05 0.67 0.02 1.18 0.01
Total 1.80 9.82 3.84 0.06 2.16 0.82
— 1.
X, = % = 0.36 %

D :\/Z X, - %) = 0'36 = 0.11

ov=Z x100 = 2 4100 =30 53 %
X 0.36




ov =L x100 = L

N x100 = 33 .59 %
X 6
X_3: 3'—: 077%
5
D :\/Z (XsN_Xs) _ 0.82 _ 0.40




APPENDIX 7

Return on Loans and Advances (TL) Ratio:

Year X, X, X3 (X1 Xo) (Xs Xa)® (Xs-Xa)®
2007 2.17 2.89 2.82 0.24 0.02 0.01
2008 2.46 3.26 2.53 0.04 0.24 0.04
2009 2.67 3.04 2.45 0.00 0.07 0.09
2010 3.02 1.82 3.09 0.13 0.90 0.12
2011 3.00 2.83 2.81 0.11 0.00 0.00
Total 13.32 13.84 13.69 0.52 1.24 0.26
X = 13.32 _ 2 66 %
5
D = \/Z (XIN_ ) /0-:2 - 0.32

ov=Zx100 = 232 4100 =12 .01 %
X 2 .66

X,==""=27T%
5
D =\/Z (x. - X-) = 22 =040
N
ov=Z x100 = 2% 1100 =17 70 %
X 277
x_3:13'69 = 2.74%
5
D :\/Z LTI [0:26 _ 4 o3
N 5
ov=Lx100 = 22 4100 = 8.40 %

X 2.74




APPENDIX 8
Correlation between Deposit and Loan and Advances (TL):

Let X1, X2 and X3 denote deposits and Y4, Y, and Y 3 be the total loan and advances of three

banks EBL, HBL and NIBL respectively.

For EBL,
Y ear X1 \2 X1Y1 X42 Y2
2007 | 18,186 13,664 248,498,375 330,739,689 186,707,082
2008 | 23,976 18,339 439,703,340 574,862,482 336,322,222
2009 | 33,323 23,885 795,907,664 1,110,418,997 570,477,461
2010 | 36,932 27,556 1,017,720,030 1,363,995,522 759,352,976
2011 | 41,128 31,058 1,277,337,879 1,691,504,981 964,580,108
Total 153,546 | 114,502 3,779,167,288 5,071,521,671 2,817,439,850
For HBL,
Y ear X5 Y, X5Y > X5 Y2
2007 30,048 16,998 510,762,916 902,907,410 288,931,904
2008 31,843 19,498 620,855,438 1,013,963,234 380,153,305
2009 34,681 24,793 859,860,011 1,202,795,703 614,700,598
2010 37,611 27,981 1,052,385,088 1,414,602,536 782,915,586
2011 40,921 31,567 1,291,740,482 1,674,497,717 996,474,021
Total 175,104 | 120,836 4,335,603,935 6,208,766,600 | 3,063,175,414
For NIBL,
Y ear X3 Y, XsY3 X5? \ T
2007 24,489 17,769 435,145,041 599,711,121 315,737,361
2008 34,451 27,529 948,401,579 1,186,871,401 757,845,841
2009 46,698 36,827 1,719,750,931 2,180,712,550 |  1,356,227,929
2010 50,094 40,948 2,051,249,112 2,509,408,836 | 1,676,738,704
2011 50,138 41,887 2,100,130,406 2,513,819,044 | 1,754,520,769
Total 205,870 | 164,960 7,254,677,069 8,090,522,952 | 5,861,070,604




APPENDIX 9

Correlation between Loan Loss Provison (LLP) and Loan Loans and

advances (TL):
Let X3, X2 and X3 denote loan loss provision and Y3, Y, and Y3 be the total loan

advances of three banks EBL, HBL and NIBL respectively

and

For EBL,
Y ear X1 \2 XY X2 Y2
2007 90 13,664 1,229,760 8,100 | 186,704,896
2008 99 18,339 1,815,561 9,801 | 336,318,921
2009 93 23,885 2,221,305 8,649 | 570,493,225
2010 77 27,556 2,121,812 5,929 | 759,333,136
2011 98 31,058 3,043,684 9,604 | 964,599,364
Total 457 114,502 10,432,122 42,083 | 2,817,449,542

For HBL,
Y ear X5 Y, X5Y 5 X2 Y,?
2007 91 16,998 1,546,818 8,281 288,932,004
2008 58 19,498 1,130,884 3,364 380,172,004
2009 69 24,793 1,710,717 4,761 614,692,849
2010 693 27,981 19,390,833 480,249 782,936,361
2011 472 31,567 14,899,624 222,784 996,475,489
Total 1,383 120,837 38,678,876 719,439 3,063,208,707

For NIBL,
Year X3 Y, X5Y3 X342 Y42
2007 130 17,769 2,309,970 16,900 315,737,361
2008 136 27,529 3,743,944 18,496 757,845,841
2009 166 36,827 6,113,282 27,556 1,356,227,929
2010 93 40,948 3,808,164 8,649 1,676,738,704
2011 267 41,887 11,183,829 71,289 1,754,520,769
Total 792 164,960 27,159,189 142,890 5,861,070,604




APPENDIX 10

Correlation between Loan Loss Provision (LLP) and Nonperforming
Assets (NPA):

Let X1, X, and X3 denote loan loss provision and Y, Y, and Y 3 be the non performing assets
of three banks EBL, HBL and NIBL respectively.

For EBL,
Y ear X1 Y, XY X2 Y2
2007 90 109 9,805 8,046 11,949
2008 99 125 12,388 0,868 15,552
2009 93 115 10,671 8,664 13,144
2010 77 121 9,337 5,931 14,701
2011 98 106 10,379 9,661 11,151
Total 457 576 52,581 42,170 66,496

For HBL,
Y ear X5 Y, X5Y, X2 \ T
2007 a1 614 55,649 8,224 376,539
2008 58 460 26,887 3414 211,730
2009 69 536 36,850 4,735 286,795
2010 693 985 682,194 479,750 970,064
2011 472 1,427 673,076 222,528 2,035,836
Total 1,382 4,021 1,474,655 718,652 3,880,964

For NIBL,
Year X3 Y, X5Y3 X352 Y42
2007 130 421 54,628 16,827 177,347
2008 136 308 41,929 18,493 95,064
2009 166 214 35,500 27,622 45,625
2010 93 254 23,611 8,649 64,454
2011 267 394 105,258 71,465 155,029
Total 792 1,591 260,926 143,057 537,519




APPENDIX 11
Correlation between Nonperforming Assets (NPA) and Total Loan (TL):

Let X1, X2 and X3 denote nonperforming assets and Y1, Y, and Y 3 be total loan and advances
of three banks EBL, HBL and NIBL respectively.

For EBL,
Y ear X1 Y. XiY1 X2 Y2
2007 109 13,664 1,493,657 11,949 186,707,082
2008 125 18,339 2,286,991 15,552 336,322,222
2009 115 23,885 2,738,292 13,144 570,477,461
2010 121 27,556 3,341,153 14,701 759,352,976
2011 106 31,058 3,279,572 11,151 964,580,108
Total 576 114,502 13,139,665 66,496 2,817,439,850

For HBL,
Y ear X5 Y, X5Y 5 X5 Y,
2007 614 16,998 10,430,442 376,539 288,931,904
2008 460 19,498 8,971,618 211,730 380,153,305
2009 536 24,793 13,277,533 286,795 614,700,598
2010 985 27,981 27,558,629 970,064 782,915,586
2011 1,427 31,567 45,040,626 2,035,836 996,474,021
Total 4,021 120,836 105,278,847 3,880,964 3,063,175,414

For NIBL,
Y ear X3 Ys X5Y 3 X52 Y4
2007 421 17,769 7,482,975 177,347 315,737,361
2008 308 27,529 8,487,873 95,064 757,845,841
2009 214 36,827 7,866,247 45,625 1,356,227,929
2010 254 40,948 10,395,780 64,454 1,676,738,704
2011 394 41,887 16,492,495 155,029 1,754,520,769
Total 1,591 164,960 50,725,371 537,519 5,861,070,604




