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ABSTRACT

Banks play an important role for economic development and foster economic growth by
providing number of financial services. Risk is the probability of an outcome having a
negative effect on people, systems or assets. Risk is typically depicted as being a function
of the combined effects of hazards, the assets or people exposed to hazard and
vulnerability of those exposed elements. Risk management is the identification,
assessment and prioritization of risks followed by coordinated and economical application
of resources to minimize, monitor and control the probability or impact of unfortunate
events. Risk management is the process of identifying, assessing and controlling
financial, legal, strategic and security risks to an organization’s capital and earning. The
purpose of risk management is to identify potential problems before they occur so that
risk handling activities may be planned and invoked as needed across the life of the
product or project to mitigate adverse impacts on achieving objectives.

The study examines the risk management and financial performance of Nepalese
commercia banks. The return of assets and earning per share are the dependent variables.
Non-performing loan, liquidity ratio, capital adequacy ratio, debt to asset ratio, interest
rate spread, cost to income ratio and bank size are the dependent variables. The study is
based on secondary data of 3 commercial banks for the period of 2014/15 to 2021/22,
leading to a total of 24 observations. The data are collected from the Banking and
Financial Statistics and Bank Supervision Report published by Nepa Rastra Bank and
annual reports of the selected Nepalese commercial banks. The regression model are
estimated to test the significance and importance of the risk management and financial

performance of Nepaese commercial banks.

Keywords : Return on assets, Return on equity and Earning per sh

vi



TABLEOF CONTENTS

Certification Of QUENOISNIP ....coviiiiiie e [
Report of researCh COMMITIEE.........ccueiiereceeceee e i
APPIOVAl SNEEL ..o ne s i
ACKNOWIEAGEIMENES ... e v
TabIE Of CONTENTS ..ot 1
LISt OF tADIES ...t 3
S o 10U =SS 4
F o] o=V =1 oo PP 5
0 1 =T TSP Vi
(O T T o | = USSR 6
INTRODUGCTION ..ottt sae e nae e 6
1.1 Background of the StUAY ..........ccceeciieiieie e 6
1.2 Statement of the ProbleM ..o 10
1.3 Objective of the StUAY ........ccoveieieecece e 14
1.4 ReSearCh NYPOtNESIS. .. .o 15
1.5 Rationale Of the SEUAY .........ccoiirieiiereee e 21
1.6 Limitation Of the SIUAY ........cooiriiiiereee e 22
O =T o | = I 23
LITERATURE REVIEW ..ottt 23
2.1 Review oOf theoretical PErSPECIVES........ccvveeiieie e 23
2.2 Review Of relevant StUAIES ... 26
(O gF=To 1= o 1 R 34
RESEARCH METHODOLOGY ..ottt 34
3.1 RESEACN UESIGN....eeiiieee e s 34
3.2 Population and sampling ProCeAUIES ...........cceeiereereerienieseeie e 35
3.3 Nature and SOUIrCES Of AaA........cccvreereriiiierie et 35
3.4 Data analySIStECNNIGUES .......cccuerieieeieeieeee ettt e 36
3.5 Research Framework and variables ... 36

(O gF=T o1 = O Y PR 40



RESULT AND DISCUSSION .....oiiiiiiiiin s 40

4.1 Structure and Pattern @NalYSIS .......coovieereriiniene e e 40
4.2 DESCIIPLIVE SEAISHICS. ...ttt s sae e 55
4.3 COrrelation @NAIYSIS......ccoieriiirierieeie et st s nae e 57
4.4 REGIESSION ANAIYSIS ... eiiueiiieiiiie sttt sttt s a e nne e 58
4.5 ConClUdiNg FEMAIKS .......coiuieiiiiesie e e sae s 64
CHAPTER V e 67
SUMMARY AND CONCLUSION ..ot 67
S.1 SUMIMEIY ..ttt et sttt ettt e s e et e s et e e bt e sabeeabeesneeebeesaneenne 67
5.2 CONCIUSION.....cviiiiieiieeest ettt s 71
S5.3 IMPLICALIONS. ..ottt et st e saeene s 72
REFEIBNCES ... e 74

Appendix



LIST OF TABLES

Table: 3. 1: List of the banks selected for the study along with the study period and

NUMDEr OF ODSEIVELION .....ovieiiiiee et 35
Table: 3.2: Variables and MeasUremMeNt ..........ccooeverirerenieeresie st 39
Table 4.1: Structure and pattern of return on assetsin percentage.........ccoceeveeeeseeieeneene 41
Table 4.2: Structure and pattern of return on equity in percentage .........coceveeeereereenene 43
Table 4.3: Structure and pattern of earnings per Share iN RS.........ccccvvveeveevesceeseee e 44
Table 4.4: Structure and pattern of non- performing loan ratio in percentage .................. 46
Table 4.5: Structure and pattern of liquidity ratio in percentage.........ccccoveeevereseeieeneene 47
Table 4.6: Structure and pattern of capital adequacy ratio in percentage..........cccceeeuernnne 49
Table 4.7: Structure and pattern of debt to asset ratio in percentage.........cceeveveerververennne 50
Table 4.8: Structure and pattern of interest rate spread in percentage..........cccevvevververnnnne. 51
Table 4.9: Stucture and pattern of cost to income ratio in percentage..........ccceevereereernenne 53
Table 4.10: Structure and pattern of bank size in DITION..........c.ccoiiriiinn 54
Table 4.11: DeSCriptiVe StaliSHCS ......cuveeriereerie e e see s see et sre e ee e 55
Table 4.12:Pearson’s correlation coefficients for dependent variables ............ccccceeueneee. 57

Table 4.13: Estimated regression results of non-performing loan, liquidity ratio, capital
adequacy ratio, interest rate spread, cost to income ratio, bank size on return on assets of
Nepalese COMMENCIal DANKS........cc.vciiiiiereee et ae e e nae e e 59
Table 4.14: Estimated regression results of non-performing loan, liquidity ratio, capital
adequacy ratio, debt to asset ratio, interset rate spread, cost to income ratio, bank size on
return on equity of Nepalese commercia banks...........cccooieiiiiiiiinci e, 61
Table 4.15: Estimated regression results of non-performing loan, liquidity ratio, capital
adequacy ratio, debt to asset ratio, interest rate spread, cost to income ratio, bank size on
earnings per share of Nepalese commercial banks..........coooeeveieiniiiineenene e 63



LIST OF FIGURES

Figure 3.1: Schematic diagram on risk management and financial performance.............. 37
Figure 4. 1: Pattern of average return on assetS in Percentage.........ccovveveeeereereseeseennens 42
Figure 4. 2: Pattern of average return on equity in PErCeNtage.........covveerereererienseeresieens 43
Figure 4. 3: Pattern of average earning per Shar€iN RS........ccoovrieiienenieseesee e 45
Figure 4. 4. pattern of average non-performing loan ratio in percentage..........ccceevevvvennnne 46
Figure 4. 5: Pattern of average liquidity ratio in percentage.........ccooeveeveeveereeieseeseesnnns 48
Figure 4. 6: Pattern of average capital adequacy ratio in percentage .........cccoeeeeereereeenns 49
Figure 4. 7: Pattern of average debt to asset ratio in Percentage .........cceeeeeerercereeriennens 51
Figure 4. 8: Pattern of average interest rate spread in percentage........ccccevevveeeveereenens 52
Figure 4. 9: Pattern of average bank SIZE..........ccvevvieeiiece s 53

Figure 4 .10: Pattern of average COSt 0 INCOME..........coririirreerieriesiesieeee e see e sreeseeseens 55



ROA

ROE

EPS

NPL

LR

CAR

DA

IRS

CIR

BS

NBL

MBL

NMB

ABBREVIATIONS

Return on Assets

Return on Equity
Earnings Per Share
Non-Performing Loan Ratic
Liquidity Ratio

Capital Adequacy Ratio
Debt to Asset Ratio
Interest Rate Spread

Cost to Income Ratio
Bank Size

Nepa Bank Limited
Machhapuchhre Bank
Limited

NMB Bank Limited



Chapter |

I ntroduction

1.1 Background of the study

Risk management is the identification, assessment and prioritization of risks followed by
coordinated and economical application of resources to minimize, monitor, and control
the probability and/or impact of unfortunate events (Njogo, 2012). Risk management is
described as the performance of activities designed to minimize the negative impact of
uncertainty regarding possible losses (Schmit and Roth, 1990). Risk management has
always been a focal point for finance enthusiasts since the beginning of the industria
revolution (Dima & Orzea, 2014).

Risk implies exposure to uncertainty or threat. Risks can be described as the adverse
impact on profitability of several distinct sources of uncertainty. While the types and
degree of risks an organization may be exposed to depend upon a number of factors such
as its size, complexity business activities and volume. It is believed that generally the
banks fianace credit, market, liquidity, operational, compliance/legal/regulatory and
reputation risks.( Kannan and Thangavel 2008).

Rop and Rotich (2018) found that significant relationship between financial performance
of commercial state corporation and operational, financial and strategic risk management
practices to an extent of 98.7%, 92.7% and 87.4% respectively. The findings indicate that
there is a fairly strong positive relationship between reputational risk management
practices and financial performance to an extent of 56.2%. Efficient management of
operational risks leads to lower operating expenses and increased profitability. Practices
that lead to general reduction of liabilities would positively affect firm's financial

performance.



The inefficiency of the financia institution in managing risks not only hindering the
profitability but also increasing interest rate and retard the economic growth which
eventualy rendered them unsuccessful in realizing their business objectives. The study
discovered that lack of risk management may lead to an increase in non-performing loans
which threatens the profitability of banks. Haneef et a. (2012). The good risk
management would determine quality of credit portfolio control thus the financial
sustainability of MFIs and performance of the institution has been improved. (Ayayi and
Sene 2010).

According to Kozarevic et a. (2013) found that the financial performance of banking
ingtitutions that actively practiced risk management were improved as compared to the
period during they implemented only some extent during the outbreak of financial crisis
in 2008. Al-Tamimi et al. (2007) revealed that al banks are exposed to alarge number of
risks such as credit, liquidity risk, foreign exchange risk, market risk and interest rate risk,
among others- the risk which may create some source of threat for a bank’s survival and
success. Olusanmi (2015) revealed the importance of risk management that has become a
concept and has been given more attention from practitioners in today’s competitive
economic world. These cannot be underrated or overlooked as the practice of risk

management minimizes financial lossesto the firm.

Owojori et a. (2011) explained the nature of banking business that contains an
environment of high risk that it is the only business in where proportion of borrowed
funds is far higher than the owner’s equity. Akindele (2012) revealed that there is a
positive relationship between risk management and bank performance; furthermore, the
study affirms that effective risk management enhance bank profitability and bank
performances depends largely on risk management and corporate governance being

enshrined into the organization.

Collier et a. (2002) stated that risk management in an organization influence the
organization profitability, through enhanced risk management practices. Moore (1983)
stated that by creating a good discipline in risk management it helps improve governance
process and therefore improves effectiveness. Soin and Collier (2013) argued that risk
management has moved away from being an issue of narrow concern to finance (value at
risk, derivatives, etc.) or accountants (financial statement disclosure, etc.) to an issue
about management control and therefore a key area in which management accountants



need to engage. The potential side-effects of risk management including issues around
trust and accountability but also the focus on secondary or defensive risk management
and the rise of reputation risk. Beckmann (2007) found that proper mechanism and
system of risk control should be put in place to establish, prevent and mitigate the risks

encountered in operations of the organizations.

Saleem & Ul-Abideen (2011) found that implementing risk management, organization can
reduce unexpected and costly surprises and effective allocation of resources could be
more effective. It improves communication and provides senior management a concise
summary of threats, which can be faced by the organization, thus ultimately helping them
in better decision making. Holland (2010) stated that the risks facing financia institutions
are mainly classified into; strategic, operational, credit and market risks. Anthony
Santomero (1997) found that better risk management indicates that banks operate their
activities at lower relative risk and at lower conflict of interests between parties.
Cebenoyan and Strahan (2004) stated that banks which have advanced in risk
management have greater credit availability, rather than reduced risk in the banking
system. The greater credit availability leads to the opportunity to increase the productive
assets and bank’s profit.

Lopez (2003) reveded that it is an important element in risk management to decide the
tolerance and extent of risk. Therefore, it is important for banks to keep away from
accepting any unnecessary risks for the smooth running and continuity of banking
operations. Carey (2001) explained that risk management is more important in the
financial sector than in the other parts of the economy. The important element in risk
management is to create balance between risk and returns and minimize profits by
providing many financial services, especially by administering risks. Fatemi and Fooladi
(2006) stated that the adoption of risk management in banks directs them to a better trade-
off between risk and return. Oluwafemi et al. (2013) found that a significant rel ationship
between performance and risk management in Nigerian banks.

Oluwafemi et a. (2013) and Tandelilin et al. (2007) revealed that risk management is
important to safeguard the bank’s assets and for the protection of the shareholders’
interests. The banks which have better risk management might have certain advantages
such as: (i) It is aligned with the compliance function toward the regularity requirements;

(i) 1t improves bank reputation and increases the opportunity to attract more customers



which enhanced bank portfolio of fund resources and; (iii) It enhances the efficiency and
profitability of the bank. Berk (2005) revealed that more risk awareness to banks have
showed a better financial performance and effectiveness in assets management. Gupta
(2011) concluded that risk management is useful practice to improve the organizational

performance.

In the context of Nepal, Poudel (2012) found that default rate (NPLR) is the single most
influencing predictor of bank financial performance in Nepal whereas cost per |oan assets
is not significant predictors of bank performance among the risk management indicators.
Gautam (2016) found that capital adequacy, non-performing loan and profitability have
statistically significant effect on the liquidity of Nepalese commercia banks. Baral (2005)
revealed that risks arises when depositors of commercia bank seek to withdraw money.
They become insolvent if the assets are not enough to meet the liability withdrawals.
Similarly, the second types of liquidity risk arise when money supply cannot meet the
demand of unexpected loans due to the lack of funds. Shrestha (2012) found that credit
risk and liquidity which are internal factor influencing banks profitability, and focused on
its relationship with bank profitability, and sought some solutions to increase efficiency
and profitability for bank managers. Overal profitability of the sample banks has

normally an increasing trend. The overall trend of liquidity ratiosis not largely smooth.

Pradhan and Shrestha (2015) found that return on assets shows positive and significant
relationship with capital adequacy ratio. Likewise return on assets shows negative and
significant relationship with non-performing loan ratio. Return on equity shows positive
and significant relationship with size of the bank whereas negative and significant
relationship with capital adequacy ratio, liquidity ratio.Net interest margin shows positive
and significant relationship with capital adequacy ratio and size of the bank. Poudel
(2012) revealed a significant inverse relationship between commercial bank performance

measured by ROA and credit risk measured by default rate and capital adequacy ratio.

Mamari et a.(2022) revealed that risk management is positively meaningful while
avoiding risk and pointed that the risk management has significant relation with a ROA.
The management has a significant influence on banks performance (ROA).As well as the

risk management insignificantly related to ( ROE).

Bhattarai et al. (2015) found that non-performing loan, earning ability and liquidity
position have positive relationship bank performance. Bariya et al. (2016) found that firm
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size has significant positive relationship with bank profitability whereas non-performing
loan has negative relationship with return on asset, return on equity and net interest

margin.

The study aims to identify risk management strategies undertaken by commercial banks
of Balochistan, Pakistan, to mitigate or eliminate credit risk.The findings of the study are
significant as commercia banks will understand the effectiveness of various risk
management strategies and may apply them for minimizing credit risk.( Rehman and et.
al, 2019).

The above discussion shows that the studies dealing with risk management and financial
performance in the Nepalese commercia banks are of greater significance. Though there
are these findings in the context of different countries, no such findings using more recent
data exist in the context of Nepal. Hence, this study focuses on the risk management and

financial performance in Nepalese commercial banks.

1.2 Statement of the problem

Banking system plays an important role in the development of a country’s economy and
its financial stability (Ryu et al., 2012). Pyle (1997) mentioned that risk management
among banks has been inadequate and stressed the importance for a uniform procedure to
monitor and regulate risks.

Cebenoyan& Strahan (2004) find evidence that banks which have advanced in risk
management have greater credit availability, rather than reduced risk in the banking
system. The greater credit availability leads to the opportunity to increase the productive
assets and bank’s profit. The survival and success of a financial organization depends
critically on the efficiency of managing risks (Khan & Ahmed, 2001).

Abba et al. (2013) examined the relationship between capital adequacy and banking risk.
Three independent variables were used - risk-weighted asset ratio, deposit ratio and
inflation rate. The study revealed that there is a significant negative relationship between
risk and the capital adequacy ratio of banks, meaning that when risk levels rise; the
capital adequacy ratio falls in the Nigerian banking industry. (Ali et a. 2012) found that
capital adequacy ratio, operationa efficiency, asset management and gross domestic

product have significant influence in the profitability of commercia banks. Olgjide et al.
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(2011) found that bank specific characteristics have a significant effect on bank
profitability level and efficiency level, while industry structure variables have no impact
on bank profitability and efficiency.

The financial performance of a firm can be analyzed in terms of profitability, dividend
growth, sales turnover, asset base, capital employed among others. However, thereis till
debate among disciplines regarding how the performance of firms should be measured
and the factors that affect financial performance (Liargovas and Skandalis, 2010). Khan
(2014) found that strong and positive correlation between interest rate and commercial
bank profitability. If the value of interest rate is increases as result value of banks
profitability will also increases and vice versa. Ngugi (2000) argued that spread is core to
bank performance and those banks which manage to keep wider spread perform better
than other banks holding another factor constant and reveaed that interest has indirect
influence on financial performance and has negative impact on banks performance.

This requires more dynamic and sound financial risk management methods to perform
well in an ever dynamic and highly competitive banking industry, which will translate
into having a competitive advantage and thus generate growth in profits. Some aspects of
risks present opportunities through which firms can have a competitive edge over others
and contribute to improvement of financial performance (Stulz, 1996). Market risk by its
nature can be hedged but cannot be diversified away completely. Two market risks that
are of concern to the banking sector are interest rates and relative value of currencies. The
banking operation is solely dependent on these as it impacts on performance (Anthony
Santomero, 1997).

According to Molyneux (1992) revealed that banks with high level of equity can reduce
their cost of capital and that could impact positively on profitability. Ariffin and Kassim
(2009) found that credit variable is positively related to profitability, while liquidity
variable is insignificant across all banks and have no impact on profitability. The study
found that strong link between capital adequacy and commercia bank return, with high
capitalization being the hindrance to return. The capital is a sunk cost with large banks
realizing high profits in absolute but not in percentage terms.

Risk management is more important in the financial sector than in the other parts of the
economy. The important element in risk management is to create balance between risk
and returns and minimize profits by providing many financial services, especialy by
administering risks (Carey, 2001). Bank investment in risk management during 1990s
hel ped to reduce earnings and loss volatility during the 2001 recession (Drzik, 2005).



12

Burner (2011) found that a reduction in real risk-free rates of interest to historically low
levels led to credit expansion in a ferocious search for yield among investors on taking
excessive risk to boost performance. Prudent risk management practices reduce the
volatility in institutions’ financial performance, namely operating income, earnings,
firm’s market value, share return and return on equity (Smith, 1995). Gordon (2009) and
Gupta (2011) argued that the relation of enterprise risk management and performance is
contingent upon some factors such as environmental uncertainty, industry competition,

firm complexity, firm size, and board of directors’ monitoring.

Ahmed et a. (2011) found a positive and statisticaly significant relationship with
financial risks (credit and liquidity risk), whereas its relation with operational risk is
found to be negative and insignificant. The asset management establishes a positive and
significant relationship with liquidity and operational risk. The debt equity ratio and non-
performing loans (NPLS) ratio have a negative and significant relationship with liquidity
and operational risk. In addition, capital adequacy has negative and significant
relationship with credit and operational risk, whereas it is found to be positive and with
liquidity risk. However, macroeconomic information shows little impact on the possibility
of financial distress on financial institution (Zaki et al., 2011). Blunden (2005) found that
the stability of the entire economy is affected by a crumple of the financia institutions as
aresult a robust risk management system is mandatory to keep the financia institutions
up and running. The equity ratio which is the measure of the capital strength of the banks
posted a positive relation with the banks ROA (AmeyawKarkrah, 2010).

Molyneux (1992) found that banks with high level of equity can reduce their cost of
capital and that could impact positively on profitability. Million (2014) found that
significant positive relationship between loan loss provision and commercia banks
performance on the study that might indicates the presence of potentia earning
management activities by bank managers. Capital adequacy, non-performing loan ratio
significant affects the performance of commercial banks. However, the effect of liquidity
on the performance of commercial banks is not strong. The relationship of the bank
performance with capital adequacy is found to be positive and for non-performing loan,
the relationship found to be negative (Ongore and kus, 2013). Fan & Shaffer (2004) found
that if credit risk management are not properly handled then it is sure to be affected the

bank’s revenue.
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Drzik (2005) found that the expenditure by banks in improving the risk management
capabilities of credit, market and interest rate risks after the 1991 recession to minimize
the volatility of earnings and losses in the recession period of 2001. The return on equity
in banks is a direct and an increasing function of lending activities and a strong
relationship between capital adequacy and the commercia banks return, with high
capitalization acting as a hindrance to return (Hakim and Neami, 2001).

Demirguc-Kunt& Detragiache (1998) stated that minimizing and investigating the degree
of systemic risk in banking is a major concern of policy makers. However, when putting
an effective risk management in place, some loans turn to be distress in the due course of
time for various reasons (Bonfim, 2009). In today’s environment of intense competitive
pressures, volatile economic conditions, rising default rates and increasing levels of
consumer and commercial debt, an organizations ability to effectively monitor and
manage its credit risk could mean the difference between success and survival (Altman,
2002). Both the credit risk (non- performing loans ratio) as well as the liquidity risk have
negative impact on the performance of banks. Bank's size and bank's asset have a positive
effect on the performance of banks (Tabari et a., 2013).

Poudel (2012) found that default rate (non-performing loan ratio) and capital adequacy
ratio as major predictors of financial performance in selected banks and concluded that
success of bank depends on risk management. Non-performing loan ratio increases the
credit risk. Khatri et al. (2015) found that return on assets is positively related to capital
adequacy ratio, bank size, bank loan, while net interest margin has significant positive
relationship with capital adequacy ratio and bank loan. Maharjan et a. (2016) found that
return on asset is positively related to non- performing loan and negatively related to loan
to deposit whereas return on equity is positively related to debt to equity and non-
performing loan and negatively related to loan to deposit and lesser prudence. However,
Pradhan (2015) found that return on assets and earning per shares are positively related to
credit to deposit ratio, market share, and gross domestic product, while negatively related
to inflation, liquidity and non- performing loan to total assets.

Though there are above mentioned empirical evidences in the context of other countries
and in Nepal, no such evidences using more recent data exist in the context of Nepal. This

study therefore deals with the following issuesin the context of Nepal ese banks:

More specifically, this study deals with following issues:
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. What is the structure and pattern of return on assets, return on equity and earnings per
share in Nepalese commercial banks? How have they changes over the period of

time?

. What is the structure and pattern of non-performing loan ratio, liquidity ratio and
capital adequacy ratio in Nepalese commercial banks? How have they changes over

the period of time?

. What is the structure and pattern of debt to asset ratio, interest rate spread, cost to
income ratio and bank size in Nepalese commercia banks? How have they changes

over the period of time?

Is there any relationship of credit risk, liquidity risk, capital risk, market risk and
operational risk on financial performance of Nepalese commercial banks?

. Do non-performing loan ratio, liquidity ratio, capital adequacy ratio, debt to asset
ratio, interest rate spread, cost to income ratio and bank size are related to the

financial performance of Nepalese commercial banks?

. What is the impact of credit risk, liquidity risk, capital risk, market risk and

operational risk on financia performance of Nepalese commercia banks?

. To what extent non-performing loan ratio, liquidity ratio, capital adequacy ratio, debt
to asset ratio, interest rate spread, cost to income ratio and bank size affect the
financial performance of Nepalese commercial banks?

. Which are the most influencing variables to explain the profitability of Nepalese
commercial banks?

1.3 Objective of the study

The major purpose of this study is to examine the relationship of risk management and

the financial performance in selected Nepalese commercial banks. However, the specific

objectives of this study are as follows:

To assess the structure and pattern of non-performing loan ratio, liquidity ratio, capital
adequacy ratio, debt to asset ratio, interest rate spread, cost to income ratio and bank

size in Nepalese commercial banks.
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To examine the relationship between non-performing loan ratio, liquidity ratio, capital
adequacy ratio, debt to asset ratio, interest rate spread, cost to income ratio and bank
size with the financial performance in Nepalese commercial banks.

To assess the impact of non-performing loan ratio, liquidity ratio, capital adequacy
ratio, debt to asset ratio, interest rate spread, cost to income ratio and bank size with

the financial performance in Nepal ese commercial banks.

To examine the magor important variables affecting the financial performance of

Nepalese commercial banks.

1.4Resear ch Hypothesis

The operational definitions of the variables used in this study have been discussed in this
section. Based on the purpose of the study hypothesis has been developed to study the
relation between risk management and financial performance. This section describes and
defines the various independent and dependent variables used in this study based on the
major assumptions made to conduct the study. To analyze the risk management and
financial performance of Nepalese commercial banks, this study has used return on assets,
return on equity and earnings per share as the dependent variables while non-performing
loan ratio, liquidity ratio, capital adequacy ratio, debt to asset ratio, interest rate spread,
cost to income ratio and bank size as the independent variables.

The brief discussion on how these variables have been used or interpreted in this study is
presented below:

Dependent variables

Return on assets (ROA)

Return on asset (ROA) shows the percentage of how profitable companies are in
generating revenues. It is calculated by dividing net income by tota assets.
Ariffin& Kassim (2009) found that the higher ROA, the better will be the risk
measurement practices and risk monitoring practices. Ariffin and Kassim (2011) have
anayzed the relationship between risk management practices and the financia
performance in the Islamic banks of Malaysia. Their study results highlight a strong
positive relationship between the performance of banks (Return on Assets) and risk

management practices.
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Return on equity (ROE)

The measurement of ROE indicates the financial performance of bank and it shows how
much profit a company earned compared to the total amount of shareholder equity
(Ongore and Kusa, 2013). Ariffin&Kassim (2009) found that banks have higher ROE
tend to practice better interna control practices. Fredrick (2012) found that there is a
strong impact between the CAMEL (Capital adequacy, Assets quality, Management
efficiency, Earnings ability, and Liquidity) components on the financial performance of
commercia banks measured by ROE.

Earnings per share (EPS)

Earnings per share (EPS) are the portion of a company's profit that is alocated to each
outstanding share of common stock, as a result serve as an indicator of company's
profitability. Lamont (1989) studied the relationship between the earning and expected
returns and found that earning have the ability to forecast return and containerization
information because they are correlated with the business conditions. Abu-Rub (2012)
argued that the EPS is the basic measurement of corporate performance and the more the
EPS, the better the performance of a corporation. Ohlson(1995) considered earning per
share as an important variable for measurement of financia performance. Ebrahimi &
Arezzo (2011) revealed that the majority of stockholders, investors and other stakeholders
give priority to watch movements of earning information of a company and thus earning
per share is an important factor for the firm performance. Scott. & Jose (2011) stated that
the forecast of earning per share as a measure of firm performances is quite significant.

I ndependent variables

Non-performing loan ratio (NPL)

Non-performing loan ratio regards as a significant economic indicator. It implies that
lower NPLR is related with the lower risk and deposit rate (Brewer et al., 2006). Using
the adjusted ROA as a proxy for performance, that banks profitability negatively impacts
the level of non-performing loans ratio (Godlewski, 2004). Maghyereh and Awartani
(2014) found that the ratio of non-performing loans to total loans is significantly
adversely related to the efficiency in the selected banks. They conclude that improved
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performance of selected banking institutions is more likely to be related to effective risk

management.

To assess the influence of non-performing loan on the profitability by applying different
indicators (return on assets and return on equity) and have identified a significant
negative relationship between non-performing loan ratio and performance of banks
(Singla, 2008; Garza-Garcia, 2012; Nawaz et a., 2012).

Karim et a. (2010) found that a significant negative relationship between the non-
performing loan and the cost efficiency of selected banks. Effective credit management
can increase cost efficacy by reducing the non-performing loans of the banks. Some
relevant studies (Altunbas et al. 2000; Fan and Shaffer, 2004; Girardone, Molyneux and
Gardener, 2004; Sufian and Majid, 2008; Noor and Ahmad, 2012), reporting technically

more efficient banks have less non-performing loans.

Based on it, this study devel ops the following hypothesis:

Hi: There is negative relationship between non-performing loan ratio and financia

performance.

Liquidity ratio (LR)

Many previous researches has examined the relationship between liquidity ratios and
indicators of financial performance or liquidity ratios and profitability ratios such as
(Lartey, et a., 2013) which investigated the relationship between liquidity and
profitability of the banks listed on the Ghana bursa during the period 2005-2010, the
results showed a decrease in ratios of liquidity and profitability of listed banks, also show
that there is a weak positive relationship between liquidity and profitability. Ruziga
(2013) and Vayanos and Wang (2012) confirmed the liquidity ratios have positive
significant effect on return on assets. Saleem and Rehman, (2011) and Khidmat and
Rehman (2014) indicated a relationship between liquidity ratios and return on assets that

confirmed the liquidity ratios have positive significant effect on return on assets.

Kosmidou (2008) found that liquidity risk measured by the ratio of net loans to customer
and short term funding is negatively related to performance measured by return on
average assets (ROA). Chen et a. (2001) found that the ratio of liquid assets to depositsis
negatively related to net interest margins. Demirguc-Kunt and Huizinga (1999) found that
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liquidity risk measured by the ratio of loans to total assets is negatively related to return
on assets ROA and positively related to net interest margins.

Based on it, this study devel ops the following hypothesis:

H,: Thereis negative relationship between liquidity ratio and financia performance.

Capital adequacy ratio (CAR)

Boudriga et a. (2009) found that CAR seems to reduce the level of problem loans which
means higher CAR leads to less credit exposures. However, Rime (2001) observed a
positive relationship between bank risk and capital ratio of Swiss banks during the period
1989-1995. Equity to total assets ratio is expected to have positive relation with
performance that well-capitalized banks face lower costs of going bankrupt which
reduces their costs of funding and risks (Berger, 1995; Bourke, 1989). Maghyereh and
Awartani (2014) observed a significant positive impact of regulations (capital adequacy
ratio) on the performance of selected banks. Das and Ghosh (2006) found that capita
adequacy ratio has a significant positive impact on the efficiency. Pasiouras (2008a and b)
have also found a significant relationship between capital adequacy ratio and the
efficiency of banks. Jha et al. (2013) found that a positive and significant relationship
between the technical efficiency scores and the capital adequacy ratio as well as credit to
deposit ratio. A significant relationship between capital adequacy ratio and performance
of banks have been identified (Singla, 2008; Naceur and Kandil, 2009; Ogboi and
Unuafe, 2013).

Based on it, this study devel ops the following hypothesis:

Hs:  There is positive relationship between capita adequacy ratio and financial
performance.
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Debt to asset ratio (DA)

Nirgjini et al. (2013) found that there is positive relationship between capital structure and
financial performance. Capital structure is significantly impact on financial performance
of the firm showed that debt asset ratio, debt equity ratio and long term debt correlated
with gross profit margin (GPM), net profit margin (NPM), Return on Capital Employed
(ROCE), Return on Asset (ROA) & Return on Equity (ROE). Bourke (1989) examined
debt to asset ratios and revealed that debt ratios are positively related to profitability
under assumption that well capitalized bank enjoy access to cheaper and less risky
sources of funds. Pahlavan et a. (2015) investigated the relationship between the
profitability and the capital structure of banks. The study found that debt to equity and
debt to assets have direct and significant relationship with return on equity and return on
assets.

Based on it, this study devel ops the following hypothesis:

Hg4: Thereis positive relationship between debt asset ratio and financial performance.

Interest rate spread (IRS)

As banks lend, they charge interest and for attracting deposits, they offer interest on
deposit as compensation for their clients’ thriftiness and the difference between the two
rates forms the spread (Hamis 2010). Ho and Saunders (1981) expanded by Angbazo
(1997) and Maudos and Guevara (2004) found that there is a positive correlation between
credit risk or loan quality and interest rate spreads. Khan and Satar (2014) revealed that
there is strong positive relationship between interest rate spread and commercial bank
profitability. Ngetich and Wanjau (2011) argued that banks which performs well, manage
to keep interest spread wide. Interest rates determine the profitability of a commercial
bank among other factors (Gardner et a., 2005). Irungu (2013) found that there is strong
positive relationship between financial performances of commercial banks with interest
rate spread. The study found that interest rate spread affect performance assets in banks as
it increases cost of loans charged on the borrowers, regulation on interest rates have far
reaching effects on assets non-performance. Obidike et a. (2015) examined the impact of
interest rate spread on the performance of Nigerian banking industry for period of 1986-
2012. The study found that interest rate spread has negative and significant impact on

bank performancein long run.
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Based on it, this study devel ops the following hypothesis:

Hs: Thereis positive relationship between interest rate spread and financial performance.

Cost toincomeratio (CIR)

The cost to income ratio is key financial measure, particularly important in valuing banks.
It shows a company’s cost in relation to its income. CIR measures a bank operating costs
as a proportion of itstotal income (welch, 2006). The ratio gives investors a clear view of
how efficiently the firm is being run- the lower it is, the more profitable the bank will be.
Changes in the ratio can also highlight potential problems: if the ratio rises from one
period to the next, it means that costs are rising at a higher rate than income. Hess and
francis (2004) revealed that there is inverse relationship between the cost to income ratio
and bank’s profitability. Ghosh et al. (2003) also found negative relation between

efficiency and the cost to income rétio.
Based on it, this study devel ops the following hypothesis:

Hs: Thereis negative relationship between cost to income and financial performance.

Bank size (BS)

The size of the firm is a very important determinant of its profitability that is why it is
included as a controlled variable. Bank size as measured by total assets is one of the
control variables used in analyzing performance of the bank system (Smirlock, 1985).
According to the researches of Saunders et a. (1990), Cebenoyan et al. (1999) and
Megginson (2005), there is a negative relationship between bank risk and bank size.
Larger banks are likely to be more skilled in risk management and have aso better
diversification opportunities. Thus, expect to find that the bank size is negatively related
to the level of risk.

The theory asserts that a firm will enjoy economies of scale up to a certain level, beyond
which diseconomies of scale set in. This implies that profitability increases with increase
in size, and decreases as soon as there are diseconomies of scale. Thus, there is
relationship between the bank size and profitability which may be positive or negative
(Dietrich and Wanzenried, 2011); (Gonzélez and Gonzalo Rubio, 2011); Naceur, S. B.
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&Omran, M., 2011); (Tarawneh, M., 2006). Based on it, this study develops the

following hypothesis:

H7: Thereis positive relationship between bank size and financial performance.

1.5 Rationale of the study

The importance of risk management has become heightened in today’s competitive
economic world. These cannot be underemphasized as the practice of risk management
minimizes financial losses to the firm. The analysis of risk management is very important
within the department of the management of the risk in any bank to maintain an
increasing performance of risk management lot of credits that are granted by the banks
are not repaid efficiently, what constitutes a danger to their performance. The continuity
and success of banks considerably depend upon risk management (Pastor, 1999; Kao et
a. 2011; Scarborough, 2011). Al-Tamimi and Al-Mazrooei (2007) found that good
understanding about different risks and risk management among banking staff, improves

the ability of the banking institution to manage its risks.

Risk management is an important aspect in the management decision making in financial
institutions because risk management must meet certain objectives to keep firms running
efficiently. 1t helps to gain competitive advantage. The study evaluates the relation of
different risk variables such as non-performing loan ratio, liquidity ratio, capital adequacy
ratio, debt to asset ratio, interest rate spread, cost to income ratio and bank size with the
financial performance in Nepalese commercial bank. Thus, the study acts as atool for the
bank manager to identify the need to practice prudent risks management in order to

protect the interests of investors.

Severa studies carries out on risk management and financial performances of commercial
banks in developed countries but few in least developed countries like Nepal. So, this
study assumes a greater significance for the country like Nepal. It helps to identify
whether the Nepalese commercia banks are efficiently managing the better financial
performance.
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1.6 Limitation of the study

Despite of the continuous efforts made for arriving at meaningful conclusions from the

study, the following major limitations have been outlined.

1. There are al together 21 commercial banks operating in the country, but this
study does not cover all the commercial banks. All banks are not considered for
the purpose of study. Therefore, inclusion of al the commercial banks in this
study would have provided more valid results.

2. This study is based on commercial banks only. Study of other financial and
nonfinancial institutions such as insurance companies, finance companies,
development banks, manufacturing companies etc. are not taken into
consideration in this study. The study results may not be applicable in these
enterprises.

3. Only secondary data are considered for the study purpose. Primary survey is

not taken into consideration for data collection.
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Chapter |11

Literature Review

This chapter deals with review of empirical studies associated with risk management and
financial performance of banks and provides conceptua framework of the study. It is
divided into three sections. First section consists of an in-depth review of related studies
in the context of both developed and emerging country around the globe with magjor and
recent studies and deals with a brief review of empirical works in the context of Nepal.
Second section presents the conceptua framework. And, finally the third section presents
concluding remarks on the conceptual and empirical review. The details about these

sections dealt in the following chapter.

2.1 Review of Theoretical Perspectives

The purpose of this study would be to investigate the risk management and financial
performance of Nepalese commercial banks. This area of review of the related studies
concentrates on the comparable research done by different analysts in past. In numerous
examples the definite exploration works are likewise discovered to be done in past and in
different cases, comparable sort of related studies are taken in consideration. Such

researchers are reviewed from journal articles and books.

Inegbedion et.al(2020) examined risk management and financial performance of banksin
Nigeria with focus on commercial banks and ascertain the effect of risk asset

management on the optimal financial performance of commercial banksin Nigeria.

Miller and Noulas (1997) analyzed the portfolio mix and large-bank profitability in the
USA. The study indices of central bank autonomy (CBA) for 163 central banks as of end-
2003, and comparable indices for a subgroup of 68 central banks as of the end of the
1980s. The study found a significant negative relationship between credit risk and bank
profitability, because a higher loan or asset ratio increases bank exposure to unpaid loans
and hence a reduced profit margin. The more financial institutions are exposed to high
risk loans, the higher is the accumulation of unpaid loans, implying that these loan losses
have produced lower returns to many commercial banks.

Demirguc-Kunt and Huizinga (1999) assessed the determinants of commercial bank

interest margins and profitability: some internationa evidence. Using bank-level data for
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80 countriesin the year's 1988-1995, the study found that the ratio of Net Loans to Assets
(NLA) negatively and significantly affects performance. It indicates that higher NLA
ratios could reduce liquidity and increase the number of marginal borrowers that default,
thereby reducing bank performance. Higher the equity to assets ratio, the lower the need
to external funding and therefore the higher the profitability of the bank and well
capitalized banks face lower costs of external financing, which reduces their costs and
enhances profits. Foreign banks have higher margins and profits than domestic banks in
developing countries, while the opposite holds in industrial countries.

Saiful and Ayu(2019) found that credit and liquidity and operational risk management
positively influence Indonesian banks performance that measured by return on
asset(ROA) and return on equity( ROE) and operational risks management positively
influence Indonesian banks performance that measured by ROA,ROE and net interest

margin.

Hakim and Neami (2001) analyzed the relationship between credit risk and bank’s
performance of Egypt and Lebanon using data from the two countries over the period
1993-1999, the study estimated a fixed effects model of bank return with varying
intercepts and coefficients. The study found that credit variable is positively related to
performance, while liquidity variable is insignificant across al banks and have no impact

on performance.

Goddard et al. (2004) assessed dynamics of growth and profitability in banking. Dynamic
panel and cross-sectional regressions are used to estimate growth and profit equations for
a sampled of commercial, savings and co-operative banks from five magjors European
Union countries during the mid-1990s. The study found that there is negative relationship
between capital adequacy ratio and bank performance. The study revealed that higher
capital adequacy is an indication that banks are operating over-cautiously and are not
willing to grasp on to potential profitable opportunities. The study found positive
association between bank size and bank performance.

Michael et a (2006) investigated the effect of non-performing assets on operational
efficiency of central-cooperative banks. The Prudential Norms of Income Recognition
and Asset Classification were implemented for Co-operative Banks in Indiain 1996-1997
in order to strengthen them and improve their quality. The study emphasized that NPA
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(Non-performing Assets) in loan portfolio affect operational efficiency which in turn

affects profitability, liquidity and solvency position of banks.

Athanasoglou et a. (2008) examined the bank-specific, industry-specific and
macroeconomic determinants of bank profitability. The study used the GMM technique
for a panel of Greek banks covering the period from 1985 to 2001. They found that
financial risk in the form of credit risk is a bank specific factor, and that credit risk
negatively affects the performance of conventional banks which reveas that the increase

in credit risk leads to decrease in the performance of banks.

Mathuva (2009) assessed the capital adequacy, cost income ratio and the performance of
commercia banks in Kenya. The data used in this study was obtained from the annua
financial statements for a selected sample of 41 out of 44 licensed commercial banks. The
study period was from 1998-2007. Performance was measured by return on assets and
return on equity. The study used multiple regression model represented by ordinary |east
squares technique to examine the relationship among capital adequacy ratio, cost income
ratio and the performance. The result of the study reveaed that capital adequacy ratio is
positively related to performance. In addition, the study also found that equity capital
ratio is negatively related to performance.

Shen et a. (2009) investigated the study on bank liquidity risk and performance, using an
unbalanced panel dataset of 12 advanced economies commercia banks over the period
1994-2006. Panel data instrumental variables regression, using two-stage least squares
estimators to estimate bank liquidity risk and performance model. The result of the study
signified that liquidity risk is negatively associated with bank performance. The result
reveals that the increase in liquidity risk leads to decrease in the bank performance.



2.2Review of Relevant Studies

Study

Major findings

Al-Khouri (2011)

Kargi (2011)

Smaoui and Ben

Found that credit risk, capital risk and liquidity risk are the
key banks specific risks that affect bank performance (ROA)
while only liquidity risk affects profitability when measured
by ROE.

Found that banks profitability is inversely influenced by the
levels of loans and advances, non-performing loans and
deposits thereby exposing them to great risk of illiquidity and
distress.

Found that higher capital, better asset quality and larger bank

Salah (2012) size lead to higher profitability, while higher cost-to-income
ratio leads to lower profitability.

Adeusi et a. Found that an inverse relationship between financid

(2013) performance of banks and doubt |oans while capital asset ratio
are positive and significant with performance of banks.

Francis (2013) Found that capital adequacy and credit risk have positive
effect on bank profitability whereas operational efficiency and
liquidity ratio were negatively and significantly related to
bank profitability.

[rungu (2013) Reveled there is strong positive relationship between financial
performances of commercial banks with interest rate spread

Tabari et al. Reveled that both the credit risk (non- performing loans ratio)

(2013) as well as the liquidity risk have negative impact on the

Almazari (2014)

performance of banks whereas bank's size and bank's asset
have a positive effect on the performance of banks.

Found that cost income ratio has a negative impact on return
on assets.

Lukorito et al. Found that liquidity has statistically significant and positive
(2014) relationship with banks’ profitability.

Nishanthini and Found that negative impact of liquidity on profitability of
Meergjancy banks.

(2015)

Obidikeet al. Reveadled interest rate spread negatively and significantly
(2015) impact on bank performance in the long-run.

Oudat and Ali. Found insignificant relationship between capital risks,
(2021) liquidity and exchange rate risk and financia performance.

26

Al-Khouri (2011) assessed the effects of bank specific risk characteristics, and the overall
banking environment on the performance of 43 commercia banks operating in 6 of the
Gulf Cooperation Council (GCC) countries over the period 1998-2008. Using fixed effect
regression analysis, results showed that credit risk, liquidity risk and capita risk are the
major factors that affect bank performance (ROA) The liquidity risk has significant
relationship with performance (return on equity).
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Kargi (2011) studied credit risk and the performance of Nigerian banks. The data
collected were from secondary sources mainly the annual reports and accounts of the
sampled banks from 2004 to 2008. Descriptive statistics, correlation and regression
techniques were used in the analysis. The study found that banks profitability is inversely
influenced by the levels of loans and advances, non-performing loans and deposits
thereby exposing them to great risk of illiquidity and distress. Improper credit risk
management reduce the bank profitability, affects the quality of its assets and increase
loan losses and non-performing loan which may eventually lead to financial distress.

Smaoui et a. (2012) investigated how bank-specific characteristics and the overall
macroeconomic environment affect the profitability of 1slamic Banks in the GCC. The
study found that larger bank size contributes to higher profitability in Islamic banks.
Utilizing a large panel data of 44 Islamic Banks over the period 1995-2009, the results
indicate that higher capital, better asset quality, and larger size lead to higher profitability,
while higher cost-to-income ratio leads to lower profitability. Consistent with previous
findings on conventional banks, we find that favorable macroeconomic conditions have a
positive impact on the profitability of Islamic Banks. The study found that capita
strength, measured by the equity to assets ratio, is positively and significantly related to
ROA and NIM.

Adeusi et a. (2013) assessed the risk management practices and bank financia
performance in Nigeria using a panel of secondary data for 10 banks and for four years.
The study found that an inverse relationship between financial performance of banks and
doubt loans, capital asset ratio are positive and significant. The study found that the
higher the managed funds by banks, the higher the performance. The study found that
there is significant relationship between banks performance and risk management. Hence,
the need for banks to practice prudent risks management in order to protect the interests

of investors.

Francis (2013) investigated the key determinants of commercial banks’ profitability in
Sub-Saharan Africa. The analysis used an unbalanced panel of 216 commercia banks
drawn from 42 countries in Sub-Saharan Africa for the period 1999 to 2006. Using the
cost efficiency model, bank profitability was estimated using panel random effects
method in static framework. The study reveaed that the importance of bank level factors
such as assets, capital adequacy, operational efficiency and liquidity and macroeconomic
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factors such as growth in GDP and inflation in explaining bank profitability. The study
also found that capital adequacy and credit risk have positive effect on bank profitability.
However, operational efficiency and liquidity ratio were negatively and significantly
related to bank profitability.

Irungu (2013) examined the effect of interest spread on financial performance of commercial
banks in Kenya. The data were collected from 43 commercia banks and analyzed by using SPSS
(statistical package for socia scientists). The study found that there is a strong positive
relationship between financial performances of commercial banks with interest rate
spread. Study found variables are significance to influencing financial performance of
Kenya banks. The study found that interest rate spread affect performance assets in banks
asit increases the cost of loans charged on the borrowers, regulation on interest rates have

far reaching effects on assets nonperformance.

Tabari et a. (2013) analyzed the impact of the liquidity risk management on the
performance of fifteen commercial banks in Iran during the years 2003 to 2010. They
have identified that both the credit risk (non- performing loans ratio) as well as the
liquidity risk (current ratio) have negative impact on the performance of banks. Bank's

size and bank's asset have a positive effect on the performance of banks.

Almazari (2014) investigated internal factors that affecting profitability of banks. The
main objective was to compare the profitability of the Saudi and Jordanian banks by using
the internal factors for estimations. A sample of twenty three Saudi and Jordanian banks
was considered with 161 observations for the period 2005-2011. Financia ratios were
calculated and statistical tools including Pearson’s correlation, descriptive anaysis of
variance and regression analysis were utilized in testing the hypotheses and to measure
the differences and similarities between the sample banks according to their different
characteristics. The results indicated that there is a significant positive correlation
between ROA of Saudi banks with total equity to assets ratio, total investment to total
assets ratio and liquidity risk variables, as well as a negative correlation with net credit
facilities to total assets ratio, net credit facilities to deposits ratio, cost income ratio and
bank size variables. Meanwhile, there is a significant positive correlation between ROA
of Jordanian banks with liquidity risk, net credit facilities to total assets ratio, total equity
to assets ratio and net credit facilities to total deposits ratio variables, also there is a

negative correlation of return on assets with cost income ratio, total investment to total
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assets ratio and bank size. Cost income ratio variable and Bank size variable has a

negative impact on both models.

Lukorito et al. (2014) assessed the effect of liquidity on profitability of commercia banks
in Kenya The study determined the effect of internal factors on profitability of
commercia banks in Kenya particularly the banks liquidity over a period of 5 years from
2009 to 2013. Internal factor was liquidity, while profitability was measured using ROA
ratios. The findings of the study show that all the variables liquidity has statistically
significant and positive relationship with banks’ profitability.

Nishanthini and Meergjancy (2015) analyzed trade-off between liquidity and profitability:
a comparative study between state banks and private banks in Sri Lanka. With the
samples of State Banks and private Banks in Sri Lanka over period of 2008-2012,
descriptive statistics, correlation and regression analysis are used for the study. Liquidity
as independent variable and net profit margin (NP), return on assets (ROA) and return on
equity (ROE) were used to measure the dependent variable as Profitability. The study
found that negative impact of liquidity on profitability in selected Banksin Sri Lanka.

Obidike et al. (2015) investigated the impact of interest rate spread on the performance of
Nigerian banking industry for the period of 1986-2012. The study used OLS method of
estimation to analyze. The study found that interest rate spread, negatively and
significantly impact on bank performance in the long-run. Exchange rate and GDP was
found to be positively and significantly affecting bank performancein Nigeria at the long-
run and the short-run interest rate spread also negatively but insignificantly affect bank

performancein Nigeria.

Hussain et al. (2016) examined risk management and bank performance in Pakistan. The
study used capital adequacy ratio, non-performing loans, liquidity risk, interest rate risk
and operational risk as proxies for risk management. Panel data from 2005-2014 was
taken from the published annua reports of commercial banks. Descriptive statistics,
correlation analysis and random effect OLS regression was used to analyze the data. The
study found that better risk management system of banks leads to enhance performance
and also found that capita adequacy ratio, non-performing loans, interest rate risk,
operational risk and liquidity risk are key drivers of profitability in large banks while non-
performing loans and capital adequacy ratio are the only drivers of profitability in small
commercia banks of Pakistan. The study found that capital adequacy ratio has a positive
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significant impact on performance of large banks. Other risk management variables of
non-performing loans, interest rate risk, liquidity risk and operational risk are

significantly and negatively affecting the return on equity for large commercia banks.

Al-Khouri (2011) assessed the effects of bank specific risk characteristics, and the overall
banking environment on the performance of 43 commercia banks operating in 6 of the
Gulf Cooperation Council (GCC) countries over the period 1998-2008. Using fixed effect
regression analysis, results showed that credit risk, liquidity risk and capita risk are the
major factors that affect bank performance (ROA) The liquidity risk has significant
relationship with performance (return on equity).

Kargi (2011) studied credit risk and the performance of Nigerian banks. The data
collected were from secondary sources mainly the annual reports and accounts of the
sampled banks from 2004 to 2008. Descriptive statistics, correlation and regression
techniques were used in the analysis. The study found that banks profitability is inversely
influenced by the levels of loans and advances, non-performing loans and deposits
thereby exposing them to great risk of illiquidity and distress. Improper credit risk
management reduce the bank profitability, affects the quality of its assets and increase

loan losses and non-performing loan which may eventually lead to financial distress.

Smaoui et a. (2012) investigated how bank-specific characteristics and the overal
macroeconomic environment affect the profitability of Islamic Banks in the GCC. The
study found that larger bank size contributes to higher profitability in Islamic banks.
Utilizing a large panel data of 44 Islamic Banks over the period 1995-2009, the results
indicate that higher capital, better asset quality, and larger size lead to higher profitability,
while higher cost-to-income ratio leads to lower profitability. Consistent with previous
findings on conventional banks, we find that favorable macroeconomic conditions have a
positive impact on the profitability of Islamic Banks. The study found that capital
strength, measured by the equity to assets ratio, is positively and significantly related to
ROA and NIM.

Adeus et a. (2013) assessed the risk management practices and bank financial
performance in Nigeria using a panel of secondary data for 10 banks and for four years.
The study found that an inverse relationship between financial performance of banks and
doubt loans, capital asset ratio are positive and significant. The study found that the
higher the managed funds by banks, the higher the performance. The study found that
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there is significant relationship between banks performance and risk management. Hence,
the need for banks to practice prudent risks management in order to protect the interests

of investors.

Francis (2013) investigated the key determinants of commercial banks’ profitability in
Sub-Saharan Africa. The analysis used an unbalanced panel of 216 commercia banks
drawn from 42 countries in Sub-Saharan Africa for the period 1999 to 2006. Using the
cost efficiency model, bank profitability was estimated using panel random effects
method in static framework. The study reveaed that the importance of bank level factors
such as assets, capital adequacy, operational efficiency and liquidity and macroeconomic
factors such as growth in GDP and inflation in explaining bank profitability. The study
also found that capital adequacy and credit risk have positive effect on bank profitability.
However, operational efficiency and liquidity ratio were negatively and significantly
related to bank profitability.

Irungu (2013) examined the effect of interest spread on financial performance of commercial
banks in Kenya. The data were collected from 43 commercial banks and analyzed by using SPSS
(statistical package for socia scientists). The study found that there is a strong positive
relationship between financial performances of commercial banks with interest rate
spread. Study found variables are significance to influencing financia performance of
Kenya banks. The study found that interest rate spread affect performance assets in banks
asit increases the cost of loans charged on the borrowers, regulation on interest rates have

far reaching effects on assets nonperformance.

Tabari et a. (2013) analyzed the impact of the liquidity risk management on the
performance of fifteen commercial banks in Iran during the years 2003 to 2010. They
have identified that both the credit risk (nhon- performing loans ratio) as well as the
liquidity risk (current ratio) have negative impact on the performance of banks. Bank's

size and bank's asset have a positive effect on the performance of banks.

Almazari (2014) investigated internal factors that affecting profitability of banks. The
main objective was to compare the profitability of the Saudi and Jordanian banks by using
the internal factors for estimations. A sample of twenty three Saudi and Jordanian banks
was considered with 161 observations for the period 2005-2011. Financia ratios were
calculated and statistical tools including Pearson’s correlation, descriptive analysis of

variance and regression analysis were utilized in testing the hypotheses and to measure
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the differences and similarities between the sample banks according to their different
characteristics. The results indicated that there is a significant positive correlation
between ROA of Saudi banks with total equity to assets ratio, total investment to total
assets ratio and liquidity risk variables, as well as a negative correlation with net credit
facilities to total assets ratio, net credit facilities to deposits ratio, cost income ratio and
bank size variables. Meanwhile, there is a significant positive correlation between ROA
of Jordanian banks with liquidity risk, net credit facilities to total assets ratio, total equity
to assets ratio and net credit facilities to total deposits ratio variables, also there is a
negative correlation of return on assets with cost income ratio, total investment to total
assets ratio and bank size. Cost income ratio variable and Bank size variable has a

negative impact on both models.

Lukorito et al. (2014) assessed the effect of liquidity on profitability of commercia banks
in Kenya The study determined the effect of internal factors on profitability of
commercia banks in Kenya particularly the banks liquidity over a period of 5 years from
2009 to 2013. Internal factor was liquidity, while profitability was measured using ROA
ratios. The findings of the study show that all the variables liquidity has statistically
significant and positive relationship with banks’ profitability.

Nishanthini and Meergjancy (2015) analyzed trade-off between liquidity and profitability:
a comparative study between state banks and private banks in Sri Lanka. With the
samples of State Banks and private Banks in Sri Lanka over period of 2008-2012,
descriptive statistics, correlation and regression analysis are used for the study. Liquidity
as independent variable and net profit margin (NP), return on assets (ROA) and return on
equity (ROE) were used to measure the dependent variable as Profitability. The study
found that negative impact of liquidity on profitability in selected Banksin Sri Lanka.

Obidike et al. (2015) investigated the impact of interest rate spread on the performance of
Nigerian banking industry for the period of 1986-2012. The study used OLS method of
estimation to analyze. The study found that interest rate spread, negatively and
significantly impact on bank performance in the long-run. Exchange rate and GDP was
found to be positively and significantly affecting bank performance in Nigeria at the long-
run and the short-run interest rate spread also negatively but insignificantly affect bank
performancein Nigeria.
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Hussain et al. (2016) examined risk management and bank performance in Pakistan. The
study used capital adequacy ratio, non-performing loans, liquidity risk, interest rate risk
and operational risk as proxies for risk management. Panel data from 2005-2014 was
taken from the published annua reports of commercial banks. Descriptive statistics,
correlation analysis and random effect OLS regression was used to analyze the data. The
study found that better risk management system of banks leads to enhance performance
and also found that capital adequacy ratio, non-performing loans, interest rate risk,
operational risk and liquidity risk are key drivers of profitability in large banks while non-
performing loans and capital adequacy ratio are the only drivers of profitability in small
commercia banks of Pakistan. The study found that capital adequacy ratio has a positive
significant impact on performance of large banks. Other risk management variables of
non-performing loans, interest rate risk, liquidity risk and operationa risk are

significantly and negatively affecting the return on equity for large commercia banks.

The financia risks and financial performance of commercia and investment banks listed
on Bahrain stock exchange for the period 2015-19. However, selected financial risks
contain capital risk, liquidity and exchange rate risk, meanwhile the financid
performance measured by return on equity. To achieve the the research purpose the panel
regression analysis of data approach was employed. While for the data were collected
from annual financia reports for the banks .The study found for both models as
concluded to there is insignificant relationships between capital risks, liquidity risks and
exchange rate risk and financial performance for both models except the liquidity risk for
investment banks found to be significant relationship with financial performance.( Oudat
and Ali,2021).
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Chapter 111

Resear ch methodology

Research methodology sets out overal plan associated with the study. It provides overall
framework, plan that is associated with the study. It provides overal structure on which
study is based. Methodology is carried out to shape and provide the appropriate outlook
by describing, explaining and predicting a basic framework on which study is based.
Before presenting the analysis and interpretation of data, it is necessary that research
methodology should be described first because without this part, conclusions drawn from
the analysis may be misunderstood. A focus is given to research question, model,
definition of variable, sample selection and size, sources of data and limitation. This

chapter therefore explains the methodology employed in this study.

In this chapter, the context of the study is presented, which provides the background
against which the findings of the study were assessed from which reliability and
dependable conclusions were made. Thus, this chapter provides a description of research
plan and design, nature and sources of data, selection of enterprises, method of analysis

and empirical models for the study.

3.1 Resear ch Design

This study has employed descriptive research design and causal comparative research
design in order to analyze the risk management and financial performance of the
commercia banks in the context of Nepal. The descriptive research design has been
adopted for fact finding and searching adequate information about risk management and
the performance of the Nepalese commercial banks. Descriptive statistics is used with
respect to variables like return on assets, return on equity, earnings per share, non-
performing loan ratio, liquidity ratio, capital adequacy ratio, debt to asset ratio, interest
rate spread, cost to income ratio and bank size. It is used to depict the accurate results and

further describe about the characteristics of the sample.

The study has also adopted causal comparative research design to determine the
relationship between financial risk management and financial performance of Nepalese
commercia banks. More specificaly, the study analyzes the impact of risk management
variables like non-performing loan ratio, liquidity ratio, capital adequacy ratio, debt to
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asset ratio, interest rate spread, cost to income ratio and bank size on the financial

performance of Nepaese commercial banks.

3.2 Population and Sampling Procedures

In order to examine the risk management variables on financial performance of banks of
Nepalese commercial banks, this study contains a sample of 3 commercia banks of Nepal
whose respective data are collected from the time period of 2014/15 to 2021/22 leading to
a total of 3observations. While selecting the banks for the study, convenience sampling
has been adopted. Convenience sampling is a type of non-probability sampling that
involves the sample being drawn from the part of the population that is close to hand.
This study has adopted convenience sampling technique in order to select the banks as
sample. Table 3.1 presents the list of sample banks being selected for the study along with

the study period and number of observations.

Table3. 1
List of the banks selected for the study along with the study period and number of

observations
SN  Name of the banks Study period Observations
1 Nepal Bank Limited (NBL) 2014/15-2021/22 8

2 Machhapuchhre Bank Limited(MBL) 2014/15-2021/22 8

3 NMB Bank Limited(NMB) 2014/15-2021/22 8

Total observations 24

Thus, the study is based on the 24 observations.

3.3 Natur e and sour ces of data

This study is based on secondary data. The variables used in the study are categorized
into non-performing loan ratio, liquidity ratio, capital adequacy ratio, debt to asset ratio,
interest rate spread, cost to income ratio, bank size with return on assets, return on equity
and earnings per share. The secondary data used are of annua in nature. The secondary
data and information have been collected from banking and financia statistics of NRB
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and annual reports of the selected commercia banks. The data regarding the dependent
and independent variables of the sample banks are collected and coded with unique code
for each sample banks so that the data could be easily identified and assessed. The
secondary data consists of financial data of commercia banks during the sample period of
2014/15 to 2021/22 covering the period of 8 years.

3.4 Data Analysis Techniques

The main purpose of data analysis in this study is to anayze the risk management and
financial performance of selected commercia banks in context of Nepal. Therefore, this
section deals with statistical and econometric models used for the purpose of analysis of

secondary data.

Descriptive statistics are used to present quantitative data in a manageable form. It helps
us to simplify large amounts of data in a sensible way (like mean, standard deviations,
minimum and maximum values). Correlation anaysis is the process of studying the
strength of that relationship with available statistical data and it is used to identify
direction and magnitude between two set of variables. Along with this, regression
analysis is a statistical process for estimating the relationship among variables and also it
is used to find out the influence of independent variables over dependent variables
exclusively and combined with other variables.

3.5 Research Framework and Variables

This study focuses on the risk management and financial performance in Nepalese
commercia banks. Risk management is a systematic process of understanding, evaluating
and addressing risks to maximize the chances of objectives being achieved and ensuring
organizations, individuals and communities are sustainable. It aso enables the
organization to be aware of new possibilities. A description of this framework contributes
for the study in two ways: it identifies research variables and clarifies relationships
among variables. Linked to the statement of problem, the conceptual framework sets the
stage for presentation of the specific study questions that drives the investigation being
reported. Figure 3.1 shows the schematic diagram of risk management and financial

performance in Nepalese commercial banks.
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Independent variables Dependent variables
Risk management variables:
Non-performing loan /Financial performance \
ratio(NPL),
Liquidity ratio(LR), - Return on assets
Capital adequacy > (ROA)
ratio(CAR), - Return on equity
Debt to asset ratio(DA), (ROE)
Interest rate spread(IRS), - Earnings per
Cost to incomeratio (CIR) share(EPS)
Figure 3.1

Schematic diagram of factors influencing Nepalese bank’s financial performance

Model specification

The econometric models used in this study tries to analyze the relationship between the
risk management variables and financial performance variables. The following regression
models are used in this study to examine the empirical relationship between the risk
management variables and the financia performance of Nepalese commercia banks.
Therefore, the following model equation is designed to test the hypothesis.

Financial Performance= f (credit risk, liquidity risk, capital management risk, interest rate

risk, operating risk and bank size).
More specifically, the given model has been segmented into following models:
Model 1

In this model, the dependent variable is return on assets (ROA) indicated by percentage of
net income to total assets. The model is presented as follows:
ROA\: = Bo + BiNPLit + BoLRit + BsCARt + BaDAt + BsIRS+ BsCIRit + B7BSit + €.

Model 2

In this model, the dependent variable is return on assets (ROE) indicated by percentage of
net income divided by shareholder's equity. The model is presented as follows:

ROE; = Bo + B1NPLit + B2LRit + B3CARit + BsDAt + BsIRS+ BeCIRit + B7BSt + €,
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Model 3
In this model, the dependent variable is earnings per share (EPS) indicated by net
earnings divided by total outstanding shares, in Rupees per share. The moddl is presented

asfollows:

EPS; = Bot+ BiNPLit + BoLRit + BsCARyt + B4DAjt + BsIRS+ BeCIRit + B7BSi + €.
Where,

ROA= Return on assets
ROE= Return on equity

EPS = Earnings per share
NPL= Non-performing loan
LR = Liquidity ratio

CAR =Capital adequacy ratio
DA = Debt to assets ratio
IRS= Interest rate spread
CIR= Cost to income ratio
BS=Bank size

e = Error term

Bo= Constant term

B1, Bz, B3, B4, B5, Bs and B7= Coefficients of variables.
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The description of the variables used in the study is presented in Table 3.2.

Table 3.2

Description of Variables

SN. Variables Description M easurement
1 ROA Return on assets Net income/ total assets, in percentage.

2 ROE Return on equity Net income/shareholder's equity, in percentage.
3 EPS Earnings Per Share Net Earnings/total outstanding shares, in Rupees
per share.

4 NPL Non-performing Non-performing loan to total grossloan, in
loan percentage.

5 LR Liquidity ratio Loan and advances/deposit, in percentage.

6 CAR Capital adequacy (Tier 1 capita + Tier 2 capital)/ Risk weighted
ratio assets, in percentage.

7 DA Debt to assetsratio  Total debt/total assets, in percentage.

8 IRS Interest rate spread  Weighted average difference of lending rates and

deposit rates, in percentage.

9 CIR Cost to income Operating expenses/operating income, in
ratio percentage.

10 BS Bank size In terms of total assets of banks, in Rupeesin

billion.
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Chapter IV

Result and Discussion

Data analysis is the process of developing answer to the questions through the
examination and interpretation of data. This chapter presents the systematic and orderly
results of the study in the form of presentation, interpretations and anaysis of the
secondary data. The basic steps in the analytical process consist of identifying issues,
determining the availability of suitable data, deciding the method appropriate for
answering the questions of interest, applying the methods and evaluating, summarizing
and communicating the results. Chapter four provides systematic presentation,
interpretation, and analysis of secondary data in order to dea with various issues
associated with risk management and financia performance of the Nepalese commercidl
banks.

The purpose of this chapter is to analyze and interpret the data collected during the study.
Various statistical tools described in chapter three have been used for this purpose. This
chapter is divided into five sections. The first section deals with structure and pattern
analysis of data, second section deals with descriptive statistics, third section deals with
the correlation analysis, fourth section deals with step wise regression anaysis and the
final section ends with concluding remarks about the result derived for the secondary
data.

4.1 Structure and pattern analysis

This chapter deals with the structure and pattern of non-performing loan ratio, liquidity
ratio, capital adequacy ratio, debt to asset ratio, interest rate spread, cost to income ratio,
bank size and performance of Nepaese commercia banks. It includes average values and
standard deviations. The structure and pattern of dependent variable i.e. bank
performance measured as return on assets, return on equity and earnings per share and the
independent variables are non-performing loan ratio, liquidity ratio, capital adequacy
ratio, debt to asset ratio, interest rate spread, cost to income ratio, bank size is shown
below.
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4.1.1 Structure and pattern of return on assets

This section is contributed to the analysis of structure and pattern of profitability
measures. The structure and pattern of return on assets for the period of 2014/15 to
2021/22 has been presented in Table 4.1.

Table 4.1 shows that NBL has highest average return on assets (1.84 percent) followed by
NMB (1.51 percent) and MBL (1.34 percent),.

Table4.1

Sructure and pattern of return on assets (in percentage)

Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S. D.

NBL 2.06 2.32 2.78 241 151 122 133 122 184 0.58

MBL 1.26 151 1.89 1.47 161 1.02 1.02 094 134 0.31

NMB 121 1.49 1.89 1.96 1.83 1.09 1.32 135 151 0.31

Mean 151 177 2.18 194 1.65 111 122 113

S.D. 0.38 0.38 0.41 0.38 0.13 0.08 0.14 0.16

(Source : Annual Report)

Table 4.1 has shown that return on assets varies widely within the individual banks. It is
observed that return on assets is decreased from 2.06 percent in 2015 to 1.12 percent in
2022 for NBL, from 1.26 percent in 2015 to 0.94 percent in 2016 for MBL, from 1.21
percent in 2015 to 1.35 percent in 2022 for NMB. Thus, when return on assets is
compared over a period of time for individual banks, it is noticed that return on assets has
decreased in majority of selected commercia banksin recent years. The average return on
assets for selected commercial banks has decreased from 1.84percent in 2015 to
1.51percent in 2022.

Figure 4.1 shows the pattern of average return on assets of selected commercial banks of
Nepal (in percent).
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Figure4.1

Pattern of average return on assets

Figure 4.1 presents the pattern of average return on assets of selected Nepalese
commercia banks from year 2014/15 to 2021/22.The figure indicates various fluctuations
over the study period. Overall, the graph shows return on assets is in increasing and

decreasing trend over the study period.
4.1.2 Structure and pattern of return on equity

The structure and pattern of return on equity for the period of 2014/15 to 2021/22 has
been presented in Table 4.2. It shows that NBL has highest average return on equity
(25.76 percent) followed by MBL (12.89 percent) and NMB(12.36).



Table4.2

Sructure and pattern of return on equity (in percentage)
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Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S.D.
NBL 22.73 36.39 25.86 35.25 25.86 22.66 24.26 2267 2576 4.89
MBL 7.24 413 11.82 14.27 11.82 14.78 18.01 21.07 1289 511
NMB 10.15 12.17 15.75 13.54 13.32 8.94 12.08 1295 12.36 1.96
Mean 13.37 1756 1781 21.02 17.00 15.46 18.11 18.10
S.D. 6.72 13.71 591 10.06 6.29 5.62 4.97 4.25

(Source: Annual Report)

Table 4.2 has shown that the return on equity varies widely with the individual banks. It is
observed that the return on equity decreased from 22.73 percent in 2015 to 22.67 percent
in 2022 for NBL but return on equity increased from 7.24 percent in 2015 to 21.07 in
2022 for MBL.Similarly, 10.15 percent in 2015 to 12.95 percent in 2022.

Figure 4.2 shows the pattern of average return on equity of Nepalese commercia banks

(in percent).

25

20

10

15 /

—6—ROE

Figure4.2

Pattern of average return on equity (in percent)
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Figure 4.2 show that the pattern of return on equity of Nepalese commercial banks from
year 2014/15 to 2021/22.The figure indicates various fluctuations over the study period.
Return on equity is in declining trend till 2019 and slightly increase in the year 2021/22.
Overdl, the trend line shows that return on equity is in decreasing and increasing trend

over the study period.
4.1.3 Structure and pattern of earnings per share

The structure and pattern of earnings per share for the period of 2014/15 to 2021/22 has
been presented in Table 4.2. It shows that NBL has highest average earnings per share
(Rs.36.48 per share) followed by NMB (Rs.21.57 per share)Jand MBL (Rs.18.19 per
share).

Table4.3

Structure and pattern of earnings per share (in Rupees per share)

Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S.D.

NBL 57.24 59.27 38.77 39.98 26.99 22.66 24.26 2267 3648  14.09

MBL 16.15 19.57 24.00 23.16 1581 14.78 15.67 1644 1819 3.37

NMB 205 25.05 27.78 26.88 18.79 16.73 16.73 2015 2157 4.13

Mean  31.29 34.63 30.18 30.00 20.53 18.05 18.88 19.75

S.D. 18.43 17.56 6.26 7.21 4.72 3.35 3.82 2.55

(Source: Annual Report)

Table 4.3 shows that the average earnings per share vary widely within individua banks
also. It is observed that earnings per share are decreased from Rs.57.24 per share in 2015
to Rs.22.67 per share in 2022 for NBL, from Rs.16.15 per share in 2015 to Rs.16.44 per
sharein 2022 for MBL, from Rs.20.5 per share in 2015 to Rs.27.15 per share in 2022 for
NMB.The variation in earnings per share as indicated by standard deviation is lowest for
MBL followed by NBL and NMB.The earnings per share are highest for NBL 57.24 in
2016. On the other side, earning per shareislowest for MBL in 2020.

Figure 4.3 shows the pattern of average earnings per share different commercia banks of
Nepal (in rupees).
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Pattern of average earnings per sharein rupees

Figure 4.3 shows the pattern of earnings per share of Nepalese commercia banks from
year 2015 to 2022. The figure indicates various fluctuations over the study period.
Earnings per share are in declining trend till 2016 and slightly decrease in the year 2017.
Overal, the trend line shows that earning per share is in decreasing and increasing trend

over the study period.
4.1.4 Structure and pattern of non-performing loan ratio

The structure and pattern of non-performing loan ratio for the period of 2014/15 to
2021/22 has been presented in Table 4.4. It shows that NBL has highest average non-
performing loan ratio (2.41 percent) followed by NMB (1.50 percent) and MBL (0.61

percent).



Table4.4

Sructure and pattern of non-performing loan ratio in percentage
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Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S.D.

NBL 1.82 114 3.30 2.96 2.64 247 191 311 241 0.69
MBL 0.64 0.55 0.38 0.44 0.37 0.52 0.57 141 o061 0.31
NMB 0.42 181 1.68 0.88 0.82 2.68 1.49 224 150 0.71
Mean 0.96 1.16 1.78 1.42 127 1.89 132 2.25

S.D. 0.61 0.51 1.19 1.09 0.98 0.97 0.55 0.69

Source: (Annual Report)

Table 4.4 has shown that the table, non-performing loan ratio varies widely within the

individual banks aso. It is observed that the non-performing loan ratio is increased from
1.82 percent in 2015 to 3.11 percent in 2022 for NBL, from 0.64 percent in 2015 to 1.41
percent in 2022 for MBL, from 0.42 percent in 2015 to 2.24 percent in 2022 for NMB.

Figure 4.4 shows the pattern of average non-performing loan ratio of diffeent commercial

banks of Nepal (in percentage).
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Pattern of average non-performing loan ratio in percentage
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Figure 4.4 shows the pattern of non-performing loan ratio of selected Nepalese
commercial banks from year 2014/15 to 2021/22. The figure indicates various
fluctuations over the study period. Non-performing loan ratio is in increasing trend in
2016 and decreasing trend till 2018 and again in increasing trend till the year 2019.
Overall, the trend line shows that non-performing loan ratio isin increasing trend over the

study period.
4.1.5 Structure and pattern of liquidity ratio

Table 4.5 shows that average liquidity ratio has highest for MBL (85.95 percent) followed
by NMB (84.17 percent) and NBL(75.24 percent).

Table4.5

Structure and pattern of liquidity ratio in percentage

Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S.D.

NBL 62.83 69.01 79.17 75.68 78.14 72.25 82.76 8212 7524 6.41

MBL 7751 83.44 88.47 89.78 87.00 88.56 86.53 86.32 85.95 3.65

NMB 74.31 81.84 85.50 88.30 87.71 86.39 86.51 8555 84.17 4.26

Mean 71.55 78.09 84.38 84.58 84.28 82.40 85.26 84.66

S.D. 6.30 6.45 3.87 6.32 4.35 7.23 177 1.82

Source: ( Annual Report)

Table 4.5 has shown that liquidity ratio varies widely within the individual banks aso. It
is observed that the liquidity ratio is increased from 62.83 percent in 2015 to 82.12
percent in 2022 for NBL, from 77.51 percent in 2015 to 86.32 percent in 2022 for MBL
and from 74.31 percent in 2015 to 85.55percent in 2022..The variation in liquidity ratio
asindicated by standard deviation is lowest for MBL followed by NMB and NBL.

Figure 4.5 shows the pattern of average liquidity ratio of different commercial banks of
Nepal (in percent).
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Figure 4.5 shows the pattern of liquidity ratio of Nepalese commercial banks from year
2014/15 to 2021/22. The figure indicates various fluctuations over the study period.

Liquidity ratio is in increasing trend in 2017 and decreasing trend till 2019 and again

increasing trend till 2022.

4.1.6 Structure and pattern of capital adequacy ratio (in percentage)

Table 4.6 presents the structure and pattern of capital adequacy ratio of Nepalese

commercia banks.It shows that NBL has highest average capital adequacy ratio (14.40
percent) followed by NMB (13.83 percent) and NMB (12.93 percent).
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Table 4.6

Sructure and pattern of capital adequacy ratio in percentage

Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S.D.

NBL 11.57 11.73 16.41 11.27 17.01 16.80 15.05 1543 14.40 231

MBL 11.84 11.24 12.36 16.82 12.79 13.02 12.06 13.36 12.93 1.59

NMB 11.13 10.98 13.61 15.75 1545 15.08 15.08 13.59 13.83 1.76

Mean 1151 1131 14.12 1461 15.08 14.96 14.06 14.12

S D. 029 031 1.69 2.40 174 154 141 0.92

Source: (Annual Report)

Table 4.6 has shown that capital adequacy ratio varies widely within the individua banks
also. It is observed that the capital adequacy ratio isincreased from 11.57 percent in 2015
to 15.43percent in 2022 forNBL , from 11.84 percent in 2015 to 13.36 percent in 2022
for MBL, from 11.13percent in 2015 to 13.59 percent in 2022 forNMB. The highest for
MBL (16.82) in year 2018, NMB (15.45 percent) in 2019.

Figure 4.6 shows the pattern of average capital adequacy ratio of different commercial
banks of Nepal (in percentage).
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Pattern of capital adequacy ratio in percentage
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Figure 4.6 shows the pattern of capita adequacy ratio of Nepalese commercial banks
from year 2014/15 to 2021/22. The figure indicates various fluctuations over the study
period. Capital adequacy ratio isin decreasing and increasing trend till 2021/22.

4.1.7 Structure and pattern of debt to asset ratio (in percentage)

Table 4.7 presents the structure and pattern of debt to asset ratio of Nepalese commercial
banks.It shows that MBL has highest average debt to asset ratio(87.15 percent) followed
by NBL (80.77 percent) and NMB (79.21 percent).

Table4.7

Structure and pattern of debt to assets ratio in percentage

Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S.D.

NBL 91.82 90.89 83.04 72.79 69.01 74.87 76.13 87.78  80.77 8.20

MBL 91.81 91.01 87.95 85.06 8547 86.99 85.00 8398 87.15 271

NMB 92.02 90.8 82.45 75.71 7272 75.12 71.89 73.04 7921 7.67

Mean 91.88 90.9 84.48 7785 7573 78.93 77.67 81.6

S. D. 0.09 0.08 2.46 523 7.04 5.69 5.46 6.24

Source: (Annual Report)

Table 4.7 has shown that debt to asset ratio varies widely within the individual banks
also. It is observed that the debt to asset ratio is decreased from91.82percent in 2015 to
87.78percent in 2022 for NBL, from 91.81percent in 2015 to 83.98percent in 2022 for
MBL and from 92.02 percent in 2015 to 73.04 in 2022.

Figure 4.7 shows the pattern of average debt asset ratio of different commercial banks of
Nepal (in percentage).
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Pattern of average debt to asset ratio in percentage
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Figure 4.7 shows the pattern of debt to asset ratio of Nepalese commercial banks from

year 2014/15 to 2021/22. The figure indicates various fluctuations over the study period.

Debt to asset ratio isin decreasing and increasing trend till 2022.

4.1.8 Structure and pattern of interest rate spread (in per centage)

Table 4.8 presents the structure and pattern of interest rate spread of Nepal ese commercial
banks.It shows that MBL has highest average interest rate spread (4.26 percent) followed

by NBL (4.21 percent) and NMB(3.99).

Table4.8

Structure and pattern of interest rate spread (in percentage)

Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S.D.
NBL 3.97 3.74 4.80 4.99 4.45 3.70 4.34 369 421 0.47
MBL 4.65 4.59 4.27 4.75 4.27 4.36 3.82 338 426 0.43
NMB 4.19 431 3.89 4.14 4.26 4.05 3.09 405 3.99 0.36

Mean 4.27 4.21 4.32 4.62 4.32 4.03 3.75 3.70

S.D. 0.28 0.35 0.37 0.35 0.08 0.26 0.51 0.27

Source: (Annual Report)
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Table 4.8 has shown thatinterest rate spread varies widely within the individual banks
also. It is observed that the interest rate spread is 3.97percent in 2015 and3.69 percent in
2022 for NBL, from 4.65percent in 2015 to 3.38 percent in 2022 for MBL, from
4.19percent in 2015 to 4.05percent in 2022 for NMB.The variation in interest rate spread
asindicated by standard deviation is lowest for NMB followed by MBL and NBL.

Figure 4.8 shows the pattern of average interest rate spread of different commercial banks
of Nepal (in percentage).
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Pattern of average interest rate in percentage

Figure 4.8 shows the pattern of interest rate spread of Nepalese commercia banks from
year 2014/15 to 2021/22. The figure indicates various fluctuations over the study period.
Interest rate spread is in increasing trend till 2017 and decreasing trend upto 2021/22.
Overal, the graph shows interest rate spread is in decreasing trend over the study period.

4.1.9 Structure and pattern of cost to incomeratio (in percentage)

Table 4.9 presents the structure and pattern of cost to income ratio of Nepalese
commercia banks.It shows that MBL has highest average cost to income ratio (41.21
percent) followed by NBL (37.87percent) and NMB(37.87 percent).
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Structure and pattern of cost to incomeratio in percentage
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Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S.D.
NBL 28.49 24.08 51.88 4151 41.04 48.12 46.28 2161 3787 1082
MBL 44.66 39.07 33.53 37.59 41.82 46.28 4471 4203 4121 3.99
NMB 37.35 36.49 36.71 36.90 35.01 37.98 38.70 39.97 37.38 1.40
Mean 36.83 33.21 40.70 38.66 39.29 4412 43.23 34.53
S.D. 6.61 6.54 8.00 2.03 3.04 441 3.26 0.27

(Source: Annual Report)

Table 4.9 has shown that cost to income ratio varies widely within the individual banks
also. It is observed that the cost to income ratio is decreased from 28.49percent in 2015 to
21.61percent in 2022 for NBL, from 44.66 percent to 2015 to 42.03 in 2022 for MBL.
The result also shows that the cost to income ratio is increased from 37.35 percent in

2015 to 39.97percent in 2022 for NBM.

Figure 4.9 shows the pattern of average cost to income of different commercial banks.
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Figure4.9

Pattern of average cost to income ratio in percentage
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Figure 4.9 shows the pattern of cost to income ratio of Nepalese commercia banks from
year 2014/15 to 2021/22. The figure indicates various fluctuations over the study period.
Cost to income ratio isin decreasing trend till 2018, increasing trend till 2020 and again
decreasing trend till 2021/22. Overall, the graph shows interest rate spread is increasing

and decreasing trend over the study period.
4.1.10 Structure and pattern of bank size

Table 4.10 presents the structure and pattern of bank size of Nepalese commercial
banks.It shows that NBL has highest average bank size(Rs.164.60 Billion) followed by
NMB (Rs.139.75 Billion) and MBL (103.57).

Table4.10

Structure and pattern of bank size in percentage

Banks 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22 Mean S.D.

NBL 11598 12729 13022 13346 17151 19116 22264 22461 164.60 41.27

MBL 48.75 59.45 59.45 84.78 10524 12451 15821 17872 10357 4413

NMB 41.33 74.61 88.81 111.62 13547 17945 23155 25520 139.75 71.29

Mean 68.68 87.11 9282 109.95 13740 16504 20413 21951

S.D. 33.57 29.07 29.03 1990 27.08 29.05 32.67 31.43

Source: (Annual Report)

The variation in bank size as indicated by standard deviation is lowest for MBL followed
by NBL and NMB.

Figure 4.10 shows the pattern of average bank size of different commercial banks of
Nepal (in Rs. Billion).
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Pattern of average bank sizein Billion

Figure 4.10 shows the pattern of bank size of Nepalese commercial banks from year
2014/15 to 2021/22 .Bank size is in increasing trend till 2016. The trend line shows that

firm sizeisinincreasing trend over the study period.

4.2 Descriptive statistics

The descriptive statistics used in this study consists of mean, standard deviation,
minimum, and maximum values associated with variables under consideration. Table
4.11 summarizes the descriptive statistics of variables used in this study during period
2014/15 through 2021/22 with 3 commercial banks in Nepal which are NBL,MBL and
NMB.

Table4.11
Descriptive statistics

The descriptive statistics are shown for dependent and independent variables. Dependent
variables are ROA (return on assets defined as net income divided by total assets, in
percentage) and EPS (earnings per share, in Rupees per share) and independent variables
are NPL (non-performing loan non-performing loan to total gross loan, in percentage), LR
(liquidity ratio defined as loan and advances divided by deposits, in percentage), CAR
(capital adequacy ratio defined as sum of tier | and tier 11 capital divided by risk weighted
assets, in percentage), DA (debt to assets ratio defined as total debt divided by total
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assets, in percentage), IRS (interest rate spread defined as weighted average difference of
lending rates and deposit rates, in percentage), CIR (cost to income ratio defined as
operating expenses divided by operating income, in percentage) and BS (bank size
defined in terms of total assets, in Rupeesin Billion).

Variables Minimum Maximum Mean S.D.
ROA 0.94 2.78 1.56 0.25
ROE 4.13 36.39 17.30 7.19
EPS 14.78 57.24 25.41 7.98
NPL 0.37 3.30 1.50 0.82
LR 62.83 88.47 81.90 476
CAR 10.98 17.01 13.72 1.28
DA 69.01 92.02 82.38 4.03
IRS 3.09 4.99 4.15 0.30
CIR 21.61 51.88 38.82 5.38
BS 41.33 224.61 135.58 28.98

Table 4.11 clearly shows that return on assets ranges from a minimum of 0.94 percent to a
maximum of 2.78 percent, leading to an average of 1.56 percent. Earnings per share
ranges from a minimum of Rs. 14.78 per share to a maximum of Rs.57.24 per share,
leading to average Rs.25.41 per share. The non-performing loan ranges from a minimum
of 0.37 percent to a maximum of 3.30 percent leading to an average of 1.50 percent. The
average liquidity ratio of selected banks during the study period is noticed to be 81.90
percent with a minimum of 62.83 percent and a maximum of 88.47 percent. The average
capital adequacy ratio of selected banks during the study period is noticed to be 13.72
percent with a minimum of 10.98 percent and a maximum of 17.01 percent. The debt to
asset ratio ranges from 69.01 percent to 92.02 percent, leading to an average of 82.38
percent. Likewise, interest rate spread ranges from 3.09 percent to 4.99 percent, leading to
an average of 0.30 percent. The cost to income ratio ranges from 21.61 percent to 51.88
percent, leading to an average of 38.82 percent. The firm size ranges from a minimum of
Rs.41.33 hillion to a maximum of Rs.224.61 billion leading to an average of Rs.135.58

billion.
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4.3 Correlation analysis

Having indicated the descriptive statistics, Pearson correlation coefficients are computed
and the results are presented in Table 4.12. More specifically, it shows the correlation

coefficients of dependent and independent variables for Nepalese commercia banks.

Table4.12

Pearson’s correlation coefficients for dependent and independent variables

Table 4.12 shows the Pearson’s correlation coefficients among different dependent and
independent variables. Dependent variables are ROA (return on assets defined as net
income divided by total assets, in percentage) and EPS (earnings per share, in Rupees per
share) and independent variables are NPL (non-performing loan non-performing loan to
total gross loan, in percentage), LR (liquidity ratio defined as loan and advances divided
by deposits, in percentage), CAR (capital adequacy ratio defined as sum of tier | and tier
Il capital divided by risk weighted assets, in percentage), DA (debt to assets ratio defined
as total debt divided by total assets, in percentage), IRS (interest rate spread defined as
weighted average difference of lending rates and deposit rates, in percentage), CIR (cost
to income ratio defined as operating expenses divided by operating income, in
percentage) and BS (bank size defined in terms of total assets, in Rupeesin Billion).

Variable ROA ROE EPS NPL LR CAR DA IRS CIR BS

ROA 1

ROE 0.353** 1

EPS 0.748 0.03** 1

NPL -0.302 0.252* -0.502* 1

LR -0.005**  0.731**  -0.554**  0.590 1

CAR -0.130* 0.413 -0.711**  -0.553 0.839 1

DA 0.222* -0.490**  0.746** -0.357 -0.839 -0.938** 1

IRS 0.805* 0.179* 0.0.646** -0.457 -0.195 -0.048 0104 1

CIR -0.184**  -0.050** -0.554**  0.126** 0.408 0.636 -0.602 -0.085 1

BS 0.748**  0.231** -0.877**  0.620 0.632**  0.553** -0.630 0.811** 0.281** 1

Notes: The asterisk signs (**) and (*) indicate that the results are significant at 1 percent and 5 percent
level respectively.

The result shows that there is negatuve relationship between non-performing loan and
bank performance (return on assets and earnings per share). This means that lower the
non-performing loan, higher would be the bank performance. Likewise, the result shows

that there is a negative relationship between liquidity ratio and bank performance. This
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means that higher the liquidity ratio, lower would be the bank performance. Similarly,
capital adequacy ratio has a negative relationship with bank performance. This means that
higher the capital adequacy ratio, lower would be the bank performance. Similarly, the
result shows that there is positive relationship between debt to assets ratio and bank
performance. This means that higher the debt to assets ratio, higher would be the bank.
Likewise, the result shows that there is a positive relationship between interest rate spread
and bank performance. It indicates that higher the interest rate spread, higher would be
the bank performance. Similarly, cost to income ratio has negative relationship with bank
performance. This means that higher the cost to income ratio, lower would be the bank
performance. Similarly, the result show there is positive relationship between bank size
and bank performance. It indicates that higher the bank size, higher would be the bank
performance.

4.4 Regression analysis

Having indicated the Pearson’s correlation coefficients, the regression analysis has been
performed and results are presented in the Table 4.13. More specifically, it shows the

regression result of dependent and independent variables for Nepalese commercia banks.

The estimated regression results of non-performing loan, liquidity ratio, capital adequacy
ratio, debt to asset ratio, interest rate spread, cost to income ratio and bank size on return
on assets of Nepalese commercia banks are presented in Table 4.13.
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Table4.13

Estimated regression results of non-performing loan, liquidity ratio, capital adequacy
ratio, debt to asset ratio, interest rate spread, cost to income ratio, bank size on return on
assets of Nepalese commercial banks

The results are based on panel data of 3 commercial banks with observations for the
period of 2014/15 to 2021/22 by using linear regression model. The model is ROAIt = 0
+ BLINPLit + B2LRit + B3CARIt + B4DAIt + B5IRSit+ B6CIRIt + B7BSit + eit.whereas,
Dependent variable is ROA (return on assets defined as net income divided by total
assets, in percentage) and independent variables are NPL(non-performing loan non-
performing loan to total gross loan, in percentage), LR (liquidity ratio defined as loan and
advances divided by deposits, in percentage), CAR (capital adequacy ratio defined as sum
of tier | and tier Il capital divided by risk weighted assets, in percentage), DA (debt to
assets ratio defined as total debt divided by total assets, in percentage), IRS (interest rate
spread defined as weighted average difference of lending rates and deposit rates, in
percentage), CIR (cost to income ratio defined as operating expenses divided by operating
income, in percentage) and BS (bank size defined in terms of total assets, in Rupees in
Billion).

Ad).
Regression coefficients of ROA R ba?  SEE F
Model Intercept NPL LR CAR DA IRS CIR BS
1.651 -0.063
1 (19.348)** (-1.551) 0011 0658 2407
2.681 -0.015
2 (6.498)** (-2.757)** 0049 0645  7.600
2114 -0.044
3 (7.387)** (-1.996)* 0023 0654 3984
0.237 0.015
4 (0.411) (2.293)* 0032 0650 5256
0.933 0.150
5 (3.461)** (2.360)* 0035 0650 5570
3.409 -0.050
6 (20.098)** (-11.276)** 0.498 0468 127.147
1.075 0.011
7 (10.522)** (5.485)** 0.186 0.596 30.085
2.777 -0.063 -0.015
8 (6.699**  (-1590)  (-2.772)** 0061 0641 51110
3.201** -0.068 -0.014 -0.040
9 (6.806) (-1739)  (-2547)*  (-1.847) 0079 0635  4.609
2111 -0.062 -0.013 -0.031 0.010
10 (2568)*  (-1.581)  (-2.480)*  (-1.393)  (1.611) 0090 0631 4150
1.3%4 -0.076 -0.012 -0.043 0.011 0.185
11 (1.679) (-1.987)* (-2.354)*  (-1.944)  (1729)  (3.03L)** 0147 0611 5378
3.677 -0.007 -0.024 0.062 -0.045 0.003
12 (8.067)** (-1810)  (-1.475) (1.321)  (-9511)**  (1.450) 0536 0450  30.354
0.756 -0.050 -0.007 -0.020 0.010 0.115 0.008
13 (0.925) (-1351)  (-1436)  (-0931) (1625) (1.862) (3449)** 0217 0585  6.865

Note: The asterisk signs (**) and (*) indicate that the coefficients are significant at 1 percent and 5 percent
levels respectively.

Table 4.13 shows that the beta coefficients are positive and significant for debt to asset
ratio at 5 percent level. This indicates that debt to asset ratio has a positive significant

impact on return on assets of Nepalese commercia banks. This finding is similar to the
findings of Bam et al. (2015). The result also shows that beta coefficients are positive and



60

significant for interest rate spread at 5 percent level. This indicates that interest rate
spread has a positive significant impact on return on assets of Nepalese commercia
banks. This finding is similar to the findings of Saunders and Schumacher (2000) and
Irungu (2013). The result shows that beta coefficients are positive and significant for bank
size at 1 percent level. This indicates that bank size has a positive significant impact on
return on assets of Nepalese commercia banks. This finding is similar to the findings of
Goddard et al. (2004), Smaoui and Ben Salah (2012) and Tabari et a. (2013).

The result shows that beta coefficients are negative for non-performing loan ratio. This
indicates that non-performing loan ratio has a negative impact on return on assets. This
finding is consistent with the findings of Kargi (2011), Tabari et al.(2013) and Bhattarai
(2016). Similarly, the result shows that beta coefficients are negative and significant for
liquidity ratio at 1 percent level of significance. This indicates that liquidity ratio has a
negative significant impact on return on assets. This finding is consistent with the
findings of Athanasoglou et a. (2008), Shen et al. (2009), Tabari et al. (2013), Pradhan
(2014) and Nishanthini and Meergjancy (2015). Likewise, the result also shows that beta
coefficients are negative and significant for capital adequacy ratio at 5 percent level of
significance. This indicates that capital adequacy ratio has a negative significant impact
on return on assets. This finding is consistent with the findings of Goddard et al. (2004),
Poudel (2012) and Pradhan & Parguli (2017). The result al'so shows that beta coefficients
are negative and significant for cost to income ratio at 1 percent level of significance.
This indicates that cost to income has a negative significant impact on return on assets.
This finding is consistent with the findings of Almazari (2014) and Pradhan & Pargjuli
(2017).

The estimated regression results of non-performing loan, liquidity ratio, capital adequacy
ratio, debt to asset ratio, interest rate spread, cost to income ratio and bank size on return
on equity of Nepalese commercial banks are presented in Table 4.14.
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Table 4.14

Estimated regression results of non-performing loan, liquidity ratio, capital adequacy
ratio, debt to asset ratio, interest rate spread, cost to income ratio, bank size on return on

equity of Nepalese commercial banks

The results are based on panel data of 3 commercial banks with observations for the
period of 2014/15 to 2021/22 by using linear regression model. The model is EPSit = 0+
+ BINPLit + B2LRit + B3CARIt + B4DAIt + B5IRSit+ B6CIRIt + B7BSit + eit. whereas,
the dependent variable is ROE (return on equity defined as net income divided by
shareholder's equity, in percentage) and independent variables are NPL (non-performing
loan non-performing loan to total gross loan, in percentage), LR (liquidity ratio defined as
loan and advances divided by deposits, in percentage), CAR (capital adequacy ratio
defined as sum of tier | and tier 11 capital divided by risk weighted assets, in percentage),
DA (debt to assets ratio defined as total debt divided by total assets, in percentage), IRS
(interest rate spread defined as weighted average difference of lending rates and deposit
rates, in percentage), CIR (cost to income ratio defined as operating expenses divided by
operating income, in percentage) and BS (bank size defined in terms of total assets, in
Rupeesin Billion).

Regression coefficients of ROE Adj.
R ba?  SEE F
Models Intercept NPL LR CAR DA IRS CIR BS

20.143 -1.065

1 (20.651)** (-2.309)* 0.033 7520 5.332
36.029 -0.233

2 (7.748)** (-3.807)** 0.0% 7.271 14.493
23.849 -0.424

3 (7.176)** (-1.645) 0.013  7.596 2.706
0.030 0.205

4 (0.005) (2.809)** 0.051 7.448 7.891
11.363 1.720

5 (3.647)** (2.343)* 0034 7516 5.489
39.468 -0.571

6 (19.711)** (-10.801)** 0477 5532 116.661
12.663 0.137

7 (10.867)** (5.844)** 0207 6.810 34.158
37.666 -1.063 -0.232

8 (8.168)** (-2.431)* (-3.879)** 0130 7.133 10.484
41.440 -1.112 -0.221 -0.359

9 (7.884)** (-2.546)* (-3.683)** (-1.474) 0138 7.100 7.779
25.008 -1.017 -0.215 -0.222 0.156

10 (2.745)** (-2.353)* (-3.626)** (-0.896)  (0.185)* 0164 6.993 7.215
16.841 -1.176 -0.203 -0.354 0.161 2111

11 (1.834) (-2.795)* (-3.536)** (-1.455)  (2.337)* (3.121)** 0219 6.757 8.130
45.240 -0.101 -0.145 -0.150 0.633 -0.489 0.038

12 (8.634)** (-0.296) (-3.182)* (-0.789) (1.145) (-8.632)** (1.766) 0541 5181 25.948

13 9.528 -0.885 -0.148 -0.099 0.149 1.310 0.092 0.288 6.451 9.579
(1.059) (-2.161)* (-2.600)** (-0.408) (2.260)* (1.917) (3.587)**

Note: The asterisk signs (**) and (*) indicate that the coefficients are significant at 1 percent and

5 percent levels respectively.

Table 4.14 shows that the beta coefficients are positive and significant for debt to asset
ratio at 1 percent level. This indicates that debt to asset ratio has a positive significant
impact on return on equity of Nepalese commercial banks. This finding is similar to the
findings of Bam et al. (2015). The result also shows that beta coefficients are positive and
significant for interest rate spread at 5 percent level. This indicates that interest rate
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spread has a positive significant impact on return on equity of Nepalese commercial
banks. This finding is similar to the findings of Irungu (2013). The result shows that beta
coefficients are positive and significant for bank size at 1 percent level. This indicates that
bank size has a positive significant impact on return on equity of Nepalese commercial
banks. Thisfinding is similar to the findings of Tabari et al. (2013).

The result shows that beta coefficients are negative and significant for non-performing
loan ratio at 5 percent level. This indicates that non-performing loan ratio has a negative
significant impact on return on equity. This finding is consistent with the findings of
Miller and Noulas (1997), Athanasoglou et a. (2008) and Hussain et al. (2016). Similarly,
the result shows that beta coefficients are negative and significant for liquidity ratio at 1
percent level of significance. This indicates that liquidity ratio has a negative significant
impact on return on equity. Thisfinding is consistent with the findings of Athanasoglou et
al. (2008), Shen et a. (2009), Nishanthini and Meergjancy (2015) and Hussain et al.
(2016). Likewise, the result aso shows that beta coefficients are negative for capital
adequacy ratio. This indicates that capital adequacy ratio has a negative impact on return
on equity. This finding is consistent with the findings of Pradhan & Parajuli (2017) and
Poudel (2012). The result also shows that beta coefficients are negative and significant for
cost to income ratio at 1 percent level of significance. This indicates that cost to income
has a negative significant impact on return on equity. This finding is consistent with the
findings of Hussain et al. (2016).

The estimated regression results of non-performing loan, liquidity ratio, capital adequacy
ratio, debt to asset ratio, interest rate spread, cost to income ratio and bank size on
earnings per share of Nepalese commercia banks are presented in Table 4.15.
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Table4.15

Estimated regression results of non-performing loan, liquidity ratio, capital adequacy
ratio, debt to asset ratio, interest rate spread, cost to income ratio, bank size on earnings
per share of Nepalese commercial banks

The results are based on panel data of 3commercial banks with observations for the
period of 2014 /15to 2021/22 by using linear regression model. The model is EPSit = 0+
+ BINPLIt + B2LRit + B3CARIt + B4DAIt + B5IRSit+ B6CIRIt + 7BSit + eit. whereas,
Dependent variable is EPS (earnings per share, in Rupees per share) and independent
variables are NPL(non-performing loan non-performing loan to total gross loan, in
percentage), LR (liquidity ratio defined as loan and advances divided by deposits, in
percentage), CAR (capital adequacy ratio defined as sum of tier | and tier |1 capital
divided by risk weighted assets, in percentage), DA (debt to assets ratio defined as total
debt divided by total assets, in percentage), IRS (interest rate spread defined as weighted
average difference of lending rates and deposit rates, in percentage), CIR (cost to income
ratio defined as operating expenses divided by operating income, in percentage) and BS
(bank size defined in terms of total assets, in Rupeesin Billion).

Regression Coefficients of EPS Adj.
R_ba
r? SEE F
Models Intercept NPL LR CAR DA IRS CIR BS
38.606 -3.597
1 (11.711)** (-2.309)* 0.033 25416 5.330
113.179 -1.063
2 (7.572)** (-5.413)** 0.182 23.372 29.306
63.665 -2.424
3 (5.785)** (-2.842)** 0.053 25155 8.076
-39.080 0.801
4 (-1.769) (3.281)** 0071 24906  10.763
0.335 7.887
5 (0.032) (3.238)** 0070 24932  10.486
93.431 -1.643
6 (12.331)** (-8.220)** 0344 20936  67.563
11.526 0.507
7  (3.005)** (6.550)** 0248 22411  42.909
118.709 -3.501 -1.062
8 (8.028)** (-2.561)* (-5.530)** 0.217 22.87 18578
140.638 -3.872 -0.998 -2.083
9 (8516)** (-2.823)** (-5.287)** (-2.725)** 0255 22307  15.498
82.853 -3.539 -0.976 -1.603 0.550
10 (2.910)** (-2.620)** (-5.265)** (-2.070)* (2.466)* 0284 21863 13.621
45.508 -4.265 -0.921 -2.205 0571 9.654
11 (1.663) (-3.402)**  (-5.383)**  (-3.045)**  (2.782)**  (4.788)** 0393 20142  17.425
138.609 -1.877 -0.836 -2.052 0.055 6.680 -1.259
12 (4.919)** (-1.618) (-5.574)** (-3.241)** (0.277) (3.662)** (-6.239)** 0537 17592 25523
118.541** -1.678 -0.763 -1.687 0.087 5.777 -1.136 0.138
13 (3.971) (-1.456) (-4.965)** (-2.573)* (0.445) (3.093)** (-5.401)**  (0.137) 0546  17.409  22.846

Note: The asterisk signs (**) and (*) indicate that the coefficients are significant at 1 percent and
5 percent levels respectively.
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Table 4.15 shows that that the beta coefficients are positive and significant for debt asset
ratio at 1 percent level. This indicates that debt asset ratio has a positive significant
impact on earnings per share of Nepalese commercial banks. Thisfinding is similar to the
findings of Bam et al. (2015). The result also shows that beta coefficients are positive and
significant for interest rate spread at 1 percent level. This indicates that interest rate
spread has a positive significant impact on earnings per share of Nepalese commercial
banks. This finding is similar to the findings of Saunders and Schumacher (2000). The
result shows that beta coefficients are positive and significant for bank size at 1 percent
level. Thisindicates that bank size has a positive significant impact on earnings per share
of Nepalese commercia banks. This finding is similar to the findings of Goddard et al.
(2004).

The result shows that beta coefficients are negative and significant for non-performing
loan ratio at 5 percent level. This indicates that non-performing loan ratio has a negative
impact on earnings per share. This finding is consistent with the findings of Miller and
Noulas (1997) and Athanasoglou et al. (2008). Similarly, the result shows that beta
coefficients are negative and significant for liquidity ratio at 1 percent level of
significance. This indicates that liquidity ratio has a negative significant impact on
earnings per share. This finding is consistent with the findings of Shen et a. (2009),
Tabari et a. (2013) and Nishanthini and Meergjancy (2015). Likewise, the result aso
shows that beta coefficients are negative and significant for capital adequacy ratio at 1
percent level of significance. This indicates that capital adequacy ratio has a negative
significant impact on earnings per share. This finding is consistent with the findings of
Athanasoglou et al. (2008). The result also shows that beta coefficients are negative and
significant for cost to income ratio at 1 percent level of significance. This indicates that
cost to income has a negative significant impact on earnings per share. This finding is
consistent with the findings of Smaoui and Ben Salah (2012).

4.5 Concluding remarks

This study is focused on the relationship between risk management and financial
performance of Nepalese commercial banks. This study has used the non-performing loan
ratio as a proxy for credit risk, liquidity ratio as a proxy of liquidity risk variable, capital
adeguacy ratio as a proxy of capital management risk variable, debt to asset ratio as a
proxy of credit risk variable, interest rate spread as a proxy of interest rate risk variable,
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cost to income ratio as proxy of operating efficiency variable and bank size as proxy of
control variable. The dependent variables which are used to measure the financia
performance are return on assets, return on equity and earnings per share. The results are
based on the secondary data which are collected for 3 commercia banks during the period
2014/15 to 2021/22.

The result shows that average return on assets is highest for NBL (1.84percent) and
lowest for MBL (1.34 percent). Similarly, the average return on equity is highest for NBL
(25.76 percent) and lowest for NMB (12.36 percent), the average earning per share is
highest for NBL (Rs.36.48per share) and lowest for MBL (Rs.18.19per share), the
average non-performing loan is highest for NBL (2.41 percent) and lowest for MBL (0.61
percent), the average liquidity ratio is highest for MBL (85.95 percent) and lowest for
NBL (75.24 percent), the average capital adequacy ratio is highest for NBL (14.40
percent) and lowest for MBL (12.93 percent), the average debt to asset ratio is highest for
NBL (87.15 percent) and lowest for NMB (79.21 percent), the average interest rate spread
is highest for MBL (4.26 percent) and lowest for NMB (3.99 percent), the average cost to
income is highest for MBL (41.21 percent) and lowest for NMB (37.38 percent) and the
average bank size is highest for NBL (Rs.164.60 Billions) and lowest for MBL
(Rs.103.57 Billions). The study also reveals that the average values of ROA, ROE, EPS,
NPL, LR, CAR, DA, IRS, CIR and BS of Nepaese commercia banks are observed to be
1.56 percent, 17.30 percent, Rs. 25.41 per share, 1.50 percent, 81.90 percent, 13.72
percent, 82.38percent, 4.15 percent, 38.82 percent and Rs.135.58 hillion.

The study reveals that debt to asset ratio is positively related to bank performance. This
indicates that higher the debt to asset, higher would be the bank performance. The results
also show that interest rate spread is positively related to bank performance. It indicates
that increase in interest rate spread leads to increase in bank performance. However, the
study shows that non-performing loan ratio, liquidity ratio, capital adequacy ratio and cost
to income ratio have a negative relationship with bank performance. It indicates that
higher the non-performing loan ratio, liquidity ratio, capital adequacy ratio and cost to
income ratio, lower would be the bank performance. Likewise, the result shows that bank
size has a positive relationship with bank performance. It indicates that larger the bank,
higher would be the bank performance. The regression results also show that liquidity
ratio and cost to income ratio have a negative and significant impact on bank performance

and debt to asset ratio, interest rate spread and bank size have a positive and significant
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impact on bank performance of Nepalese commercial banks. Yet, the coefficients are
significant only for liquidity ratio, cost to income ratio, debt to asset ratio, interest rate
spread and bank size at 5 percent level of significance.
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CHAPTER YV
SUMMARY AND CONCLUSION

This chapter presents the brief summary of the entire study and highlights the major
findings of the study. In addition, the major conclusions are discussed in separate section
of this chapter which is followed by some implications and the recommendations
regarding the relationship between risk management and financial performance of
Nepalese commercia banks. Findly, the chapter ends with the scope of the future
research in the same field.

5.1 Summary

A bank is the financia institution which deals with monetary activities by accepting
deposits, lending to the various parties. The financial performance of a firm can be
analyzed in terms of profitability, dividend growth, sales turnover, asset base, capita
employed among others. However, there is still debate among severa disciplines
regarding how the performance of firms should be measured and the factors that affect

financial performance (Liargovas& Skandalis, 2008).

The relationship between risk management and financial performance is of great concern
in today’s cut throat competition in the banking industry. The risk inherent in bank
lending increases the profitability of the banks on one hand while on the other hand, it can
lead to the bank failure too if not managed properly. In such circumstances, non-
performing loan ratio, liquidity ratio, capital adequacy ratio, debt to asset ratio, interest
rate spread, cost to income ratio, bank size and the concept of wise lending plays a great
role for analyzing the impact of risk management on the financial performance in the
context of commercia banks of Nepal. The survival and success of a financia
organization depends critically on the efficiency of managing these risks (Khan &
Ahmed, 2001).

The major objective of the study is to assess the relationship between risk management
and financial performance of the Nepalese commercial banks. The study is based on
secondary data of NBL,MBL and NMB banks with 24 observations for the period of
2014/15 to 2021/22. The main sources of data include various issues of Banking and
Financial Statistics, Bank Supervision Report published by Nepa Rastra Bank and
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Annua Reports of selected commercia banks. The data were collected on return on
assets, return on equity, earnings per share, non-performing loan ratio, liquidity ratio,
capital adequacy ratio, debt to asset ratio, interest rate spread, cost to income ratio and
bank size. The panel cross sectional data analysis has been undertaken in the study. The
research design adopted in this study is descriptive and causal comparative research
design as it deals with the relationship between risk management and financia
performance of Nepalese commercial banks.
The relationship between dependent and independent variables are analyzed using simple
and multiple regression analysis. The dependent variables used in the study are return on
assets, return on equity and earnings per share whereas the independent variables are non-
performing loan ratio, liquidity ratio, capital adequacy ratio, debt to asset ratio, interest
rate spread, cost to income ratio and bank size. The statistica methods used in the
analysis are descriptive statistics, correlation analysis and regression analysis.

Based on the analysis of data, the major findings are summarized as under:

1. The average return on assets is highest for NBL (1.84percent) and lowest for MBL
(1.34 percent). It has been found that the average return on assets has decreased from
1.51 percent in 2014/15 to 1.13 percent in 2021/22 for the commercia banks during
the study period.

2. The average return on equity is highest for NBL (25.76 percent) and lowest for NMB
(12.36 percent). It has been found that the average return on equity has increased from
13.37 percent in 2014/15 to 18.10 percent in 2021/22 for the commercia banks during
the study period.

3. The average earnings per shareis highest for NBL (Rs.36.48per share) and lowest for
MBL (Rs.18.19per share).lt has been found that the average earning per share has
decreased from Rs.31.29per share in 2014/15 to Rs.19.75per share in 2021/22 for the

commercia banks during the study period.

4. The average non-performing loan ratio is highest for NBL (2.41 percent) and lowest
for MBL (0.61 percent). It has been found that the average non-performing loan ratio
has increased from 0.96 percent in 2014/15 to 2.25 percent in 2021/22 for the

commercia banks during the study period.
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The average liquidity ratio is highest for MBL (85.95 percent) and lowest for NBL
(75.24percent). It has been found that the average liquidity ratio has increased from
71.55percent in 2014/15 to 84.66 percent in 2021/22 for the commercial banks during
the study period.

The average capital adequacy ratio is highest for NBL (14.40 percent) and lowest for
MBL (12.93 percent). It has been found that the average capital adequacy ratio has
increased from 11.51 percent in 2014/15 to 14.12 percent in 2021/22 for the
commercia banks during the study period.

The average debt to asset ratio is highest for MBL (87.15 percent) and lowest for
NMB (73.04 percent). It has been found that the average debt to asset ratio has
decreased from 91.88 percent in 2014/15 to 81.60 percent in 2021/22 for the

commercia banks during the study period.

The average interest rate spread is highest for MBL (4.26 percent) and lowest for
NMB (3.99 percent). It has been found that the average interest rate spread has
decreased from 4.27 percent in 2014/15 to 3.70 percent in 2021/22 for the commercial
banks during the study period.

The average cost to income ratio is highest for MBL (41.21 percent) and lowest for
NMB (37.38 percent). It has been found that the average interest rate spread has
decreased from 36.83 percent in 2014/15 to 34.53 percent in 2021/22 for the
commercia banks during the study period.

The average bank size is highest for NBL (Rs.1644.60 Billions) and lowest for MBL
(Rs.103.57 Billions). It has been found that the average bank size has been increased
from Rs.68.68 Billions in 2014/15 to Rs.219.51 Billions in 2021/22 for the

commercia banks during the study period.

The descriptive analysis shows that the average return on assets ratio is 1.56percent,
average return on equity ratio is 17.30percent and average earnings per share is
Rs.25.41per share for selected commercia banks.

The descriptive analysis indicates that the average non-performing loan ratio, liquidity
ratio, capital adequacy ratio, debt to asset ratio, interest rate spread, cost to income
ratio and bank size are 1.50 percent, 81.90 percent, 13.72 percent, 82.38 percent, 4.15
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percent, 38.82 percent and Rs.135.58 Billionsrespectively for selected commercial

banks

The correlation analysis shows that non-performing loan ratio is negatively related to
the bank performance. This indicates that higher the non-performing loan ratio, lower
would be bank performance.

The study shows that liquidity ratio is negatively related to the bank performance.
Thisindicates that higher the liquidity ratio, lower would be bank performance.

The correlation analysis shows that capital adequacy ratio is negatively related to the
bank performance. This indicates that higher the capital adequacy ratio, lower would

be bank performance.

The study shows that debt to asset ratio is positively related to the bank performance.
Thisindicates that higher the debt to asset ratio, higher would be bank performance.

The correlation analysis shows that interest rate spread is positively related to the
bank performance. This indicates that higher the interest rate spread, higher would be
bank performance.

The correlation analysis shows that cost to income ratio is negatively related to the
bank performance. This indicates that higher the cost to income ratio, lower would be

bank performance.

The correlation analysis shows that bank size is positively related to the bank
performance. This indicates that larger the bank size, higher would be bank
performance.

The beta coefficients are negative for non-performing loan ratio with bank
performance. It indicates that the increase in non-performing loan ratio leads to

decrease in bank performance and vice versa.

The beta coefficients are negative for liquidity ratio with bank performance. It
indicates that the increase in liquidity ratio leads to decrease in bank performance and

viceversa.
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22. The beta coefficients are negative for capital adequacy ratio with bank performance. It
indicates that the increase in capital adequacy ratio leads to decrease in bank

performance and vice versa.

23. The beta coefficients are negative for cost to income ratio with bank performance. It
indicates that the increase in cost to income ratio leads to decrease in bank

performance and vice versa.

24. The beta coefficients are positive for debt to asset ratio with bank performance. It
indicates that the increase in debt to asset ratio leads to increase in bank performance

and vice versafor Nepa ese commercial banks.

25. The beta coefficients are positive for interest rate spread with bank performance. It
indicates that the increase in interest rate spread leads to increase in bank performance
and vice versafor Nepa ese commercial banks.

26. The beta coefficients are positive for bank size with bank performance. It indicates
that the increase in bank size leads to increase in bank performance and vice versa for

Nepalese commercial banks.

5.2 Conclusion

The major conclusion of this study is that liquidity ratio and cost to income ratio have
negative and significant impact on bank performance indicating that higher the liquidity
ratio and cost to income ratio, lower would be bank performance and vice versa
However, debt to asset ratio, interest rate spread and bank size have positive and
significant impact on bank performance, indicating higher the debt to asset ratio, interest
rate spread and bank size, higher would be the performance of Nepaese commercial
banks.

The study also concludes that there is a negative relationship of non-performing loan
ratio, liquidity ratio, capital adequacy ratio and cost to income ratio with the performance
of Nepalese commercial banks. It indicates that increase in non-performing loan ratio,
liquidity ratio, capital adequacy ratio and cost to income ratio leads to decrease in the
performance of Nepalese commercial banks. Likewise, there is a positive relationship of
debt to asset ratio, interest rate spread and bank size with the performance of Nepalese
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commercia banks. It indicates that increase in debt to asset ratio, interest rate spread and

bank size leads to increase in the performance of Nepal ese commercia banks.

5.3 Implications

Based on the results and findings obtained from this study, following sets of

recommendations are offered:

1.

The study found the negative impact of non-performing loan ratio on financia
performance of banks measured in terms of return on assets, return on equity and
earnings per share. Hence, the banks are suggested to decrease non-performing loan
ratio for better financial performance without affecting the day to day operations of
the bank.

The study found the negative and significant impact of liquidity ratio of the
commercial banks on the financial performance of banks measured by return on
assets, return on equity and earnings per share. Hence, the commercia banks willing
to increase financial performance should decrease liquidity ratio without affecting
credit standing and day to day operations of the firm.

The study found the negative impact of capital adequacy ratio of the commercia
banks on the financial performance of banks. Hence, the banks are suggested to
decrease or manage well the capital adequacy ratio for better financial performance.
The study indicates the positive and significant relationship between debt to asset
ratio and financia performance of banks measured in terms of return on assets, return
on equity and earnings per share. Hence, banks are suggested to increase the use of
debt to asset ratio for better financial performance.

The study indicates the positive and significant relationship between interest rate
spread and financial performance of banks measured in terms of return on assets,
return on equity and earnings per share. Hence, banks willing to increase financial
performance should focus on to increase the interest rate spread.

The study indicates the negative and significant relationship between cost to income
ratio and financial performance of banks measured in terms of return on assets, return
on equity and earnings per share. Hence, banks willing to increase financia

performance should focus on to decreased cost to income ratio.
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7. The study indicates the positive and significant relationship between bank size and
financial performance of banks measured in terms of return on assets, return on equity
and earnings per share. Hence, banks willing to increase financia performance should

focus on to increase the size.



74

References

Abba, G. O., Zachariah,P.,& Inyang, E. E. (2013). Capital adequacy ratio and banking
risks in the Nigeria money deposit banks. Research Journal of Finance and
Accounting, 4(17), 33-49.

Abdul, A., Khan,A.Q., & Nazir, N. (2012). A comparative study of credit risk
management: A case study of domestic & foreign banks in Pakistan. Academic
research International, 12(3), 1-44.

Abu-Rub, N. (2012). Capital structure and firm performance: Evidence from Palestine
stock exchange. Journal of Money, Investment and Banking, 4(3), 35-54.

Ahmed, N., Akhtar M.F., & Usman.M. (2011). Risk management practices and Islamic
banks: An empirical investigation from Pakistan. InterdisciplinaryJournal of
Research in Business, 1(6), 50-57.

Akindele, R. (2012). Risk management and cooperate governance performance-empirical
evidence from Nigerian banking sector. Journal of Risk Finance, 20(1), 103-120.

Ali S.,Shafique A. R.,& Aslam ,U .(2012). Determinants of profitability of 1slamic banks:
A case study of Pakistan. Interdisciplinary Journal of Contemporary Research in
Business, 3(11), 86-99.

Al-Khouri, R. (2011). Assessing the risk and performance of the GCC banking sector.
International Journal of Finance and Economics, 65(1), 72-81.

Almazari, A. A. (2014). Impact of interna factors on bank profitability: Comparative
study between Saudi Arabia and Jordan. Journal of Applied Finance & Banking,

4(1), 125-140.



75

Al-Tamimi,H. A.,&Al—-MazrooeiF.M.(2007). Banks' risk management: A
comparison study of UAE national and foreign banks. The Journal of Risk
Finance, 8(4), 394-409.

Altman, E. (2002). Managing credit risk: A challenge for the new millennium. Economic
Notes, 31(2), 201-214.

Altunbas, Y., Liu, M .,Molyneux, P., & Seth,R. (2000). Efficiency and risk in Japanese
banking. Journal of Banking and Finance, 24(10), 1602-1628.

Ameyaw, K. (2010). Restarting housing finance in Mexico. Housing Finance
International, 1(3), 23-30.

Angbanzo, L. (1997). Commercia bank net interest margins, default risk, interest rate
risk, and off-balance sheet banking. Journal of Banking and Finance, 21(1), 55-
87.

Angbazo, L. (1997). Commercia bank net interest margins, default risk, interest rate risk
and off-balance sheet banking. Journal of Banking and Finance, 21(1), 55-87.

Anthony, M. Santomero. (1997). Commercia bank risk management: An analysis of the
processes. Journal of Financial Services Research, 12(2), 83-115.

Ariffin, N. and Kassm, S. (2009). Risks in Islamic banks. Evidence from empirical
research. Journal of Banking Regulation, 10(2), 153-163.

Ariffin, N.M. & Kassim SH. (2011). Risk management practices and financial
performance of Isdamic banks. Malaysian evidence. Islamic Economics and
Finance, 5(1) 19-21.

Athanasoglou P., Brissimis SN., & Delis, M.D. (2008). Bank-specific, industry-specific
and macroeconomic determinants of bank profitability. Journal of International

Financial Markets, Institutions and Money, 18(2), 121-136.



76

Ayayi, G.& Maty,S. (2010).What drives microfinance institution’s financial
sustainability. Journal of Developing Areas, 44(1), 303-324.

Bard, K. J. (2005). Health checkup of commercia banks in the framework of CAMEL: A
case study of joint venture banks in Nepal. The Journal of Nepalese Business
Sudies, 2(1), 41-55.

Beckmann, H. (2007). The removal of mortgage market constraints and the implications
for econometric modeling of UK house prices, Oxford Bulletin, 25- 52.

Berger, A. N. (1995). The relationship between capital and earnings in banking. Journal
of Money, Credit and Banking, 27(2), 432-456.

Berk, A. (2005). Corporate risk management practices in Slovenia and their impact on
performance. Managing Global Transitions, 7(3), 281-306.

Bhattarai, A., Adhikari,A.N., Sharma, A., Khana, A., & mool,A. (2015). CAMEL
anaysis of Nepalese Commercial banks. Nepalese Journal of Finance, 2(7), 64-
75.

Blunden, T. (2005). Global consumer initiatives: Will Basel 11 work? Consumer Policy
Review, 15(6), 229-31.

Bonfim, D. (2009). Credit risk drivers. Evaluating the contribution of firm level
information and of macroeconomic dynamics. Journal of Banking & Finance,
33(2), 281-199.

Boudriga, A., Taktak N.B., & Jellouli,S. (2009). Banking supervision and non-performing
loans. A cross-country analysis. Journal of financial economic policy, 1(4), 286-
318.

Bourke, P. (1989). Concentration and other determinants of bank profitability in Europe,

North Americaand Australia. Journal of Banking and Finance, 13(1), 65-79.



77

Brewer 11, E. & Jackson I11, W.E. (2006). A note on the risk-adjusted price-concentration
relationship in banking. Journal of Banking & Finance, 30(3), 1041-1054.

Bruner, C. M.(2011). Corporate governance reform in a time of crisis. The Journal of
Corporation Law, 36(2), 309-341.

Carey, A. (2001). Effective risk management in financial institutions: The turn bull
approach. The Journal of Risk Finance, 9(3), 24-27.

Cebenoyan, A. S., & Strahan,P.E.(2004). Risk management, capital structure and lending
at banks. Journal of Banking and Finance, 28(1), 19-43.

Cebenoyan, A. S., Cooperman, E.S.,& CA Register (1999). Ownership structure charter
value and risk-taking behavior of thrifts. Financial Management, 28(1), 43-60.

Chen, H.J.,, Kuo, C.J.,& Shen, C.H. (2001). Determinants of net interest margins in
Taiwan banking industry. Journal of Financial Studies, 3(9), 47-83.

Collier, P. M., & Berry,A.J.(2002). Risk in the process of budgeting. Management
Accounting Research, 1(3), 273-297.

Das, A., & Ghosh,S. (2006). Financial deregulation and efficiency: An empirical analysis
of Indian banks during the post reform period. Review of Financial Economics,
15(3), 193-221.

Demirguc-Kunt, A. & Huizinga,H. (1999). Determinants of commercial bank interest
margins and profitability: Some international evidence. World Bank Economic
Review, 13(2), 379-408.

Demirguc-Kunt, A., & Detragiache,E. (1998). The determinants of banking crises in
developing and developed countries. Staff Papers-International Monetary Fund,

45(1), 81-109.



78

Devinaga, R.,& Teck, M.T.(2010). Theoretical framework of profitability as applied to
commercia banks in Malaysia, European Journal of Economics, Finance and
Administrative Sciences, 23(4), 149 — 160.

Dietrich & Wanzenried (2011) Determinants of bank profitability before and during the
crisis: Evidence from Switzerland. Journal of International Financial Markets,
21(3), 307-327.

Dima, A. M., & Orzea,l. (2014). Risk management in banking. International Journal of
Finance, 2(3), 107-122.

Drzik, J. (2005). New directions in risk management. Journal of Financial Econometrics,
3(1), 26-38.

Ebrahimi, M., & Arezzo, A.C. (2011). The relationship between earning, dividend,
stock price and stock return: Evidence from Iranian companies, International
Journal on Humanities, Society and Culture, 3(1), 319-330.

Fan, L., &Shaffer, S. (2004). Efficiency versus risk in large domestic US banks.
Managerial Finance, 30(9), 1-19.

Fatemi, A., & Fooladi, I. (2006). Credit risk management: A survey of practices.
Managerial Finance, 32(3), 227-233.

Francis, M. E. (2013). Determinants of commercial banks profitability in Sub-Saharan
Africa. International Journal of Economics and Finance, 5(9), 134-147.

Fredrick, O. (2012). The impact of credit risk management on financia performance of
commercia banksin Kenya. Africa Management Review, 3(1), 22-37.

Garza-Garcia, J. (2012). Determinants of bank efficiency in Mexico: A two-stage
anaysis. Applied Economics Letters, 1(9), 1679-1682.

Ghosh, S. N., Narain D.M.,& Sahoo,S. (2003). Capital requirements and bank behavior:

An empirical analysis of Indian public sector banks, 15(2), 145-156.



79

Girardone, C., Molyneux, P., & Gardener, E.P. (2004). Analysing the determinants of
bank efficiency: The case of Italian banks. Applied Economics, 36(3), 215- 227.

Goddard, J.,, Molyneux,P., & Wilson, J.O.S. (2004). Dynamics of growth and
profitability in banking. Journal of Money, Credit and Banking, 3(6), 1069-1090.

Godlewski, C.J. (2004). Bank capital and credit risk taking in emerging market
economies. Journal of Banking Regulation, 6(2), 128-145.

Gonzdlez & Rubio,G. (2011). Portfolio choice and the effects of liquidity. Journal of
Spanish Economic Associeiton, 2(1), 53-74.

Gordon, L.A., Loeb M.P..& Tseng C.Y. (2009). Enterprise risk management firm
performance: A contingency perspective. Journal of Accounting Public Policy,
28(4), 301-327.

Gul, S, Faiza, I.,&Khalid, Z. (2011). Factors affecting bank profitability in Pakistan. The
Romanian Economic Journal, 2(3), 6-9.

Gupta, P.K. (2011). Risk management in Indian companies. EWRM concerns and issues.
The Journal of Risk Finance, 12(2), 121-139.

Hakim, S., & Neami,S. (2001). Performance and credit risk in banking: a comparative
study of Egypt and Lebanon. Economic Research Forum, Working Paper, No. 1,
31-37.

Hamidi, H., & Awedh, A. (2012). The determinants of bank net interest margin: evidence
from the Lebanese banking sector. Journal of Money, Investment and Banking,
23(2), 85-98.

HamiSM. (2010). Credit risk and interest rate spreads in banking: A case of Uganda.
Hamisu Suleiman Science 3(7),12-21.

Haneef., Shahbaz., Riaz., Tabassum., Ramzan., Muhammad., Rana.,, Ali,M., Ishaqg.,

Muhammad,H., & Yasir,K. (2012). Impact of risk management on non-



80

performing loans and profitability of banking sector of Pakistan. International
Journal of Business and Social Science, 3(7), 307-315.

Hess, K. & G. Francis (2004). Cost income ratio benchmarking in banking.
Benchmarking: An International Journal of Management,11(3), 303-319.

Ho, T. S. Y., & Sauders A. (1981). The determinants of bank interest margins. Theory
and Empirical evidence. Journal of Financial and Quantitative Analysis, 16(4),
581-600.

Holland, J. (2010). Banks, knowledge and crisis. A case of knowledge and learning
failure. Journal of Financial Regulation and Compliance, 18 (2), 87-105.

Hussain, A, A. lhsan & Jawad,H. (2016). Risk management and bank performance in
Pakistan. International Journal of Business and Management, 11(2), 68-80.
Hussain, H. A., &Al-Ajmi,J. (2012). Risk management practices of conventiona and

Islamic banks in Bahrain. Journal of Risk Finance, 13(3), 215-239.

Inegbedian, H., Vincent B.D.,& Obadiaru, E. (2020). Risk Management and the financial
performance of banks in Nigeria. International Journal of Financial Research
11(5), 115-128.

Irungu, P. N. (2013). The effect of interest rate spread on financial performance of
commercial banks in Kenya. International Journal of Finance and Accounting,
2(1), 19-35.

Jha, S., Hui, X., & Sun, B. (2013). Commercia banking efficiency in Nepal: Application
of DEA and Tobit model. Information Technology Journal, 12(2), 306-314.

Kannan, N., & Thangavel,N. (2008). Risk management in the financia services industry.

Academic Open Internet Journal, 22 (7), 1-9.



81

Kao, M., Lin, C., Hsu,P., &Chen,)Y. (2011). Impact of the financia crisis and risk
management on performance of financial holding companies in Taiwan. World
Academy of Science, Engineering and Technology, 5(1), 413-417.

Kargi, H. (2011). Credit risk and the performance of Nigerian banks. Journal of Finance
and Accounting, 1(20), 5-25.

Karim, M., ChanS.G., &Hassan,S. (2010). Bank efficiency and non-performing loans:
Evidence from Malaysia and Singapore. PragueEconomic Papers, 19(2), 118-
132.

Khan, T., & Ahmed,H. (2001). Risk management: An analysis of issues in Islamic
financia industry. Journal of Finance, 1(2), 1-16.

Khan, W. A. (2014) . Impact of inflationary trends on bank’s performance. International
Journal of Accounting and Financial Reporting, 4(1), 1-11.

Khan, W. A., & Satter, A. (2014). Impact of interest rate changes on the profitability of
four major commercial banks in Pakistan. International Journal of Accounting
and Financial Reporting, 4(1), 1-11.

Khatri, R., Maharjan S., Thapa, S., Neupane, S.,& Malla, S. (2015). Determinants of
commercial bank net interest margin and profitability: Evidence from Nepal.
Nepalese Journal of Finance, 2(10), 40-51.

Khidmat, W.,&Rehman, M. (2014). Impact of liquidity and solvency on profitability
chemical sector of Pakistan. Economics Management Innovation, 6(3), 34-67.

Khrawish, H.A. (2011). Determinants of commercial banks profitability: Evidence from
Jordan. International Research Journal of Finance and Economics, 5(5), 19-45.

Kombo, A., Wesonga,J.,, Murumba, N., & Makworo,E. (2011). An evaluation of the

impact of risk management strategies on micro-finance institutions’ financial



82

sustainability: A case of selected micro finance institutions in kisii municipality.
Educational Research, 2(5), 1149-1153.

Kosmidou, K. (2008). The determinants of banks’ profits in Greece during the period of
EU financial integration. Managerial Finance, 3(4), 146-159.

Kozarevic, Emira, Nuhanovic, Senija&Nurikic, M.B. (2013). Comparative analysis of
risk management in conventional and Islamic banks: The case of Bosnia and
Herzegovina International Business Research, 6(5), 180-193.

Lamont, O.(1989).Earning and return. Journal of Finance, 53(2), 1563-1587.

Lartey, V., Antwi S.,& Boadi,E. (2013). The relationship between liquidity and
profitability of listed banks in Ghana. International Journal of Business and
Social Science, 4(3), 12-34.

Liargovas, P.G, & Skandalis K.S. (2008). Factor affecting firms’ financial performance:
The case of Greece. Global Business and Management Research: An
International Journal, 2(2), 184-197.

Liargovas, P. G. & SkandalisK. S. (2010). Factor affecting firm’s financial performance:
The case of Greece. Global Business and Management Research: An
International Journal, 2(2), 184-197.

Lopez, JA. (2003). How financial firms manage risk. FRBSF Economic Letter, 3(1), 01-
03.

Lukorito, S. N., Muturi, W., Nyang’au ,A.S ., & Nyamasege,D. (2014). Assessing the
effect of liquidity on profitability of commercial banks in Kenya Research
Journal of Finance and Accounting, 5(19), 145-152.

Maghyereh, A.l. and Awartani,B. (2014). The effect of market structure, regulation, and
risk on banks efficiency. Journal of Economic Studies, 41(3), 405-430.

Mamari S., Ghassani,A.,& Ahmed,E.(2022). Journal of Accounting Science,6(1) 69-83.



83

Mathuva, D. (2009). The influence of working capital management components on
corporate profitability: A survey on Kenyan listed firms. Research Journal of
Business Management, 3(1), 1-11.

Maudos, J., & Guevara, J. (2004). Factors explaining the interest margin in the banking
sectors of the European Union. Journal of Banking and finance, 28(9), 2259-2281.

Megginson, W.L. (2005). The economics of bank privatization. Journa of Banking
Finance, 2(9), 1931-1980.

Michedl, J. N., Vasanthi,G., & R. Selvargju. (2006). Effect of non-performing assets on
operational efficiency of central cooperative banks. Indian Economic Panorama,
16(3), 33-39.

Miller, S. M.,& Noulas, A.G. (1997). Portfolio mix and large-bank profitability in the
USA. Applied Econimics, 29(4), 505-512.

Million., Gizaw., Kebedel,M., & Selvarg, S. (2014). The impact of credit risk on
profitability performance of commercial banks in Ethiopia. African Journal of
Business Management, 9(2), 59-66.

Moore, M.l. (1983). Development in Islamic banking: A financial risk-allocation
approach. The Journal of Risk Finance, 9(1), 40-51.

Naceur, S. B. & Kandil, M. (2009). The impact of capital requirements on banks cost of
intermediation and performance: The case of Egypt. Journal of Economics and
Business, 61(1), 70- 89.

Naceur, S. B.&Omran, M. (2011). The effects of bank regulations, competition, and
financial reforms on banks' performance. Emerging Markets Review, 1(2), 1-20.

Nawaz, M., Munir, S., Siddiqui, SA., Tahseen-Ul-Ahad, Afzal, F., Asf, M., & Ateeq
M. (2012). Credit risk and the performance of Nigerian banks. Interdisciplinary

Journal of Contemporary Research in Business, 4(7), 49-63.



84

Ngetich, J., and Wanjau ,K. (2011). The effects of interest rate spread on the level of non-
performing assets in Kenya. International Journal of Business and Public
Management, 1(1), 58-65.

Ngugi, R. (2000). Banking sector interest rate spread in Kenya. Nairobi, Kenya: Kenya
Institute for public policy research and analysis. 2(3), 24-29.

Nirgjini, A. & Priya,K. (2013). Impact of capital structure on financial performance of the
listed trading companies in Sri Lanka. International Journal of Scientific and
Research Publications, 3(5), 1-9.

Nishanthini, A. &Meergancy,J. (2015). Trade-off between liquidity and profitability: A
comparative study between state banks and private banks in Sri Lanka. Research
on Humanities and Social Science, 5(7), 74-85.

Njogo, B.O. (2012). Risk management in the Nigerian banking industry. Journal of
Business and Management Review, 1(10), 100-109.

Noor, M.A.N.M., & Ahmad,N.H.B. (2012). The determinants of Islamic banks’
efficiency changes. Empirical evidence from the world banking sectors. Global
Business Review, 13(2), 179-200.

Obidike, P. C., Ejeh,G.C., & Ugwuegbe S.U. (2015). The impact of interest rate spread
on the performance of Nigerian banking industry. Journal of Economics and
Sustainable Development, 6(12), 1-10.

Ogboi, C. & Unuafe, O.K. (2013). Impact of credit risk management and capital
adequacy on the financial performance of commercial banksin Nigeria. Journal of
Emerging Issuesin Economics, Finance and Banking, 2(3), 703-717.

Ohlson, T. (1995).Vauation and clean surplus accounting for operating and financial
activities. The Journal of Emerging Trend in economics and Management, 3(4),

389-392.



85

Olgide, T.O., Asaolu,T., & Jegede,C.A. (2011). Impact of financia sector reforms on the
bank performance in Nigeria. International journal of Business and Finance
Research. 5(1), 53-63.

Olusanmi, O. U. (2015). The effect of risk management on bank’s financial performance
in Nigeria. Journal of Accounting and Auditing: Research & Practice, 1(1), 1-7.

Oluwafemi, A.S., Adebisi, A.N,l., Simeon,O., & Olawae,O. (2013). Risk management
and financial performance of banks in Nigeria IOSR Journal of Business and
Management, 14(6), 52-56.

Ongore, V. O.& kusa,G.B. (2013). Determinants of financial performance of commercial
banks in Kenya. International Journal of Economics and Financial Issues, 3(1),
237-252.

Oudat,M., & Ali.B.JA. (2021) The underlying effect of risk Management on banks
financial performance: An anaytical study on commercia and investment
banking in Bahrain.likogretim Online20(5).

Owojori, A. A., Akintoye R.I.,& Adidu, A.F. (2011). The challenge of risk management in
Nigerian banks in the post consolidation era. Journal of Accounting and Taxation,
13(2), 23-31.

Pahlavan, S., Asgari, M.R., Pour A.A.S,, & Zadeh R.A. (2015). The relationship between
firm’s growth opportunities and firm size on changes ratio in retained earnings of
listed companies in Tehran stock exchange. International Journal of Innovation
and Applied Studies, 10(3), 9-23.

Pasiouras, F. & Kosmidou.K. (2007). Factors influencing the profitability of domestic and
foreign commercial banks in the European Union, International Business and

Finance, 2(1), 222-237.



86

Pasiouras, F. (2008). Estimating the technical and scale efficiency of Greek commercial
banks. The impact of credit risk, off-balance sheet activities and internationa
operations. Research in International Business and Finance, 22(3), 301-308.

Pasiouras, F. (2008). International evidence on the impact of regulations and supervision
on banks’ technical efficiency: An application of two-stage data envelopment
analysis. Review of Quantitative Financial Accounting, 30(2), 187-223.

Pastor, J. M. (1999). Efficiency and risk management in Spanish banking: A method to
decompose risk. Applied Financial Economics, 9(4), 371-384.

Pradhan, R. S. & Shrestha R. (2015). Impact of bank specific and macroeconomic
variables on the performance of commercia banks of Nepal. Nepalese Journal of
Business, 2(1), 73-80.

Pradhan, R.S.(2015). Impact of bank-specific and macro-economic variables on the
performance of commercial banks of Nepal. Nepalese Journal of Business, 2(2),
73-84.

Pyle, D. H. (1997). Risk management and regulation in banking. Journal of Finance and
Accounting, 2(1), 1-16.

Rehman, Z., Bila N., Sarwar & Raz M. (2019).Impact of risk management on the credit
risk faced by commercial banks of Balochistan. Financial Innovation 5, 1-13

Rime, B. (2001). Capita requirements and bank behavior: Empirical evidence for

Switzerland. Journal of Banking & Finance, 25(4), 789-805.

Rop, EC & Rotich G. (2018). Effect of risk managent practices on financial performance

of commercial states corporations in Kenya: A case of Jomo Kenyatta Foundation.

International Journal of financial and Accounting 3(2), 19-39.

Ruziga, A. (2013). The impact of credit and liquidity risk on bank financial performance:

The case of Indonesian conventional bank with total asset above 10 trillion



87

Rupiah. International Journal of Economic Policy in Emerging Economies, 6(2),
93-106.

Ryu, K.P., Piao S.Z.,& Doowoo, N. (2012). A comparative study between the Isslamic and
conventional banking system and its implications. Scholarly Journal of Business
Administration. 2(5), 48-54.

Saleem, Q. & Rehman R. (2011). Impacts of liquidity ratios on profitability,
interdisciplinary. Journal of Research in Business, 1(7), 78-91.

Saleem, S. & Ul-Abideen,Z. (2011). Do effective risk management affect organizationa
performance? European Journal of Business and Management, 3(3), 258-267.

Santomero, A. (1995). Financia risk management: The whys and hows. Journal of
Financial Markets, Institutions and Investments, 4(5), 1-14.

Saunders, A., Strock, E., & Travlos, N.G. (1990). Ownership structure, deregulation, and
bank risk taking. Journal of Finance, 45(2), 643-654.

Saiful.S & Ayu.D.P. (2019).Risk management and bank performance: The empirical
evidences from Indonesian conventional and Islamic banks. International Journal
of Economics and Financial Issues, 9(4), 90

Scarborough, M. (2011). A check-up for risk. ABA Banking Journal, 3(4), 16-18.

Schmit, J. T. & Roth, K. (1990). Cost effectiveness of risk management practices. Journal
of Risk and Insurance, 57(3), 455-470.

Scott, J. W., & Arias JC. (2011). Banking profitability determinants. Business
Intelligence Journal, 4(2), 209-230.

Shen, C., Chen, Y., Kao ,L., & C. Yeh (2009). Bank liquidity risk and performance,

Journal of Banking and Finance, 30(8), 2131-2161.



88

Shrestha, A. K., Shrestha, A., Shakya, A., Shrestha, B.B., Shrestha, D. (2014). Factors
affecting the performance of Nepalese commercia banks. Nepalese Journal of
Finance, 1(1), 23-32.

Shrestha, B. P. (2012). Impact of liquidity on profitability of commercia banksin Nepal.
Nepalese Journal of Management, 5(1), 27-38.

Singla, H.K. (2008). Financial performance of banks in India. The Journal of Bank
Management, 7(1), 50-62.

Smaoui, H., & Salah, I.B. (2012). Profitability of Islamic banks in the GCC region.
Global Economy and Finance Journal, 5(1), 85-102.

Smirlock, M. (1985). Evidence of non-relationship between concentration and
profitability in banking. Journal of Money, Credit and Banking, 1(7), 69-83.

Smith, W. (1995). Corporate risk management: theory practice. The Journal of
Derivatives, 2(1), 21-30.

Soin, K., & Callier, P. (2013). Risk and risk management in management accounting and
control, Management Accounting Research, 24(2), 82-87.

Stulz, R.M. (1996). Rethinking risk management. Journal of Applied Finance, 9 (3),8-24.

Sufian, F., & Majid M.Z.A. (2008). Bank ownership, characteristics and performance: A
comparative analysis of domestic and foreign Islamic banks in Maaysia. JKAU:
Islamic Econ., 21(2), 3-36.

Tabari, N.A.Y., Ahmadi M., & Emami M. (2013). The effect of liquidity risk on the
performance of commercia banks. International Research Journal of Applied and
Basic Sciences, 4(6), 1624-1631.

Tanddlilin, E., Kaaro, H., Mahadwartha,P.A., & Supriyatna (2007).Corporate governance,
risk management, and bank performance: Does type of ownership matter? The

East Asian Development Network. 34(7), 1-84.



89

Tarawneh, M. (2006). A Comparison of Financia Performance in the banking sector:
Some evidence from Omani Commercial Banks. International Research Journal
of Finance and Economics 4(3), 105-110.

Vayanos, D.,& Wang, J. (2012), Liquidity and asset returns under asymmetric
information and imperfect competition. The Review of Financial Sudies, 25(5),
1339-1365.

Wasiuzzaman, S & Tarmizi, H. (2010). Profitability of Islamic banks in Malaysia: An
empirical analysis, Journal of Islamic Economics, Banking and Finance, 6(4), 53-
68.

Welch, P. (2006). Measuring efficiency in the finance factory: Time for arethink. Journal
of Financial Transformation, 18(7), 12-20.

Zaki, E., Bah, R.,& Rao,A. (2011). Assessing probabilities of financial distress of banks

in UAE. International Journal of Managerial Finance, 7(3), 304-320.



APPENDIX

NPL BS
Banks | Years ROA% | ROE% | EPS % LR% | CAR% | DA% | IRS% | CIR | (billion)

NBL 2014/15 2.06 2273 | 5724 182 | 62.83 11.57 | 91.82 3.97 | 2849 115.98

2015/16 2.32 36.39 | 59.27 1.14 | 69.01 11.73 | 90.89 3.74 | 24.08 | 127.29

2016/17 2.78 2586 | 38.77 3.30 | 79.17 1641 | 83.04 4.80 | 51.88 130.22

2017/18 241 3525 | 39.98 2.96 | 75.68 11.27 | 72.79 4.99 | 4151 | 133.46

2018/19 151 2586 | 26.99 264 | 7814 17.01 | 69.01 445 | 4104 | 17151

2019/20 1.22 22.66 | 22.66 247 | 72.25 16.80 | 74.70 3.70 | 48.12 191.16

2020/21 1.33 2426 | 24.26 191 | 82.76 15.05 | 76.13 434 | 46.28 | 222.64

2021/22 1.22 22.67 | 22.67 311 | 8212 1543 | 87.78 369 | 2161 | 22461

MBL | 2014/15 1.26 7.24 16.15 064 | 7751 11.84 | 91.81 4.65 | 44.66 48.75

2015/16 151 413 | 19.57 055 | 83.44 11.24 | 91.01 4.59 | 39.07 59.45

2016/17 1.89 11.82 | 24.00 0.38 | 88.47 12.36 | 87.95 4.27 | 3353 68.92

2017/18 1.47 14.27 | 23.16 0.44 | 89.78 16.82 | 87.06 4.75 | 37.59 84.78

2018/19 161 1182 | 1581 0.37 | 87.00 12.79 | 8547 4.27 | 41.82 105.24

2019/20 1.02 14.78 | 14.78 0.52 | 88.56 13.02 | 86.99 4.36 | 46.28 | 12451

2020/21 1.02 18.01 | 15.67 0.57 | 86.53 12.06 | 85.00 382 | 4471 158.21

2021/22 0.94 21.07 | 1644 141 | 86.32 13.36 | 83.98 338 | 42.03 | 178.72

NMB | 2014/15 121 10.15 205 042 | 7431 11.13 | 92.02 4.19 | 37.35 41.33

2015/16 1.49 1217 | 25.05 181 | 81.84 10.98 | 90.80 4.31 | 36.49 74.61

2016/17 1.89 1575 | 27.78 1.68 | 85.50 13.61 | 8245 3.89 | 36.71 88.81

2017/18 1.96 1354 | 26.88 0.88 | 88.30 1575 | 75.71 4.14 | 36.90 111.62

2018/19 1.83 13.32 | 18.79 0.82 | 87.71 1545 | 72.72 426 | 35.01 | 13547

2019/20 1.09 894 | 16.73 2.68 | 86.39 15.08 | 75.12 4.05 | 37.98 179.45

2020/21 1.32 12.08 | 16.73 149 | 86.51 15.08 | 71.89 3.09 | 3870 | 23155

2021/22 1.35 12.95 | 20.15 2.24 | 8555 1359 | 73.04 4.05 | 39.97 | 255.20




