CHAPTER - |
INTRODUCTION

1.1 General Background of the Study

Nepal is a developing country with the utmost rich in natural resources, beautiful
sceneries and the title of peak Himalayas. Agriculture is the dominant industry of
Nepal. About 80% of population is engaged in farming which contributes 38% in
GDP. Industrialization in Nepal is comparatively a new phenomenon. Prior to the
restoration of democracy, when the government has not liberalized its economic
policy, there are only few numbers of industries in Nepal. After the initiation of
liberalization policy, industrial sectors like manufacturing & services have been

somewhat mushroomed in a short span of time.

Nepal's foreign trade is increasing rapidly. Its foreign trade relation exits with
more than 80 countries athough; the foreign trade is concentrated with the India
only. More than third fourth of total trade consists with India. During the nineties,
country has experienced a rising negative trade balance. Nepal imports more than
it exports. More specifically, Nepal exports very cheap products like Agro,
Pashmina, Garments, Carpets and Handicrafts where as imports expensive
Electronic products, Computer parts, Machineries, Medicines etc. During the days,
export has been increasing but import has risen faster. Due to the ineffective and a
slow pace development of the industrial sector, Nepal's overall trade is getting a

huge economical & financial loss.

Financial ingtitutions are said to be the bridge between the savers & users. The
development of economy basically depends upon the development of financial
system of the country. That's why financial institutions are becoming a paramount
part for the development of the entire economic & industrial sector of the country.
Banks receive deposits, support the payment system and provide the largest source
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of funds to the economy. Banking, more especially commercial banking sector is
the heart of the development of the business as they supply life-blood (capital) to
the industries. They have significant role in the smooth functioning of the
economy. Therefore, stable and safe banking practices are of crucial importance
for the development of a safe and growth-oriented strong economy. Keeping this
in mind, government has initiated the financial sector reform program in mid
1980's. As a result, there is a prominent growth in financial industry and
commercial banks hold a large scale share in the economic activities of the

country.

The Nepalese financial sector is composed of banking sector and non-banking
sector. Banking sector comprises Nepal Rastra Bank (NRB) and commercial
banks. The non-banking sector includes development banks, micro credit
development banks, finance companies, co-cooperative financial institutions, non
governmental organizations (NGOs) performing the limited banking activities.
Other financial institutions comprise of the insurance companies, employees
provident fund, citizens investment trust, postal saving offices and Nepal stock
exchange (NEPSE). By the year 2008, twenty five commercia banks are
established with their more than 550 operating branches across the country.
Similarly, 58 Development Banks, 78 Finance Companies, 12 Micro Credit

Development Banks are functioning in the country.

Central bank being the supervisor of the entire banking system allocated the
authority to regulate & supervise the banking for the stability of the financial
sector. So, for the effective and efficient functioning of the commercial banks,
Nepal Rastra Bank issues directives to the commercial banks. The objective of
bank supervision in Nepal has always been to promote and maintain the safety,
soundness and integrity of the financial system while promoting confidence in the

system through the implementation of policies and standards that are in line with
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the international best practices. The main aim of the directivesissued by NRB isto

maintain the stability & healthy development of banking & financial system of the
country. According to the Bank and Financial Institution Act 2063, Nepal Rastra

Bank is guiding the commercial banks through its stated eleven directives. Those

are stated as follows;

Dir-1:

Dir-2;

Dir-3:
Dir-4:

Dir-5:
Dir-6:

Dir-7:

Dir-8:
Dir-9:

Dir-10:

Dir-11:

The provision of minimum Capital Fund to be maintained by the
commercial  banks.

The provision of Loan Classification and Loan Loss Provisioning on
the credit.

The provision of relating to single borrower limit.

The provision of accounting policy and the structure of financial
statements to be followed by the commercial banks.

The provision of reducing risk on activities of the commercial banks,
The provision of institutional good governance to be followed

by commercial banks.

The provision of implementation schedule of regulatory directives
issued in connection with inspection and supervison of the
commercia banks.

The provision of investment on shares and securities.

The provision of submission of statistical datato the Nepal Rastra
Bank, Banking Management Divison and inspection and
Supervision Division.

The provision of sale and re-registration of foundation shares of
commercia banks.

The provision of stringent blacklisting procedure for loan defaulters.

To reflect this dynamic environment, the functions and objectives of the Bank

have been recast by the new NRB Act of 2002, the preamble of which lays down
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the primary functions of the Bank as: to formulate necessary monetary and foreign
exchange policies to maintain the stability in price and consolidate the balance of
payments for sustainable development of the economy of the nation; to develop a
secure, healthy and efficient system of payments; to make appropriate supervision
of the banking and financial system in order to maintain its stability and foster its
healthy development; and to further enhance the public confidence in Nepal's

entire banking and financial system.

To address the needs for timely changes in policies and activities emanated from
external and internal economic forces, NRB has embarked on a magor
restructuring process in both policy and operational fronts. The adoption of
financial sector liberalization policies by NRB has necessitated its organizational
restructuring to enhance policy credibility and increase operational transparency
and accountability. Policies and activities of the NRB are very critical in creating
macro-economic growth environment and fostering sound health of banking and
financial industry of the country. For the very first time, the Strategic Plan of the
NRB has been prepared to address these issues. The mandate of the NRB, as
enshrined in the NRB Act-2002, is to maintain price, external sector, and financial
sector stability. In order to be efficient and effective to accomplish these
objectives, the first Five Year Strategic Plan (2006-2010) has been prepared with
defined vision, mission, core values, and strategic goals. Action plans with defined
responsibility, operational timeframe and key performance indicators have been
devised to implement the plan. To improve the financia sector legidative
framework, some new Acts, namely Bank and Financial Institution Act, 2006;
Nepal Rastra Bank (First Amendment) Act, 2006; Insolvency Act, 2006; Secured
Transaction Act, 2006; Company Act, 2006 have recently been enacted. Money
Laundering Control and Deposit and Credit Guarantee Acts are expected to be
soon materialized, al with the goa of strengthening the financial sector through
building on its healthy development and improved stability.
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1.1.1 Banking in Nepal

Till the early 1980s, the financial sector was not opened up for private sector, only
two commercial banks - Nepal Bank Limited and Rastriya Banijya Bank, that
were government controlled, were functioning in Nepal. The economic reforms
initiated by the Government more than two decades ago have changed the
landscape of several sectors of the Nepalese economy. The Nepaese banking
industry is no exception. As a result of this policy, large number of banks and

financial institutions boomed across the country.

The first conventional bank in Nepal was the Nepal Bank Limited, established in
1937 A.D. followed by Rastriya Banijya Bank in 1966 A.D. These two banks are
the pioneers of the Nepalese banking industry. These banks have the largest
network and they have their operations even in remote areas of the country.
Rastriya Banijya Bank is fully owned by the Government while the Government
has controlling stake in Nepal Bank Limited. As the financial market was barred
for private investors till the mid 1980s, these two banks were the only playersin

the banking industry.

The economic liberalization policy adopted in the mid 1980s brought about a
surge in the banking industry. A large number of banks were established and there
is a tremendous growth in the number of the financia institutions in last two
decades. At the beginning of the 1980s when financial sector was not liberalized,
there were only two commercial banks, and two development banks performing
banking activities in Nepal. The first bank in the history, Nepal Bank Limited
established in 1937 stagnated with its monopoly up to 1966 after which another
commercial bank, Rastriya Banijya Bank initiated. Agriculture Development Bank
and Nepal Industrial Development Bank were established accordingly in 1967 &
1968 to meet the increasing need of banking practices. At the time, there were no
micro credit development banks, finance companies, co-operatives and NGOs

with the limited banking transactions. As the financia sector liberalized in 1980,
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financial sector made a hall mark progress both in terms of the number of financial

institutions and beneficiaries of the financial services. By the year 2008, NRB

licensed bank and non-bank financial institutions reached to 212, out of them 26

are commercial banks (including Agriculture Development Bank Limited). The

statute requires al institutions accepting deposit from the public in Nepal to be
licensed by Nepal Rastra Bank.

S. No | Name of the I nstitution Date of Operation | Head Office
1 Nepal Bank Limited* 1937/11/15 Kathmandu
2 Rastriya Banijya Bank* 1966/01/23 Kathmandu
3 Nabil Bank Limited 1984/07/16 Kathmandu
4 Nepal Investment Bank Limited 1986/02/27 Kathmandu
5 Standard Chartered Bank Limited 1987/01/30 Kathmandu
6 Himalayan Bank Ltd 1993/01/18 Kathmandu
7 Nepa SBI Bank Limited 1993/07/07 Kathmandu
8 Nepa Bangladesh Bank Limited 1994/06/05 Kathmandu
9 Everest Bank Limited 1994/10/18 Kathmandu
10 Bank of Kathmandu Limited 1995/03/12 Kathmandu
11 Nepal Credit and Commerce Bank Ltd 1996/10/14 Rupandehi
12 Lumbini Bank Limited** 1998/07/17 Chitwan
13 Nepal Ind. and Commercia Bank Ltd** 1998/07/21 Biratnagar
14 Machhapuchhre Bank Limited** 2000/10/03 Pokhara
15 Kumari Bank Limited** 2001/04/03 Kathmandu
16 Laxmi Bank Limited** 2002/04/03 Birgunj

17 Siddhartha Bank Limited** 2002/12/24 Kathmandu
18 Agriculture Development Bank Limited* 2006/03/16 Kathmandu
19 Global Bank Limited** 2006/12/02 Birgunj

20 Citizens Bank International** 2006/12/02 Kathmandu
21 Prime Commercia Bank Limited** 2007/09/21 Kathmandu
22 Sunrise Bank Limited** 2007/10/12 Kathmandu
23 Bank of Asia** 2007/10/12 Kathmandu
24 NMB Bank Limited** 2008/05/02 Kathmandu
25 Development Credit Bank Limited** 2008/05/25 K athmandu
26 Kist Bank Limited** 2009/05/07 Kathmandu

* Public Banks, ** Local Private Banks, Remaining are the Joint Venture Banks.
(Source: Nepal Rastra Bank, Bank & Financial Satistics, 2009, Vol: 51)




Nepal Rastra Bank as the bank of the banks and the government bank has been
granted the full authority to regulate and develop the banking sector in Nepal.
Commercial banks have to strictly follow the rules and regulations issued by the
NRB. The establishment of the NRB was the mgjor step in the evolution of the
financial ingtitutions. The commercia banks are supervised by the Bank
Supervision Department while the rest of these institutions are supervised by
Financial Institution Supervision Department. Initiation of the NRB provided the

special impetus for the development of the financial institution.

1.1.2 Nepal Rastra Bank asa Central Bank

Nepal Rastra Bank (NRB), the central bank of Nepal was established in 26™ April
1956 (14™ Baishakh 2013 B.S.) as per the Nepal Rastra Bank act 2012 B.S. It was
established to discharge the central banking responsibilities including the
development of the embryonic domestic financial sector. Since then, there has
been a huge growth in both the number and the activities of the domestic financial
institution. NRB as the central bank of the country is established with the
responsibilities of the management & supervision of the monetary and the credit
system of the country, NRB has been given wide regulatory responsibilities and

the authorities under the various provisions.

NRB has set up with the full ownership of the government of Nepal and an
autonomous body with the main objective of stabilizing the economy and the
entire financial system of the country. Unlike the other commercial banks, it
neither accepts deposits nor provides |oan to the public. But it accepts the credit of
Government of Nepal & its offices, commercia banks and other financial
institutions and provides loan to the Government of Nepal and financial institution
as they need and demand. NRB is committed to strengthen and ensure the stability
and soundness of the banking system. NRB issues directives to the commercial

banks instructing them to fulfill its regulatory requirements of the country.
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Under the existing structure of Nepal Rastra Bank, the directives applicable to the
commercial banks are primarily issued from two departments viz. Bank and
Financia Institutions Regulation Department and Foreign Exchange Management
Department. The Foreign Exchange Management Department regulates the
foreign currency transactions of the bank while the Bank and Financial Institutions
Regulation Department covers the rest. At present NRB is regulating financia
sector through its following legal bodies.

= Nepa RastraBank Act, 2012
Foreign Exchange Act, 2019
Bank & Financial Institution Debt Recovery Act, 2058
Directives, Guidelines & Circulars-Unified Directives 2062
Banking and Financia Institution Act, 2063

1.1.3 Profile of the Sample Banks

Nepal Bank Limited

Nepal Bank Limited is the first conventional bank in the history of banking in
Nepal. It was initiated in 15" November 1937 inaugurated by the late king
Tribhuvan with the full government ownership. This marked the beginning of an
era of formal banking in Nepal. At present the bank is operating through 109
branches in the 55 districts of the country with 2976 staffs. It has authorized
capital of NPR 500 million and issued & paid up capital of NPR 380 million.
There were only 10 shareholders when the bank first started. From the very
conception and its creation, Nepal Bank Limited was as joint venture between the
government and the private sector. At present, the capital formation of the bank
consists 40% is subscription of the government and the balance 60% is offered for

the sale to private sector.

In the absence of any bank in Nepal the economic progress of the country was

being hampered and causing inconvenience to the people and therefore with the
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objective of fulfilling that need by providing service to the people and for the
betterment of the country, this law in hereby promulgated for the establishment of
the Bank and its operation. The Bank's objective is to render services to the people
whether rich or poor and to contribute to the nation's development will also need

the support and best wishes of all.

Nepal Bank Limited was experiencing difficulty in terms of unpaid loan and
felling profits. Therefore, the bank has been put under control of Nepa Rastra
Bank and hired the services of The Bank of Scotland (lreland) Ltd., ICC
Consulting effective from 22" July 2002 for the management of the bank for an
initial period of 2 years. The contract was renewed subsequently for one more year
and will be extended now through July 2007. The team of consultants comprises
mix of both foreign and Nepali nationals. In its effort to restructure the bank, the
ICC team has been successful in providing leadership to return the bank to its
former position of financial leadership within the country. Numerous systems in
every functiona area of bank management e.g. Credit, Accounting, Human
Resources, Internal Audit, and Treasury have been modernized. The bank has been
succeeded in impressive NPA recovery with the massive reduction in non-

performing loan.

To meet the raising competition of the commercia banking in Nepal, the banking
system of NBL has been computerized. To reduce the operating cost, HR
department of bank has reduced its manpower to control the overstaffing.
Recently, the bank has initiated its Any Branch Banking System (ABBYS) inits 21

branches.

Vision Statement

To remain the leading financial institution of the country.



Mission Statement

Nepal Bank Limited seeks to provide an environment within which the bank can
bring unique financial value and services to all customers. It will be a sound
institution where depositors continue to have faith in the security of their funds are
receive reasonable returns; borrowers are assured of appropriate credit facilities at
reasonable prices; other service- seekers receive prompt and attentive service at
reasonable cost; employees are paid adequate compensation with professional
career growth opportunities and stockholders receive satisfactory return for their

investment.

Values Statement

At Nepal Bank Limited, we believe that our banking should be based on:
Respect, service and safety for the customers we serve respect, reward and
opportunity for the people with whom we work. Respect, co-operation and support

for the economic community of Nepal.

Objectives
Nepal Bank Limited has the following objectives:
= Continue to maintain leading share of banking sector with a significant
presence in all maor geographical areas in the country.
= Provide competitive and customer oriented banking services to al customers
through competent and professional staffs.

= Reclaim leadership within the national financial community.

Nabil Bank Limited

Nabil Bank Limited was established in 12" July 1984 as the first joint venture

bank in Nepal with the venture of Dubai International Bank Limited, Dubai. Nepal

Arab Bank Limited is the official name of the Nabil before it is renamed in 31%

December 2001. Currently NB International Bank Ireland is the foreign partner of

Nabil who holds 50% shares in its capital. It has authorized capital of NPR.500
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million and issued & paid up capital of NPR 492 million. Nabil is the pioneer in
the history of the commercial banking in Nepal in innovating and introducing new
products and services. Nabil is operating most part of the Nepal with the 33
branches including 8 outlets in Kathmandu valley. Its head office is situated at
Kantipath, Kathmandu. Nabil is only the bank in Nepa having its presence at
Tribhuvan International Airport. As it is the first joint venture bank, it has a wide
range of networks in Nepal. Nabil is only the bank in Nepal providing the banking
servicesin 12 Zones. Success of Nabil is a milestone in the banking industry as it
paved the way for the establishments of many commercia banks and financia

institutions.

Nabil is fully equipped with the versatility in its modern technology which
includes ATMs, credit cards, state-of-art, world-renowned software from Infosys

Technologies System, Internet banking system and Tele-banking system.

Standard Chartered Bank Nepal Limited

Standard Chartered Bank Nepal Limited has been in operation in Nepal since 1987
when it was initially registered as a joint-venture operation with the Grind lays
Bank Limited, London. It was renamed from Nepal Grind lays Bank Limited in
13" July 2001. Today the bank is an integral part of the Standard Chartered Group
who holds 75% ownership and remaining is hold by the Nepalese promoters. The
bank entitles the largest internationally ventured bank in operation in Nepal. It has
authorized capital of NPR 500 million and issued & paid up capital of NPR 413

million.

Standard Chartered Bank group is operating its service more than 50 countries in
the world. As an integral part of the only International Banking Group currently
operating in Nepal, the Bank enjoys an impeccable reputation of a leading

financial institution in the country. With 20 points of representation (17 Branches
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and 12 ATMs) across the country, Standard Chartered Bank Nepal Ltd. isin a
position to service its customers through a large domestic network. In addition to
which the global network of Standard Chartered Group gives the Bank the unique
opportunity to provide truly international banking in Nepal.

The Bank has been the pioneer in introducing customer focused products and
services in the country and aspires to continue to be a leader in introducing new
products and highest level of service delivery. It isthefirst Bank in Nepal that has
implemented the Anti-Money Laundering policy and applied the '‘Know Y our
Customer' procedure on all the customer accounts. It offers afull range of banking
products and services in Wholesale and Consumer banking, catering to a wide
range of customers from individuals, to mid-market local corporate to
multinationals and large public sector companies, as well as embassies, ad

agencies, airlines, hotels and government corporations.

The bank is socially responsible to the staff & communities in which it operated.
The bank has offered a huge contribution in the areas of health & education.
"Living with HIV" and "Seeing is Believing" have been undertaken by the Bank
since 2003. The bank has also awarded by the various awards from various
financial and non-financia institutions. "Best Presented Accounts' award by the
ICAN, "The Best Company, Financial Institutions® by The BOSS, "Bank of the
Year 2002 Nepal" by the Banker Association, "Commercially Important Person
(CIP)" by Government, Ministry of Finance and "National Excellence Award
2002" by FNCCI awarded in various years.

Lumbini Bank Limited

Lumbini Bank Limited is the first Regional bank of Nepal which was established
in 1998. It has started its operation from the Narayangarh as a head office at
Pragatipath; corporate office at Durbarmarg, Kathmandu and with the other three
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more places Hetauda, Biratnagar and Butwal as branch offices. Lumbini Bank

Limited isacommercial bank offering a wide range of banking solutionsin Nepal.

It has authorized capital of NPR 1 billion and issued & paid up capital of NPR 500
million. The ownership pattern of Lumbini Bank Limited consists 30% of Public
Institutions, 33.77% of Private Institutions, 6.23% of Individuals and 30% of
Genera Public. Lumbini Bank assures its excellence in the offering of its products
and services. Lumbini Bank Limited has, as a part of an ongoing process
restructured various products to cater to the retail segment. Backed by the state-of -
the-art technology and experienced professionals adopt in modern banking
management, Lumbini Bank Limited strives to make banking ssmple, fast and

customer friendly.

With the diversifying in its services, Lumbini Bank is offering extended banking
of 9amto 7 pmis providing SMS and 365 days banking service to the customer.
Its service is backed by the various types of loan such as Working Capital Loan,
Term loan, Overdraft/Hypothecation, TR Loan, Export/Import Loan, Priority
Sector Loan, Deprived Sector Loan, Loan against Government Securities, Loan
against FDR, Loan against Bank Guarantee, Personal Loan, Hire Purchase Loan,

Housing Loan, Consortium Finance etc.

Nepal Industrial & Commercial Bank (NICB)

Nepal Industrial & Commercial Bank Limited (NIC Bank) commenced its
operation on 21st July 1998, is the first commercial bank in the country to be
capitalized at NPR 500 million with the authorized capital of NPR 1000 million.
Out of the total 500 million capitalizations, the promoter group of the bank holds
65% share and 35% is issued to the public. The bank with the highly integrated
services is rendering its services across the country with the expanded branch

network of 14 branches with its presence in major cities of the country. The Bank
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which has been in profitable operation from its inception, has managed robust
growths in its overall business and profitability during the recent years. The Bank
offers a complete suite of commercial banking products and services including
transaction banking, international trade finance, business banking, project finance,
corporate banking and consumer banking. NIC Bank is one of the most widely

held banking companies in Nepal with close to 35,000 shareholders.

The Board, supported by the management team comprising of young, enthusiastic
professionals, has successfully embarked on a multi-pronged strategy of
consolidation, administrative streamlining, human resource up-skilling, strategic
cost management, focused non-performing assets management, balance sheet and
treasury management and controlled asset growth in tandem with strengthening

the credit culture and strategic marketing and sales.

The Bank's achievements following these strategic measures are considered well-
reflected in recognition by Nepal Rastra Bank, the central bank of Nepal, as the
highest rated Bank amongst all private sector commercial banks in the country,
based on the internationally recognized "CAELS" rating, during an assessment
done in April 2005. The Bank is seriously considering adopting capital adequacy
norms under the Basel |1 accord to the extent applicable to the Nepalese banking

industry well before it becomes a regulatory requirement.

The Bank believes in continuously offering new and value added services to
customers with commitment to quality and value to clients. Accordingly, the Bank
has been in the forefront in launching innovative & superior products with unique

customer friendly features with immense success.

Nepal Bangladesh Bank
Nepal Bangladesh Bank Ltd. was established in June 1994 with an authorized
capital of NPR 240 million and Paid up capital of NPR 60 million as a Joint

14



Venture Bank with IFIC Bank Ltd. of Bangladesh. Its Head Office is situated at
New Baneshwor, Kathmandu. The prime objective of this Bank is to render
banking services to the different sectors like industries, traders, businessmen,
priority sector, small entrepreneurs and weaker section of the society and every
other people who need banking services. During the period of 10 years of its
operation, it has accommodated a large number of clients and has been able to
provide excellent services to its clients. The bank is prominent in its services with
the excellent services across the country with its 17 branch network, among the

largely networked joint venture bank in Nepal.

Nepal Bangladesh Bank is providing every types of consumer banking services
using new technologies developed in the banking industry successfully. The Bank
has earned the glory of making available the services to amost all the top business
houses of the country and it occupies one of the leading positions among the Joint
Venture Banks in Nepal. The Bank is still pursuing to accommodate as many
clients as far as possible. Top Exporters and Importers of the country have
established banking relationship with the Bank with a substantial volume of
foreign business which has enhanced the Bank's popularity in the International
Trade front. Bank has developed Agency and Correspondent relationship with

more than 200 prominent Foreign Banks in the world.

NB Bank is providing the services both the loan based, fee based and non fee
based services like Consortium Finance, Working Capital Loan, Term Loan,
Demand Loan, Hire Purchase Loan, Education Loan, Housing Loan, Trade
Finance, Letter of Credit, Bank Guarantee, Bills Purchase, Remittance Services al
over the world, Locker Facility, Tele Banking, ATM service, ABBS, SMS

Banking, and Underwriting of Shares.
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A Compar ative Sheet Showing the Capital Status of the Banks
(Rs. in million)

NBL | NABIL | SCBNL | LBL | NICB | NBB
Authorized Capital | 500 500 500 1000 | 1000 | 240
|ssued Capital 380 492 413 500 | 500 | 60
Paid-Up Capital 380 492 413 500 | 500 | 60

1.2 Statement of the Problem

Nepal is one of the least developed countries of the world with the very lower per
capita income. According to the economic survey, more than 38% of the total
population is below the poverty line. The major cause of this chronic problem is
the lack of economic development or the slow rate of the national economic

growth.

Capital resource is the prime source of the economic development of the country.
Economic development of a country succeeds only when the development of the
capital formation mechanism exists. Banking, especially the commercia banking
sectors can flourish the capital resources in the country. Commercial banks do
collect or deposit necessary capital from the people in the different parts of the
country. They powerfully help in the creation of the capital resources for the

national investment.

But, Nepalese commercia banks have not formulated their investment policy in an
organized manner. The implementation of the investment policy is not effective.
The credit extended by the commercial banks to agriculture and the industrial
sector is not satisfactory to meet the present growing needs. Granting loan against
in deposit, over valuation of goods pledge, land & building mortgaged, risk
averting decision regarding loan recovery and negligence in recovery of overdue
loan is some of the basic loopholes and the result of unsound investment policy

sighted in the banks. Due to this fact, the Non-Performing Loan remains a very
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serious problem which in turn affects the efficiency of the commercia banks.
Therefore, an appropriate investment policy is the basic need of all the commercial

banks.

Commercial bank's investment has been found to be have lower productive due to
the lack of supervision regarding whether there is a proper utilization of their
investment or not. NRB as a bank of the banks formulates plans, policies,
guidelines, rules and directives to control, to supervise and to promote the banking
sector. Commercia banks have to strictly follow the rules and directives issued by
the NRB. But, lack of farsightedness in policy formulation and absence of strong
commitments towards its implementation has caused many problems to

commercia banks.

Therefore, the directives themselves are not important unless properly
implemented. The rules & regulations are only the tools of NRB to supervise and
monitor the financial institution and they are worthless until they could not

implement by the concerned institutions.

1.3 Focus of the Study

Nepal Rastra Bank issues directives on various aspects to regulate and promote the
financia institutions. NRB as a bank of the banks issues directives to ensure that
banks are investing the public deposit in right way. This research study
specifically focused on the directives issued by NRB on Non-Performing Loan
and its implication, implementation and impact over sampled Nepalese
commercial banks namely Nepal Bank Limited, Standard Chartered Bank Nepal,
Nabil Bank Limited, Lumbini Bank Limited, Nepa Industrial & Commercial
Bank and Nepal Bangladesh Bank. Moreover, this research study tries to attempt

the relationship between loan loss provision and total loan & advances.
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1.4 Objectives of the Study
Each and every of the research study posses a certain objective. The research
without any specific objectives will be worthless. This research study entitled
“Impact & Implementation of NRB Directives on Non-Performing Loan (A
Comparative Study of the Selected Nepalese Commercial Banks)" highlights to
attempt the following objectives:
1. Tofind out the relationship between loan loss provision and total loan and
advances.
2. To anayze the status of Non-Performing Loan of the sampled banks and to
suggest necessary recommendations on the base of research findings.
3. To examine the impact of NRB guidelines (Non-Performing Loan) on
financial performance of the sampled banks.
4. To examine whether NRB directives are being actually followed or not in
respect to the Non-Performing Loan by the sampled banks.
5. To examine whether the implementation of NRB directives are being

monitored or not.

1.5 Limitations of the Study

This study is the partial fulfillment for the Degree of Masters in Business Studies,
Tribhuvan University. So, it may not be applicable and suitable for all the aspects.
Meaning that, the study limits its findings & recommendations to a specific
purpose that is impact and implementation NRB directives on Non-Performing

Loan. The main limitations of this study are presented below.

1. Thefindings of this research study depend upon the data and information of
aFive Y earstime horizon.

2. This research study concentrates only on the NRB directives specific to
Non-Performing Loan. Also, data and information of the sampled

commercial banks only are used by the researcher.
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3. The research study based upon the secondary data and information mostly.
Hence, the truth of this research will depend on the reliability of the data
provided by the concerned departments.

4. Statistical tools will be used by the researcher wherever needed. Hence,

drawbacks and weakness of those tools are aso the limitation of the study.

1.6 Organization of the Study
This study will be classified into five different chapters viz. Introduction, Review
of the Literature, Research Methodology, Data Presentation and Analysis, and

Summary, Conclusion & Recommendations.

Chapter -1 Introduction:

The first chapter introduction includes the overall background of the study
subtitling General Background, Banking in Nepal, Nepal Rastra Bank as a Central
Bank, Profile of the Selected Banks for the Study, Statement of the Problem,
Objectives of the Study, Focus of the Study, and Limitations of the Study.

Chapter - 11 Review of Literature

The second chapter Review of Literature enables the reviews of the previous
studies with respect to the study. This is also devoted to the theoretical analysis
and the brief reviews of the related journals, literature, and articles.

Chapter - 111 Research M ethodology

Research Design, Population and Sample, Nature & Sources of the Data, Data
Collection & Analysis Procedures and Analytical tools used for the study have
been included in the third chapter.

Chapter - 1V Data Presentation and Analysis
The Data Presentation and Analysis chapter includes presentation and analysis of

the relevant secondary data and information through a definite course of the
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methodology. For the analysis of the collected data, appropriate mathematical,
financial as well as statistical tools are used as per their necessity and findings of

the study isincluded.

Chapter - V Summary, Conclusion & Recommendations
The last chapter Summary, Findings, Concluson & Recommendations will
contain the findings, summary & conclusion and necessary recommendations of

the overall research study.
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CHAPTER-II
REVIEW OF LITERATURE

2.1 Introduction

Review of literature is the fundamental part of research work which describes
what research studies have been conducted in the past and what remains to be
done. Literature review is basically a "stock taking" of available literature in the
selected research topic. The literature review thus provides a useful knowledge of
the status of the research topic. In this section, the researcher has tried to focus on
the Role of NRB in Financial System, Introduction to the Non-Performing L oan,
Loan Loss Provision, and reviews of various related articles, journals and
unpublished thesis.

2.1.1 Role of NRB in Financial System

Nepal Rastra Bank being the regulator and the supervisor on the whole of the
financial system of Nepal, it has got clear and mandatory responsibilities as
prescribed in the Nepal Rastra Bank Act, 2058. These responsibilities have been
assigned to it in order to prevent the interest of the depositors and stakeholders of
the financial system. The clear objectives and responsibilities of the bank as
specified inthe NRB Act 2058 in relation to financial system are as follows:

To promote stability and liquidity required in the banking and financial
sector.

To develop a secure, healthy and efficient system of payments.

To regulate, inspect, supervise and monitor the banking and financia
system.

To promote the entire banking and financial sector of Nepal and to enhance

public credibility towards the system.
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2.1.2Vision, Mission, Core Values, Strategic Objectivesand Strategic
Guidelines (NRB Strategic Plan, 2006:2).
Vision: A modern, dynamic, credible, and effective Central Bank.

Mission: Maintaining macro-economic stability through sound and effective

monetary, foreign exchange, and financial sector policies.
CoreValues (CREATE)

C = Credibility

R = Responsibility
E = Efficiency

A = Accountability
T = Transparency

E = Effectiveness

Strategic Objectives

Formulate necessary monetary and foreign exchange policies in order to
maintain price and balance of payments stability for sustainable
development of the economy and managing it;

Promote financial stability and ensure adequate liquidity in the banking and
financial system,

Develop a secure, hedlthy, and efficient currency management and
payments system;

Regulate, inspect, supervise, and monitor the banking and financial system;
and

Promote and develop the overall banking and financial system, and enhance

accessibility and its public credibility.

Strategic Guidelines

Develop a long-term vision of the bank and implement it through medium-

term and annual strategic plans.
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» Formulate and implement sound and effective monetary, foreign exchange,
and financial sector policies.

» Formulate and implement sound, efficient, and effective regulatory and
supervisory system to make financial system healthy and stable.

= Reengineer the organizational structure of the Bank.

» Formulate and implement strategic human resource planning and
development.

» Develop and implement management information system.

= Automate and modernize payments and settlement system of the country.

2.2 Non-Performing Loan: An Introduction

Commercial banks should categorize their loans and advances according to their
perceived risk and other relevant characteristics; this process is known as loan
classification. Banks used to review their loans portfolios and assign loans to
categorize them on the base of perceived risk and other factors. Thiswould help in
monitor the quality of their loans portfolios and when necessary, to take the
remedial actions to counter the deterioration in the credit quality of the loan
portfolios. According to the prudential rule provided in Bank & Financia
Institution Debt Recovery act 2058 by NRB effective from 1% Shrawan 2058,
banks should have to classify their loans and advances into following four

categories on the basis of ageing of the principle.

Pass L oan
L oans and advances not past due and past due up to 3 months shall be included in
this category. These are classified and defined as performing loan.

Sub-Standard L oan
loans and advances past due for a period of over 3 months to 6 months fall in this

category.
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Doubtful Loan
Loans and advances past due for a period of over 6 months to 1 year are Doubtful

loan.

Loss
L oans and advances past due for a period of over 1 year as well as advances which
have least possibility of recovery or considered unrecoverable and those having

thin possibility of even partial recovery in future shall be considered as | oss.

Such loans & advances falling in the category of Sub-Standard Loan, Doubtful
Loan and Loss Loan are considered as Non-Performing Loan. A Non-Performing
Loan isthat isin default or in close to being default. A Non-Performing Loan has
the following features,

» |oan that is not earning income,

= full payment of principle and interest is no longer anticipated,

= principle or interest is 90 days or more delinquent or

» the maturity date has passed and payment in full has not been made.

The term Non-Performing Loan has different meanings. According to the
International Monetary Fund (IMF), "A loan is Non-Performing when payments of
interest and principle are past due by 90 days or more, or at least 90 days interest
payments have been capitalized, refined or delayed by agreement or payments are
less than 90 days overdue, but there are good reasons to doubt that payments will

be made in full".

The term Non-Performing Loan has different meanings. In some countries, non-
performing loan means the loan is impaired. In some other countries, it means that
the payments of interest and principle are past due, but there is a significant

difference among the countries as to how many days a payment should be in

24



arrears. Anyway, the common meaning of non-performing loan is that the

payments are more than 90 days past due especially for retail loans.

As per the directives issued by NRB, at the end of each quarter i.e. at the end of
Asoj, Poush, Chaitra and Ashadh, banks should prepare their statement of
outstanding Loan & advances classified on the basis of ageing and submit the
particulars to the Banking Operation Department and Inspection & Supervision

Department of NRB within one month from the end of each quarter.

Additional conditions for which the loan is considered as L oss L oan (Unified
Directives 2004:9)
In case of the loan having any or all of the following condition, the loan amount is
regarded as Loss loan. The conditions are:
» |nadequate collateral amount,
= |nsolvency of debt holder or the borrower is declared to be bankrupt,
» The borrower is absconding or cannot be found,
= Miss use of loan or the loan has not been used for the purpose originally
intended,
» Purchased or discounted bills are not realized within 90 days from the due
date or
= Loans provided to the borrowers included in the blacklists and where the
Credit Information Bureau blacklists the borrower.
= Owning to non-recovery, if initiation of auction of collateral passed six

months or recovery processis under litigation

2.3 Loan Loss Provision
In short, loan is the money lent at interest. But in commerce & finance, the term
loan is used as the transfer of money or other properties on promise to repay along

with the interest, usually at afixed future date. Loan and advances are the primary
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source of income and the most profitable of al the assets of the banks. They
occupy a largest portion of revenue of the bank. Hence, banks need to be careful
about the safety of such loans and advances because banks may be influenced by
the bad debts. From an accounting perspective, loans should be recognized as
being impaired and necessary provisions should be made, if it is likely that the

bank will not be able to collect al the amounts duei.e. principle and interest.

Loan loss provision is an arrangement made in order to safeguard from the
bankruptcy if loaned amount is not recovered or if the debtors default on
repayment of loan. It provides buffer against future unexpected losses. Loan loss
provision is thus a method that banks used to recognize a reduction in the
realizable value of their loans. Banks are expected to evaluate credit losses from
their loan portfolios on the basis of available information- a process that involves a
great deal of judgment and is subject to opposing information. Banks are directed
to make a provision as per the classification of the loans into four categories viz.

pass loan, sub-standard loan, doubtful loan and loss loan as per the following

system.
Provision for Loan L oss
L oan Classification Time Period Loan Loss Provision
Pass Loan Less than 3 months 1%
Sub-Standard Loan 3 Months to 6 months 25%
Doubtful Loan 6 monthsto 1 year 50%
Loss Loan More than 1 year 100%

Provisions made for the performing loan i.e. pass loan is considered as general
loan loss provison and the provision made for the non-performing loan is

considered as specific loan loss provision.
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Additional guidelinesfor the Loan L oss Provision

a

For restructured or rescheduled loan, loan loss provision should be at least 12
percent.

If priority sector or deprived sector loan which is insured or guaranteed
priority sector credit has been rescheduled or restructured, provision should
be only 25 percent of above point (a) such loans.

If interest and principle of restructured or rescheduled |oans have been served
regularly since last two years, such loans can be converted in pass loan.
Priority sector or deprived sector loans which are not insured should be
provisioned as per general provision (i.e. stated above in the loan loss
provision).

Where the loan is extended only against personal guarantee, a statement of
the assets and equivalent to the personal guarantee amount not claimable by
any other shall be obtained. Such loans shall be classified as per above and
where the loans fall under the category of Pass, Sub-Standard and Doubtful,
in addition to the normal loan loss provision applicable for the category, an
additional provision by 20 percent shall be provided. Classification of such
loans and advances shall be prepared separately. Hence the loan loss
provision required against the personnel guarantee loan will be 21%, 45%

and 70% for Pass, Substandard and Doubtful Loan category respectively.

2.4 Review of the Articles
24.1 NPL in the Nepalese Financial System and the Role of NRB and

Judiciary System in Resolving the Problem

B. R. Dhungana in his article in the 42™ Souvenir of Rastriya Banijya Bank has
stated that- A lot of defaultersin the loan portfolio indicates poor and weak health

of the ingtitution. If there are such types of weak banks and financial institutions,

they will not be able to finance the resources as needed by the private sectors to

boost up the economy. Therefore, the system should be managed in the disciplined
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way and the players of the system should maintain and exhibit financial discipline
in each and every aspect. If the financia discipline is weak in the system, there
will be lapses either lending or recovery and there will be areflection of it in the
form of weak portfolio, i.e. high level of NPL in the system is an indicator of
financial crisis and it should be resolved as soon as possible. To overcome from
this situation, great effort is needed in the recovery of loan and advances by the
banks and financial institutions themselves. Recovery of distress loan is a
challenging task for the banks and financial institutions. Thisis a disposal; sale or
acquiring of borrower's assets and legal proceeding is likely to happen in most of
the cases. In the banking experience, amost in al the big loans of the banks,
borrowers are appealing in the court to restrain the recovery process. Therefore, to
materialize the recovery process for banks and financial institutions, the role of
judiciary has been extremely important in Nepal. This is because the stay over can
restrain the recovery process and vacant of stay orders can facilitate banks too

recover the loan.

About the Nepalese banking system and the level of NPLs, Dhungana forwards,
"In order to make the financial system interrupted, banks should have all the loans
as performing assets i.e. good loans. Good loans and advances are called
performing assets. Banks and financial institutions always try to make them sound,
sustainable, profitable and healthy within the system. Sometimes, unfavorable
internal economic conditions and other discrepancies affect the quality of such
assets, give birth to non-performing loans and ultimately invite the financial crisis.
In Nepalese case, the quality of loans has been deteriorated mostly not because of
the unfavorable economic conditions of the nations but because of the bad
intention of the borrowers. This is because, if we study the defaulted loan files of
the banks we conclude that most of the loans had been defaulted from the long
back when the economic situation was favorable to the borrowers and aso

economy was achieving a higher level of economic growth. If we see the scenario
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of defaulted borrowers, they have not gone repay the loan even they have different
options to pay. If they were serious to repay the loans, they should have liquidate
their personnel assets and cut down the cost for luxurious life in order to repay the
banks debt."

Dhungana's statistical analysis shows that, "The government of Nepal has been
endeavored a lot of efforts to make the Nepalese financial sector heathy and
prudent through various reform initiatives. Despite various efforts within program,
the level of NPL in the Nepalese Banking System has not come down to an
acceptable level. The efforts to date succeeded only to reduce the NPL to some
extent but it is still not sufficient to maintain the health of the desired level. The
level of NPL was around 30 percent in 2003 and is continuously decreasing
thereafter with the implementation of FSRP (Financial Sector Reform Program); it
has decreased to 18.04 percent in July 2005 and 14.22 percent in July 2006."

Further he states that, "If we analyze the share of NPA of the banking system, out
of the total NPL, Rastriya Banijya Bank & Nepal Bank Limited (RBB & NBL)
hold the 60 percent of NPL of the system. Unless and until the NPL of these banks
will not decrease drastically, the NPL of the entire banking system will not come
at the prudent level. While analyzing the NPA portfolio of these two banks, the
severity of problem is increasing the bad category of loan and bad loans with big
borrowers is increasing irrationally. Observing the quantity of non recoverable
loans, banks have begun to write off the loan. It is completely a loss to the banks.
The cost is directly or indirectly is borne by the government as both the banks are
owned by the government. It is clear that if the money from these willful
defaulters will not be recovered, the government will have to inject around Rs. 25

billion from the budget to cover the negative net worth of NBL and RBB.
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Dhungana in his article has pointed the reasons for this higher level of NPL is due
to the two major factorsi.e. Internal & External factors. "First the internal factor
which mainly comprises of weakness of the particular bank or financial institution
in the credit management and oversight deficiencies in this regard. If preventive
measures are applied at the institutional level, the problem of NPLs can be
resolved by the banks themselves to some extent. Similarly, another aspect relate
with the external factors which are beyond control of the banks and financial

institutions.

He further points, deficiencies in risk management and the management oversight
within the banks is the prime problem for these NPLs. This comprises poor
system, poor procedures & the credit culture and lack in policy level. Poor
recovery efforts even the loan is categorized under bad. Lack of supervision by the
bank itself and weak internal controls in the bank, this comprises of weak
supervision & monitoring, lack of reward & punishment system and poor MIS
(Management Information System) to monitor and control. Similarly, lack of
financial discipline in borrowers and poor legidative regime in this system & lack
of bankruptcy law and the lack of judicial support to recover the loans are other
facts for the loan default. Lack of supportive institutions helping to reduce the
NPA: such as lack of assets Management Corporation to manage the distressed
loans, lack of proper training center, lack of commercia bench to deal with the

banking cases, lack of other financial advisory service.

NRB is doing its best to make the financial system pro-active to dea in this
matter. It has initiated various measures to contain the NPL in the desired level.
The activities such as implementation of prudentia regulations, compulsions for
formulation of credit policy guidelines and loan write off procedures, enhancing
blacklisting and credit information system, initiation of risk based supervision,

enforcing new Bank & Financia institution Act, implementation of NRB Act,
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establishment of Debt Recovery Tribunal, launching of compressive financial
sector reform program has contributed a lot to improve the financial system and

financial discipline in this system.

He concludes that, NRB and the government of Nepal have initiated various
measures to control the level of NPL and improving the financial disciplinein the
system under the financial sector reform program. The court has also come up to
with supportive initiatives in these areas now days. But the efforts made to the
date have not seemed adequate to transform the mentality, behavior and practices
in the system. Lastly, the regulators and the supervisors of the financial system
should be responsible in their areas as per act and the efforts initiated by them in
order to prevent the system and to store financia discipline should be supported
and helped by all the related state agencies. It is necessary for building a good
nation, discipline society and prudent & sound financial system (Rastriya Banijya
Bank in 42™ years, 2006:29).

2.4.2 Problems of Debt Recovery in the Gover nmental Banks

Dr. Govind Bahadur Thapa in his article in the annual publication of NRB's 51%
issue writes that the major cause of the financial crisisin the two giant commercial
banks Nepal Bank Limited and Rastriya Banijya Bank no doubt is the inefficiency
in the credit management. This is because of the big corporate house of Nepal
borrowed the loan more than the project or business value and the large portion of
the bank loan had been used to promote their lifestyle & family expenditure. At
the time of repayment of loan, they shown various problems and failure in
business in payment of debt and demanded the interest, tax and total principle
value rebate with the banks and government. In another side, the increasing Maoist
insurgency in the country made a wide trouble ness in recovery process which in

whole created a major problem in recovery of the loan from the defaulters.
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Due to the inefficiency of credit department and management in these two banks,
the level & the ratio of loans and advances increased more than the recovery.
Irresponsibility and unaccountability of the top level management body, top level
authorities and the officers of the bank, the loan has been issued violating the
formal process and rule which create loan recovery process very hard. The World
Bank Report also shows that the bank authorities were also co-operative with the
businessman and the individual in issuing debt as per their demand with out any
provisional approach. As a result, the non-performing loan in these two

governmentally owned banks has increased quite large and reached in crisis.

Further Thapa states; International Monetary Fund (IMF), NRB and the World
Bank (WB) were co-operatively joined their hands to recover the loan and reform
the banks. The borrowers who were intentionally not paying the loan were
blacklisted. The mortgaged properties were brought into the auction process. NRB
sent a proposal to the government to seize the passport of the defaulters. From this,
some of the political parties leaders were aso threatened. That's why, government
did not paid well attention in NRB's proposal and all the efforts made by the IMF,
WB and NRB been paralyzed. As a result, management of these two banks has
been handed to the foreign management team by NRB (Nepal Rastra Bank in 51%
years, 2006:12).

2.4.3 NRB Supervision Process & Method

Surendra Man Pradhan in his article published on the 50" annual issue of NRB has
expresses his ideas about the NRB laws, directives and its implementation by the
commercial banking sector: Prior to the inception of Nepal Rastra Bank Act, 2058,
the supervisory role of Nepal Rastra Bank had been governed by section 23 A of
Nepal Rastra Bank Act 2012 which had vested NRB with al the authority to
ingpect and supervise al the banks & financial institutions operating in the

country. It had authorized NRB to inspect and supervise any financial institutions
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at any time it mandatorily binding upon all the directors, office bearers and
employees of the bank & financia institutions to make available all the

information, reports, and all the documents sought by Nepal Rastra Bank.

Section 22 of the NRB Act, 2058 had also authorized NRB to issue any directives
as regards legalization of money, banking, operation, and credit flotation.
Similarly, penalty provisions under section 32 and 34 of the same Act had
empowered Nepal Rastra Bank to lay down any penalty specified in these
sections. To sum up, here it would be better to mention some issues in brief which
had contributed significantly in making NRB's supervisory functions ineffective in
the past.

1. Regulatory Fragmentation

The banking sector in Nepal had been operating under several laws and suffering
an excessive segmentation that is not conducive to the development of sound
competition across the country. Undue political interferences and excessive
government involvement in the operation of the banking sector had created
adverse effect on the. Development priorities are reflected in many regulations.
Even though interest rate spread had been prevalent. Commercia banks have also
been obliged to go for directed lending. Access to banking services in rural areas
remains concern of the authorities. Hence, these regulations also constrain

effective banking operations.

2. Poor Governance and Transparency Procedures

Good corporate governance principles and transparency practices were almost
non-existents in the past resulting into many instances of conflict of interest,
insider trading and connected lending. Several government bureaucrats and Nepal
Rastra Bank officials, including some involved in banking regulation and

supervision, held positions on bank boards as government as government
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representations. Bank boards had no lending shareholder and most of them lacked
professionalism. Cross holding of the bank shares was aso major concern. The
government and Nepal Rastra Bank in some cases maintain close control over

financial institutions activities and management through its ownership.

3. Poor Banking Culture

A good banking culture was almost non-existent. Prudential regulations did not
require banks to define credit policy and procedures, and only quite a few banks
had established satisfactory internal guidelines. Even if some kinds of financial
analysis were made, credits were not disbursed on the basis of creditworthiness.
Although there were regulations on capital adequacy, income recognition and loan
loss classification and provisioning requirements, they were very much lenient and
compliance status was not closely monitored. The legal framework for land
records and bankruptcy were also inadequate. Court actions against defaulters
used to be delayed and assets liquidations were rarely successful.

4. Limitation on Auditing & Accounting Compliances

Information on operations, performance and status of bank and other financial
institutions or overall transparency of the whole financial system were very
limited. Publishing of financial statements their performances and audit report etc.
were not (and dtill are not in some cases) very regular. The prevailing weak
accounting and auditing practices have aso indicated that the timeliness and
reliability of financial data, particularly of NBL, RBB, NIDC and ADBL/N is
extremely poor (Nepal RastraBank in 50 Y ears, 2004:141).



2.5 Review of the Journal

How Transparent of our Financial I nstitutions?

Reviewing the materials related to the research study, a report published in The
Himalayan Times on 4™ February 2009 issue about the reliability of the Nepalese

commercial banks non-audited and audited financial reports.

Kuber Chalise in hisjournal on THT tried to disclose some great issues regarding
the audited and non-audited reports of commercial banks. Mr. Chalise’s Study
reveals a yawning gap in the profit & loss ratio in the non-audited and audited
financial reports. Chalise states, as there is a popular perception that financial
ingtitutions are transparent than any others, some cookie crumbles have been
found on their non-audited and audited reports. There is found some unwanted
differences and gaps between the audited and non-audited reports. “Instantly there
is a significant 33.49% gap in the non-audited and non-audited accounts of a
renowned bank. As per the non-audited report, the bank is in a question to post a
profit of Rs. 1278.24 million. But the audited report that published around 6
months later reveas that the profit has raked only Rs. 850.16 million. The
difference staged at 33.49%” Chalise codes referring Securities Research Centre
(SRCY) report. Similarly, the report states that one of the commercial bank which
Is preparing for float initial public offerings, has posted a loss in the non-audited
report while the quantum of loss multiplied manifold in its audited one. The bank
has shown a loss of Rs. 135.72 million in its non-audited report where the loss has
climbed up to a whooping of Rs. 272.08 million beating 100.47% variation in its
non-audited and audited report.

Radhesh Pant, President of Nepal Bankers Association (NBA) attributed his
reason of such deviation due to the fundamentals of the of Loan Loss Provision.
Further, he proofed it is due to the reason that at the time of reporting the non-

audited report, the bank thinks that loan is either good or entails to a medium risk.
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But NRB the regulatory body may think it otherwise. And that leads a gaping
holes in the profit sheet. Chalise writes following Mr. Pant.

According to the NRB provision, al the financia ingtitutions are obliged to
publish their non-audited balance sheet immediately after the end of the fiscal
year. The move aims to maintain the transparency in the financial players which in
turn helps to control the financial institutions to control the financial institutions.
The study report of Chalise tries to focus out some of the remarkable issues
regarding the financial reports of the commercial banks which in one hand is
aerting al the stakeholders and in another hand has made attention to the
researcher about the limitations of the secondary information used during the

research study.

2.6 Review of the Unpublished Thesis

Shrestha, Sabitri (2003), entitled “Impact and Implementation of NRB guidelines
on Commercial Banks (A Sudy of Nabil Bank Limited and Nepal SBI Bank
Limited)”. Shrestha in her study mentioned that the new directives issued by the
NRB have good impacts in long run more than its bad impacts on the various
aspects. She states "It is seen that the provision has been changed and the
increased provisioning amount has decreased profitability of bank". It is because,
the loan exposure has been cut down to customers due to the borrowers limits have
been brought down by the NRB. It results decrease in interest income. Thus
decreasing profitability has pushed lesser dividends to shareholders. As well,
change in the single borrowers limits, all the commercial banks have to increase

their core capital which will increase the expenses.

A part from all these bad impacts, NRB directives are successful in long term to
protect the banks from bad loan which will protect the bank from bankruptcy as

well as protect the deposits of depositors. Similarly, the accounting policy adopted
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by NRB will help to win the trust of concerned people such like shareholders,
depositors and employees etc. because of making it transparent, fair and true
picture of business. She concludes, though the prudential directives issued by the
NRB has cut down the profitability if the banks, the directives are very successful
in pushing the banks towards financial prosper .Also she recommend, to offset the
decreased profit of the bank, banks should adopt new technology, search other fee

based business opportunities and must not depend only on interest income.

Shrestha, Niva (2004), entitled “A study on Non Performing Loan and Loan Loss
Provisioning of Commercial Banks with reference to NBL, NABIL, SCBNL”. Main
objectives of her study are to find out the proportions of non-performing loan,
relationship between loan & loan loss provisioning and loan loss provisioning &
profitability, factors that affects to accumulate the non-performing loans in
selected banks. A brief problem and conclusion with recommendations made in

her thesis are as follows:

She has pointed out the problems of commercial banks as "Commercial Banks
[financial institutions in Nepal have been facing several policies and guidelines of
NRB, political instability, security problem, poor information system, over
liquidity caused by the lack of good lending opportunities, increasing non-
performing loan etc. In the present Nepalese banks are facing problem of
increasing NPA, more amount have to be allocated for loan loss provisioning”.
She further states, "Ineffective credit policies, political pressure to lend to
uncreditworthy borrowers, overvaluation of collateral are the major causes of

mounting non-performing assets in government owned banks."

She suggest that resolve the NPAs problems immediate remedial action for the
recovering bad debts and hiring Assets Management Company, exploring the new

areas of investment, more caution to taken while granting loans, efficient and
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professional credit appraisal, strictly follow the NRB directives and effective &
efficient stringent of NRB and Credit Information Bureau (CIB).

Bhattarai, Shama (2005), entitled “Implementation of Directives issued by NRB:
A Comparative Study of Nepal SBlI Bank and NB Bank Limited”. Bhattarai in her
study aims to find out the applicability and implementation process of NRB
directives by the selected banks to examine the norms and the standards laid down
by the NRB relating to the Loan Classification and Provisioning, to examine

monitoring of implementation of the directives by NRB.

She found that the directives issued by NRB will lead the banks to a strong and
healthy financial health. Both the banks will be able to withstand tough economic
situations in the future with the adequate capital and provision for losses. She
forwards though the directives will bring down the profitability of the bank they,
however will help strengthen the bank's financial position, and help win the trust
of the shareholders, depositors, employees by making the business more
transparent and fair. Ultimately, the changes in the directives will bring prosperity
not only to the shareholders but also to the depositors, the employees and the

economy of the country as well.

She concludes with her opinion that the directives issued by the NRB themselves
are very strong to monitor and regulate the financial system of Nepal but they will
be worthless until & unless they are properly implemented and examined. The
directives issued by NRB should not be for the issuing them but a proper home
works need to be done to combat the problems associated with the directives.
Beside, the directives should not be issued just to meet the international standards

rather they should be applicable in the context of the country.
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Manandhar, Sunil (2006), entitled “Impact & Implementation of NRB Directives
on Commercial Banks in respect to NBL, NABIL and RBB”. In his study report
tried to find out the effects of the prudential directivesissued by NRB to the CB's
and their implementation. He has concluded both the negative and positive facts of
NRB directives. He concludes that, NRB directives are successful in making the
financial system healthy and stronger in the long run. These directives have been
able to protect the banking sector from bankruptcy. As well NRB directives are
not only bringing prosperity to the banks but also to its shareholders, depositors,
employees and aso to the economy of the country as awhole. As Nepal is looking
for entering to the WTO, and the regional economic integration, adaptation of
international standards in the banking industry will make it efficient & competitive

with the international banks.

Besides all these positive facts, the NRB prudential directives have some negative
aspects also. Since Nepal is a developing country and has small market where
banking history is not so old, adaptation of the international standards is not
suitable and will be hard for compliance of international level norms. Strict
disbursement of loan will reduce credit and as a result interest income will be
affected. As well higher the portion of loan & advances results higher the level of
loan loss provision which would lead to get less return. As well increase in the
operational procedures of the bank will increase the operational cost of the bank.

Revision and frequent changes in directives leads to inefficient management.

He concludes, since for every topic there is always positive and negative aspects,
one should adopt its positive aspect and well negative aspect should be considered
and focused on how to take more benefit from it and for this we have to

concentrate on implementation part.
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Yadav, Ujjwal (2007), in his thesis entitled "A Case Sudy on Non Performing Assets-
with special reference to Nepal Bank Limited and Rastriya Bank Limited” aims his
objectives to specify general reasons of NPA in NBL and RBB and NBL, point out
effectiveness of financial reform program in NBL and RBB and recommend to

overcome the problems of two banks regarding the NPA's.

The share of RBB and NBL in the assets and liabilities of he banking sector is around
50%, comparative efficiency of both of these bank is not well. He focuses that the
situation of deposit mobilization of NBL and RBB was focusing to the quality of loan
rather than in the volume of loan. Both the financia institution are able to reduce the
level of huge level of NPL to minimum level. Similarly, after the implementation of the
financial sector reform program NBL and RBB are able to earn profit from the 2061/062.
Further credit financia indicators of these banks seems irrelevant in comparison to NRB
standard. Also, various acts and regulations are enacted for the financial sector reform
program but the implementation of policies and directives like directed sector credit is
insufficient.

Barahi, Mila (2008), entitled “A Comparative Sudy on NRB Directives & its
implementation in Nepalese Commercial Bank "A Case study of Everest Bank Limited,
Nepal Bangladesh Bank and Lumbini Bank Limited) revealed that Everest Bank had risk
averse attitude of the management or they have policy of investing low in the risky assets
i.e. loan and advances as compared to NBBL and LBL because the loan and advances to
total asset ratio of LBL, NBBL and EBL during the study period was appeared to be
52.3%, 47%, and 29.34% respectively. The EBL has higher proportion of the investment
in risk free or nominally risky asset like treasury hills, National saving bonds. Similarly,
the loans and advances to total deposit ratio of NBBL, LBL and EBL during the study
period was found to be 57.63%, 56.35%, and 35.94% respectively. It indicates that EBL
has the most consistent and variability during the study period where as the NBBL has
the higher consistent and variability as comparison to other two banks. LBL has the

moderate level of consistent and variability.
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Total loan of NBBL, LBL and EBL was found to be performing loan. Not only the public
sector bank, even private sector bank like NBBL has higher proportion of non-
performing loan. However, in recent years NBBL has shown significant decrement in
non-performing asset, which are the result of effective bank credit management and its
efforts of recovering bad debts through the recovery of establishment of recovery cell.

2.7 Research Gap

Non-Performing Loan has been a very important issue for the entire banking industry in
Nepal. Banking sector is backed by the hundreds of research studies but most of the
research studies have conducted on the financial performance, dividend policy and in the
area of risk and return. Very few studies are related to the Non-Performing Loan and
Loan Loss Provisioning of the commercia banks. Going through the material related to
the Non-Performing Loan, most of the research studies have found discussing the Non-
Performing Loan of the two big government owned banks i.e. Rastriya Banijya Bank and
Nepal Bank Limited. It is real fact that these two giant banks carry a huge amount of
Non-Performing Loan but the studies done over these banks only couldn’t reflect the true
picture of overall commercial banks of Nepal. Hence researcher has attempted to fill this
research gap by taking reference to Nepal Bank Limited, Nabil Bank Limited, Lumbini
Bank Limited, Standard Chartered Bank Limited, Nepal Industrial and Commercial Bank
and Nepal Bangladesh Bank.

Keeping this in mind, researcher of this study entitle "Impacts and Implementation of
NRB Directives on Non-Performing Loan" has tried to make a comparative analysis of
three Nepalese localy promoted banks (including one from government owned) and
three joint venture banks. Primary objective of this study is taken to find out the impacts
and implementation procedures of NRB directives on NPL comparatively among the
sample bank. This study also aims to provide the present issues, information and scenario
regarding NPL in the Nepal ese banking industry.
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CHAPTER-III
RESEARCH METHODOLOGY

Research Methodology refers to the combination of the elements of task of the
overall research study. Research Methodology consists of, research design,

population & sample, nature & sources of data.

3.1 Research Design

Research design is the overall framework of the activities to be undertaken for the
course of research study. It is a strategy for the research work. It guides about the
collection and analysis of data, the research instruments to be employ and the
sampling plan to be followed. The research design describes about the general
work plan for collection, interpretation, analysis and the evaluation of collected

data. It isthe core integrated system that is employed for overall research work.

3.2 Population & Sample

Population & sample are the completely very necessary terms in research work.
Population, in research is the entire group of whole items in selected industry.
Population may be in finite or infinite. Twenty three Nepalese commercia banks

presented in the introduction chapter is the population for this study and isfinite.

In every case, study of each and every unit of population could not be carried out.
Hence, only selected numbers are carried to study the problem of the whole
industry is known as sample. Out of twenty three banks, only six are selected for
the study of problem is sample for this study. These six items are selected in this
manner that could help in achieving a comparative analysis. Meaning that, out of
twenty three commercial banks, banks with the higher portion of NPL and the

banks with the lower portion of NPL are selected for the comparative study.
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Therefore, rather than random it may be purposive sampling. Selected six
commercial banks are as follows:

= Nepal Bank Limited

= Nabil Bank Limited

= Lumbini Bank Limited

» Standard Chartered Bank Nepal Limited

» Nepal Industrial & Commercial Bank

» Nepal Bangladesh Bank

3.3 Nature & Sources of Data

The research study is primarily based on the already published data i.e. secondary
data collected. But during the study, primary data are also referred. This research
study specialy comprises the secondary data for the overall study and anaysis.
Necessary secondary data has been collected through the following various

Sources.

=  Annual reports, brochures and newsletters of the selected banks
= Articles published in news papers, journals and souvenirs

= NRB guidelines, acts and laws

»  Unpublished thesis and reports

= Bank websites and other related websites

3.4 Period of the Resear ch Study

This study is done with the collection, analysis & evauation of the five
consecutive year's data of six commercial banks viz. Nepal Bank Limited,
Lumbini Bank Limited, Nabil Bank Limited, Standard Chartered Bank Limited,
Nepal Industrial & Commercial Bank and Nepal Bangladesh Bank. Meaning that,
this study coversits findings from 2004 July to 2008 July.
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3.5Method of Data Analysis

The necessary data collected from the different sources are presented and analyzed
systematically. Data are presented ssmply and understood able pattern through
different charts, diagrams, graphs & tables. For the purpose of anaysis of
collected data, appropriate mathematical, financial as well as statistical tools have
been used where necessary. Data are analyzed through Ratio Analysis. Credit
Deposit Ratio, Non-performing loan to total loans & advances, Provision held to
non-performing loan, Loan loss provision to total loan & advances. Statistical
Analysis. Correlation Analysis, Probable Error, Coefficient of Determination.

3.5.1 Financial Tools

Financial analysis is the process of identifying the financial strength and weakness
of afirm by properly establishing relationship between the items of the financial
statements. To evaluate the financial condition and performance of the bank, a
financial analyst needs some yardsticks. The yardsticks frequently used are the
ratios and index relating two pieces of financial data. Analysis and the
interpretation of the various ratios should give experienced, skilled analyst and a
better understanding of the financial condition and performance of the firm than

they would obtain from the analysis of the financial data alone.

3.5.1.1 Credit Deposit Ratio

The core function of the bank is to mobilize its public deposit effectively so that
the deposited money of customers is provided security as well increase the
profitability of the bank. Credit Deposit Ratio (CDR) is the parameter that reflects
the efficiency of bank in term of mobilization of available deposit effectively.
Mathematically, Credit Deposit ratio is calculated by dividing total loans and
advances by total deposit figure. Greater the CD ratio implies the greater

utilization of total deposits and better earning and vice-versa.

Total Loan and Advances

Credit Deposit Ratio= Total Deposits
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3.5.1.2NPL to Total Loan & Advances

This ratio shows the quality of debts or assets in the form of loan & advances. The
NPL to total loan & advances ratio is the mathematical proportion of NPL to the
total loan & advances. Hence lower the ratio is preferred. In real, there is not any
standard about this ratio but as per the international standard 5 % is allowed. In the
context of Nepal, 10% is acceptable.

Non—Performing Loan

NPL to Total Loan & Advances = Tatal toan and ASvances

3.5.1.3 Provision Held to NPL

Provision held to NPL is the proportion of volume held for the NPL of the bank.
Provision for the NPL means the cushioned amount by the bank to safeguard the
possible losses in future. Meaning that higher the portion signifies that the banks
are safeguards against future contingencies and in another side it may reduce the
efficiency of operation as well profit of the bank. Although higher the ratio refers
better the financial strength of the bank.

Loan Loss Provision

Provision Held to NPL =

Non—Pertforming Loan

3.5.1.4 Loan LossProvision to Total Loan & Advances

Loan loss provision indicates the cushion against the future risk created by the
defaulters in the payments of loan & advances. Indirectly, this ratio describes the
guality of assets in the form of Total Loan & Advances that a bank is holding.
Since, as per the directives issued by NRB high provision should made for the
NPL, the higher volume of provisioned amount implies increasing Non-
Performing Loan. Similarly, lower the provisioned amount implies lower amount
of NPL and accordingly good quality of loan & advances. So, lower ratio is
preferred.

Lioan Loss Provision

Loan Loss Provision to Total Loan & Advances=

l'otal Loan and Advances
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3.5.2 Statistical Tools

Statistical analysisis one of the particular languages, which describes the data and
makes possible to talk about the relations and the differences of the variables.
Statistical tools are the mathematical techniques used to analyze, communicate

and interpret the numerical parts of the data.

3.5.2.1 Correlation Coefficient

Correlation coefficient refers to the degree of relationship existing between the
two variables. The value of correlation coefficient determines the associations
between the dependent and independent variables. It is the geometric mean of the
two regression coefficients. When the change in the value of one variable is
accompanied by the change in another variable, then the variables are said to be
correlated. Meaning that, increase and decrease in one variable cause increase or
decrease in another variable, then such variables are said to be correlated. The
value of correlation coefficient is denoted by 'r'. The value of 'r' describes only the
degree of relationship but it does not explain about the cause and effects of the
relationship.

There are various techniques of calculating the value of correlation coefficient.
Among the different techniques, Karl Pearson's coefficient of correlation is widely
used. Following types of correlation coefficient are calculated for this study
applying the Karl Pearson's techniques.
= Correlation coefficient between the Total Loan & Advances and Non-
Performing Loan.
= Correlation coefficient between the NPL and Total Loan & Advances.

=  Correlation coefficient between Loan Loss Provision and Total NPL.

Correlation Coefficient =

A X B Y e} vs
yRLXF=03 )5 n L ys=( Ly

46



3.5.2.2 Probable Error

Probable error is the mathematical expression that helps to judge the reliability and
significance of the value of coefficient of correlation. It is denoted by P. Er. If the
value of correlation is greater than six times of the value of the Probable Error,
then the obtained correlation coefficient is significant. If it is not, then it is said to
be insignificant and there is chance of correlation.

Probable Error = 0.6745 x =

T
‘.H

3.5.3 Diagrammatic and Graphical Presentation

Collected data are presented through different charts and diagrams. These are the
visual aids that give a bird eye view of a given sets of numerical data. Diagrams
and charts are presented here so that the collected data could be read in a smple
and readily manner. Lots of Bar Diagrams, Histograms, and Trend Liners are used

for the presentation and analysis of the data.
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CHAPTER-IV
DATA PRESENTATION AND ANALYSIS

This chapter deals with the analysis and interpretation of the data into the
understandable format that are collected for the purpose of the study. The data
were tabulated and kept in sequential order according to the purpose of the study.
Data collected are analyzed on the basis of financial and statistical tools supported
by the diagrams and graphs. Findings, conclusions and the necessary

recommendations obtained from the analysis are presented in the next chapter.

4.1 Financial Analysis

Financia analysisisthe process of identifying the financial strength and weakness
of afirm by properly establishing relationship between the items of the financial
statements. Analysis and the interpretation of the various ratios should give
experienced, skilled analyst and a better understanding of the financial condition
and performance of the firm than they would obtain from the analysis of the

financial data alone.

4.1.1 Credit Deposit Ratio

Credit Deposit Ratio is calculated as total loans & advances to total deposit ratio.
Banks receive fund as deposits from the public so that to mobilize it in terms of
loans & advances to generate the interest as income. It is the ratio that measures
the banks efficiency in mobilizing deposit collected from public. In another word,
CD ratio is the fundamental parameter to ascertain fund deployment efficiency of
commercial banks. Greater the CD ratio implies better the mobilization of deposits

and vice-versa. Hence, higher theratio is preferred.

4.1.2 Non-Performing Loan to Total Loan & Advances
As per the directives issued by the NRB, commercial banks should classify their

loan in terms of pass loan, substandard loan, doubtful loan and loss loan. Hence,

48



the loans falling in the category of substandard, doubtful and the loss loan are
considered as non-performing loan. Increase in the NPL results higher volume of
loan loss provision and of course deduction in the banks profit. That’s why, NPL
could not only affect the banking operation but also it has serious implication in
the economic performance of the country. Thisratio NPL to total loan & advances
implies the proportion of the NPL in the banks loan portfolio. Meaning that,
higher the ratio represents higher portion of NPL and vice-versa. Hence, lower the
ratio preferred the best.

4.1.3Loan LossProvision to Loan & Advances

This ratio is often known as loan Loss Ratio. Loan loss provision is the amount
cushioned against the future contingencies created by the default of the borrowers
in the payment of loans and ensures continual solvency of the banks. As per the
directives issued by the NRB, commercial banks should create loan loss provision
according to their category to offset the possible future losses. Hence, this ratio
implies the portion of the LLP in terms of total loans & advances. Since high
provision has to be made for the NPL, higher the ration reflects increasing level of
NPL in the total loan portfolio and lower the ratio implies the good quality of
loans & advances.

4.1.4 Provision Held to Non-Performing L oan

The ratio provision held to NPL determines proportion of loan loss provision
created to offset the possible losses of NPL. The ratio measures up to what extent
is the risk inherent in the NPL is covered by the total loan loss provision. Higher
the ratio signifies the banks are clearly safeguarded against the future
contingencies that may create due to the NPL. In other side it also indicates the
more risky assets. Hence, higher the ratio better is the financial strength of the
bank.
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The following tables represents the status of Total Deposits, Tota Loans &

Advances, Performing Loan, Non-Performing Loan, Loan Loss Provision, their

Ratios followed by their mean value, S.D. and C.V. respectively of the sample
banks viz. Nepal Bank Limited, Nabil Bank Limited, Standard Chartered Bank
Nepal Limited, Lumbini Bank Limited, Nepa Industrial & Commercial Bank
Limited and Nepal Bangladesh Bank Limited from table 4.1 to table 4.6 for the

year 2004 to 2008.
Table4.1
Status of Total Deposit, Loans & Advances, NPL & LLP of Nepal Bank Ltd.
(in 000)
Particulars 2004 2005 2006 2007 2008 Mean | SD. | C.V.
Total Deposit 36289.00 | 34744.00 | 35445.00 | 39014.00 | 43045.00
Total Loans & Advances 17938.00 | 16867.00 | 12441.00 | 13756.00 | 18780.00
Performing Loan 8297.92 | 8494.89 | 10178.76 | 11899.96 | 16643.25
Non-Performing Loan 9640.08 | 8372.11 | 2262.24 | 1856.04 | 2136.75
Substandard Loan 102.90 80.54 46.80 17.24 22.50
Doubtful Loan 189.08 109.35 87.94 29.85 34.25
LossLoan 9348.10 | 8182.22 | 2127.50 | 1808.95 | 2080.00
Loan Loss Provision 9697.59 | 8539.22 | 2685.38 | 2698.14 | 3103.20
LLPfor Pass Loan 210.34 260.55 483.67 868.57 996.20
LLP for Substandard Loan 40.33 30.86 13.15 5.50 8.34
LLP for Doubtful Loan 98.82 65.59 61.08 1511 18.36
LLPfor Loss Loan 9348.10 | 8182.22 | 2127.48 | 1808.96 | 2080.30
Provision Maintained (%)
Pass Loan 2.53 3.07 4.75 7.30 5.99
Substandard Loan 39.19 38.32 28.10 31.90 37.07
Doubtful Loan 52.26 59.98 69.46 50.62 53.61
Loss Loan 100.00 100.00 100.00 100.00 100.01
Ratios
Total L & A to Total Deposit | 49.43 48.55 35.10 35.26 43.63 42.39 | 6.21 | 0.15
NPLtoTota L & A 53.74 49.64 18.18 13.49 11.38 29.29 | 18.47 | 0.63
LLPtoTotal L & A 54.06 50.63 21.58 19.61 16.52 3248 | 16.33| 0.50
LLPto NPL 100.60 102.00 118.70 145.37 14523 | 122.38 | 19.77 | 0.16

Source: Annual Reports
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Looking to the table 4.1 and figure 4.1 of Nepal Bank Limited, banks total loans
and advances and total deposit ratio status seems very week. Bank bears a very
high level of deposit and aternatively its total loans and advancesis in very lower
position (the mean ratio in 5 years come to 42.39%). As well the higher portion of
the loans and advances comes to the part of the non performing loans (it is 53.74%
in 2004). This shows banks week efficiency in making portfolio investment
policy. However, reduction in non performing loan from 53.74% to 11.38% in
forwarded years from 2004 is an appreciable part and also is a good sign of banks
progress. Also, bank has created a very large sum of money (32.48% on an
average) in loan loss provision which is absolutely hampering the profitable
income of the bank.

Figure4.1
Total Loans& Advances, NPL & LLP of Nepal Bank Ltd.

20000 .

18000 1~ &l _

16000 +7
. 14000 + =1
< 12000 "l i
.é 10000 +~ = ® Total Loans & Advances
E 8000 4 i il ® Mon-Performing Loan
® 5000 - g i . |} ~ @ Loan Loss Provision

1065 . | =

<o | HIN A B B Bl

2004 2005 2006 2007 2008
Fiscal Year

On another hand, due to the NRB controlling effectual guidelines, bank is creating
provision and this is the positive fact for implementing the NRB norms. NRB's
guidelines to create the 1%, 25%, 50% and 100% for differently categorized loans
are quietly implemented by bank. Also, bank's LLP position shows bank is fully
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complying the NRB norms for the loan loss provision as more than the NRB

requirements. But, this could not be a good sense from the business perspective.

Figure4.2
Total Deposit and Total Loan& Advances of Nepal Bank Ltd.
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Aswell 15% coefficient of variation on Total Deposit to Total Loan and Advances
shows a very higher level of variation on different years. But the reduction on the
non performing loan from 49.43% to 35.26% is highly appreciable fact for the
bank. This all means bank should try to promote on the loan and advances as per
the rise in total deposit and thus reduction in the consequently. Banks current
42.39% average deposit mobilization cannot be considered as good. And aso
29.29% average NPL to Total Loan and Advances is reflects banks poor financial

situation.
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Table4.2
Total Deposit, Loans & Advances, NPL & LLP of Nabil Bank Ltd.

(in 000)
Particulars 2004 2005 2006 2007 2008 Mean | SD. | C.V.
Total Deposit 14098.00 | 14586.80 | 19348.40 | 23342.30 | 26648.51
Total Loans & Advances | 8548.70 | 10946.70 | 13278.78 | 15903.02 | 18836.33
Performing Loan 8262.01 | 10802.19 | 13096.15 | 15724.73 | 18609.71
Non-Performing Loan 286.69 14451 182.63 178.29 226.62
Substandard Loan 22.14 22.07 62.67 119.70 98.52
Doubtful Loan 65.56 1.94 29.57 14.47 49.9
Loss Loan 198.99 120.50 90.39 44.12 78.2
L oan L oss Provision 358.67 360.57 356.25 357.25 325.99
LLPfor Pass Loan 127.74 235.34 214.31 255.34 186.09
LLP for Substandard Loan 5.14 6.87 42.57 56.64 28.3
LLP for Doubtful Loan 32.38 142 13.90 712 35.2
LLPfor Loss Loan 19341 116.94 85.47 38.15 76.4
Provison Maintained (%)
Pass Loan 1.55 2.18 1.64 1.62 1.00
Substandard Loan 23.22 31.13 67.93 47.32 28.73
Doubtful Loan 49.39 73.20 47.01 49.21 70.54
LossLoan 97.20 97.05 94.56 86.47 97.70
Ratios
Total L & A to Total Deposit  60.64 75.05 68.63 68.13 70.68 68.63 | 4.68 | 0.07
NPLtoTotal L & A 3.35 1.32 1.38 112 1.20 167 | 0.84 | 0.50
LLPtoTotal L & A 4.20 3.29 2.68 2.25 1.73 283 | 0.85 | 0.30
LLPto NPL 12511 24951 195.07 200.38 143.85 | 182.78 | 44.17 | 0.24

Source: Annual Reports

As per the above presented statistical table of Nabil Bank, we see that Nabil's total
loan and advances is come to 68.63% on an average. This means the bank is
employing its limited fund as a loan and advances. Similarly, firm shows very
negligible amount 1.67% on an average on NPL to Total Loan and Advances
refers banks efficiency of making right investment on loan and advances. As well
looking to the average LLP to Total Loan and Advances as 2.83% shows a good
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level of ratio too. Average LLP to NPL as 182.78% shows bank is fully complying

to arrange the loan | oss provision on to offset the possible loan losses.

Figure4.3
Total Loans & Advances, NPL & LLP of Nabil Bank Ltd.
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Also, looking to the other parts of data it is shown that the bank is purely
implementing the NRB norms and policies regarding NPL in terms of creating
loan loss provision for every loan deployed. Accordingly, we see a large sum of
money separated for the non performing loans for the possible losses. But this
should also be analyzed that it is cutting the profitable income of bank. However
the above presented bar diagram represents banks increasing trend of loan and
advances and decreasing level of non performing loan. And these al the
successful result can be the reason of NRB's well designed norms and provisions

regarding loans and non performing loans.



Figure4.4

Total Deposit and Loans & Advances of Nabil Bank Ltd.
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Looking to the last part of table, we see NABIL's very lowest level of variation in
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committed financial parameters of the bank.
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Table4.3

Total Deposit, Loans & Advances, NPL & LLP of
Standard Chartered Bank Nepal Ltd.

(in 000)
Particulars 2004 2005 2006 2007 2008 Mean | S.D. | C.\V.
Total Deposit 21164.40 | 19344.00 | 23050.50 | 24647.02 | 26847.00
Total Loans& Advances | 6693.86 | 8420.90 | 9206.30 | 10790.15 | 13355.00
Performing Loan 6441.66 | 819459 | 9010.37 | 10593.14 | 13135.29
Non-Performing Loan 252.20 226.31 195.93 197.01 219.71
Substandard Loan 0.00 10.44 16.49 16.45 22.36
Doubtful Loan 130.99 104.52 65.61 66.19 76.55
Loss Loan 121.21 111.35 113.83 114.37 120.80
Loan Loss Provision 283.63 277.67 270.86 287.52 318.25
LLPfor Pass Loan 64.42 81.95 90.10 105.93 131.35
LLP for Substandard Loan 0.00 2.61 4.12 412 5.30
LLP for Doubtful Loan 98.00 81.76 62.81 63.10 60.80
LLPfor Loss Loan 121.21 111.35 113.83 114.37 120.80
Provision Maintained (%)
Pass Loan 1.00 1.00 1.00 1.00 1.00
Substandard Loan 25.00 24.98 25.05 241
Doubtful Loan 74.81 78.22 95.73 95.33 79.43
Loss Loan 100.00 100.00 100.00 100.00 100.00
Ratios
Tota L & A to Total Deposit| 31.63 43.53 39.94 43.78 49.74 4172 | 595 | 0.14
NPLtoTotal L & A 3.77 2.69 2.13 1.83 1.65 241 0.76 | 0.32
LLPtoTotal L & A 4.24 3.30 2.94 2.66 2.38 3.10 0.64 | 0.21
LLPto NPL 112.46 122.69 138.24 145.94 14485 | 132.84 | 13.14 | 0.10

Source: Annual Reports

As we go through the above presented financial table of SCBNL, we come to the

point that SCBNL has given highest priority in complying the norms and standard

given by NRB in terms of loan and advances and NPL. An exact creation of LLP,

as per the guidelines prepared by NRB is resulting a higher level of efficiency in

every aspect of the bank.

56




Figure4.5
Total Loans & Advances, NPL & LLP of
Standard Chartered Bank Nepal Ltd.
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Similarly SCBNL's NPL to TLA ratio below 5% shows its efficiency in
maintaining a good standard loan and advances in investment portfolio and thus
eradicating the chances of happening of the bad loans. But the average ratio credit
to total deposit ratio to 41.72% represents its inefficiency in employing the deposit
to the interest earning fields. However, the increasing trend shown on chart is
preferably marking the possibility of investment as a loan and advances. Its
increment to 49.74% from 31.63% on 5 years measures banks 50% increment in

overall base and can be a good symptom of increase in loan and advances.
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Figure 4.6
Total Deposit and Loans & Advances of Standard Chartered Bank Nepal Ltd.
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Looking to the LLP part of SCBNL, it seems that SCBNL is most conscious in
creating the loan loss provisions against possible losses from both the
perspectives- NRB norms and profitability of the bank. SCBNL is separating a
good level of LLP for the possible losses in loan and advances. Its mean ratio of
LLP to Loan and advances as 3.10% is also marking very fewer amounts in
creating the provision. As well, lesser the coefficient of variation is also showing

lesser the variability in financial standards.
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Table4.4
Total Deposit, Loans & Advances, NPL & LLP of NICB

Particulars 2004 2005 2006 2007 2008 Mean | SD. | C.V.
Total Deposit 5146.40 | 6243.30 | 8765.95 | 10068.23 | 12663.00
Total Loans& Advances | 3743.09 | 4909.36 | 6902.13 | 9128.65 | 11008.90
Performing Loan 3596.50 | 4723.93 | 6722.57 | 9027.51 | 10876.60
Non-Performing Loan 14659 | 18543 | 179.56 | 101.14 132.30
Substandard Loan 0.68 45.97 0.65 6.13 8.64
Doubtful Loan 0.19 11.39 7.87 0.93 3.54
Loss Loan 145.72 | 128.07 | 171.04 94.08 120.12
L oan L oss Provision 181.95 | 197.65 | 246.15 | 187.87 235.42
LLP for Pass Loan 35.97 52.39 71.02 91.80 110.80
LLP for Substandard Loan 0.17 11.49 0.16 1.53 2.25
LLP for Doubtful Loan 0.09 570 3.93 0.46 2.25
LLPfor Loss Loan 145.72 | 128.07 | 171.04 94.08 120.12
Provision Maintained (%)
Pass Loan 1.00 1.11 1.06 1.02 1.02
Substandard Loan 25.00 25.00 25.23 25.01 26.04
Doubtful Loan 47.37 50.04 49.94 49.46 63.56
Loss Loan 100.00 | 100.00 | 100.00 | 100.00 100.00
Ratios
Total L & A to Total Deposit| 72.73 78.63 78.74 90.67 86.94 8154 | 6.42 | 0.08
NPLtoTotal L & A 3.92 3.78 2.60 1.11 1.20 2.52 121 | 0.48
LLPtoTotal L & A 4.86 4.03 3.57 2.06 2.14 3.33 1.09 | 0.33
LLPto NPL 12412 | 106.59 | 137.09 | 185.76 17794 | 146.30 | 30.70 | 0.21

Source: Annual Reports

As per the table presented above, NIC Bank shows its better efficiency in terms of

Loan and advances to interest earnable sectors. On an average, 81.54% of the total

deposit of NIC Bank is deployed in the area of loan and advances. Similarly its

very negligible ratio in NPL to total loan and advances shows banks most

remarkable investment efficiency of eradicating the chances of happening of bad

loans. Also, bank's increasing trend of loan and advances and decreasing trend of
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non performing loan from 3.92% to 1.20% in five year summary results a
sustainable and successful investment policy.
Figure4.7
Total Loans & Advances, NPL & LLP of NICB
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As well, Bank is maintaining necessary level of loan loss provision and fully
subscribing the NRB norms and provisions. As per the NRB rule to separate 1%,
25%, 50% and 100 for separately standardized loan categories, NIC Bank is fully
implementing the standard and ratios and is the appreciable fact.
Figure4.8
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Similarly on the other hand, its very lower level of loan loss provision to total loan

& advances ratio (3.33% on an average) is referring banks efficiency to funding

very lower portion in non profitable part. Alternatively, al the ratios of the bank

are showing a good financial position of the bank. Also bank is holding very small

rate of variation in its financial facts which is aso a remarkable part for the

sustainability of the banks better financial future.

Table4.5
Total Deposit, Loans & Advances, NPL & LLP of Nepal Bangladesh Bank Ltd.
(in 000)
Particulars 2004 2005 2006 2007 2008 |Mean | SD. | C.V.
Total Deposit 12747.00 | 12125.00 | 13014.00 | 9385.00 | 11554.00
Total Loans& Advances | 9644.69 | 9626.91 | 8478.77 | 9159.10 | 8320.00
Performing Loan 8602.51 | 7793.96 | 7438.43 | 5941.60 | 6444.00
Non-Performing Loan 1042.18 | 1832.95 | 1040.34 | 3217.50 | 1876.00
Substandard Loan 127.93 120.63 109.20 | 86.45 | 105.30
Doubtful Loan 168.58 160.78 196.58 | 132.90 | 156.20
Loss Loan 745.67 | 155154 | 73456 |2998.15| 1614.50
L oan Loss Provision 995.96 | 1839.23 | 994.10 | 3199.15| 1788.59
LLP for Pass Loan 144.03 194.94 133.89 | 131.09 70.50
LLP for Substandard Loan 31.98 30.16 27.40 21.61 26.38
LLP for Doubtful Loan 84.28 80.39 98.25 66.45 77.21
LLP for Loss Loan 735.67 | 1533.74 | 734.56 |2980.00 | 1614.50
Provison Maintained (%)
Pass Loan 1.67 2.50 1.80 221 1.09
Substandard Loan 25.00 25.00 25.09 25.00 25.05
Doubtful Loan 49.99 50.00 49.98 50.00 49.43
Loss Loan 98.66 98.85 100.00 | 99.39 100.00
Ratios
Total L & A to Total Deposit | 75.66 79.40 65.15 97.59 7201 | 77.96 | 10.88 | 0.14
NPL to Total L & A 10.81 19.04 12.27 35.13 2255 | 1996 | 8.72 | 0.44
LLPtoTotal L & A 10.33 19.11 11.72 34.93 2150 | 1952 | 8.80 | 0.45
LLPto NPL 95.57 100.34 95.56 99.43 9534 | 97.25| 2.18 | 0.02

Source: Annual Reports
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As we look on the above presented table containing the financial statements of
NBBL, the table shows the increasing trend of NPL in its loan and advances
portfolio. NBBL’s NPL figure in 2004 is 10.81% which is rised to 35.13% in 2007
and 22.55% also in 2008. In the total NPL figure in 2008, around 70% of loan is
loss loan. Similarly, looking on the loan loss provision part, bank’s a large sum of
profitable income has been provisioned to cushion against the loans and advances.
In 2007, Rs. 3199.15 million has been cut down from the net profit of the bank
due to the cushion against the loan and advances.

Figure4.9
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However, as per NRB's effectual undertaking to the banks management helped to
cut down the loss loan level to bottom comparing to the previous year in 2008. On
the deposit mobilization side of the financial statement, NBBL’s overall deposit
deployment towards loan and advances is satisfactory but availability of the large
sum of non-performing loan in total loan portfolio, the quality of loan of NBBL is
very small. Most of the loan has been defaulted and hence the financially the
weaker the position of the bank. The diagram presented below also shows the very
increasing trend of NPL and LLP but decreasing trend of Total loan of the NBBL.
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Figure4.10
Total Deposit Loans & Advances of Nepal Bangladesh Bank
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Looking to the implementation part of NRB prudentia directives, bank is fully
complying the norms and standard of the NRB. Loan has been categorized into the
suggested format and necessary loan loss provision also has been created to
defense the possible loan losses as per the NRB provision. Loss loan has been
secured by LLP by 100% in all the years and all other loan aso has been
cushioned by their respective requirements. It’s average NPL to TLA figure is
19.52% shows NBBL’s incapability in recovering its bad debts. So, necessary

efforts to be implemented to overcome this chronic problem.
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Table 4.6
Total Deposit, Loans & Advances, NPL & LLP of Lumbini Bank Ltd.

(in 000)
Particulars 2004 2005 2006 2007 2008 | Mean | SD. | C.V.
Total Deposit 3777.60 | 4029.50 | 4786.50 | 6024.60 | 7655.00
Total Loans & Advances 3222.75 | 3685.14 | 4321.59 | 4944.50 | 5828.00
Performing Loan 2985.45 | 3124.00 | 2982.35 | 3937.46 | 4556.01
Non-Performing Loan 237.30 | 561.14 | 1339.24 | 1007.04 | 1271.99
Substandard Loan 16.64 59.58 52.43 42.85 48.89
Doubtful Loan 43.88 | 100.91 26.56 23.42 | 129.30
Loss Loan 176.78 | 400.65 | 1260.25 | 940.77 | 1093.80
Loan Loss Provision 242.35| 517.41 | 1337.60 | 1103.81 | 1615.84
LLP for Pass Loan 40.59 58.52 5473 | 14352 | 452.24
LLP for Substandard Loan 3.92 14.09 12.69 10.71 12.50
LLP for Doubtful Loan 22.46 48.15 13.00 11.71 70.20
LLPfor Loss Loan 175.38 | 396.65 | 1257.18 | 937.87 | 1080.90
Provision Maintained (%)
Pass Loan 1.36 1.87 1.84 3.64 9.93
Substandard Loan 23.56 23.65 24.20 25.00 25.57
Doubtful Loan 51.19 47.72 48.95 50.00 54.29
Loss Loan 990.21 99.00 99.76 99.69 98.82
Ratios
Total L & A to Total Deposit 85.31 91.45 90.29 82.07 76.13 | 85.05| 5.60| 0.07
NPLtoTotal L & A 7.36 15.23 30.99 20.37 2183 | 19.15| 7.79| 041
LLPtoTotal L & A 7.52 14.04 30.95 22.32 2773 | 2051 | 8.66 | 0.42
LLPto NPL 102.13 92.21 99.88 | 109.61 | 127.03 | 106.17 | 11.82 | 0.11

Source: Annual Reports

The data of Lumbini Bank presented above shows a good level of deposit
mobilization by the bank in interest earnable areas. Its overall investment on loan
and advances is greater than the 85% of deposit in every year which it self
describes a good level of deposit mobilization. However, banks increasing trend of

non performing loan shows banks inefficiency in making good investment policy
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and incapability of recovering the invested amount. The level of Non Performing
Loan in 2004 is 7.36% where it has increased to 21.83% in year 2008. Similarly,
bank is in compulsion of creating higher level of LLP to cover the deployed loan
and advances. And that results reduction in the operating profit of the bank. On
another side, banks credible image has been reducing due to the increasing level of
non performing loan.

Figure4.11
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On implementation part of NRB prudential directives, bank is highly sensitive in
creating the necessary loan loss provision to cushion the probable losses. LBL has
clearly maintained the necessary |oan loss provision against every type of loans as
per the requirement given by provided by NRB. Similarly, loans and advances has
been categorized as per the NRB standards basing the age of the loan sanctioned.
Looking to the CV and mean values of the banks financial statements, the values
reply the consistency inits financial position.
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Figure4.12
Total Loans & Advances, NPL & LLP of Lumbini Bank Ltd.
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The above presented chart also shows that LBL is fully reaching the increasing
trend of Loan and advances but continuously NPL portion of the bank is also
increasing. As well bank is serious in complying the NRB norms and standards
regarding the Non Performing Loans and Loan Loss Provision. But recovery of

loaned amount is highly recommended.

4.2 Statistical Tools

Statistical analysis is one of the particular languages, which describes the data and
makes possible to talk about the relations and the differences of the variables.
Statistical tools are the mathematical techniques used to analyze, communicate
and interpret the numerical parts of the data.

4.2.1 Correlation Coefficient
Correlation coefficient refers to the degree of relationship existing between the

two variables. The value of correlation coefficient determines the associations
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between the dependent and independent variables. When the change in the value
of one variable is accompanied by the change in another variable, then the
variables are said to be correlated. There are various techniques of calculating the
value of correlation coefficient. Among the different techniques, Karl Pearson's
coefficient of correlation is widely used which lies between -1 and +1 i.e. -1<=r
=>1. It isjudged as perfectly positively correlated for +1 and perfectly negatively
correlated for -1. Following types of correlation coefficient are calculated for this

study applying the Karl Pearson's techniques.

= Correlation coefficient between the Total Loan & Advances and Non-
Performing Loan.

= Correlation coefficient between the Loan Loss Provision and Total Loan &
Advances

= Correlation coefficient between Loan Loss Provision and Non-Performing

Loan.

4.2.1.1 Correlation Coefficient between the Total Loan & Advances and Non-
Performing Loan

The correlation coefficient between Non-Performing Loan and the Loans &

advances describes the entire relationship between NPL and Loans & Advancesin

terms of dependency of NPL in Loan & Advances. This correlation coefficient

measures how a unit change in Loans & Advances affects the NPL. Here NPL is

the dependent variable and Loans & Advancesis the independent variable.

Table4.7

Correlation Coefficient & Probable Error of NPL and Loans & Advances

Banks Corr. Coeff Result P.Er | 6*P.Er Result
NBL 0.95 Highly +ve corr. 0.03 0.20 Significant
NABIL -0.70 -vely correlated 0.17 1.03 Insignificant
SCBNL -0.92 Highly -ve corr. 0.05 0.31 Insignificant
NICB -0.46 -vely correlated 0.27 1.60 Insignificant
LBL 0.86 +vely correlated 0.09 0.53 Significant
NBBL 0.05 +vely correlated 0.34 2.02 Significant
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Source: Appendix

The above presented table exhibits the correlation coefficients and the probable
error and their meaning of relationship between the NPL and TLA. The table
shows NBL, LBL and NBBL have positive correlation where rest three have the
negative one. NBL has the highest correlation coefficients 0.95, amongst the banks
and also its value is greater than the value of 6 times of the Probable Error. Hence
the correlation coefficient is said to be significant and reliable. Similarly, LBL and
NBBL aso have positive correlation 0.86 and 0.05 respectively and aso the value
Is greater than the value of six times Probable Error. Hence, LBL and the NBBL
also have significant and reliable correlation coefficient. SCBNL has the lowest
correlation coefficients -0.92 and that is less than of its value of the probable error.
Hence the correlation coefficients is said to be insignificant and non reliable.
Similarly, rest NABIL and NICB also have their correlation coefficient -0.70 and -
0.92 and the value is less than the value of probable error and hence the correlation
coefficient of these bank is insignificant and non reliable. Principally, as SCBNL
has the lowest correlation coefficient, it bears the lowest portion of NPL and NBL
holds the highest portion of NPL as it bears highest correlation coefficient.
Similarly as SCBNL, NABIL and NICB have the insignificant correlation
coefficient, there is no chance of the dependency of the NPL in its Total loan and
advances. And aternatively, NBL, LBL and NBBL have the dependency of the

NPL inits Total loan and advances.

4.2.1.2 Correlation Coefficient between the Loan Loss Provision and Total
Loan & Advances

This correlation coefficient describes about the degree of relationship between

Loan Loss Provision and Total Loans & Advances. Hence, LLP is the dependent

variable and is assumed to depend upon the independent variable Total Loans &

Advances. The main objective of computing correlation coefficient between these

two variables is to find out whether the LLP is significantly correlated to loan &
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advances. How a change in one unit of loans & advances effects the change in
LLP is measured by this correlation coefficient. Hence through this comparison,

we can find out changes taken place in LLP with every change in loans &

advances.
Table4.8
Correlation Coefficient & Probable Error of LLP and Total Loan and Advances
Banks Corr Coeff Result P.Er | 6*P.Er Result
NBL 0.97 Highly +ve corr. 0.02 0.12 Significant
NABIL 0.57 -vely correlated 0.23 1.37 Significant
SCBNL 0.37 +vely correlated 0.29 1.75 Significant
NICB 0.37 +vely correlated 0.29 1.75 Significant
LBL 0.91 Highly +ve corr. 0.06 0.35 Significant
NBBL 0.06 +vely correlated 0.34 2.02 Insignificant

Source: Appendix

Above table exhibits the value of correlation coefficient and Probable Error along
with their meaning of relationship of the sample banks regarding total loans and
LLP. Out of the 6 sample banks, NBL has the highest correlation coefficient 0.99
greater than the 6 times value of its probable error. Hence the correlation
coefficient is said to be significant and reliable. In other words, this reflects that
there is chance of dependency of between the variables of NBL that means LLP is
increasing as per therise in the Total loan and advances. Similarly NICB and LBL
aso have their positive correlation coefficient 0.37 and 0.91 and the values of
correlation coefficient of these banks are greater than the value of 6 times of the
probable error. Hence, the correlation coefficient of these banks are said to be
significant and reliable means there is chance of dependency of the LLP in terms
of Tota loan and advances.

On the other hand, NBBL has correlation coefficient 0.06 and is less than the
probable error. Hence, the correlation coefficient is said to be insignificant and
non reliable. Similarly, SCBNL and NICB have their correlation coefficient
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greater than the value of probable error is also significant and reliable. Principally,
there is dependency of LLP in terms of Total loan and advances of these banks.
Also, as NBL entails the highest correlation coefficient amongst the sample bank,
it holds the greatest portion of LLP in its financial statements. Alternatively, as
NABIL has the smallest correlation coefficient, it bears lowest level of LLP inits
financial statements. LBL and NBBL also have their LLP greater in comparing to
the NICB and SCBNL.

4.2.1.3 Correlation coefficient between Loan Loss Provision and Total NPL
As we have already discussed that the Loan Loss Provision is depends upon the
Non-Performing Loan, i.e. higher the NPL will results possibility of higher level
of LLP. This correlation coefficient describes the degree of relationship between
LLP & NPL whether they are significantly correlated or not. Here LLP is the
dependent variable and NPL is the independent variable. A unit change in NPL

remains how long change in LLP is measured by this correlation coefficient.

Table4.9
Correlation Coefficient & ProbableError of LLP and NPL
Banks Corr coeff Result P.Er | 6*P. Er Result
NBL 0.99 Highly +ve corr. 0.01 0.04 | Significant
NABIL 0.84 -vely correlated 0.10 0.60 | Significant
SCBNL 0.97 +vely correlated 0.02 0.12 | Significant
NICB 0.93 +vely correlated 0.05 0.27 | Significant
LBL 0.99 Highly +ve corr. 0.01 0.04 | Significant
NBBL 1.00 +vely correlated 0.00 0.00 | Significant

Source: Appendix

The above presented table shows the value of correlation coefficient and probable
error and the meaning of the relationship between the NPL & LLP of the sample
banks. In other words it helps in determining the dependency of the LLP over
NPL. As presented, NBL, LBL and NBBL have highly positive correlation
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coefficient 0.99, 0.99 and 1.00 respectively and their value of correlation
coefficient are also greater than the value of probable error. Hence the correlation
coefficient is said to be significant and non reliable. NBL has the highest
correlation coefficient that shows there is dependency of the LLP over NPL. Other
LBL and NBBL also results the same. Accordingly, NICB aso has the positive
correlation coefficient and the value is greater than the value of 6 times of the
value of its probable error. This shows the correlation coefficient of NBBL is also
significant and reliable. As NABIL has the lowest correlation coefficient and the
value is also lesser than the value of probable error, its correlation coefficient is
said to be insignificant and non reliable. This means there is no dependency of
LLP over its NPL. NABIL's lowest correlation coefficient also refers it has lowest
level of LLP over NPL amongst the sample banks. Alternatively NBL's highest
correlation coefficient refers the greatest level of LLP over NPL amongst the
sample bank comparing to others. As well SCBNL and NICB entail lesser LLP
comparing to LBL and NBBL.

4.3 Theoretical Analysis of the Implementation of NRB Directives

4.3.1 Implementation Part of the NRB Directives

As stated earlier, in order to streamline the Banking sector, NRB as a central bank
of Nepal issues different regulatory and advisory guidelines and directives to the
financial institutions in Nepal. These directives, especially issued in favor of
banking industry are playing vital role for the development of the sustainable
financial market. NRB issues effective new directives and amends the olds timely

as per the necessity of financial environment.

Amongst the directives issued for the regulation on the loan and advances
especially Non Performing Loans has helped to make the strong financia culture
in the banking industry. Here, we are trying to record some implementary facts of

the sample banks regarding Non Performing L oans related directives.
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As per the new directives issued by the NRB for the banks in commercia banks,
Banks should categories their loans and advances portfolio in four categories viz.
Pass, Substandard, Doubtful and Loss. Loans and Advances due for 0-3 months-
Pass, 3-6 months-Substandard, 6-12 months- Doubtful and 12 months and above-
Loss. Also, in addition the overdue basis, loans and advances to be classified on
Loss loans on the basis of CIB Blacklisting, Collatera Vaue, and Misuse of
funded loan and Bankruptcy of the Borrower. As well, banks should formulate
necessary loan loss provision to avoid the possible losses in future as 1% for Pass,
25% for Substandard, 50% for Doubtful and 100% for Loss Loans. Additionally,
if the loan is provided under the category of priority or deprived sector, then only
one fourth of the provisioning required is to be created for LLP. Meaning that, for
the Pass loan provided under the priority or deprived sector can be provisioned
only by 0.25% of the outstanding loan amount. Similarly, for Substandard it is
6.25% and for Doubtful-12.5% only to be provisioned. Furthermore, if the loan is
provided on persona guarantee only, then additionally 20% above normal LLP to
be created as LLP on the outstanding loan amount. This means, the required
provision under this will 21%, for Substandard 45% and for Doubtful 70% to be

provisioned.
Table4.10
Status of The New Directivein respect to Loans & Advances.
Particulars | Basis of | Loan Category & | OverduePeriod
Classification LLP
Banks Classification to be | Loansto be classified | The period of the
should made on the basis | into four categories | overdue of each
categories | of ageing of past | and necessary LLP to | category of loan in
their Loans | duesas: be formulated as: shorter will be:
and Pass Pass=1% Pass=0-3 months
Advances | Substandard Substandard=25% Substandard=3-6 months
in four | Doubtful Doubtful=50% Doubtful=6-12 months
categories. | Loss L0ss=100% Loss=1 year and above
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Talking on the subject regarding the implementation of NRB directive, al the
sample banks has been found satisfactorily implemented the directive as per the
table presented above. Simultaneoudly, all the banks have been created necessary
loan loss provisions for the possible losses against the loans. Looking on the
financial part of the NBL in 2004, Total loans and advances is Rs. 17938.00 out of
which 46% contains the portion of Non Performing Loan which figure has been
decreased to 13% in 2007. As well, the Non Performing Loan portion of NABIL,
SCBNL and NICB also has been decreased to 1.12%, 1.83% and 1.11%
respectively during the study period which can be regarded as the best part of the
directive. Non performing Loan of other remaining Banks LBL and NBBL has
increased to 21.83% (in 2008) and 35.13% (in 2007) respectively. This could be
summarized as the inefficiency of management and not implementing the NRB
directives et all. Hence this can be concluded that due to the NRB regulatory
efforts, not only the Non-Performing Loans of the banks has decreased, their
income level has also been increased. This is because of the effect of that higher
volume of NPL requires higher portion of LLP and lesser NPL requires lesser the
amount of LLP and the LLP deducted in the net profit of the bank.

Non-Performing Loan not only deducts the interest earning of the bank but also
creation of loan loss provision pushes to decrease the profit of the bank. As a
reason, the operating status of three banks NBL, LBL and NBBL has been badly
affected. At this point, we can say that NRB regulatory forces have helped to
increase the profit level of the financial institutions as well. At the present context
of Nepal where the banking sector has severely affected by the increasing level of
Non-Performing Loan, tightening the policies and provisions is essentia to
safeguard the banks from the banking crisis and to ensure the banks remain liquid

even in the economic downturns.

73



As mentioned earlier, loan loss provision should be deducted from the net profit of
the bank. That means net profit of the bank will come down due to the creation of
LLP. However, the impact of the LLP on profitability of the bank is short term.
After few periods, when banks have enough provision for loss loans, the
profitability of bank will be tuned to pick up. Hence, in long run banks will enjoy
the greater cushion against loan disbursed and improves their financial strength
leading to increase their profitability. And keeping this in mind, the sample banks
have clearly implemented the NRB directives regarding NPL and as a reason
banking sector has been flourished even in the failure of the economic condition of
the country. In summary, NRB’s rules and regulations has been safeguarded the

banking from the economic and financial failure.

4.3.2 Analysis of the Collected Primary I nfor mation
During the study period, various questionnaires have been developed and asked
with the concerned officials of NRB and commercial Banks randomly. Details of

the reply of the respondents have been presented here.

Referring to the NRB officials, their monitoring and inspection role is effective
and is working properly so far. As per the view, there is no need to make any
changes considering the un-adjustability to banks in their monitoring and
ingpection role. Regarding the effectiveness of the NRB directives, all the
respondents replied that directives to keep the financia institutions healthy and
safe. Respondents also replied banks must carry on their business complying
meeting the NRB standards, first to make the financing position better and
safeguard the risk, second to play the co-operative role with the NRB in making
the overall banking sector smarter. This is encouraging part which helps banks and

financial institutions strong always.
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Regarding to the implementation part of the directives most of the player of
commercial banking sector are complying with the NRB norms and standards.
Some who are not implementing the regulatory guidelines will automatically show
their inefficiency in very short span of time and NRB makes regulatory force to
stop them doing so. Hence, in overall the implementation part is satisfactory. And
regarding the necessity of NRB directives, NRB official replied it is the proudest
matter even in the slowdown economy and presence of financially corrupted
different industries, banking sector is safeguarding their business. The mgjor credit
of this goes to the NRB making the appropriate standards, regulatory guidelines

and effective directives to safe the financial industry.

Similarly, responding to the officials of different commercia banks, most of the
banks are satisfied with the NRB guidelines. Regarding to the effectiveness of
monitoring and supervision of NRB, all the respondents have replied better. The
commercia banks are happy to comply the NRB standards and monitoring &
ingpection activity. Regarding to the necessity of NRB directives, the directives
are much more necessary to protect the depositors deposit, interest and
investments, safety of the loan and advances, for the fair and healthy competitive
environment and to protect the financial institutions. Replying to the impact of the
NRB directives in short run, NRB directives are deducting the profit standards and
business but in the long run they are found very effective for the sustainable
market of the player. That's why NRB directives are very essentia to protect the

life of financial institutions.

Answering to the revision of the NRB directives, most of the respondents replied
that NRB should revise its policy and standards as per the market structure and
changing business environment but to be kept in mind that the negative impact
should not be come on. Means revision to be done on the basis of the changing

banking environment and necessity faced by the banking organization. All the
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respondents replied, however the supervision and controlling of NRB looks some
tighter, in long run the policies, standards and supervision are very effective to

secure the banks, economy and the nations interest.

Gist of the Primary Infor mation

Complying with the NRB norms, the banking sector is financially healthy,
stronger and safer in long run. The best part of the directive is they are successful
in securing the public deposit and interest, minimizing the credit risk through loan
loss provision, protecting the bank from bankruptcy, and maintaining the friendlier
healthy competitive environment. NRB directives are not only bringing prosperity
to the banking institutions but also to all its stakeholders like shareholders,
depositors, employees and overall the economy of the country. They are also
helping the bankers in adopting the international standards and making efficient

and competitive with the international banks.

4.4 Findings of the Study

Nepal Bank Limited, as a government wing bank, its operating result has been
affected by the governmental dynamism which is not found satisfactory comparing
to other banks in Nepal. Its operating efficiency has been paralyzed likely other
enterprises equipped by government. Handover of NBL to foreign management
has proven some important improvement in respect to the operating culture of this
bank. But even comparing to other private sector and joint venture banks present
in Nepal, NBL is still showing some loop holes in its operation. Average NPL
figure 29.29% shows bank's incapability in recovery of its interest and principal
amount which is absolutely very higher than the international and NRB standards.

Similarly, average loan loss provision ratio 32.48% shows a huge profitable
amount has been freeze for the creation provision against loan. As well being the

largest deposit holder bank of the Nepal, NBL is employing only 42.39% average
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deposit to the interest earnable locations which shows the banks inefficiency in
making loan and advances portfolio. However, handover of the management to the
foreign management team has raked over banks overall financial discrepancies
into the lane. Banks a huge sum of non performing loan has been recovered,
managerial strategies have been formulated, deposit mobilization structure has
been revised, all the functions have been systematized and NRB standards have
been maintained as per the NRB policies and norms. As a reason, bank has been

equipped towards profit in a short span of time.

Nabil Bank Limited as a joint venture bank, established as a first private sector
bank has shown its smartest operating results from the inception. NABIL also
aims to be the lowest NPL bank in Nepal whose current average NPL stood only
at 1.67% which is less than the international as well NRB standard. Similarly, its
average deposit mobilization rate 68.63% with the CV of 0.07 shows banks

efficiency in mobilizing the deposit to interest earnings.

Similarly average loan loss provision ratio 2.83% reflects presence of large pass
loan in its loan portfolio. Looking into the overall financial indicators of the bank,

al indicate a smarter growth in every aspect of the financial parameters.

Standard Chartered Bank Nepal, as only bank in Nepal with the globa
representation, shows its try in rendering a best class banking service. SCBNL's
total deposit figure in 2008 stands at Rs. 26,847.02 million where the deposit
employed towards loans and advances is only 41.72%. Average deposit
mobilization into loans and advances is only 41.72% which figure represents a
very smaller amount has been deployed under the loan portfolio. But on the other
hand, average Non Performing Loan ratio 2.60% shows the presence of good
guality of loans in its loans portfolio which is much below than the international

standards. Also its average Loan Loss Provision ratio 3.10% reflects the
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availability of the good quality of loans which in turn describes that very smaller
amount has been cushioned to meet the required standards and thus profitable

earning has also increased.

NIC Bank Limited as a locally promoted bank shows its extra efficiency in
employing its total deposit in loan and advances. Its average deposit mobilization
rate is 81.54% that means Rs. 81.54 has been invested in loans and advances from
Rs. 100 deposit. Also average Non Performing Loan ratio only at 2.52% describes
availability of good quality of loans in the loan portfolio. Continuously, average
Loan Loss Provision ratio 3.33% tells a very smaller amount has been deducted
from the profit to cushion the possible loan losses. As well meeting the entire
NRB standard, it reflects its seriousness towards the banking operation as per
NRB rules.

Lumbini Bank Limited, from the locally promoted group shows very weaker
position in different financial parameters. Whether a huge sum of money has been
employed in loans and advances, presence of bigger level bad loan is resulted the
failure of banks operation. Its average deposit mobilization rate is 85.05% where
19.15% of loan is not performing well. This reflects bank's inefficiency in
recovering of invested amount. As well average Loan Loss Provision figure
20.51% shows a very big sum of money has been cushioned against the loan loss
provision and thus deducted the profit of the bank in contrary. This means, LBL
requires recovering its non performing loans to minimize the presence of NPL,

minimize the LLP and thus maximize the profit of the bank.

Nepal Bangladesh Bank Limited, a joint venture with Bangladesh also shows its
weaker position regarding the loans and advances management. Very bigger
amount of loan and advances has been availed in loss loan category. And the

reason caused failure of the bank hence NRB captured the banks management for
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the necessary recovery efforts. In its total loans figure, 35.13% (in 2007) of the
loan is not performing well amongst more than 70% is loss loan i.e. more than
70% of the loan and advances is overdue more than 1 year that shows the banks
incapability in recovering its investment in loan and advances. However, handover
of banks management to NRB, has cutlet loan all the bad parameters of the bank to
normal standards and that bank is equaling towards profit. Also, recovery of the

bad loansis resulting reducing the level of non-performing loan.
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