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Abstract

The purpose of this study is to examine the impact of Credit risk management on Profitability of Nepalese commercial banks.
This study applies the pooled ordinary least square model balanced panel data of ten commercial banks from 2011/12 to
2020/21. Data were obtained by using secondary sources. The study used ROA as profitability measurement tools and capital
adequacy ratio, non-performing loan ratio, loan to deposit ratio, cash reserve ratio, and bank size as credit indicators. The
result revealed that capital adequacy ratio, loan to deposit ratio, cash reserve ratio, and bank size has been found to have a
positive effect on banks' profitability, and non-performing loan ratio negatively affects banks' profitability. Thus, the study
concludes that credit risk management is an essential predictor of the profitability of Nepalese commercial banks. Thus, the
study concludes that credit risk management predicts banks' profitability significantly. Therefore, the success of the banks in

terms of profitability depends on credit risk management.

Keywords: return on assets, capital adequacy ratio, non-performing loan ratio, loan to deposit ratio, cash reserve ratio, and

bank size

Introduction

Credit risk is one of the bank’s most significant threats
when providing financial services to customers (Caruso et
al., 2021) [ The banking sector’s primary source of
income is the interest on loans issued by banks (Ramazan &
Gulden, 2019) ™. Securitizing assets, selling loans, and
issuing standby credits may reduce interest rate risk and
exposure to credit risk. However, it may be more efficient to
reduce credit risk with comparatively new financial
instruments, Credit derivatives, an over-the-counter
agreement possibly protection against loss when default
occurs on a loan, bond, or other debt instruments (Rose &
Hudgins, 2016) 5%, Credit risk is significant to the bank as it
is an integral part of the loan process. It maximizes bank
risk and adjusts the risk rate of return by maintaining credit
risk exposure to shield the bank from the adverse effects of
credit risk. A bank is investing many funds in credit risk
management modeling. Credit risk plays a crucial role in the
bank's profitability as a large portion of the bank's revenue
accrues from loans and advances from which interest is
earned (Bhattarai, 2016) I,

There are many risks that bank face in Nepalese society as
Credit risk, interest rate risk, liquidity risk, market risk,
operational risk, and foreign exchange risk. Among the
various risk faced by the banks, Credit risk plays a vital role
in banks' profitability since a large chunk of banks' revenue
accrues from loans, from which interest is derived. Interest
risk is directly linked to credit risk implying that a high or
increment in interest rate increases the chances of a loan
default. (Poudel, 2018) 1. Credit, also known as default
risk, performance risk, or counterparty risk, is the possibility
that a contractual party will fail to meet its obligations with
the agreed terms (Brown & Moles, 2012) [, 1t is a risk of
finances whereby money invested by banks to their
customer in the form of loans are not repaid (Giesecke,
2004) 41,

Coyle (2000) defines credit risk as losses from the refusal or
inability of credit customers to pay what is owed in full on

time. It arises mainly from direct lending and certain off-
balance sheet products such as guarantees, letters of credit,
foreign exchange, forward contracts and derivates, and the
bank holding of assets in the form of debt securities. It may
take the form of delivery or settlement risk. It is critical to a
bank's survival or failure because banks traditionally earn
huge profits from interest on their risk exposures. The
management of credit risk is a critical approach to risk
management and is essential to the long-term success of
commercial banks.

Credit is generally defined as a contractual agreement in
which a borrower receives something of value now and
agrees to repay the lender later, generally with interest.
Sometimes, it may even involve crediting a, for instance.
Credit also refers to an individual or company's
creditworthiness or credit history. It also refers to an
accounting entry that either decreases assets or increases
liabilities and equity on a company's balance sheet (Kenton,
2020) (81, As economic condition change, the credit policy
may also change. Credit risk management is indeed a
challenging and complex task in the financial industry
because of the unpredictable nature of the macroeconomic
factors coupled with the various microeconomic variables
peculiar to the banking industry or specific to a particular
bank (Garr, 2013) [*3],

Review of literature

This section presents the theoretical and empirical evidences
regarding profitability. the first parts focused on the
theoretical aspects, second partpresent the review of
empirical evidences andin the third section research design
and hypothesis formulated in the study were stated.

Theoretical Review

The credit risk theory indicates the risk that the lender will
be delayed or default on the instalments or interests owed to
him or both to the borrower (Louis, Vouldis & Metaxas,
2012) 21 where the risk is that the lender will be exposed to
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financial distress after which he cannot return deposits to
their owners or meet his other obligation due to the loss of
capital and interest and the lender's exposure to significant
losses resulting from borrowers not paying their obligation
to lenders, which is now called non-performing loans.

The commercial loan theory, also called the real bills
doctrine. The commercial loan theory holds that banks
should lend only on short term, self-liquidating, commercial
paper. According to Hosna & Manzura, (2009) [ the
commercial loan theory is geared to influence persuasively
both the bank lending and the general economic activities.
Strict adoption of this theory will reveal that it is expected to
serve as a money supply to changes in aggregate economic
activity.

Firm characteristicstheories predict that the number of
borrowing relationships will decrease for small, high-
quality, informational opaque, and constraint firms, all other
things being equal (Olukoyo, 2011)

A Credit market theorymodel of the neoclassical credit
market postulates that the terms of credits clear the market.
The interest rate is the only price mechanism if collateral
and other restrictions remain constant. With an increasing
demand for credit and a given customer supply, the interest
rate rises, and vice versa. It is thus believed that the higher
the failure risk of the borrower, the higher the interest
premium (Olukoya, 2011).

Empirical Review

Bhattarai (2016) © sought to measure credit risk's effect on
Nepalese commercial banks' performance. The result
revealed the negative effect of the nonperforming loan ratio
on bank performance and the positive effect of cost per loan
assets on bank performance. In addition to credit risk
indicators, bank size positively affects profitability. Capital
adequacy ratio and cash reserve are not considered to
influence the banks' profitability.

Samuel (2015) B2 sought to measure credit risk on the
performance of Nigerian commercial banks. The result
showed that the ratio of nonperforming loans to loans and
Advances and loans and advances to total deposits
negatively affect profitability.

Poudel (2018) /) sought to measure the impact of credit risk
on the profitability of a commercial bank in Nepal. Data
were collected from the sample of 15 commercial banks
operated in Nepali economy for the period of 2002/2003 to
2014/15. The one-way fixed effect Model of panel data
analysis is a powerful tool. The commercial Bank's
profitability is measured in terms of Return on equity and is
regressed on bank-specific and macroeconomic variables.
The result confirmed that credit risk has a significant
negative impact on profitability. In contrast, capital
adequacy ratio, total assets, significantly positively impact
the profitability of commercial banks in Nepal.

Tuladhar (2017) 1581 sought to measure the impact of credit
risk management on the profitability of Nepalese
commercial banks. Data was collected and analyzed using
pooled regression analysis and panel data analysis in which
28 commercial banks of Nepal between the periods (2011-
2015) were included. The findings indicated that credit risk
management have a significant impact on profitability of
Nepalese commercial banks. The result showed that
coverage, capital adequacy ratio, and bank size have
apositive impact on bank performance. On the other hand,
leverage ratio, non-performing loan ratio, and female board
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members were found to have a negative impact on bank
performance. However, liquidity ratio assets quality and
cash reserve ratio were not significant variables in
determining bank performance.

Opoku (2016) 1 assessed the association of the impact of
credit risk on the profitability of selected banks in Ghana.
The author has used data from seven selected banks
covering the nine-year (2005-2013). The independent
variables used by the author included nonperforming loan to
total loan, loan loss provision ratio and loan advance ratio as
credit risk measurement. In contrast, dependent variables
included Return on assets and equity as profitability
indicators. In addition, some internal and external
determinants of profitability were captured in the model.
The result showed that nonperforming loan is negatively
related to profitability while loan loss provision ratio and
loan and advance ratio are positively significant to the
profitability bank.

Munangi and Sibindi (2020) ™3 investigated the title "The
Impact of Credit Risk on The Financial Performance of
South African Banks" this article examines the impact of
credit risk on the financial performance of African banks
from 2008 to 2018. Panel data techniques, such as pooled
ordinary least squares (pooled OLS), fixed effects, and,
random effects, were tested to find out the relationship
between credit risk and financial performance The study's
results show that credit risk is negatively related to financial
performance. Thus, the higher the incidence of non-
performing loans, the lower the Bank's profitability. It was
found that capital adequacy was positively related to
financial performance.

Nwanna and Ogezue (2017) 4 Studied the title effect
between credit management and profitability (ROA) of
Deposit Money Banks (DMBs) in Nigeria context for the
period of 2006 to 2015. Secondary data were sourced from
the Central Bank of Nigeria Statistical Bulletins and the
Annual Reports of all the existing DMBs. The study found
that loans and advances and loan loss provision have
positive and insignificant effects on profitability, while
nonperforming loans have a negative and insignificant effect
on profitability.

Afriyie and Akotey (2013) [ examined the impact of credit
risk management on the profitability of rural and
community banks in Ghana by using a panel regression
model from 2006 to 2010. The independent variables that
the author has taken are nonperforming loans, and capital
adequacy ratio as an indicator of credit risk management
whereas the dependent variables that the author has taken
are Return on assets and return on equity indicator
portability of the Bank. The study's finding showed a
significant positive relationship between nonperforming
loans and the profitability of the Bank, which means
nonperforming loans are increasing proportionately to
profitability.

Research methodology

Research Design

The research design adopted in this study is descriptive and
causal-comparative relationship research designs. Panel data
analysis has been used. The variables included in the study
were based on capital adequacy ratio, non-performing loan
ratio, loan to deposit ratio, cash reserve ratio, and bank size.

This study is based on a secondary source of data for the
period of 2011/12 -2020/21 AD. Out of 26 commercial

33



International Journal of Finance and Commerce

banks, 10 banks selected a sample by using a random
sampling method. The reason behind choosing of latest year
period is to include a fresh data. Data were obtained from
secondary sources; the data required for conducting the
study were collected from the various reports of Nepal
Rastra Bank, journals, different published articles, annual
reports of different sample banks, and supervision of Nepal
Rastra bank. The data were collected in MS Excel according
to the need of the study. The arranged data is later exported
to EViews 12 for further analysis of the regression model.

Model specification

The model estimate in this study assumes that the
profitability of Nepalese commercial banks depends on
several independent and control variables. The credit
management variables are capital adequacy ratio. Non-
performing loan ratio, loan to deposit ratio, cash reserve
ratio, and bank size. Therefore, the model takes the
following form:

Profitability =f (credit variables, control variables)

The credit variables focus on capital adequacy ratio, non-
performing loan ratio, loan to deposit and the control
variables are cash reserve ratio and bank size. Therefore, the
model takes the following form:

ROA =B0+BICAR+B2NPL+B3LDR +e --- (1)

The model second will be used to test the robustness of
impactof credit risk on profitability

ROA =B0+B1CAR+B2NPL+B3LDR+ B4CRR+B5BS--(2)

Where,

ROA = Return on assets (ratio of earnings after taxes to total
assets)

CAR = Capital adequacy ratio

NPL = nonperforming loan

LDR =Loan to deposit ratio

CRR = Cash Reserve Ratio

BS = Bank size

0 = Constant parameter

B1.B2, B3 = The slope represents the degree with a bank's
profitability changes as the independent variable changes by
one unit of a variable.

e = error components

Dependent variables

Return on assets (ROA): Return on assets is a type of
return investment metric that measures the profitability of a
business about total assets. It measures the efficiency of
bank management in generating profits out of its total
scarce. A primary measure of bank profitability that corrects
the size of the Bank is the Return on Assets (ROA)which
divides the net income of the Bank by the number of its
assets.

For banks with similar risks, a profile is a valuable statistic
for comparing bank profitability as it avoids distortions
produced by differences in financial leverage (Bhattarai,
2014) 1,

Independent variables

Capital Adequacy Ratio (CAR): The capital adequacy
ratio (CAR) measures a bank's available capital as a
percentage of a bank's risk-weighted credit exposures. This
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is an independent variable for the determination of the
profitability of the Bank. The capital adequacy ratio, also
known as capital to risk-weighted assets ratio (CRAR), is
used to protect depositors and promote the stability of
financial systems around the world and to examine the
adequacy of the total capital fund and core capital which is
yield and NRB directive all commercial banks are required
to maintain 11% of their capital as CAR (Pradhan &
Parajuli, 2017) (81,

Capital adequacy ratio = Capital / risk-weighted assets

Hypotheses H1: There is a positive relationship between
capital adequacy ratio and return on assets.

Non- performing loan ratio: The nonperforming loan is
the sum of borrowed money upon which the debtor has not
made his scheduled payments for at least 90 days.
According to the International monetary fund, "A loan is
nonperforming when payments of interest and principal are
past due by 90 days or more, or at least 90 days of interest
payments have been capitalized, refinanced 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 nonperforming loan ratio significantly
negatively impacts the profitability of commercial banks in
Nepal (Poudel, 2018) 471,

Non-performing loan ratio = non-performing loan / Total
loan

Hypotheses H2: There is a negative relationship between
non-performing loan ratio and return on assets.

Loan to deposit ratio: A loan to deposit ratio shows a
bank’s ability to cover loan losses and drawls by its
customers. Investors monitor the LDR of banks to make
sure there’s adequate liquidity to cover loans in the event of
an economic downturn resulting in loan defaults. Also, the
LDR helps to show how well a bank is attracting and
retaining customers. The correlation between loan- to
deposit- ratio and return on assets has statistically been
found to be a positive relationship (Defri 2012) [*21,

Loan to deposit ratio = Total loan / Total deposit

Hypotheses H3: there is a positive relationship between
loan to deposit ratio and return on assets.

Cash Reserve ratio

Cash reserve ratio is specified as a percentage of the total
deposit of customers held with the central bank. It is one of
the monetary policy tools used by the reserve bank to
control the money supply in the economy (Abid & Lodhi,
2015) [,

Cash Reserve ratio = reserve requirement with the central
banks / Total deposit of customers

Hypotheses H4: there is a negative relationship between
cash reserve ratio and return on assets.

Bank Size

Bank size as measured by total assets is one of the control
variables used in analyzing the performance of the bank
system (Smirlock, 1985) 3%, This is included to control for
the possibility that large banks are likely to have greater
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product and loan diversification. In the most finance
literature, the natural logarithm of the total assets of the
banks is used as a proxy for bank size. The effect of bank
size on profitability is generally expected to be positive
(Smirlock, 1985) %],

Bank size = Natural logarithm of total assets

Hypotheses H5: There is a positive relationship between
bank size and return on assets.
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Result and findings

Descriptive Analysis

Descriptive statistical tools are used to analyze the
relationship between two or more variables. The
profitability of the banks are proxies by capital adequacy
ratio, non-performing loan ratio, loan to deposit ratio, cash
reserve ratio and bank size are independent variables, and
Return on Assets (ROA) which are the dependent variables.

Table 1: Descriptive Analysis

ROA CAR NPLR LR CRR BS

N 100 100 100 100 100 100
Mean 1.67 12.46 2.15 80.50 18.93 11.77
Maximum 3.22 20.74 8.98 104.06 37.52 18.41
Minimum 0.28 (9.77) 0.010 46.08 3.54 9.52
St. Deviation 0.56 4.36 1.85 10.86 9.73 1.45
Prob 0.07 0.00 0.000 0.026 0.045 0.00

The table depicts the descriptive statistics of Nepalese
commercial banks. The study period is 2011 to 2021
associated with 10 commercial banks.

The capital adequacy ratio (CAR) ranges from -9.77% to
20.74% with a mean of 12.46 % which is greater than the
regulatory requirement of NRB and the standard deviation is
4.36%. The non-performing loan ratio (NPLR) sampled
commercial banksranges from 0.01 to 8.98 with a mean of
2.15 with a standard deviation of 1.85. The mean value of
the loan-to-deposit ratio (LDR) ranges from 46.08 to 104.06
with a mean of 80.50 with a standard deviation is 10.86. The
mean value of the cash reserve ratio (CRR) ranges from
3.54 to 37.54 with the mean value of 18.93 with a standard

deviation is 9.73. The mean value of bank size (BS) ranges
from 9.52 to 18.41 with a mean of 11.77 with a standard
deviation is 1.45. The return on assets (ROA) ranges from
0.28 t03.22 with the mean value of 1.67 with a standard
deviation is 0.56 respectively.

Inferential Analysis

Correlation and regression analysis were performed to
measure the relationship and effect of explanatory variables
on dependent variables. The result of analysis is presented
in this section.

Correlation

Table 2: Correlation

Correlation ROA | NPLR | INBS | LDR | CRR | CAR
Probability
ROA 1
0.151914 1
NPLR 0.1313 -
0.248149 -0.073481 1
LNBS 0.0128 0.4675
LDR 0.267280 -0.328984 -0.085477 1
0.0072 0.0008 0.3978
CRR 0.152341 0.055113 -0.145876 0.196418 1
0.1303 0.5860 0.1476 0.0502
CAR 0.354950 -0.283342 0.034479 0.737820 0.090143 1
0.0003 0.0043 0.7334 0.0000 0.3724

Note: Annual reports of Sample banks and results are drawn from EViews 12.

Table 2 reveals the correlation test between both dependent
and independent variables using correlation coefficient
matrix. The correlation test shows that return on assets has a
significant relationship with capital adequacy ratio in 5 level
of significance with correlation 0.354950 which means there
is weak positive linear relationship between return on assets
and capital adequacy ratio. likewise, the value of correlation
test shows that return on assets has insignificant relation
with non-performing (NPLR) in 5 percent level of
significance with correlation coefficients r = 0.151914
which means there is a positive linear correlation between
return on assets and non-performing loan ratio. At the same
time, the value of correlation test shows return on assets has
insignificant relationship with loan to deposit ratio in 5

percent level of significance with correlation coefficients r =
0.267280, which means there is positive relationship
between return on assets and loan to deposit ratio.
furthermore, the value of correlation test ratio shows return
on assets has insignificant relationship with cash reserve
ratio in 5 percent level of significance with correlation
coefficient r = 0.152341, which means there is a positive
relationship between return on assets and cash reserve ratio.
The correlation matrix shows return on assets has significant
relationship with bank size in 5 percent level of significance
with correlation coefficient r = 0.248149 which means there
is a positive relationship between return on assets and bank
size.
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Regression analysis

Regression analysis with Return on Assets

The regression analysis has been conducted in order to
examine the effect of explanatory variables on the
profitability in the commercial bank of Nepal. Capital
adequacy ratio, non-performing loan ratio, loan to deposit
ratio, Cash reserve ratio, bank size is used an independent
variable, and return on assets is used as the dependent
variable.

ROA =p0+p1CAR+B2NPL+B3LDR +e --- (1)
ROA =B0+p1CAR+B2NPL+B3LDR+ B4CRR+B5BS---(2)

Selection of appropriate model

Using panel data of ten commercial bank out of twenty-six
banks from 2068/69 to 2077/2078, the impact of credit risk
management on profitability of Nepalese commercial banks.
Panel data can be used with a pooled, random effect, or
fixed effect regression model. To choose the best model out
of these three regression models, this study used the
Breusch Pagan test and the Hausman test. The result of
Breusch-pagan test shows the prob value 0.00 less than 5%
level of significance reject null hypothesis that the pooled
regression model is adequate. Therefore, employing a
random effect and fixed effect model to estimate a multiple
regression model would be suitable. Thus, Hausman test has
been used in this study to choose the best model between
random effect and fixed effect model. Thus, Hausman test
shows the probability value of 0.0287 less than 5% rejects
null hypothesis. Thus, the fixed effect model has been
applied to estimate the multiple regression model.

Apply Breusch-Pagan test

Table 3: Result of Breusch-Pagan test

Cross-section| Test Hypotheses time| Both
0.503566 21.46763 21.97119
(0.4779) (0.0000) (0.0000)

Note. Annual reports of sample banks and results are drawn from

EViews 12.

Breusech-Pagan

If the Breusch-Pagan test is less than 0.05 then reject the
null hypothesis of pooled ordinary square and go for the
fixed effect model or random effect model.

Random Effect Model

Table 4: Random Effect Model

Variable Coefficient|Std. error|t-statistic| Prob

NPLR 0.084272 | 0.030339 | 2.777660 |0.0066

LN BS 0.107214 | 0.034836 | 3.077683 |0.0027

LDR 0.008370 | 0.006940 | 1.206085 |0.2308

CRR 0.007425 | 0.005542 | 1.339654 |0.1836

CAR 0.036946 | 0.016216 | 2.278348 |0.0250

C -1.049210 | 0.660960 |-1.587402(0.1158
R-squared 0.241965
Adjusted R-squared| 0.201644
F-statistic 6.000972
Prob-(F-statistics) | 0,000073
Durbin-Watson stat | 1.439675

Note. Adapted from Annual reports of sample banks and
EViews 12.

To find random effect model is appropriate, further analysis
has been performed to test the Hausman test.
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Table 5: Result of Hausman test

Chi-square | Chi-square | Cross-
Test Summary statistics d.f section
Cross-section random 12.483478 5 0.0287

The Hausman test is carried out to choose between fixed
effect model and random effect model. Since the calculation
of probability value of 0.0287 is less than 0.05. Further
analysis has been performed to test fixed model.

Fixed Effect Model

After confirming the Fixed Effect model as the appropriate
model, the multiple regression model has been estimated
based on it. Table 6depicts the result of multiple regression
model.

Table 6: Fixed effect model

Variable Coefficient |Std. error |t-statistics| Prob

NPLR -0.013192 | 0.056718 |-0.232588 | 0.8166

LN BS 0.096980 | 0.043751 | 2.216632 | 0.0293

LDR 0.027709 | 0.010632 | 2.606105 | 0.0108

CRR 0.028101 | 0.013798 | 2.036617 | 0.0448

CAR 0.012701 | 0.018463 | 0.687910 | 0.4934

C -2.364702 | 1.154254 |-2.048683 | 0.0436
R-squared 0.426196
Adjusted R-squared | 0.331687
F-statistics 4.509583
Prob (F-statistics) | 0.000005
Durbin-Watson stat | 1.571811

Note. Adapted from Annual reports and EViews 12.

The establishment multiple linear regression equation
becomes:

ROA= -2.364702 + 0.012701CAR - 0.013192NPLR +
0.027709LDR + 0.028101CRR +0.096980BS

In this table, the probability of an independent variable
capital adequacy ratio is 0.4934 more than 0.05. so, the
capital adequacy ratio is not a significant independent
variable for this regression model. The probability of
independent variable non-performing loan ratio is 0.8166
more than 0.05. So, NPLR is a not significant independent
variable for this regression model. The independent variable
loan-to-deposit ratio is 0.0108 less than 0.05. So, LDR is s
significant independent variable for this regression model.
The probability of independent variable CRR is 0.0448 less
than 0.05. So, CRR is a significant independent variable.
The probability of an independent variable bank size ratio is
0.0293 less than 0.05. So, the bank size is a significant
independent variable for this regression model.

In this table, the coefficient of CAR, NPLR, LDR, CRR,
and BS is 0.012701, -0.013192, 0.027709, 0.028101, and
0.096980 respectively. If CAR increase by 1 unit the ROA
increase by 0.012701 units keeping other factors remains
constant. Capital adequacy has a positive impact on return
on assets (ROA). If NPLR increases by 1 unit the ROA
decrease 0.013192 by units keeping other factors remain
constant. If LDR increases by 1 unit the ROA decreases by
0.027709 units keeping other factors remain constant. If
CRR increases by 1 unit the ROA decrease by 0.028101
units keeping other factors remain constant. If BS increases
by 1 unit ROA increase by 0.096980 units keeping other
factors remain constant.
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The Independent variable will forecast the 42.61% true
value of the dependent variable. The value of R-squared is
0.426196, which explained the independent variables
predicting 42.61% of the dependent Variable indicated that
there is a very strong relationship between study variables.
The value of the adjusted square is 0.331687, which means
the independent variables determine 33.16% of the
dependent variable. This means that by knowing these
dependent variables return on assets on commercial banks
can be predicted.

Standard error of estimate is flawlessly associated with
regression analysis. The Durbin Watson statistic is used to
test for independent of residuals or auto correlation. The
value of the Durbin Watson statistic ranges from 0 to 4. As a
general rule, the residuals are independent if the Durbin-
Watson statistic is approximately 2, and an acceptable range
is between1.50 and 2.50. In this study, Durbin-Watson is
1.57, close to 2 indicates that there is auto correlation in the
regression model.

F statistics show the combined effect on all independent
variables in the dependent variable. The probability (F-
Statistics) is 0.00005 which is less than 0.05 percent which
tells this model is significant.

The establishment multiple linear regression equation
becomes:

ROA = -2.364702 + 0.012701CAR - 0.013192NPLR +
0.027709LDR + 0.028101CRR + 0.096980BS

Discussion

The primary goal of this research is to examine the impact
of Credit risk management indicators on the profitability of
Nepalese commercial banks.Using a set of bank-related
descriptive variables; we analyzed the profitability variable
of twenty-six Nepalese commercial banks.R square has a
value of 0.466196 this demonstrates that the independent
factors under investigation jointly explain approximately
46.61% change in ROA. It is apparent from finding that the
correlation between capital adequacy ratio and ROA is
found to be positive indicating higher the capital ratio would
be ROA (Biswas, Nath, Biswas, & Rashid, 2021) I'). The
positive relationship between capital adequacy ratio and
profitability indicates the high capital, increase in
profitability of commercial banks. Further the result
indicates the correlation coefficient is 0.012701 and the p-
value is 0.4934 which is more than 0.05. This means there is
not a significant relationship between capital adequacy ratio
and profitability.

The analyses revealed that return on assets and non-
performing loan has a statistically negative impact on
profitability on Nepalese commercial banks (Bhattarai,
2014) [, The result indicates the correlation coefficient is -
0.013192 and the p- value is 0.8166 which is greater than
0.05. This means there is no significant relationship.

The correlation between loan- to deposit- ratio and return on
assets has statistically been found to be positive relationship.
The finding is similar to that of Defri (2012) 2 and
Buchory (2015). Furthermore, the result indicates that the
correlation coefficient is 0.027709 and the p- value is
0.0108 this means there is a significant relationship.

The correlation between cash reserve ratio and return on
assets is found to be positive indicating higher the liquidity
in the bank higher would be the return on assets. The
finding is similar to (Uremadu, 2012) B7. The result
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indicates that the correlation coefficient is 0.028101 and the
p- value is 0.0448 less than 0.05. This means there is a
significant relationship between them.

The correlation between bank size and return on assets have
a positive and strong significant relationship with the
profitability of Nepalese commercial banks (Bhattarai,
2014) 1. Furthermore, the indicates that the correlation
coefficient ROA is 0.096980 and p- value is 0. 0293 less
than 0.05 which means there is significant relationship
between bank size and profitability.

The variable is contributing that 42.61 % of the total
variations in average ROA is explained by regression
equation and remaining 57.39% is due to the effects of
another factor. Value of F is 4.509583 and F(sig) is
0.000005 so the variable are significantly statistics.

Conclusion and implications

The main purpose of this study is to investigate the impact
of credit risk on profitability of Nepalese commercial banks.
An unbalance panel data of ten commercial banks with 100
observations for the period of 2011 to 2021 have been used
for the analysis. The major conclusion is that the
profitability of Nepalese commercial banks is greatly
influenced by credit risk. The effect of credit risk on
profitability of the Nepalese commercial bank is examined
using the Fixed Effect regression model, which reveals a
relationship between capital adequacy ratio and profitability
is found to be positive and insignificant on ROA. A
positively related capital adequacy ratio states that the banks
need to maintain a sufficient amount of capital funds to soak
up adverse situations and remain solvent.The relationship
between non-performing loan ratio and profitability is
negative but not significant to ROA. The relationship
between loan to deposit ratio has positive relationship and
significant on ROA Thus, this concludes that increasing the
amount of total loan in respect to total deposit, the Nepalese
commercial banks can increase their profitability. and cash
reserve ratio have positive relationship and significant on
ROA. The relationship between bank size and profitability
is found moderate positive significant relationship with the
profitability. Therefore, it can be concluded that the
independent variable of non-performing loan ratio (NPLR),
capital adequacy ratio (CAR) could not be regarded as
influencing variable on bank profitability as it is found to be
insignificant at percent level of significance. Furthermore,
the findings of the study indicate that the Nepalese
commercial banks have a good credit risk management
practice which are evidenced by the significant result for
loan to deposit ratio (LDR), cash reserve ratio (CRR) and
bank size (BS).

Nepalese commercial banks have poor credit risk
management. Thus, these banks need to follow prudent
credit risk management and safeguarding the assets of the
banks and protect the interests of the stakeholders.

Based on the findings from the empirical analysis, the study
offers the following implications are as. Among those risk
which have been faced by banks, the credit risk plays the
significant role on its profitability.

The banks should maintain adequate capital. This will
increase their profitability. Therefore, Nepalese commercial
banks should have maintained capital adequacy ratio at least
11% which was set by directives of Nepal Rastra bank.
Higher capital adequacy ratio has become successful to
minimize its risk. It suggests the need for strong credit risk
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and loan services process management must be adopted to
keep the level of non-performing loan ratio as low as
possible which will enable to maintain the high performance
(Profitability) of Nepalese commercial banks. The banks
control and monitor NPLR, and keep the level of NPLR, as
low as possible by emphasizing more on the ability to pay
before credit approvals are given, a practice that will enable
banks to achieve higher performance. This is helpful for
further analysis of credit risk management and other risk
management. The other factor that enhances mitigation of
credit risk to improve performance of Nepalese commercial
banks.
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