www.commercejournals.com

International Journal of Finance and Commerce

Online ISSN: 2664-715X, Print ISSN: 2664-7141
Received: 22-01-2023, Accepted: 05-02-2023, Published: 24-02-2023
Volume 5, Issue 1, 2023, Page No. 68-74

Credit risk management and its impact on performance of commercial banks: With reference to
Nepal

Punam Khanal®, Pitambar Sapkota?
1 MBS-F Student of Lumbini Banijya Campus, Nepal
2Assistant Professor, Pitambar Sapkota in Lumbini Banijya Campus, Nepal

Abstract

The purpose of this study is to investigate the effect of credit risk management on financial performance of commercial banks
in Nepal. This study applies the Pooled Ordinary Least Square estimator on balanced panel data of ten commercial banks over
the period 2012-2021. The study uses CAR, NPLR, CDR, MQR and BS as credit risk indicators and ROA as financial
performance indicator. The study finds that CAR, NPLR, and BS have positive and insignificant effect and negative and
insignificant effect of CDR with ROA. Similarly, there is positive significant effect of MQR with ROA. The findings indicate
that credit risk management has significant impact on financial performance of commercial banks of Nepal. Therefore, the
success of the banks in terms of financial performance depends on credit risk management.

Keywords: return on asset, capital adequacy ratio, non- performing loan ratio, credit to deposit ratio, management quality ratio

and bank size.

Introduction

Credit is generally defined as a contractual agreement in
which a borrower receive something of value now and
agrees to repay the lender at a later date generally with
interest. Sometimes, it may even include crediting a for
instance. Credit also refers to the credit worthiness or credit
history of an individual or company. It also refers to an
accounting entry that either decreases assets or increases
liabilities and equity on a company’s financial statement
(Kenton, 2020) @1,

Default in credit occurs due to many factors and at several
times the default could be deliberate. The quantification of
credit risk and its management therefore poses some
challenges. Statistical tools like probability of default,
exposure at default and maturity are extensively used to
measure the credit risk. Credit risk in banking relates to the
possibility that loans will not be paid or that investments
will deteriorate in quality or go into default with resultant
loss to the bank Balaraman (2010). Furthermore, Balaraman
argues that Bank is investing a lot of funds in credit risk
management  modeling.  Credit risk  management
encompasses identification, measurement, monitoring and
control of the credit risk exposures. The effective
management of credit risk is a critical component of
comprehensive risk management and essential for the long
term success of a banking organization.

In banks, the issue of credit risk is greater concern because
of the higher levels of risk resulting from some of the
characteristics of clients and business conditions that they
find themselves in. Credit risk management is very
important to bank as it is an integral part of the loan process.
It maximizes bank risks, adjusted risk rate of return by
maintaining credit risk exposure with view to shielding the
bank from the adverse effects of credit risk Bari (2015) 1,
There is necessity to examine whether this investment in
credit risk management is worthwhile to the banks. The
general objective of this study is to examine the effect of

credit risk management on financial performance of
commercial banks in Nepal. Various studies as capital
adequacy ratio and bank size have negative and statistically
insignificant impact on the financial performance of the
commercial banks in Nepal. Credit to deposit ratio has
positive but insignificant relationship with the financial
performance (Chhetri, 2021) ™. In order to reduce risk on
loans and achieve maximum performance, the banks need to
allocate more funds to default rate management and try to
maintain just optimum level of capital adequacy (Poudel,
2012) 100, While there are several strategies of addressing
the problem of instability and efficiency, the research
attempts to investigate the factors that influence the
determination of the banks' credit risk (Garr, 2013). To the
best of my knowledge, there is not sufficient and detail
studies have been conducted to explore the impact of credit
risk management and financial performance of commercial
banks in Nepal. This research aims to fill a gap in research
as the first complete study in effective credit risk
management.

Review of literature

This section presents the theoretical and empirical evidences
regarding financial performance. This section is divided into
three sub-sections. The first parts focused on the theoretical
aspects, second part presents the review of empirical
evidences and in the third section research variables and
prior hypothesis formulated in the study were stated.

Theoretical review

The current study is linked to the following theories that
explain the theoretical framework of the banks’ performance
and its determinants:

The commercial loans theory or the so-called real bills
doctrine theory is the oldest theory of the basic business
activities of banks, which states that banks should only grant
self-liquidating short-term loans and commercial papers to
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clients (Hosha & Manzura, 2009), the theory of commercial
loans is designed to guide banks and influence them
logically and convincingly about the banking lending
process and general economic activities.

The Anticipated Income theory was proposed by H.V.
Prochanow in 1944 since the practice of extending term
loans by the USA commercial banks. In 1949, Prochanow
conducted a comprehensive study on loans and bank assets
through which he developed a new theory on loans called
“Anticipated Income Theory”. Soyibo, et al. (2004) stated
that the anticipated theory focuses mainly in the long-term
loans and advances. In a study carried out by (Afriyie &
Akotey, 2011) concluded that regardless of the borrower's
character and his business nature, the Bank plans to repay
borrowers their loans through their expected profits and not
by monetizing or selling their assets as in the commercial
loans theory or by transferring or selling existing loans to
other lenders.

The credit risk theory indicates the risk that the lender will
be delayed or defaulting on the installments or interests
owed to him or both to the borrower, where the risk is that
the lender will be exposed to 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 (Zaidanin, 2021).

Empirical Evidences

Gakure, Ngugi, Ndwiga and Waithaka (2012) ! examined
the effect of credit risk management techniques on the
banks’ performance of unsecured loans. They concluded
that financial risk in a banking organization might result in
imposition of constraints on bank’s ability to meet its
business objectives.

Njanike (2009) 71 conducted the research on the impact of
effective credit risk management on bank survival and
found that the absence of effective credit risk management
led to occurrence of the banking crisis, and inadequate risk
management systems caused the financial crisis.

Bhattarai (2016) analysed the effect of credit risk on
performance of Nepalese commercial banks and the
regression results revealed that 'non-performing loan ratio'
has negative effect on bank performance whereas 'cost per
loan assets' has positive effect on bank performance, and
bank size has positive effect on bank performance.

Kurawa and (2014) ¥ studied on the title “effect of credit
risk management on the profitability of Nigerian banks” and
concluded that credit risk management components have a
significant positive effect on the profitability of Nigerian
banks.

Poudel (2020) examined the impact of credit risk
management on financial performance of commercial banks
in Nepal and he found that default rate, cost per loan assets
and capital adequacy ratio have an inverse impact on banks
financial performance. Bari (2015) [¥1 also found same result
in the context of Ethiopia.

Yimka et al, (2015) 9 examined the effect of credit risk
management and financial performance of selected
commercial banks in Nigeria and he founds that the lower
the proportion of nonperforming loans and advances to
provision for loans and advances losses, the better the
financial performance and proportion of nonperforming
loans and advances to total loans and advances exerts
greater negative effect than proportion of provision for loans
and advances losses to total loans and advances.
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Study variables and hypotheses
The dependent variable and independent variables used in
this study are as follows:

Dependent variable
This study has used ROA as dependent variable to represent
bank performance.

Return on assets (ROA)

Return on assets is the ratio of net income and total assets of
any institutions. It measures the efficiency of the banks
management in generating profits out of its scarce resources.
Return on assets ratio is important profitability ratio because
it measures the efficiency with which the company is
managing its investment in assets and using them to
generate profit. A basic 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 amount of
its assets. Return on Assets is a useful measure of how well
a bank manager is doing on the job because it indicates how
well a bank’s assets are being used to generate profit
(Chhetri, 2021) ™1,

Independent variables

Capital adequacy ratio (CAR)

The capital adequacy ratio is a measure of a bank’s capital.
It is expressed as a percentage of a bank’s risk weighted
credit exposures. It is also known as capital to risk weighted
assets ratio, it is used to protect depositors and promote the
stability and efficiency of financial systems around the
world. Two types of capital are measured: tier one capital,
which can absorb losses without a bank being required to
cease trading, and tier two capital, which can absorb losses
in the event of a winding up and so provides a lesser degree
of protection to depositors (Upadhyay, 2020) (471,

Hi: Capital adequacy ratio has a significant and positive
effect on bank performance.

Non- performing loan ratio (NPLR)
A non-performing loan is the sum of borrowed money upon
which the debtor has not made his scheduled payments for
at least 90 days. It is either in default or close to being in
default. Many loans become non-performing after being in
default for 90 days, but this can depend on the contract
terms. According to International monetary fund, (1944), ”
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 other good reasons to doubt that
payments will be made in full”’. By bank regulatory
definition, nonperforming loans consist of:
= Loans that are 90 days or more past due and still
accruing interest, and
= Loans which have been placed on nonaccrual (i.e, loans
for which interest is no longer accrued and posted to the
income statement).

Hz: Non- performing loan ratio has a significant and
negative effect on financial performance.
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Credit to deposit ratio

Credit to deposit ratio is a ratio between the banks total
deposits and total loans. It is also known as loan to deposit
ratio. It is the ratio of how much a bank lends out of the
deposit it has mobilized. If the ratio low i.e. lower than one,
the bank may not be earning as much as it could be. In other
word the bank relied on its own deposits to make loans to its
customers, without any outside borrowing. If on the other
hand, the ratio is high i.e. greater than one, the bank may not
have enough liquidity to cover any unforeseen fund
requirements or economic crisis. In other words, the bank
borrowed money which it re- loaned at higher rates, rather
than relying entirely on its own deposits. It is a commonly
used statistic for assessing a bank’s liquidity. In Nepal
standard of CD ratio is 90%.

Hs: Credit to deposit ratio has a significant and positive
effect on financial performance.

Management quality ratio

Management soundness is the qualitative variable that
expresses the control of board of directors over the
resources of the bank to protect shareholders interest. It is
measured by the ratio of total operating income to total
assets (Chhetri, 2021) 1,

Has: Management quality ratio has a significant and positive
effect on financial performance.

Bank size

Bank size is generally used to capture potential economies
or diseconomies of scale in the banking sector. The variable
controls for cost differences in product and risk
diversification according to the size of the financial
institution. This is included to control for the possibility that
large banks are likely to have greater product and loan
diversification. In most finance literature, natural logarithm
of 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 (Sharma, 2021) 4,

Results and Analysis
Descriptive Results
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Hs: Bank size has a significant and positive effect on
financial performance.

Research Methodology

Research Design

Quantitative nature of data has been used for conducting the
study. The secondary source of data has been collected from
ADBL, HBL, SBL, RBB, NBL, NMB, NIBL, GIBL, EBL,
PBL. And number of institutions and regulatory authorities
like Nepal Rastra Bank, Nepal Stock Exchange and Security
Exchange Board of Nepal and from different related
websites. As the study is based mainly on the secondary
data, other references materials are collect from the
libraries. The study covers ten fiscal years data starting from
2011/2012 to 2020/2021. Study has been conducted by
following causal relationship research design because it
identifies the extent and nature of cause-and-effect
relationships between two or more variables.

Model specification

To find out the relationship between the variable following
regression equations is adopted.

Y= a+ bx

ROA= a + by
CAR+bz*NPLR+b3*CDR+b4*MQR+b5*BS+H1 ....... (I)

Were

ROA= Return on Assets, CAR= Capital Adequacy Ratio,
NPLR= Non-Performing Loan Ratio

CDR= Credit to Deposit Ratio, MQR= Management Quality
Ratio, BS= Banks Size

a= Intercept term, b;=Beta coefficient of CAR, b,= Beta
coefficient of NPLR,

bs= Beta coefficient of CDR, bs,= Beta coefficient of MQR,
bs= Beta coefficient of BS,

M1= Error term

Table 1: Descriptive Statistics

ROA NPLR MQR CDR BS CAR
Mean 1.675700 | 2.793620 | 4.327200 | 79.83630 | 11.49756 12.37810
Maximum 3.430000 | 24.29000 | 6.640000 | 104.0600 | 12.75253 20.74000
Minimum 0.280000 | 0.010000 | 2.510000 | 46.08000 | 9.526756 -9.770000
Std. Dev. 0.614221 | 3.135406 | 0.879953 | 10.57885 | 0.673043 4.399160
Observations 100 100 100 100 100 100

Note: Results drawn from Eviews-12

Tablel shows that average performance of bank (ROA) with
10 samples of commercial banks is 1.68% where minimum
value is 0.28% and maximum value is 3.43% with volatility
ratio of 1.63%. The capital adequacy ranges from -9.77% to
20.74% with average of 12.38%, the mean shows the
numerical value separating the higher half of a data sample.
The standard deviation shows how much variation or
dispersion exists from the mean. The low standard deviation
indicates that the data are very close to the mean; high
values of standard deviation indicate that the data set
expands values. The difference is how the random variable
is distributed near the mean value. The arithmetical average

of the study variables is presented in table 4.7. The
maximum and minimum values indicate high or low value
variable. Average of the non-performance loan ratio is
2.79% where the minimum value is 0.01% and maximum
value is 24.29 % with volatility ratio 3.14 %. Average of the
credit to deposit ratio is 79.84 % where the minimum value
is 46.08% and maximum value is 104.06% with volatility
ratio 10.58 %. Average of management quality ratio is
4.33% where the minimum value is 2.51 % and maximum
value is 6.64% with volatility ratio 0.88 %. Average of Bank
size is 4.993% where the minimum value is 4.137% and
maximum value is 5.538% with volatility ratio 0.29%.
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Inferential Results

Table 2: Correlation Analysis

Correlation
Probabilityl ROA
ROA 1

NPLR ]0.122275 1

NPLR | MOR | CDR | CAR |BS

0.2255 | -----

MQR  |0.678178/0.218079 1
0.0000 | 0.0293 | -----

CDR  |0.271646]-0.270208]0.313132 1
0.0063 | 0.0066 | 0.0015 | -----

CAR [0.294114|-0.271954/0.268631|0.761419 1
0.0030 | 0.0062 | 0.0069 | 0.0000 | -----
BS 0.085035|-0.207589|0.042039|0.108765|0.162420| 1
0.4002 | 0.0382 | 0.6779 | 0.2814 | 0.1064 |-----
Note: Results drawn from Eviews-12

Table 2 shows that the value of correlation coefficient r =
0.294114 which means there is a weak positive relationship
between Capital adequacy ratio and Return on assets. The
value of correlation coefficient r = 0.122275 which means
there is a weak positive relationship between
Nonperforming loan ratio and Return on assets. The value
of correlation coefficient r = 0.271646 which means there is
a weak positive relationship between credit to deposit ratio
and Return on assets. The value of correlation coefficient, r
= 0.678178 which means there is a strong positive
relationship between Management quality ratio and Return
on assets. The value of correlation coefficient r = 0.085035
which means there is a weak positive relationship between
Bank size and Return on assets.

Regression Analysis

Regression analysis has been conducted in order to examine
the credit risk on financial performance of commercial
banks. Capital adequacy ratio, Nonperforming loan ratio,
Credit to deposit ratio, Management quality ratio, Bank size
is used as an independent variable and Return on assets is
used as dependent variable. Regression result is presented as
follows:

Selection among POLS, FEM or REM

Which technique is appropriate for considered data? Now
we are going to have procedure to select appropriate
technique

1. Apply Breusch- Pagan Test

Table 3: Breusch-Pagan Test

Test Hypothesis
Cross-section Time Both
Bruesch-Pagan 0.123183 0.305127 0.428311
(0.7256) (0.5807) (0.5128)

Note: Results drawn from Eviews-12

If P value in Breusch- Pagan test is greater than 0.05 then
accept null hypothesis and go for POLS. And if P value is
less than 0.05 then reject the null hypothesis and go for
fixed effect model or Random effect model.

And in this test, the P value of Breusch Pagan test is 0.5128
which is more than 0.05 then accept the null hypothesis of
Pooled OLS and go for Pooled OLS.

2. Apply Pooled OLS Model to estimate regression
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Table 4: Pooled OLS Model

Variable Coefficient|Std. Error|t-Statistic| Prob.
NPLR 0.003833 | 0.016523 | 0.231973| 0.8171
MQR 0.450507 | 0.058498 |7.701259 | 0.0000
In BS 0.038177 | 0.070295 | 0.543092 | 0.5884
CDR -0.002832 | 0.006895 |-0.410677| 0.6822
CAR 0.021837 | 0.016315 |1.338474| 0.1840
C -0.767608 | 0.919581 |-0.834737| 0.4060
R-squared 0.476404 F-statistic 17.10552
Adjusted R-squared | 0.448553 Prob(F-statistic)  [0.000000
F-statistic 17.10553 | Durbin-Watson stat |1.749669
Prob(F-statistic) | 0.000000

Note: Results drawn from Eviews-12

In table 4 the coefficient of NPLR, MQR, CDR, CAR, BS
are: 0.003833, 0.450507, -0.002832, 0.021837, and
0.087902 respectively. If NPLR increase by 1 unit then
ROA increases by 0.038177 units keeping other factors
remains constant. Non- performing loan ratio has positive
impact on return on assets (ROA). If MQR increase by 1
unit then ROA increases by 0.450507 units keeping other
factors remains constant. Management quality ratio also has
positive impact on return on assets (ROA) If CDR increases
by 1 unit then ROA decreases by -0.002832 units keeping
other factors remains constant.

Credit to deposit ratio has negative impact on return on
assets (ROA). If CAR increases by 1 unit then ROA
increases by 0.021837 units keeping other factors remains
constant. Capital adequacy ratio also has positive impact on
return on assets (ROA). If BS increases by 1 unit then ROA
increases by 0.038177 units keeping other factors remains
constant. Bank size has positive impact on return on assets.
Independent variables will forecast 47.64 % true value of
dependent variable. The value of R squared is 0.476404,
which explained the independent variables predicting
47.64% of the dependent variable.

The value of adjusted R squared is 0.448553, which means
the independent variables cumulatively determine 44.85%
of the dependent variables.

F statistic shows the combine effect of all independent

variable on dependent variable. If probability of f-stats is
greater than 5% or 0.05 it means chances of error is high
and we can conclude that combine effect is insignificant. On
the other hand, if probability value of f-stats is less than 5%
or 0.05 it means combine effect is significant or
considerable. The value of prob (F-statistic) is 0.000000
which is less than 5 %, which means this model is fit.

Variance Inflation Factor (VIF)
The VIF ensures whether there multicollinearity problem or
not The value of VIF value shown in the table below:

Table 5: Test for Multicollinearity

Variable Centered VIF
CAR 2.45
CDR 2.53

NPLR 1.28
MQR 1.26
Ln BS 1.07

Note: Results drawn from Eviews-12

In table 5, centered VIF is less than 10 so there is no
problem of multicollinearity in the data.
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Discussion

The relationship between capital adequacy ratio and
financial performance is found positive but not significant.
The positive relationship between capital adequacy ratio and
financial performance indicates that high capital adequacy
ratio in commercial banks increases the financial
performance or profitability. Furthermore, the result
indicates that one percent increases in capital adequacy ratio
increases Return on assets by 0.021827 percent. The result
is consistent with Shrestha and Niraula (2021) the
coefficient of the positive effect size shows encouraging in
profit making while the study indicates no statistical
evidence about the consequence of capital adequacy ratio in
the return on assets. Aruwa and Musa (2012) found the
positive effect of capital adequacy ratio and bank’s
performance.

The relationship between non-performing loan ratio and
financial performance is found positive but not significant.
The positive relationship between non- performing loan
ratio and financial performance indicates that high non-
performing loan ratio in commercial banks increases the
financial performance or profitability. Furthermore, the
result indicates that one percent increases in non-
performing loan ratio increases Return on assets by
0.003832 percent. Alshatti (2015) found the positive effect
of non-performing/total loans ratio on the financial
performance of banks. Setiawan, Basuki and Singh (2020)
251 found ROA has a positive and significant effect on
profitability.

The relationship between management quality ratio and
financial performance is found positive and significantly
related to return on assets. The positive relationship between
management quality ratio and financial performance
indicates that high management quality ratio in commercial
banks increases the financial performance or profitability.
Furthermore, the result indicates that one percent increases
in management quality ratio increases return on assets by
0.450508 percent. Chhetri (2021) ™ found that management
quality ratio has positive and statistically significant.

The relationship between credit to deposit ratio and
financial performance is found negative but not significant.
The negative relationship between credit to deposit ratio and
financial performance indicates that high credit to deposit
ratio in commercial banks decreases the financial
performance or profitability.

Furthermore, the result indicates that one percent increases
in credit to deposit ratio decreases return on assets by
0.002832 percent. According to Shiri et al. (2015), there is
an inverse link between the credit-to-deposit ratio and bank
profitability.

Christaria and Kurnia (2016) found that the credit-to-deposit
ratio has a strong negative influence on bank profitability
proxies such as return on assets (ROA).

The relationship between bank size and financial
performance is found positive but not significant. The
positive relationship between bank size and financial
performance indicates that high bank size in commercial
banks increases the financial performance or profitability.
Furthermore, the result indicates that one percent increases
in bank size increases return on assets by 0.087902 percent.
Chhetri (2021) ™ found that negative and no significant
relationship between bank size an financial performance
(ROA).
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Conclusion and Implications

Based in empirical results, study conclude that bank in order
to design an effective credit risk management system need
to establish a suitable credit risk environment, operating
under a sound credit granting process, maintaining an
appropriate credit administration that involves monitoring,
processing as well as enough controls over credit risk.
Banks need to place and devise strategies that will not only
limit the banks exposition to credit risk but will develop
performance and competitiveness of the banks, and banks
should establish a proper credit risk management strategy by
conducting sound credit evaluation before granting loans to
customers.

Based on the findings from the empirical analysis, the study
offers the following implications through which they can
work to improve banks management practice and to have
effective role in increasing profitability of banks. It also
includes recommendations.

This study used Return on Asset (ROA) to measure

profitability however, there are measures like Return on
equity (ROE), Net interest margin, Net profit margin, which
can be applied, in the banking industry to establish the effect
of bank specific factors on financial performance.

Banks need to place and develop strategies that will not only
limit the banks discussion to credit risk but will develop
performance and competitiveness of the banks, and banks
should establish a proper credit risk management strategy by
conducting sound credit evaluation before granting loans to
customers, improve their efficiency in credit analysis and
loan management to secure as much as possible their assets.
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